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DECEPTIVE OR MISLEADING METHODS IN HEALTH
INSURANCE SALES

MONDAY, MAY 4, 1964

U.S. SENATE,
SuBCOMMITTEE ON FRAUDS AND MISREPRESENTATIONS
A¥FECTING THE ELDERLY OF THE
SpECIAL COMMITTEE ON AGING,
Washington, D.C.

The subcommittee met at 10 a.m., in room 4232, New Senate Office
B_\(Jij_lding, Senator Williams (chairman of the subcommittee) pre-
siding.

Present : Senators Williams, Keating, and Fong.

Staff : William E. Oriol, professional staff member; Patricia Slink-
ard, chief clerk; and Mary Keeley, staff assistant.

Senator WirLriams. The subcommittee will come to order.

I would like to start this morning’s inquiry with a short opening
statement.

Once again this subcommittee meets to learn more about frauds
and misrepresentations affecting the elderly. Today we are inter-
ested in deceptive or misleading methods used to promote health in-
surance sales or localized “health plans.”

One of the reasons for our interest is that we have received many
letters from individuals who are sometimes hopelessly confused about
the policies they once purchased for protection in retirement years.
Quite often they tell us that the policies have, for one reason or an-
other, failed them when they most needed help.

Staff subcommittee inquiries have intensified our interest, as have
consultations with State and Federal agencies.

Today’s testimony will give us a better idea of the magnitude of
the proilem and will help determine whether additional inquiry by
this or other subcommittees is required.

Two points should be emphasized :

This subcommittee recognizes that the majority of mail-order firms
and other health insurance companies are honestly interested in giv-
ing value to their customers. It is for the protection of those reputable
companies, as well as for the benefit of the buying public, that this
subcommittee is conducting this hearing.

The second point is that many of the practices we will hear about
today do not fit neatly into the standard definitions of “fraud” or
“deception.” The subcommittee recognizes that the language of the
law may not meet all situations, particularly when slippery pitchmen
deliberately set out to find gaps in that language. It may well be that
our statutory definitions of fraud and deception should be modernized.

1



2 DECEPTIVE METHODS IN HEALTH INSURANCE

One thing is certain, however: that the sale of an insurance policy
1s 11ioo serious a matter to become a battle of wits between buyer and
seller.

Buyers can be misled as much by the omission of facts as by the
deliberate distortion of facts; and buyers can be presented with so
many facts that truths become lost. And quite often, too, the buyer
unwittingly can put himself in a position where he has only limited
recourse 1f his claim is disputed.

In any case, the final result is the same. The buyer discovers—
usually when the time comes to pay a hospital bill—that he does not
have the protection he paid for and thought he had.

One of the responsibilities of this committee is to consider such
problems and to increase public awareness of them. Our State and
Federal witnesses will also help us to consider whether tightening of
present authority is required.

Our hearing follows 3 days of hearings conducted by Senator Pat
McNamara, Michigan, chairman of the Subcommittee on Health of
this Special Committee on Aging.

Witnesses testified on cost, coverage, and adequacy of private health
insurance and Blue Cross policies. The interests of the two subcom-
mittees overlap, and I wish to extend my appreciation to Senator
McNamara for inviting me to participate at the hearing of his sub-
committee last week.

I would also like to say that staff members of the two subcommit-
tees have consulted at some length on matters of mutual interest.

Senator Dodd, who heads the continuing study into the insurance
industry for Senator Hart’s Subcommittee on Antitrust and Mo-
nopoly, of the Senate Judiciary Committee, would have liked to be
here attending this hearing today but other Senate business kept him
away. Dean Sharp, a staff representative of that subcommittee, I
understand, is here with us as an observer.

I will close by noting that an invitation to testify was extended to
the Health Insurance Association of America. This organization has
also been informed that the hearing record will remain open for 2

weeks after this date for any statement it may wish to make. I be-

lieve a representative of that organization is here today.

A similar invitation was extended to the Association of Insurance
Advertisers. We have been informed that this organization will sub-
mit a statement for our record.

We work with the early morning hazard or reality of having to
stop hearings during quorum calls and, at 6 minutes after 10, we are
always faced with a quorum call. I can walk 100 yards in 5 minutes;
maybe we can improve on that record.

I will return.

(Recess.)

Senator WiLLiams. We will come to order, again.

We have as our first, witness, Mr. James Henderson, General Coun-
sel of the Federal Trade Commission.

We are glad to welcome you before this committee this morning,
Mr. Henderson. We look forward to your statement.

Mr. Henprrson. Thank you, sir. Again T would like to introduce
my associates to the committee: Mr. John Lexcen, my assistant; Mr.
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James Murray, Assistant Director of the Bureau of Deceptive Prac-

tices; Robert Beller, attorney in our Bureau of Industry Guidance;

and Fletcher Cohn, Assistant General Counsel for Legislation.
Senator Wirriams. All right, Mr. Henderson.

STATEMENT OF JAMES McI. HENDERSON, GENERAL COUNSEL, FED-
ERAL TRADE COMMISSION; ACCOMPANIED BY JOHN LEXCEN,
ASSISTANT TO THE GENERAL COUNSEL; JAMES MURRAY, AS-
SISTANT DIRECTOR, BUREAU OF DECEPTIVE PRACTICES;
ROBERT BELLER, ATTORNEY, BUREAU OF INDUSTRY GUIDANCE;
FLETCHER COHN, ASSISTANT GENERAL COUNSEL FOR LEGISLA-
TION '

Mr. HexpersoN. Mr. Chairman, your invitation to the Federal
Trade Commission to present its views on mail-order insurance is
particularly welcome at this time. The Commission in the past week
has adopted guides for the mail-order insurance industry. The
guides will be promulgated to the public and industry shortly. I was
informed they will be available about the 15th of May. It is purely
a printing job that remains to be done.

These guides will furnish a standard against which insurance ad-
vertising and mail-order insurance claims may be measured and
judged by the public.

The guides have no probative effect but are intended to clarify for
the mail-order insurance industry the laws on deception which may
apply to their practices. Insurance companies which heretofore may
have preyed upon the needs of the elderly for adequate insurance
protection will be given an opportunity to comply with the law.
Thereafter, if the companies are within the jurisdiction of the Federal
Trade Commission—those companies engaged in the sale of insurance
in commerce by means of the mails in any State in which they are
not licensed to conduct the business of insurance, or in which, though
licensed, they do not have any agents—appropriate mandatory pro-
ceedings may be commenced to compel them to cease and desist from
unlawful conduct such as deception in advertising.

In discussing these matters before the committee, I must state that
the views I express are not necessarily those of the Commissioners
or the Commission. However, within that limitation, it is hoped the
testimony will be of use to the committee in its deliberations.

The Federal Trade Commission Act, in section 5, authorizes the
Commission to proceed against unfair or deceptive acts and practices
in commerce. gruide 1 of these mail-order guides states the law on
general deception :

No advertisement shall be used which because of words, phrases, statements,
or illustrations therein or information omitted therefrom has the capacity and
tendency to mislead or deceive purchasers or prospective purchasers, irrespec-
tive of whether a policy advertised is made available to an insured prior to the
consummation of the sale, or an offer is made of a premium refund if a pur-
chaser is not satisfied. Words or phrases which are misleading or deceptive

because the meaning thereof is not clear, or is clear only to persons familiar
with insurance terminology, shall not be used.
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The committee’s attention is first directed to the matter of general
deception. The guide makes it plain that if a company’s advertising
deceives because of an affirmative statement, or because it omits a
statement which should be made, or if the advertising has a capacity
and tendency to deceive, then no subsequent retraction or refund of
premium will cure the unlawful nature of the deception.

This provision accords with what has been found characteristic in
many areas of the trade. An advertisement, deceptive in nature, is
used to attract a customer. Before the sale is closed, a bible print
contract is exhibited which states the true nature of the insurance.
The customer, hurriedly reading the small print, sees what he has been
told he should see, and misinterprets or fails to grasp the truth. Re-
funding a premium thereafter is not a satisfactory means of redressing
the original wrong. When the misrepresentation is discovered, a
period of time has passed during which the customer is without insur-
ance. A refund of premium when a claim for benefits has been made
is even more hurtful since expenses may have been incurred in reliance
on that policy.

The guide on general deception also takes note of the specialized
vocabulary which when used in the sale of insurance to an unknowl-
edgeable purchaser may substantially mislead him. Although the
language may be technically correct in insurance circles, it may be
deceptive or lacking in clarity to the layman. Consequently, its use is
not permitted; nor should its specialized accuracy be a defense to a
charge of deception.

Certain specific deceptions may occur in the advertising and sale of
mail-order insurance. Each of them is related to the general decep-
tion in the manner of its operation, that is, misstatement, by conceal-
ment, by specialized language which may mislead, or by a statement of
the truth in such a manner as to give a false impression. Here are
some of the means of deception :

An advertisement which fails to disclose :

1. Exceptions, reductions, or limitations of the policy;

2. A waiting, elimination, probationary, or similar period before the
policy becomes effective and benefits become payable ;

3. That benefits are payable only on the occurrence of certain con-
ditions, and what those conditions are ;

4. The effect preexisting conditions of health may have on insurance
coverage;

5. The age limitations within the policy when the policy is applicable
only to a certain age group;

6. All terms affecting renewability, cancelability, or termination, or
which directly misrepresent such matters:

7. That a combination of policies is involved when the advertisement
refers to various benefits which are contained in more than one policy;

8. That total benefits are allocable among family members and not
payable in total on the death of one member, when such is the fact.

An advertisement which represents:

9. That the health of the insured is not a factor affecting insur-
ability or payment of benefits, when such is not the fact ;

10. That no medical examination is required when medical exami-
nation before payment of benefits is or may be required ;
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11. Truthfully, that no medical examination is required when there
is no disclosure of the limitations which the insurer places on his
liability under the policy so issued;

12. Testimonials, appraisals, or analyses of policies which are not
genuine, or do not represent the current opinions of the author, or an
advertisement which does not accurately describe the facts or reflect
the current practice of the insurer;

13. Statistics such as time within which claims are paid, dollar
amounts paid, number of claims paid or persons insured under a par-
ticular policy, or other statistics, which do not accurately reflect all
the relevant facts on which the statistics are based ;

14. That claim settlements are liberal or generous beyond the terms
of the policy.

An advertisement which:

15. Uses words which indicate broader coverage than the policy
affords;

16. Uses words which imply greater benefits than the policy affords,
such as “up to” and “as high as” when perhaps only one benefit is equal
to the maximum figure;

17. Implies that the policy provides additional benefits for certain
illnesses, when such is not a fact ;

18. Misleads or may mislead purchasers concerning the insurer’s
assets, financial ability, relative position in the insurance industry, or
any other material fact.

It is not intended that the committee should believe the foregoing
list is a complete catalog of the deceptions which are, or may be, cur-
rently used in unscrupulous insurance advertising and mail-order
insurance. However, the list is indicative of the type which may be
used. Other misrepresentations, if they fail to meet the standards of
the Guide on General Deception, are likewise violations of the Federal
Trade Commission Act.

There are specific guides adopted by the Commission which pertain
to problems frequently encountered by the elderly in their purchase of
insurance. Guide 2(a) (3), referring to preexisting conditions, states:

If a policy provides any limitations on the coverage of a loss if the cause of such
loss is traceable to a condition existing prior to the effective date of the policy,
or prior to any other particular time, any reference to the policy coverage of the

loss made in any advertisement must be closely accompanied by clear and con-
spicuous disclosure of such limitations. (See also guide 8.)

Guide 3, referring to health of the applicant or insured, states:

No advertisement shall be used which represents.or implies—

(1) That the condition of the applicant’s or insured’s health prior to, or at the
time of the issuance of a policy, or thereafter, will not be considered by the
insurer in determining its liability or benefits to be furnished for or in settlement
of a claim when such is not the fact (see also pt. A (3) of guide 2) ; or

(2) That no medical examination is required if the furnishing of benefits
by an insurer under a policy so represented is or may be contingent on a medical
examination under any condition ; or

(3) That no medical examination is required, even though such is the case,
without conspicuously disclosing in close conjunction therewith all the condi-
tions pertaining to or involving the insured’s heslth under which the insurer
is not liable for the furnishing of benefits under a policy.

It is apparent from the statement of these sections of the guides
that their purpose is to eliminate the “insurance regardless of health”
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misrepresentation. Actually, of course, there is seldom an intent by
the predatory company to issue a policy which really provides bene-
fits of “insurance regardless of health.” The careful hedging of the
policy provisions in many cases denies liability or limits liability
for preexisting conditions. Elderly people, by the fact of their age,
have preexisting conditions of health which may disqualify them
from full coverage, or any coverage, by policies which they purchase,

‘without actual knowledge of their conditions.

As a fortification of the belief that the policy will provide benefits
regardless of the insured’s health, advertisements have offered insur-
ance which will be written without a medical examination. However,
in the provisions of the policy, a predatory company will insert a re-
quirement that a medical examination is necessary before a claim for
benefits will be paid, or that no indemnity will be paid for disability
if the cause is traceable to a condition existing prior to 30 days after
the policy issues.

These deceits are to my mind most grievous violations of law and
morals, since they deprive the elderly and infirm of the very protec-
tion for which they pay.

Another category of problem which aging persons encounter is
the provision for age limitation in the policy sometimes coupled with
a provision governing renewability, cancellation, or termination.
Guide 2A (5), referring to age limitation, states:

Any reference in an advertisement to any insurance coverage or benefits which
by the terms of the policy are limited to a certain age group must be closely
accompanied by clear and conspicuous disclosure of such fact.

Guide 4, referring to renewability, cancellation, or termination,
states:

(a) No advertisement shall refer, directly or by implication, to renewability,
cancelability, or termination of a policy or a policy benefit, or contain any
statement or illustration of time or age in connection with any benefit payable,
loss, eligibility of applicants, or continuation of a policy, unless in close con-
Junction with such reference, statement or illustration there is clear and con-
spicuous disclosure of the material provisions in the policy relating thereto.

(b) No advertisement shall represent or imply that an insurance policy may
be continued in effect indefinitely or for any period of time, when, in fact,
said policy provides that it may not be renewed or may be canceled by the
insurer, or terminated under any circumstances over which the insured has
no control, during the period of time represented.

Obviously the misrepresentations these guides are intended to cor-
rect are addressed to persons advancing in age and suffering a gradual
loss of insurability by reason of advancing age. It is certainly a
minimal requirement that insurance which by its printed terms does
not include persons over a stated age should be advertised with a

limitation noted.

Equally important, and with a capacity for great harm, are the
advertisements of insurance which mention renewability but fail to
disclose that the company may, in its discretion and for reasons beyond
the control of the insured, fail to renew the insurance, or directly
cancel or terminate its applicability. This deception has the tendency
to cause a purchase of insurance in the belief that it will be continued
while the premium is paid. At a time for the elderly when insurance
is difficult to obtain and the benefits of the purchased policy are most
necessary, an unexpected cancellation by the company causes hardship
and heartbreak for the insured and his family.
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Here again, to my mind, the practice is immoral as well as unlawful.

The Federal Trade Commission by its adoption of these guides in-
tends to furnish to the industry and to the public a measure for the
truthful advertising of mail-order insurance. The Commission has
sought and obtained the cooperation of the National Association of
Insurance Commissioners to assist in preparation of the guides, and
they have been very helpful to us.

It would be less than candid to overstate to the committee the limits
of the Commission’s jurisdiction in insurance matters. The Commis-
sion to a great extent relies upon the aid of the National Association of
Insurance Commissioners and the cooperation of State authorities for
adequate regulation of mail-order insurance advertising.

This reliance is important not only because it is good Government,
but the McCarran-Ferguson Act of 1945, as amended in 1947, makes
the business of insurance subject to the provisions of the Federal Trade
Commission Act, and other antitrust acts to the extent such business
is not subject to State regulation. Cases involving the limits of our
jurisdiction have in a practical sense marked out the area of mail-
order insurance. The Commission is able to act when the State into
which a mail-order solicitation is sent has not licensed the solicitin
company, and no agent of the company for the service of process an
property on which judgment can be executed may be found within the
State. This is the case of Travelers Health Association v. F.T.C.,
on remand at 298 F. 2d 820, 824. The test is whether the State is able
in fact, to regulate the insurance business of the company.

Therefore, in a real sense, the guides must be self-enf};rcing. It is
possible to give the industry and the public the information needed to
halt predatory practices in mail-order insurance. But it is the intent
of Congress, as expressed in the Insurance Act of 1945, that the Fed-
eral Trade Commission exercise its powers in a limited area.

The Commission cooperates with the State insurance commissioners
in the area of insurance advertising and we compliment them for their
efforts to reduce the number and %ind of deceptions which affect the
sale of mail-order insurance within their respective States. It com-
mends the efforts of many responsible insurance executives who seek
the correction of these practices within the industry.

It is respectfully urged that the Congress continue its interest in
the problems of the el(%erly, and the Commission offers to do, within
its jurisdiction, everything that it may to maintain the economic sta-
bility and the dignity of this Nation’s aging citizens.

Attached to the statement are illustrative examples of deceptive
claims in mail-order insurance advertising, and a list of those insur-
gnqe cases in which the Commission has entered orders to cease and

esist.

That completes my statement, Mr. Chairman.

Senator WiLLiams. Thank you very much, Mr. Henderson.

We will include in the record the appendix material of cases that
you just mentioned. I am sure they will be very helpful to give us
the practical effect of your authority and how you exercise it within
the guides of law and regulation that you describe.

(The material referred to above follows:)

(Text continues on p. 16.)
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ADDENDUM

The material hereinafter set forth is a summary of the allegations of com-
plaints issued as a result of the investigation of 1954. The advertising claims
then made in connection with the sale of hospitalization, health, and accident
insurance are approximately the same as those in current use.

This summary is presented to the committee for illustration only.

1. Migsrepresentation of policy termination provisions.—Typical claims are
these :

“No automatic termination age, no increased costs, or reduced benefits after
policy is isstued.

‘“You and your family are covered from 1 to 75.”

Actually, most of the policies sold. in this field are renewable solely at the
option of the company. Each new premium purchases insurance for a new term.
The majority of these policies can be canceled by the company at the end of any
term for any reason. This is done by refusing to accept the premium payment.
The complaints challenge advertisements which falsely represent or imply that
a cancelable policy will remain in effect as long as the insured pays his
premiums.

2. Misrepresentation of exient of coverage—The complaints challenge ad-
vertising claims which state that benefits will be paid in cases of accident or
gsickness generally. A typical claim is:

“It pays you up to $15 a day for 100 hospital days—for each sickness or
accident.”

There are in fact many cases of accident or sickness for which policies so rep-
resented do not provide payment. For example, many policies will not pay
at all for losses due to certain causes such as nervous disorders, dental opera-
tions, venereal disease, pregnancy, childbirth, miscarriage, etc.; they will not
pay for losses due to other causes such as hernia, tuberculosis, heart disease,
appendicitis, etc., unless originating at least 6 months after the policy date;
and they will not pay for any loss due to sickness which can be traceable to
conditions existing prior to the date of the policy.

3. Misrepresentation of mazimum dollar limits.—Many of the companies state
that claims up to a specified amount will be payable for certain medical, hospital
and surgical services. For example:

“We pay up to $525 for each surgical operation.

“Surgical fees, up to $400.”

These claims imply that if a person has a surgical operation, he will receive up
to the amount specified, depending on the cost of the operation. Actually, many
policies provide that the full amount is payable only for one or two compar-
atively rare operations. The maximum amount payable for the average opera-
tion is one-fourth of the specified amount, or even less.

4. Misrepresentation of the beginning time of coverage—Certain companies
represent that the coverage is effective at the date of issuance when actually,
coverage for many sicknesses is delayed until the policy has been in effect for
a specified period of time—for example, 6 months in cases of tuberculosis or
heart disease.

5. Misrepresentation concerning health status of applicant—Certain com-
panies state that no medical examination is required to obtain their policies.
This implies full coverage without regard to the general health of the applicant
when the policy is issued. What the advertisements do not disclose is that
the policy does not cover any loss traceable to a condition in existence at the time
the policy was issued.

8. Misrepresentation relating to sale of a plan—Representations of some of
the companies imply that a great number of benefits can be obtained from the
purchase of one policy for a few cents a day when actually several policies
must be purchased at a higher cost to obtain all the listed benefits.

7. Misrepresentation of benefits as payable for life—Some of the companies
have made representations which imply that a specified income will he paid as
long as the insured is disabled, even if for life. For example:

“It pays you a regular monthly income up to $200 when disabled by accident
or sickness—even for life.”

As a matter of fact, such payments are payable for a limited period of time in
cases of disability due to sickness or cases of partial disability due to accident.
Only in cases of absolute total disability due solely to accidental bodily injury
are the payments made as represented.
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1. MISREPRESENTATION OF POLICY TERMINATION PROVISIONS
The claim
“No automatic termination age—total disability for accident or confining sick-
ness is paid at the rate of one-half the regular monthly benefit for life if incurred
after age 60.”
“No reduction in benefits because of age.”
“Benefits do not decrease at any age.”

The facts

“The indemnification provided * * * against loss may not be continued in-
definitely at the option of the insured.

“The indemnification provided * * * is subject to cancellation by the respond-
ent, and the insured * * * is not assured of the continuance of the indemnifica-
tion * * * by the payment of renewal premiums at the expiration of the
term covered by each premium.

“All of respondent’s policies [listed in the complaint] contain substantially
identical provisions as follows :

“ “This policy is renewable at the option of the association only * * **”

2. MISREPRESENTATION OF EXTENT OF COVERAGE
The claim

“Accident benefits include $50 weekly payable from the first day of total dis-
ability every 30 days for as many as 104 weeks for each mishap * * * $25 weekly
for as many as 26 weeks for partial disability * * * as much as $5,200 for each
accident, with no reduction on account of other insurance.”

