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mployer-sponsored health plans

typically provide less coverage
for mental health and substance
abuse treatment than for medical or
surgical treatment. Inpatient cover-
age for most employees at medium
and large firms is limited to 30 to 60
days per year for problems related to
mental health and substance abuse,
compared with 120 days or no limit
for physical illnesses (1).

The merits and costs of mandating
parity between insurance benefits for
mental health and substance abuse
treatment and benefits for medical or
surgical treatment have been a recent
topic of significant public debate.
Since 1994 the U.S. Congress and
more than 40 states have considered
parity bills, and more than 20 states
currently mandate parity for some or
all mental health and substance abuse
services. In 2001, health plans that
participate in the Federal Employees
Health Benefits program will be re-
quired to offer parity in patient cost
sharing and service limits, such as the
number of outpatient visits covered.

There are no federal mandates re-
quiring parity for private-sector, em-
ployer-sponsored health plans with
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respect to cost sharing or service lim-
its. However, a number of bills have
been proposed. For example, in 1996
Senators Domenici and Wellstone
proposed a bill that would have re-
quired parity for all mental illnesses.
The bill did not pass, in part because
some actuarial studies indicated that
the proposal would substantially in-
crease health insurance costs—ac-
cording to one study by as much as
8.7 percent.

Instead, the federal government
passed the Mental Health Parity Act
of 1996, which mandates limited par-
ity for mental health coverage. This
act requires that, starting January 1,
1998, insurers provide the same an-
nual and lifetime spending limits for
mental health benefits as they do for
other health care benefits. Compa-
nies with 50 or fewer employees are
exempt, as are companies for which
compliance would result in an in-
crease of 1 percent or more in health
insurance expenses. The mandate
does not require employers to cover
mental health treatment. In addition,
it does not cover treatment for sub-
stance abuse, nor does it require par-
ity with respect to cost sharing, the
number of visits to mental health and
substance abuse treatment provi-
ders, or the number of days in the
hospital. Two actuarial studies con-
ducted in 1996 estimated that the
mandate would increase health in-
surance premiums by less than one-
half of 1 percent.

In this column we present cost esti-
mates for a variety of comprehensive
parity mandates, including parity for
different diagnoses, benefit provi-
sions, and types of health insurance
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delivery systems. We estimated costs
with an actuarial model and based our
assumptions on a review of the litera-
ture and discussions with actuaries,
economists, mental health research-
ers, employers, and representatives
from managed care organizations and
state mental health and substance
abuse departments.

Previous estimates of costs

In 1996, four actuarial studies esti-
mated the increase in health insur-
ance premiums for the proposed
Domenici-Wellstone parity bill. The
estimates ranged from 3.2 percent by
Coopers and Lybrand to 8.7 percent
by Price Waterhouse. Milliman and
Robertson, Inc., estimated a 3.9 per-
cent increase in premiums and the
Congressional Budget Office a 4 per-
cent increase (2).

The differences in the estimates
were largely a result of differences in
the assumptions underlying the mod-
els used in the studies. The Coopers
and Lybrand study, which produced
the lowest estimate, assumed that 50
percent of consumers would be in a
health maintenance organization
(HMO) or a point-of-service (POS)
plan and that both types of plans
would be tightly managed. However,
the literature typically classifies POS
plans as moderately managed, which
means that less than 30 percent—
rather than 50 percent—of enrollees
in 1996 would have been in a tightly
managed plan (3,4).

The highest estimate, produced by
Price Waterhouse, appears to have
resulted from assumptions about uti-
lization management and a shift of
services from the public sector to the
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private sector. The model assumes
that parity also applies to utilization
management—specifically, that the
amount of utilization management in
mental health and substance abuse
services for indemnity, preferred-
provider organization (PPO), and
POS plans would decline after parity
because these plan types typically
manage these types of services more
aggressively than they manage med-
ical and surgical services. None of the
state or federal parity mandates re-
quire and enforce parity with respect
to utilization management.

