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PUBLIC OVERSIGHT OF MANAGED HEALTH CARE
COVERAGE-CONSOLIDATION-COSTS

THE ISSUE: As ongoing and rapid change continues to characterize the landscape of our
highly competitive system of health care financing and delivery, the question of

appropriate state regulatory oversight remains critical.

How do lawmakers and

policymakers sort out, assess and appropriately respond to the often conflicting needs of
business, insurers, providers and consumers -- all against the backdrop of mergers,

consolidations and concer ns about costs?

INTRODUCTION

The “perfect” policymaker must possess the
ability to juggle several bals in the air,
simultaneously, with great skill, expertise, foresight
and quick reflexes. At the same time, s’lhe must be
able to anticipate that several new, unexpected balls
will appear and some already-existing ones will drop
out, with little or no warning. In the current
expanding and contracting world of managed health
care, the challenges to lawmakers and policy makers
are significant as the stakes have been exponentially
raised to find the right balance: how to preserve the
integrity of a competitive health care system whose
goal (from its outset) was to limit the costs of health
care by managing its service delivery, while meeting
their mandate to protect the public “good,” in this
case, access to appropriate health and medical care of
high-quality?

HEALTH CARE — AN INDUSTRY IN FLUX

Health economist James Robinson points out
that over the past fifteen years, different models of
managed health plans have evolved, covering the
spectrum from not-for-profit group models -- such as
the Kaiser Permamente Medical Care Program with its
closed physician panels -- to broader for-profit
network plans, many lifting restrictions and offering
provider choice to enrollees (Robinson, 1999).
Through his research, which includes interviewing
key health industry stakeholders across the country,
Robinson predicts that the emerging model of
managed care is the multi-product, multi-market
health plan. Hisviews:

Public policymakers and industry analysts
often assume that there exists somewhere a
truly efficient form of physician and
hospital organization, an optima benefit
package, an evidence-based set of clinical
protocols, and one best method of
marketing and enrollment. But even a

cursory examination of the medical
marketplace quickly reveals that no one
sizefitsall and that consumers do not agree
on what they want, purchasers on what they
are willing to pay for, and providers on
what they are willing to deliver. The future
of the health plan lies at the often conflict-
ridden interface between consumers,
purchasers and providers, in the
development, pricing and distribution of
managed care products that reconcile
preferences with pocketbooks throughout
the health care system (Robinson, 1999, at
9.

In responding to James Robinson's
viewpoint, George C. Halvorson predicts that in the
environment of increasingly complex health plans,
there will also be an increase in health care costs “that
exceeds the rates of increase over the past decade”
(Health Affairs, March/April 1999). In addition to
identifying the increases in drug costs and new
technologies as significant contributing factors,
Halvorson singularly points to that fact that “both
physicians and hospitals in many markets are merging,
creating massive local market leverage that often
gives providers absolute control over local heath care
pricing. In many markets the newly formed local
provider monopolies are creating price increases of
20-50 percent.” How and in what ways do regulators
"fit into" the health care industry marketplace whose
activities have broad social, economic and legal
impacts?

NEW JERSEY’S
ENVIRONMENT

MANAGED CARE

The emergence and evolution of managed
health care and managed care organizations in New
Jersey provides an interesting case study of the types
of activities that states around the country are
confronting both in their lawmaking and in their court
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rooms. Although New Jersey can be characterized as
a state to which the extensive practice of managed
health care came relatively recently, the evolution of
the state’'s HMOs, Preferred Provider Organizations
and Point-of-Service plans has been swift and
expansive." In many ways, the numbers well illustrate
the story in the case of managed care enrollment in
New Jersey, as well as in the U.S. as a whole. In
1998, over 160 million Americans were enrolled in
some form of managed health care. In New Jersey,
over 4 million individuals are enrolled in managed
health care plans, with approximately 2.3 million
enrolled in one of the state’s nineteen HMOs. Just
three years earlier, in 1995, approximately 1.5 million
New Jerseyans were enrolled in twenty-one HMOs
operating in the state.

PUBLIC OVERSIGHT OF MANAGED HEALTH
CARE -WHERE ARE WE GOING?

Many health policy analysts classify New
Jersey’s managed care laws and regulations as some
of the most comprehensive in the nation. For
example, in comparison to laws in other states, New
Jersey has the strongest HMO net worth and deposit
requirements of any other state.