The facts

“The weekly benefits described * * * are not payable for each mishap or acci-
dent from the first day of total disability for as many as 104 weeks nor up to
a maximum of $5,200, for the certificates referred to expressly provide that:

“(a) No weekly benefits are payable by respondent for total disability caused
by ‘each mishap’ or ‘each accident’ unless ‘such injuries alone shall, within 20
days after the date of the accident causing them or immediately following a
period of partial disability insured against and caused by said accident, wholly
and continuously disable him from the prosecution of every duty pertaining to
his occupation.’

“(b) No weekly benefits are payable by respondent for partial disability
caused by ‘each mishap’ or ‘each accident’ unless ‘such injuries alone shall,
within 20 days after the date of the accident causing them or immediately fol-
lowing a period of total disability insured against and caused by said accident,
partially disable and prevent him from performing the important duties of his
occupation.’ :

“(c) No accident benefits, weekly or otherwise, are payable, for any loss when-
ever occurring, if such loss was caused ‘directly, indirectly, wholly or partially
by or to which a contributing cause is:

“‘(a) medical, surgical or dental treatment; or

“‘(b) any kind of sickness, disease, or bodily or mental infirmity ; or

“‘(c) sunstroke, heatstroke, ptomaine poisoning, or bacterial infection of
any kind (except only septic infection of and through an external and visible
wound caused solely and exclusively by external and accidental violence):
or

“‘(d) hernia, however caused, except in a sum not to exceed $100.’

“(d) The exceptions contained in the certificate of accident coverage provide
that no benefit shall be paid for any loss caused by suicide, or attempt to commit
suicide, any loss caused by war or any act of war, any loss occurring or origi-
nating while a member is outside the continental limits of the United States
and Canada unless a travel permit or a permit to reside elsewhere is first granted
in writing by the respondent, or while engaged in military or naval service in
time of war declared or undeclared. or while insane, or while intoxicated or
under the influence of narcotics.

“(e) No benefit is paid for a loss caunsed by an accident unless such loss oceurs
within 90 days of the date of such accident.”

3. MISREPRESENTATION OF MAXTMUM DOLLAR LIMITS
The claim

“Surgery from $3 to $150 depending on seriousness of operation.”
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The facts

“Policy AE Rev. 9-52 provides for the payment of $150 for surgeons’ fees for
only 6 out of 67 different listed operations. For 29 of the listed operations, $25
or less is allowed.”

4. MISREPRESENTATION OF BEGINNING TIME OF COVERAGE
The claim

“Benefits from the first day.”

“Pays from the first day of medical attention.”

“Monthly lifetime income is paid from the first day of disability.”

“Full benefits payable from the very first day of disability and medical at-
tention.”

“Accidental benefits in effect the same day policy issued.”

“A new plan that pays you a large monthly income from the first day you are
disabled at home.”

The facts

“Indemnification is not provided from the first day of sickness or accidental
injury; on the contrary, the policies provide that indemnification will be pro-
vided only for sickness originating more than 30 days after the policy date and
only from the date of the first medical attention. Diseases of organs not com-
mon to both sexes, and diseases of the heart, or circulatory system, will be cov-
ered only if originating after the policies have been in effect for periods of from
6 to 12 months, depending on the irdividual policy. The policies further pro-
vide indemnification for accidents only from the date of the first medical treat-
ment and such indemnification will be paid only for aceidental injury which
shall within 2 days from the date of said accident wholly and continuously dis-
able the insured and cause total loss of time and regular attendance of a li-
censed physician, surgeon, osteopath, or chiropractor for the duration of the
disability, and does not result in loss of life, limbs, or eyesight.”

5. MISREPRESENTATION CONCERNING HEALTH STATUS OF APPLICANT

The claim

“No redtape—You don’t have to join a group or be examined.”
“No physical examination needed.”

The facts

“The respondent does take into consideration the physical condition of the
imsured prior to or at the time the policy was issued in determining whether
or not the cash benefits provided * * * will be paid for loss resulting from sick-
ness or accident after the effective date. The insuring clause * * * provides
that sickness shall be such sickness, illness, or disease which is contracted and
beging and causes loss 30 days after the date of issue or from the date of issue.
Further, in Policies P64A, P67B, and P66A the insuring clause provides that
accidental loss must be effected directly and independently of all other causes
through accidental injury.”

6. MISREPRESENTATION CONCERNING SALE OF A PLAN
The claim

“Here’s what you get. Streamlired, all-family plan issued by old-line, legal-
reserve stock company, lowers cost—cuts redtape—pays you promptly and pays
you more. Up to:

“$1,800 for hospital room.

“$5,000 for loss of life.

“$500 for surgery fees.

“$200 per month when off work due to accidental or totally confining sicknesses.

“$115 for childbirth.

“$150 per year for doctor’s calls in the home or hospital.

“All this wonderful coverage costs you less than most folks spend for smokes.”

The facts

“ ‘The reserve plan’ providing benefits in the form of cash indemnification for
a whole family to a maximum of $1,800 for hospital room, $5,000 for loss of life,
$500 for surgery fees, $200 per month for loss of time from work, $115 for child-
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birth, and $150 per year for doctor’s calls to each or for each member of the
family for each accident or sickness, are not contained in a single policy at a
cost less than the average person spends for smokes. On the contrary, the de-
seribed cash benefits of respondent’s ‘reserve plan’ are simply a totalization of
the maximum cash benefits contained in three or more of respondent’s policies.
and such cash benefits, if obtainable at all, would require the purchase of three
or more of respondent’s policies.”

7. MISREPRESENTATION OF BENEFITS AS PAYABLE FOR LIFE
The claim
“What will it mean to you to have $100 a month for the rest of your life, if
totally disabled by sickness or accident?”
“Pays up to $100 per month income for the rest of your life * * * payable
as long as you are disabled and cannot work because of any accident or any con-
fining sickness.”

The facts

These “insurance policies do not provide monthly indemnification, in a specific
amount, to the insured when totally disabled by any accident or confined by any
sickness for the duration of such total disability or confining sickness up to a life
time. On the contrary, many disabling accidents and confining sicknesses which
the insured may suffer or contract are excluded * * *.

“The terms of [the] policies not only require that the insured be disabled in
case of accident but provide that the disability must wholly and continuously
prevent the insured from performing the duties of any occupation, and require
the professional care and regular attendance of a physician or surgeon.

“If the insured receives one of the cash benefits for the loss of limb or sight,
no monthly indemnification will be paid to the insured. Loss resulting from
sprain or lame back will receive the represented indemnification for only 30
days. Certain * * * policies reduce the specific amount of the indemnification
when the insured reaches a stated age.”

8. MISREPRESENTATION CONCERNING ADDITIONAL BENEFITS

The claim

“In addition to the above, will pay the following accident benefits:
Loss of life $1, 000
Loss of both hands, feet, or eyes 1, 000
Loss of 1 hand and 1 foot, 1 hand and 1 eye, or 1 footand 1 eye________ 1, 000
Loss of 1 hand or 1 foot.___ 500
Loss of 1 eye —— e 300
Loss of time, weekly indemnity (employed members in hospital) $25

a week—aup to__ — 300
Doctor bills (hospital) up to____________ 135"
The facts

“None of the respondent’s policies provide benefits, in addition to hospitalization
benefits, for specific amounts for loss of life, limb, sight, loss of time if employed,
and doctor bills up to $135 when confined in a hospital, to the insured because
of any one accident. On the contrary the respondent’s form PFGH 445 pro-
vides benefits for hospitalization, loss of life, limb and sight, loss of time if em-
ployed, and doctor bills up to $135 when confined to a hospital, but to recover
benefits in specific amounts for loss of life, limb, or sight the insured must receive
bodily injury caused directly and independently of all other causes, through ex-
ternal, violent and accidental means and within 90 days from the date of the
accident whereby the insured suffered the specific loss. Any benefit received
for a specific loss will be in lieu of all other benefits. If the insured is not confined
in a hospital within 5 days from the date of accident and has not had full-time
employment for at least 4 consecutive months immediately preceding the date of
hospital confinement, the insured will not receive the loss of time benefit. [The]
policy does not indemnify the insured $135 for doctor bills in case of accident but
provides $3 per professional visit on each alternate date of hospital confinement
to a maximum of $135 provided the insured is confined in a hospital within 5
days from date of accident.”
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Orders to cease ond degist

Docket No. Company Date OCD Affirmed
Commercial Travelers Insurance Co. . _....___._.___________ Jan.
Ilinois Commercial Men’s Assoeiation._._____.._______ -_| Sept.
Service Life Insurance Dec.
Illinois Traveling Men’s Health Association Sept.

American Life & Accident Insurance Co.
Automobile Owners Safety Insurance Co.
American Hospital & Life Insurance Co..

. 0.
Apr. 24,1956 | June 30, 1958
-| Travelers Health Association

-1 Dec. 20,1956 | Jan. 24,1962
M. 1

uNo'rE.—Cases on which an assurance of discontinuance has been acsapted, 6; cases under investigation

FEDERAL TRADE COMMISSION, WASHINGTON
GUIDES FOR THE MAIL ORDER INSURANCE INDUSTRY

Guides for the Mail Order Insurance Industry as adopted by the Federal Trade
Commission are hereinafter set forth.

Primary objectives of the Guides are the prevention of deception of pur-
chasers of insurance and the maintenance of fair competition in the industry.

The industry for which these Guides have been established is comprised of the
persons, firms, corporations and organizations engaged in the sale or offering
for sale of insurance of any kind in commerce®! by means of the United States
mails in any State in which they are not licensed to conduct the business of
insurance, or in which, though licensed, they do not have any agents. The
Guides are applicable to all advertising and sales promotions of insurance sold
under such circumstances. The establishment and promulgation of such Guides
by the Commission is not to be understood as delimiting the jurisdiction of the
Commission with respect to the business of insurance under the Clayton Act
and Federal Trade Commission Act as such Acts are affected by Public Law 15—
79th Congress, as amended.

These Guides were published in the Federal Register on
effective sixty (60) days thereafter.

and become

THE GUIDES
DEFINITIONS

A. “Advertisement” for the purpose of these Guides shall mean any of the
following material when used in connection with solicitation of the original
purchase of a policy, or renewal or reinstatement thereof :

(1) Any printed or published material, descriptive literature, statements
or depictions of an insurer used in newspapers, magazines, radio and TV
scripts or presentations, billboards, and similar displays, and

(2) Descriptive literature and sales aids of all kinds issued or caused
to be issued by an insurer or by an insurer’s agent or broker for presenta-
tion to members of the public, including, but not limited to, circulars,
leaflets, booklets, depictions, illustrations, form letters, and policy forms.

B. “Policy” for the purpose of these Guides shall include any policy, plan,
certificate, contract, agreement, statement of coverage, rider or endorsement
which provides insurance benefits for any kind of loss or expense.

C. “Insurer” for the purpose of these Guides shall include any individual,
corporation, association, partnership, reciprocal exchange, inter-insurer, Iloyds,
fraternal benefit society, and any other legal entity, engaged in the advertise-
ment and sale of a policy as herein defined.

Guide 1—Deception (Qeneral)

No advertisement shall be used which because of words, phrases, statements,
or illustrations therein or information omitted therefrom has the capacity and
tendency to mislead or deceive purchasers or prospective purchasers, irrespective
of whether a policy advertised is made available to an insured prior to the

1 As “commerce’ is defined in the Federal Trade Commission Act.
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consummation of the sale, or an offer is made of a premium refund if a pur-
chaser is not satisfied. Words or phrases which are misleading or deceptive
because the meaning thereof is not clear, or is clear only to persons familiar
with insurance terminology, shall not be used.

Guide 2——Advertisement of Benefits, Losses Covered, or Premiums Payable

A. Disclosure as to Exceptions, Reductions, and Limitations

No advertisement shall refer to any loss covered or benefit provided by an
insurance policy, period of time for which any benefit is payable, or the cost
of a policy, without clearly and conspicuously disclosing in close conjunction
therewith such exceptions, reductions, and limitations relating thereto as will
fully relieve the advertisement of all capacity to déceive.

The disclosure requirements of this Guide 2 are not applicable to advertise-
ments which mention only the general kind of insurance (e.g. “Life,” “Accident,”
“Hospitalization”), give no information as to losses covered, benefits or premi-
ums, and serve the purpose of merely inviting inquiries or a show of interest on
the part of the recipients.

As used in this Guide—

The term ‘“‘exception” means any provision in a policy whereby coverage
for a specified hazard is entirely eliminated. It is a statement of risk not
assumed under the policy.

The term “reduction” shall mean any provision which reduces the amount
of the benefit; a risk of loss is assumed but payment upon the occurrence
of such loss is limited to some amount or period less than would be other-
wise payable had such reduction clause not been used.

The term “limitation” means any provision which restricts the duration
or extent of coverage, losses covered, or benefits payable under the policy
other than an exception or a reduction.

(1) Waiting, Elimination, Probationary, or Similar Periods

When there is a time period between the effective date of a policy and the
effective date of coverage under the policy, or a time period between the date
a loss occurs and the date benefits begin te accrue for such loss, such fact
must be clearly and conspicuously disclosed in close conjunction with any
reference to such coverage or benefits made in any advertisement.

(2) Benefits Contingent on Conditions

‘When a policy pays varying amounts of benefits for the same loss occurring
under different conditions or which pays benefits only when a loss occurs under
certain conditions, any reference to such benefits in an advertisement must be
closely accompanied by clear and conspicuous disclosure of such different or
limited conditions as are applicable.

(3) Preezxisting Conditions

If a policy provides any limitations on the coverage of a loss if the cause
of such loss is traceable to a condition existing prior to the effective date of
the policy, or prior to any other particular time, any reference to the policy
coverage of the loss made in any advertisement must be closely accompanied
by clear and conspicuous disclosure of such limitations. (See also Guide 3.)

(4) Deceptive Words or. Phrases

(a) No words, terms, or phrases shall be used as descriptive of the coverage
provided by a policy which misrepresent the extent of such coverage. Words
such as ‘“all,” “full,” “complete,” “unlimited,” and words of similar import must
not be used to refer to any coverage which under the terms of the policy is sub-
ject to exceptions, reductions, or limitations. Other words, terms, or phrases
representing or implying broad insurance coverage must not be used as descrip-
tive of losses covered or benefits provided by a policy which are subject to
exceptions, reductions, or limitations without disclosure of the applicable ex-
ceptions, reductions, or limitations as required by Part A of this Guide 2.

(b) The ferms “hospitalization,” ‘“accident,” or *“life” must not be used as
descriptive of an insurance policy which provides benefits for only unusual or
unique sicknesses, accidents, or causes of death unless in close conjunction
with such terms clear and conspicuous disclosure is made of such coverage
(e.g.. “Leukemia Hospitalization,” “Death by Drowning").

(c) Words or phrases such as “up to,” “as high as,” etc., shall not be used
as descriptive of the dollar amount payable for any kind of represented losses

33-761 0—64——2
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or expenses unlege the policy provides benefit payments up to such amount ip
all cases for such losses or expenses actually sustained by a policyholder, or
there is full and conspicuous disclosure in close conjunction with such words
or phrases of either—

(1) the complete schedule of payments provided by the policy, or

(2) the specific loss or expense for which the represented dollar amount
is provided by the policy; and also disclosure that benefits provided by the
policy for losses or expenses of the kind represented vary in amount dr
pending on the particular kind of loss or expense incurred, if such is the
case, as for example :

“Policy provides surgical benefits which vary in amount depending on
kind of operation performed. For example, pays up to $150 for operation
to remove a lung.”

and there is also disclosure of such other exceptions, reductions, or limitations
as required by Part A of this Guide 2.

(d) An advertisement must not contain representations such as “This policy
pays $1,800 for hospital room and board expenses” without clear and con-
spicuous disclosure in close conjunction therewith of the maximum daily benefit
and the maximum time limit for such hospital room and board expense.

(e) An advertisement must not represent the weekly, monthly, or other
periodic benefits payable under a policy without clearly and conspicuously dis-
closing in close conjunction with such representation the limitation of time
over which such benefits will be paid or of the number of payments or total
amount thereof which will be made if, by the terms of the policy, payment of
benefits for any loss or aggregate of losses is limited in time, number, or total
amount.

(5) Age Limitation
Any reference in an advertisement to any insurance coverage or benefits which

by the terms of the policy are limited to a certain age group must be closely
accompanied by clear and conspicuous disclosure,of such fact.

B. Deception as to Coverage and Additional Benefits

(1) A policy covering only one disease or certain specified diseases must not
be advertised in such manner as to imply coverage beyond the terms of the
policy, either by use of synonymous words or terms to refer to any disease
or physical condition so as to imply broader coverage, or by other means.

(2) An advertisement must not represent, directly or indirectly, that a policy
provides for the payment of certain benefits in addition to other benefits when
such is not the fact.

Guide 3—Health of the Applicant or Insured

No advertisement shall be used which represents or implies:

(1) That the condition of the applicant’s or insured’s health prior to,
or at the time of issuance of a policy, or thereafter, will not be considered
by the insurer in determining its liability or benefits to be furnished for
or in the settlement of a claim when such is not the fact (See also Part
A (3) of Guide 2) ; or

(2) That no medical examination is required if the furnishing of benefits
by an insurer under a policy so represented is or may be contingent on a
medical examination under any condition ; or .

(3) That no medical examination is required, even though such isg the
case, without conspicuously disclosing in close conjunction therewith all
the conditions pertaining to or involving the insured’s health under which
the insurer is not liable for the furnishing of benefits under a policy.

Guide 4—Disclosure of Policy Provisions Relating to Renewability, Cancelabil-
ity, or Termination

(a) No advertisement shall refer, directly or by implication, to renewability,
cancellability, or termination of a pohcy or a policy benefit, or contain any state-
ment or illustration of tiine or age in connection with any benefit payable, loss,
eligibility of applicants, or continuation of a pohcy, unless in close conjunctlon
with such reference, statement, or illustration there is clear and conspicuous dis-
closure of the material provisions in the policy relating thereto.

(b) No advertisement shall represent or imply that an insurance policy may
be continued in effect indefinitely or for any period of time, when, in fact, said
policy provides that it may not be renewed or may be canceled by the insurer,
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or terminated under any circumstances over which insured has no control, dur-
ing the period of time represented.

Guide 5—Testimonials, Appraisals, or Analyses

No testimonial, appraisal or analysis shall be used in any advertisement which
is not genuine, does not represent the current opinion of the author, does not
accurately describe the facts, does not correctly reflect the present practices of
an insurer, is not applicable to the policy or insurer advertised or is not ac-
curately reproduced.

. (NoTE.—An insurer makes as his own all statements contained in any testi-
monial which he uses in his advertisement, and the advertisement including such
statements is subject to all of the provisions of these Guides.)

Guide 6—Deceptive Use of Statistics

(a) No advertisement shall be used in which representations are made as to
the time within which claims are paid, the dollar amounts of claims paid, the
number of claims paid or the number of persons insured under a particular policy
or otherwise, or which contains other statistical information relating to any
insurer or policy, unless such advertisement accurately reflects all the relevant
facts. The advertisement shall not imply that the statistics are derived from a
policy advertised unless such is the fact.

(b) No advertisement shall be used which misrepresents that claim settle-
ments by an insurer are liberal or generous beyond the terms of a policy.

Guide 7T—Identification of Plan or Number of Policies

(a) No advertisement shall offer a choice of the amount of benefits without
clearly and conspicuously disclosing that the amount of benefits provided depends
upon the plan selected and that the premium will vary with the amount of
benefits.

(b) No advertisement shall refer to various benefits which may be contained
in two or more policies, other than group master policies, without clearly and
conspicuously disclosing that such benefits are provided only through a com-
bination of such policies.

Guide 8—Deception as to Introductory, Initiel, or Special Offers

No representation shall be made in an advertisement, directly or by implica-
tion, that a policy or combination of policies is-an introductory, initial, special
or limited offer and that applicants will receive advantages not available at a
later date, unless such is the fact.

Guide 9—Mi3repralzsentation as to Licensing, Approval, or Endorgsement of In-
surer, Policy or Advertisement
No advertisement shall represent directly or by implication:

(1) That an insurer, or any policy or advertisement thereof, has been
licensed, approved, endorsed, or recommended by any Governmental agency
or department, unless such is the fact;

(2) That an insurer, or a policy or an advertisement thereof, has been
approved, endorsed, or recommended by arry individual, group of individuals,
society, association, or other organization, unless such is the fact.

Guide 10—Deception as to “Group’ or “Quasi-Group’’ Policies

No advertisement shall represent, directly or indirectly, that prospective policy-
holders become group or quasi-group members and as such enjoy special rates
or underwriting privileges ordinarily associated with group insurance as recog-
nized in the industry, unless such is the fact.

Guide 11—Allocation of Benefits Under a “Family Group® Policy

No advertisement shall refer to a benefit payable under a “Family Group”
policy when the full amount of such benefit is not payable upon the death, dis-
ability, etc., of only one member of the family unless clear and conspicuous dis-
closure of such fact is made in the advertisement.

Guide 12—Deceptive Use of Trade Names, Service Marks, etc.
There shall not be used in an advertisement any trade name, service mark,
slogan, symbol, or other device which has the capacity and tendency to mislead or

deceive prospective purchasers as to the true identity of the insurer or its re-
lation with public or private institutions.
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Guide 13—Disparagement

No advertisement shall be used which, directly or indirectly, falsely dis-
parages competitors, their policies, services, or business methods.
Guide 14—Misrepresentation Concerning the Insurer

No advertisement shall be used which, directly or by implication, has the
capacity an(; tendency to mislead or deceive prospective purchasers with respect
to an insurer’s assets, corporate structure, financial standing, age, or relative
position in the insurance business, or in any other material respect.

