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Recently published analyses of the latest 
National Comorbidity Study-Replication 
revealed high lifetime and annual prevalence 
of mental illnesses in the United States 
(Kessler, Berglund, Demler, Jin, & Walters, 
2005; Kessler, Chiu, Demler, & Walters, 
2005). In light of the high level of burden of 
illness as a result of the prevalence of mental 
disorders, reduced productivity, and 
increased absenteeism caused by those disor-
ders, employers have a vested interest in 
ensuring that appropriate treatments are 
available, accessible, and affordable. With 
medication, rehabilitation, psychotherapy, 
group therapy, self-help, or a combination of 
these treatments as well as recovery support 
services, people with mental illness can 
recover or manage their conditions. The 
costs to employers of not sufficiently cover-
ing mental health benefits include losses in 
employee productivity, higher disability 
costs, and the possibility of employees being 

faced with catastrophic out-of-pocket costs 
that for some may result in medical bank-
ruptcy filings.

The literature reviewed for this study did 
not provide a conclusive guide to the devel-
opment of an adequate mental health bene-
fit, but major findings include the following:

n	 Most employer-sponsored health plans 
cover mental health services, though these 
services generally are limited and often 
have cost-sharing requirements that are 
higher than those for medical/surgical 
benefits.

n	 Factors influencing employer choices in 
designing mental health benefit packages 
include costs, regulatory requirements, 
employee attraction and retention, pro-
ductivity goals, employee health and well-
being, and treatment effectiveness. 

n	 The mental health care market is now 
dominated by managed care, and nearly 

This report explores the current design and administration of 
mental health coverage and what constitutes adequate mental 
health coverage in employer-sponsored health benefits. The 

information and suggestions presented in the report have been informed by 
an extensive literature review, input from experts in a variety of fields relat-
ing to mental health and illness and insurance and benefits, and actuarial 
analysis. While there is no accepted definition of “adequacy” in mental 
health benefits, this report lays out the necessary components of an adequate 
mental health benefit by examining such areas as the evidence base for 
particular mental health benefits; the effects of different types of benefit 
limits on access, utilization, and costs; the components of a cost-effective 
mental health benefit package; and the effects of benefits administration on 
effectiveness.

Executive Summary

Designing Employer-Sponsored Mental Health Benefits
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by a relatively small amount. As the 
number of covered services increases, 
the cost per additional unit of service 
decreases substantially. 

n	 Combining coverage for outpatient 
and intermediate level services in a 
managed but unlimited benefit and 
retaining some generous limits on inpa-
tient care. 

n	 Covering inpatient care with generous 
limits, as this is unlikely to induce addi-
tional demand. Actuarial analysis indi-
cates that providing coverage for addi-
tional inpatient days increases plan 
costs by a relatively small amount, and 
the cost per additional day decreases as 
the number of covered days increases. 

n	 Providing a flexible benefit package. 
Employers or their health plan vendors 
should create a flexible mental health 
benefit plan that covers a range of ser-
vices and treatment types (including 
intermediate services) and allows 
enrollees to trade services of different 
types among the benefit limits. 

n	 Use the EAP for access and integrate it 
with the mental health benefit. If using an 
employee assistance plan (EAP), employers 
should advertise the services to employees 
and their dependents and use the EAP to 
get members who need care into appropri-
ate treatment quickly. 

n	 Use treatment plans and prior authoriza-
tion. Employers and plans can utilize 
provider-developed and plan-approved 
treatment regimens and prior authoriza-
tion to manage the care delivered to mem-
bers. Doing so would reduce demand for 
unnecessary services possibly induced by 
increased limits or lower cost sharing. 

n	 Use a disease case management approach 
to improve outcomes and help manage 

three-quarters of Americans with health 
insurance are covered by managed mental 
health benefits. 

Based on a synthesis of the literature 
reviewed, discussions with members of the 
advisory panel, and our actuarial analysis, we 
offer the following three objectives that 
employers and the health plans with which 
they contract should strive to meet in order 
to provide an adequate mental health benefit 
to their employees, along with suggested 
options that employers should consider for 
achieving each of the objectives. 

Objective: Provide protection from cata-
strophic costs, cover a wide array of treat-
ments, and allow flexibility within plan—

n	 Combine the out-of-pocket maximums for 
mental and physical health care services. 
Patients’ out-of-pocket expenses for mental 
health services should be applied to a uni-
fied benefit out-of-pocket maximum that 
also includes unreimbursed expenses for 
medical/surgical care. 

n	 Provide coverage for a variety of treatment 
modalities. In order to provide adequate 
coverage, a health plan should provide for 
a variety of treatment types, including 
inpatient, intermediate, and outpatient ser-
vices and prescription drugs. 

n	 Provide a flexible mental health care bene-
fit with generous or no limits. An employ-
er that prefers to retain some limits on 
care covered may wish to focus on limits 
for inpatient services and clarify explicit 
criteria for evaluating medical necessity. 
Some specific options are as follows: 
n	 Eliminating limits for outpatient bene-

fits. Actuarial analysis of the relation-
ship between benefits and premiums 
finds that increasing the number of 
covered visits would increase plan costs 
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costs. Employers and health plans have 
found that using disease case management 
programs for conditions such as asthma 
and diabetes is an effective way to manage 
care tied to clinically desirable outcomes. 
Similar approaches can be taken for man-
aging the treatment of conditions such as 
depression or anxiety.

Objective: Ensure access to covered services—

n	 Choose mental health carve-out vendors 
carefully and negotiate contracts to ensure 
access, quality of care, care management, 
and appropriate care for vulnerable 
populations.

n	 Incorporate approaches to coordinate 
mental and physical health care services. 
Provide for communication between differ-
ent provider types and specialties, to 
include sharing information about diag
noses, treatment plans, prescribed drugs, 
and prognoses.

n	 Take care in structuring mental health 
benefits as consumer-directed health ben-
efits become more prevalent. The litera-
ture regarding these plans and what they 
may mean for mental health care delivery 
is still in its infancy but is growing rapid-
ly. More information is needed from the 
professional community regarding any 
special considerations that mental health 
should receive when establishing these 
types of plans.

n	 Encourage employees to consider mental 
health needs in funding health savings 
accounts (HSAs) or other types of 
accounts. This is clearly an issue for some-
one contemplating an HSA who has an 
existing mental health condition. It is not 
yet clear how individuals will finance 
HSAs to insure against the catastrophic 
costs of an unanticipated mental illness.

n	 Contract with health plans that are accred-
ited by a national quality review organiza-
tion. These accreditation standards 
comprise quality performance indicators 
related to access and outcomes that help to 
ensure that mental health benefits are pro-
vided on a timely basis in safe and effec-
tive treatment settings.

n	 Assess care provided by primary care pro-
viders and referral procedures. A substan-
tial amount of treatment in the form of 
mental health screening and prescribing of 
psychopharmaceuticals occurs in primary 
care settings. Primary care physicians 
should monitor for “triggers” that indicate 
a need for specialty mental health provid-
ers to engage in focused therapies such as 
short-term cognitive behavioral therapy. 

Objective: Include evidence-based practices 
and treatment guidelines as available in 
mental health benefits—

n	 Include coverage of available evidence-
based and effective practices and monitor 
fidelity with treatment guidelines. Employ-
er health plan purchasers should require 
coverage of evidence-based practices, as 
well as assurances from health plans that 
covered services are effective, where 
appropriate. 

n	 Establish or contract with health plans 
that have outcomes management systems. 
These systems may be able to link the use 
of evidence-based standards and/or treat-
ment guidelines to clinically desirable 
outcomes. Health plans with outcomes 
management systems should be flexible 
enough to incorporate coverage for treat-
ments aimed at maintenance of function-
ing and prevention of deterioration as well 
as those focused on recovery from mental 
health disorders.
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I.

Today, 98 percent of workers with 
employer-sponsored health insurance have 
mental health benefits as part of that cover-
age (Kaiser Family Foundation and Health 
Research and Educational Trust [KFF/HRET], 
2004). This was not always true; mental 
health treatment was long regarded as a State 
responsibility, and few employers offered 
mental health benefits until the 1960s. While 
mental health benefits offered by employers 
have expanded since the 1960s, they have yet 
to reach parity with physical health benefits 
in many cases. 

Employer-sponsored health insurance often 
covers treatments for mental health less gen-
erously than it covers treatments for physical 

health and imposes stricter limits on cover-
age or greater cost sharing for patients. 
While mental health benefits are regulated 
by the Federal Mental Health Parity Act 
(MHPA) and various State parity and other 
laws, these laws often are limited in scope or 
applicability (Frank, Koyanagi, & McGuire, 
1997). Many of the regulations around the 
provision of mental health benefits apply 
only to employers with some minimum num-
ber of employees, and due to the Employee 
Retirement Income Security Act of 1974 

(ERISA) preemption, State insurance laws do 
not apply to self-insured employment-based 
health plans. These regulatory limitations 
leave employer-sponsored and other health 

Introduction

In the United States, the prevalence of mental disorders has remained 
relatively stable over time, but rates of treatment, and total spend-
ing for mental health treatment, have been rising. Between 1987 

and 2000, the number of persons receiving treatment for mental disorders 
doubled and spending for those disorders increased 3.5 times, accounting 
for 7.4 percent of the increase in total health care spending over the period. 
Only heart disease and pulmonary conditions were responsible for a greater 
proportion of the total spending increase (Thorpe, Florence, & Joski, 2004). 
In the United States, 39 million people between the ages of 18 and 54 have 
at least one mental or substance use disorder each year, and 72 percent of 
them are in the workforce (Hertz & Baker, 2002). The financial impact of 
mental disorders in the workplace due to absenteeism, “presenteeism,” and 
disability costs is significant. (The term “presenteeism” describes a situation 
in which an employee is at work but is less than normally productive, often 
as the result of a health problem affecting himself/herself or a family mem-
ber.) At the same time, however, the cost of providing mental health benefits 
to workers has declined as a percentage of total health plan costs (Buck & 
Umland, 1997; Foote & Jones, 1999). 

Designing Employer-Sponsored Mental Health Benefits
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plans with much flexibility in designing bene-
fits, and as a result, where full parity is not 
required, mental health benefits often have 
lower limits on care provision or greater cost 
sharing than benefits for general or physical 
health care. 

Coverage of mental health treatments by 
employers has a direct and measurable effect 
on corporate financial well-being. A growing 
body of rigorous cost-effectiveness studies 
has found that employee productivity is 
greatly enhanced when such treatments are 
accessible and affordable (Simon et al., 2001; 
Wang et al., 2004). To the extent they are 
not, added costs to employers include the 
costs of diminished productivity on the job 
and sick leave absences that may incur the 
cost of hiring temporary replacements. From 
the perspective of viewing employees as a 
firm’s most important “human capital” asset, 
providing insurance for both physical and 
mental health conditions can be seen as an 
indispensable investment in meeting a firm’s 
goal of achieving sustainable profits in a 
highly competitive economy.

A.	 Purpose of the Report
The purpose of this report is to delineate the 
necessary components of an adequate men-
tal health benefit, keeping in mind plan 
sponsors’ concerns about the cost of that 
benefit. This report is designed to offer 
employers and health plan purchasers sug-
gested options to assist them in providing an 
adequate mental health care benefit to their 
covered employees and dependents. It also 
may serve as a tool for policy makers in 
developing laws, regulations, and govern-
ment programs that will assist and encour-
age employers in this effort. This report 
embodies the culmination of an effort to 
explore what constitutes adequate mental 

health coverage in employer-sponsored 
health benefits. The information and options 
presented in the report have been informed 
by an extensive literature review spanning 
the 15-year period from 1989 to 2004; input 
from experts in the fields of mental health 
and illness, insurance, employers/purchasers, 
employee benefits design experts, providers, 
advocates, and academia; and actuarial 
analysis. Throughout the study, the research 
focus has been on mental health care rather 
than behavioral health care, which includes 
substance abuse services. To the extent pos-
sible in this report, mental health benefits 
are discussed alone, but in some cases, such 
as the actuarial analysis, substance abuse 
services are included. 

This effort has utilized empirical infor-
mation and expert opinion to understand 
the provision of mental health services and 
the organization and financing of care. 
Adequacy of a mental health benefit plan is 
measured differently by individuals and 
families with varying mental health care 
needs. In structuring their benefit plan, 
employers may ask: For whom is the benefit 
adequate? What levels of services are cov-
ered, in what circumstances, and to meet 
what level of need? 

n	 “Adequate” will be what works for most 
people based on their needs, and adequacy 
should consider the efficacy and efficiency 
of the benefit. As a concept in mental 
health benefits, adequacy is distinct from 
both parity and generosity. An adequate 
mental health benefit would be one that 
meets the needs of the bulk of the covered 
population. 

n	 Adequacy must take into consideration  
the incidence and prevalence of mental 
disorders in the population, the possible 
catastrophic costs of mental disorders, 
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the effect of benefit limits, the impact of 
benefits administration, and the knowl-
edge base for the provision of various 
treatments. 

While the literature reviewed for this study 
generally did not comment directly on the 
adequacy of mental health benefit packages, 
some studies presented analyses, perspectives, 
and recommendations identifying criteria to 
be considered in determining the adequacy of 
mental health benefits packages. This report 
does not recommend one particular set of 
benefits that will be adequate for all employ-
ers, employees, and dependents. Rather, it 
lays out the basis for providing an adequate 
benefit and offers three objectives to be met 
by employer-sponsored mental health benefit 
plans—along with options for meeting those 
objectives.

B.	 Employer Characteristics and 
Health Plan Types 
Employer-sponsored heath benefit packages 
vary from employer to employer. The benefits 
offered by an employer are influenced by a 
variety of factors, including both characteris-
tics of the firm and the type(s) of health plan 
offered.

First, certain employer characteristics are 
associated with different likelihoods of offer-
ing health benefits and different benefit struc-
tures. These characteristics are

n	 firm size; 
n	 industry; 
n	 unionization; 
n	 geographic location; 
n	 self-insured status 

Firm size impacts employers’ likelihood of 
offering health benefits in general. Large 
firms are much more likely than small firms 
to offer health insurance to their employees. 

In fact, nearly all large employers (with 200 
or more employees) offer health insurance, 
while less than 6 in 10 small employers (with 
fewer than 200 employees) do so (KFF/HRET, 
2005). According to benefit consultants, very 
large firms (with more than 20,000 employ-
ees) set the standards in benefits offerings, 
and mid-sized employers (with 5,000 to 
10,000 employees) tend to follow their lead. 

The industry in which an employer 
operates also affects its benefits decisions. 
Government employers and those in the 
manufacturing industry are the most likely to 
offer employer-sponsored health insurance, 
while employers in service industries and 
agriculture are the least likely (Agency for 
Healthcare Research and Quality [AHRQ], 
2002). Even among employers that offer 
benefits, the generosity of the benefit plans 
also likely varies by industry.

Unionization of a firm’s workforce is an 
important factor in benefit plan design. 
Whether or not an employee population is 
able to collectively bargain for its benefits 
has a great impact on benefits generally. 
Ninety percent of firms with union workers 
offer health benefits, while 59 percent of 
firms that do not have union workers do so 
(KFF/HRET, 2005).

Various aspects of an employer’s geograph-
ic location also may affect its decisions about 
whether to offer health benefits, what type of 
health plans to offer, and how generous to be 
in its benefit plan. Considerations could 
include urban/rural status, demand for health 
benefits in the local labor pool, other sources 
of coverage in the area, and types of health 
plans available. A related consideration is 
whether the firm has a single location or 
multiple locations, including whether the 
company operates locally, statewide, or inter-
state. Ninety-five percent of firms with two 
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or more locations offer health benefits, while 
45 percent of firms with only one location do 
so (AHRQ, 2002). 

Second, health plan types, alone and in 
combination with the above employer char-
acteristics, also affect the benefit structures 
provided by an employer. In addition, an 
employer may offer employees a choice 
between different health plan types or may 
utilize different health plan types in different 
geographic areas. Managed care arrange-
ments, such as health maintenance organiza-
tions (HMOs), preferred provider organiza-
tions (PPOs), and point-of-service (POS) 
plans, dominate the market, while fee-for-
service (FFS) mental health benefits are less 
common. For example, it is common for a 
very large, national (or international) 
employer to offer nationally available PPO 
and POS plans as well as locally based 
HMOs in areas with high concentrations of 
employees. The array of health plans an 
employer offers impacts its decisions around 
mental health benefits, including the decision 
as to whether to carve out the benefit to a 
managed behavioral health organization 
(MBHO). Employers must consider the par-
ticulars of their benefit plans when assessing 
the likely impact of changes. Various health 
plan types are utilized to offer mental health 
benefits to employees. 

This discussion of health plan types also 
must include a mention of consumer-directed 
health benefits (CDHB). In recent years, 
there has been a movement toward more 
consumer involvement in the financing and 
delivery of health care, and some employers 
have used high-deductible health plans 
(HDHPs) with account-based spending funds 
to encourage more consumer involvement in 
health care decision-making (Fronstin, 
2004). Though CDHB makes up a small 

percentage of the insurance market, it is 
growing. A few employers have begun to 
offer it as a total replacement for all of 
their health benefits, and others offer it as 
a choice among a selection of health plans. 
Enrollment in CDHB is predicted to grow 
over the coming years; and as it does, atten-
tion will need to be paid to how these plans 
provide for mental health care and whether 
enrollee needs are being met, particularly in 
cases of serious mental disorders. Additional 
issues related to the movement toward 
CDHB and spending accounts are discussed 
in Section II below. 

Finally, whether an employer’s health plan 
is self-insured or fully insured (via contracts 
with third-party health insuring organiza-
tions) can affect the administration of mental 
health benefits in that self-insuring allows an 
employer to disregard many State insurance 
laws. Self-insured health plans also are 
exempt from State insurance laws through 
ERISA and can exclude State-mandated bene-
fits; they are subject to Federal oversight and 
the Federal MHPA. However, while self-
insured employers have greater flexibility in 
structuring their health benefit plans and 
would be able to offer less generous benefits, 
experts assert that self-insured plans provide 
at least as generous mental health benefits as 
fully insured plans (Acs, Long, Marquis, & 
Short, 1996). Self-insured employers, which 
tend to be larger employers, can have greater 
control and flexibility over their health bene-
fit packages because they administer their 
own health plans (or use a third-party admin-
istrator). On the other hand, employers with 
fully insured plans purchase a health benefits 
package from an insurer and pay premiums 
for their covered employees. These insurance 
products are subject to applicable State and 
Federal laws.



Designing Employer-Sponsored Mental Health Benefits �

C.	 Method

1.	 Interviews and Conceptual Framework
Before the literature review was conducted, 
key experts representing various stakeholder 
groups were interviewed and asked to discuss 
the issues employers face as they design and 
administer mental health benefits. Expert 
input and initial research findings then were 
used to develop a conceptual framework to 
guide the literature review and analytic 
report. 

2.	 Literature Review
Articles included in the literature review 
related to the delivery of mental health ser-
vices in private managed care plans in the 
United States during the past 15 years. Thus, 
the literature spanned the period from 1989 
to 2004, during which some key milestones 
related to the provision of mental health care 
services were achieved. 

n	 In the early 1990s there was a greater 
movement to managed delivery systems for 
behavioral health care. While physical 
health care already had begun transition-
ing to managed care, behavioral health 
care services mostly remained in FFS type 
plans. 

n	 In 1996, the Federal MHPA was signed 
into law, with implementation occurring in 
1998. MHPA achieved mental health pari-
ty to some degree, but differences between 
physical and mental health care persist. 

Several articles specifically address the 
impact of these events, while others written 
before their occurrence speak for or against 
their enactment. These articles provided a 
useful “before-and-after” perspective on these 
important issues.

Literature in the review included profes-
sional, peer-reviewed, published articles as 

well as unpublished “fugitive” literature. 
Fugitive literature refers to reports, analyses, 
presentations, position statements, and other 
general information and research published 
in non-peer-reviewed sources, such as publi-
cations by mental health professional and 
advocacy organizations. It also may include 
internal studies conducted by employers, 
employer groups, insurers, managed care 
organizations (MCOs), and MBHOs. Fugi-
tive literature supplemented the peer-reviewed 
literature and also was used in cases where 
little or no peer-reviewed literature was 
available. 

The initial search was undertaken via 
PubMed, an electronic retrieval database. 
The specific search terms used included 
mental health care, employee assistance pro-
grams, managed behavioral health, and a 
combination of the following terms with 
“mental health:” carve-out, cost sharing, 
parity, benefit design, adverse selection, pri-
vate insurance, managed care, evidence-based 
medicine, and benefit administration. The 
search was enhanced by reviewing references 
cited in the literature to ensure that seminal 
and influential works were not missed. Addi-
tional searches were performed in specific 
publications, including Health Affairs, 
Psychiatric Services, Archives of General 
Psychiatry, and the Journal of the American 
Medical Association. These searches pro-
duced literature on the evidence base for dif-
ferent mental health services; the factors 
affecting benefit design; the characteristics of 
existing employer-sponsored mental health 
benefits and analyses of the costs of such 
benefits; the prevalence of catastrophic costs; 
and the effects of methods of benefits admin-
istration on access, utilization, effectiveness 
and costs. In all, approximately 7,500 articles 
were identified.
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Nearly 60 percent of the articles identified 
were strictly clinical in nature, and were elim-
inated. The literature search also resulted in 
numerous duplicate citations, which were 
removed. The remaining articles were sorted 
by relevance. The following criteria were 
applied to the 100 most relevant articles for 
each search term, as determined by the search 
engine(s): 

n	 Published in English between 1989 and 
2004;

n	 Conducted in the United States; 
n	 Addressed one or more of the following 

topics: mental health benefits design; 
financial analysis of mental health bene-
fits; catastrophic costs; administration of 
mental health benefits; recommendations 
regarding adequate mental health benefits; 

n	 Addressed mental health benefits from a 
managed care perspective and focused on 
private insurance coverage; 

n	 Focused on health services and manage-
ment issues rather than clinical studies; and

n	 Considered credible by most audiences, 
including industry experts and academics, 
though not necessarily peer-reviewed (for 
fugitive literature sources). 

References not meeting these selection cri-
teria were eliminated, the remaining articles 
were analyzed, and the literature review was 
drafted. An advisory panel of industry 
experts, including those previously inter-
viewed, was then convened via teleconference 
to discuss the draft literature review. (See 
Appendix B for the full list of panelists.) This 
advisory panel provided input on the findings 
described in the draft literature review, identi-
fied areas for further research, and suggested 
additional literature. Based on the feedback 
provided by the advisory panel, the literature 
review was revised and expanded by per-

forming additional targeted searches and 
adding recommended articles. 

3.	 Actuarial Analysis
Actuarial analysis was performed of the 
costs of different levels of mental health 
benefits. To estimate the costs associated 
with various mental health benefit packages, 
a series of net premium calculations (i.e., 
excluding administrative costs) was per-
formed for a typical health care benefit 
package, assuming different levels of mental 
health benefits for each calculation. The 
plan design used was typical of what might 
be found in an HMO or the in-network por-
tion of a PPO or POS plan (after converting 
all flat-dollar copayments into coinsurance 
percentages). It included a $100 combined 
annual deductible for all services, a 90 per-
cent benefit rate (i.e., 10 percent beneficiary 
coinsurance) for physical health services, 
and a $1,000 out-of-pocket limit for all ben-
eficiary cost sharing. Cost estimates were 
developed using a computer program based 
on commercial health insurance plans and 
populations, which was calibrated to reflect 
average costs in the United States for calen-
dar year 2005. (See Appendix A for a com-
plete description of the actuarial analysis 
and results.)