In New Jersey, the Department of Health and
Senior Services is the regulator of health facilities and
works cooperatively with the Department of Banking
and Insurance, which regulates the financial aspects of
insurers. Throughout the country, primary regulatory
authority varies at the state-level between the
Departments of Health and Insurance. New Jersey’s
principal laws addressing managed heath care
include: N.J.S.A. 26:2J1 et seg., Health Maintenance
Organizations; N.J.S.A. 17:1-8.1 and 17B:27A-54,
Selective Contracting Arrangements of Insurers;
N.JSA. 17:48E-1 et seq, Hedth Services
Corporations, and N.J.S.A. 26:251 et seq, Health
Care Quality Act.

At the beginning of March 1999 (31 N.J.R.
610), the Department of Health and Senior Servicesin
consultation with the Department of Insurance
proposed amendments to its rules on financial
standards and reporting for health maintenance
organizations (N.J.A.C. 8:38-2.3 and 11).2 The rules
were developed and proposed following a December
15, 1998 public policy forum which was held on
initiatives to strengthen the regulatory oversight of the
financial condition of HMOs operating in New Jersey.
According to the New Jersey Register "Summary,” the
forum’'s purpose was to gather information and
suggestions “on HMO financial reforms from
organizations representing the State’s hospitals,
doctors and other medical providers, public interest
groups and the HMO industry. Regarding oversight

responsibility, the amended rules will require that both
the Departments of Health and Senior Services and
Banking and Insurance conduct pre-operational audits
of HMOs prior to issuing a certificate of authority.
The rules include more stringent requirements which
would increase the amount of money HMOs must
keep on deposit with the state and would require them
to submit financial reports every three months instead
of every year.®

Scheduled to appear in the April 19, 1999
New Jersey Reqgister are the proposed rules under the
New Jersey Health Quality Act, N.J.S.A. 26:2S-1 et
seg., which was enacted August 8, 1997. The
proposed new rules and amendments to N.J.A.C. 8:38
have as their primary purpose the implementation of
the provisions of the Act, which establishes standards
for HMOs and all other health insurers, health services
corporations, hospital service corporations and
medical service corporations? Among the
requirements set forth in the statute is the
establishment of an Independent Health Care Appeals
Program to provide an independent medical necessity
or appropriateness of services review of fina
decisions by carriers to deny, reduce or terminate
benefits of a covered person under a health benefits
plan.

The Department of Banking and Insurance
amended its rules at N.JA.C. 11:4-37, Selective
Contracting Arrangements of Insurers, in order to set
forth procedures consistent with New Jersey’s HMO
regulations and to substantively amend requirements
of these managed health plans for informing covered
persons about their coverage benefits and complaint
and grievance procedures. The amendments also
applied more stringent drug formulary requirements.

In the New Jersey Legislature, there are
several hills pending which cover a broad range of
issues related to HMOs and other forms of managed
health care, including proposals which would prohibit
a health plan’s limiting a female enrollee’s direct
access to an obstetrician/gynecologist (A695), and
which would prohibit an HMO from imposing certain
restrictions regarding the provision of health care
services to enrollees (S734). In February 1999,
A2863 was introduced and referred to the Assembly
Health Committee.  Titled the “HMO Assured
Continuity of Care Act,” the bill provides that “upon
the issuance of a court order or liquidation,
rehabilitation or conservation of an HMO with a
finding of insolvency,” the Commissioner of Banking
and Insurance, in consultation with the Commissioner
of Health and Senior Services,” shall implement
certain measures to ensure that individuals maintain
continuity of health care through enrollment in other
HMOs or health plans.
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WHEN REGULATORY SAFEGUARDS FALL
SHORT

When compared to other states, New Jersey’s
laws and regulations possess some of the strongest
health care licensing and operating requirementsin the
country.  Yet, in recent months, the state has
experienced the failures of two of its HMOs:
American Preferred Provider Plan of Newark and HIP
Health Plan of New Jersey.> New Jersey's Department
of Banking and Insurance Commissioner has stated
that regulators view both "as separate incidents and
two very different problems, not atrend.”

New Jersey lawmakers and policy makers are
not alone in grappling with the human, economic and
legal impacts of the failure of alarge HMO operating
in its state. During the past year, state takeovers of
failing HM Os and physician management groups have
become increasingly common: earlier in March 1999,
the state of Californiatook over MedPartners Provider
Network Inc., whose 1,000 doctors provide services to
1.3 million Californians through its contracts with
HMOs and other insurance carriers (The Los Angeles
Times, March 13, 1999). In February, the state of
Texas' Department of Insurance took over a
financialy unstable HMO after the company became
insolvent, as has been the case in the states of Florida,
Arizona, Maryland and Mississippi. The financial
instability of the health care industry is attributed to
many factors, including mismanagement, overly
aggressive expansion and low reimbursement rates
(Ibid). This is particularly true in a region like
southern California, where the consolidation of
medical groups went further than anywhere else in the
country, and at the same time, insurance premiums
were held to lower levels than in any other state
(Robinson, 1999). A 1998 National Health Policy
Forum site visit report studying managed care
operations and market dynamics in southern
Cdlifornia found that: "markets there are locally
driven and highly dynamic, with both managed care
organizations and provider systems in great flux"
(November 17-20, 1998).