(Transcript text continued from p. 7.)

Senator WiLLiams. These guides that you have just described to
us are the new guides that will be shortly put into effect; is that
correct ?

Mr. Henberson. That is correct, sir.

Senator WrLLiams. What has been your practice heretofore; what
is 13 s;:ill? Does it follow pretty much the philosophy of these
guides?

Mr. Henperson. Yes, sir. These guides are simply a formalization
of the thinking of the Commission over a period of a great number
of years and we simply felt that the time was opportune to revise and
codify this thing for the benefit of the aged, the elderly, and for the
general public.

Senator WiLriams. When you discover a misrepresentation within
the terms that you have just discussed, can you move in in any case
or only in some cases to stop the deception ?

Mr. HexpersoN. In a very limited number of cases, Senator, can
we move in. That is only in those cases where it is a mail-order opera-
tion which is not effectively regulated by the State into which the
mail-order advertisement is sent.

Senator WrLLiams. Are there large gaps where a State has not
regulated? Certainly the State has the authority to regulate any
company disseminating advertising material from its jurisdiction,
does it not?

Mr. HenpersoN. Oh, yes.

To answer your question, we have 11 investigations going at the
present time to ascertain our jurisdiction to prevent alleged deception
in the sale of insurance where we believe that the States do not have
the capacity to effectively regulate these companies.

The illustration that is a good one is the 7'ravelers case where this
company was licensed to do business in only two of the 50 States, but
it was advertising in all 50 of the States, so that 48 States had no
way of effectively controlling the mail flow into its own bailiwick.

Senator WirLiams. But the other two States would have the juris-
diction to control the outflow from their borders; is that right?

Mr. HexpersoN. Not the outflow of mail; I doubt it, Senator. Be-
cause this is a Federal function, and I doubt that a State could say
you cannot send mail out of the State. It would have to be at the
other end, at the recipient’s end where to the company, the State can
say you must come in here and take a license and you must have an
~agency for service at that point and then it can also say this is
fraudulent advertising.

Senator WiLLiams. Then there are large gaps and in these gaps you
have authority to deal with misrepresentations?

Mr. HENDERSON. Yes, sir.

Senator WiLLiams. What is the method used to stop it ?
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Mr. HenpersoN. Depending on the abuse and on the past history
of the company. If this seems to be an inadvertent type of thing, the
company may have fallen into by an overzealous advertising manager,
we may ask them to give us assurances of discontinuances of the prac-
tice. This is simply an assurance that they will abandon this particu-
lar practice and will abide by the guides. If thisisa company which is
noted for its predatory practices, its fraudulent representations, we
would probably file a formal complaint against it and either insist on a
consent. order to try the case and enter an order of the Commission
which would forbi({ it from continuing these practices.

That order is litigated, but a consent order would be enforcible by
the courts as well.

hSer;ator Winiams. This is an injunctive method of dealing with
them ?

Mr. HenpersoN. That is correct, sir.

Sflzmtor WirLiams. Is that a criminal or civil and is there a jury
trial ?

Mr. HenpErsoN. No, sir; it is a civil proceeding before a hearing
examiner and before the Commission and it is reviewable by any cir-
cuit court of appeals in which the person complained of lives or does
business.

We have no punitive powers at all; we cannot fine or penalize them
except for disobedience of an entered order. At that point there are

enalty provisions and, of course, if the court has made its own or-
der in the case, then the respondent is subject to a criminal contempt
proceeding.

Senator WiLLiams. What are the penalties that are possible if there
is a finding of contempt ?

Mr. HenpersoN. That maximum is $5,000 per violation. The total
amount to be levied is within the judgment of the court.

Senator Wirriams. I would think that would be an effective remedy.

Mr. HenpErsoN. It has proved so in some cases, but you first have
to catch them.

Senator WiLLiams. We have seen some remedies that are very in-
effective in terms of their severity. In one of the Western States, it
would almost pay those who wanted to be unlawful. They make more
money in jail than they had to pay in fines.

Senator Fong?

Senator Foxg. Does the Federal Trade Commission Act give you
tht]augower to take action against unfair advertising?

. HeNpERsoN. Yes, sir, in commerce.

Senator Foxe. Do you consider this commerce?

Mr. HexpersoN. Yes, sir.

Senator Fone. Therefore, you have the power to actually take ac-
{ion against these companies which used fraud in advertising?

Mr. HexpersoN. Only in this limited field that I have described,
Senator; that is where the company is using the mail and is mailing
these fraudulent advertisements into States where they are not li-
censed to do business and they have no agent for service.

Senator Foxc. Do you go to court and ask for an order to desist?

Mr. HexpersoN. No, sir.

The Commission has the power under the Federal Trade Com-
mission Act to issue its own order to cease and desist. The order is
reviewable by the courts.
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Mr. Henperson. We then have the alternative of taking them into
court on a contempt charge or take them to court for civil penalties.

Senator Fone. What about the criminal penalties as far as general
law or misrepresentation is concerned ¢

Mr. HeNperson. You would have the postal regulations and then
you would have your general fraud statutes.

Senator Fone. Would these frauds come under the general fraud
statutes?

Mr. HexpersoN. I think many of them would.

Senator Fong. Do you have general powers now to punish the indi-
vidual companies that insist on carrying on deceptive advertising?

Mr. HenpersoN. Only within the himitations of the McCarran-
Ferguson Act.

Senator Fong. What is that act?

Mr. Henperson. McCarran-Ferguson Act of 1945, which says that
the Commission shall regulate the insurance industry only where it
cannot be effectively regulated by the States. The 7Travelers Insur-
ance case, which went to the Supreme Court, delineated what was
considered to be effective regulation.

Senator Fong. Over and above the Ferguson-McCarran Act, do
you have the power, if you wish to exercise it, of going to the At-
torney General and asking him to bring criminal proceedings because
of misrepresentations?

Mr. Henperson. If it falls within the fraud statute we would prob-
ably certify to the Attorney General or to the Post Office Depart-
ment, who 1n turn might certify it.

Senator Foxe. In all of these misrepresentations, which you have
enumerated relative to cancelability, and relative to the amount of aid
that is being offered and the amount of premiums, can these mis-
reﬁesena,tions be taken care of by the general statutes?

r. HENpERSON. I am not sure they can effectively, Senator. There
are some of them that certainly can. I do not know just how far the
Post Office Department has explored its authority in this field and
how far it has exerted authority. I am just not expert on the mail-
order frauds.

Senator Fona. Would you say that the powers of the Attorney Gen-
eral under the general laws would be sufficient to take care of a sub-
stantial number of fraudulent practices which you have enumerated ?

Mr. HenpersoN. I do not think that the U.S. fraud statute would
possibly take care of them. Your State fraud statutes could pos-
sibly do it, but the fraud would be against an individual rather than
against the United States, you see. And it would make a rather
dubious sort of case, I would think, if the Attorney General attempted
to apply a blanket indictment to some of these misrepresentations.

Senator Fone. Do you have sufficient power to ask them to cease
and desist ¢

Mr. HenpersoN. Within the limitations of the McCarran-Ferguson
Act; yes, sir.

Senator Fone. If they refuse to desist, what is your power?
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Senator Fona. You have no jurisdiction over those who are licensed
to do business in a State and have agencies in the State—is that right?

Mr. Henperson. That is right.

Senator Fong. If the States would adopt the rules and regulation
guides which you have proposed, would that be very helpful?

Mr. HenpersoN. It would be very helpful; yes, sir. And I would
assume they do follow similar guides in most of the States, if not
all of them. I believe you have some State commissioners here that
could give you more information than I could on that.

Senator Fone. Is it correct, sir, that the companies that are now
engaged or contemplating engaging in any health insurance busi-
ness are companies already in existence having as their sole business
or primary business, life insurance; or would you say these companies
now being born are going into the health insurance field as their pri-
msﬁy business ?

r. HEnpErsoN. I donot think we have any statistics on it.

Senator, we have no reliable satistics on that.

I would say that there are a number of new companies being formed
simply because of the demand for this type of Insurance; but it is
certainly true, I am sure, that the vast bulk of this is being sold by
companies who have been in existence.

Senator Fone. This would be an adjunct to the business of life in-
surance that they already have

Mr. HeENDERsON. Yes.

Senator Fone. And are these companies regulated by State statutes
or by various other regulations?

Mr. Henperson. Wherever they are licensed ; yes, sir.

Senator Fone. Would you say that as far as these misrepresenta-
tions are concerned they are numerous in the field of insurance, or
would you say that it is only a nominal problem ?

Mr. HenpersoN. I would say that most of your—the vast majority
of your insurance companies—do not indulge in these practices, but
as most laws are made, they are made to control those few who are
%redatory and who do defraud the public. This is not only true of the

ederal Trade Commission Act but our criminal acts and most of
your regulatory laws,

So, it is quite a heartbreaking thing to see, and I have an incident
at my own office: the man is a lawyer and he has not lost a case for us
yet, but he failed to read the insurance clauses in his mother’s contract.
She had a heart attack and she was still in the hospital. She had a
second heart attack a number of weeks later and died. He found out
she was not insured at all. There was a waiting period in the con-
tract and she simply was not covered, so he had a rather tremendous
hospital bill and doctor bill there that he had not anticipated.

Senator WiLLiams. He was a lawyer, did you say?

Mr. HenbersoN. Yes, sir.

Senator WrLriams. Even a lawyer can do that?

Mr. HenpersoN. Yes, sir.
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Senator Fong. I know we all are appalled by the fact that when

we find ourselves in the position of trying to get the benefits, the small

rint is sometimes there saying that we are not entitled to these bene-
ts.

Mr. HenpersoN. That is right.

Senator Fone. Naturally every one of us would like to see that
these practices are taken care of.

I am trying to find out the extent of the practices, whether they are
very, very numerous or whether they are not as numerous, but regard-
less of whether they are numerous or not, the effect on the individual
naturally is catastrophic in many cases.

Coming back to the question of whether they are numerous or not,
am I correct when I say that most of the health insurance policies
that are now being written by insurance companies are being written
by companies who are already in the insurance field and have been
in the insurance field for a long time?

Mr. HenpErsoN. Senator, I do not have the statistics on that, but
I am quite sure your statement is correct, just because of the fact
that they do have the organization set up to sell and a new company
just coming into the field is going to have a problem, of course, of
getting salesmen and this is one of the problems, too, getting reputable
salesmen who are trained to properly sell insurance. But to answer
[;;gur question, I am sure that the vast majority of this insurance is

ing sold by companies who are and have been in existence.

o Sen;itor Foneg. Are most of the health policies being sold by Blue
ross?

Mr. HeNpersoN. It has the reputation, I think, of being the largest
of the companies.

Senator Fone. We have had testimony before this committee that
(éver 60 percent of the health insurance policies are being sold by Blue

TOSS.

So, the predatory companies which carry on such nefarious prac-
tices of misrepresenting their policies are not as many or do not
constitute a large proportion of the industry ?

Mr. HexpbersoN. Again, Senator, we have no statistics but I am
sure that is a correct statement.

Senator Fone. As I understand, there are approximately 200 in-
surance companies out of the thousand and some-odd companies that
are engaged in health insurance policy writing.

Mr. HEnpERsON. I haveno figure on that.

Let me explain why we do not have this type of information. We
have not made a composite survey of the insurance industry such as
we have in a number of other industries. Our information comes only
when someone complains or writes in a letter and says that this com-
pany sold me this policy and I did not know that I did not carry
insurance; so we have no statistics other than to know that we have
a goodly number of complaints, but what that represents in the total
sales of policies we have no figures.
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Senator Fone. Thank you, Mr. Henderson; there is a quorum call
and I have to answer it, so I will recess this hearing until Senator
Williams comes back.

(Recess.)

Senator WirrLiams. We can reconvene and we hope we will have
no further interruptions.

Senator Keating?

Senator KeaTing. Mr. Henderson, if a policy is sold by mail in a
State where the company is not licensed, how can the Stafe insurance
commission control a fraudulent case?

Mr. Henperson. Well, it is our belief, shared by the Supreme Court,
that they cannot effectively control it, Senator. = This is the one area
where we continue to operate in the insurance industry.

Senator Kearine. There has been a decision on that?

Mr. HeEnDERSON. Yes, sir, the Traveler’s Insurance Co. of 1954.
We have just last month issued a consent order against another com-
pany for similar practices.

We have approximately 11 investigations going in this field today ;
we have 9 outstanding orders.

Senator KeaTiNg. Where are most of these companins located ?

Mr. Hexperson. I think they are fairly widespread. We find a
number of them in the Middle West, the West, and Southwest. But to
say that they have a monopoly in that area is not true. We just do not
know, I guess is a better answer to your question. The ones that we
seem to find so far and where the complaints are coming from are in
those areas.

Senator KraTing. I had one of these small print experiences myself
so I am very interested in cases where one has a policy and puts in a
claim only to find that he is not covered under that policy.

Mr. Hexperson. This may be years or months later, you see, too,
1xlvhere you have been under the illusion you have something you do not

ave.

Senator Keating. In my case I had been paying premiums for
years, and the company was perfectly right; it is just that I did not
realize what the policy said.

Now, how are you going to make people read the fine print ?

Mr. Henperson. It is very difficult. We hope that the guides will
be of some assistance in that field. Tt is an educational process, but
as the courts have said the predatory tactics are limited only by the
ingenuity of the salesman and of the company. We think it is going
to be a very difficult problem to cope with.

Senator Kearine. If these guidelines are adopted—they are not
yet adopted, are they ?

Mr. Henpersow. Yes, sir; they have been adopted by the Commis-
sion and will be published in the Federal Register, but, of course, they
have no probative effect; they are simply suggested as a sort of code
of ethics.

_Senator Keatine. That was my next question.
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Is there any sanction avail
to by the industry ¢

Mr. HenpersoN. No, sir; simply that the industry knows what we
consider to be violations of the law and what we consider to be good
conduct, and they are forewarned that we will move in if we discover
violations of these guides. But we still have to prove our case.

Senator Keating. I think that is all, Mr. Chairman.

Senator Fone. Mr. Henderson, in your Commission, how many
orders of cease and desist have you issued against insurance companies
who have fraudulent health insurance representations?

Mr. HENDERSON. Senator, I believe we have issued either orders or
assurances to discontinue in a total of approximately 15 cases.

Senator Foxe. And of these 15 cases, how many companies are
involved ?

Mr. HenpErsoN. There would be 15 companies.

g Sdfe;xa,tor Fong. And there are approximately 200 companies in the
eld ?

Mr. Henperson. That is my understanding, Senator. I have no
personal knowledge of that.

Senator Fone. Are you working on many cases now ?

Mr. HenpersoN. We have 11 investigations actively under investi-
gation at this time.

Let me explain, Senator. We have been virtually out of this area
up until quite recently, since the McCarran Act was passed ; we simply
thought if the com Is;,ints were not coming in, that this was an area
we would leave to é)tate regulation.

As this new type of insurance is now becoming popular, more com-
ﬁlaints are coming to us. This accounts in part for the fact that we

ave no more investigations going than we do.

Senator Fona. Do these 11 complaints that you are working on in-
volve the same 15 companies?

Mr. HexpersoN. No; these are new companies, additions—I do not
mean new ; they are new complaints, not necessarily new companies.

Senator Fone. You have approximately 26 complaints on 26 various
companies?

Mr. Henperson. Right, sir.

Senator FoNag. Thank you.

Senator WiLLiams. I believe that will be all, gentlemen.

For the committee I want to thank all of you.

Mr. HenbersoN. To give you a complete answer to your question,
Senator Fong, we have had a considerable number of applications
for investigations where we quickly found that we had no jurisdic-
tion; that these were matters which could be and should be regulated
by the States within the terminology of the McCarran Act. Where
we have those, we refer them to the various State insurance commis-
sioners.

Senator WiLLiams. Thank you.

Next, we would like to have a group of three witnesses come up;
they will all be talking to the same general subject matter.

to see that these guides are adhered
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Representative Ronald Brooks Cameron, from the 25th District of
California ; is Whittier your hometown ?

Mr. CaMERrON. Yes, Mr. Chairman.

Senator WiLLianms. It has changed its complexion.

Mr. CameroN. Yes, sir; it is well represented.

Senator WrLLiams. Charles James, deputy attorney general for the
State of California; and I have personal pride in introducing Robert
Peacock, secretary-director of the New Jersey Real Estate Commission.

I got pretty close to sitting over there with you one year, Congress-
man.

Now, have you gentlemen worked out your presentation? You
may proceed any way you want, Congressman.

STATEMENT OF REPRESENTATIVE RONALD BROOKS CAMERON,
256TH DISTRICT OF CALIFORNIA

Mr. CameroN. Thank you, Mr. Chairman. I want to commend you
and your committee for undertaking this investigation. In my judg-
ment, a serious study at the congressional level relating to deceptive
and misleading—if not fraudulent—practices in the sale of health and
accident benefits is long overdue.

The word “benefits” I use advisedly, for many purveyors of health
and accident benefits are not operating as insurance companies—which
in the main are reasonably well regulated by the several States—
but rather operate under the guise of providing direct service—service
available only through preselected physicians and preselected loca-
tions.

During my service in the California Legislature, I served continu-
ally as cﬁairman of a study committee dealing in this general area—
and with your permission, Mr. Chairman, I would like to submit for
the recorg two of the reports published by my committee. I have
them here with me.

(The reports referred to follow:)

(Text continues on p. 70.)
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REPORT ON HEALTH INSURANCE

House Resolution No. 284 of the 1959 Regular Session read as
follows:

Resolved by the Assembly of the State of California, That the subject matter of
group insurance plans providing medical and hospital insurance coverage and their
relation to the costs of hospital services and medical care in the State of California
is assigned to the Committee on Rules for further assignment by it to an appro-
priate Assembly interim committee, which committee is directed to report to the
Assembly on such subject matter not later than the fifth calendar day of the 1961
Regular Session of the Legislature.

This subject was subsequently assigned to the Committee on Finance
and Insurance by the Rules Committee. Assemblyman Ronald Brooks
Cameron was requested by Chairman Rees to make a study of the mat-
ter and, upon conclusion, report to the full committee.!

At-its meeting in Sacramento on December 6, 1960, the committee
adopted the following recommendation :

Immediately after commencement of the 1961 Regular Session of the Legislature
we recommend the creation of a subcommittee of an appropriate committee to con-
tinue the study in the entire field of prepaid hospital and medical care with
authority for the subcommittee investigation to run concurrently with the 1961
Legislative Session and appropriation by the Rules Committee of sufficient funds
for the subcommittee to maintain a full-time legislative consultant and a full-time
legislative secretary.

1 The report made to the committee by Assemblyman Cameron is included in the
Appendix to this report.
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APPENDIX
MEDICAL AND HOSPITAL INSURANCE COVERAGE

LETTERS OF TRANSMITTAL

HONORABLE SPEAKER OF THE ASSEMBLY
HoNORABLE MEMBERS OF THE ASSEMBLY
Assembly Chamber, State Capitol
Sacramento, California

The following report on medical and hospital insurance was sub-
mitted by Assemblyman Ronald B. Cameron.

House Resolution No. 284 of the 1959 General Session, which di-
rected an appropriate interim committee to study the subject of group
insurance plans providing medical and hospital insurance coverage,
was assigned to the Finance and Insurance Committee by the Assembly
Rules Committee.

Because this was a technical field which has not been covered in
recent years by this committee, it was decided by the chairman to ask
Assemblyman Cameron to prepare a report to help the committee in
defining its scope in this general area. .

Assemblyman Cameron’s report was submitted to the committee at
its hearing on December 6, 1960. The committee does not approve or
disapprove of the report, and it is to be emphasized that this report
contains the findings of one member and that this subject has not been
covered at public hearings. It was the desire of the committee to have
this report in the Appendix of the interim committee’s final report.
Also, a specific recommendation of the interim committee relating to
full-scale public hearings has been printed in the body of the full report.

Sincerely yours,
TrOMAS M. REES

November 30, 1960
To: All Members, Assembly Interim Commaittee

on Finance and Insurance

In response to many complaints from constituents regarding the
shortcomings of their prepaid hospital and medical insurance coverage,
I introduced House Resolution No. 284 on May 26th, 1959, which reso-
lution was passed unanimously by the Assembly on June 18th, 1959.
This resolution was referred by the Rules Committee to the Interim
Committee on Finance and Insurance, and directed the committee to
report to the Legislature by the seventh calendar day of the 1961 Reg-
ular Session a report relative to the subject of *“. .. group insurance
plans providing medical and hospital insurance coverage and their
relations to the costs of hospital services and medical care in the State
of California.”’

The chairman of the Interim Committee, the Honorable Thomas
Rees, and I had a number of discussions with regard to the resolution,
attempting to develop the most suitable program to answer the mandate
of the Legislature to report on this subject matter. These planning ses-
sions pointed out that there was a good deal of sentiment on the part
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of the principals in the fields of prepaid hospital and medical care that
there was no demonstrated need for a comprehensive study in this field,
as pointed out in Finding Number 16 of the attached report. In light
of this general feeling, the heavy load of interim committee work
placed upon the members of this committee, and the financial limitations
placed upon the committee during the 1959 session, the chairman and
I agreed that I should proceed to do investigation as required by the
resolution, and in the event that I was able to demonstrate a real need
for a thorough investigation, we would then take the matter up in
detail with the full committee and with the Rules Committee, to deter-
mine a course of action.

T made every effort to contact the major parties at interest with
regard to the subject matter of the resolution, and in fact held meetings
with board members of: the California Medical Association, the Cali-
fornia Osteopathic Association, the California Hospital Association, the
California Osteopathic Hospital Association, Blue Shield, Blue Cross,
major insurance companies writing hospital and medical insurance in
California, trustees of both negotiated and management health and
welfare funds, and hundreds of interested citizens.