4.	 Report
A report was drafted using the findings  
from the literature, input from the members 
of the advisory panel, and actuarial analysis 
of the costs of different levels of mental 
health benefits in a typical health care bene-
fit package. The advisory panel was then 
convened in an in-person meeting to discuss 
the draft report. Based on the feedback of 
the advisory panel, the report was then 
revised and augmented with additional 
research and information on select topics. 
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Additional literature sources were reviewed 
and used in preparing the final report for 
this study, including 13 published in 2005, 
which provided the most up-to-date statistics 
in specific areas. In total, 178 literature 
sources are cited in this final report. 

D.	 Organization of the Report
This report is organized as follows: 
n	 Section II discusses the literature regarding 

the prevalence of mental disorders and 
conditions and the financial and other con-
sequences of untreated mental disorders; 

n	 Section III addresses an important issue 
in the administration of mental health 
benefits, namely, the use of carve-out 

arrangements that contractually split 
administration of general medical and 
mental health benefits between two 
health insuring organizations; 

n	 Section IV identifies and describes key 
objectives employers should strive to 
meet in crafting their mental health bene-
fit plans and examines current practices, 
describes the published evidence from the 
clinical and health services literature, and 
provides suggested options for employers 
in the effort to meet those objectives; and 

n	 Section V presents concluding thoughts 
and a recap of the objectives and options 
to ensure the provision of adequate mental 
health benefits. 
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II. Prevalence and  
Financial Implications  
of Mental Illness 

A.	 Prevalence
The 2004 National Survey of Drug Use 
and Health (NSDUH) estimates that the 
12‑month period prevalence of “serious 
psychological distress” (SPD) among non-
institutionalized adults aged 18 years or older 
in the United States is 9.9 percent, represent-
ing approximately 21.4 million persons 
(SAMHSA, 2005). The NSDUH estimate is 
based on a 6-item index of psychological 
distress experienced “over the past 12 
months”.  Only those individuals with index 
scores of 13 and above are classified as hav-
ing “serious psychological distress” (SPD). 
Persons with scores ranging from 1 to 12 are 
presumed to have “non-serious” psychologi-
cal distress, and those who score 0 presum-
ably have “no” psychological distress. 

In contrast, the 2001–2003  National 
Comorbidity Study-Replication (NCS-R) 
estimates that 26.2 percent of non-
institutionalized adults aged 18 and older 

experienced some type of mental disorder(s), 
ranging from mild to severe, over a 12-month 
period (Kessler, 2005). Because the NCS-R 
captures the 12 month period prevalence for 
mental disorders that includes “mild” cases, 
it will include persons who meet the NSDUH 
criteria for “non-serious” psychological 
distress.

Consequently, the 12-month period preva-
lence of SPD estimated by the NSDUH is 
lower than the estimated 12-month period 
prevalence of persons with mental disorders 
estimated by the NCS-R because the NSDUH 
criteria for SPD is designed to exclude per-
sons with “mild” cases of mental disorders 
or “non-serious” psychological distress. 
Excluding the “mild” disorders, the NCS-R 
prevalence rate for moderate to severe mental 
disorders is 16 percent (moderate=9.8%; 
severe=5.8%), a rate which is more consis-
tent with the NSDUH estimate of SPD.  

These differences in criteria for the identi-
fication of persons with mental problems 

This section describes the prevalence of mental disorders in the 
United States, the financial implications to employers of those 
mental disorders and business reasons to provide adequate 

mental health benefits, including the cost of providing mental health ben-
efits and returns on that investment, protection from catastrophic costs of 
mental disorders for individuals and their families, and plan design issues 
and criteria. 
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between these two epidemiological cross-
sectional survey results in differences in esti-
mates of prevalence and treatment rates for 
persons with mental illness. 

Recently published analyses of the latest 
National Comorbidity Study-Replication 
(a nationally representative face-to-face 
household survey conducted between 
February 2001 and April 2003) revealed 
high lifetime and annual prevalence of men-
tal illnesses in the United States (Kessler, 
Berglund, Demler, Jin, & Walters, 2005; 
Kessler, Chiu, Demler, & Walters, 2005). 
The authors estimated that approximately 
half of all Americans will meet the criteria 
for one or more Diagnostic and Statistical 
Manual of Mental Disorders (4th ed.) 
(DSM-IV) disorders at some point in their 
lives, with first onset usually in childhood 
or adolescence.

The availability of mental health services 
is important for persons who have chronic 
and life-threatening physical conditions, such 
as cancer, heart disease, diabetes, asthma, 
multiple sclerosis, or HIV/AIDS (Drainoni, 
1999). Supportive mental health services 
may assist them with managing their illnesses 
and may lead to better outcomes. For exam-
ple, depression following surgery for a myo-
cardial infarction is a common occurrence, 
and if left untreated the risk of death 18 
months after surgery is nearly doubled 
(Frasure-Smith, Lespérance, & Talajic, 
1995). Risk of cardiac death in the 6 months 
after an acute myocardial function was esti-
mated to be approximately four times great-
er in patients with depression compared with 
nondepressed control subjects. The risk of 
cardiac death remains elevated even 5 years 
after an acute myocardial infarction, with 
cardiac patients with depression or depres-
sive symptomatology having an increased 

risk of greater than 3.5-fold compared with 
cardiac patients without depression (Evans et 
al., 2005). In another study, for the 5 to 10 
years following hospitalization for coronary 
artery disease, cardiac patients with moder-
ate to severe depression had an 84 percent 
greater risk of a cardiac death, and a 72 per-
cent greater risk after more than 10 years, 
than cardiac patients without depression 
(Barefoot et al., 1996). 

Studies also have found that the rate of 
depression in individuals with diabetes is 
greater than in individuals without diabetes. 
A study published in 2002 found that indi-
viduals with diabetes were 2.5 times more 
likely than a comparable sample from the 
general U.S. population to have diagnosed 
depression. Patients with comorbid diabetes 
and depression were most often younger 
adults (< 65 years), women, and unmarried 
individuals. Patients with diabetes and 
depression had higher use of ambulatory care 
(average of 12 annual visits for comorbid 
diabetes and depression versus an average of 
7 annual visits for patients with diabetes but 
no depression. Patients with comorbid diabe-
tes and depression filled more prescriptions 
(average of 43 annual prescriptions) than 
their counterparts without depression (aver-
age of 21 annual prescriptions). Finally, for 
the year 1996, among individuals with diabe-
tes, total health care expenditures for indi
viduals with depression was 4.5 times higher 
than that for individuals without depression 
($247,000,000 versus $55,000,000) (Egede, 
Zheng, & Simpson, 2002).

Whether the primary diagnosis is a mental 
or physical disorder, the benefits to employers 
of providing adequate access to a coordinated 
spectrum of mental health care services are 
clear. Doing so results in higher employee 
productivity, reductions in severity of illnesses 
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that affect employees’ ability to do their jobs 
and their quality of life, and reductions in 
costs for employer purchasers when fewer 
expensive hospitalizations occur as conditions 
are promptly detected and treated early in 
lower intensity levels of care. Each of these 
considerations is addressed below.

B.	 Financial Implications
The costs associated with mental health care 
can be significant, but there are also business 
costs of untreated mental illness, as evidenced 
by increased absenteeism, presenteeism, 
diminished productivity, and increased dis-
ability claims costs. In fact, in some cases, 
these costs have been found to be greater 
than the cost of providing mental health care 
benefits. The decision of employers to include 
mental health care services in their benefits 
packages may be informed by the potential 
for significant return on investment (ROI) 
and the opportunity to realize future medical 
cost offsets. However, the measures of both 
the costs of mental illness in the workplace 
and potential savings through ROI and cost 
offsets are still in development, and exact 
quantification is difficult.

In light of the high level of burden of ill-
ness as a result of the prevalence of mental 
disorders, employers have a vested interest in 
ensuring that appropriate treatments are 
available, accessible, and affordable. Finan-
cial implications of mental disorders include 
both the direct medical costs of treating the 
disorders and indirect business costs of pro-
ductivity losses associated with the condi-
tions, which may increase if coverage for 
mental disorders is insufficient. The costs of 
not sufficiently covering mental health bene-
fits include losses in employee productivity 
(in the forms of absenteeism and presentee-
ism) either as a result of the employee’s own 

mental disorder or as a result of having to 
care for a dependent whose mental disorder 
is not sufficiently covered. 

In addition, if an employee or a dependent 
of an employee has a serious mental illness 
that is expensive to treat, insufficient mental 
health benefits will be exhausted quickly, 
leaving the family with high and often unaf-
fordable self-pay costs. A 2001 analysis of 
1.5 million personal bankruptcy filings in the 
United States revealed that nearly half were 
filed due to medical bills that exceeded a 
family’s ability to pay for costs not covered 
by their health plans. Approximately 10 per-
cent were for bills related to treatment for 
mental disorders (Himmelstein, Warren, 
Thorne, & Woolhandler, 2005). 

Workplace studies have found that direct 
medical costs to employers generally amount 
to less than 50 percent of the total employer 
costs associated with physical and mental ill-
nesses among employees and their dependents 
(Goetzel, Hawkins, Ozminkowski, & Wang, 
2003). While some have characterized pro-
ductivity losses as “indirect costs,” in reality, 
they are true costs to the organization. 
Goetzel, Hawkins, Ozminkowski, and Wang 
(2003) described the nature of these costs:

… [R]esources must be spent to com-
pensate for downtime or for tasks 
normally performed by absent employ-
ees, either in the form of overstaffing 
or by hiring replacements for them. If 
employers choose not to overstaff or 
hire replacements, they may choose to 
incur the productivity loss, but this will 
result in fewer goods and services sold, 
lower revenues, and lower profits…
[I]ndividual health plays an important 
role in the performance of workers and 
ultimately the organization that employs 
them. Knowing that these conditions 
exert a cost burden on both health and 
productivity outcomes should inspire 
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company officials to direct more atten-
tion toward better management of these 
conditions so that worker performance 
is not compromised (pp. 5, 13–14).

1.	 The Costs to Employers of Untreated 
Mental Illness 
Quantifying the cost of mental illness at 
the workplace is challenging, and the litera-
ture demonstrates that estimates vary greatly. 
This point was reiterated by members of the 
advisory panel, who cautioned that it is 
important to bear in mind that measurements 
of productivity losses and other workplace 
costs are in developmental stages. Metrics for 
the cost of mental illness in context of the 
workplace include measures of lost produc-
tivity and presenteeism, absenteeism, and dis-
ability claims costs. “Presenteeism” refers to 
an employee who is physically present on the 
job, but due to emotional difficulties, has 
decreased productivity. Employer costs for 
lost productivity and absenteeism are signifi-
cantly higher than direct spending for mental 
health care services (England, 1999). 

A.	Lost Productivity and Presenteeism
Estimates of the indirect costs of mental 
illness in the workplace vary significantly. 
In 1993, employers incurred $24 billion in 
losses from lost productivity and work time 
associated with employees with depression, 
which affects about 12 million adults in the 
workforce (England, 1999). In a later study, 
depression was estimated to cost $28.8 bil-
lion in lost productivity and worker absentee-
ism (Coalition for Fairness in Mental Illness 
Coverage, 2003). In another analysis, 
Greenberg et al. (2003) found that 60 percent 
of the economic burden of depression was 
workplace costs related to absenteeism and 
presenteeism. The authors reported that in 
2000, the workplace costs of depression 

totaled $51.5 billion, or 62 percent of the 
total economic burden of the illness. The 
National Mental Health Association 
(NMHA) estimates that 20 million employee 
workdays per year are lost due to depression 
alone (Whitehouse, 2003). Another study 
reported that the cost to employers of lost 
productivity among employees with depres-
sion was estimated to be $44 billion annually 
(Langlieb & Kahn, 2004). A national study 
by Stewart, Ricci, Chee, Hahn, and 
Morganstein (2003) found that $31 billion a 
year was lost due to unproductive work time, 
averaging 5.6 hours per week of lost produc-
tivity per depressed worker, compared with 
1.5 hours per week per nondepressed worker. 
A report by Pfizer, Inc. estimated that mental 
disorders are associated with 217 million 
days of absence or lost productivity, costing 
$17 billion annually (Hertz & Baker, 2002). 
Simon et al. (2001) found that treatment of 
workers with depression could lead to indi-
rect cost savings that outweigh the direct 
costs of treatment.

When the scope of conditions studied is 
broader and includes mental illness and 
addictive disorders more generally, figures 
estimating lost productivity costs grow to 
$105 billion. Using this expanded scope of 
conditions, for example, mental and addictive 
disorders resulted in 1 billion lost days of 
productivity in 1997 (NMHA, 2001). 

Lerner and colleagues developed the Work 
Limitations Questionnaire (WLQ) as a mea-
sure of the on-the-job impact of chronic 
health problems and/or treatments, including 
the impact of depression. Using the WLQ, 
Lerner et al. (2003) found that employee 
work limitations have a negative impact on 
work productivity. Depressive symptoms 
were found in 15 percent of employees sur-
veyed. However, in contrast to other studies 
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reviewed, depressive symptoms were not sig-
nificantly associated with lower productivity. 
These results may reflect reporting inconsis-
tencies, as well as the need for a depression 
indicator based on established diagnostic 
criteria as opposed to a general mental 
health score.

Goetzel (2003) presented estimates of 
presenteeism for various ailments: On a day 
during which an employee is affected by an 
anxiety disorder or depression, 2.2 hours 
would be unproductive because of the con-
dition. Presenteeism is estimated to contrib-
ute more to lost productivity than disability 
and absenteeism combined (Hymel & 
Loeppke, 2003). A study by Wang et al. 
(2004) of the effects of untreated major 
depression among a cohort of service indus-
try personnel found that, as compared to 
allergies, arthritis, asthma, back pain, head-
aches, and high blood pressure, major depres-
sion had a significant deleterious effect on job 
performance. The loss in productivity was 
measured as equivalent to approximately 
2.3 days absent because of sickness per 
depressed worker per month of being 
depressed. The authors noted that even 
with the relatively low salaries of the service 
workers in the study, the combined salary-
equivalent effect of major depression on 
absenteeism and lost productivity was more 
than $300 per month. According to the 
authors, an important implication of these 
results is that the cost-effectiveness of depres-
sion treatment from the perspective of the 
employer might be substantially greater than 
previously thought (Wang et al., 2004).

B.	 Absenteeism
Several studies have looked at absenteeism 
resulting from mental illness. Absenteeism is 
greater among workers with mental health 
concerns than those without (French & 

Zarkin, 1998). A survey of employers found 
that employees commonly miss 3 to 5 days 
of work each year and that stress and men-
tal health issues at work were on the rise; 
on average, the cost of missed workdays 
was  about $327 per day (Updike, 2003). 
Individuals under a high level of stress are 
more than twice as likely to be absent from 
work more than five times per year 
(McClanathan, 2004).

Thirty percent of individuals with depres-
sion miss one or more workdays each month 
(J.D. Power and Associates, 2004). Workers 
with depression are three times more likely  
to miss work than those who do not have 
depression (American Psychological Associa-
tion, 2004). Jones and Brown (2003) stated 
that absenteeism and presenteeism related to 
depression among workers result in $24 bil-
lion in losses for employers. 

In a 1999 study, decreased use of mental 
health services was associated with increased 
absenteeism and increased use of medical 
outpatient services among employees of a 
large corporation over a 3-year study period 
(Rosenheck, Druss, Stolar, Leslie, & Sledge, 
1999). Employees in the same firm who did 
not use mental health services did not exhibit 
similar increases in absenteeism and use of 
outpatient medical services.

C.	 Disability Claims Costs
Disability claims costs related to mental 
disorders contribute to employer costs. 
Workers with depression are four times more 
likely to take disability days than workers 
who do not have depression (American Psy-
chological Association, 2004). Workers with 
depression have from 1.5 to 3.2 more short-
term disability days, with disability costs for 
these days ranging from $182 to $395 per 
worker (Coalition for Fairness in Mental Ill-
ness Coverage, 2003; Kessler et al., 1999). 
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Disability claims costs related to mental ill-
ness are lower in employer health plans that 
provide greater access to outpatient mental 
health services (Coalition for Fairness in 
Mental Illness Coverage, 2003).

Conti and Burton (1995) found that indi-
viduals with depression who were on short-
term disability had longer average lengths of 
disability and a higher probability of recidi-
vism than short-term disability recipients 
with physical health care conditions such as 
low back pain, heart disease, high blood 
pressure, or diabetes. 

Exhibit 1 summarizes various estimates of 
the workplace costs of mental health illness 
presented in the literature.

2.	 The Cost of Providing Mental Health 
Benefits 
A key concern among employers is that 
providing better mental health care benefits 
will result in higher costs and increased utili-
zation of those services. According to a trade 
journal published by International Society of 
Certified Employee Benefit Specialists, mental 
health care costs increased significantly 
throughout the 1980s and early 1900s; in 
one year (from 1987 to 1988), these costs 
grew by 27 percent (Sterman, 1997). Spend-
ing for mental health disorders increased 
three and a half times between 1987 and 
2000 (Thorpe, Florence, & Joski, 2004). 
However, with the growth of health care 

Exhibit 1. Summary of Workplace Costs of Mental Illness

Study Estimated Costs*

Lost Productivity

England, 1999 $24 billion** 

Coalition for Fairness in Mental Illness Coverage, 2003 $28.8 billion** 

Greenberg et al., 2003 $23.8–$51.5 billion**

Whitehouse, 2003 20 million lost workdays**

Langlieb & Kahn, 2004 $44 billion** 

National Mental Health Association, 2001 $105 billion 

Stewart, Ricci, Chee, Hahn, & Morganstein, 2003 $31 billion

Hertz & Baker, 2002 $17 billion 

Wang et al., 2004 $300 per employee per month

Absenteeism

Updike, 2003 $327 per day 

J.D. Power and Associates, 2004 30% of workers with depression miss 1 or more 
workdays per month

Jones & Brown, 2003 $24 billion

Disability Claims Costs

Coalition for Fairness in Mental Illness Coverage, 2003 $182 per day

Kessler et al., 1999 $395 per day

*	 Estimated costs are annual unless otherwise noted.
**	Costs associated with workers with depression.
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costs generally, a study of a panel of 171 
employers with more than 500 employees 
and a stratified random sample of all U.S. 
employers with 10 or more employees indi-
cated that employers’ costs of providing men-
tal health benefits decreased from 6 percent 
to 4 percent of total health plan costs 
between 1993 and 1995 (Buck & Umland, 
1997). Foote and Jones (1999) reported that 
in the Federal Employee Health Benefits Pro-
gram (FEHBP), the cost of behavioral health 
services dropped from 5.3 percent to 1.9 per-
cent of total claims from 1987 to 1997, while 
the benefit plans did not change significantly. 
The authors attributed this decrease to the 
growing use of utilization review techniques. 
Private employers also experienced declines 
in mental health premium costs ranging from 
30 percent to 50 percent upon implementa-
tion of benefits management. From 1988 to 
1998, the cost of behavioral health care pre-
miums decreased from 6.1 percent to 3.2 per-
cent of total claims costs (Foote & Jones, 
1999). In addition, the actuarial analysis per-
formed for this study, which is described in 
Appendix A, found that increasing the gener-
osity of mental health benefits by raising (or 
even eliminating) the limits placed on service 
use would increase plan costs by only a rela-
tively small amount on a per-member per-
month (PMPM) basis. 

In assessing service needs and costs, 
employers must consider their employees’ 
dependents as well as the employees them-
selves. Employer-sponsored mental health 
benefit packages typically provide mental 
health coverage to both employees and their 
dependents. Glied and Cuellar (2003) report-
ed that an estimated 11 percent of American 
children and adolescents have a mental health 
condition causing significant functional 
impairment. The authors found that the total 

mental health service-related expenditures for 
privately insured children and adolescents 
were $11.75 billion in 1998, and the out-of-
pocket share of costs for these children was 
33.5 percent of the total cost in 1998, a sig-
nificant drop from 1987. This decrease in 
out-of-pocket costs was due to managed care, 
increased treatment through primary care 
providers, and increased prescription drug 
coverage (Glied & Cuellar, 2003). A study by 
Glied, Hoven, Moore, Garrett, and Regier 
(1997), using 1992 data from the National 
Institute of Mental Health (NIMH) Methods 
for Epidemiology of Child and Adolescent 
Mental Disorders study, reported that fami-
lies with insurance typically paid for half of 
the mental health services for their children. 
A study of enrollees in a behavioral health 
care carve-out found that adolescents are 
more likely to use inpatient mental health 
services than adults and younger children, the 
annual mean cost of inpatient care for ado-
lescents being $8,975, approximately $4,000 
more than the cost for adults. The authors 
assert that these higher costs for adolescents 
imply that the elimination of coverage limits 
may benefit this group the most (Gresenz, 
Liu, & Sturm, 1998).

The cost of mental health treatment is 
increased further by nonadherence to pre-
scribed treatment, which can lead to a greater 
likelihood of relapse, rehospitalization, and 
poor outcomes for patients with serious 
mental illnesses (Centorrino et al., 2001). 
Rittmannsberger, Pachinger, Keppelmuller, 
and Wancata (2004) found that nonadher-
ence to prescription regimens can result in 
additional inpatient treatment (44.8 days, 
compared with 20.6 days for compliant 
patients) and is associated with a lack of 
adequate treatment. Of the 95 patients in 
inpatient psychiatric treatment studied by 
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Rittmannsberger and colleagues, only 43 per-
cent took their medicine as prescribed. In 
addition, one-third of patients with bipolar 
disorders take less than 30 percent of their 
medication, leading to rehospitalization and 
suicide. Nonadherence to treatment is com-
mon; however, interventions that address 
issues of appropriately taking medication to 
manage illness can enhance adherence 
(Sajatovic, Davies, & Hrouda, 2004).

Two studies looked at the level of spending 
necessary to ensure access to mental health 
care services, specifically in a managed care 
environment. Weissman, Pettigrew, Sotsky, 
and Regier (2000) suggest that a PMPM 
expenditure of $6.00 (in 1997 dollars) is 
necessary to provide adequate mental health 
benefits. Cuffel and Regier (2001) analyzed 
data on service use and spending from 1992 
to 1998 to estimate a target PMPM expen
diture of about $4.50 to ensure access to 
mental health care services at the level of use 
that prevailed prior to the widespread adop-
tion of managed care. The authors of both 
reports suggested that employers that spend 
substantially less than the amount estimated 
in the studies may be hampering access to 
needed mental health services and may be at 
risk for experiencing higher disability or 
medical costs. 