The Price Waterhouse study also
assumed that after parity legislation,
many mental health and substance
abuse services provided in the public
sector would be shifted to the private
sector, thereby increasing indemnity
plan mental health benefits by 50 per-
cent and PPO and POS benefits by 21
percent. To assess the validity of this
assumption, we spoke with represen-
tatives of insurance plans and mental
health and substance abuse agencies
in five states with parity mandates
(Maryland, Minnesota, New Hamp -
shire, Rhode Island, and Texas).
None of the people we spoke with re-
ported that their state’s parity man-
date resulted in a substantial shift in
expenditures, clients, or services from
the public to the private sector after
parity. Furthermore, detailed expen-
diture data from New Hampshire’s
public mental health system show no
evidence of a decline in public mental
health expenditures resulting from
parity. In fact, the prevailing view is
that parity mandates resulted in no
change in the role or activities of the
public sector.

Industry experts identified two key
reasons for why parity did not seem to
affect public mental health and sub-
stance abuse expenditures. First, the
publicly financed services are provid-
ed primarily to individuals who are
not—and are not likely to become—
privately insured. A large percentage
of the users of publicly financed serv-
ices have serious mental illness or
substance use disorders, and their
symptoms impair their ability to func-
tion in a work environment. Many of
those who can work do so part-time
and are usually not offered employer-
sponsored health insurance.
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Second, the public system finances
many services that private insurers
consider to be socially rather than
medically necessary, so private insur-
ers do not cover them and would not
cover them under parity. Examples of
such services are psychosocial servic-
es, such as life skills training, and
services requested by a third party,
such as court-ordered services.

In 1998, the parity workgroup of
the National Advisory Mental Health
Council (5) estimated that full parity
would result in a 4 to 5 percent in-
crease in total benefit costs for an in-
demnity or PPO plan, about a 3 per-
cent increase for a POS plan, and less
than a 1 percent increase for an HMO
or carve-out plan. A revised model us-
ing more recent data projects a 1.4
percent overall increase in total
health benefits.

In a 1997 study, Sturm (6) estimat-
ed that full parity would increase an-
nual costs per enrollee by less than $7
under managed care. Thus, for a
managed care plan with a total annu-
al cost for mental health and sub-
stance abuse benefits of $50 per en-
rollee per year, the cost for these ben-
efits would increase about 14 percent
and the cost of the total health insur-
ance premium less than 1 percent.
This computation assumes that men-
tal health and substance abuse ex-
penses are about 5 percent of total
health insurance benefits.

Methods
We used an actuarial model devel-
oped by the Hay Group, an actuarial
and benefits consulting firm, to esti-
mate health insurance premium in-
creases for several mental health and
substance abuse parity options. We
estimated the costs of full and partial
parity options for three diagnostic
groups—all mental health and sub-
stance abuse diagnoses, mental
health diagnoses only, and substance
use diagnoses only—and four plan
types—indemnity, PPO, POS, and
HMO. We did not estimate the costs
of parity for serious mental illnesses
only, because data on the distribution
of medical expenses for patients with
serious mental illnesses were not
available.

By full parity we mean that insur-
ance benefits for the covered mental

health and substance abuse diagnoses
must be no less restrictive than bene-
fits for medical and surgical diagnoses
in the areas of cost sharing, service
limits, and annual or lifetime limits
such as lifetime benefit maximums.
Partial parity means that benefits
must be the same with respect to
spending limits and either cost shar-
ing or service limits. Both partial par-
ity options comply with the Mental
Health Parity Act of 1996 because
they require parity with respect to
spending limits.

To compute the actuarial value of a
benefit package, the Hay Group
model relies on distributions of actual
health care claims data for mental
health and substance abuse services
in private-sector, employer-sponsored
health insurance plans. The model
uses data on the distribution of men-
tal health and substance abuse ex-
penses for enrollees in indemnity
plans and managed care plans, as well
as for children and high-cost users,
that is, individuals with claims of
$25,000 or more in a year. For a par-
ticular benefit package, the model de-
termines how much the health plan
would pay for each patient in a distri-
bution. The model includes assump-
tions about administrative costs, the
level of utilization management in
each plan, and patients’ responses to
changes in their out-of-pocket costs.
The model then calculates a weighted
average expense across patients.