I soon found that the subject matter was taking all of my time, and
that I was receiving dozens of unsolicited communications each week.

In order to facilitate the handling of all of the information and re-
quests, and to develop a preliminary plan for studying the subject
matter, I made arrangements with the University of California, approx-
imately July 15th of 1960, to secure the services of Mr. Ted Ellsworth
on a part-time basis. Mr. Ellsworth has an extensive background in
this general field, and is currently Administrator of Public Programs,
Institute of Industrial Relations, of the University of California at
Los Angeles. :

During the last four months both Mr. Ellsworth and I have spent
substantially all of our-time on this project. We have interviewed hun-
dreds of persons, including patients, insureds, doctors, hospital admin-
istrators, nurses and other hospital personnel, officials of hospital and
medical organizations, labor, management, and consultants in every
related field. During this same four months period, I have handled in
my office over 2,000 unsolicited letters from persons throughout the
State who feel that this investigation represents one of the most impor-
tant activities of the Legislature.

The attached preliminary report, in my judgment, demonstrates the
need for a continued investigation and public hearings into the entire
. field of prepaid hospital and medical care, and I earnestly solicit your
support of the preliminary program as outlined in the attached report.

Very truly yours,
RonaLp Broorks CAMERON
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SECTION |

INTRODUCTION and BACKGROUND

The phenomenal growth of health insurance following the impetus-
given to labor-management funds during World War II and the Korean
War because of the wage freeze and other factors has, in itself, been
respousible for many of the problems that have been called to my atten-
tion. The headlong plunge into a relatively new field by parties with
such diverse interests as life insurance companies, labor and manage-
ment, the medical and hospital community, health service plans, and
the consumer, was bound to create a conflict of interests that could
only result in chaotic conditions. The lack of planning of any of these
parties, a difference of opinion as to the purposes and aims of health
insurance programs, and finally the failure of the vendors, and. the
buyers' of health coverage to co-ordinate their programs in any way
whatsoever, was bound to cause many of the troubles that have devel-
oped. .

While this report does not intend to discuss the rapid growth of
health insurance in detail, it should be noted that less than one-fourth
of the population had heaith insurance prior to World War II, and
that now over two-thirds of the population not only have some type
of health insurance program, but that segments of the population are
now being reached, and a broader coverage is being offered, than was
thought possible even as recently as five years ago. .

' This new broad coverage, and coverage of heretofore uninsurable
groups, along with a growing utilization of servieces and facilities, has
resulted in an increase from 8.7 percent of the disposable dollar of
consumer income going to medical care in 1946 to 5.3 percent in 1958.

Figures compiled by Governor Brown’s Committee on the Study of
Medical Aid and Health in California indicate that medical expendi-
tures in 1359 were 111 percent of the 1939 Consumer’s Price Index,
and hospital expenditures were 329 percent of the 1939 Index.

A survey of the Consumer’s Price Index illustrates how medical care
costs have risen in comparison to the overall cost of living during this
period of health insurance growth :

1947 1959
All items ____ _ - 95.5 123.7
Medical care _— 94.9 148.6

The vncrease in medical care costs during this period was 50 percent
greater than for all items. In addition to these increased costs on an
overall national basis, hospital and medical costs in California are the
highest in the United States, as will be shown by the following figures:
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Medical Costs—1958—As Indicated by Medical Economics

Average
Los San 8 selected
) ) Angeles Francisco cities
General practitioners, office calls $5.33 $5.00 $3.69
General practitioners, house calls 8.67 7.83 6.01
Surgeon’s fees for:
Appendectomy, excluding anesthesia.________ 233.33 208.33 160.36
Tonsillectomy, excluding anesthesia______..__ 100.00 95.83 69.39
Tooth extraction ___.—____ 9.00 9.92 5.89
Costs—1958—As Compiled by Health Information Foundation
Los New San .
Angeles York Francisco  Scranton
Obstetrics $175.00 $166.17 $163.57 $78.50
Eyeglasses —-__ - 30.83 15.95 30.92 ——

The difference in hospital costs is even greater when it is considered
that in 1958 the average daily cost for hospitalization in all general
hospitals in the United States was $28.17, whereas the average in Los
Angeles has been estimated at approximately $50.00.

The average nation-wide for a three bed ward room in 1958 was
$15.91, Los Angeles was $21.50, and San Francisco was $23.12. When
we consider further that from 1946-1958 the short term general daily
hospital charges rose 258 percent and that the average cost per stay
rose 225 percent, the seriousness of the problem can be seen. It is
further estimated by authorities in the field that hospital costs in Cali-
fornia will continue to increase at the rate of 5 percent to 10 percent
per year.

This report does not represent a complete treatise on the rise in
hospital and medical costs and their relationship to the increase in
prepaid hospital and medical insurance coverage, but merely attempts
to document briefly the need for investigation and some legislation.

It is not possible at this time to draw any positive conclusions with
regard to the causes for the rapid increase in costs in the fields of
medical care as illustrated above. Certainly a portion of the increases
can be attributed to the general inflation from which the country has
been suffering during the past decade, a portion is occasioned by the
increased technology during this period, and a portion has been caused
by the rapid increase in wage scales in the para-medical field, due
to the extremely low base of wages in these fields during the past decade.

It is generally accepted that part of the increase has been because
of the patient’s ability to pay the increased fees through prepaid hos-
pital and medical insurance. Certainly it is more than coincidental that
the sharp increases in these costs parallel exactly the years of develop-
ment of insurance in the hospital and medical field.

SECTION 1

FINDINGS

1. Both individual and group prepaid hospital and medical insurance
policies are being cancelled by some companies, and claims are
being denied, for unexplained or highly questionable reasons, re-
sulting in the insureds not having coverage at the time of greatest
need.
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. There is such an array of choices available, by virtue of combina-

tions of various benefits in both group and individual prepaid hos-
pital and medical care policies, that it is currently impossible for
the lay person to evaluate between available plans.

. Exclusions of coverage in prepaid hospital and medical care insur-

ance policies are frequently relegated to the fine print and often
tend to be misleading.

. Insurance law of the State of New York now requires that the

purchaser may, at his option, cancel any prepaid medical care
policy within the first ten (10) days of receipt of the policy and
receive a full premium refund.

. Some individual prepaid hospital and medical care policies sold in

California return less than 10 percent in benefits on the premium
dollar and some company loss ratios on all policies are less than
25 percent of the premiums earned.

. Persons who have had group coverage of prepaid hospital and

medical insurance frequently find that upon leaving the group they
may not convert to individual coverage, or that the conversion
premium is prohibitive, or that the benefits are so reduced as to
render the coverage negligible.

. A large number of persons are covered by more than one prepaid

hospital and medical insurance poliey; i.e., both husband and wife
covering the entire family through group plans, which in some
instances results in a financial gain to the insureds as a result of
a claim being paid by more than one company.

. Some trustees and welfare fund officials have expressed concern

over the failure of the 1959 Legislature to renew the Rees-Doyle
Act (a Reporting Aect requiring the disclosure of certain financial
information in reference to negotiated health and welfare funds).

. Commercial insurance companies are currently regulated to some

extent by the Insurance Commissioner of the State of California
with regard to their rate and reserve requirements; however,
nonprofit plans such as National Health Plan, Pacific Health Plan,
the Kaiser Health Plan, and Blue Shield are not subject to the
same regulations as their commercial competitors.

Due to a lack of planning on a regional basis there is currently, in
some areas of California, a substantial overbuilding of general hos-
pital beds. Of the medical care dollar, approximately 30 percent is
spent for hospital benefits.

Currently the only basis for assuring medical care standards in
California hospitals is through the voluntary action of each hos-
pital to seek accreditation by the Joint Commission on Accreditation
or the American Osteopathic Association accreditation program.
Currently, 20.3 percent of the nonprofit hospitals and 79 percent
of the proprietary hospitals in California have no supervision of
the mediecal practices in the hospital, either through design, by not
seeking accreditation, or because they are ineligible for such accred-
itation because of size, mixed MD and DO staff, physical limitations,
and other contributing causes.

33-761 0—84——3
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12. Financial information with regard to both nonprofit and proprie-
tary hospitals is not currently available, and the information that
is available is not in such form that it may be compared hospital
by hospital.

13. Most hospitals in California do not make available to the public a
schedule of charges for normal services and goods provided by the
hospital, other than the room rate. It is difficult to secure from most
hospitals an itemized accounting of a given hospital bill.

14. Section 1416 of the Health and Safety Code reads as follows: ‘‘In-
formation and records concerning any licensee or applicant received
by the State Department under the provisions of this chapter shall
not be disclosed except in a proceeding for the revocation, suspen-
sion or denial of an application for a license.’’

15. There are some hospitals in California that are operated by non-
profit corporations where the physical plant is owned by a profit-
making organization and leased to the operating company. In
some cases the annual net rental for the facility is more than 15
percent of the total cost of construction, land, and equipment. In
other cases the lessor company reserves to itself the pharmacy, X-
ray, and laboratory facilities and leases only the portions to the
operating company which are traditionally operated at a loss.

16. There is an aura of distrust between the principals in the prepaid
hospital and medical insurance field. Organized medicine, which
in California represents approximately 75 percent of the practi-
tioners, seems to recognize that most of the problems enumerated
in Findings 1 through 15 do exist to some degree, but rejects the
position that many of these shortcomings should be resolved by
legislation. Their contention is that legislation would lead to a form
of government intervention that, in their judgment, would be dila-
tory to the practice of medicine. The hospitals that belong to the
voluntary association seem to concur in the judgment of organized
medicine in the main; however, they recognize that immediate
steps must be taken to curb many of these abuses. They are making
a valiant effort through their associations, but admit that they
have no control over the most flagrant violators. As a rule, these
are not'members of the California Hospital Association. The volun-
tary association includes only about 55 percent of the hospitals in
the State.

Management from the insurance industry recognizes the shortcom-
ings enumerated above, but is loath to move in support of any legisla-
tive program for fear of economic retaliation by some insnrance
companies who would not support the program, and by medical and
hospital groups who would condemn the companies that might partiei-
pate in such a program. Some negotiated labor-management hospital
and medical insurance programs are critical of the insurance industry
and organized medicine for not supporting a reform program. Other
negotiated plans take the position of ‘‘why fight city hall.”’

This lack of rapport between the parties at interest makes it exceed-
ingly difficult to ferret out the real problem areas which are causing an
8 percent per year increase in the cost of medical care while we are
experiencing only a 3 percent annual inflation rate.
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SECTION 111
RECOMMENDATIONS

. Consideration of legislation requiring that all prepaid hospital and

medical insurance policies, after the policy has been in forece for
twenty-four (24) consecutive months, be noncancellable except for
nonpayment of premiums, unless the carrier cancels all policies of
the same class and type at the same time.

. Legislation requiring the Insurance Commission, under the provi-

sions of the Administrative Procedure Act, to establish a system
of grading for all prepaid hospital and medical insurance policies,
based upon the projected loss ratio of the policy, and requiring that
all policies and related promotional material indicate clearly the
grade of the policy and an explanation of the grading system.

. Legislation requiring that all prepaid hospital and medical insur-

ance policies list all exclusions with the listing of benefits, and
that the exclusions be given equal prominence in a type of at least
the same size and style as that with which the benefits are listed.

. Consideration of legislation requiring that a full premium refund

will be paid to the insured if the insured surrenders and requests
cancellation of any prepaid hospital or hospital and medical insur-
ance policy during the first ten (10) days after the receipt of said
policy.

. Consideration of legislation requiring the Insurance Commissioner,

under the provision of the Administrative Procedure Act, to estab-
lish ‘standards of minimum benefits, based upon loss ratios on
policies that are sold in California. The Legislature, after public
hearing, should set guide posts for the commissioner to follow.

. Legislation requiring that upon leaving group coverage, conver-

sion can be made without evidence of insurability (provided there
has been coverage of the insured in the group for twenty-four (24
consecutive months). The converted coverage benefits shall be sub-
stantially the same as the group policy with no additional limita-
tions or restrictions, and at a premium substantially the same as
the group premium, giving consideration to the additional adminis-
trative expense of the carrier,

. Consideration of legislation limiting the total benefit on hospital

and medical insurance to the total of the economic loss to the
insured. Legislation setting a formula for prorating of the liability
where there is liability on the part of more than one carrier.

. Consideration of legislation reinstating the provisions of the Rees-

Doyle Disclosure Act, providing that duplicate copies of the federal
disclosure form be filed with the Insurance Commissioner of Cali-
fornia.

. Legislation giving jurisdietion to the Insurance Commissioner over

all groups selling hospital and medical insurance plans, and sub-
jecting all ecompeting organizations to the same requirements, with
the exception of the gross premium tax.
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11.

12.

13.

14.
15.

16.
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Legislation requiring the State Department of Public Health to
set up a master plan of hospitals for each geographic region in the
State, with the help of a local planning council composed of physi-
cians, hospital administrators, and the general public. Requirement
that prior to the issuance of a license for the expansion of an exist-
ing hospital or building of a new hospital, that it shall be in con-
formity with the master plan. Only after public hearing and after
the local planning council has made a recommendation that a vari-
ation from the master plan be authorized could a license be issued
that is not in conformity with the master plan.

Legislation requiring the State Board of Medical Examiners and
the State Board of Osteopathic Examiners to establish medical care
standards for all hospitals after hearings as provided for in the
Administrative Procedure Act. These 'standards would be super-
vised by the respective boards and violations of said standards would
be reported to the State Department of Public Health. Any viola-
tion of such standards would be the occasion for an immediate
investigation by the Department of Public Health and would occa-
sion an action by the department for suspension or revoeation of
the hospital license.

Legislation requiring the State Department of Public Health to
promulgate a uniform accounting system for all hospitals, similar
to that promulgated by the American Hospital Association and the
California Hospital Association. It would require that all hospitals
adopt this accounting system by a specified date and that each hos-
pital, subsequent to the adoption of the system by the hospital, be
required to submit to the department at the end of each fiscal year,
on a form provided by the department, such financial, operational,
and ownership information as may be required by the department
under rules promulgated by the department and as provided for
in the Administrative Procedure Act.

Legislation requiring that each hospital licensed by the State of
California establish its own schedule of charges for all services and
goods normally provided by that hospital and that it file a copy of
said schedule of charges, on a form provided by the State Depart-
ment of Public Health, with the department by a specified date.
The board of directors of each hospital could at any time amend
its schedule of charges and said amended schedule would be effec-
tive thirty (30) days after the filing of a copy of the amended sched-
ule with the department.

Legislation repealing Section 1416 of the Health and Safety Code.

Development of legislation to amend the nonprofit incorporation
laws of California to preclude nonprofit operating companies being
established to operate hospitals that are proprietary in intent.

Immediate creation of a subcommittee of the Finance and Insur-
ance Committee to continue the study in the entire field of prepaid
hospital and medical care with authority for the subcommittee
investigation to run concurrently with the 1961 Legislative Session
and the appropriation by the Rules Committee of sufficient funds
for the subcommittee to maintain a full-time legislative consultant
and a full-time legislative secretary.
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SECTION IV

HEALTH INSURANCE

In reviewing the problems raised with health insurance, I found the
main concern with individual policies as follows:

(a) High cost—especially for persons cver 50 years of age.

(b) Restricted benefits that fail to meet any substantial part of the
hospital or medical bill.

(¢) Presence of pre-existing clauses that limit the value of pro-
grams to older persons.

(d) Cancellation of policies by the insurance company at a time they
are most needed.

(e) Misrepresentation by insurance salesman.

(£) Complexity of policies which make them difficult for the buyer
to evaluate.

(g) Concealment of exclusions and limitations by using small print
and involved language which often is buried deep in the policy.

Since most of the problems in this field are caused by, or at least are
partially due to, high insurance costs the following material extracted
from the annual reports of the California Department of Insurance and
other sources illustrates graphically the situation. Comparative figures
of commercial insurance companies, Blue Cross, and Blue Shield indi-
cate that on an average the expenses charged against the purchaser of
insurance, or conversely, the benefits paid, are not substantially dif-
ferent insofar as group insurance is concerned.

The following table based on reports of the Health Insurance Council
compares premiums earned to benefits paid: :

TABLE No. 1

Comparison of Loss Ratios Commercial Insurance Companies,
Blue Cross and Blue Shield

(Figures in biilions of dollars)

Insurance Companies— 1957 1958
Group premiums $2,310 $2,160
Benefits paid 1,806 1,954
Ratio of benefits to premiums ——— - 93.5%
Individual premiums -- 1,379 1,484
Individual benefits —— 589 637
Individual ratio of benefits to premiums - 48.49%,
All policies ratio of benefits to premiums_____________ - 66.7%

Blue Cross—Blue Shield—All Policies *—

Premiums ____ 1,919 2,141
Benefits 1,852 2,074
Loss ratio - 9749,

All Carriers—All Policies—Loss Ratio . ________ - 90.3%

* These flgures include group policies, Individual direet sales policles, and conversions to individual policles
from group policies. Estimates indicate that ratio of bepefits to premiums is 94 percent group, 89 percent
individual, and over 100 percent on group conversions.

However, the ratio of benefits paid to premium earned varies greatly
both as to individual companies and as to type of coverage, as shown in

Table 1I1:



34 DECEPTIVE METHODS IN HEALTH INSURANCE

TABLE No. Il
ALL HEALTH INSURANCE BUSINESS TRANSACTED IN CALIFORNIA

Comparison of Loss Ratios of Commercial Insurance Companies
: by Type of Coverage

. 1955-58 1958 .
All business—health insurance_______________________ 75.9% 79.0%
Group __._____ e - 8649% 90.0%
Accident and health—individwal _____________________ 46.0% 44.9%
Noncancellable—individual __ 39.0% 40.5%
Hospital and medical-—individual 45.0% 45.6%,
All individual policy business________________________. 44,09, 44.6%

The following tables illustrate the wide variation within commercial
companies as to the percentage of the premium dollar that is used to
pay medical benefits. The group policy columns include all types of
health insurance written by the various companies, including noncan-
cellable policies, medical and hospital policies, income replacement poli-
cies, ete. The individual policy column includes only specific types of
policies as identified in each table. The medical and hospital type of
benefit is similar to, but usually not as extensive as, Blue Cross or Blue
Shield policies :

TABLE No. HI

Comparison of Loss Ratios of Group and Individual Health Insurance
Policies of Commercial Insurance Companies )

1955-58 1958
Group Individual Group Individual
(All health  (Medical and (All health - (Medical and
insurance) hospital) insurance) hospital)
Do % % Vi
American National __________ 70 36.1 133.1 39
Business Men’s Assurance ____ 65.8 45 63.3 43.2
Washington National ________ 69.9 43.3 84.7 46.6
Mutual Life (New York) _____ 99.1 - 109.3 24.5

TABLE No. ill-A

1955-58 : 1958
Group Individual Group Individual
(AU health  (Accident and (All health (Accident and
insurance) health) insurance) health)
Yo Yo Yo Yo
Firemen’s Fund ______._______ 74.6 34.2 78.2 34.8
American Casualty __________ 70.9 29.3 5 48.7
Continental Casualty ________ 64.4 37.2 61.9 33.3
Ind. Ins. Co. of No. America._ 54.6 23.1 58.3 12.4

As can be seen from these figures, which include all the business of
the carrier and not just that done in California, it is only occasionally
that the individual companies will return as much as one-half of the
amount in benefits to the individual policyholder as is returned to the
group policyholder.

The following tables indicate the loss ratios for various companies
that do a substantial California business:
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TABLE No. IV
Loss Ratios of Group Health insurance Policies Only

1955-58
%
Independence Life -- 69
West Coast Life - 76
Union Labor Life____ . —__— 845
Pacific National Life_ - 749
TABLE No. V
Loss Ratios of Individual Medical and Hospital Policies Only
1955-58
Y%
California Life . ________ - _____ - 37.2
Pacific Mutual ____ - 37.8
Connecticut General - 39.6
Provident Life and Accident__ 489
New York Life —— - 39.7

35

1958
Do
75.7
80.9

87
717

1958
Yo
37.7
42.6
424
53.5
45.5

All of the above figures are taken from statisties compiled for the

Governor’s committee.

‘While the four-year loss ratio average of all group business trans-
acted in California is 75.9 percent, the range is very wide. At the
bottom of the scale Industrial Life shows 5.3 percent, Fidelity Life and
Income 14.4 percent, Manhattan Life 21.7 percent, National Casualty
54.8 percent. On the other hand, many of the companies averaged 80-95

percent.




. TABLE No. VI
Comparison of Financial Statements of Commercial Insurance Comp

Distribution of Premium Dollar for 1958
Hospital and Medical Individual Policies Only *

Percentage of total

Estimated Percent paid Commission expenses including

premium in benefits percentage comnmissions
Monarch Life ________ $2,7564,557.37 44.59, 36.9% 65.5%
Westland Life ________ 3,318,701.81 415 44.1 57.6
Beneficial Standard _._ 13,587,559.74 424 16.3 47.9
Constitution Life __.___ 8,520,000.00 50 23 40.2

Exhibit “A”

’
ge

Dividends and gain for all
health insurance business +

Dividends Net gain
3.3% 5%
Nil 0.3
1 9
0.13 4.3

* The estimated operating expense factor for Blue Cross in 1957, for similar types of polieies, was 5.3 percent in Northern California. 6.5 percent in Southern California.

t These figures are for all group and individual health insurance policies, and not a percentage of the estimated premium shown on this table.

NOTE: The percentages in this table will not always equal 100 percent, as dividends and profits are not now available for this type coverage in every case. In some cases, there may be
8 loss which 1s wholly or partially offset by investment income: or, as in the case of Constitution, the net gain for this type of policy was only 9 percent.