The spending target of $6.00 PMPM 
found by Weissman, Pettigrew, Sotsky, and 
Regier (2000) is in 1997 dollars. The actu
arial analysis prepared for this study (see 
Appendix A) updates the 1997 estimate to 
2005. Projecting the $6.00 target to 2005 
using the Consumer Price Index (CPI) for 
medical care services (a component of the 
CPI for medical care in general) results in an 
increase of 41.3 percent, bringing the amount 
to $8.48 PMPM. However, it is more appro-
priate to use an adjustment factor based on 

the overall increase in per-capita medical 
spending, because that includes utilization 
increases as well as price increases. Using 
such a factor to project the authors’ spending 
target to 2005 dollars results in an increase 
of 63.1 percent, bringing the amount to 
$9.79 PMPM. Covering substance abuse ser-
vices would add approximately 35 percent to 
this amount, resulting in a total of $13.22. 
Note that this is very close to the PMPM 
benefit cost range calculated for a “less 
generous” HMO plan ($13.05–$13.26) in the 
actuarial analysis described in Appendix A. 
(Cuffel and Regier do not mention any 
adjustment of their data to a single base year, 
so their spending target could not be project-
ed forward with the same degree of precision 
as Weissman’s target.) 

According to members of the advisory 
panel, plans with generous benefits do not 
lead to high costs and utilization, but they do 
lead to employee satisfaction and positive 
feedback. Employee satisfaction can serve to 
reduce turnover and improve employee reten-
tion—a major goal of benefits in general.

3.	 Return on Investment
Employers that provide behavioral health 
coverage do so to improve the health and 
well-being of their employees, and because 
they believe that their businesses will benefit 
from the investment. Employers that cover 
behavioral health services may experience 
improvements in the rates of disability pro-
gram use, medical care costs, productivity, 
absenteeism, and performance. Mental health 
treatment is more cost-effective than treat-
ment for some physical conditions (Langlieb 
& Kahn, 2004).

The NMHA (2001) reported that for every 
dollar spent on prevention and early treat-
ment of mental illness and addictive disor-
ders, between two and ten dollars is saved. In 
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testimony before the House Committee on 
Energy and Commerce, Subcommittee on 
Health, Regier described one employer that 
reported a four-to-one ROI in mental health 
care provision once medical claims, absentee-
ism, and turnover were factored in (Regier, 
2002).

Zhang, Rost, Fortney, and Smith (1999) 
studied 435 subjects and determined that 
treatment for depression pays for itself in 
terms of savings in lost earnings. The authors 
noted that their measurement of cost includ-
ed only lost workdays, and did not include 
other benefits such as reduced pain and suf-
fering and increased productivity while at 
work. The study also suggests that cost 
sharing should be limited to encourage indi-
viduals with depression to seek professional 
help. Wang et al. (2004) found that produc-
tivity losses related to depression appear to 
exceed the costs of effective treatment. There 
is growing recognition that employer pur-
chasers need more accurate and comprehen-
sive estimates of the cost-effectiveness of 
mental health treatments, particularly esti-
mates that reflect the costs of productivity 
losses resulting from absenteeism and presen-
teeism. NIMH currently is sponsoring a new 
effectiveness trial known as the Work Out-
comes Research and Cost-Effectiveness Study. 
The results of this trial and future research 
initiatives may illustrate the ways that depres-
sion and other mental illnesses affect work 
performance and better demonstrate the 
value that mental health treatment holds for 
employers (Wang et al., 2004). 

4.	 Medical Cost Offsets
Cost savings, or cost offsets, may occur in 
general medical care as a result of increased 
access to mental health care services. The 
cost offset effect of mental health care treat-
ment occurs when expenditures in the mental 

health sector lead to savings in another sector 
or to overall savings. Goodman (1989) 
reported that mental health care does substi-
tute for aspects of ambulatory physician 
medical care, and several studies have found 
cost offsets in physical health services (or 
the potential for them) as a result of the pro-
vision of certain mental health services 
(Gabbard & Lazar, 1997; Goodman, 1989; 
Holder, 1998).

Compared with the general population, 
cost offsets are more likely to occur in the 
following three populations: distressed elderly 
medical inpatients, primary care outpatients 
with multiple unexplained somatic com-
plaints, and nonelderly individuals with alco-
holism (Olfson, Sing, & Schlesinger, 1999). 
Because the evidence supporting cost offsets 
occurs among targeted mental health inter-
ventions in specific population groups, the 
cost offset effects may not be applicable to 
broader populations or to more general men-
tal health care services (Sturm, 2000) and are 
subject to continued analysis and debate 
among industry experts. 

Nitzkin and Smith (2004) cited studies 
showing high prevalence of psychiatric illness 
and/or depression among high utilizers of 
medical care. These authors suggested that 
screening for and effective treatment of 
depression may serve to reduce physical 
complaints and medical visits. Simon, Ormel, 
Von Korff, and Barlow (1995) studied the 
overall health care costs associated with 
depression and anxiety disorders among 
primary care patients. Patients with depres-
sion or anxiety disorders had higher health 
care costs than patients with no disorder. In a 
6-month period, the total costs (mental and 
physical) for patients with one of the disor-
ders were $2,390, compared with $1,397 for 
patients without depression or anxiety. The 
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cost differences reflected higher utilization of 
general medical services.

Simon et al. (2001) examined the cost-
effectiveness of a depression management 
program for high utilizers of medical care 
and found that the program produced better 
health outcomes but also increased health 
service costs. Patients in the depression man-
agement program made, on average, two 
more outpatient visits than the control 
group and were significantly more likely to 
receive antidepressant treatment. The authors 
asserted that achieving better medical results 
often requires the investment of additional 
resources. The study included only a 1-year 
period to study cost-effectiveness; therefore, 
long-term cost savings may not have been 
captured.

Olfson, Sing, and Schlesinger (1999) 
looked at a range of psychosocial treatments 
and found that the treatments were associated 
with an average 10 percent reduction in 
inpatient medical care costs. Individuals fre-
quently seeking outpatient medical services 
for unexplained medical complaints who also 
received mental health services had about 
half the medical costs of like individuals who 
received no mental health services. Medical 
costs are reported to decrease by as much as 
$900 per employee per year, and absenteeism 
can be reduced by 9 percent if employees 
with depression are treated (Regier, 2002). A 
study of depression in the workplace found 
that between 45 percent and 98 percent of 
pharmacotherapy costs for depression could 
be offset by increased productivity at work 
(Kessler et al., 1999).

Olfson, Sing, and Schlesinger (1999) 
asserted that, to achieve cost offsets, physical 
and mental health care delivery and financing 
should be integrated, utilization management 
and medical staff should be trained to identi-

fy patients whose high medical care use may 
be influenced by mental health conditions, 
and pricing policies should be combined with 
utilization management techniques to encour-
age access to mental health care services. 
England (1999) stated that to provide mental 
health care that is appropriate and yields cost 
offsets, employers and health plans must look 
beyond the benefit design itself toward care 
management tools. 

In addition, some preventive mental health 
interventions have been shown to lead to 
both cost offsets (or cost savings in general 
health care costs) and positive health out-
comes (Olfson, Sing, & Schlesinger, 1999). 
Examples of effective preventive interventions 
are prenatal and infancy home visits, targeted 
smoking cessation, targeted short-term men-
tal health therapy, self-care education for 
adults, presurgical education for adults, brief 
counseling to reduce alcohol use, screening 
children and adolescents for behavioral disor-
ders, and screening adolescents and adults for 
use of tobacco, use/abuse of alcohol, depres-
sion, and anxiety (Dorfman, 2000; Dorfman 
& Smith, 2002; Nitzkin & Smith, 2004). 
Such preventive interventions could be con-
sidered to be consistent with the overarching 
goal of managed mental health care and may 
be appropriate for inclusion in managed care. 

5.	 Parity of Mental Health Benefits
In recent years, there has been an effort to 
require through Federal law that the mental 
health benefits provided through a benefit 
plan be on par with its medical/surgical bene-
fits. Employers and other plan purchasers 
have been concerned about the potential cost 
increases of meeting this requirement. As 
described below, studies and evaluations of 
the cost effects of mental health parity 
showed that the cost increases plans experi-
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enced were largely insignificant, and other 
plans reported cost decreases with mental 
health parity implementation. In addition, the 
studies described below found that very few 
employer purchasers dropped mental health 
benefit coverage altogether, and that quality 
and access were improved as a result of 
enacting parity of coverage.

The National Business Group on Health, 
formerly the Washington Business Group on 
Health, convened a group of eight very large 
employers that provided generous mental 
health benefits to their employees. These 
employers together employed about 1.2 mil-
lion employees in the United States, and their 
health plans covered more than 2.4 million 
lives. Apgar (2000) reported that one of these 
employers implemented behavioral health 
parity in 1993 within a managed care carve-
out context and experienced a 46 percent 
drop in inpatient costs and a 21 percent drop 
in outpatient costs.

A.	The Effects of Federal Mental Health Parity 
Legislation
The Federal MHPA was signed into law on 
September 26, 1996. The law prohibits dif-
ferential treatment regarding annual and life-
time maximums and reimbursement ceilings 
between physical and mental health benefits. 
It applies only to plans that offer mental 
health benefits and does not mandate inclu-
sion of such benefits in health plan packages. 
Plans that have mental health benefits are 
allowed to drop such coverage entirely, and 
they are allowed to continue to place annual 
and day visit limitations on covered services, 
as well as to require higher levels of cost 
sharing for mental health benefits than for 
physical health benefits (Frank, Koyanagi, & 
McGuire, 1997).

During debate over Federal mental health 
parity legislation, a key concern was the 
impact of parity on the cost of providing 
mental health benefits. Estimates of the 
claims cost increases resulting from the Fed-
eral parity law ranged from 0.3 percent to 
11.4 percent, depending on the specifications 
of the parity provisions (Fronstin, 1997; Sing, 
Hill, Smolkin, & Heiser, 1998). However, a 
recent U.S. Government Accountability 
Office (GAO) study indicated that the costs 
associated with the Federal mental health 
parity law appear to have been negligible. 
The GAO (2000) found that, while the 
majority of employers it surveyed did not 
know to what extent their claims costs were 
affected, only 3 percent of private employers 
with more than 50 employees in States with-
out more comprehensive parity laws indicated 
that their claims costs had increased; 37 per-
cent of surveyed employers reported that 
implementing the Federal parity rules did not 
increase claims costs. However, two-thirds of 
employers that were newly compliant with 
the Federal rules had increased restrictions 
for other plan features, such as office visit or 
hospital day limits, which may have limited 
the extent to which costs would increase. The 
survey also found that consumers in these 
States have seen only minor changes in their 
health benefits, with little or no increase in 
access to mental health services. The GAO 
survey results showed that less than 1 percent 
of employers eliminated their benefit plans 
(for mental health or health in general) after 
enactment of the Federal mental health parity 
law. The survey also reported that a more 
comprehensive parity law covering service 
limits, cost sharing, or both would increase 
costs by between 2 and 4 percent.
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B.	 Parity in the Federal Employees Health Benefits 
Program
The U.S. Department of Health and Human 
Services (DHHS) recently published an evalu-
ation and actuarial analysis of parity in the 
FEHBP. In January 2001, the FEHBP imple-
mented a policy of full parity, requiring bene-
fit design features for behavioral health ser-
vices (mental health and substance abuse), 
such as deductibles, copayments, and limits 
on visits and inpatient days, to match those 
for general medical care in all FEHBP plans. 
This study looked at both implementation 
results and the impact of the parity policy. 
Overall, the study found that the implemen-
tation of the parity policy was achieved as 
intended and had little or no significant 
adverse effect on access, spending, or quality, 
and it provided users of behavioral health 
care services with improved financial protec-
tion (DHHS, 2004). The study evaluated nine 
FEHBP plans that were matched to a non-
FEHBP comparison group. The use of behav-
ioral health care increased universally during 
the study period and was reflected in both 
the FEHBP and non-FEHBP plans. In com-
parison to the non-FEHBP plans, the FEHBP 
parity policy did not specifically increase the 
utilization of mental health care. Even with 
an increase in access, after adjusting for glob-
al spending trends, spending for behavioral 
health care services actually declined in seven 
of the nine FEHBP plans, with four of these 
plans seeing statistically significant declines. 
The parity policy also resulted in decreases in 
out-of-pocket spending for beneficiaries in six 
of the nine FEHBP plans, five of which were 
statistically significant. Beneficiaries in the 
other three plans experienced increases in 
out-of-pocket spending that were in line with 
system-wide trends. Finally, the study found 
that quality, represented by the quality of 

treatment for major depressive disorder in 
adults, remained unchanged or improved 
slightly as a result of the parity policy in all 
but one of the FEHBP plans studied.

C.	 The Effects of State Mental Health Parity 
Legislation
The experiences of States that had imple-
mented mental health parity laws before the 
Federal parity law, which became effective 
January 1, 1998, also provide some insights 
into the cost effects of mental health parity. 
Sing, Hill, Smolkin, and Heiser (1998) esti-
mated that full parity for mental health and 
substance abuse services (which is more com-
prehensive than the Federal parity law) 
would raise premiums by 3.6 percent on 
average. In testimony before the U.S. House 
of Representatives Committee on Energy and 
Commerce, Subcommittee on Health, Regier 
(2002) cited studies showing that in Texas 
and North Carolina, mental health parity 
implemented in combination with managed 
care resulted in costs for mental health bene-
fits decreasing between 30 percent and 50 
percent, and the population accessing care 
increased 1 to 2 percent. In Maryland, where 
mental health care already was provided 
largely through managed care, costs increased 
by less than 1 percent when parity was intro-
duced in 1994 (Regier, 2002). In a study of 
Ohio’s State employee benefits program, 
which implemented a behavioral health 
carve-out with parity, researchers learned that 
the cost of behavioral health services was the 
same in the periods before and after parity 
was implemented (Sturm, Goldman, & 
McCulloch, 1998).

Vermont implemented the most compre-
hensive parity law in the Nation in 1998, at 
the same time the Federal MHPA went into 
effect. The State’s parity law established 
equality of coverage for both mental health 
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and substance abuse and exceeded the provi-
sions of the Federal parity law on every 
dimension. The law defined mental health 
conditions broadly and required equal terms 
with general health care for service limits and 
cost sharing. Rosenbach et al. (2003) studied 
the impact of the Vermont parity law on 
health plans, employers, providers, and con-
sumers. While their study was limited to only 
the first 2 to 3 years of parity in Vermont, 
the authors identified several major conclu-
sions around parity in mental health benefits: 

n	 Parity did not cause employers to drop 
coverage or switch to self-insured 
products.

n	 Managed care for mental health and sub-
stance abuse services was an important 
factor in controlling costs. 

n	 Access to outpatient mental health services 
improved with parity.

n	 Total spending (health plan payments and 
consumer out-of-pocket payments to pro-
viders) for covered mental health and sub-
stance abuse services declined after parity, 
despite lower consumer cost sharing and 
higher limits on service use.

n	 Consumers paid a smaller share of total 
spending for covered mental health and 
substance abuse treatment after parity.

n	 Awareness of parity was relatively low 
among consumers, which complicated 
implementation of the law for employers, 
providers, and consumers. 

Managed care may help moderate premi-
um costs when parity is implemented because 
of the utilization management strategies of 
many health plans and MBHOs (Burnam & 
Escarce, 1999; Otten, 1998; Sing, Hill, 
Smolkin, & Heiser, 1998). Sterman (1997) 
reported that during the time when managed 
behavioral health care was growing in preva-
lence, the rate of inpatient days declined 

while the outpatient visit rate increased. 
Specifically, inpatient days per 1,000 lives 
decreased from 100 per 1,000 in 1986–1988 
to 25 per 1,000 in 1994–1995; and the out-
patient visit rate grew from 600 per 1,000 in 
1986–1988 to 750 per 1,000 in 1989–1991. 
The shift from inpatient to outpatient services 
affected claims costs by decreasing the annual 
per enrollee cost from $750 in 1986–1988 to 
$150 in 1994–1995. 

C.	 Protection from Catastrophic Costs 
While the section above describes costs from 
the perspective of an employer purchaser, this 
section describes costs borne by covered 
employees in the form of out-of-pocket costs 
that result from the need for services that 
exceed the duration, level, or scope of mental 
health services covered by a health plan, as 
well as the costs of mental health services 
that are not included in, or are specifically 
excluded from, the health plan’s benefit pack-
age and thus not reimbursable.

As previously mentioned, a review of 
bankruptcy filings for 2001 estimated that 
about half of the approximately 1.5 million 
American families who filed for bankruptcy 
that year cited out-of-pocket medical costs as 
the reason for their filing (Himmelstein, 
Warren, Thorne, & Woolhandler, 2005). 
Results from the 2003 Commonwealth Fund 
Biennial Health Insurance Survey revealed 
that 77 million adults reported that they had 
medical bill problems, accrued medical debt, 
or both. This finding translates to nearly two 
of every five (37 percent) adults in the United 
States. Of these 77 million adults with medi-
cal bill problems, 71 million are of working 
age. The burden of this medical debt has 
health consequences as well. The survey 
found that 63 percent of adults who had 
problems with medical bills had gone without 
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needed medical care in the past 12 months. 
Forty-three percent reported that they did not 
fill a prescription, were unable to go to a 
needed doctor visit, or skipped recommended 
follow-up tests or visits (Doty, Edwards, & 
Holmgren, 2005).

Employers must consider the potential 
effect on an employee of catastrophic costs 
resulting from a serious mental disorder. A 
central purpose of health insurance coverage 
is to protect individuals and families from 
catastrophic financial losses caused by illness 
or injury. Mental health benefits, then, pro-
tect against the potential catastrophic costs of 
a mental disorder. However, there is no single, 
clear threshold for identifying catastrophic 
costs, and definitions vary significantly. The 
cost of the mental health benefit must be 
weighed against the plan’s protection against 
catastrophic costs, both for the employer and 
the employee. 

“Catastrophic costs” are not well-defined 
in the literature—instead, many authors refer 
to “catastrophic episodes,” during which 
enrollees incur high out-of-pocket costs, or 
catastrophic costs. Different criteria have 
been used to define catastrophic costs in 
mental health care, including dollar thresh-
olds, exhaustion of covered benefits, and 
diagnosis of certain serious mental disorders. 
However, none of these criteria have been 
assigned a generally accepted level above 
which costs are considered catastrophic. For 
example, one study in the literature review 
defined two catastrophic scenarios in which 
an enrollee would require a large volume of 
services that would exhaust the benefits 
provided by many insurance plans. The first 
scenario consisted of 90 outpatient visits, a 
30-day inpatient stay, and 10 inpatient physi-
cian visits, and the second consisted of 80 
outpatient visits, a 60-day inpatient stay, and 

20 inpatient physician visits, both in a 1-year 
period (Zuvekas, Banthin, & Selden, 1998). 
Comparing these catastrophic scenarios with 
the “typical” mental health benefit covering 
30 inpatient days and 20 outpatient visits 
annually leads to the conclusion that, in gen-
eral, mental health benefits may be inade-
quate to protect against catastrophic costs. 

Although the majority of individuals 
receiving mental health services incur rela-
tively low expenses, and completion of out-
patient treatment for a mental health disorder 
typically occurs within 10 visits (DHHS, 
1999; Olfson, Sing, & Schlesinger, 1999), 
individuals with chronic or serious mental ill-
ness have a greater likelihood of incurring 
catastrophic mental health care costs (DHHS, 
1999; Frank, Goldman, & McGuire, 1992; 
Sing, Hill, & Puffer, 2001). 

The financial burden of treatment for indi-
viduals receiving care for serious mental ill-
nesses may be quite substantial. However, 
overall, the number of individuals who expe-
rience a catastrophic mental health episode in 
a given year, and therefore incur catastrophic 
service costs, is very low. One estimate of the 
number of individuals experiencing cata-
strophic costs is the 1 percent of plan enroll-
ees exceeding the caps on mental health bene-
fits. Another estimate is the approximately 
22.3 percent of the general population suffer-
ing from serious mental illness (Narrow et 
al., 2000; Zuvekas, 2001). Serious mental ill-
nesses are defined on the basis of diagnosis, 
disability, and duration, and include disorders 
such as schizophrenia, schizoaffective disor-
der, manic depressive disorder, autism, major 
depression, panic disorder, and obsessive-
compulsive disorder (Narrow et al., 2000). In 
addition, while the proportion of the popula-
tion seeking mental health treatment has 
grown, just 1 to 2 percent receives inpatient 



Designing Employer-Sponsored Mental Health Benefits 27

treatment (Hertz & Baker, 2002; Zuvekas, 
2001). Some individuals with high levels of 
mental health care needs also may exhaust 
their financial resources to the extent that 
they qualify for coverage of mental health 
care services in the public sector. In fact, pub-
lic programs are paying for a greater propor-
tion of mental health services now than in 
past years—63 percent in 2001 versus 57 
percent in 1991 (Mark et al., 2005). 

The U.S. Tax Code currently allows tax-
payers to deduct medical and dental expenses 
that exceed 7.5 percent of their adjusted 
gross income. In defining the underinsured, 
or insured persons with insufficient coverage, 
Schoen, Doty, Collins, and Holmgren (2005) 
included those with medical expenses totaling 
10 percent or more of income, or for those 
with income below 200 percent of the Federal 
poverty level, medical expenses totaling at 
least 5 percent of income. 

Studies of out-of-pocket spending provide 
some helpful information. McKusick, Mark, 
King, Coffey, and Genuardi (2002) studied 
the trends in benefits and consumer spending 
from 1987 to 1997 and determined that 
changes in health plan benefits during that 
period resulted in lesser coverage for those 
with more need or high utilization because of 
the increased use of service limits that they 
would likely exceed, while those with less 
intensive needs had a slight increase in cover-
age because of the accompanying decrease in 
cost-sharing levels. 

Ringel and Sturm (2001) studied out-of-
pocket spending for mental health services 
among different socioeconomic groups. The 
study included only individuals with a proba-
ble mental health diagnosis who had used 
mental health services in the previous year. 
Among the privately insured in their sample, 
the average out-of-pocket spending was 

about 3 percent of household income. How-
ever, they found that 5.2 percent of that pri-
vately insured group had significant out-of-
pocket spending, defined as spending equal 
to or greater than 20 percent of household 
income. In relation to the cost of the services 
received, the privately insured group paid for 
an average of 30 percent of their treatment 
costs, and nearly 26 percent of the group 
paid for 50 percent or more of their total 
treatment costs. It is important to note that 
the study did not indicate the type of private 
insurance, and may include both group and 
individual coverage. The authors also noted 
that it is possible that some expenses for the 
privately insured group may have been 
incurred at a time during the year when they 
were not covered by the insurance. Findings 
were similar to a previous study by Zuvekas, 
Banthin, and Selden (1998), which estimated 
consumer share of cost based on current cov-
erage and possible treatment scenarios. The 
authors found that for catastrophic mental 
health episodes, individual out-of-pocket 
costs would average 30 percent of total treat-
ment costs.

Members of the advisory panel suggested 
that a particular problem in mental health 
benefits is that out-of-pocket spending for 
services received beyond plan limits does not 
count toward the plan’s overall out-of-pocket 
maximum. This same exclusion is used in 
both mental and physical health benefits, and 
any expenses that a member incurs for servic-
es beyond the benefit limit (e.g., on chiroprac-
tor visits, or inpatient mental health days) do 
not count toward the plan’s out-of-pocket 
limit (Sing, Hill, & Puffer, 2001). These 
expenditures that are not counted toward the 
out-of-pocket maximums in some cases may 
total very large amounts and contribute to the 
catastrophic nature of these individuals’ and 



Special Report28

families’ health care costs. The advisory panel 
members noted that, as mental health benefits 
often are more limited than physical health 
benefits, the risk of exceeding the benefit limit 
and then facing unlimited out-of-pocket costs 
for additional services may be greater on the 
mental health side. 

