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• This Issue Brief discusses the evolution of the health care delivery and
financing systems and its effects on health care cost management and
describes the changes in the health care delivery system as they
pertain to managed care. It presents empirical evidence on the effec-
tiveness of managed care and concludes with an analysis of the
potential of future health care reform to influence the evolution of the
health care delivery system and affect health care costs.

• Between 1987 and 1993, total enrollment in health maintenance
organizations (HMOs) increased from 28.6 million to 39.8 million,
representing an additional 11.2 million individuals, or 4 percent of the
U.S. population. At the same time, new forms of managed care organi-
zations emerged. Enrollment in preferred provider organizations in-
creased from 12.2 million individuals in 1987 to 58 million in 1992, and
enrollment in point-of-service plans increased from virtually none in
1987 to 2.3 million individuals in 1992. In addition, the percentage of
traditional fee-for-service plans with some form of utilization review
increased to 95 percent in 1990 from 41 percent in 1987.

• Measuring the effects of the changing delivery system on the costs and
quality of health care services has been a difficult task, resulting in
considerable disagreement as to whether or not costs have been
affected. In a recent report, the Congressional Budget Office recognizes
two new major findings. First, managed care can provide cost-effective
health care at a level of quality comparable with the care typically
provided by a fee-for-service plan. Second, independent practice asso-
ciations can be as effective as group- or staff-model HMOs under
certain conditions.

• In the future, we are likely to see a continued movement of Americans
into managed care arrangements, an increase in the number of physi-
cians forming networks, a reduction in the number of insurers, an
increase in the number of employers joining coalitions to purchase
health care services for their employees, and a health care system that
is generally more concentrated and vertically integrated.

The Effectiveness of Health Care
Cost Management Strategies:
A Review of the Evidence
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In re-
sponse to
ever-
increasing
health care
costs, the
health care

delivery and financing systems have changed
rapidly in the past decade.1 The most significant
change in the health care delivery system has been
the movement away from traditional retrospective
fee-for-service health insurance to a prospective
managed care setting (chart 1). Between 1987 and
1993, total enrollment in health maintenance
organizations (HMOs) increased from 28.6 million
to 39.8 million, representing an additional
11.2 million individuals, or 4 percent of the U.S.
population (Kraus, Porter, and Ball, 1991 and
Interstudy, 1994). At the same time, new forms of
managed care organizations emerged. Enrollment in
preferred provider organizations (PPOs) increased from
12.2 million individuals in 1987 to 58 million in 1992
(SMG Marketing Group, 1992), and enrollment in point-
of-service (POS) plans increased from virtually none in
1987 to 2.3 million individuals in 1992 (Porter, Ball, and
Kraus, 1992). In addition, the percentage of traditional
fee-for-service plans with some form of utilization review
(UR) increased to 95 percent in 1990 from 41 percent in
1987 (Hoy, Curtis, and Rice, 1991).2

Changes in the health care delivery system and
the financing of health care services can affect the cost of
providing health care services. Unfortunately, measuring
the effects of the changing delivery system on costs and
quality of health care services has been a difficult task,

Introduction

resulting in considerable disagreement as to whether or
not costs have been affected. A 1991 report summarizing
changes in the health insurance market states that “We
do not even know what impact [managed care] has had
on health care cost and use compared with [traditional]
insurance” (Miller and Luft, 1993). A 1992 Congressional
Budget Office (CBO) report stated that “It cannot be
assumed that further growth of managed care would
reduce either the level or the rate of increase of
systemwide health care spending” (U.S. Congressional
Budget Office, 1992). A 1993 General Accounting Office
report on the effectiveness of managed care concluded
that its impact on employer costs is not apparent because
there is very little empirical evidence, and the evidence
that does exist does not adequately control for key
factors affecting health care costs such as a person’s age
and health status (U.S. General Accounting Office,
1993). In a recent update to its 1992 report, the
CBO recognizes two new major findings. First,
managed care can provide cost-effective health
care at a level of quality comparable to the care
typically provided by a fee-for-service plan. Sec-
ond, independent practice associations (IPAs) can
be as effective as group or staff model HMOs under
certain conditions (U.S. Congressional Budget Office,
1994). In addition, Miller and Luft (1994) find more
evidence of cost savings from managed care but suggest
that generalizations of their findings need to be made
with caution.