SOURCE: Annual financial statements—California State Department of Insurance for business done In entfre United States.

9¢

FONVHASNI HILIVEH NI SCOHLAW JALLIADHd




DECEPTIVE METHODS IN HEALTH INSURANCE 37

SECTION V

INDIVIDUAL HEALTH INSURANCE

As far as individual policies are concerned, for all business written
in the United States some companies show a four-year average of less
than 25 percent. For hospital and medical policies some loss ratios were :
Security Life and Accident 28.2 percent, North American Life 26.4 per-
cent, Central Standard 29.8 percent, Indemnity Insurance Company of
America 6.8 percent.

For accident and health, the figures were: Hearthstone 19.6 percent,
Indemnity Insurance 23.1 percent, Protective Security 16.9 percent,
Federal Life and Casualty 13 percent, Stuyvesant Life 3.5 percent.

For noncancellable, Continental Assurance showed 23.6 percent, Na-
tional Life and Accident 16.7 percent, Union Mutual 18.2 percent,
Massachusetts Casualty 12.4 percent, John Hancock 15.9 percent.

The amount of business transacted in California for these coverages
was not secured. B

1. Noncancellable Policies

With such a small amount of the premium dollar going to the policy-
holder in the way of benefits, the eventual result has been misrepre-
sentation of policies, cancellations when coverage is most needed, over-
selling, refusal of coverage to many persons, and limitations and re-
strictions through health statements and pre-existing condition clauses
that are usually misunderstood.

Complaints were received from persons who said that after holding
a policy for many years, when suddenly taken sick they were quickly
notified that the policy would be canceled on the next renewal date
(the first of the following month).

I feel that only by legislation can these problems of high cost and
misrepresentation be corrected. If a company is required to write only
noncancellable types of health insurance, it is hoped that many of the
misrepresentations made in the past will be eliminated. Therefore, an
amendment to the Insurance Code is proposed. A summary of the
proposed amendment follows: :

Amendment to Sections 10350, 10350.2, and 10350.3, add Section
10350.13, and repeal Section 10369.9 of the Insurance Code:

a. All disability policies shall contain a provision that the insurer
may not cancel the policy except for nonpayment of premiums,
and that he cannot reserve the right to refuse renewal, providing
that the policy has been in force for two years or more.

b. No renewal will be at increased premium rate unless premiums
for all policies of the same class are increased.

Similar legislation has been adopted in New York.

2. Classification of Insurance Policies

One of the most frequent complaints that has been made by individ-
ual buyers of health insurance is that the policies and brochures of the
insurance companies are so complex that the ordinary layman cannot
evaluate one against the other. As a matter of fact, the high-pressure
salesmen who sell many of these policies cannot themselves evaluate
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them. A typical complaint is that the policyholder finds out for the first
time of the conditions that are excluded when he files a claim.

One of the most flagrant cases involved a 69-year-old woman who
had had a policy since 1956. In 1958 she was approached by a salesman
for Westland Life Insurance Company who convinced her after a long
sales talk that she should drop a policy of Constitution Life Insurance
Company and take Westland which he alleged was much better and
only slightly more expensive. In 1960 she was operated on for a hernia
and her claim was refused on the ground that the condition had existed
prior to taking out the policy. In reviewing this complaint, it was found
that the policy was only slightly better and that the premium was much
higher, but more important, her Constitution policy would have covered
the operation and paid a total of about $400. Although a complaint has
been filed with the Insurance Commissioner by her own doctor, who
states that the condition was not pre-existing, the claim has not been
paid.

This problem became of such great concern to the Governor’s Com-
mittee that it has recommended gradation of policies. Its members
generally agreed that the ratio of benefits to premiums paid and that
the many misrepresentations that are being made in selling individual
health insurance policies called for some type of legislation. It was felt
that a classification or gradation of policies would be most effective,
and study of methods of achieving this end are now under way.

In my own investigation I have come to the same conclusion as did
the other members of the Governor’s Committee. When the many differ-
ent types of policies with their complicated restrictions and limitations,
varying benefits, deductibles and coinsurance provisions, sliding scale
for premiums by age of the buyer, noncancellable provisions, catas-
trophic coverage, technical language, and fine print, all complicated
in some cases by high-pressure salesmen without a background in the
health field and too often without any conscience whatsoever, the
plight of the uninformed, indeed even of the informed, buyer becomes
apparent.

Table No. VI highlights some of the causes of this problem. When
it is considered that in some cases the share of the premium dollar
which goes toward benefit payments is less than the salesman’s commis-
sion, and that in most cases it is less than operating expenses, it is no
wonder that there is widespread dissatisfaction with individual insur-
ance policies.

The companies selected for this comparison are ones that have a sub-
stantial volume of business in California and against whom many of
the complaints have been charged.

Table No. VI is attached hereto and marked Exhibit ‘‘A.”’

Two approaches to this problem are possible:

(1) Grading of policies by classifications ‘‘A,’’ ‘B’ “C,”’ ete., in

relation to the benefits paid, and

(2) . Grading by the ratio of benefits paid to premiums earned.

The complexities of health insurance and the varying needs of different
segments and groups of the population make it appear impractical -to
grade by benefit structure, and therefore I am recommending legisla-
tion based on the ratio of benefits paid to premiums earned.
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The general recommendation will be that policies will be graded
‘“A’" if the company has paid in the previous year, or averaged over
a five-year period, 75 percent claims ratio, ‘“B’’ if between 65 and 75
percent, ‘‘C’’ if between 50 and 65 percent, and ‘‘D’’ if below 50 per-
cent. For new companies a projected expense and commission schedule
would have to be considered in grading the policies.

3. Clear Statement of Policy Restrictions

Since exclusions are usually delegated to a back page of insurance
policies, it is suggested that all sales brochures, certificates, and policies
list all exclusions with the listing of benefits, and that they be given
equal prominence, in type of at least the same size and style as that
with which benefits are listed. It is further recommended that exclu-
sions be listed on the same page, and immediately following the benefit
provisions.

4. Free Examination Period for Policyholder

It is now necessary in New York to give a person ten days after
delivery of a policy to read and understand it. During this period he
may cancel and secure a premium refund. One local insurance agent,
Newell Larson of Torrance, California, advises that he uses this pro-
cedure in selling for the Provident Life and Accident Insurance Com-
pany. With the delivery of each policy, a letter is sent to the policy-
holder stating as follows:

‘‘Please take the time to read the policy and to understand
what it will do when the need arises. Should there be any mis-
understanding about the policy, or should you not be entirely
satisfied with it, return the policy to us within 10 days of its
receipt, and the premium you have paid will be cheerfully re-
funded.”’ '

Expressions received at a recent meeting of the Harbor Branch of
the Insurance Underwriters’ Association indicated that most of the
agents felt that this requirement, as well as other items discussed in
this part of this report, would help to solve the problem of misrepre-
sentation and high-pressure salesmanship, as well as help to lessen the
misunderstanding which is inherent in the sales of health insurance
policies.

5. Establishment of Minimum Benefits Provisions

In order to avoid sales of policies which do not effectively provide
any insurance, it has also been proposed that minimum benefit stand-
ards be set up by the Department of Insurance. Such a program has
been in effect in California, but the minimums set are so low that they
are not effective. For example, the minimum benefit that can be pro-
vided for a hospital room is $3 per day, whereas the charges for a
three-bed ward room in both San Francisco and Los Angeles now aver-
ages well above $21 per day. At the same time, there appears to be no
enforcement even of these minimal requirements.

- It has been proposed that no policy could be written by any company
unless at least 75 percent of the premium dollar goes into providing
benefits,

6—L-2647
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Any of these mrovposals wounld tend to drive some of the mareinal
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companies out of business, and to restrict the activities of the high-
pressure salesman who will only sell if his potential earnings are high.

SECTION VI

GROUP HEALTH INSURANCE

Although it is true that most of the complaints which I received
were regarding individual policies, many problems concerning group
health insurance exist, and if the parties themselves do not solve them,
they will soon become a matter of great concern.

The most frequent complaint of the group buyers was in regard to
the continual rising cost of health insurance programs. There was little
or no indication that insurance company costs play an important role
in this respeet. Except for the very small group buyers and the pro-
fessional associations, insurance company expenses charged to the group
account have varied between 4 percent and 10 percent of premium,
and indeed insurance company spokesmen have complained that many
companies have lost money on their group program operation in the
past year. It must be pointed out, however, that when earnings from
investments through use of the group buyers’ money is taken into con-
sideration, few losses have occurred.

Hundreds of reports filed under the Rees-Doyle disclosure provisions
have been examined, and few would merit any real criticism of either
the insurance carrier and its agents, or of the trustees of the funds.

Only one glaring case, concerning the Metropolitan Casualty Com-
pany (now out of the group health insurance field) and the Los Angeles
Hotel and Restaurant Owners and Culinary Workers Fund, was noted.
In this case, a 15 percent commission was paid to a broker in 1958,
resulting in a payment of about $49,000 on a premium of slightly over
$300,000. The usual commission on this type of case would be from
1 percent to 3 percent, probably not in excess of $5,000. In this instance
the Trustees of the Fund disclaimed any responsibility through a letter
to the Insurance Commissioner, pointing out that they knew nothing
of this agreement, and that it had resulted ornly in loss for the com-
pany since the benefits paid had exceeded premiums earned.

Many complaints were received concerning unnecessary utilization
of health programs, unnecessary medical care, hospitalization and
surgery and the high cost of hospitalization. A few cases of fraud were
indicated.

General complaints received have to do with unnecessary increases
in insurance costs because of greater utilization, and higher charges for
the insured population. The extent to which these conditions exist is
disputed by the parties. That they do exist is not argued by any in-
formed people as the following will show:

(a) The Administrator of the Motion Picture Health and Welfare
Fund in 1956 issued a report indicating that by increasing benefits
for the administration of anesthesia by 25 percent, its insured members
realized only an 11 percent gain because of increased doctor’s fees.

(b) The Health Insurance Council, in a survey for 1955, found the
cost of medical care for a family to be $145 per year of insured, $62 if
not insured.
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(¢) Increases because of major medical programs are quoted from
many sides. The Medical Claims Bureau of Los Angeles reported
charges of $1,000 for a hernia, $800 for a hysterectomy, $150 for a
cystoscopy. Dr. Robert Kimbro, in Medical Economics, reported charges
of $1,800 for removal of an eye, $1,000 for a thyroidectomy, and esti-
mated that under major medical insurance, doctor’s charges were 20
percent-25 percent higher than private patient fees. The Wall Street
Journal reported Robert E. Ryan of Royal Liverpool Insurance Group,
one of the early leaders in the major medical field, as saying, ‘‘The
hypochondriacs really stung us.’’

(d) The Health Information Foundation, in a 1958 study, found

utilization much higher among the insured as shown in Table No. VII:.

TABLE No. VI
Comparison of Hospitalization for Insured and Uninsureds

Insured Uninsured

Percent of patients hospitalized each year 14% 9%
Average number of days in hospital each year___ .. _________ 1 0.7
Percent of hospitalized patients that had surgery_____________ 9% - 5%
Rate of appendectomies per 1,000 persons 11 5

(e) A survey by the Maryland State Medical Society among its own -

doctors showed the following :

TABLE No. VIII
Percent of doctors who believed that there were hospital admissions for the

. convenience of the doctor 58%
Percent who thought there were admissions for convenience of the patient___ 589
Percent who thought there were prolonged or unnecessary hospitalizations

because of insurance 61%
Percent who thought hospitals are used uneconomically - %

(f) Some cases of fraud have been uncovered. Walter Ogden, M.D.,
of North Hollywood, California, has just been convicted of filing fraud-
ulent claims against insurance companies. The Hollywood Citizen-News
of November 15, 1960, reported that he had been convicted of three
counts of violation of the insurance code, two of grand theft.

The Saturday Evening Post recently, in an exposure series, told of
a company that decided to stop sending checks to the doctors but to
send them instead to the patients. Shortly after sending an insured
person a check for $200 for an appendectomy, it was returned with
a note explaining that a small mole had been removed—not an appendix.
In Los Angeles, some years ago, headlines told of the story of some 200
doctors who had defrauded their own health plan, Blue Shield, by filing
claims for work never done. In a survey made for the San Francisco
Labor Council in 1954, E. Richard Weinerman, M.D., of El Cerrito,
California, estimated that 50 percent of the premium dollar went for
€xpenses Or unnecessary services.

(g) Jerome Pollack, program consultant for the Social Security
Department of the United Auto Workers, AFL-CIO, in 1956 reported
that a study of a U.A.W. program in which benefits were raised 26
percent yielded only a 9 percent gain to the worker because of increased
medical fees.

(h) A study by the Michigan State Medical Society in 1958 revealed
the following:
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TABLE No. IX
Prolonged or Unnecessary Hospital Stays

Persons without any insurance 149,
Persons with commerecial insurance (limited coverage) 30%
Persons with Blue Cross (esmprehensive coverage) 36%

(1) A comparison of hospitalization under an insured Blue Shield
plan, and the comprehensive Health Insurance Plan of Greater New
York, illustrates reduced hospitalization where diagnosis and outpatient
medical treatment are part of the program:

Blue Shield H.I.P.
Number surveyed __ . ___________ 53,000 57,000
Annual hospital admission rate per 1,000 98.5 77.4

Despite some rather gloomy reports concerning the effects of group
health insurance on medical costs, only minor legislation seems neces-
sary in this field.

6. Mandatory Conversion

Since one of the most serious complaints concerning group policies
is that they are often lost during times of disability and unemployment,
Just at a time when they are most needed, legislation is proposed in
this respect.

Much discussion has been held indicating that there is a need for a
return to ‘‘community rating’’ of insurance risks, instead of individual
and group ‘‘experience’’ rating. I do not believe that this is feasible,
or possible, at this time; however, a mandatory conversion program is
feasible and would help alleviate this problem somewhat.

The State of New York passed such legislation in 1959, and despite
some insurance company protests, it has not upset insurance company
practices, as had been predicted.

‘While some companies offer a conversion program from group to an
individual policy, they usually are drastically reduced in benefits, and
increased in cost. Blue Cross and Blue Shield offer conversion programs
in the hospital field which are substantially the same as many of their
group policies.

SUMMARY OF RECOMMENDED LEGISLATION
I. Amendment to Section 10270.6 of the Insurance Code:

a. Group policy shall contain a provision that if an individual’s
group insurance protection is terminated for any reason what-
soever, and if he has been insured for 24 months he shall be en-
titled to have issued to him an individual insurance policy.

b. He shall not have to furnish evidence of insurability for either
himself or his dependents.

¢. There shall be no increase in premium, and the policy shall be
noncancellable and right of renewal shall only be exercised for
nonpayment of premium,.

d. Benefits shall be substantially similar to those under the group
policy.

e. The individual policy shall not exclude any conditions not ex-
cluded under the group policy.

f. The effective date shall be the date of termination under the group
policy.
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7. Multiple Coverage

One of the abuses of our health programs which leads to increased
costs is that of multiple coverage. Doctors, hospital administrators, wel-
fare fund administrators, and insurance agents cite many examples of
prolonged or unnecessary treatment and hospitalization because of the
profit that can be made by over-insurance.

One instance was cited in which a person insured under a group
health insurance program realized over $2,400 in one year from hos-
pital benefit payments, even though under another group program,
Kaiser Health Plan, she had no hospital bill whatsoever to pay.

New York permits cancellation of a policy, in the public interest,
where over-insurance exists, and where the policyholder has been notified
in writing that he has exceeded the standards of insurance as deter-
mined by the State. Many companies are now beginning to write
‘‘duplication’’ clauses, and many group buyers are aware of the evils
of this type of insurance. Many are, for example, reducing hospital
room payments for those persons who receive Unemployment Compen-
sation Disability benefits of $12 per day.

8. Restoring of Rees-Doyle Legislation

Another problem of group policyholders is that of having available to
them information concerning the operations of other policyholders and
insurance companies. Trustees are often unaware as to what administra-
tive costs, expenses and commissions of insurance companies, and other
operational costs are reasonable and customary.

In this connection, some trustees and welfare fund officials regret the
failure to continue the disclesures and filings under the Rees-Doyle
Act. Although few discrepancies were found, many felt that the infor-
mation made available concerning insurance company practices and
the experiences of other funds was of value.

The excessive commission paid by Metropolitan Casualty Company,
in the case mentioned earlier in this report, was revealed to the trus-
tees of the fund only when the insurance company filing was made
necessary by the Rees-Doyle provisions. There can be little doubt that
the spotlight put on companies and brokers prevented other such unrea-
sonable charges.

Although similar information is on file in Washington, the expense
of securing it when needed is almost insurmountable, except in the most
serious cases. Several other funds, for example, found out for the first
time that there were arrangements between the companies and agents
and brokers, about which they had not known. The suggestion has been
advanced that a duplicate copy of the federal reports be filed with the
State Department of Insurance.

Conclusion

Although the costs of health insurance have increased greatly, and
although the complaints regarding unnecessary expenses and over-
utilization of insurance programs are widespread, I believe that the
minimal legislation proposed can be effective, if it is accompanied by
some regulation of professional services, as well as by continued self-
policing by the carriers, welfare funds, doctors, and hospitals, all of
which is taking place in varying degrees in some areas of the State,
and by development of a program designed to educate the buying public
as to the purposes of health insurance.
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SECTICON

NONPROFIT HEALTH PLANS

9. Regulation of Nonprofit Health Plans

The East Bay Welfare Council, AFL-CIO, the Marin and Santa Bar-
bara Labor Councils, and others have passed in recent months, resolu-
tions calling for state regulation of nonprofit welfare plans. These
include Kaiser, National Health Plan, Pacific Health Plan, and others.
The resolutions point out that there is no rate regulation of these plans.
It reads as follows:

WHEREAS, Hospital Service of California (Blue Cross), Cali-
fornia Physicians Service (C.P.S.), and the Kaiser Foundation are
allegedly nonprofit organizations operating for the public good in
providing hospital service plans; and

‘WHEREAS, Blue Cross, C.P.S. and the Kaiser Foundation have
recently increased premium rates from 20 to 30 percent within the
State of California; and

‘WaEREAs, This action raises a serious question as to the so-called
nonprofit operation of these hospital service plans; and

Now, therefore, be it resolved: That the California State Federa-
tion of Labor introduce a bill at the next session of the State Legis-
lature providing that no nonprofit hospital service plan shall enter
into any contract with a subseriber unless and until it shall have
filed with the California Department of Insurance a full schedule
of rates to be paid by the subscribers to such contracts and shall
have obtained the department’s approval thereof. The department
may refuse such approval if it finds that such rates are excessive,

_inadequate, or unfairly discriminatory.
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Complaints have come to this committee which indicate that there is
also a certain amount of misrepresentation, and in some cases, doubt
as to whether or not some of the health plans can deliver what they
promise. In 1959, the National Health Plan in Los Angeles contracted
for hospitalization for a consumer group, but had no way of delivering
such services. If there is dissatisfaction or a complaint concerning such a
health plan policy; there does not exist any agency that has power to
act and the buyer’s only recourse is through legal action.

The creation of regulatory measures under the direction of the Insur-
ance Department or the creation of a new Health Insurance-Health
Plan Department has been suggested.

SECTION VIii

MEDICAL AND HOSPITAL COSTS

A more serious problem faces the State in regard to hospital and
medical services, not only because of the unnecessary increase in the
cost of medical care, but also because of a possible deterioration in some
areas, and undermining of the confidence of the public, both in regard
to health insurance programs and in regard to our medical practitioners
and hospitals.

A great deal of publicity has been given to these problems in both
the lay and public press, and response by dissatisfied patients after each
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exposé is always so tremendous that I can only conclude that unrest
regarding our medical system is widespread.

The extent of popular reading matter in this respect indicates the
extent of, and contributes to, this unrest. At least four best sellers,
which certainly lead to doubt concerning our entire medical system by
the publie, are Seymour Kern’s ‘‘The Internes’’ and ‘‘The Golden
Scalpel,”’ Richard Carter’s ¢‘ The Doctor Business,”” and ‘‘It’s Cheaper
to Die’’ by William Michelfelder.

Newspaper stories have many filled columns. The famous Blum report
has created public doubt as to the integrity of our hospitals. This study,
made by Richard Blum, Ph.D., Stanford University, for the California
Medical Association in 1958, was a study of the practices of 10 large
hospitals. Very little has been released. However, the story of two sur-
geons having a fist fight over a patient on the operating table until one
was floored, the story of the dying patient who was refused admission
because a doctor did not like his Health Plan (supposedly Kaiser), and
others of similar nature, caused James E. Smits, President of the Hos-
pital Counecil of Southern California, to be quoted by the Los Angeles
Times, on August 28, 1958, as follows: ‘‘I see no reason why the survey
should be an indictment of the hospitals, as we have no control over
the doctors.”’ This has caused many in the field, and many patients,
to wonder who does have control over the activities of doctors in the
hospitals, if the hospitals themselves do not.

A 1959 series in the Los Angeles Mirror News stated that many doe-
tors who charge $5 for an office visit raise their charge to $8 if the
patient has insurance. It further stated that some doctors interviewed
recognized these problems, and stated that organized medicine un-
wisely was always against any controls. It told of hospitals where the
patient who enters with a broken toe may get a G.I. series, chest X-ray,
urinalysis, EKG., or other unnecessary tests.

The Los Angeles Mirror News on October 13, 1959, quoted Leon
Desimone, M.D., President of the Academy of General Practice in
California, as stating, in response to this story, that the medical societies
do what they can, but that the 5 percent of the doctors who con-
sistently pad bills are not members of any society. Again, I question
how controls can be effective as long as the voluntary method admittedly
cannot touch the worst offenders, and the control of this minority
group, whatever size it may be, is essential for the health and safety
of the unwary publie.