D.	 Plan Design Issues and Criteria
In addition to general concerns about the 
prevalence of mental disorders and the finan-
cial implications of those disorders to both 
employers and employees, several other fac-
tors influence employer decisions regarding 
mental health benefit design. Employers take 
into consideration regulatory requirements 
and costs, and their benefits decisions also 
are influenced by the goals of employee 
health and well-being, employee attraction 
and retention, and employee productivity. 
Designing mental health benefits can be chal-
lenging because employers may have dispa-
rate goals in providing mental health benefits. 
The way the mental health benefit package is 
designed can help employers achieve a bal-
ance among those goals. On one hand, 
employers want to assure the mental well-
being of their employers and encourage 
appropriate service use; on the other hand, 
employers face growing health and mental 
health care costs and see a need to control 
their expenditures. 

The notion of developing criteria for 
selecting mental health plan components is 
appealing, because in theory the criteria 
would simplify employers’ decision-making 
with respect to mental health benefit design. 
Possibly, criteria could be set with regard to 
some factors such as the evidence base for or 
cost-effectiveness of treatments. However, 
several factors complicate the ability to 
develop one set of criteria broadly usable by 

employers, and may render developing crite-
ria inadvisable. As discussed in the introduc-
tion to this report, employers are diverse in 
their size, industry, unionization of their 
workforces, locations, self-insured versus 
fully insured status, and other characteristics 
that affect their health care benefit strategies. 
It would be nearly impossible to determine a 
set of criteria that adequately met the needs 
of all employers. Factors affecting employers’ 
needs when designing a mental health bene-
fits package also include whether they offer 
multiple health plans and the types of plans 
offered (HMO, PPO, etc.). 

A study of eight employers that offer gen-
erous mental health benefits (Apgar, 2000) 
identified essential techniques to manage the 
quality of mental health care: preferred net-
works, pre-approval for treatment, a full range 
of treatment settings in the networks, referral 
mechanisms to connect employees to appro-
priate services, and utilization review and 
financial accountability. Areas that remained 
problematic for the employers included stig-
ma surrounding mental health issues, lack of 
coordination of care, and co-occurring men-
tal illness and addiction disorders. 

Another study of seven employers that 
offered generous mental health benefits 
(Robinson, Chimento, Bush, & Papay, 2001) 
reported that these employers believed gener-
ous benefits could decrease health care costs, 
increase productivity, reduce absenteeism, 
and create a comparative advantage in the 
labor market. The study also suggested cer-
tain common approaches, including early 
intervention, offering services across a contin-
uum of care, and covering treatments for a 
wide range of mental health problems. The 
study found that between 5 and 7 percent of 
total health care expenditures were needed to 
provide a comprehensive mental health bene-
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fit. This level of funding reflected the employ-
ers’ belief that adequate mental health services 
could reduce other health care costs. These 
companies also made efforts to reduce the 
stigma of mental illness and to offer multiple 
entry points to mental health care to facilitate 
access to services. They also actively managed 
their mental health benefits, using extensive 
review processes and monitoring vendors 
throughout their contractual relationships.

Specific issues and criteria affecting the 
design of mental health benefits include the 
following:

1.	 Regulatory Requirements
Employers must ensure that their mental 
health benefits meet Federal and/or State 
requirements. As previously mentioned, the 
Federal MHPA of 1996 requires group health 
plans sponsored by companies with more 
than 50 employees to provide the same level 
of annual or lifetime dollar limits of coverage 
for mental health as they provide for medical 
and surgical benefits for physical illness, if 
they offer mental health benefits at all. 
However, while total coverage limits may not 
differ, plans may have higher deductible 
amounts, copayment rates, or limits on cov-
ered visits for mental health services. Also, if 
covering mental health services at the same 
level as physical health benefits would 
increase a plan’s costs by at least 1 percent, 
the plan may opt out of the requirement. 

In addition, 46 States have laws governing 
the provision of mental health benefits under 
employment-based health plans. These laws 
vary in their focus, from parity to minimum 
benefit mandates to mandated offering of 
optional benefits (National Conference of 
State Legislatures, 2004). More than half the 
State laws are more comprehensive than the 
Federal parity law by requiring parity in ser-
vice limits or cost-sharing provisions. Sixteen 

of the State laws require full parity, in that 
they require mental health coverage in all 
group health plans sold, and they require 
parity in all aspects (GAO, 2000). While 
many States regulate provision of mental 
health benefits, because of ERISA exemp-
tions, these State insurance laws do not apply 
to self-insured employer-sponsored plans. 

2.	 Cost Factors
The experts interviewed for this project con-
firmed that cost is one of the most important 
considerations for employers in designing a 
benefit. Employers are concerned about 
health insurance costs in general. These costs 
increased by double-digit percentages between 
2001 and 2004 and increased by 9.2 percent 
from spring 2004 to spring 2005 (Gabel et 
al., 2005). Employers report that the cost of 
an episode of care for a mental health prob-
lem is two to three times the cost of an epi-
sode of care for other health problems 
(Fronstin, 1997). Employers have used vari-
ous strategies to control mental health care 
costs, such as cost sharing, utilization review, 
managed care strategies, capitation (fixed 
payment per enrollee), and bundling of servic-
es (e.g., a fixed total payment for all care pro-
vided during an inpatient stay). In the early 
days of employer-sponsored health insurance, 
employers covered mental health benefits at 
the same level as physical health conditions. 
However, in the 1970s and early 1980s, they 
found that the costs associated with mental 
health care were very high, even though a 
small proportion of their members used the 
services. In response, employers placed limits 
on mental health benefits to reduce their risk 
of these high-cost claims (Fronstin, 1997). 

A.	Adverse Selection
One element of employer concern regarding 
benefit plan cost is adverse selection, or 
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attracting employees who need health care 
services by offering generous health plans. 
Deb, Wilcox-Gok, Holmes, and Rubin 
(1996) found that the perceived mental 
health risk of family members affected choice 
of health insurance among privately covered 
individuals. Branstorm and Cuffel’s 2004 
study of the existence of adverse selection 
after limited parity was introduced supports 
the view that adverse selection does exist in 
partial carve-outs in which mental health 
benefits are provided or managed separately 
from physical health care. In the study, one 
employer offered a full carve-out, in which 
employees had no choice of health plan, and 
a second offered employees a partial carve-
out, with the option of choosing between 
health plans. Under the partial carve-out, 
new members not only sought out behavioral 
health treatment more frequently than before 
the carve-out, but also cost more on average 
than existing members. 

Other studies reviewed reported inconclu-
sive evidence of the occurrence of adverse 
selection with regard to mental health bene-
fits. Sturm et al. (1995) reported that adverse 
selection initially occurred when the switch to 
managed mental health benefits was imple-
mented. Enrollees with depression who 
switched from FFS to prepaid health plans 
had fewer mental health visits than those 
who stayed in the prepaid plans, and those 
switching from prepaid plans to FFS were 
among the highest users of mental health ser-
vices. However, the adverse selection effects 
eventually dissipated.

B.	 Moral Hazard
A related concern is that of “moral hazard,” 
which occurs when the availability of gener-
ous benefits or lower out-of-pocket costs 
leads to increased use of services. Moral haz-
ard is a greater risk with respect to mental 

health services than with services for physical 
health care (Frank, McGuire, Bae, & Rupp, 
1997). One of the strategies employers have 
used to control mental health expenditures is 
increased cost sharing, such as higher copay-
ments for mental health services. Research 
has shown that mental health care is more 
responsive to cost-sharing arrangements and 
that member costs affect the decision to use 
mental health care more than they affect the 
decision to use other health care services 
(Fronstin, 1997). Cost sharing also affects 
enrollee choice of provider (e.g., psychiatrist, 
other physician, or other mental health pro-
viders such as social workers or psycholo-
gists) at the enrollee’s initial mental health 
care visit (Holmes & Deb, 1998). 

Higher employee cost sharing can also 
affect utilization of needed mental health ser-
vices. Simon, Grothaus, Durham, Von Korff, 
and Pabiniak (1996) studied the impact of 
increasing copayments on the use of outpa-
tient mental health services in a staff model 
HMO. They found that instituting a $20 per 
visit copayment was associated with a 16 
percent decrease in the likelihood of service 
use initiation but no change in frequency of 
visits among current service users. A subse-
quent increase to $30 per visit was associated 
with no significant change in likelihood of 
use but resulted in a 9 percent decrease in 
visits per year among those already using ser-
vices. Previous work by the same authors 
also found that higher out-of-pocket costs for 
outpatient mental health visits reduced utili-
zation among HMO members irrespective of 
illness severity. Mental health care is at least 
as responsive to price as general medical care 
(Simon, Von Korff, & Durham, 1994). 

In response to the assertion that a lack of 
coverage for outpatient mental health care 
would reduce only unnecessary mental health 
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service utilization, Landerman, Burns, 
Swartz, Wagner, and George (1994) studied 
utilization of mental health care services for 
those with and without diagnoses of a psy-
chiatric disorders and found that both were 
affected by insurance coverage. This finding 
provides further evidence that limiting cover-
age would reduce necessary as well as unnec-
essary utilization of outpatient mental health 
care and suggests that coverage limits and 
higher cost sharing would affect necessary 
treatment as well.

Although it predates the large-scale market 
shift to managed care, the RAND Health 
Insurance Experiment (HIE) was a large-scale 
social experiment that investigated the effects 
of alternative health insurance plans with 
varying levels of cost sharing on the use of 
health services and on the health status of 
individuals. As noted by members of the 
advisory panel, though it dates back to the 
1970s and early 1980s, the RAND HIE pro-
vides an important context for understanding 
the effects of out-of-pocket costs on mental 
health service utilization. Findings from the 
RAND HIE indicated that ambulatory men-
tal health costs increase four-fold when full 
insurance is available where previously there 
had been none, as compared to doubling for 
ambulatory medical costs (Frank, McGuire, 
Bae, & Rupp, 1997; Keeler, Wells, Manning, 
Rumpel, & Hanley, 1986). 

The RAND HIE also demonstrated that 
reducing the level of cost sharing increased 
the demand for mental health services  
(Wells, Manning, Duan, Ware, & Newhouse, 
1982). The authors reported that the proba-
bility of use of ambulatory mental health ser-
vices in a plan with no cost sharing (0 per-
cent coinsurance) was double that in a plan 
with high cost sharing (95 percent coinsur-
ance with an out-of-pocket maximum); 

ambulatory mental health care expenditures 
for those in the 0 percent coinsurance plan 
were 75 percent more than for those in the 
high cost-sharing plan. 

Wells, Manning, and Valdez (1989) found 
that cost sharing does not have negative 
effects on mental health outcomes generally. 
Using data from the RAND HIE, the 
researchers found that, averaged over the 
covered population, there was no adverse 
effect on mental health outcomes of plans 
requiring cost sharing relative to plans that 
did not. This finding was particularly strong 
for those who were initially well and poor; 
the authors cautioned against generalizing 
this result to the sick poor, some of whom 
were shown to have better improvement 
under a care plan with low or no coinsurance 
requirements.

3.	 Consumer-Directed Health Benefits: 
Issues for Mental Health Benefits
Another consideration related to employer 
goals and decision-making around health 
care benefits is the type of health plan used 
to provide the broader health care benefit. 
The vast majority of employers currently use 
managed care plans to provide their health 
care benefits, with 61 percent of covered 
workers in PPOs, 21 percent in HMOs, 15 
percent in POS plans, and 3 percent in con-
ventional (FFS) plans (KFF/HRET, 2005). In 
addition, there is considerable and growing 
interest in CDHB. A growing number of 
companies are offering HDHPs, which 
require more upfront spending on the part of 
the consumer before services are covered, and 
which may be combined with account-based 
spending funds, funded either by the employer 
or the employee or both. In 2005, 20 percent 
of all firms offered HDHPs to employees, up 
from 10 percent in 2004 and 5 percent in 
2003. These plans are even more common 
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among the largest firms; 33 percent of firms 
with 5,000 or more workers offer them  
(KFF/HRET, 2005). 

However, fewer firms offer spending 
accounts along with their HDHPs. According 
to the 2005 Employer Health Benefits Survey, 
about 2 percent of firms with health benefits 
offer HDHPs with health reimbursement 
arrangements (HRAs), which are funded 
solely by employers. These plans cover about 
1.6 million workers in 2005. In addition, 
about 2 percent of firms with coverage offer 
health savings account (HSA)-qualified 
HDHPs, which allow workers to establish 
accounts to which both they and their 
employers can contribute. About 810,000 
workers are covered by HSA-qualified 
HDHPs (Claxton et al., 2005). Persons cov-
ered by HDHPs in the individual (non-group) 
market also can establish HSAs, and a recent 
study by Forrester Research indicated that 
the number of HSAs is expected to grow to 
more than 6 million by 2008, driven by 
growth in HDHPs (Henrickson, 2005). 

Some experts anticipate a shift to more 
individual coverage as employers drop cover-
age in response to the rising costs of provid-
ing benefits, though this has not yet been 
borne out in the coverage data. Rather, 
according to several U.S. Census Bureau 
Current Population Reports, government-
sponsored coverage has been increasing in 
recent years, while individually purchased 
coverage has remained stable (DeNavas-
Walt, Proctor, & Lee, 2005; DeNavas-Walt, 
Proctor, & Mills, 2004; Mills & Bhandari, 

2003). Additional growth in individually 
purchased coverage may occur as a result of 
the institution of HSAs. Furthermore, legis
lation was submitted recently—HR 2355, 
the Health Care Choice Act of 2005—that 
would allow an insurer selling individual 
health insurance policies in a primary State 
to sell individual policies in secondary States 
as well, while remaining subject to the insur-
ance laws in the primary State and avoiding 
most of the insurance laws in the Secondary 
states, such as those mandating coverage of 
certain benefits or treatments. 

With this movement toward CDHB or 
HDHPs with spending accounts, there are 
concerns related to coverage for mental 
health care services. Specific concerns related 
to mental health care services and HSAs 
involve the definition of preventive care and 
the services provided by Employee Assistance 
Programs (EAPs). In order to qualify to estab-
lish an HSA, an individual must be covered 
by an HDHP, which is allowed to provide 
first dollar coverage only for preventive care 
services (U.S. Department of the Treasury, 
2004a). Therefore, as long as the services 
provided by the EAP are considered preven-
tive, it will not create an eligibility problem. 
A Question and Answer Notice from the U.S. 
Department of the Treasury indicates that an 
EAP will not interfere with HSA eligibility  
“if the program does not provide significant 
benefits in the nature of medical care or 
treatment,” and that screening and other 
preventive care services will be disregarded 
(U.S. Department of the Treasury, 2004b).
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An employer also may use self-insurance 
to exert more control over its health benefit 
plan. A self-insured plan is one in which the 
employer retains the financial risk of the 
health care services utilized under the plan 
by employees and dependents. Conversely, a 
fully insured plan is one in which the 
employer pays a premium per covered mem-
ber to an insurance company, and the insur-
ance company assumes the financial risk for 
paying for covered services. Self-insured 
employers, which generally are large compa-

nies, administer their own health plans (or 
use a third-party administrator) and are 
exempt from State insurance laws through 
ERISA. Self-insured plans are subject to 
Federal oversight and the Federal MHPA. In 
2005, 54 percent of workers with health 
insurance were enrolled in self-insured or 
partially self-insured health benefit plans 
(KFF/HRET, 2005). 

Self-insuring offers employers increased 
flexibility in the benefits covered by their 
health benefit plans. The exemption from 

When designing a mental health benefit package, employ-
ers must consider how they will administer the benefits. 
Employers may choose from a variety of health plan 

types: HMOs, PPOs, POS plans, FFS, or CDHB plans. Larger employers 
may choose to offer several of these plan types, and they should consider 
how the plans will deliver the mental health benefit. After choosing the plan 
type(s), employers can choose to have a specialty MBHO deliver the benefit 
or have the mental health benefit included in the broader health benefit 
plans. Employers can also consider varying models of risk sharing. Employ-
ers can put the plans at full risk with certain limits on losses or profits or 
create a partial risk-sharing arrangement. Risk sharing increases the pressure 
on plans to ensure that benefits are utilized appropriately.

III. Administration 
of Mental Health 
Benefits: Overview of 
Carve-Out Purchasing 
Arrangements
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certain State insurance laws through self-
insuring can allow an employer to offer less 
generous benefits or exclude State-mandated 
benefits. However, Acs, Long, Marquis, and 
Short (1996) gave data showing that self-
insured plans provided at least as generous 
outpatient mental health benefits as fully 
insured plans. In addition, the authors found 
that average monthly premiums were similar 
in self-insured and fully insured plans. 

Managed care dominates the mental health 
care market, and nearly three-quarters of 
Americans with health insurance are covered 
by managed mental health benefits (Shore & 
Altman, 1999). The main decision in the 
administration of employer-sponsored mental 
health benefits appears to be whether to 
carve the benefit out to a specialty MBHO. 
The benefits of carve-outs include cost con-
trol, standardization of the benefit, care 
management, and (possibly) better access to 
care, while the drawbacks include a lack of 
coordination with physical health services 
and the difficulty of treating patients with 
special needs (Grazier & Eselius, 1999). 

Firm size (measured as revenues) is the 
strongest predictor of an employer’s likeli-
hood of carving out its mental health bene-
fits. Large firms are more likely to use carve-
outs; 40 percent of Fortune 500 companies 
carve out their mental health benefits, while 
only 30 percent of smaller companies (with 
10,000 or fewer employees) do so. Firms in 
the manufacturing and infrastructure indus-
tries also are more likely to carve out their 
mental health benefits, and employers using 
carve-outs have higher rates of union mem-
bership than other firms. In addition, 
employers interested in special expertise and 
cost savings are more likely to carve out their 
mental health benefits, while those more con-
cerned with care coordination are less likely 

to use carve-outs. Finally, among employees, 
those in non-HMO plans are more likely 
than HMO enrollees to have their mental 
health benefits carved out (Hodgkin, Horgan, 
Garnick, Merrick, & Goldin, 2000). 

Mental health carve-outs can be designed 
to deliver adequate mental health benefits, 
but employers must choose their vendors and 
negotiate their contracts carefully. To influ-
ence the cost and quality of care, an employer 
must be willing to exert its influence during 
the initial contract negotiations and during 
periodic contract reviews. Carve-out designs 
vary, as employers must determine the level 
of responsibility and control they desire. In 
addition, many employers use carve-outs for 
enrollees in certain health benefit plans, such 
as indemnity plans, while using carved-in 
benefits (i.e., integrated health plans) for 
other enrollees, such as those in managed 
care plans (Hodgkin, Horgan, Garnick, 
Merrick, & Goldin, 2000).

Mental health services generally are carved 
out either by the employer or by the health 
plan. Exhibit 2 shows three typical models  
of behavioral health care contracting, which 
are described below. Employers that prefer 
having to interact with only one entity may 
prefer either the first or second model of 
carve-out.

n	 Integrated Plan: The employer contracts 
with a single integrated health plan, with a 
carved-in mental health benefit. The health 
plan is responsible for administering both 
the physical and mental health benefits. 

n	 Health Plan Carve-Out: The employer 
contracts with a single entity, the health 
plan, but the health plan then carves out 
mental health services to an MBHO. The 
contract exists between the health plan 
and the MBHO, leaving the employer little 
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or no ability to affect the contract with the 
MBHO. 

n	 Employer Carve-Out: The employer con-
tracts separately with the health plan(s) for 
physical health care benefits and directly 
with an MBHO for mental health care 
benefits. This arrangement offers the 
employer greater control over the mental 
health benefit in areas such as making 
decisions about what services to cover and 
the extent of coverage. However, the 
employer carve-out also places greater 

administrative responsibility on employers 
for maintaining contracts. 

In another model (not shown in Exhibit 
2), the partial carve-out, certain aspects of 
mental health care are carved out, such as 
administrative services, utilization manage-
ment, or in some cases, all mental health care 
services once a certain level of utilization has 
been reached. 

The potential effects of mental health 
carve-out designs on access to, and quality 
of, benefits are addressed in Section IV.B.

Exhibit 2. Typical Models of Behavioral Health Care Contracting

Employer Employer

MBHO

MBHO
Physical 

Health Plan

Employer

Health Plan

Employer 
Carve-outs

Health Plan 
Carve-outs

Integrated 
Plan

Integrated 
Health Plan

Employer Employer

MBHO

MBHO
Physical 

Health Plan

Employer

Health Plan

Employer 
Carve-outs

Health Plan 
Carve-outs

Integrated 
Plan

Integrated 
Health Plan

Note: In all cases, financial risk may or may not be transferred from employer to administrator.
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IV. Objectives and 
Options for Designing 
an Adequate Mental 
Health Benefit

The sections that follow describe the cur-
rent state of knowledge about actions that 
have been taken to address these three 
objectives, and offer suggested options that 
employer purchasers and plans may consider 
using to meet them.

A.	 Provide Protection from 
Catastrophic Costs, Cover a Wide 
Array of Treatments, and Allow 
Flexibility within Plan
Mental health benefits can and should be 
designed to protect individuals from cata-
strophic costs, and some options to protect 
against catastrophic costs have been identi-
fied. The literature asserts that the most 
important risks to insure are risks of cata-
strophic expenditures and that limiting bene-

fits inhibits protection against catastrophic 
costs, but authors also state that cost con-
trols are necessary (Frank, Goldman, & 
McGuire, 1992). For example, according to 
the literature, users of mental health care 
services can be protected from catastrophic 
costs by providing benefit packages that do 
not have service limits, cover a wide range of 
treatments, have high annual or lifetime 
spending limits, and have annual out-of-
pocket spending maximums, which could 
help cap a beneficiary’s financial burden 
(Sing, Hill, & Puffer, 2001). Also, in an early 
report describing a model mental health 
benefit, Frank, Goldman, and McGuire 
(1992) recommend offering a benefit pack-
age without service limits but with a higher 
level of enrollee cost sharing to discourage 

Through review of the literature and expert opinion, we identified 
three objectives that employer-sponsored mental health benefits 
should strive to achieve:

n	 To provide protection from catastrophic costs, cover a wide array of 
treatments, and allow flexibility within plan; 

n	 To ensure access to covered services; and
n	 To include available evidence-based practices and treatment guidelines in 

mental health benefits.
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inappropriate or excessive use of services. 
This model would make the benefit most 
useful to those with real needs for services, 
rather than inducing demand for services that 
may be unnecessary (moral hazard).

As previously mentioned, members of the 
advisory panel noted that out-of-pocket 
expenses for mental health services often are 
not counted toward a health plan’s overall 
calculation of protection against catastrophic 
costs for enrollees. As a result, enrollees are 
at risk for incurring high out-of-pocket costs 
associated with mental health treatment ser-
vices, a finding noted by Zuvekas, Banthin, 
and Selden (1998) in their analysis of the 
1997 National Medical Expenditure Panel 
Survey. A potential remedy, recommended by 
the advisory panel, is to require that a health 
plan’s overall catastrophic protection include 
both physical and mental health out-of-
pocket costs.