In the state of New Jersey’s takeover
complaint of American Preferred, it has charged that
the firm's owner allegedly transferred hundreds of
thousands of dollars of funds to his other business
interests. The company lost $15 million in 1998 and
failed to maintain $3.7 million in reserves, which is
required for an HMO of its size. In the case of HIP of
New Jersey, its parent company -- PHP Healthcare
Corporation of Reston, Virginia -- claimed Chapter 11
bankruptcy protection from creditors®

In 1997, HIP Health Plan had entered into a
contract with PHP to manage the health care of its

members, in exchange for a percentage of the
premiums HIP received. The contract was approved
by the state Attorney General and the departments of
Banking and Insurance and Health and Senior
Services. In November 1998, New Jersey state
officials declared HIP Health Plan of New Jersey
insolvent and placed the firm under its guardianship.

According to the plan submitted to New
Jersey State Superior Court, HIP Health Plans of New
Jersey, whose reorganization plan was rejected by
New Jersey state regulators, is to be liquidated March
31, 1999. All of the state's health insurance carriers
are required to offer open enrollment to HIP enrollees
through the end of March and the state will assist HIP
Medicaid managed care enrollees to transfer to
another Medicaid-approved carrier.

A March 27, 1999 New York Times overview
of the open enrollment period estimated that some
50,000 remaining policyholders were not enrolled in
new health plans. Judge Jack Lintner, who is the
Middlesex County Superior Judge overseeing the
plan’s liquidation, has scheduled a hearing for March
30, 1999 to consider extending the closure deadline
for two weeks longer, or April 15, 1999 (Smothers,
1999). In response to the coverage issues, New
Jersey’s Department of Banking and Insurance has
also ordered the state’s other HMOs to expedite their
handling of applications from HIP members
(Voreacos and Washburn, 1999). The order sets forth
that coverage will be provided as of April 1 aslong as
an HIP member has completed his/her application and
has paid the necessary premium by March 31.

According to a March 10, 1999 Sar-Ledger
report, lawmakers are currently considering aspects of
abill that would require HM Os doing business in the
state to contribute to a common fund that would “pay
the debts of health firms that go out of business’
(McNichol, 1999). Introduced on December 17, 1998,
as the "New Jersey Health Maintenance Organization
Guaranty Association Act (A2735), the bill would
create an association of HMOs "to serve as a guaranty
fund mechanism capable of insuring that the financial
obligations of HMOs to their enrollees and health care
providers are satisfied." Several other bills (now in
committee) have been introduced in the New Jersey
Legislature in recent months aiming to address some
of the issues that are emerging in the managed health
care market in the state: A2763, introduced January 7,
1999, establishes an open enrollment period for
enrollees of insolvent HMOs; S1621, introduced
January 7, 1999, provides for a supplemental
appropriation of $150 million to the Department of
Health and Senior Services for the purpose of
"reimbursing health care professionals and health care
facilities who are participating providers of HIP

3




" . ived e orrrthe-Nerd Sttt

Health Plan of New Jersey and who have not been
reimbursed for their services due to the insolvency of
the health maintenance organization"; and A2750,
introduced on January 7, 1999, which establishes a
Managed Health Care Consumer Assistance Program
to "prepare, educate and assist health care consumers
about their rights in a managed health care system,
particularly those who have chronic disabilities and
are senior citizens."

THE LIMITS OF PUBLIC OVERSIGHT IN A
COMPLEX, "DEREGULATED" HEALTH
CARE ENVIRONMENT

The situation with PHP brought into focus a
regulatory gap: athough PHP had assumed the
financial risk and responsibility of caring for HMO
members, it claimed it was not held to the same
standards as HM Os and insurance companies, such as
in maintaining financial reserves (The New York
Times, December 27, 1998). Criticism regarding state
approval of the HIP and PHP deal also includes that
fact that during the critical due-diligence period,
negotiations and reviews were done in the absence of
public hearings and public scrutiny. The issue of
whether or not the "sale" of HIP was actually a sale of
anonprofit HMO -- thus requiring that a portion of the
sale's proceeds would need to be placed in a charitable
trust --, or was a contractual arrangement under which
the medical services of HIP were turned over to PHP,
thus putting it outside the regulatory purview
governing sales of nonprofits, has not been resolved.