A series of stories, such as one about an award of $185,000 against
Jack Magit, M.D., of the Beverly Hills Doctor’s Hospital in a malprae-
tice suit in which nonlicensed physicians were involved, further indi-
cate the extent of the problem. It was charged in this case that un-
licensed doctors were administering anesthesia at the hospital. As a
result, the license of Dr. Magit to practice medicine was revoked in
1959, but this action has since been stayed by court action.

The revelation that a promoter convicted of a felony was involved as
the owner of the Anaheim Memorial Hospital drew public attention
there to our hospital licensing weakness. He later withdrew because of
newspaper publicity which forced resignation of the medical staff. The
Anaheim Bulletin of Friday, September 27, 1957, in writing of the
resignation of the entire staff of 61 doctors said :

33-761 0—64——4
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‘“Althongh the physicians did not re.eal the exact reason for
their actlon, a check revealed that a prior eriminal record. of one
of the members of the National Pur hase Lease-Back ﬁrm may

have prompted their action.”’

3

A lawsuit was filed in 1957 in Los Angeles against the board of
directors of a Loos Angeles hospital by a doctor who alleged that he was
removed from the staﬂ:‘ because he did not bring his ‘‘quota’’ of patients
to the hospital.

Finally, the revelations of abortions, overchargmg, and fraudulent
insurance claims at Pacific View Hospltal in Hermosa Beach, and the
indictment of four doctors by the Los Angeles County Grand J ury, all
tend to shake the confidence of the publie.

These are just a few of the many stories that have been featured in
the Los Angeles and Sen Francisco Exzaminer, the San Francisco
Chronicle, Tvme, Newsweek, Life, Look, and other publications. Less
sensational, but perhaps more frightening, are the stories that appear
regularly in the professional journals, a few of which follow:

(a) Rollin Waterson, a medical economist for the C.M.A., stated at
a union conference in San Francisco several years ago: ‘‘The more
insurance coverage you buy, the more utilization you have, the more
X-rays are taken, the more lab work is done . . . You say it has to
stop and I agree with you.”’

(b) Lucius M. Johnson, M.D. referring in Medical Economics to a
medical audit done in one of our better hospitals, said that 5 percent
of the surgeons were doing work for which they were not qualified, and
that another 5 percent were ‘‘scalpel happy.”’

(c) Paul R. Hawley, M.D., Director of the American College of
Surgeons, was quoted by Medical Economics on July 6, 1959, as say-
ing that 50 percent of our surgery is done by untrained surgeons and
further that our health plans do nothing about quality of care. The
New York Times further quoted him as saying: ‘‘Inadequately trained
doctors were doing an increasing amount of surgery because every in-
sured patient was a paying patient.’’

(d) The Journal of the American Medical Association of March 29,
1952, carried an article by Edward H. Daseler, M.D., which stated:

““It is obvious to me, after practicing surgery in the Southwest
for two years, that huge numbers of perfectly normal, undiseased
inflamed organs, e.g. appendices, uteri, fallopian tubes, ovaries,
and even gall bladders are being removed for one reason only:
extirpation of the customary fee from the pocketbook of the unwary
patient or his relatives.’

‘With the growth of insurance coverage, and more money being avail-
able, these conditions have become worse and apparently will not be
controlled until stricter hospital practices are enforced.

(e) An official report of the Medical Services Committee of the Los
Angeles County Medical Association, in 1959, stated :

‘“With the creation of these funds to provide a degree of protec-
tion against medical indigency, there developed in some physicians
a subversion of motives wherein the welfare of the patient becomes
secondary to the financial welfare of the physician . . . Our com- .
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mittee has so far received records which reveal the most flagrant
abuses, overcharging, overuse, and fraudulent practices, but too
often have felt frustrated in making adequate disposition of these
cases due to lack of policy as formulated and approved by the
council of this society.’’

Unfortunately, in Los Angeles there apparently still does not exist
any effective policy. Indeed many insurance carriers and welfare fund
officials consider it a needless waste of time to file a complaint with
the Los Angeles County Medical Association regarding a complaint
against any of its members. That this is also the experience of the
general public is borne out by complaints from individuals which I
have received, indicating that no attention has been paid to their
protestations. '

However, this is not the case in many areas of the State. In San Joa-
quin County and some 12 other counties, as well as in Long Beach,
effective committees have been set up to review medical claims and
complaints. The same is true insofar ds the osteopathie, pediatric and
optometric professions are concerned. Therefore, I believe that the
Legislature should concern itself primarily with hospitals where the
worst abuses occur, where cost variations have been most pronounced,
and where doctors could be controlled through various hospital com-
mittees.

10. Regional Planning

The Governor’s committee, his Advisory Hospital Council, and my
own investigations all indicate that a lack of planning has resulted in
too many beds in certain areas, and to installation of expensive equip-
ment, which has inevitably led to abuse and high costs. Estimates of
the cost to the public for this failure are admittedly guesswork, but
one study in Michigan indicated that $5,000,000 a year is wasted in
that state because of uneconomical hospitalization.
 Ray Everett Brown, director of the Chicago clinies and hospital, and
a past president of the American Hospital Association, estimates that
an unoccupied bed costs about 80 percent of the amount that it costs
to maintain an occupied bed. He further estimates that more bed-days
were lost in 1958 because of nonoccupancy than were paid for by all
Blue Cross plans. Mr. Brown advocates franchising of hospitals and
stricter licensing through governmental action. Mr. Brown is not alone
in his support and recognition of the need for tighter hospital controls
in order to stop the upward spiral of hospital costs. Even those who
do not agree as to method do agree that more effective control is neces-
sary.
~ Annually a survey is carried out in co-ordinated action by the Cali-
foria Hospital Association, local hospital councils, and the State De-
partment of Public Health. Policies and planning criteria are revised
each year by the Advisory Hospital Council. These criteria are used
by the Department of Public Health in allocating state and federal
funds. The state plan adopted for both the Los Angeles-Orange County
and San Diego metropolitan areas pointed out that no hospitals of less
than 150 beds should be built in either area. However, despite this, 90
general hospitals were built in Los Angeles from 1950-59 and all but
17 were under 150 beds. In San Diego, seven or eight new hospitals are
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being planned, or are under construction. All are said to be under 70
beds. The advisory council’s projection to 1975 for Los Angeles is
that 160 new hospitals will be built, with all but 14 being under 100
beds.

It is apparent that there is a wide gap between voluntary public
planning and the actuality of construction and operation of hos-
pitals. Mr. Mark Berke, Director of the Mt. Zion Hospital and Medi-
cal Center in San Francisco, in a speech before the Western Associa-
tion of Hospitals in 1958, pointed out the need for planning, although
he hopes that it can be done on a voluntary basis:

‘“We are rapidly approaching a time when it will no longer be
economically feasible for each hospital to be an independent, self-
sufficient enterprise, purchasing equipment for its own use without
regards to the needs of the community.

“In San Francisco, five hospitals are approved for open heart
surgery, and others are planning to install this expensive equip-
ment, even though three such installations would be sufficient.
There are six electroencephalographs, although only one or two
are fully used. Several hospitals are considering installing cobalt
bomb units at a cost of $60,000 each, although only one is
needed. '

“‘The planning of facilities on a co-ordinated basis is one of the
most fertile areas for reduction of costs; but unfortunately it is
one of the most difficult to achieve, involving as it does the auton-
omy of individual boards of directors, medical staffs, and hos-
pital administrations, each with its vested interests, its own phil-
osophy, and its own desires.

‘““We must be prepared to consider objectively approaches to
our problems which may involve the surrendering of some of our
individual prerogatives, in order to insure the continuation of the
whole.’’

I am in agreement with Mr. Berke’s views. However, as far back as
1926, when the Hamilton Report, which dealt with the Los Angeles
area, was issued, the importance of hospital planning was stressed. It
did not work on a voluntary basis then for the very reasons stressed
by Mr. Berke. I do not believe that it will work on a voluntary basis
now, in view of the projections made by the Advisory Hospital Council,
and the actual building that is now under way.

I have recognized and applauded the attempts of the California Hos-
pital Association to improve the situation, but I do not believe that
exposure will stop those who are promoters, or those doctors who need
a hospital as a base of operations. Indeed, exposure alone may create
an air of martyrdom which will prevent any real action against certain
hospitals.

The combination of profit-making hospitals, unethical doctors, lack
of planning, lack of standards, a shortage of accredited hospitals, and
an oversupply of small hospitals, have all combined to make Los An-
geles, and California, the highest-cost hospital area in the United
States. The legislation that I have proposed is similar to recommenda-
tions which have been made by the Governor’s Committee on the Study
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of Medical Aid and Health, and to legislation which will probably be
introduced by the California Hospital Association.

The basic difference in approach, however, is that the C.H.A. will
probably support permissive legislation which calls for regional plan-
ning and public hearings, but with no power to enforce or regulate.
It is based on the theory that exposure will accomplish the same results |
as mandatory legislation. However, C.H.A. may not recommend total |
exposure, and the necessity of filing annual financial statements and |
pricing schedules may not be called for. It is my belief that exposure of
hospital records, protecting, of course, the privacy of patient records,
13 necessary and will help to avert rate regulation which the C.H.A.
believes will be detrimental.

While the C.H.A. will probably oppose legislation with teeth in it,
there are many hospital administrators and leaders who feel otherwise.
In California, many hospital administrators have agreed that there is
need for legislation such as I am proposing, but they cannot publicly
support it because of the position of the C.H.A.

On the other hand, at a convention of the California Osteopathic
Hospital Association at Santa Monica in October of this year, open
support was given to this legislation. The type of legislation that I
recommend is not original with me nor is it as undesired by all
hospital people as might appear to be the case.

I have already mentioned that Ray Everett Brown, a recent past
president of the ‘American Hospital Association, and highly respected
in his field, has long recommended the franchising of hospitals in order
to reduce costs by better hospital planning. In response to a letter I
wrote him regarding this proposed legislation, he stated that he be-
lieves that the controls relating to construction and expansion of hos-
pitals in California are necessary and that full public disclosure is, of
course, a good thing. '

Another well-known leader who is not fearful of hospital regulation
is William J. McWilliams, an attorney, and president of Arundel Gen-
eral Hospital in Annapolis, Maryland. ‘‘ Trustee,’’ the Journal for Hos-
pital Governing Boards, printed a speech he delivered early this year
during National Hospital Week. In it, he proposed a program that

included:
‘‘The regulation of hospital rates by the Public Service Com-
mission. . . . In time the commission would develop uniform ac-

counting procedures, ete.

‘‘The co-ordination and control of expansion and new construe-
tion by the Hospital Council of Maryland. . . . We must be sure
that there are not too many hospitals; that they are not larger or
more costly than they need be; that there is no wasteful duplica-
tion of services, and that all building programs have economic
justification. . . . It should have the power to veto any building
program of which it does not approve.’’

Complete disregard for the community desires and needs is illus-
trated in the case of the Martin Luther Hospital in Anaheim, Cali-
fornia. Despite protests from some segments of the community, in
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which there are now many unoccupied heds (hospitals in the area are
running 60 percent to 70 percent occupancy), the investors went ahead
with the building. A nonprofit corporation which will pay excessive
rent, approximately $500,000 a year, to the investors has been estab-
lished by two small Lutheran churches in the area. I am keeping in
touch with this situation, as it is rumored that there may be a fund
raising drive in the community, and any such effort will be opposed
by community leaders with whom I have met.

An even more flagrant case, illustrating the failure of the voluntary
exposure approach involves the town of Ojai, where a hospital district
was proposed, and before financing could be secured a doctor from
Los Angeles, Frederick Gruneck, moved in and announced plans to
build a 25-bed hospital. This, of course, would have ended any chance
of obtaining governmental funds for construction of the distriet hos-
pital.

The mayor and other officials, as well as a majority of the doctors,
were opposed to the proprietary hospital.

Ads were taken in the Ojai Valley News in September, 1958, by a
citizens committee, which asked: ‘Do we want a district nonprofit
hospital or one like Northridge?’’ They then went on to reveal the
profits made by Dr. Gruneck out of the operation and sale of the
Northridge Hospital in the San Fernando Valley.

Two town meetings were held. At the second one, Mr. Charles Abbott,
Executive Director of Blue Cross, spoke and quoted Gordon Cumming,
Chief of the Bureau of Hospitals, as being opposed to the building of
a hospital in Ojai at the time. The Ojai Valley News of Thursday, De-
cember 11, 1958, said in relation to Abbott’s talk with Cumming :

‘‘Cumming said that . . . residents should not consider build-
ing a hospital until the area could afford at least.a 50-bed hospital,
as an institution must be at least that size to afford the expensive
equipment used in modern medical research.’’

It went on to say:

‘“ Abbott said ‘generally speaking, our experience is far better
with nonprofit hospitals.” He said his office deals with 115 non-
profit and 135 proprietary hospitals in California.’’

On the same program, Louis Quinn, Managing Director of the Cali-
fornia Forward Fund, and Henry Niebanck, a member of the Board
of Directors of the California Hospital, both spoke in favor of non-
profit operations. ' .

Despite the obvious desire of the townspeople to develop their dis-
triet nonprofit hospital, it was only a short while after this meeting
that the wishes of the townspeople were ignored, and Dr. Frederick
Gruneck, owner of two highly profitable proprietary hospitals in Los
Angeles, began construction of a hospital. Even though every form of
exposure was used, including help from Blue Cross, the Chief of the
Bureau of Hospitals, and other well-known people in the field, the
efforts failed as there was no way in which the hospital building could
be stopped.
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A summary of the portion of a recommended bill dealing with re-
gional hospital planning is as follows:

AMENDMENT TO HEALTH AND SAFETY CODE

431.2. Advisory council of eight appointed by Governor. Also a diree-
tor of Hospital Advisory Council. Representatives of groups,
state agencies, and consumers with knowledge of hospitals.

431.5. Health department may establish hospital regions after con-
sultation with advisory council.

431.6. Department shall appoint regional councils. Director and 12.
Three physicians, three hospital administrators, six labor, pre-
payment plans, and industry.

431.7. Regional councils shall develop regional plan for hospital ex-
pansion in consultation with health department. In doing so,
shall review utilization, develop standards of community need,
and conduct public meetings.

431.8. The department shall develop and bring up to date annually
regional plans.

431.9. If advised by department that a proposed new hospital or ex-
pansion is in conflict with regional plans, the regional council
shall conduct public hearings.

SecrioN 1. 1402. Applicants must file information concerning owner-
ship, type of facility, and must be of reputable character, and
must present evidence of ability to comply with the regulations
of the department.

(k) Must present evidence of need for facility.
(i) Must file change of ownership information.

1402.1. Department shall determine if hospital is in compliance with
regional plan. May not issue license if in confliet until pro-
posal considered in public meeting by regional council. De-
partment cannot issue license for a proposed new hospital that
is not in conformity with regional plan without the affirmative
recommendation of the regional hospital council.

1402.5. Requires approval of state department for expansion of an
existing hospital.

11. Medical Standards for Hospitals

Hospital planning is not the only area in which legislation is needed.
Medical service standards must be made mandatory for all hospitals,
not just for those that voluntarily seek acecreditation. The need for
tighter regulation can best be seen by the following reports:

(a) Medical Economics, 1960, quoted the American College of Pa-
thologists as warning doctors that 78 percent of the hospitals of under
100 beds had inadequate laboratory supervision.

(b) Dr. Kenneth E. Babcock, Director of the Joint Commission on
Accreditation of Hospitals, reported that last year 1,000 out of 4,000
major hospitals inspected failed to meet standards of good hospitaliza-
tion. During the year, 223 accredited hospitals had taken a turn for
the worse. Of the 1,000 mentioned, 400 were refused accreditation, 600
put on probation. In addition, there were 3,000 hospitals that were not
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accredited or that were under 25 beds and were not inspected. Dr.
Babeock goes on to report that in one hospital 600 out of every 1,000
operations were abortions. In another, there was removal of 380 uteri,
of which 300 were unnecessary. James C. Doyle, M.D., Assistant Pro-
fessor of Gynecology at the University of Southern California, earlier
made a similar study of hysterectomies performed in Southern Cali-
fornia hospitals, with similar results.

(e) A 1960 study by the American College of Surgeons in 24 top
grade midwestern hospitals indicates that there is 24 percent overuse
of antibioties in hernia surgery. One thousand five hundred thirty-
six hernias were performed. Five hundred sixty-nine should not have
needed antibiotics. Of this number 421 received them, however. It was
estimated that this unnecessary use of antibiotics added $44.50 per
stay for each patient, as well as being harmful, in some cases, to the
patient. While it is true that the Joint Board of Accreditation does a
conscientious job of trying to elevate standards, it has no control over
almost one-half of the hospitals in the United States. Since ifs actions
are voluntary, those who want to practice in an unethical way continue
to do so.

In California the situation is worse than in the country as a whole, as
iz shown by Table No. X.

TABLE No. X
Percentage of Accredited Hospitals in California
Percent
Type of hospital Number accredited
State 2 100
City-County 51 52.9
Distriet 48 35.4
Nonprofit 181 70.7
Proprietary : 161 21

The concern of labor in this respect led to the appointment of a hos-
pital committee by the Los Angeles County Federation of Labor, AFL-
CIO, to study the entire problem in 1958. This concern also resulted in
resolutions adopted unanimously at the last statewide convention of
the AFL-CIO which called for stricter regulation of hospitals.

In a report to the Federation, the committee told of a case at a
North Hollywood hospital which it had visited because of a complaint
from the Teamster’s Union. A charge of $167.52 for three days hos-
pitalization for an ingrowing toenail was reported. The average daily
charge in this hospital was admitted to be $55-$57.

The owner of the hospital, an M.D., admitted that this was an un-
reasonable charge, and that this was the type of surgery he would do
in his own office. He further stated that the reason for the high cost
was that the surgeon had used the operating room for one and a half
hours and had ordered unnecessary supplies and drugs.

When asked why the hospital did not deny such doctors staff priv-
ileges, he stated that they would merely go to another hospital, ad
his occupancy would drop.

Other items in the report were:

(1) poor hospital planning had led to chaotic conditions.

(2) many profit-making hospitals met no standards at all.

(3) that since there were no uniform accounting methods hospital
charges varied greatly, and that the average hospital charges for
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a tonsillectomy in Los Angeles varied from about $44 to $150
per case.
(4) that kickbacks were made to doctors by some hospitals.

When it is recognized that 29.3 percent of our nonprofit hospitals
and 79 percent of our proprietary hospitals are not accredited, and
that projections indicate we will continue to have more of the small
hospitals which are usually proprietary and generally not interested
in accreditation, the need for legislation to enforce the decent stand-
ards of the accredited hospitals can be readily seen.

Additional recommended amendment to the Health and Safety Code:

1411.5. State Department shall adopt medical practice standards estab-
lished by State Boards of Medical and Osteopathic Examiners.
Boards shall investigate medical practices and report violations
to State Department.

Other types of legislation, and other proposals, have been suggested
as a means of controlling hospital practices.

(a) Mr. George Shecter, formerly Administrator of the American
Hospital, has proposed that every hospital have a licensed physiecian
or surgeon on duty 24 hours a day, and that an independent pathologist
review all tissue slides. His recommendations are concurred with by
Richard Blum, mentioned earlier in this report. In hospitals surveyed
in Southern California, only 36 out of 84 proprietary hospitals have a
doctor on duty 24 hours a day, while in the nonprofit hospitals 35 out
of 69 have doctors 24 hours a day.

The December 25, 1954 issue of The Journal of the American Medi-
cal Association carried an article by Drs. Myers and Stephenson which
stated : .

‘‘Not all surgical tissues are diagnosed honestly. Some surgeons
are reluctant to accept ‘normal tissue’ as an accurate diagnosis.
Some pathologists are coerced into attempting to report some path-
ological process in every specimen. Some physicians are unwilling
to criticize the surgery of a colleague. The decisions of the tissue
committee are sometimes not recorded properly, making it difficult
or impossible to evaluate the surgery later.”’

If these difficulties exist in accredited hospitals, surely conditions are
even worse in nonaccredited ones.

(b) Richard Blum, Ph.D., mentioned earlier in this report, has stated
that hospitals should make minutes of their staff meetings available to
the publie, and that a lay person should be invited to sit in as an ob-
server on committee meetings. He also proposes that there be an ac-
creditation system which would be operated by a State agency, with
renewal each year of the accreditation status. Any doctor found to
violate hospital rules would be put on probation for at least six months,
" and his work would be reviewed continually. If at that time there was
no improvement,-then his work would be restricted, and he could be
reinstated only with approval of the accreditation team. Small hos-
pitals, he believes, should be limited to emergency work, diagnostic
procedures, and minor operations.

He estimated that inasmuch as 2 percent to 21% percent of all physi-
cians are psychopathic, chronic aleoholics, or narcotic addicts, they



54 DECEPTIVE METHODS IN HEALTH INSURANCE
should not be allowed to practice in any hospital until examined by

a psychiatrist. The same should hold true of nurses and other employees
who have any contact with patients. Also, he proposes that medical
schools should improve instruction, insofar as the responsibility of the
doctor to the hospital is concerned, and that medical students should
be allowed to sit in with hospital committees, especially tissue com-
mittees.

(¢) The National Health Federation, the Patients Aid Society, The
American Patients Association, and the American Natural Hygiene
Society, organizations with limited financing but who have large num-
bers of lay persons supporting them, all have recommended strongly
that every hospital be required by law to have an independent patholo-
gist review all tissue slides, and that patients’ medical records be miero-
filmed and made available to the patient or his representative. One of -
the most frequent complaints received has been in regard to the inabil-
ity of patients to secure their own medical records, although they
appear to be made readily available for everyone else, including insur-
ance personnel.