While limits are used in most mental 
health benefit packages (in part to mitigate 
risk), whether limits are necessary for all 
treatment types is still in question. Twenty 
percent of individuals covered by employer-
sponsored health plans have no day or visit 
limits on their mental health benefits (Sturm 
& Pacula, 2000). Several States regulate 
mental health benefit limits for plans subject 
to State insurance laws. Some States also 
mandate that individuals be allowed to use 
intermediate services in place of inpatient 
stays, and some even prescribe how to calcu-
late the number of intermediate service units 
that are equivalent to each inpatient day 
(National Association of Insurance Commis-
sioners [NAIC], 2003). 

In practice, catastrophic coverage for men-
tal disorders may not mean protection 
against high out-of-pocket expenditures from 
catastrophic episodes. For example, Utah 

legislation addressing employer-sponsored 
benefits considers catastrophic coverage to 
mean parity with physical health coverage; 
catastrophic coverage for mental health is 
defined as “coverage that does not impose 
any lifetime, annual, episodic, inpatient ser-
vice, outpatient service, or maximum out-of-
pocket limit that places a greater financial 
burden on an insured member for the evalua-
tion and treatment of a mental health condi-
tion than for a physical health condition” 
(Hawley, 2004, emphasis added). While this 
definition suggests that adequacy is achieved 
through parity with physical health care ben-
efits, the literature did not specifically define 
what constitutes an adequate mental health 
benefit package. It also has been noted that 
mandating parity between mental and physi-
cal health care benefits does not necessarily 
ensure adequacy of the mental health benefit 
if the physical health benefit itself is inade-
quate (Otten, 1998).

Quantification of catastrophic costs is dif-
ficult, as there is no commonly accepted defi-
nition of these costs. But even without a defi-
nition or threshold for catastrophic costs, it is 
clear that the costs associated with care for 
catastrophic mental illness can place a great 
burden on individuals and their families. At 
the same time, the occurrence of catastrophic 
mental health care costs is relatively rare; the 
majority of individuals complete outpatient 
treatment within 10 visits. Individuals with 
serious mental illnesses are at greater risk for 
catastrophic costs, but only about 2.8 percent 
of the population has a serious mental illness 
(Narrow et al., 2000). Limits on care increase 
the financial burden for these individuals, as 
they are more likely to exceed these limits. 

While few individuals and families experi-
ence catastrophic mental health care costs, 
dependents (especially adolescents) are more 
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likely to have high-cost illnesses. Covering 
dependents for possible catastrophic episodes 
would address several issues, including 
employee absenteeism (to deal with untreated 
mental illness at home), low productivity and 
presenteeism, and possible turnover.

Most employer-sponsored health plans 
cover mental health services, although these 
plans generally are limited and often have 
moderate to high cost-sharing requirements. 
Several studies suggested that benefit flexi
bility and innovation are important to ensure 
that the mental health care package meets the 
needs of a wide range of enrollees. Services 
most frequently covered by mental health 
plans include inpatient psychiatric services, 
outpatient care, and prescription drugs. 
Intermediate-level services (e.g., nonhospital 
residential programs, partial or day hospital-
ization) are covered less frequently, but can 
substitute for more expensive inpatient treat-
ment when clinically appropriate. 

Employers increasingly are offering EAPs 
to provide outreach, education, case manage-
ment, and counseling services for employees, 
and in some cases to serve as a gateway to 
additional behavioral health services (Teich 
& Buck, 2003). England and Vaccaro (1991) 
profiled the EAPs of six large U.S. corpora-
tions, and the results of their interview-based 
case studies revealed several common beliefs 
shared by these companies’ EAP directors. 
For example, EAP services were seen as 
enhancing early case finding and easy access 
to benefits, as well as providing long-term 
management of care. Following implementa-
tion of these companies’ EAPs, improvements 
in access and quality of care were document-
ed, as well as decreased costs associated with 
preventive case management services aimed 
at reducing avoidable hospitalizations and 
shortening lengths of stay.

Benefit limitations typically take the form 
of limits on total dollars spent or on the 
number of days/visits, but the generosity of 
the limits varies by type of service and plan. 
Cost-sharing amounts vary significantly 
according to service, whether the service is 
provided by an in- or out-of-network pro
vider, and plan type. One of the reasons 
employers use cost sharing is to discourage 
inappropriate or excessive use of services; 
however, some employers use innovative cost-
sharing structures to encourage appropriate 
access to care.

Mental health benefit packages typically 
include several key components that employ-
ers providing mental health coverage will 
want to consider when making benefit 
design decisions:

n	 covered services; 
n	 benefit limits; 
n	 cost sharing; and 
n	 disease management.

Decisions regarding each of these compo-
nents can affect the adequacy of the mental 
health benefit.

Additional plan components—related to 
benefits and service limits—are treatment 
plans and grievance and appeals procedures. 
Treatment plans allow for more coordination 
of care and care management, but often are 
expensive to support. Grievance and appeals 
procedures, which allow patients or their 
representatives to appeal service denials, may 
serve to address distrust of managed behav-
ioral health caused by disagreements regard-
ing the appropriate course of care, the fact 
that some health plans are for-profit entities, 
and overmanagement of the mental health 
benefit. To address that distrust, a grievance 
and appeals procedure should be accessible 
to enrollees, allow patient representatives to 
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file grievances early in the treatment process, 
and provide clear guidelines for service 
authorization (Mechanic, 2002). 

1.	 Current Practice and Evidence from the 
Literature

A.	Covered Services
Employer-sponsored health plans typically 
cover a wide range of mental health services, 
and these covered services have remained 
relatively unchanged over the last several 
years. Nearly all employer-sponsored mental 
health benefit packages include coverage for 
inpatient treatment, outpatient treatment, 
and prescription drugs, which have become 
increasingly central to the treatment of men-
tal illnesses (Buck, Teich, Umland, & Stein, 
1999; Maxfield, Achman, & Cook, 2004; 
Merrick et al., 2001; Sing, Hill, & Puffer, 
2001). The clinical and cost effectiveness of 
intermediate-level services such as partial 
hospitalization were documented in 2001 in 
an extensive meta-analysis of the literature 
(Horvitz-Lennon, Normand, Gaccione, & 
Frank, 2001). Members of the advisory panel 
indicated that coverage for intermediate-level 
services is becoming more common but is still 
not sufficient. To ensure that the benefit 
package meets the needs of enrollees across 
types and severity of mental health condi-
tions, an appropriate range of services should 
be covered. If the required services are not 
provided, enrollee mental health care needs 
cannot be met regardless of other design fea-
tures (e.g., generous limits or low cost-sharing 
requirements).

In designing an adequate mental health 
benefit package, ensuring access to an appro-
priate range of services is of key importance. 
Because employees have mental health care 
needs across the spectrum of services, and 
those needs often shift across the spectrum, 

an adequate benefit package provides access 
to each of these categories of service in com-
bination with each other. For example, an 
acute mental health event requiring hospital-
ization often is followed by extensive out
patient and prescription drug therapy. The 
appropriate combination of services—
inpatient, outpatient, and prescription 
drugs—is critical to improving the mental 
health condition of an individual in this 
situation. A benefit package with unlimited 
inpatient benefits and few or no outpatient 
benefits is very generous from an inpatient 
perspective, but does not meet the needs of 
individuals needing outpatient mental health 
care services.

i)	 Inpatient Treatment
Studies show that between 94 and 100 per-
cent of employer mental health plans cover 
inpatient treatment, which includes care in 
facilities such as hospitals and nursing homes 
(Buck, Teich, Umland, & Stein, 1999; 
Merrick et al., 2001). The proportion of 
mental health spending going to inpatient 
treatment decreased dramatically between 
1991 and 2001 (Mark et al., 2005). Some 
critics of managed care have voiced concerns 
that coverage for inpatient care is sometimes 
inappropriately denied to those whose severi-
ty of illness merits this level of care. Without 
it (and without appropriate post-discharge 
follow-up care), a potentially preventable 
deterioration in mental health status may 
occur, and additional inpatient admissions 
may be necessary. 

ii)	 Outpatient Treatment
Outpatient services are covered somewhat 
less frequently than inpatient services but are 
covered by between 86 and 98 percent of 
plans (Buck, Teich, Umland, & Stein, 1999; 
Merrick et al., 2001). Outpatient treatment 
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includes both primary care and specialty 
physicians, other mental health professionals, 
and treatment provided at a hospital or other 
facility on an outpatient basis. The propor-
tion of mental health spending accounted for 
by outpatient treatment remained largely 
constant between 1991 and 2001 (Mark et 
al., 2005). 

iii)	 Intermediate Services
As stated above, providing intermediate-level 
services is becoming more common. Interme-
diate services offer health plans an alterna-
tive to costly inpatient services, when clini-
cally appropriate. Intermediate-level services 
include less intensive or nonhospital residen-
tial programs, partial or day hospitalization, 
and intensive outpatient services such as psy-
chosocial rehabilitation and case manage-
ment (Buck, Teich, Umland, & Stein, 1999; 
Buck & Umland, 1997; Frank, Goldman, & 
McGuire, 1992; Sing, Hill, & Puffer, 2001). 
In a study of 1,017 medium and large firms, 
about half of employer-sponsored health 
plans included coverage of intermediate 
services (Sing, Hill, & Puffer, 2001). Inten-
sive outpatient services are covered more 
frequently than nonhospital residential pro-
grams, ranging from 64 percent to 92 per-
cent and 52 percent to 87 percent, respec
tively. Employer carve-out plans covered 
intermediate-level services more often than 
other plan types (Buck, Teich, Umland, & 
Stein, 1999; Merrick et al., 2001). Forty-nine 
percent of plans also included coverage for 
crisis-related services, such as mental health 
hotlines or crisis intervention (Buck, Teich, 
Umland, & Stein, 1999).

iv)	 Prescription Drugs
An increasing number of prescription drugs 
have been developed to treat mental disor-
ders, and they have come to be considered a 

standard mental health benefit, covered by 
nearly all employer-sponsored plans 
(Maxfield, Achman, & Cook, 2004; Sing, 
Hill, & Puffer, 2001). Prescription drugs have 
grown increasingly important in the treatment 
of mental disorders; in fact, they are the pre-
dominant form of treatment in many cases. 
While the proportion of the U.S. population 
using outpatient mental health or substance 
abuse services was slightly higher in 2001 
than in 1996 (7.1 percent versus 6.9 percent, 
respectively), the mean number of visits per 
user decreased from 8.4 to 6.6; at the same 
time, the proportion of the U.S. population 
using psychotropic drugs increased from 5 
percent to 8.1 percent (Zuvekas, 2005). In 
2001, 21 percent of mental health spending 
was for prescription drugs, up from 7 percent 
in 1991 (Mark et al., 2005). In 2001, about 
13 percent of total spending on prescription 
drugs was for mental health drugs. Costs per 
prescription have increased recently in certain 
classes of mental health drugs owing to 
changes in therapeutic mix (the use of more 
expensive drugs and drug strengths) and the 
introduction of new drugs into the class. 

While nearly all employer-sponsored 
health benefit plans include coverage for 
prescription drugs, generosity of the benefit 
varies across health plans according to their 
formulary or preferred drug list requirements. 
A common structure for prescription drug 
benefits currently is a three-tiered plan, in 
which member copayments are lowest for 
generic drugs, more for preferred brand-name 
drugs, and highest for nonpreferred brand-
name drugs. In addition, prescription drugs 
typically are not included in calculating the 
cost of mental health benefits, and these gen-
erally are considered separate aspects of an 
employer’s health benefit plan. Utilization 
and spending for prescription drugs typically 
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is managed through traditional prescription 
drug management approaches (e.g., tiered 
copayments, formularies).

v)	 Employee Assistance Programs
A considerable and growing percentage of 
private employers offer EAPs as part of their 
employee benefit packages. In 1995, 39 per-
cent of employers with 50 or more workers 
offered an EAP, compared with 33 percent in 
1993 (French, Zarkin, Bray, & Hartwell, 
1999). In 1997, 28 percent of employees in 
small firms (fewer than 50 employees) had 
access to an EAP, as did 61 percent of 
employees in midsize firms and 75 percent of 
those in large firms (1,000 or more employ-
ees) (Masi et al., 2004). In 2002, a survey of 
645 managed behavioral health provider 
organizations found that 80.2 million indi-
viduals were enrolled in EAPs, constituting 
approximately 32 percent of Americans with 
health insurance (Open Minds, 2002). In a 
survey of more than 1,500 worksites with 
more than 50 employees, 80 percent of EAPs 
were external with a contractor providing 
EAP services to employees, 17 percent were 
internal or staffed by company employees, 
and 3 percent used a combined external/ 
internal model (French, Zarkin, Bray, & 
Hartwell, 1999). Internal EAPs are typically 
more expensive to operate, possibly making 
them a less popular option (French, Zarkin, 
Bray, & Hartwell, 1999). 

The relationship between the EAP and the 
mental or behavioral health benefit can influ-
ence the role of the EAP and how employees 
access covered services. In a stand-alone 
model, there is no service relationship 
between the EAP and the behavioral health 
benefit provider. In this situation, the EAP 
cannot transfer an employee as easily from 
EAP services to the more extensive services of 
a behavioral health provider. In an integrated 

model, the EAP is linked to the behavioral 
health provider and may serve as a gateway 
to behavioral health services (Masi et al., 
2004). The integrated model also facilitates a 
behavioral health provider’s ability to suggest 
use of the EAP for certain patients (Leopold, 
2003). 

The role of EAPs has evolved over time, 
from primarily providing confidential access 
to mental health and substance abuse services, 
to providing assessment and referral, moni-
toring short-term disability cases, and con-
ducting utilization review for mental health 
services (Coughlin, 1992; Kent, 1990). In a 
national survey of 2,180 employers with 
more than 10 employees, 79 percent of EAPs 
provided face-to-face counseling as opposed 
to telephone counseling only. Two-thirds of 
the EAPs provided brief therapy for behav-
ioral health problems. Most of the EAPs  
also reported providing counseling or referral 
services for work or family issues (Teich & 
Buck, 2003). EAPs often are considered one-
stop shops for mental health and work/family 
life services (Masi et al., 2004). Experts 
anticipate that the role and prevalence of 
EAPs will continue to expand. While many 
studies reported on the characteristics and 
prevalence of EAPs, few reported utilization 
rates. A study of the EAP at Federal Occu
pational Health, a service unit within the 
DHHS’ Program Support Center that delivers 
occupational health services to the Federal 
civilian and military workforces, reported 
that between 1999 and 2002, approximately 
3.5 percent of the 3.3 million enrollees used 
EAP services (Selvik, Stephenson, Plaza, & 
Sugden, 2004). 

B.	 Benefit Limits
While covering various types of services and 
treatments, nearly all plans enforce some 
limits on the amount or cost of services that 



Designing Employer-Sponsored Mental Health Benefits 43

are covered under the plan. Employers and 
health plans typically place limits on covered 
mental health benefits to control their finan-
cial liability. Some also may use limits out of 
the concern that mental health services will 
be used by healthy individuals who are not in 
need of them. The type of benefit limit used 
varies according to the type of service (i.e., 
inpatient or outpatient) and provider. The 
most common limits are annual limits on the 
number of visits or days of service. Annual 
limits most frequently used across employers 
of varying sizes and plan types are 20 outpa-
tient visits and 30 inpatient days (Barry et al., 
2003; Buck, Teich, Umland, & Stein, 1999; 
Buck & Umland, 1997; Hay Group, 1999; 
Merrick et al., 2001). 

The use of limits on covered mental health 
benefits has grown over time, and nearly all 
plans have implemented such limits (Hay 
Group, 1999). It is estimated that only about 
20 percent of all individuals in the United 
States with employer-sponsored health plans 
have no day or visit limits on mental health 
benefits (Sturm & Pacula, 2000). By 1997, 
annual limits on inpatient days were the most 
prevalent limit on mental health benefits 
(Buck, Teich, Umland, & Stein, 1999). 
McKusick, Mark, King, Coffey, and Genuardi 
(2002) reported findings from a national 
household survey that the proportion of 
plans without limits on inpatient services 
decreased from 60.4 percent to 25.4 percent 
between 1987 and 1996. During this time, 
the level of enrollee cost sharing also 
decreased. The authors concluded that these 
benefit design changes—increased use of 
limits and lower cost-sharing levels—affect 
mental health care users differently depend-
ing on their needed level of utilization. Indi-
viduals considered to be catastrophic users 
(defined as those who used more than 50 

inpatient days and 100 outpatient visits) 
reached their limits sooner and incurred 
increased out-of-pocket costs for services 
beyond their limits, whereas infrequent users 
of mental health care services who were 
unlikely to reach the limits benefited from 
the lower cost sharing. 

A recent survey of about 3,000 randomly 
selected employers with three or more 
employees found that just 19 percent of cov-
ered workers have coverage for an unlimited 
number of outpatient mental health visits, 
and more than 6 in 10 are limited to 30 or 
fewer visits per year. For inpatient mental 
health care services, 21 percent of covered 
workers have coverage for an unlimited num-
ber of days of treatment, 14 percent are cov-
ered for 20 or fewer days per year, 45 percent 
are covered for 21 to 30 days per year, and 
21 percent are covered for 31 or more days 
per year (KFF/HRET, 2004). 

While limits on the number of allowed 
visits are popular, employers and health 
plans may not realize cost savings from 
limits on the duration of inpatient stays, as 
inpatient stays typically are short and the 
costs are concentrated in the first few days 
of the stay. In addition, several patient- and 
provider-specific characteristics influence 
inpatient mental health lengths of stay (e.g., 
a primary diagnosis of schizophrenia, the 
number of previous admissions, a primary 
diagnosis of a mood disorder, age, a second-
ary diagnosis of an alcohol- or other drug-
related disorder) merit consideration when 
designing flexible benefits without arbitrary 
limits (Hopko, Lachar, Bailley, & Varner, 
2001; Huntley, Cho, Christman, & 
Csernansky, 1998).

Sing, Hill, and Puffer (2001) made recom-
mendations for improving mental health 
benefits without increasing costs. Their 
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recommendations included strategies to 
improve access to services by covering a 
wide range of clinically effective services 
and treatment, with incentives to substitute 
lower cost treatment when appropriate (e.g., 
intermediate-level care). A current benefit 
design trend is to allow members to trade 
services within limits. That is, rather than 
having 1 inpatient day stay, a member can 
receive 2 to 3 intensive outpatient days or 
other intermediate-level services, such as 
partial day treatment. This arrangement 
both permits greater flexibility in use of ser-
vices within specified limits and encourages 
use of less costly mental health services, as 
appropriate. Members of the advisory panel 
also suggested combining outpatient and 
intermediate-level services in a managed but 
unlimited benefit and retaining some gener-
ous limits on inpatient care. The search of 
the peer-reviewed literature did not locate 
sources that reported empirical results of the 
effects of such a combination. It is an area 
that merits further research.

Other limits used include maximum annu-
al and lifetime dollar limits on the value of 
services received (Buck, Teich, Umland, & 
Stein, 1999). Financial limits vary signifi
cantly across plan type. In 1996 (prior to 
implementation of the Federal MHPA), for 
employers with more than 500 employees, 
median annual limits on inpatient services 
were $10,000 and lifetime limits were 
between $30,000 and $50,000. Median 
outpatient annual limits were $2,000 and 
lifetime limits were $25,000 to $50,000 
(Robinson, Chimento, Bush, & Papay, 
2001). Survey data from companies with 
10 or more employees as well as companies 
with more than 500 employees showed that 
in 1997, median lifetime limits ranged from 
$25,000 to $40,000 for inpatient services 

and from $20,000 to $50,000 for outpatient 
services. The median annual limits were 
$5,000 for inpatient services and between 
$1,500 and $2,000 for outpatient services 
(Buck, Teich, Umland, & Stein, 1999; 
Merrick et al., 2001). However, use of 
annual dollar limits for outpatient services 
is not as common as it once was (Hay 
Group, 1999), and industry experts note 
that the trend has been away from using 
maximum lifetime limits. 

Laws in many States regulate limits 
on coverage for mental health treatment. 
According to a compendium of State laws 
published by the NAIC (2003), 17 States 
mandate coverage with at least specified 
minimum benefits in group contracts, 25 
States require that mental health services 
(for at least biologically based mental ill-
nesses) be covered under the same terms 
and conditions (or with no more restrictive 
limits) as other illnesses, and the following 
4 States regulate coverage limits by placing 
a specific minimum on covered days 
or visits:
n	 Mississippi: Group plans are required to 

cover at least 30 days of inpatient care, 
60 days of partial hospital treatments, and 
52 outpatient visits per year.

n	 Nevada: Plans must provide at least 
40 days of inpatient hospital care and 
40 outpatient visits each year for severe 
mental illness.

n	 Pennsylvania: Coverage for serious mental 
illness must include a minimum of 30 
inpatient and 60 outpatient days annually 
and must have no difference in annual or 
lifetime limits from other illnesses.

n	 Virginia: Coverage is mandated to be the 
same as for other illnesses except that 
coverage may be limited to 30 days per 
policy year.
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In some States, trading of services is 
required to be an option under mental health 
benefit plans. In Texas, for example, a plan 
with coverage for inpatient care must cover 
psychiatric day treatment facilities (an inter-
mediate service); according to the benefits 
calculation prescribed in statute, a full day of 
care in a psychiatric day treatment facility is 
equal to one-half day of inpatient care. Due 
to ERISA preemption, State laws regarding 
insurance do not apply to all employers, and 
many workers and their dependents are not 
covered by these protections.

A case study of employers providing 
mental health benefits offered examples 
of criteria for comprehensive mental health 
coverage. These criteria included providing 
benefits beyond the traditional limits of 
30 inpatient days and 20 outpatient visits, 
providing innovative and flexible benefits, 
including intermediate levels of care, coor-
dinating with EAPs, and encouraging 
employees’ use of mental health services. 
Examples of innovative programs include 
wellness programs, disease management, 
onsite psychiatric care, rapid-response 
teams for crisis intervention, incentives 
for participation in preventive health care 
programs, training for supervisors to 
detect mental health problems, and oppor-
tunities for employees to shape provider 
networks (Robinson, Chimento, Bush, & 
Papay, 2001).

Frank, Goldman, and McGuire (1992) 
recommended that the payment system 
encourage substitution of lower cost for 
higher cost providers, as there is an array 
of provider and facility types that can serve 
patients appropriately. They also recom-
mended that the payment system be consis-
tent with managed care techniques that 
have been shown to be effective, including 

prior authorization, concurrent review, and 
case management.

C.	 Cost Sharing
Cost sharing is required in most managed 
behavioral health care products to encour-
age appropriate use of services and to dis-
courage unnecessary or inappropriate use of 
services. In a study of 434 MCOs in which 
704 different products were available, 67 
percent of managed care plans required 
copayments for outpatient mental health 
services, 30 percent required coinsurance 
payments, and 3 percent required neither 
(Hodgkin, Horgan, Garnick, & Merrick, 
2003). In 1997, about 94 percent of plans 
offered by Fortune 500 firms with carved-
out mental health benefits had some form of 
cost sharing. The median in-network cost 
sharing was a $15 copayment or 20 percent 
coinsurance for outpatient services, a $100 
copayment or 20 percent coinsurance for 
inpatient services, and a $20 copayment or 
20 percent coinsurance for intermediate ser-
vices (Merrick et al., 2001).