We estimated the cost of each pari-
ty benefit option by determining the
difference between the estimated
premium for that option and the esti-
mated premium for a baseline plan.
The new premium was the sum of the
baseline premium and the increase in
mental health and substance abuse
expenditures caused by the increase
in insurance benefits. A baseline plan
is a typical health plan covering med-
ical and surgical and mental health
and substance abuse services in 1998.
Our baseline benefit packages com-
ply with the Mental Health Parity Act
of 1996 (Table 1).

The model assumes that all mental
health and substance abuse care de-
livered by HMOs is tightly managed
and that such management would
yield relatively large savings, perhaps
30 to 40 percent. For indemnity,
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Table 1

Baseline benefits for mental health and substance abuse treatment by plan type

Preferred-provider organization

Point-of-service plan

Health

Indemnity maintenance
Service plan In network Out of network In network Out of network  organization
Inpatient hospitalization
Number of days 30 30 30 45 30 30
Coinsurance (%) 20 10 30 0 20 0
Outpatient services
Number of visits 20 20 20 20 10 20
Coinsurance (%)
or copayment* ($) 50% 50% 50% $10 $25 $20

1 Copayments do not count toward the out-of-pocket maximum.

PPO, and POS plans, the model as-
sumes that utilization management
would lead to savings of 25 percent
compared with no management. Ad-
ditionally, we assumed that manag-
ing medical and surgical services
would result in a 3 percent cost re-
duction for indemnity plans and a 5
percent reduction for PPO and POS
plans (7,8).

Our assumptions about patients’
responses to changes in their out-of-

pocket costs were based on data from
the Rand health insurance experi-
ment (9), which found that in re-
sponse to a decline in the price of
health care, people in indemnity
plans tended to use approximately
twice as much outpatient mental
health care—primarily psychothera-
py—as physical health care. We as-
sumed a slightly lower response for
people enrolled in HMOs.

For PPO and POS plans, the mod-

el assumes that 70 percent of care is
obtained from network providers and
that the plan receives a 15 percent
price discount from network pro-
viders. For POS plans, there is an ad-
ditional in-network reduction of 12
percent because of denial of service
by gatekeepers; out-of-network serv-
ice use increases by 15 percent to par-
tially offset this reduction.

Our assumptions about administra-
tive costs were based on a 1994 Hay

Table 2
Increases over baseline plans in mental health and substance abuse expenses and total family premiums by diagnosis and plan
typel
Percent increase in expenses Percent increase in total family premiunm?
Plan type and Parity in Parity in Parity in Parity in
diagnosis cost sharing service limits Full parity cost sharing service limits  Full parity
Indemnity plan
All mental health and
substance use diagnoses 154 41.7 126.8 5 14 5.0
Mental health only 135 40.5 119.8 4 13 4.8
Substance use only 1.9 1.2 7.0 Nl .05 3
Preferred provider organization
All mental health and
substance use diagnoses 17.0 40.0 117.7 .6 15 5.1
Mental health only 14.8 38.7 1114 5 14 4.8
Substance use only 2.2 1.3 6.3 i 1 3
Point-of-service plan
All mental health and
substance use diagnoses 2 33.9 64.6 0 1.7 35
Mental health only 2 334 63.1 0 1.7 3.4
Substance use only 0 4 1.6 0 .02 1
Health maintenance organization
All mental health and
substance use diagnoses 6.1 3.7 116 3 2 .6
Mental health only 5.5 3.7 10.9 3 2 .6
Substance use only .6 0 7 .03 0 .04

1 Source: Sing et al. (2)

2 Family premium=(1+.84x1.08) x adult premium+1.22 x child premium. This formula assumes that 84 percent of employees are married, the cost of
coverage for the spouse is 1.08 times more than the cost for the employee, and the average number of children per family is 1.22. The demographic
assumptions are based on data from the Current Population Survey (10). The cost of coverage for a spouse relative to the employee is based on data

for a typical plan.
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Group study for the Congressional
Research Service. Administrative costs
were 11 percent for indemnity, PPO,
and POS plans. For HMOs, they
were 15 percent for medical and sur-
gical services and 20 percent for be-
havioral services.