(d) Central medical records: Bertram R. Bernheim, M.D., Associate
Professor of Surgery at Johns Hopkins believes that all medical records
should be centrally kept, and subject to review by a medical audit. He
stated, in a recent article, as follows:

“In other words, society has eertain rights, and one of them
is to know exactly what is going on in our hospitals. Society goes
to considerable lengths to supervise its banks, even, indeed, to
having the Federal Government insure funds deposited therein.
‘Why shouldn’t it go to similar lengths with regard to hospitals?
Is life of less importance than money %’

12 and 13. Hospital Financial Reports and Schedule of Charges

Hospital accounting: One of the major complaints against hospitals
has been the impossibility of securing an aceounting from a hospital,
which is understandable in view of the patient’s reaction to a very high
hospital bill. This is not a new complaint. Several years ago the Health
Plan Consultant’s Committee, AFL-CIO, submitted a bill of particu-
lars to the Hospital Council of Southern California showing variations
of as much as 300 percent for identical items.

As a result of this, and other complaints, the Hospital Council did

adopt a series of regulations known as the Guiding Principles of Hos-
pital Administration. In effeet, this provided for uniform accounting
and pricing methods.
* A survey which I studied recently shows that there is still a wide
variation of charges. In the Long Beach area charges varied for the
same procedure or item, in similar types of hospitals, from 25 percent
to 100 percent or more in many cases.

It must be conceded that the Hospital Council is making a valiant
effort to enforce the Guiding Principles. Complaints are being received
and heard promptly, and adjustments are being made.

However, there are weak links that seem to make legislation in this
area important. In one instance, a welfare fund complained about a
hospital’s procedure, was upheld by the Council, but the hospital con-
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cerned, the Valley Hospital in Van Nuys, promptly refused to abide
by the Council’s decision and took the patient to small claims court.

" Some 50 hospitals in Los Angeles and San Diego, who had subscribed
to the Guiding Principles, were recently visited to determine if the
charging schedules were readily available. In most cases, the clerks
either knew nothing about the Guiding Principles, referred the investi-
gators to the Hospital Council, and in only two cases did they make
the schedules available. This program, effective July 1, 1959, has im-
proved the situation somewhat, but still has not made the pricing
methods of hospitals easily accessible or understandable to the public.
Then, of course, as in the case of accreditation, we find that most of
the worst hospitals either do not subsecribe to the Guiding Principles,
or pay no attention to them,

In addition to the problems of enforcement there are those caused
by the preponderance of hospitals run solely for profit. These hospi-
tals, in many cases, will not go along with accreditation, the Guiding
Principles, or any other self-policing methods that hospitals adopt. A
few examples of the profits which can be made follow:

(a) Modern Hospital, in an article concerning excess profits in
Southern California hospitals, reported that one hospital in Los Ange-
les made a profit of $10 a day per bed, and that in two years of opera-
tion it was able to completely pay for its initial cost.

(b) A Culver City Hospital report which I was able to see showed
a net income in one quarter of $41,115, with a gross income of only
$265,300.

(e) A brochure for Morningside Hospital in Los Angeles, 86 beds,
indicated a projected income of $1,084,136, on which the net profit
would be projected at $129,888. The total cost was estimated at
$900,000, of which the investors reportedly put up $300,000.

(d) A sales brochure for Bon Aire Hospital, 839 beds, indicated an
estimated projected annual profit of $91,500. The value of the hospital
is estimated at about $400,000. Operating profit would pay for the
hospital in less than five years. This brochure was prepared by the
- American Hospital Management Corporation.

Additional recommended amendment to the Health and Safety Code:

1406.7 Annual report of operations must be filed with department.
(b) Each hospital shall make public its schedule of charges.
(e) Annual reports to be available to public.

(d) Department may investigate complaints.

1411.1 State department, after consultation with advisory board, may
make reasonable regulations, including standards of safety, fa-
cilities and equipment. May prescribe standards for determining
public necessity. May prescribe uniform standards of account-

- ing and reporting. y

14. Information Concerning Hospital Applications

_ As indicated in the findings that I have presented, the restrictions
imposed by Section 1416 of the Health and Safety Code impede any
effective investigation of hospital practices and their effect on health
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insurance costs, and I therefore recommend repeal of this section so
that all the facts concerning our hospitals can be made known.

15. Closer Investigation of “Nonprofit” Hospitals

Many indications exist that some ‘‘nonprofit’’ hospitals become very
profitable. This is achieved by excessive rent and interest provisions,
and leasing out of the profit-making aspects of a hospital, namely lab-
oratory, X-ray, and pharmacy. Several examples of this are:

(a) William Henderson, who in 1959 published a hospital rate man-
ual, stated that Northridge Hospital often profited as much as $45 per
patient day, and that the average charge was $70. A published report
showed that this hospital sold out to a nonprofit corporation with a
profit of $127,000 on an investment of about $500,000, and contracted
for the owner to serve as ‘‘administrator’’ for $1,000 a month for
12 years, and as a consultant for the next 10 years at $900 a month.
Dr. Frederick Gruneck, the owner, is about 60 years of age, and in
the event of death the entire contraet is to be paid to his estate.

An ad in the Ojai Valley News of September 4, 1958, in relation to
this hospital, was headed: ‘‘Disclose Profits of ‘Nonprofit’ Hospital.”’
It stated that the owners of the land, of which Dr. Gruneck was the
majority stockholder, netted a profit of $217,435 (200 percent) on the
sale to the nonprofit foundation, and that Dr. Gruneck’s contract as
administrator and consultant over a 20-year period would net him
$252,000, which would be paid even if he died the first year.

A report from Dun & Bradstreet, Ine., of September 12, 1958, in-
dicates that the foundation has leased the hospital pharmacy and gift
shop to a corporation headed by Dr. Gruneck. At that time, its volume
of business was $130,000 per month.

(b) A brochure for Anaheim Memorial Hospital indicated a pro-
jected income of $1,092,018. It is reported that $500,000 cash was put
up by the investors. In five years they will have recovered their invest-
ment, and paid off a large part of the loans made to buy the land and
build the hospital. This is supposedly a nonprofit operation.

It is for these reasons that I believe our most serious problem is
that of the hospital, and that no voluntary approach can solve all the
problems of the unethical hospital operators, and that mere exposure
cannot serve the purpose. As long as voluntary methods permit the
operation of hospitals, no matter how few in number, which are not
in the public interest and which endanger public health and safety,
I believe that legislation, as proposed in this report, is necessary.
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PREPAID HEALTH PLANS

It might be said that the Finance and Insurance Committee’s investigation
of the nature, status, extent and modus operandi of direct service, prepaid
health plans began in earnest when Assemblyman Ronald Brooks Cameron
reported on his one-man subcommittee’s study of health insurance on Decem-
ber 5, 1960. He disclosed:

Complaints have come to this committee which indicate that there is . . . a cer-
tain amount of misrepresentation, and in some cases, doubt as to whether or not some
of the health plans can deliver what they promise. In 1959, the National Health
Plan in Los Angeles contracted for hospitalization for a consumer group, but had no
way of delivering such services. If there is dissatisfaction or a complaint concerning
such a health plan policy there does not exist any agency that has power to act and
the buyer’s only recourse is through legal action.

Mr. Cameron noted that there was some sentiment for placing health plans
under the jurisdiction of either the Department of Insurance or a new gov-
ernment agency. i

Three months after the Cameron report was made public, freshman Assem-
blyman John T. Knox introduced Assembly Bill 2083. A causal connection
between these two events should not be inferred as the purpose of the Knox
bill lay in another direction.? A.B. 2083, in substance, would have required
every nonprofit organization whose purpose is to distribute the cost of health
services by means of aleatory contracts to file various schedules of rates and
services with the Insurance Commissioner for bis approval. The bill specified
that the commissioner should not approve any rates which he found to be
excessive or discriminatory.® A.B. 2083 was considered and discussed in several
hearings of the Health Insurance Subcommittee and finally, because of vigorous
opposition, was set aside for interim study.

This measure, then, in addition to the Cameron report, laid the foundation
for a thorough inquiry into health plans in the 1961-1962 interim.

Before discussing the findings of that investigation, however, some attention
should be given to the history of health plans, their role in voluntary coverage
today and their legal position.

1 Anrmbly.lnlaim Committee Reports, Vol. 15, No. 24 (1960) p. 118,
2 The precursor of the Knox proposal was Senate Bill 100 (Randolph Collier) of the 1959 Regular Session. The

Collier bill failed to win the approval of the Senate Committee on Insurance and Financial Iastitutions.

3 These tests are apparently borrowed from the McBride-Grunsky Act (Insurance Code §§1850-1860.3) which

goveras the rates of insurers. This act modifies *‘discriminatory”™ by preceding it with “*unfairly’” and also
adds the criterion of ‘‘unreasonable’” (i.e., too low).
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I. The Growth of Health Plans in California *

Healing is a matter of time, but it is
sometimes also a matter of opportunity

:HIPPOCRATES

The origin of prepaid health plans in California has been traced back as far
as a century ago when fraternal organizations, assorted nationality groups and
certain labor unions promoted burial societies to meet mortuary expenses. The
validity of cost-spreading as a principle to be applied to the recurring financial
burdens of medical care gradually became apparent over the decades and this
prompted the burial societies to add sickness benefits.

One of the oldest health plans still in existence is the French Hospital Asso-
ciation (Societe Francaise de Bienfaisance Mutuelle de Los Angeles) which was
founded in 1860 as 2 “mutually benevolent, protective association” and built
its first hospital in 1869.%

Impetus to development of medical and hospitalization indemnification
arrangements has been attributed to the enactment, in 1911, of the Work-
men’s Compensation Act. And during the Progressive Era the Legislature,
acting in concert with Governor Hiram Johnson, adopted and referred to the
electorate a constitutional amendment to establish a system of state medicine
to be financed through taxation. It was rejected in the 1918 election.

Although growth during this period was markedly gradual, by 1930, ex-
cluding railroad workers, nearly 50,000 employees were participating in group
plans by which they secured medical service for non-industrial injuries and

ordinary illness in return for payroll deductions.® According to Murray
Klutch:

These figures excluded perhaps an equal number of persons covered by the steam
railroads of this State. Out of a total population of 5.7 million in 1930, of whom
approximately 2.4 million were gainfully employed, an estimated minuscule of
100,000 persons in California therefore had some form of prepaid health coverage.”

1930, then, provides a useful “bench mark” by which to measure progress
in health plan development for, as opposed to the hesitant growth in the first
70 years, health plans have fairly burgeoned since the Great Depression. As
Mr. Klutch observes,

. the unemployment and wage reductions of the thirties, the clamor for com-
pulsory health insurance, and the awakening realization by the medical profession
that the costs of medical care could no longer be met solely through the provision
of charitable services or reduced fees led to the wide recognition that new methods
had to be found to finance the costs of medical care. This unrest and acceptance of
social change gave rise to the development in the late thirties and early forties of
hospital and surgical prepayment programs sponsored by hospital associations and
state and county medical societies.®

The Hospital Service of California (Blue Cross) was spawned in 1936
through the leadership of the Alameda County Medical Society. The Kaiser

£ This section leans very heavily on a paper delivered by Murray Klutch, Director of Research for the California
Medical Association, at the Conference on Regulation of Prepaid Health Plans at the University of California,
Los Angeles, on November 29, 1962. The Committee is greatly indebted to Mr. Klutch for permission to
quote from his paper extensively.

5 Letter from Ronald J. Davey, administrator, to Assemblyman Rees, May 11, 1962.

® Pierce Williams, The Purchase of Medical Care Through Fixed Periodic Payment (New York, 1932) p. 94.

7 Op. cit.

8 Op. cit.
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Foundation Health Plan may be said to have gotten underway in earnest in
1938 when the Kaiser organization, which had established an ad boc medical
facility while building an aqueduct in the California desert early in the
thirties, undertook the construction of Grand Coulee Dam in Washington.
The first Blue Shield plan in America was launched in February 1939 by the
California Medical Association when it established California Physicians’ Serv-
ice.® The precursor of subsequent forms of medical groups was Ross-Loos
which was formed in 1929.

During the war years of the forties, when ceilings were imposed by the fed-
eral government on price and wage increases, labor conceived the idea of
pressing for “fringe benefits” in contracts with managements. Thus, the now-
extensive health and welfare funds were born and they constitute today a
significant share of health plans in existence. As a side note it may be observed
here that the spurt of medical- and management-inspired plans in the late
thirties, capped by the emergence of health and welfare plans produced
through collective bargaining largely inspired Governor Earl Warren’s advo-
cacy, in the postwar period, of a comprehensive prepaid health program for
all Californians.’® Although Governor Warren’s proposal failed, it produced
the byproduct of an Unemployment Compensation-Disability program ! (dis-
ability insurance) which plays a major role today by covering roughly 4,000,-
000 employees. The UCD program has been cited as a major reason for the
fact that the percentage of Californians covered by Blue Cross health insur-
ance and the assorted plans falls short of the national percentage.

A fairly recent phenomenon (i.e., in the past six years or so) has been the
emergence of health plans which have been primarily concerned with selling
to the public-at-large through advertising in mass media and house-to-house
canvassing which the older plans have not found necessary. This type of plan
evidently has capitalized on the widespread discussion of health insurance for
the aged which has been in the forum of public debate since the passage by
Congress of the Kerr-Mills Act and the drive to enact President Kennedy’s
“medicare” program.

II. Health Plan Coverage Today

According to the most recent and authoritative survey of health plans in
California—that of the California Medical Association 12—the number of
persons covered by some type of health service (i.e., Blue Cross, California
Physicians’ Service, and “miscellaneous plans”) lies somewhere between 4,000,-
000 and 4,250,000. Insurance companies, on the other hand, provide coverage
for roughly 6,500,000 Californians. Since Blue Cross (i.e., the Hospital Service
of California and the Hospital Service of Southern California) is technically
insurance,'® however, and since this report does not deal with insurers, Blue
Cross” estimated 2,090,000 insureds should be added to the insurance category,
thereby reducing the larger figure for health service-covered Californians to
2,160,000, Keeping in mind that these figures are approximations, the per-
centage of the population covered by health plans today would be 13.7.
® The unveiling of Blue Cross and Blue Shield in this period quite likely has some connection with the strong,

though losing, vote given in 1936 to a proposition similar to that of 1918,

10 It has been frequently noted that one defect in employee-oriented plans is the tendency to isolate from coverage
persons not in the labor market (e.g., retired persons who have never enjoyed coverage).

11 UCD provides benefits for sickness and injuries sustained by the unemployed as well as indemnification for

“B\X:as: loof”Rcsearcb and Planning, California Medical Association, A Study of the Financing and Provision of

Medical Care in California (San Francisco, 1962), p. 3.
13 Insurance Code §§11491-11517,
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The great bulk of people enrolled in health plans or insured by disability
carriers obtain their coverage through group plans—and these by virtue of
their employment. A study made by the Division of Labor Statistics and
Research, Department of Industrial Relations of 200 group plans in 1957

provides one index to the major carriers.

PERCENT OF

CARRIER/PLAN EMPLOYEES
Insurance companies 65
Blue Cross 16
Kaiser Foundation Health Plan 13
California Physicians’ Service 2
Blue Cross and C.P.S. jointly - 1
Direct payment or partial payment by plan 1
Other combinations of carriers 2
‘. 100

Since the preceding survey only covers workers whose plans stem from col-
lective bargaining agreements, it would be erroncous to assume the same
breakdown would obtain for other employees. For example, proportions of

State eraployees’ options, as of January 1, 1962, were: 1*

PERCENT OF
CARRIER/PLAN EMPLOYEES
Insurance companies 33.6
California State Employees’ Assn.—CPS 311
Kaiser Foundation Health Plan 14.6
Blue Cross—CPS 13.2
Ross-Loos Medical Group. 1.6
Physicians and Surgeons Assn. 1.3
Foundations 1.1
Other 3.5

100

While it is not complete, the list of existing plans appearing in the CMA
Report is the most comprehensive extant. Among the §3 plans are sprinkled
the names of many evincing a union coloration (e.g., Amalgamated Meat Cut-
ters and Butcher Workmen, Local §63; ILGWU Panel Plan; Teamsters Local
94 Health and Welfare Plan) illustrating CMA’s conclusion that ““The most
common method by which these plans are financed is through Health and
Welfare Funds.”

Confusion can easily arise as to the primary source of funds used to finance these
benefits. It might be interpreted as coming from the employer; however, since col-
lective bargaining has been centered in fringe benefits in recent years in lieu of
wages, it might also be considered as an employee contribution.®

Be that as it may, of the 40 plans responding to CMA’s query, it is definitely
established that in 20 percent of the plans the major financial contribution
comes from the individual member. If the contention of labor is accepted and
the welfare fund plans are thrown in, the percentage of “member as major
source of financing” goes up to 60. '

To summarize: 13.7 percent of Californians are covered by health plans;
the vast majority are members of a group arrangement; the preponderance of
group plans are established on the basis of employment (and usually constitute
a “fringe benefit” of the job); and in most cases, the employee makes a con-
tribution—if not the major share—toward the cost of coverage.

14 Source: California Physicians’ Service, Research Deparcment.
15 CMA Report, p. 37.
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As to the relationship between plan and practitioner, CMA concluded:

The estimated number of physicians who participate in providing service in these
various plans is approximately 3,500 to 4,000 . . . Many of these physicians are
primarily engaged in individual or partnership types of private practice and are
usually remunerated on a fee-for-service basis. The most common remuneration for
participating physicians in group practice is on a salary basis . . . Salaried physicians
include those physicians who are members of medical groups. Generally, when a
medical group participates in such a2 prepayment program, it is remunerated on the
basis of capitation payment. This capitation payment may be based on (1) the
number of persons enrolled in the plan, or (2) number of persons actually treated
by the group. In some of these plans, provision is made to cover payment for services
rendered by non-participating physicians. The payments may be based upon a schedule
of indemnities, the physician’s usual and customary fees, or on 2 predetermined fee-
for-service basis.’®

In closing this section it might be well to take note of certain conclusions
reached by the American Medical Association’s Commission on Medical Care
Plans, as published in the AMA’s Journal in January, 1959.

1. Closed panel, direct service, plans have not replaced other forms of med-

ical care plans, but have stimulated some of the other plans to increase their
coverage.

2. Lay administrators, solely, direct the activities of a small percentage of
plans. Administrators who do not realize the limitations of their medical
knowledge may interfere with the proper performance of a plan and lower
the quality and quantity of medical care rendered.

3. It is increasingly evident that a trend is developing among some spon-
sors of plans and among some plans to require as a condition for enrollment

that each member of a group be given a choice of more than one plan in the
community.

III. Legal Status of Health Plans

From the standpoint of State regulation, health plans exist in a vacuum.
It is true that all plans known to this committee are incorporated under -the
General Nonprofit Corporation Law 7 but its provisions for regulation and
surveillance are more illusory than real, especially since the Supreme Court
has held that the language of §9201—which is concerned specifically with
health service organizations—"is permissive and not mandatory.” 1%

A similarity between health plan coverage and disability insurance has been
seen and this obviously accounts for this committee’s interest in the matter.
For years health plans have performed many of the services, and operated in
much the same manner, as insurers, yet they have not been obliged to comply
with the many provisions of the Insurance Code nor with the regulations and
orders of the Insurance Commissioner.

In 1946 the issue came to a head when the Insurance Commissioner, Mayn-
ard Garrison, attempted to impose his authority on the largest health plan,
CPS, and was, in turn, the object of a suit. In a legal milestone, Associate
Justice Edmonds, in behalf of the California Supreme Court, observed that
“it is 2 matter of common knowledge that ‘there is great social need for
adequate medical benefits at a cost which the average wage earner can afford

to pay.” *® Then, turning to the point in dispute, the Court said:
18 CMA Report, p. 38. ’
17 Corporations Code §§9000-9802.

18 Complete Service Bureau v. San Diego County Medical Socicty, 43 C.2d 201 (1954).
19 California Pbysicians’ Service v, Garrison, 28 C.2d 801.

33-761 O—B4——5
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The business of [CPS] lacks one essential element necessary to bring it within
the scope of the insurance laws, for clearly it assumes no risk. Under the provisions
of the contracts or group agreements, it is a mere agent or distributor of funds. It
does not promise the beneficiary members that it will provide medical care; on the
contrary, “the services which are offered to . . . beneficiary members of CPS are
offered personally to said members by the professional members of CPS . . .” The
professional member is compensated for bis services solely from the fund created by
the monthly dues of the beneficiary members . . . Stated in terms of insurance,
all risk is assumed by the physicians, not by the corporation, hence the only effect
of requiring compliance with regulatory statutes would be to compel the acquisition
of reserves contrary to the established method of operation.®

The court, then, has laid great stress on the question of whether the plan
(or any such plan)—as such—assumes any hazard or risk. But the court
found a “more compelling” reason for determining CPS not to be insurance.

The question, more broadly, is whether, looking at the plan of operation as a
whole, “service” rather than “indemnity” is its principal object and purpose. Certainly
the objects and purposes of the corporation organized and maintained by the Cali-
fornia’ physicians have a wide scope in the field of social service. Probably there is
no more impelling need than that of adequate medical care on a voluntary, low-cost
basis for persons of small income. The medical profession unitedly is endeavoring to
meet that need. Unquestionably this is “service” of a high order and not “indem-
nity."®

Before passing on, an observation of Chief Justice Gibson who concurred
in the opinion solely on the basis of legislative intent, should be noted.