The level of cost sharing may vary depend-
ing on whether in- or out-of-network pro
viders supply the services, with higher levels 
of cost sharing for out-of-network services. In 
Ma and McGuire’s (1998) study of Massa-
chusetts’ behavioral health carve-out for State 
employees, in-network coverage for inpatient 
services required no cost sharing, while out-
of-network services required 20 percent 
coinsurance. Exhibit 3 shows the median 
coinsurance rates for in-network versus 
out‑of-network providers in various health 
plan types. 

Some employers have structured cost-
sharing requirements to encourage the use of 
less costly services, to move the provision of 
services from inpatient settings to less expen-
sive outpatient settings, and to discourage 
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inappropriate or excessive use of health ser-
vices. For example, mental health benefit cost 
sharing is sometimes structured incrementally, 
so that initial mental health care visits are 
provided with little or no cost sharing fol-
lowed by higher cost sharing for extended 
use of outpatient services (Robinson, 
Chimento, Bush, & Papay, 2001). However, 
according to a member of the advisory panel, 
this incremental cost sharing is less common 
now than it once was. While cost sharing is 
an important tool for discouraging inappro-
priate or excessive use of mental health ser-
vices, setting cost-sharing levels too high 
might discourage individuals from seeking 
necessary care (Simon, Grothaus, Durham, 
Von Korff, & Pabiniak, 1996; Simon, Von 
Korff, & Durham, 1994). In fact, other liter-
ature recommended reducing enrollee cost 
sharing as a way to promote access to care 
(Sing, Hill, & Puffer, 2001).

D.	Use of Disease Case Management Approaches 
for Chronic Mental Health Conditions
Disease management programs are being 
used increasingly to improve the care of per-
sons with chronic conditions such as asthma, 
diabetes, and heart disease (Bodenheimer, 
2000). Many disease management strategies 
have been developed for chronic conditions 
that are high cost both clinically (in terms of 
the burden of suffering) and economically (in 

terms of resource utilization). Although there 
is not a universally agreed-upon definition of 
the term “disease management,” the follow-
ing is a particularly helpful one that encom-
passes features commonly found in various 
definitions:

Disease management is an approach to 
patient care that coordinates medical 
resources for patients across the entire 
health care delivery system. A critical 
distinction between disease management 
and other approaches to traditional 
medical care is a shift in focus from 
treating patients during discrete episodes 
of care to provision of high-quality care 
across the continuum.

There are at least 4 essential compo-
nents of disease management. These 
include: 

1. � An integrated health care delivery 
system capable of coordinating 
health care across the continuum; 

2. � A comprehensive knowledge base of 
the prevention, diagnosis, treatment, 
and palliation of disease; 

3. � Sophisticated clinical and adminis-
trative information systems that can 
be used to analyze practice patterns; 
and 

4. � Continuous quality improvement 
methods (Ellrodt et al., 1997, 
p. 1687).

Numerous studies have found that the use 
of a disease case management approach for 

Exhibit 3. In- and Out-of-Network Cost Sharing
Inpatient Outpatient

In-network Out-of-network In-network Out-of-network

PPO 0% 20% 50% 70%

HMO 0% — 20% —

POS 0% 20% 20% 40%

FFS 10% — 20% —

Source: Sing, Hill, & Puffer, 2001.
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persons with chronic mental health condi-
tions such as major depression has resulted in 
improved patient outcomes and improved 
ability of employer purchasers and health 
plans to control costs. For example, a 2001 
review of studies that examined the effects of 
disease management techniques for persons 
with major depression found that these pro-
grams had several common successful fea-
tures related to screening, patient education, 
and the use of treatment guidelines. These 
features included taking responsibility for 
patient follow-up, determining whether 
adherence to treatment recommendations 
was occurring, assessing treatment outcomes 
for improvement, and intervening when 
patients were not adhering to their treatment 
regimens or achieving expected improve-
ments. In many of the studies reviewed, case 
management services were provided over the 
telephone at a low cost per case treated. Suc-
cessful disease management programs were 
designed to calibrate the level and intensity of 
services based on patient needs (e.g., deter-
mining how best to coordinate the services of 
primary care providers, case managers, and 
mental health specialty providers such as psy-
chologists and psychiatrists) (Von Korff & 
Goldberg, 2001).

A meta-analysis of published studies 
designed to measure the effects of disease 
management programs on treatment of 
depression found that the pooled results of 
these studies documented statistically signifi-
cant improvements in the following 
indicators: 

n	 symptoms of depression; 
n	 physical functioning; 
n	 health status; 
n	 satisfaction with treatment; and 
n	 adherence to treatment regimens. 

Other improvements also were found in 
the following areas: 

n	 the rate of detection of depression; 
n	 adequacy of treatment with antidepres-

sants; and 
n	 outcomes that are influenced by both pro-

viders’ and patients’ adherence. 

Although the authors did not measure pro-
ductivity gains that might have occurred as a 
result of a disease management approach, 
they noted that such programs improve qual-
ity of care, measured in terms of both pro-
cesses and outcomes of care. Although such 
programs can increase treatment costs (at 
least in the short term), the investment poten-
tially results in longer term cost savings in the 
form of reductions in avoidable hospitaliza-
tions and enhanced employee productivity 
(Badamgarav et al., 2003).

2.	 Options for Meeting the Objective
To meet the objective of providing protection 
from catastrophic costs, covering a wide 
array of treatments, and allowing flexibility 
within their plans, employers should consider 
the following options:

n	 Combine the out-of-pocket maximums for 
mental and physical health care services. 
Patients’ out-of-pocket expenses for mental 
health services should be applied to a uni-
fied benefit out-of-pocket maximum that 
also includes unreimbursed expenses for 
medical/surgical care. The role of health 
insurance generally is to protect against 
financial ruin caused by medical care costs. 
The main concern is the total amount of 
these costs and the ability of the individual 
or family to shoulder the burden. It may 
be more appropriate to consider spending 
for mental and physical health care servic-
es together rather than separately when 



Special Report48

calculating out-of-pocket maximums and 
expenditures. 

n	 Provide coverage for a variety of treat-
ment modalities. To provide adequate cov-
erage, a health plan should cover a variety 
of treatment types, including inpatient, 
intermediate, and outpatient services and 
prescription drugs. Intermediate services 
may be provided both as a less intensive 
treatment modality for those not requiring 
inpatient care and as a less expensive ser-
vice. Plans could reduce costs by encourag-
ing providers and patients to “step down” 
from inpatient to intermediate services as 
soon as is medically feasible for the 
patient. Also, as prescription drugs have 
grown more integral to the treatment of 
mental illnesses, the prescription drug ben-
efit should cover a range of mental health 
drugs to ensure access. 

n	 Provide a flexible mental health care 
benefit with generous or no limits. An 
employer that prefers to retain some lim-
its on care covered may wish to focus on 
limits for inpatient services and clarify 
explicit criteria for evaluating medical 
necessity. Some specific options include 
the following: 
n	 Eliminating limits for outpatient bene-

fits. Actuarial analysis of the relation-
ship between benefits and premiums 
finds that increasing the number of 
covered visits would increase plan costs 
by a relatively small amount, and as 
the number of covered services is 
increased the cost per additional unit of 
service decreases substantially. If the 
typical outpatient benefit limit of 20 
visits per year is increased to 90 visits 
(essentially an unlimited benefit), the 
overall cost of the outpatient mental 
health benefit will increase by 17 per-

cent, or $0.68 PMPM for general men-
tal health and $0.18 PMPM for sub-
stance abuse (based on a 90 percent 
benefit rate). These dollar amounts rep-
resent increases of only 0.2 percent (for 
mental health) and 0.06 percent (for 
substance abuse) of the PMPM cost for 
all benefits (physical and mental com-
bined) for a typical health care plan. 
(See Appendix A for a complete 
description of this analysis and for 
PMPM figures for various benefit lim-
its.) Employers and health plans also 
could calibrate graduated cost sharing 
for outpatient visits, with the first few 
visits having low or no cost sharing. 

n	 Combining coverage for outpatient 
and intermediate-level services in a 
managed but unlimited benefit and 
retaining some generous limits on inpa-
tient care. While not yet supported in 
the empirical literature, based on the 
advisory panel’s advice it may be feasi-
ble to implement such a combination, 
provided monitoring techniques are in 
place to measure the effects on access, 
cost, and quality of services. 

n	 Covering inpatient care with generous 
limits, as this is unlikely to induce addi-
tional demand. Actuarial analysis, 
described in Appendix A, indicates that 
providing coverage for additional inpa-
tient days increases plan costs by a rela-
tively small amount, and the cost per 
additional day decreases as the number 
of covered days increases. For example, 
if the typical inpatient benefit limit of 
30 days is doubled to 60 days, the 
overall cost of the inpatient mental 
health benefit will increase by 22 per-
cent, or $1.55 PMPM for general men-
tal health and $0.62 PMPM for sub-
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stance abuse (based on an 80 percent 
benefit rate and assuming average U.S. 
costs in 2005). These dollar amounts 
represent increases of only 0.4 percent 
(for mental health) and 0.2 percent (for 
substance abuse) of the PMPM cost for 
all benefits (physical and mental com-
bined) for a typical health care plan. 

n	 Providing a flexible benefit package. 
Employers or their health plan vendors 
should create a flexible mental health 
benefit plan that covers a range of ser-
vices and treatment types (including 
intermediate services) and allows 
enrollees to trade services of different 
types among the benefit limits. A flexi-
ble benefit package can adapt to the 
needs of employees and their depen-
dents, allowing the benefit to cover 
more people adequately. Flexibility in 
the benefit package enables providers 
to ensure that individual patients are 
provided with treatments that work for 
them. Plans also should use incentives 
to encourage the use of lower cost 
treatments (such as intermediate-level 
care) and providers where appropriate, 
and they should ensure that the mental 
health benefit covers the services need-
ed by patients of different ages with 
different needs.

n	 Use the EAP for access and integrate it 
with the mental health benefit. If using an 
EAP, employers should advertise the ser-
vices to employees and their dependents 
and use the EAP to get those who need 
care into appropriate treatment quickly. 
Outreach and employee education should 
be stressed. The EAP should be portrayed 
as an acceptable option for employees, to 
reduce the stigma associated with mental 
health care. Integration of the EAP with 

the mental health benefit would allow 
timely provision of treatment to individu-
als identified through calls to the EAP. 
Employers also should ensure appropriate 
funding of the EAP. 

n	 Use treatment plans and prior authoriza-
tion. Employers and plans can use provider-
developed and plan-approved treatment 
plans and prior authorization to manage 
the care delivered to members. These tech-
niques would serve to reduce demand for 
unnecessary services possibly induced by 
increased limits or lower cost sharing. 
However, plans should avoid creating 
unnecessary barriers to care, such as heavy-
handed utilization management, which 
may impinge on service delivery. This may 
be accomplished through providing initial 
visits without prior authorization or refer-
ral requirements. In addition, plans should 
provide an accessible grievance and appeals 
procedure with clear guidelines for approv-
al and denial of services.

n	 Use a disease case management approach 
to improve outcomes and help manage 
costs. Employers and health plans have 
found that using disease case management 
programs for conditions such as asthma 
and diabetes leads to clinically desirable 
outcomes. Similar approaches can be taken 
for managing the treatment of depression 
or anxiety to improve employees’ ability to 
remain productive both on and off the job.

B.	 Ensure Access to Covered 
Services 
Regardless of the numbers and types of ser-
vices covered by a mental health benefit 
plan, if employees and their covered depen-
dents cannot access the covered services they 
need, the benefit is not adequate. Employees 
must be educated about the benefit and the 
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services/provider types covered in order to 
know how to seek care when they need it. 
Other factors to consider include having suf-
ficient numbers and types of providers in the 
plans’ networks within a reasonable travel 
distance to meet enrollees’ needs and to pro-
vide enrollees with a choice of providers and 
timely appointments.

1.	 Current Practice and Evidence from the 
Literature

A.	Effects of Financial Risk-Sharing Arrangements 
on Access to Care
Financial risk-sharing relationships vary 
among and across delivery models of behav-
ioral health care. On one end of the spec-
trum, all the financial risk is transferred to 
the MBHO; on the other end, the MBHO 
bears little or no risk. Within the spectrum 
are shared risk relationships, in which pay-
ment to MBHOs is based on their perfor-
mance relative to performance targets (Frank, 
McGuire, & Newhouse, 1995). Arrange
ments in which MBHOs share risk appear to 
be more common than ones in which 
MBHOs bear no risk (Garnick et al., 2001). 
In a survey of 458 MBHOs, Garnick et al. 
(2001) found that in 1999, 12.8 percent of 
the MBHOs operated under partial risk-
sharing agreements. The most frequent risk-
sharing arrangement across plan types is one 
in which MBHOs are fully at risk within cer-
tain limits on the MBHO’s losses or profits. 
In 1999, 52.8 percent of managed behavioral 
health products participated in this kind of 
arrangement (Garnick et al., 2001). Risk-
sharing mechanisms affected the supply of 
services; outpatient mental health visits were 
reduced between 20 percent and 25 percent 
when risk sharing was introduced in an 
MBHO that covered approximately 2 million 
enrollees (Rosenthal, 1999; 2000).

For mental health benefits that are carved 
into the general health care benefit plan, 
financial risk-sharing relationships between 
the employee and the employer or plan may 
change as employers increase their use of 
CDHB and HDHPs, with or without 
account-based spending accounts such as 
HSAs. As discussed in Section II, members of 
the advisory panel expressed concerns related 
to coverage for mental health care services in 
these types of plans, specifically in regard to 
the definition of preventive care and what 
services will qualify for coverage or apply to 
the deductible. As the prevalence of these 
plans increases, attention will need to be 
given to these cost and coverage issues, and 
employees will need guidance on their fund-
ing decisions related to HSAs or other health 
care accounts. 

B.	 Effects of Carve-Outs on Access to Mental 
Health Care Services
As described in Section III, several factors 
influence employer decisions about carving 
out their mental health benefits. In particular, 
employers must consider various aspects of 
the plans, including utilization management 
and quality of care, contracts with accredited 
MCOs and MBHOs, care management and 
coordination, provision of services to vulnera-
ble populations, and costs, as discussed below. 

i)	 Utilization Management and Quality of 
Care
The literature shows that patterns of mental 
health care utilization have changed with the 
increased use of the MBHO model, but the 
overall use of mental health care has not. In 
some cases, access to care has increased, per-
haps due to programs like EAPs, direct access 
to services under MBHOs, and better coordi-
nation and education efforts among special-
ists, primary care providers, and consumers 
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(Feldman, 1998; Hodgkin, Horgan, Garnick, 
Merrick, & Goldin, 2000; Zuvekas, Regier, 
Rae, Rupp, & Narrow, 2002). For example, 
enrollees in MBHOs typically access mental 
health services via a toll-free number that can 
be reached 24 hours a day or through an 
EAP referral, while in general managed care 
health plans, enrollees often are required to 
see a primary care provider who can then 
refer them to a mental health care practitio-
ner. MBHO contracts often include mecha-
nisms such as enrollee education about bene-
fits, limited maximum telephone wait times, 
and maximum wait times before an appoint-
ment is scheduled, which can increase access 
to care (Feldman, 1998). Nearly all Fortune 
500 companies that have a carve-out also 
have an EAP, which can be an easy and non-
threatening way for employees to receive care 
(Merrick et al., 2003). 

A review of one large MBHO, United 
Behavioral Health, found that while it fre-
quently performed utilization reviews for 
appropriateness of services, the actual denial 
rate was only 0.8 percent. The authors noted 
that while the study indicates that service 
denial was not a common method of limiting 
care, MBHOs may use other processes to 
limit access to care, or providers may have 
learned how to get their requests authorized 
(Koike, Klap, & Unützer, 2000). 

Another study of the private sector by 
Goldman, McCulloch, and Sturm (1998) 
found that after an MBHO was contracted 
for mental health care services, the total 
number of persons using mental health care 
services increased, while the average number 
of outpatient visits per person decreased, 
probability of inpatient admission declined, 
and average inpatient length of stay was 
reduced. In managed behavioral health care 
arrangements, the use of intermediate care, 

such as residential treatment and partial hos-
pitalization in place of hospital care, general-
ly increases, which may allay concerns of 
overhospitalization and restrictive treatment 
settings (England & Vaccaro, 1991; Grazier 
& Eselius, 1999). A case study of a medium-
size firm of 1,943 employees that implement-
ed managed behavioral health care found 
that MBHO enrollees had an increased likeli-
hood of receiving outpatient mental health 
care and no difference in the level of care in 
terms of services received once the patient 
was under care (Grazier, Eselius, Hu, Shore, 
& G’Sell, 1999). According to a study by 
Buck, Teich, Umland, and Stein (1999), 
MBHOs are less likely than other types of 
plans (e.g., PPOs and HMOs) to impose 
special limits, with one-third of MBHOs 
having no special limits at all. The utilization 
management undertaken by MBHOs may 
allow them to set higher benefit limits with-
out concern for cost. 

Some of the literature suggested that the 
structure, administrative techniques, and spe-
cialization of MBHOs may enable them to 
provide better mental health care to patients. 
In integrated medical plans with competing 
HMOs, HMOs have an incentive to avoid 
enrolling patients with behavioral health 
problems because their costs exceed their 
premiums. Employers can avoid this problem 
if all employees are enrolled in a single 
carve-out, which therefore cannot disenroll 
or avoid expensive patients (Frank, Koy-
anagi, & McGuire, 1997; Hodgkin, Horgan, 
Garnick, Merrick, & Goldin, 2000;). In this 
situation, employees with a mental illness are 
unable to choose health plans with greater 
benefits, eliminating the problem of adverse 
selection. Hodgkin, Horgan, Garnick, Mer-
rick, and Goldin (2000) also hypothesized 
that a separate budget for behavioral health 
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services ensures that an HMO cannot divert 
funds from behavioral health to general 
health. One author commented that the 
intense case management capabilities of 
MBHOs can actually ensure quality care for 
patients as opposed to using the mechanism 
to deny care (Durham, 1995). MBHOs can 
improve care by developing specialized clini-
cal practice protocols to guide care delivery, 
employing mental health professionals as 
case managers, and maintaining a compre-
hensive behavioral health service network 
(Teitelbaum, Rosenbaum, Burgess, & 
DeCourcy, 1999). MBHOs also have had 
success coordinating care between substance 
abuse and mental health services, which is 
crucial given the high prevalence of patients 
with dual diagnoses (Feldman, 1998). 

The American Medical Association (AMA) 
and the American Psychiatric Association 
(APA) are concerned that providing mental 
health services separately from physical 
health through an MBHO stigmatizes and 
discriminates against enrollees with mental 
illness. Another belief of some psychiatrists is 
that MBHOs impose onerous authorization 
requirements, inappropriately provide only 
limited authorizations, or provide insufficient 
reimbursements, which are disincentives for 
psychiatrists’ participation in MBHO net-
works (APA, 2002). 

Quality can be difficult to measure, but 
some common ways to measure it are hospi-
tal readmissions, appropriateness of medica-
tions, type of counseling received, access to a 
range of appropriate mental health providers, 
and adherence to clinical treatment guide-
lines. MBHOs are sometimes criticized for 
shifting patients away from the care of psy-
chiatrists toward less expensive mental health 
providers like doctoral-level psychologists or 
master’s-level therapists. A study by Sturm 

and Klap (1999) found that the majority of 
MBHO enrollees with depressive disorders 
and almost all enrollees with psychotic disor-
ders had contact with a psychiatrist. Merrick 
(1998) found that while inpatient service 
payments and lengths of stay decreased for 
MBHO enrollees, readmission rates did not 
change significantly, and the proportion of 
discharges receiving follow-up care increased 
significantly. A case study by Busch (2002) 
found that MBHO enrollees diagnosed with 
depression were 25 percent more likely to 
receive mental health treatment according to 
AHRQ and APA guidelines. Exhibit 4 sum-
marizes the benefits and drawbacks of an 
MBHO carve-out.

Altman and Goldstein (1988) laid out 
the differences in clinical practices, manage-
ment strategies, and benefit design across 
different HMO models, including group 
models, staff models, and individual practice 
associations (IPAs). The authors noted dif-
ferences in cost sharing for outpatient visits 
(lower in staff models, incremental increases 
in IPAs) and alternative benefits (staff mod-
els providing additional day treatment, other 
models allowing substitution of day treat-
ment for inpatient days). No systematic pat-
terns in access were found in the model 
types; variation existed both within and 
between the models. In all types, plans pro-
vided more benefits than their specified ben-
efit offerings would suggest. The six HMOs 
studied required a primary care physician 
referral for mental health services; however, 
half of them ignored this requirement and 
allowed self-referral for at least the initial 
visit. Staff and group model plans were 
more likely to extend benefits beyond plan 
limits to achieve other goals such as preven-
tion of hospitalization, while none of the 
IPAs did so. 
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ii)	 Contracts with Accredited MCOs and 
MBHOs
Employer purchasers have found that requir-
ing contracted health plans such as carve-out 
MBHOs to be accredited by organizations 
such as the National Committee for Quality 
Assurance (NCQA), the Joint Commission on 
the Accreditation of Healthcare Organizations 
(JCAHO), or the Utilization Review Accredi-

tation Committee (URAC) is an essential way 
to help ensure access to quality care (Scanlon 
& Hendrix, 1998). These organizations 
require that health plans meet a variety of 
performance measures that include standards 
for access to care, provider network composi-
tion, and improved health outcomes. NCQA 
and JCAHO, for example, have developed 
performance standards specifically for 
MBHOs. URAC has standards for utilization 
review, case management, and disease man-
agement programs. Quality is also measured 
through NCQA’s Consumer Assessment of 
Health Plans Survey (CAHPS®). A random 
sample of consumers is surveyed annually 
about their experiences and satisfaction with 
their health plans, and CAHPS publicly 
reports aggregate measures of their responses 
across health plans. Employer purchasers 
have found that plans with high scores pro-
vide high-quality care and have high consum-
er satisfaction. This information helps to 
inform employer purchasers’ decisions about 
the plans with which to contract.

iii)	 Care Management and Coordination
Carve-outs are thought to improve care man-
agement and health service delivery through 
more sophisticated networks and a high level 
of expertise on mental health care issues 
(Grazier & Eselius, 1999). This improved 
care management may help mitigate the 
effects of adverse selection and moral hazard. 
A carve-out also may curb adverse selection 
by shifting financial risk to the MBHO and 
by providing the same mental health benefits 
to members of different health plans offered 
by one employer. However, most employers 
using carve-outs do so for only some of their 
employees and do not create a single benefit 
for all mental health needs (Sturm & 
McCulloch, 1998). 