At present, federal prosecutors are
investigating via a grand jury probe the possible
misuse of “millions of dollars of premiums paid” to
HIP by its New Jersey customers but never used to
pay doctors and hospitals treating its patients (New
Jersey Online, March 25, 1999). Within the New
Jersey Legislature, Senate Health Committee Chair
Jack Sinagra (R-Middlesex) has requested subpoena
power so that his Committee could launch its own
investigation of the failure of HIP. Other legislators
have introduced resolutions seeking authority to
interview witnesses and documents in an examination
of the health plan’s collapse.

CONCLUDING REMARKS

According to a 1999 legislative tracking
survey conducted by the National Conference on State
Legislatures, all 50 states have laws that address
structural requirements of managed @ care
organizations, including certificates of authority,
financial solvency standards and periodic reporting
and filing of operational plans. However, there is
great variation regarding the specific requirements of
these laws and their enforcement by regulators.

Although regulatory trends in the health care industry
have focused on access, quality, consumer protection
and delivery system issues — ranging from any-willing
provider lawsto arange of consumer protection laws -
- analysts predict that the next wave of lawmaking
will focus on issues of solvency and the financial
integrity of health plans. The continuing challenge is
to create an oversight and monitoring system under
which regulators can keep up with the “ speed of light”
changes taking place in the health care industry.
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POLICY IMPLICATIONS

Almost monthly, a hospital system or health
plan announces its intention to merge or form a close
aliance. Physicians, as well, are involved in forming
group practices and networks. As the market
consolidation trend continues, what are the
implications for scrutiny by state and federa
regulators vis-a-vis antitrust issues in the health care
industry? Health policy analyst William M. Sage
identifies "gaps" in the knowledge base of the legal
profession, the courts and the health care industry
regarding antitrust oversight and the nature of
competition in the managed health care marketplace.
In a 1997 analysis paper, he points to an absence of
empirical data on competition in the industry and calls
for a research agenda to be developed in the field of
health services research in order to study antitrust
litigation and to remedy current "informational
deficits" (Sage, 1997). ’

In what may be a future trend in the ways
business and regulators interact -- moving from a
sometimes adversarial to a more cooperative,
collaborative relationship -- the Pittsburgh Business
Group on Health, comprised of 37 employers, is
working with state and federal regulators to identify
ways for all stakeholders to be responsive to changes
in the health care industry regarding the consolidation
and mergers of health care providers and third party
payers. The firms represented in the PBGH are
concerned that their efforts to offer affordable,
accessible health care of strong quality to their
employees was being undermined by mergers and
acquisitions that "restricted their ability to shift to
more efficient providers' (Moskowitz, 1999). The
group, which asserts that "a mix of competitive and
affordable alternative heath plans and delivery
systems is needed to improve quality, maintain access
and assure affordability,” is meeting with regulators to
determine which officials have responsibility for
which aspects of the health care industry and what
might trigger an investigation of a proposed merger.

As a result of mergers and consolidations,
and the evolving business transactions in the managed
health care industry, the role of administrative law,
which encompasses federal and state-level rules and
rulemaking, is moving center stage. The challenges of
discerning and maintaining regulatory authority in this
environment continue to push the envelope regarding
the gray areas where administrative law and contract
law interface. What kind of mechanism can be
effected through which regulators and policy makers
from many different state departments and divisions
can collaborate on monitoring already-existing and
newly emerging “regulatory” issues in the health care
industry?

What does the future hold for companies like
PHP Healthcare Corporation -- who exemplify a class
of businesses whose goal is to establish themselves as
intermediaries between health plans and providers?
How do regulators oversee in the competitive
marketplace of health care, where companies like PHP
may fall outside of the purview of their regulatory
authority? What level of collaboration must be
reached between and among insurance regulators and
the offices of state attorneys general to monitor
activities in such areas as health plan merger reviews
and antitrust authority?

The failure of HIP Health Plan of New Jersey
serves as an exemplary lesson of the “costs” in human,
economic and legal terms when the delivery and/or
financing of health care is compromised. The status
of HIP's employees also carries a critical message
about work force issues related to health care
professionals and serves to illustrate their
vulnerabilities in a free market system. What
safeguards, if any, should be put in place for
physicians, nurses, social workers and other health
care professionals in order for health plans to attract
and retain workers of high quality and credentials?
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ENDNOTES

! Reference is made to New Jersey Policy Forum Issue Briefs published from 1994 to the present on managed health
carein New Jersey, and laws and regulations affecting the industry, including consumer protection laws.