The true test is not the character of the consideration agreed to be furnished, but
whether or not the contract is aleatory in nature. A contract still partakes of the
nature of insurance, whether the consideration agreed to be furnished is money,
property or services, if the agreement is aleatory and the duty to furnish such con-
sideration is dependent upon chance or the happening of some fortuitous event. In
the present case, the agreement is to make payments to member doctors for medical
services to the beneficial members, and the duty to make such payments is obviously
dependent upon chance or the happening of a fortuitous event, since the necessity

for the services, and also for the agreed payment, is dependent upon the members’
sickness or accidental injury.®

. In its 1941 regular session the Legislature enacted §593a of the Civil Code
which subsequently - was transferred to the Corporations Code as §9201
(supra). This eventually gave rise to a dispute for, as we have seen, §9201
is specifically addressed to nonprofit health plans. The San Diego Medical
Society contended that the enactment of §9201 constituted legislative intent
that 4/l health plans be incorporated under the provisions of that section.
Specifically, the socicty asserted that Complete Service Bureau 23 was engaging
in the lay practice of medicine [because the physicians practiced medicine as
a corporation as opposed to the method of operation utilized by CPS]; that
CSB was engaging in fee-splitting [because a lay administrator directly and
indirectly profited from the corporation’s revenue]; that “commercialization”
of medicine was part and parcel of CSB’s plan of operation [because it so-
licited memberships from the general public]; and that CSB’s advertising was
misleading.

The issue eventually went before the Supreme Court and the conclusions
reached by that body have been crucial to those health plans which deal with
the public-at-large. On July 9, 1954 the court, in a §5-2 decision, sustained

20 Ibid., p. 805. Emphasis added.

21 1bid., p. 809. Emphasis added.

2 1bid., p. 811.

= Subsequently renamed San Dicgo Health Association.
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the lower court’s ruling in favor of CSB.** First, the contention that all
health plans must incorporate under §9201 was rejected. Second, the court
was satisfied that CSB’s doctors were not interfered with in their practice by
CSB’s lay people. Third, the bureau’s arrangement with its administrator to
provide a percentage of each member’s fee was upheld on the basis of allow-
able cost for operation and overhead. Fourth, the court ruled that CSB had
not violated the hallowed ban of the medical profession against “cappers” or
“steerers” (i.c., persons retained by doctors to refer patients to their offices)
because its advertisements and solicitations promoted the organization and
not its physicians. As to the charge of misleading advertising, the court re-
viewed each exhibit and found against San Diego Medical Society in each
instance.

The general statements made relative advertising assurances of Complete
Service Bureau seem somewhat tortured, yet it is impossible to comment on
the points in controversy without having the particulars at hand. Let it
suffice for the purpose of this report to note that the Complete Service Burcau
case has constituted “the law” for health plans selling to the general public
since 1954.

IV. The Committee’s Investigation

To conduct the inquiry into health plans (as well as certain other related
matters) Chairman Rees appointed a Subcommittee on Prepaid Medical Care
with Asesmblyman Ronald Brooks Cameron as chairman and Asesmblymen
John T. Knox, Robert T. Monagan, John A. O’Connell and Howard J. Thelin
a2s members. The subcommittee conducted two public hearings.*® With respect
to health plans, the primary interest of the subcommittec has been in those
plans who emphasize public solicitation but, as we shall see, there have been
other matters (which would affect all health plans) of concern.

In the interest of brevity we shall cite several cases which have come to
the committee’s attention in the course of its investigation. In different ways
these cases show in what respects the activities of health plans have aroused
concern. The names of the complainants and of the plans are withheld lest the
presumption arise that the plan is hereby indicated or condemned by the
committee. The committee’s interest is primarily with the problems
indicated below rather than with the merits or demerits of specific
plans. It should also be pointed out that the committee does not necessarily
accept or agree with the viewpoint of the complainant; it is important to
note what assurances, guarantees and illusions given or fostered by those so-
liciting memberships animate the consumer to choose a particular plan as well
as the subsequent experiences which occasion disaffection.

A. One §5-year-old widow who is a diabetic committed herself to 2 mem-
bership agreement in one health plan on the salesman’s verbal assurance that,
among other things, she would be entitled to free medicine for her condition.
(She subsequently discovered this was not so.) The conditional sale contract
she signed categorically refers to the health plan as an “insurance company;”
alludes to “insurance” thrice; and the line on which her signature appears is

24 For citation see footnote F#£18.

25 The hearings took place on January 29 (in the Los Angeles State Building), and November 30, 1962 (at the
Student Union on the campus of the University of California at Los Angeles). Assemblymen Burton and
Rees sat with the subcommittee in January and Assemblymen Levering and Mills—zhe latter at the special
invitation of Mr, Rees—participated in the November hearing.
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designated “insured.” 2¢ Evidently more in ignorance than in guile, the sales-
man executed an agreement which called for the complainant to pay $940
in one cash installment for one year’s coverage.

B. A lady was solicited for membership in one plan by a salesman who had
general brochures on his person but did not “happen’ to have a copy of the
membership agreement. Although told that she would be entitled to 31 days’
hospitalization at no charge, this lady declined to commit herself until she
saw an agreement. When she did, she discovered that the standard provision
on hospitalization was an allowance of $18 per day.

C. A man reports that, within a few months of purchasing one year’s cov-
erage in a plan, it went defunct. In the interval his wife had given birth to
a baby and $156 of benefits to which they were entitled under their member-
ship was not available. (The name of the principal in this plan, an osteopath,
recurs in conjunction with two other plans known to the committee at this
time.)

D. A 69-year-old retired woman who found her converted Blue Cross bene-
fits inadequate to her needs made a sizable down payment on a year’s coverage
in one health plan on the strength of television advertisements and salesman’s
explanation of coverage. This party claims she was told that an X-ray of her
gastrointestinal tract would cost “from $7 to $10.” She called the office of
the doctor assigned her and was advised the X-ray would cost $15. Following
the X-ray she was asked to pay $25.00; in response to her query the recep-
tionist explained that the fee was $35—"with $15 off.”

E. An insurance agent who was excited about the sales possibilities of a
new Los Angeles-domiciled plan, but worried about the absence of regulation,
called this committee to learn something of the plan’s reputation. Told that
the name was unfamiliar, the agent volunteered to learn what he could of it
and “‘report back.” Two days later the agent related that he had attended an
indoctrination session for prospective salesmen; that the sales people were told
to assure customers they would be entitled to “full coverage” despite the fact
that the plan provides only 20 percent of hospitalization costs and 50 percent
of surgery expenses.

F. A 70-year-old gentleman paid $190 for one years’ membership in a
health plan. Thirteen months later he underwent surgery and hospitalization,
in connection with a prostate gland difficulty, for which he was billed in excess
of $900. Although he was not at that time eligible for the full surgical bene-
fits offered by the plan (i.e., coverage for pre-existing conditions without
qualification), he was supposedly entitled to “some” allowance on the cost of
the surgery. Before the complainant could establish what this meant, the par-
ticipating medical group which treated him withdrew from the health plan
and he was transferred to another.®” Efforts by the complainant to establish
with the plan’s “director” the discount to which he was entitled merely re-
sulted in his being referred back to the disaffected medical group’s ad-
ministrator.

G. A lady who was subsisting on $69 monthly UCD benefits as a result
of a nervous breakdown following the demise of her husband responded to

2 The committee has discovered that, whatever mixed sentiments exist on the part of the public toward insur-
ance companies, there is a confidence contmu:lly expressed in the stability and ability to pay of insurers.

27 Although the logic to physxcuns is plain, it is baffling and exasperating to the complainant that he would
have to undergo—and pay for in full—the same series of Jtests administered him by the original physician.
Because his condition was now demonstrably ‘‘pre-existing” the complainant was entitled to no benefit from
the health plan.
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a newspaper ad offering to furnish descriptive literature on a health plan.
While the lady was under the heavy influence of a sedative—and therefore
scarcely cognizant of what she was doing—she was called upon by a salesman
for the plan. She relates she heard his explanation of the plan while seated on
her bed on which a sum of some hundred-odd dollars (her husband’s life
insurance) was lying. Following the salesman’s departure she found a receipt
for $92 cash indicating this to be the “cash sale price” of a year’s member-
ship. The complainant—who was in a near-hysterical condition when she
complained to the committee—also found a conditional sale contract which
showed she had paid $92 “down” on her “policy” and was obliged to make
10 installment payments of $8.10 each. The contract refers to the health plan
as an “insurance company” and the lady in question as an “insured.” 28

One obvious characteristic of many of the foregoing cases is misrepresenta-
tion by ill-informed, disingenuous or over-eager sales personnel. Lest the con-
clusion be drawn, however, that this is the extent of the problem, it should
be borne in mind that, under California law, an entrepreneur is substantially
responsible for the acts of his salesmen. Moreover, it should be clear from
several of the cases that management was fully as responsible for the illusions
fostered by the salesman’ as the salesman himself.

At the January, 1962, hearing of the subcommittee some rather singular
testimony was extracted from the manager of a young Los Angeles plan, var-
iously known as Los Angeles Health Association and North American Health
Association. Since the transcript of that hearing has been reproduced and its
contents generally known, it would serve no great purpose to quote from it
at length here. Suffice it to recall that LAHA’s manager could not even de-
scribe to the committee in general terms the coverages available in his plan;
could not recall what conditions would entitle LAHA to cancel memberships;
could not remember whether certificates of membership provided members
contained all conditions of entitlement; could not shed light on the demise
of Los Angeles Beneficial Society ? although he admitted to having obtained
membership lists from its principal (Joel D. Neufield) whom he described as
one of the “originators” of LAHA; could not recall the names of LAHA’s
board of directors—other than himself and two sons—nor could he recollect
when the board last met.

Mr. Thomas D. Hodge of the Los Angeles Better Business Bureau pointed
out at the same hearing that the BBB “has no legal powers or authority, so
that if a complaint, even though it’s meritorious, is disregarded, there’s nothing
we can say to the injured party except [to tell them] to resort to litigation.
.. .” Mr. Hodge favored entrusting a government agency with authority to
act against misleading advertising as well as consider and evaluate complaints
claims service.

A similar point was made at the November hearing by Assistant Attorney
General Harold B. Haas.?® Commenting that a “gap in the law” had already
been amply demonstrated in the course of the committee’s investigation, Mr.
Haas noted that health insurance policies are examined by the Department of
Insurance and cannot be used prior to departmental approval. He also noted

:: This is not the same plan as that alluded to under “*A."’

Mr. Ted Ellsworth of the Institute of Industrial Relations, UCLA, testified at the January hearing that the
Los Angeles Beneficial Society and the Union Labor Benefit League, although they advertised ‘‘non-cancellable’”
memberships, went defunct because their annual dues could not support the benefits guaranteed.

% Mr. Haas is the Justice Department’s ranking authority on insurance law and served for nine years as Assistant

Commissioner of Insurance.
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that the department acts as “mediator” in disputes between insurers and
insureds.
... when I was in the Insurance Department hundreds of such claims were con-
stantly in course of processing by what was then known as the Policy Claims Bureau
. . and thousands of dollars of . . . policyholders’ recoveries occurred annually.
It must be understood that there is no assertion here of intentional inequitable set-
tlements by insurance companies. It is simply that with thousands of claims in proc-
ess among hundreds of insurance companies, buman nature necessarily affects individ-
ual claims settlements and the commissioner’s office affords the public an opportunity
to oblain the.analytical and expert advice relating to the interpretation of the policy;
to direct to the insurance companies’ attention provisions, clauses and rules which
can easily be overlooked by an adjuster passing on hundreds of such claims; and to
give the insurance company an opportunity to reconsider the claim in view of new
or digerent features called to its attention by the insurance experts in the depart-
ment.

Alluding to CPS v. Garrison, the witness informed the committee that after
the Supreme Court rendered its decision former Attorney General Edmund G.
Brown persuaded CPS to agree to let his office render the kind of service pro-
vided the public by the Department of Insurance.

A similar arrangement was entered into with [Kaiser Foundation Health Plan] a
few years ago, but this has been less satisfactory since the Kaiser contracts under-
take reimbursement only in extraordinary circumstances specifically spelled out, and
their undertaking is limited to affording medical service and hospital service at their
facilities, Inasmuch as we were in no position to require them to afford more than
granted by their contracts and had no control over their practices in connection with
these contracts . . . we have taken up very few matters with the Kaiser organization
since our office is scarcely equipped either to determine adequacy of medical service or
to issue requirements as to their contracts or sales practices.®

Mr. Haas strongly emphasized that his comment in no way constituted an
attack upon Kaiser Foundation Health Plan. But he noted, ““it should be called
to attention that the total lack on the part of any State officer of the
power to question any of these contracts or practices makes it impos-
sible for me to make any statement either way. I just haven’t the
material.”

Mr. Haas went to the very heart of the matter when he observed that
injury or illness itself is usually a financial strain, leaving little funds available
with which to press a court action against a carrier. [ Where there is a con-
troversy over benefits for surgery and hospitalization in connection with, say,
a duodenal ulcer, the insured or plan member not only has to find the money
to pay his medical bills but runs the risk of developing still another ulcer from
the tension and anxiety attendant upon such a dispute.] Furthermore, Mr.
Haas noted, “The people who have these claims appear quite often to
be on an economic level which makes it impracticable for them to pur-
sue any remedy of any kind to secure a reasonable and impartial review
of the action by which they are deprived of benefits.”

The Kaiser Health Plan was represented at the November hearing by its
chief counsel, Scott Fleming, who went on record as supporting legislation
aimed at fraudulent advertising, high pressure and misleading sales techniques
and deceptive contracts and cautioned that legislation should not go wide of
the mark. He had an additional suggestion:

Another area which very likely is appropriate for inclusion is some consideration of
minimal standards for a direct service plan. This is a very difficult area because, if

81 Emphasis added.
23 Emphasis added.
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minimal standards are made too high, this can stifle constructive development. On the
other hand, there is evidence, 1 believe, to support the conclusion that a certain
minimal level does need to be achieved before a program can fairly be offered to the
public as constituting a direct service health care program.®

Following, as it did, on the heels of a conference on regulation of health
plans, the subcommittee’s hearing at UCLA was enriched by the presence of
doctors, health and welfare fund trustees, labor and management representa-
tives, academicians, attorneys and, obviously, health plan officials. In summing
up the “sense” of the conference, its chairman, Dr. John Beeston,* noted
that the consensus of the participants was in favor of some form of regula-
tion; that certain basic standards as to quality of service, facilities, personnel,
etc., ought to be required; that some requirement as to minimum reserves
ought to be established so as to eliminate “fly-by-night” operators; that full
disclosure of plan benefits, restrictions, exclusions, etc., ought to be promoted.

Representatives of labor suggested that plans developed through collective
bargaining, since they were the products of sophisticated and agile negotiators
who knew how to protect their own interests, ought to be exempted from
proposed regulation. Speaking for O. I. Clampitt of the Retail Clerks Inter-
national Unjon, Local 1442, Ted Ellsworth argued that “Any organization
that contracts for services for its own members should be allowed to do so0.”
The right to arrive at contracts freely found no foes on the committee but
Chairman Cameron was apprehensive that, if exemptions were not phrased
quite meticulously, the intent of legislation might very well be negated. He
alluded to the unruly and preposterous situation that developed in the field
of “franchise life insurance” and provoked legislation in 1961.3% Assembly-
man Knox shared this concern.

Mr. Fleming, commenting that “there are some surrounding issues relating

“to conversion rights . . . to a forum for the consideration of grievances” sug-

gested that:

. . . it would be entirely feasible to develop a concept of administrative discretion
to grant an exception in situations in which the public interest could be protected
without the full regulatory mechanism being applicable.

The distinction between this position and that of Mr. Ellsworth lies in the
outright exemption written into the law which the latter espoused in his
apprehension that a regulatory body would be oppressive and meddling; Mr.
Fleming would rely on the presumed good sense of the agency rather than tie
its hands by statute.

As to the agency to be given responsibility, most discussion centered on
the Department of Public Health. Anticipating that sentiment would favor
this department, Chairman Cameron asked for the views of its director prior
to the hearing. On November 26 Dr. Malcolm H. Merrill wrote Mr. Cameron
as follows: :

We recognize the importance of the growth of direct service health plans to the
protection and advancement of public health in California. Like others, we have
wondered whether the time might be arriving for some type of regulation of these

plans. In this connection we have considered our experience in the regulation of
hospitals, nursing homes, laboratories and other direct health service activities. Also,

23 Emphasis added.

8 Dr, Beeston is an associate professor of preventive medicine and public health in the School of Medicine and
an asosciate professor in the School of Public Health, UCLA.

8 Cf. Final Report of the Assembly Inierim Committee on Finance ond Insurance, Vol. 15, No. 25 (1960),
pp. 90-95. The report led to the enactment of Chapters 698 and 718, Statutes of 1961.
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we have for some years certified hospitals for participation in the California Biue
Cross Plans, using licensure of these hospitals as the standard.

If the Legislature should decide that some regulation of the direct service health
plans is desirable, we believe that the State Department of Public Health is the
appropriate agency to undertake the responsibility. You may be assured that we will
try to carry out in the public interest and to the best of our ability any responsi-
bility which the Legislature assigns to us in this mateer.

The only formal expression contrary to this view has been that offered by
A. B. Halvorsen, vice president of the Occidental Life Insurance Company of
California who expressed his beliefs.in written form on November 27. Pref- -
acing his observations by asserting that his attitude was shared by the insur-
ance industry generally, Mr. Halvorsen argued that regulation of health plans
by the Insurance Commissioner “will assure the continued confidence of pur-
chasers of health care coverages in the financial stability and integrity of
voluntary health insurance.”

V. Conclusions

The committee on Finance and Insurance finds that the time is overdue for
closing the gap in the law on health plans. While the foregoing material shows
that the overwhelming majority of Californians who are today members of
health plans are not apt to be subject to the abuses which this report has
focused upon, it is manifest that those members of the public who have been
victimized and are about to be victimized are entitled to better protection than
the law now provides them.

1. While prepaid health plans are in many ways similar to insurance and,
as Chief Justice Gibson has pointed out, do in fact assume the responsibility
to meet future contingencies, the direct service feature that is becoming an
increasingly significant factor calls for special consideration. To assert that
health plan contracts constitute insurance, pure and simple, because of in-
demnification features is analogous to insisting that porpoises are fish simply
because they are found in the same environment.

2. This committee therefore recommends that the dual nature of health
plans be statutorily recognized while perceiving their essence: their real (or
professed, as the case may be) purpose in preserving good health and prevent-
ing ill health. There: should be created a Bureau of Health Plans within the
Division of Preventive Medicine in the Department of Public Health, which
bureau should draw upon the procedures and expertise of the Department of
Insurance insofar as action against fraudulent representations, provisions of
contracts, licensing, inspection, standards of performance, and adjudication
of disputes is concerned.

3. Since new ground is to be broken here and further, since the health plan
field is a burgeoning one, the committee recommends the establishment of a
Health Plan Advisory Board, to be composed of medical, public and health
plan members, to advise the Director of Public Health.

4. Enabling legislation to accomplish these objectives should be carefully
drawn so as to encompass all of the same species under the same regulatory
“tent.” The striking paucity of authoritative information on the extent and
character of health plans is itself argument for establishing minimum report-
ing requirements, Beyond that, however, the Director of Public Health should
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possess the discretionary authority to strengthen or slacken controls on health
plans, according to his best judgment, acting in the public interest.

§. It is particularly crucial that a device be found whereby the public is
given reasonable assurance that a plan which offers “coverage through age 99”
today will not evaporate tomorrow, consonant with the objective of all repu-
table plans to pare costs and hold to the minimum expenses so as to provide
health care at the lowest possible rate for subscribers. The committee does not
at this time chocse to specifically recommend the mechanism for achieving
these two ends; it is far better that the plans themselves find the way. While
care must be taken to always make it possible for new plans to enter the stage,
for health is a commodity which has too few purveyors, there must be guar-
antees that the glowing promises made to the infirm and the aged will not, in
time, turn out to be the cruelest deception.
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Senator WiLLiams. Thank you.

Mr. Camzron. The first report, published in the spring of 1961, made
a serles of 16 recommendations to the California Legislature. Many
of these recommendations are pertinent to the area of inquiry of your
committee.

Foremost among these is the need to devise a method whereby the
layman—aided by analyses in easy-to-understand language—can
evaluate the relative benefits provided by various plans. Hundreds of
times I have seen persons drop plans that provided far superior bene-
fits to those being sold by a suede-shoe operator with a fancy pitch.
They drop these plans because they mistakenly believe the salesman and
they have no objective means to evaluate the relative benefits of the
two programs.

Typically, persons will purchase a plan and pay more for it if it
provides 90 days hospitalization, at $20 a day, and for a maximum
total of $1,800, over a plan that provides 30 days hospitalization at $40
a day, for a maximum total of $1,200.

The second plan is far superior as to hospitalization if one considers
that the average hospital stay varies from 5 to 7 days and costs per
day vary from $30 to $65 depending upon the area of the country.

Also, the average individual tends to prefer indemnity-type benefits
as opposed to service plan benefits, without realizing that in the typical
cash indemnity program which we normally refer to as insurance, the
company pays not more than 50 cents in benefits for each dollar col-
lected in premiums; whereas, the typical service plan—such as Blue
Cross—pays benefits well in excess of 90 cents of each dollar collected.

At present, I believe it takes too sophisticated a buyer of health
benefits to overcome the purveyor’s policy of caveat emptor.

I have long contended that the insurance and service plan trade as-
sociations in the health and accident field are destroying their industry
by this policy of “let the buyer beware.”

It is becoming patently obvious to the public that each year the cost
of medical care as measured in the Consumer Price Index rises faster
than any other item—and there is a direct correlation between this
inflationary spiral and the funds that are bilked from a well-meaning
and defenseless public in the name of health benefits.

I want to encourage you to be of stout heart as you pursue your in-
uiry, for you will surely suffer “the slings and arrows of outrageous
ortune” from 