Exhibit 4. Benefits and Drawbacks 
of Carving Out to MBHO
Benefits

•	 Pooling of good and bad risks/elimination of 
adverse selection (if all members are in a 
single carve-out)

•	 Separate budget, which ensures funds will 
not be diverted

•	 Case management performed by mental 
health professionals

•	 Specialized clinical protocols to guide care 
delivery

•	 Comprehensive mental health network 
•	 Coordination of mental health and 

substance abuse treatments for patients 
with dual diagnoses 

•	 Access to psychiatrists
•	 Follow-up care after hospitalization
•	 Treatments more likely to be provided 

according to treatment guidelines

Drawbacks

•	 Separation of benefit, which may perpetuate 
stigma and lead to possible discrimination

•	 Onerous authorization requirements or 
frequent denials

•	 Insufficient reimbursement of clinicians
•	 Inhibition of creation of a fully integrated 

system of services intended to holistically 
address the medical and mental health 
needs of enrollees, which may not properly 
sensitize primary care providers to mental 
health issues of their patients

•	 Possible confusion for enrollees and 
providers if effective care coordination 
mechanisms are not in place

Sources:	 APA, 2002; Busch, 2002; Durham, 1995; Feldman, 1998; 
Frank, Koyanagi, & McGuire, 1997; Grazier & Eselius, 1999; 
Hodgkin, Horgan, Garnick, Merrick, & Goldin, 2000; Merrick, 
1998; Sturm & Klap, 1999; Teitelbaum, Rosenbaum, Burgess, 
& DeCourcy, 1999.
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Sturm and McCulloch (1998) reported 
substantial variety in mental health benefits, 
which the authors asserted is indicative of 
attempts to address moral hazard and 
adverse selection. Frank, McGuire, Bae, and 
Rupp (1997) also asserted that mental health 
carve-outs may help mitigate adverse selec-
tion and reduce the incentives for plans to 
compete to avoid “bad” risks or individuals 
with high mental health care needs (e.g., by 
offering a limited mental health benefits 
package). Salkever and Shinogle (2000) stud-
ied factors influencing employers’ decisions 
to use mental health carve-outs. They identi-
fied two ways in which carve-outs can miti-
gate adverse selection: (1) employing effective 
utilization management strategies for mental 
health services and (2) limiting employees’ 
choice of mental health benefits packages by 
using one carve-out arrangement across all 
health plans offered. The study ultimately 
was inconclusive regarding whether employ-
ers choose carve-outs specifically to control 
adverse selection.

On the related topic of care coordination, 
the experts interviewed for this project iden-
tified the coordination of mental and physi-
cal health services as a challenge, especially 
when mental health services are provided 
as a carve-out through a separate contract, 
because this severs the link between the 
benefits. Separation of the benefits was a 
common critique of behavioral health carve-
outs throughout the literature as well, 
although it was noted that there are no 
nationally accepted benchmarks for care 
coordination and that care coordination is 
a broader health care issue. While primary 
care providers are often the first and some-
times the only medical professionals who 
see patients with mental illness, they may 
not be as effective in delivering specialized 

mental health care as psychiatrists and 
other mental health clinicians (Goldberg, 
1999; Sturm & Klap, 1999; Varmus, 1998). 
According to one article, more than two-
thirds of all prescriptions for psychotropic 
medications are written by physicians who 
are not psychiatrists, and 50 percent of 
patients with mental disorders see a primary 
care provider only (Fagan, Schmidt, & 
Cook, 2002). In addition, according to 
members of the advisory panel, some new 
psychopharmaceuticals carry “black-box” 
warnings that require extensive follow-on 
care, and primary care providers may be 
reluctant to prescribe such drugs owing to 
these requirements.

Ideally, primary care providers should 
have a clear mechanism to refer patients to 
mental health specialists and to communi-
cate with specialists about past and concur-
rent treatments. Administrative barriers 
between primary care physicians and mental 
health specialists could delay patients receiv-
ing the appropriate mental health care. 
Group Health Cooperative of Puget Sound 
in Seattle provided an example of a success-
ful collaborative disease case management 
model in which primary care physicians and 
mental health providers worked together. A 
Group Health experiment found that 74 
percent of patients with major depression 
treated in a collaborative setting (a primary 
care physician and a psychiatrist) saw signif-
icant improvement in their condition, com-
pared with 42 percent of patients who 
received care only from a primary care phy-
sician. Key elements of Group Health’s col-
laborative model included getting physicians 
and psychiatrists to work closely to share 
medical records if possible, and ensuring 
that the billing system encouraged collabo-
ration (Katon et al., 1997; White, 1997). 
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Rosenbaum, Mauery, and Kamoie (2001) 
addressed care coordination between physi-
cal and behavioral services in managed care 
contracts. The authors found that the move-
ment toward physical and behavioral health 
service integration appears to be founded in 
the belief that integration is fundamental to 
the standard of primary care itself. NCQA 
includes standards for care coordination in 
its accreditation standards for both MBHOs 
and general MCOs. However, while purchas-
ers identify care coordination as a perfor-
mance standard of interest, few identify spe-
cific benchmarks for care coordination. The 
authors set forth sample purchasing specifi-
cations for care coordination in managed 
care contracts. They suggested that the con-
tract language may be especially useful for 
purchasers considering contracting with 
MBHOs that are not NCQA-accredited or 
that wish to use standards exceeding those 
of NCQA. 

Another issue to consider in care coordi-
nation is the potential for medical cost off-
sets. Cost offsets may be achieved by appro-
priately treating diseases like depression or 
other mental health disorders, which often 
lead to general disability (Mechanic, 1998). 
Coordination of care between physical and 
mental health care gives MBHOs the incen-
tive and ability to practice cost-offset and 
preventive measures, because the MBHO will 
reap the benefits (Hodgkin, Horgan, Garnick, 
Merrick, & Goldin, 2000; Mechanic, 1997). 
However, a study of eight large employers 
with generous mental health benefits found 
that employers choosing behavioral health 
carve-outs had concluded that the care quali-
ty and management offered by a behavioral 
health specialty benefit outweighed the 
reported advantages of integrated health care 
benefits (Apgar, 2001).

iv)	 Provision of Services to Vulnerable 
Populations
A concern associated with mental health 
carve-outs is that they limit care for those 
with special mental health care needs, such  
as children and adolescents and those with 
serious mental illnesses. The most dramatic 
reductions in costs have been among indi-
viduals with the highest expenditures and 
the most serious illnesses, raising concerns 
that necessary services may be cut along 
with unnecessary utilization (Grazier & 
Eselius, 1999).

Employer mental health benefits often 
extend to the families of employees, who 
therefore should be considered when design-
ing the benefit. Adolescents are more likely 
to use both outpatient and inpatient mental 
health services than adults. Thus, limits on 
benefits have a greater effect on adolescents 
(Gresenz, Liu, & Sturm, 1998). In one study, 
the implementation of parity and managed 
care resulted in reduced inpatient use by chil-
dren and adolescents, but it was not clear if 
this was the result of reducing unnecessary 
use or of cutting needed services (Zuvekas, 
Regier, Rae, Rupp, & Narrow, 2002). In a 
study of Medicaid beneficiaries, inpatient 
readmission of children and adolescents who 
received behavioral health services through a 
carve-out increased from less than 8 percent 
to more than 10 percent, and children’s 
inpatient providers were more critical of 
clinical decisions than other providers were. 
Researchers suggest that children may have 
more complex needs than adults and that 
carve-outs may not have the resources neces-
sary to coordinate their care with family 
members, schools, and other agencies 
(Grazier & Eselius, 1999).

Several articles raised the concern that 
MBHOs limit inpatient care to the point of 
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hindering the care of the seriously mentally ill 
(Zuvekas, Regier, Rae, Rupp, & Narrow, 
2002). An article in the Archives of General 
Psychiatry concluded that while enrollment 
in an MBHO does not change the likelihood 
of an individual with schizophrenia receiving 
antipsychotic medication, it does negatively 
impact the use of individual therapy, group 
therapy, and psychosocial rehabilitation 
(Busch, Frank, & Lehman, 2004). Huskamp 
(1999) found, in a study of the Massachusetts 
State employee carve-out, that seriously men-
tally ill patients with unipolar depression or 
substance dependence experienced decreased 
inpatient and outpatient costs per episode. 
The author asserted that individuals with 
severe mental illness potentially experienced a 
decrease in necessary services. A study by 
Landerman, Burns, Swartz, Wagner, and 
George (1994) found that financial require-
ments such as copayments do reduce the use 
of mental health care by those with a psychi-
atric diagnosis. Finally, the Surgeon General’s 
Report on Mental Health noted that patients 
with serious mental illnesses and children are 
at greater risk for experiencing negative out-
comes associated with benefits limits and 
quality concerns related to managed care 
(DHHS, 1999).

v)	 Costs
Researchers agree that MBHOs reduce costs 
for the purchaser and the enrollee at least in 
the short run (Frank & McGuire, 1997; 
Goldman, McCulloch, & Sturm, 1998; 
Grazier & Eselius, 1999; Grazier, Eselius, Hu, 
Shore, & G’Sell, 1999; Huskamp, 1999; Ma 
& McGuire, 1998; Teitelbaum, Rosenbaum, 
Burgess, & DeCourcy, 1999; Zuvekas, Regier, 
Rae, Rupp, & Narrow, 2002). Employers 
may realize savings ranging from 30 percent 
to 40 percent in their first year of contracting 
with an MBHO, with savings stabilizing after 

year three (Feldman, 1998). Much of these 
savings result from MBHO efforts to shift 
care from inpatient services to less intensive 
and less costly outpatient services. According 
to Feldman (1998), in the 10 years following 
the introduction of MBHOs in the late 1980s, 
the share of total mental health costs account-
ed for by inpatient services declined from 75 
percent to less than 50 percent. 

MBHOs also can reduce mental health 
care costs by negotiating lower fees with 
providers, creating economies of scale, sup-
porting the use of lower cost services, and 
providing better management and selection 
of services (Feldman, 1998; Grazier & 
Eselius, 1999; Ma & McGuire, 1998). How-
ever, researchers must consider confounding 
variables in their studies of mental health 
care costs in MBHOs. In some cases, the 
drastic cost savings associated with con
tracting with an MBHO may actually be 
attributable to switching from an indemnity 
plan to managed care, as opposed to the 
MBHO specifically (Hodgkin, Horgan, 
Garnick, Merrick, & Goldin, 2000). In 
addition, Goldman, McCulloch, and Sturm 
(1998) asserted that the particular risk-
sharing contractual arrangements between 
an employer and an MBHO appear to have 
less impact on total cost savings than certain 
other factors, such as the competitive mar-
ket for large employer contracts, manage-
ment consistency between contracts within 
an MBHO, and professional values and 
commitments to patient care. 

On the other hand, as described in the 
above section on care management and coor-
dination, because carve-outs eliminate the 
relationship between the physical and mental 
health elements of the health care benefit 
plan, they eliminate the incentive and ability 
of a health plan to achieve cost offsets 
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between the two (Hodgkin, Horgan, Garnick, 
Merrick, & Goldin, 2000; Mechanic, 1997). 

2.	 Options for Meeting the Objective
To meet the objective of ensuring access to 
covered services, employers should consider 
the following options:

n	 Choose mental health carve-out vendors 
carefully and negotiate contracts to ensure 
access, quality of care, care management, 
and appropriate care for vulnerable 
populations.

n	 Incorporate approaches to coordinating 
mental and physical health care services. 
Provide for communication between differ-
ent provider types and specialties, to 
include sharing information about diagno-
ses, treatment plans, prescribed drugs, and 
prognoses.

n	 Take care in structuring mental health ben-
efits as CDHB becomes more prevalent. 
The literature regarding these consumer-
directed plans and what they may mean 
for mental health care delivery is still in its 
infancy but is growing rapidly. More infor-
mation is needed from the professional 
community regarding any special consider-
ations that mental health should receive 
when establishing these types of plans.

n	 Encourage employees to consider mental 
health needs in funding HSAs or other 
types of accounts. Mental health treat-
ments are clearly an issue for someone 
contemplating an HSA who has an exist-
ing mental health condition. It is not yet 
clear how individuals will finance HSAs to 
insure against the catastrophic costs of an 
unanticipated mental illness.

n	 Contract with health plans that are accred-
ited by a national quality review organiza-
tion. The accreditation standards of orga-
nizations such as NCQA, JCAHO, or 

URAC comprise quality performance indi-
cators related to access and outcomes that 
help to ensure that mental health benefits 
are provided on a timely basis in safe and 
effective treatment settings.

n	 Assess care provided by primary care pro-
viders and referral procedures. At present, 
a substantial amount of treatment in the 
form of mental health screening and pre-
scribing of psychopharmaceuticals occurs 
in primary care settings. Primary care phy-
sicians should monitor for “triggers” that 
indicate a need for specialty mental health 
providers (e.g., family therapists, case 
managers, psychologists, psychiatrists,  
and social workers) to engage in focused 
therapies such as short-term cognitive 
behavioral therapy. 

C.	 Include Evidence-Based Practices 
and Treatment Guidelines as Available 
in Mental Health Benefits
The mental health service system has been 
shaped more by historical tradition, political 
decisions, and conventions of practice, 
financing, and organization than by a body 
of research evidence about effectiveness and 
efficiency (Goldman, Thelander, & Westrin, 
2000). The effectiveness of mental health 
treatments and services must be taken into 
consideration when making decisions about 
what to provide through a benefit plan. Treat
ments and services that have been proven 
through research evidence or treatment 
outcomes to be effective should be among 
those that are included, as the provision of 
evidence-based practices can lead to positive 
outcomes. Evidence-based practices are those 
that are shown through consistent scientific 
evidence to be safe (although they may have 
side effects that have been judged to be 
acceptable, in light of the positive impacts of 
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the practices), efficacious, and effective for 
most persons with a given disorder (Center 
for Mental Health Services [CMHS], 2004). 

1.	 Current Practice and Evidence from the 
Literature 
To identify evidence-based practices, the lit-
erature specified several necessary character-
istics of the practices, including consistent 
scientific evidence showing improved out-
comes and permitting assessment of the 
quality of the practices (Drake et al., 2001). 
Evidence-based practices are a means of 
achieving the dual goals of quality and 
accountability in mental health services 
(Goldman et al., 2001). 

In order to ensure their effectiveness, these 
practices should be implemented with “pro-
gram fidelity;” that is, they should adhere to 
the treatment parameters that were found to 
be effective. Health plan purchasers (i.e., 
employers) may wish to discuss evidence-
based practices with their mental health 
benefit plans to ensure their provision; how-
ever, the lack of an evidence base for a treat-
ment may not be a sufficient reason to 
exclude the treatment from a benefit package 
(Lehman, Goldman, Dixon, & Churchill, 
2004). Other standards must be used to eval-
uate the effectiveness of services for which 
there may be little scientific evidence, such as 
prevailing professional practice standards, 
community needs, and other pragmatic fac-
tors. Other services may be of self-evident 
value and not require additional evaluation, 
and some may continue to be offered with 
the caveat that an evaluation must be under-
taken in the future. Health care systems are 
also urged to track indicators, outcomes, and 
costs to document efficacy and cost-efficiency 
of programs and to secure support of manag-
ers and fiscal officers for preventive services 
(Nitzkin & Smith, 2004). 

A.	Sources of Information about Evidence-Based 
Practices
The Substance Abuse and Mental Health Ser-
vices Administration (SAMHSA) Center for 
Mental Health Services (CMHS) identified 
several sources of information about 
evidence-based practices (CMHS, 2004): 

n	 Individual researchers undertake reviews 
or meta-analyses of clinical research. 

n	 Voluntary organizations of scientists, such 
as the Cochrane Collaborative and the 
Campbell Collaboration, use systematic 
reviews to synthesize the evidence around 
health care practices to help clinicians and 
patients make informed decisions. 

n	 Professional and trade organizations sup-
port the publication of reviews and meta-
analyses in scientific journals and issue 
practice guidelines. Many of these guide-
lines are included in the National Guide-
line Clearinghouse (NGC), which is dis-
cussed later in this section. 

n	 The Evidence-Based Practices Project, 
which was initiated by the CMHS and the 
Robert Wood Johnson Foundation, is a 
national demonstration project in which 
States have developed centers for imple-
menting evidence-based practices in mental 
health, and which has identified treatment 
practices that are strongly supported by 
research. 

n	 The following Federal agencies support 
the identification and dissemination of 
evidence-based practices in mental health:
n	 National Institute of Mental Health 

(NIMH)1 
n	 Substance Abuse and Mental Health 

Services Administration, through the 
National Registry of Effective Pro-
grams and Practices (NREPP)2 

n	 Another source of information on 
evidence-based practices is NREPP, 
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created as a resource to help profes-
sionals in the field become better pro-
viders of prevention programs. NREPP 
reviews and screens the evidence base 
for substance abuse and mental health 
practices and programs and then rates 
them based on methodological rigor, 
program adoptability, and usefulness 
to communities. 

n	 Agency for Healthcare Research and 
Quality (AHRQ)—formerly the Agency 
for Health Care Policy and Research 
(AHCPR), through the Evidence-Based 
Practice Centers3 (EPCs) and the U.S. 
Preventive Services Task Force4 
(USPSTF) 
–	 AHRQ-designated EPCs undertake 

systematic reviews of the scientific 
evidence on health care topics and 
publish reports to help guide practice 
in those areas.

–	 AHRQ-sponsored USPSTF conducts 
rigorous, impartial assessments of 
the scientific evidence regarding the 
effectiveness of a broad range of 
clinical preventive services and 
publishes recommendations in the 
Guide to Clinical Preventive Services. 

B.	 Issues in Implementing Evidence-Based 
Practices
In a paper stemming from the national 
Evidence-Based Practices Project, Drake et al. 
(2001) described the rationale for and diffi-
culty in implementing evidence-based prac-
tices in routine mental health service settings. 
The authors found that evidence-based 
practices are not provided to the majority 
of patients in routine mental health pro-
grams and that implementation is difficult. 
Issues include organizational structure and 
commitment, resource development, clarity 

of roles and responsibilities, and service 
boundaries. The authors recommended that 
mental health services for persons with severe 
mental illness reflect the goals of consumers, 
which include independence, employment, 
satisfying relationships, and good quality of 
life. They also asserted that evidence-based 
practices should be the minimum provisions 
in mental health settings for persons with 
severe mental illness and should not be dis-
placed by interventions of unknown or 
lesser effectiveness. 

At the end of 2001, Goldman and col-
leagues reviewed articles published that year 
in a journal series on evidence-based practic-
es. The authors asserted that the implementa-
tion of evidence-based practices supports the 
goals of quality and accountability in health 
care, as the practices represent quality 
improvements, and accountability is accom-
plished through the monitoring of programs 
for consistency with practices whose effective-
ness has been demonstrated. The authors also 
found, however, that some treatments and ser-
vices lack evidence, especially when patients 
with mental disorders suffer from comorbid 
conditions that have not been studied in the 
research on treatment effectiveness, thereby 
making applicability of the findings question-
able. The authors pointed to the need for 
more research to determine the effectiveness 
of evidence-based practices in various subpop-
ulations and asserted that, despite myriad 
studies on innovation and implementation of 
health and mental health services, definitive 
evidence is lacking to assist in implementing 
specific evidence-based practices. 

One of the concerns regarding the identifi-
cation of evidence-based practices is that they 
may not be implemented with fidelity. In 
order to achieve expected outcomes from an 
evidence-based practice, it is important to 
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adhere to specific programmatic standards 
(Drake et al., 2001). Program fidelity or 
fidelity of implementation refers to the degree 
to which program implementation remains 
true to the program that was studied and 
found to be effective. Lehman, Goldman, 
Dixon, and Churchill (2004) asserted that 
“Fidelity in implementing programs is key to 
both effectiveness and costs.” These authors 
cited evidence showing that implementing a 
particular program with good fidelity led to 
cost reductions and improved outcomes, 
while implementing the same program with 
poor fidelity increased costs and led to poorer 
outcomes than if the program had not been 
implemented. Regular monitoring of pro-
grams and outcomes is essential, and pro-
gram fidelity measures have been developed 
that permit monitoring and accountability for 
several evidence-based psychosocial interven-
tions. Additional technologies need to be 
developed to motivate and train providers to 
implement practices with program fidelity 
(CMHS, 2004). 

In their synthesis of literature on evidence-
based practices, Goldman et al. (2001) high-
lighted the importance of financing structures 
on the implementation of evidence-based 
practices. Every author in the reviewed series 
of articles identified financing policies as bar-
riers to the implementation of evidence-based 
practices. The authors stated that services for 
which clinicians can get paid will take prece-
dence, and evidence-based practices will be 
pushed aside if they are not covered. They 
asserted that in order for evidence-based, 
state-of-the-art treatments to be delivered, the 
necessary medications must be on a plan’s 
formulary, and the necessary interventions 
must be covered. Evidence-based practices 
must be covered services under the health 
plan if they are to be utilized or provided. 

C.	 Evidence-Based Mental Health Services
Research has identified the evidence base 
for several preventive behavioral health inter-
ventions with positive outcomes. A review of 
the literature published by CMHS in 2004 
(Nitzkin & Smith, 2004) found the following 
clinical preventive mental health services to 
be worthy of consideration for implementa-
tion in all health care settings: 

n	 Home visitation for selected pregnant 
women and some children up to age 5; 

n	 Supplemental educational services for 
vulnerable infants from disadvantaged 
families; 

n	 Screening of children and adolescents for 
behavioral disorders; 

n	 Screening of adolescents and adults for 
depression and anxiety; and 

n	 Psychoeducation for persons scheduled for 
major surgical procedures, persons with 
major chronic diseases, and selected other 
heavy users of health care services. 

Psychoeducation for selected patients and 
screening for depression in persons with 
chronic conditions have been shown to have 
the potential to reduce overall health care 
costs within 12 months of initiation of new 
or expanded preventive services. These ser
vices are likely to reduce the burden of 
behavioral illnesses but not prevent them 
completely (Nitzkin & Smith, 2004). 

Two earlier related reports published by 
SAMHSA also presented preventive behavior-
al interventions recommended for consider-
ation by MCOs and found that the most 
expensive of the services would add less than 
1 percent to the average HMO premium. The 
average increase in premium would be less 
than 0.5 percent across all of their six recom-
mended interventions (Broskowski & Smith, 
2001; Dorfman, 2000). The reports encour-
aged MCOs to consider implementing these 
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behavioral interventions, as they were shown 
to improve medical outcomes, increase 
patient satisfaction, reduce medical use and 
costs, and require a very small increase in 
premium costs.

Lehman, Goldman, Dixon, and Churchill 
(2004) pointed to a substantial body of out-
comes research showing the efficacy of a wide 
range of mental health services. The authors 
found that “the most effective services com-
bine optimal medication management with 
psychosocial interventions that provide the 
patient and the family with information about 
the illness, ongoing supports, and rehabilita
tion services.” They offered examples of 
evidence-based practices for adults with 
schizophrenia, for adults with mild to moder-
ate depression, for children with conduct 
disorders, for children with attention deficit 
hyperactivity disorder, and for those with 
specific other mental illnesses, such as severe 
mood disorders, bipolar disorders, anxiety 
disorders, posttraumatic stress disorder, and 
borderline personality disorder. These authors 
recommended that a wide array of effective 
services be available. Choice and selection 
among effective services are essential, both to 
maximize treatment response and to encour-
age adherence to treatment, because many 
services are not equally effective for all indi-
viduals and varying subgroups and individu-
als respond differently to treatment. 

D.	Treatment Guidelines 
As the development of the evidence base for 
treatment of mental health services grows, 
purchasers, health plans, and providers con-
tinue to rely on the use of treatment guide-
lines that have been developed and used in 
the field. Health plans often stipulate what 
levels of evidence are used for determining 
reimbursement of covered services in their 
medical necessity definitions and utilization 

review processes (Rosenbaum, Kamoie, 
Mauery, & Wallitt, 2003). Until such time as 
more mental health treatments have estab-
lished evidence bases, one approach to treat-
ment decision-making is to create a hierarchy 
of evidence within the medical necessity 
definition. One model for this is found in 
Hawaii’s State independent review statute, 
shown in Exhibit 5. 