2The HMO rulesfall under the statutory authority of N.J.S.A. 26:2)-1 etseq, Health Maintenance Organi zations.

3 Currently, the HMO industry has $250 million on deposit to protect creditorsin the event that they no longer operate
as a business; the proposed rule would require an estimated $500 million in reserves and give companies up to three
yearsin order to reach that level (The Star Ledger, March 11, 1999).

4 The proposed amendments and new rules do not implement section 18 of the Act, which requires certain employersto
notify their employees on an annual basis in order to specify whether the employer’s self-funded plans comply with
New Jersey’ s mandated benefitslaws.

5 American Preferred Provider Plan served approximately 44,000 individuals, most of whom were Medicaid enrollees;
HIP of New Jersey has a much larger membership of approximately 194,000 members (many of whom were
government workersin Mercer andMiddlesex counties) (New Jersey OnLine, February 1999).

5 PHP owes tens of millions of dollars to New Jersey hospitals, doctors and other medical providers for their services
delivered to HIP's patients served in its 23 health centers. At present, there is considerable litigation relating to this
situation (American Medical News, March 22-29, 1999).

" In his analysis, Sage examined the Marshfield case, a "landmark” antitrust decision between Blue Cross and Blue
Shield of Wisconsin and the Marshfield Clinic. Blue Cross and Blue Shield United of Wisconsin v. Marshfield Clinic,
1995 U.S. App. LEXIS 29056 (71" Cir., 13 October 1995).




" . ived e orrrthe-Nerd Sttt

REFERENCES

Butler, Patricia. "Is Bigger Better? Legal and Policy Issues in Health Plan Mergers: A Guide for State
Policy Makers®. National Academy for State Health Policy. Report. December 1998.

"Federal HIP Probe Confirmed." New Jersey Online, http://www.nj.com. March 25, 1999.

Halvorson, George C. "Health Plans' Strategic Responses to a Changing Marketplace." Health Affairs. v.
18, no. 2. March/April 1999.

Hilzenrath, David S. "PHP Healthcare Files for Bankruptcy; Reston Firm Blames Collapse of HMO Deal."
The Washington Post. November 20, 1998.

Mahargj, Michael A. H. “Health Care System Faces Deepening Fiscal Crisis; Millions May Suffer
Temporary Disruption of Services as Financial Stability of Providers, from Hospitals to Physician
Groups, isUndermined.” The Los Angeles Times, March 13, 1999.

McNichol, Dunstan. “ State prepares stricter HM O safeguards.” The Star-Ledger, March 10, 1999.
Moskowitz, Daniel B. "Big Business with an Activist Bent." Business & Health. March 1999.

New Jersey Policy Forums on Health and Medical Care. "Managed Care - Keystone of the Health Care
Delivery System in the 1990s?" (February 2, 1994); "Public Oversight of Managed Care" (October
19, 1994); "Update on Managed Care in New Jersey" The Issue Brief Review. April 1997, "Free
Market or Free-For-All: Competition, Regulation and Consumer Protections." June 10, 1998.

"Plans and Providers: Risk Accountability, and Staying Power." National Health Policy Forum. The
George Washington University. Site Visit Report. Southern California. November 17-20, 1998.

Reference is made to laws and rules cited in the following sources: New Jersey Statutes Annotated, New
Jersey Administrative Code, New Jersey Register.

Reference is made to the series of articles in American Medical News, The Star Ledger, The New York
Times, The Wall Street Journal and The Washington Post profiling the failures of the American
Preferred Provider Plan and HIP Health Plan of New Jersey during 1998 -- to present.

Robinson, James. "The Future of Managed Care Organization." Health Affairs. v. 18, no. 2. March/April
1990.

Sage, William M. "Judge Posner'sRFP: Antitrust Law and Managed Care. A dearth of empirical data on
competition in the managed care market leads to theoretical guessesin our courts of law." Health
Affairs. v. 16, no. 6. November/December 1997.

Smothers, Ronald. "Only Days to Shutdown, 50,000 Patients are Still Clinging to HIP." The New York
Times. March 28, 1999.

Voreacos, David and L. Washburn. "Did fraud cause HIP to fail? Grand jury seeking answers." The
Bergen Record. March 25, 1999.