Finally, we assumed that parity
would not substantially shift the pro-
vision of mental health and substance
abuse services from the public sector
to the private sector.

Results

The model predicts that with full par-
ity, PPO and indemnity plans would
have the largest increases in family
health insurance premiums—>5.1 per-
cent and 5 percent, respectively
(Table 2), an increase in mental
health and substance abuse expendi-
tures of more than 110 percent. Pre-
miums rise slightly more for PPOs
because these expenditures take up a
larger portion of the PPO premium
(4.3 percent) than of the indemnity
plan premium (3.9 percent). Premi-
um increases were the lowest for
HMOs, at .6 percent. The model pre-
dicts a 3.5 percent increase for POS
plans.

The model predicts that full parity
for mental health diagnoses only and
substance abuse diagnoses only
would increase premiums by 4.8 and
.3 percent, respectively, for PPOs and
by .6 and .04 percent, respectively, for
HMOs.

The premium increases predicted
by the model for the partial parity op -
tions as defined in this study were
much lower. For PPOs, they are .6
percent or less if there is parity in cost
sharing and 1.5 percent or less if
there is parity in service limits.

Discussion

Several features of actuarial models
should be taken into account in the
interpretation of our predicted pre-
mium increases. First, these increases
are the initial premium increases re-
sulting from parity; they do not re-
flect employer responses to parity
mandates. Employers could respond
to an anticipated premium increase
caused by a parity mandate by in-
creasing management of mental
health and substance abuse services,
increasing employee contributions,
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dropping health insurance coverage,
dropping coverage for these services,
or reducing other benefits.

Second, these estimates are made
with a baseline benefit package that is
more generous than the one used in
previous actuarial estimates of the
cost of parity mandates. The baseline
benefit package for each plan has a
$1,000,000 lifetime spending limit for
mental health services (reflecting the
Mental Health Parity Act of 1996).
The baseline packages for previous
actuarial estimates did not reflect this
act, so they have much lower lifetime
spending limits, such as $50,000, for
mental health and substance abuse
services. If our baseline packages had
a $50,000 lifetime spending limit in-
stead of a $1,000,000 limit, our cost
estimates would be roughly 15 per-
cent higher.

Third, our study estimated premi-
um increases for family coverage,
whereas many previous studies esti-
mated premium increases for single
adults. For single adults, this model
projects that full parity would raise
premiums for PPOs by 4.4 percent
and for HMOs by .6 percent. The
family premium increase is higher
than that for a single adult because
the relative cost of mental health and
substance abuse coverage for chil-
dren in this model is higher than the
relative cost of coverage for other
services.

Our estimates have several implica-
tions for employers who are thinking
about offering more generous mental
health and substance abuse benefits.
First, premium increases are much
smaller if these services are tightly
managed. The model predicts premi-
um increases of less than 1 percent in
a tightly managed plan, but if these
services are not tightly managed after
parity, the increase could be 3 to 5
percent.

Second, premium increases under
the partial parity benefit options are
much smaller than premium increas-
es under the full parity benefit op-
tion. For example, premium increas-
es for PPOs are .6 percent under par-
ity for cost sharing and 1.5 percent for
service limits, compared with 5.1 per-
cent under full parity. Finally, once
there is parity for all mental health di-
agnoses, the relative premium in-

crease related to parity for all sub-
stance use diagnoses is relatively
small—.3 additional percentage
points for PPOs and much less for
HMOs. ¢
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