AHRQ sponsors the NGC, a searchable 
database of clinical practice guidelines and 
related documents. The NGC aims to provide 
health care professionals and providers, 
health plans, integrated delivery systems, 
purchasers, and others access to objective, 
detailed information on clinical practice 
guidelines and to further the dissemination, 

Exhibit 5. Hawaii’s Medical 
Definition in State Independent 
Review Statute
A health intervention is medically necessary if it is 
recommended by the treating physician or treating 
licensed health care provider, is approved by the 
health plan’s medical director or physician designee, 
and is: 

(1)	 For the purpose of treating a medical 
condition;

(2)	 The most appropriate delivery or level of 
service, considering potential benefits and 
harms to the patient;

(3)	 Known to be effective in improving health 
outcomes; provided that:
(A)	Effectiveness is determined first by 

scientific evidence; 
(B)	If no scientific evidence exists, then by 

professional standards of care; and 
(C)	If no professional standards of care 

exist or if they exist but are outdated or 
contradictory, then by expert opinion; 
and 

(4)	 Cost-effective for the medical condition 
being treated compared to alternative health 
interventions, including no intervention. 
For the purposes of this paragraph, cost-
effective shall not necessarily mean lowest 
price (HRS § 432E-1.4(2000) (IRO Statute)).

Source:	 Rosenbaum, Kamoie, Mauery, & Wallitt, 2003
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implementation, and use of the guidelines. 
The NGC includes many guidelines pertain-
ing to treatment recommendations for mental 
health disorders, submitted by a variety of 
organizations. Exhibit 6 shows the various 
behavioral health categories for which treat-
ment guidelines are provided in the NGC and 
the number of guidelines in each category. 

In addition, the American Psychological 
Association’s Society of Clinical Psychology 
(Division 12) has developed an online guide 
to empirically supported treatments (ESTs) in 
the field of psychotherapy for various mental 

disorders. The resource is directed toward 
consumers to fulfill their needs for informa-
tion about the benefits of psychotherapy in 
different situations. It describes various psy-
chotherapies that have met basic standards of 
effectiveness. Separately, in 1999, the division 
also commissioned A Guide to Treatments 
That Work (CMHS, 2004). 

In a May 2002 update to the Guide to 
Clinical Preventive Services, the USPSTF rec-
ommended screening adults for depression in 
clinical practices with the capacity to ensure 
accurate diagnosis, effective treatment, and 
follow-up care (USPSTF, 2002). However, 
while medical literature supports the effective
ness of screenings, few MCOs require mental 
health screenings in primary care settings, 
leading to missed opportunities for diagnosis 
and treatment of disorders. Horgan et al. 
(2003) reported on data from a 1999 survey 
of 493 MCOs in 60 markets, including 
HMOs, PPOs, and POS plans. The survey 
asked about the organizations’ policies on the 
screening and treatment of mental health dis-
orders in primary care settings and found that 
only 21 percent of commercial managed care 
products required primary care physicians to 
screen their patients for mental health disor-
ders. Among those that required screening, 
85 percent or more distributed practice guide-
lines addressing treatment, referral, and 
patient education for the disorders. Among 
all commercial managed care products, 51 
percent provided practice guidelines for 
mental health treatment in primary care. 
Guidelines included provisions for brief inter-
ventions, consultations with specialty practi-
tioners, patient education, and the prescribing 
and monitoring of psychotropic medications. 

E.	 Outcomes Management 
A related consideration in developing a men-
tal health benefit package and ensuring its 

Exhibit 6. NGC Mental Health 
and Substance Abuse Treatment 
Guideline Categories

Mental Disorder Categories in the 
National Guideline Clearinghouse

Number of 
Guidelines

Adjustment Disorders 2

Anxiety Disorders 6

Delirium, Dementia, Amnestic, Cognitive 
Disorders

28

Dissociative Disorders 1

Eating Disorders 9

Factitious Disorders 1

Impulse Control Disorders 1

Mental Disorders Diagnosed in 
Childhood

14

Mood Disorders (including depression) 18

Neurotic Disorders 1

Personality Disorders 2

Schizophrenia and Disorders with 
Psychotic Features

10

Sexual and Gender Disorders 4

Sleep Disorders 11

Somatoform Disorders 2

Substance-Related Disorders 19

Source:	 AHRQ, National Guideline Clearinghouse,  
www.guideline.gov, accessed on 9/13/2004.
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effectiveness is the assessment and monitor-
ing of treatment outcomes. Treatment out-
comes may be an especially effective metric 
in the case of therapies for which program 
fidelity is difficult to measure or achieve  
(e.g., therapies other than pharmacothera-
pies). Outcomes management systems have 
been designed and implemented for large 
MCOs, and outcomes have been monitored 
in public-sector managed behavioral health 
benefit plans (Brown, Burlingame, Lambert, 
Jones, & Vaccaro, 2001; Hodges & Wotring, 
2004). Outcomes monitoring and self-
reports of symptoms, quality of life, and 
level of functioning can be used to identify 
best practices and have become important in 
both clinical practice and policy making 
(Holcomb, Beitman, Hemme, Josylin, & 
Prindiville, 1998). Outcome-informed treat-
ment (or outcomes management) utilizes 
outcomes data to improve treatment effec-
tiveness (Brown, Burlingame, Lambert, 
Jones, & Vaccaro, 2001). 

A large MBHO implemented an outcomes 
management system to improve treatment 
outcomes for patients receiving outpatient 
behavioral health care services. The method-
ology of this outcomes management system 
involved brief standardized evaluations com-
pleted at frequent intervals by patients to 
assess their responses to treatment and to 
determine which patients are most in need of 
continued treatment. The system was imple-
mented initially among a subset of providers 
in February 1999, and a recent study of the 
system assessed care provided by more than 
5,000 individual clinicians and 75 multidisci-
plinary behavioral health group practices 
(Matsumoto, Jones, & Brown, 2003). 

This outcomes management system identi-
fies patients who need continued treatment 
and gives clinicians case-by-case feedback, 

which allows treatment dollars to be focused 
on those who will benefit most from addi-
tional therapy. The evaluations also help to 
identify effective clinicians, so that referrals 
may be directed toward those providers with 
the best outcomes (Matsumoto, Jones, & 
Brown, 2003). Brown, Burlingame, Lambert, 
Jones, and Vaccaro (2001) asserted that men-
tal health treatment should ensure that 
patients achieve a given level of outcome 
rather than a specified duration of treatment; 
they found that the costs of additional treat-
ment for the most ill patients are offset by 
discontinuing treatment for those who are 
unlikely to benefit, and that it is possible to 
focus resources on those at highest risk with-
out increasing total costs of care. 

2.	 Options for Meeting the Objective
To meet the objective of including evidence-
based practices and treatment guidelines as 
available in mental health benefits, employers 
should consider the following options:

n	 Include coverage of available evidence-
based and effective practices and monitor 
fidelity with treatment guidelines. Employ-
er health plan purchasers should require 
coverage of evidence-based practices, as 
well as assurances from health plans that 
covered services are effective, where appro-
priate. Plans could allow choice and selec-
tion among effective practices. In the 
absence of a scientifically established evi-
dence base, the “evidence base” often is 
established by what works most effectively 
for the “average” individual with the con-
dition. Allowing for a hierarchy of evi-
dence in medical necessity definitions 
enables benefits to be more broadly avail-
able and accessible. Plans also should 
ensure that the prescription drug benefit 
covers a range of effective mental health 
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drugs. Fidelity with treatment guidelines 
can be monitored by incorporating reliable 
quality indicators as a component of per-
formance measurement.

n	 Establish or contract with health plans 
with outcomes management systems. 
These systems may be able to link the use 
of evidence-based standards and/or treat-
ment guidelines to clinically desirable 
outcomes. As distinguished from medical 

services, often designed to lead to “cure” 
or “recovery,” the goal of some mental 
health treatments may be stabilization or 
maintenance of functioning. Health plans 
with outcomes management systems 
should be flexible enough to include cov-
erage for treatments aimed at mainte-
nance of functioning and prevention of 
deterioration as well as those focused on 
recovery from mental health disorders.
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Conclusions

The costs associated with mental health 
care can be significant, so financial consider-
ations influence employers’ decisions related 
to mental health benefit packages. Two key 
considerations are the cost of providing men-
tal health benefits and the cost of mental ill-
ness in the workforce. The cost of providing 
mental health benefits grew significantly 
between the 1970s and early 1990s; howev-
er, costs have been moderated by the 
increased prevalence of managed mental 
health care and utilization management tech-
niques. The potential cost of mental health 
parity was a major concern before the pas-
sage of the Federal MHPA in 1996, but stud-
ies indicate that Federal and State parity laws 
have contributed only modestly to premium 
growth, and in some cases have resulted in 
decreased health care costs. The cost of men-
tal illness in the workplace typically is mea-
sured in terms of diminished productivity, 

absenteeism, presenteeism, and disability 
claims costs. However, these factors are diffi-
cult to quantify, as the methods for analyzing 
many of them, as well as the methods for 
quantifying ROI and medical cost offsets, are 
still being developed and refined. As the cost 
of untreated mental illness is likely to be sig-
nificantly more than the cost of providing 
the benefit, investment in adequate mental 
health benefits appears to be a wise business 
decision. 

The literature on catastrophic costs was 
limited, but it was clear that while costs of 
that magnitude are rare, their effects can be 
devastating, and therefore they should be 
considered in designing a benefit program. 
Since the main purpose of health insurance 
generally is to protect individuals and fami-
lies from financial ruin due to an illness, pro-
tection from catastrophic costs resulting 
from treatment for mental disorders is 

The high prevalence of mental disorders in the United States and 
the business costs to employers of having employees and depen-
dents with mental disorders make a powerful case for employers 

to provide adequate mental health benefits. Adequate mental health benefits 
improve productivity and employee retention, and employers should encour-
age employees’ use of mental health care services in order to reduce the busi-
ness costs associated with untreated mental disorders. Employers may see 
returns on their investment in mental health benefits in the form of medical 
cost offsets (which can save employers money by reducing overall health 
care costs), lower rates of disability program use, and a more productive 
workforce. Employers also have to consider their other goals in offering a 
mental health benefit, such as reduced absenteeism, increased productivity, 
and employee turnover; employee satisfaction; and a healthier workforce. 

V.
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arguably the most important objective in 
designing an adequate mental health benefit.

Other considerations include providing 
adequate care for patients of different ages 
(such as adolescent dependents, who have 
greater use of certain types of mental health 
care) and ensuring adherence to treatment in 
order to achieve good outcomes and any 
possible cost savings. The mode of benefit 
administration can determine the extent to 
which benefits, generous or not, are accessi-
ble to the enrollee. Benefit administration can 
influence access and quality of care as well as 
the cost of the plan. 

Employers and health plans can rely on 
the growing base of scientific evidence to aid 
in their benefit design decisions. The use of 
evidence-based practices, treatment guide-
lines, quality improvement mechanisms, and 
outcomes management systems promises to 
reduce waste in the mental health care system 
while increasing quality and accountability. 

The recommendations and findings in the 
literature varied greatly and did not provide 
a conclusive guide to the creation of an ade-
quate mental health benefit. Many factors 
influence employer choices in designing or 
purchasing their mental health benefit plans, 
including employer characteristics and health 
plan types, financial implications, regulatory 
requirements, productivity goals, employee 
attraction and retention, and employee 
health and well-being. Mental health benefit 
plans may differ from one employer to 
another, and a variety of plans may be con-
sidered adequate.

Based on a synthesis of the literature 
reviewed, discussions with members of the 
advisory panel, and our actuarial analysis, we 
offer the following three objectives that 

employers (and the health plans with which 
they contract) should strive to meet in order 
to provide an adequate mental health benefit 
to their employees, along with suggested 
options that employers should consider for 
achieving each of the objectives. 

Objective: Provide protection from cata-
strophic costs, cover a wide array of treat-
ments, and allow flexibility within plan.

n	 Combine the out-of-pocket maximums for 
mental and physical health care services. 

n	 Provide coverage for a variety of treatment 
modalities. 

n	 Provide a flexible mental health care bene-
fit with generous or no limits.  
Options include the following: 
n	 Eliminating limits for outpatient 

benefits;
n	 Combining coverage for outpatient 

and intermediate level services;
n	 Covering inpatient care with generous 

limits; and
n	 Providing a flexible benefit package. 

n	 Use the EAP for access and integrate it 
with the mental health benefit. 

n	 Use treatment plans and prior 
authorization. 

n	 Use a disease case management approach 
to improve outcomes and help manage 
costs. 

Objective: Ensure access to covered services.

n	 Choose mental health carve-out vendors 
carefully. 

n	 Incorporate approaches to coordinating 
mental and physical health care services. 

n	 Take care in structuring mental health 
benefits as CDHB becomes more 
prevalent. 
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n	 Encourage employees to consider mental 
health needs in funding HSAs or other 
types of accounts. 

n	 Contract with health plans that are accred-
ited by a national quality review 
organization. 

n	 Assess care provided by primary care pro-
viders and referral procedures. 

Objective: Include evidence-based practices 
and treatment guidelines as available in 
mental health benefits.
n	 Include coverage of available evidence-

based and effective practices and monitor 
fidelity with treatment guidelines. 

n	 Establish or contract with health plans 
with outcomes management systems. 
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Relationship Between Benefits 	
and Premiums
In addition to including financial consider-
ations as part of the literature review for this 
study, we performed an actuarial analysis of 
the costs of different levels of mental health 
benefits in a typical health care benefit pack-
age. Our analysis found that raising (or even 
eliminating) limits placed on mental health 
service use would increase plan costs by only 
a relatively small amount on a per-member 
per-month (PMPM) basis.

To estimate the costs associated with vari-
ous mental health benefit packages, we per-
formed a series of net premium calculations 
(i.e., excluding administrative costs) for a 
typical health care benefit package, assuming 
different levels of mental health benefits for 
each calculation. The plan design that we 
worked with is typical of what might be used 
for an HMO or for the in-network portion 
of a PPO or POS plan (after converting all 
flat-dollar copayments into coinsurance per-
centages). It includes a $100 combined annu-
al deductible for all services, a 90 percent 
benefit rate (i.e., 10 percent beneficiary coin-

surance) for physical health services, and a 
$1,000 out-of-pocket limit for all beneficiary 
cost sharing. We developed our cost esti-
mates using a computer program that is 
based on commercial health insurance plans 
and populations, and we calibrated it to 
reflect average costs in the United States for 
calendar year 2005.

The first step was to develop baseline 
costs by calculating the net premium for a 
benefit plan that excludes coverage for men-
tal health services but that otherwise reflects 
the benefits found in a typical in-network 
benefit plan. That is, we determined the 
PMPM benefit costs for the non-mental 
health benefits under this plan. Then we 
recalculated the net premium assuming the 
inclusion of various mental health benefit 
packages. We considered four types of men-
tal health benefits: general mental health 
inpatient, substance abuse inpatient, general 
mental health outpatient (including office 
visits for talk therapy and/or medication 
management), and substance abuse outpa-
tient. We added mental health benefits to the 
baseline plan in increments of 10 days (for 

Appendix A 
Actuarial Analysis—
Relationship  
Between Benefits  
and Premiums
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inpatient services) or 10 visits (for outpatient 
services). Finally, to see the range of costs 
that can result from using different values for 
the benefit rate (i.e., one minus the member 
coinsurance percentage), we calculated the 
net premiums using two different benefit 
rates for inpatient benefits (80 percent and 
100 percent) and two different benefit rates 
for outpatient benefits (50 percent and 
90 percent).

The results of this analysis are shown in 
Exhibit A-1. For each of the four types of 
mental health benefits, for each level of cov-
erage shown (i.e., number of inpatient days 
or outpatient visits covered), and for each 
benefit rate used, the exhibit shows (1) the 
total PMPM cost for all benefits (for both 
physical and mental health services), (2) the 
cost for the specified level of mental health 
benefits, and (3) the incremental cost per unit 
of additional mental health service.

Perhaps the key result of this analysis is 
that, as we increase the number of covered 
services, the cost per additional unit of ser-
vice decreases substantially. For example, the 
cost of going from 0 general mental health 
inpatient days to 10 days (assuming an 80 
percent benefit rate) is $3.59 PMPM, or 
about 36¢ per additional day. Meanwhile, 
the cost of going from 20 days to 30 days is 
93¢ PMPM ($7.02 minus $6.09), or about 
9¢ per additional day. Note that going from 
a 90-day benefit to a 365-day benefit (i.e., to 
the point of parity with the physical health 
benefit) is practically free in terms of the cost 
per additional covered day (0.1¢ for general 
mental health inpatient benefits, and 0.02¢ to 
0.03¢ for substance abuse inpatient benefits). 
A similar result holds for outpatient benefits: 
The PMPM cost of covering 90 visits per 
year (essentially an unlimited benefit), com-
pared to the cost of covering 70 visits, is 0.2¢ 

to 0.4¢ per additional covered visit (depend-
ing on the coinsurance rate) for general men-
tal health outpatient benefits, and 0.02¢ to 
0.9¢ for substance abuse outpatient benefits. 
Note that these incremental costs already 
include the effect of induced utilization that 
results from providing more generous bene-
fits (i.e., benefit packages with higher service 
limits). Even with this effect taken into 
account, health plan experience shows that 
most utilization will be concentrated in the 
first few days or visits, and that only a small 
proportion of the covered population will 
incur a high number of utilized services.

To show how the “a la carte” cost esti-
mates presented in Exhibit A-1 relate to the 
benefit plans actually found in the employer 
marketplace, we developed cost estimates for 
typical PPO and HMO benefit packages 
(including mental health benefits) as deter-
mined by The Hay Group’s 1998 survey of 
employers. Exhibits A-2 and A-3 show the 
benefit provisions and our cost estimates for 
the typical and modified PPO and HMO ben-
efit plans described in Tables 6 through 9 on 
page 25 of Sing, Hill, and Puffer (2001). 
Note that the benefit packages labeled as 
“more generous” are not necessarily designed 
in accordance with the “adequacy” criteria 
found in the literature and discussed through-
out this report. Instead, they indicate the typ-
ical benefit design among plans that are at 
the 75th percentile of actuarial values for 
plans of that type (PPO or HMO), according 
to The Hay Group’s Mental Health Benefit 
Value Comparison model and 1998 survey of 
employers (as referenced in Sing, Hill, & 
Puffer, 2001). Note that the “actuarial value” 
of a benefit package is defined as the expect-
ed direct cost of providing that package of 
benefits, expressed as a per-member amount 
(i.e., spread over the entire population cov-
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ered by the plan, not just those who utilize 
the benefit). It does not include administra-
tive costs or any profit or contingency 
margins.

In developing these cost estimates, we used 
the same assumptions regarding the average 
in-network fee discount (15 percent) and—
for the PPO plans—the portion of claims that 
occur in-network (70 percent) as those used 
by The Hay Group in determining the rela-
tive actuarial values of the plans in their sur-
vey. One result of using these assumptions is 
that the PMPM cost of the HMO plans is 

higher than the cost of the comparable PPO 
plans: the lack of a 15 percent discount on 
out-of-network PPO services is offset by the 
considerably lower benefit rate for these ser-
vices (in general, 20 percentage points less 
than the corresponding in-network benefit 
rate). A larger discount on in-network pro-
vider fees—say, 25 to 30 percent, which 
would not be unusual in the current health 
insurance marketplace—would result in 
lower costs for the HMO, because 100 per-
cent of its utilization is in-network (versus 
70 percent for the PPO).

Exhibit A-2. Estimated PMPM Benefit Costs (excl. admin.) for Typical 
and Modified PPO Plans with Varying Levels of Mental Health/Substance 
Abuse Benefitsa 

(U.S. average, 2005)
Typical PPO Plans Modified PPO Plansb

Less 
Generous Median

More 
Generous

Less 
Generous Median

More 
Generous

Inpatient day limit 28 30 30 28 30 30

Inpatient benefit rate

   In-network 90% 100% 100% 90% 100% 100%

   Out-of-network 70% 80% 80% 60% 80% 80%

Outpatient visit limit 20 30 30 15 25 30

Outpatient benefit rate

   In-network 50% 50% 90% 60% 50% 90%

   Out-of-network 30% 30% 70% 30% 30% 70%

Total PMPM Costc $296.23 $297.73 $299.93 $296.11 $297.80 $300.07

Cost for MH/SA Benefits $11.13 $12.63 $14.83 $11.01 $12.70 $14.97

Source:	 Based on plan designs described in Tables 6 and 7 on p. 25 of Sing, Hill, and Puffer (2001).

Notes: “Less generous” indicates the typical plan at the 25th percentile of the distribution of actuarial values among PPO plans, and “more gener-
ous” indicates the typical plan at the 75th percentile. All flat-dollar copayments have been converted to coinsurance rates. Source: The Hay 
Group’s Mental Health Benefit Value Comparison model and 1998 survey of employers, referenced in Sing, Hill, and Puffer (2001).

aSubstance abuse benefit limits are separate but numerically equal to the general mental health benefit limits.
bModified plans allow each in-network inpatient day to be traded for two days of crisis residential services, partial hospitalization, and/or psychoso-

cial rehabilitation. This is assumed to increase in-network inpatient MH/SA costs by 2%.
cPMPM costs based on Lewin estimates, using HealthMAPS® 2005 Medical Rate Manual and Software.
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Exhibit A-3. Estimated PMPM Benefit Costs (excl. admin.) for Typical and 
Modified HMO Plans with Varying Levels of Mental Health/Substance 
Abuse Benefitsa 

(U.S. average, 2005)

Typical HMO Plans Modified HMO Plansb

Less 
Generous Median

More 
Generous

Less 
Generous Median

More 
Generous

Inpatient day limit 30 30 30 30 30 30

Inpatient benefit rate 100% 100% 100% 100% 100% 100%

Outpatient visit limit 30 30 30 30 30 30

Outpatient benefit rate 50% 80% 90% 50% 80% 90%

Total PMPM Costc $302.21 $303.77 $304.29 $302.42 $303.98 $304.50

Cost for MH/SA Benefits $13.05 $14.61 $15.13 $13.26 $14.82 $15.34

Source:	 Based on plan designs described in Tables 8 and 9 on p. 25 of Sing, Hill, and Puffer (2001).

Notes: “Less generous” indicates the typical plan at the 25th percentile of the distribution of actuarial values among HMO plans, and “more gener-
ous” indicates the typical plan at the 75th percentile. All flat-dollar copayments have been converted to coinsurance rates. Source: The Hay 
Group’s Mental Health Benefit Value Comparison model and 1998 survey of employers, referenced in Sing, Hill, and Puffer (2001).

aSubstance abuse benefit limits are separate but numerically equal to the general mental health benefit limits.
bModified plans allow each in-network inpatient day to be traded for two days of crisis residential services, partial hospitalization, and/or psychoso-

cial rehabilitation. This is assumed to increase in-network inpatient MH/SA costs by 2%.
cPMPM costs based on Lewin estimates, using HealthMAPS® 2005 Medical Rate Manual and Software.
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