Other recent studies have also found that
managed care can save costs. A KPMG Peat Marwick
study found that HMO and PPO premiums increased at
an average annual rate of 2 percentage points to
5 percentage points below fee-for-service plan premiums
between 1988 and 1993 (KPMG Peat Marwick, 1993)
(chart 2). The rate of savings from an HMO versus a fee-
for-service plan is relatively small per year, but over
time these savings are compounded, resulting in a
significant reduction in national health care costs as
HMO enrollment increases. Data from A. Foster Higgins
show a 14 percent increase in the premium cost of a

1  See Employee Benefit Research Institute, “The Changing Health Care
Delivery System: An EBRI/ERF Policy Forum,” EBRI Special Report SR-21/
Issue Brief no. 148 (Employee Benefit Research Institute, April 1994).

2  The Group Health Association of America estimates the number of health
maintenance organization (HMO) enrollees at 45.3 million in 1993. This
number is a combination of HMOs and point-of-service (POS) plans.
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Chart 1
Percentage Distribution of Individuals with Private Health Insurance, 1988 and 1992
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Source:  Employee Benefit Research Institute estimates based on  March 1993 supplement to the Current Population Survey; Nancy
Kraus, Michelle Porter, and Patricia Ball, The InterStudy Edge: Managed Care: A Decade in Review 1980–1990 (Excelsior, MN:
Interstudy, 1991); Michele Porter, Patricia Ball, and Nancy Kraus, The InterStudy Competitve Edge, Vol. 1, no. 2:  A Biannual Report of the
Managed Health Care Industry (Excelsior, MN:  Interstudy, 1992); and SMG Marketing Group Inc., Preferred Provider Organizations:
Industry Characteristics, Growth and Trends (Chicago, IL: American Association of Preferred Provider Organizations, 1992).
Note:  Percentage distribution for mixed-health maintenance organization was zero in 1988. By 1990, 95 percent of the indemnity plans
included some form of utilization review.
aHealth maintenance organization.
bIndependent practice association.
cPreferred provider organization.
dPoint-of-service.
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traditional indemnity plan between 1991 and 1992,
compared with a 9 percent increase for all managed care
plans (A. Foster Higgins, 1993). This study found that
the cost of a traditional indemnity plan was 23 percent
higher than the cost of an HMO in 1992. The traditional
indemnity plan premium costs an average of $4,080,
while the average cost of an HMO was $3,313. In addi-
tion, HMOs have been able to offer a richer benefits
package and lower cost sharing than fee-for-service plans
(KPMG Peat Marwick, 1993).

During the two years between the release of the
CBO reports, researchers presented consistent results
suggesting that managed care provides lower cost health
care of quality comparable with that provided by a
traditional fee-for-service health plan. In general, the
studies have shown that totally integrated or
restrictive managed care models, i.e., models that
limit patient choice, have the largest potential to
manage costs, but less restrictive arrangements
also reduce costs when compared with traditional
indemnity plans. This new body of research is able
to show the effectiveness of managed care because
of improvements in data collection and statistical
modeling.

This Issue Brief discusses the evolution of the
health care delivery and financing systems and its effects

on health care cost management and describes the
changes in the health care delivery system as they
pertain to managed care. It presents empirical evidence
on the effectiveness of managed care and concludes with
an analysis of the potential of future health care reform
to influence the evolution of the health care delivery
system and affect health care costs.

The use of
cost man-
agement
strategies in
health care
has become
more

prevalent as a result of growth in employer-provided
health insurance, third-party reimbursement, and
technological advances.

Health care benefits emerged as an important
employee benefit during World War II, when employers
were subject to wage controls.  Health benefits became
prevalent because contributions for health insurance
were not subject to controls, and employers needed a way
to get around the controls to be competitive in a labor
market facing shortages due to the war. After the World
War II wage controls were lifted, the percentage of the

Cost
Management

1988

POSd  1.2%

1992
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Chart 2
Annual Increases of Health Maintenance Organizations

(HMOs), Preferred Provider Organizations (PPOs),
and Fee-for-Service (FFS), 1988–1993
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Source:  KPMG Peat Marwick, Trends in Health Insurance (Newark, NJ:
KPMG Peat Marwick, 1993).
Note:  KPMG Peat Marwick used two data sets for their survey:  a Health
Insurance Association of America survey of 1,665 private and public
sector firms offering benefits to their employees; and KPMG surveys of
1,003 firms with 200 or more workers and 200 firms with 50–199 workers
and KPMG/Wayne State University survey of 750 firms with 49 or fewer
workers.

HMO PPO FFS

population covered by
some form of health
insurance increased
dramatically through
the early 1980s. The
number of individuals
covered by health
insurance continued to
increase, in part,
because of its tax
treatment. The cost of
employer-provided
health insurance is a
deductible business
expense and is exclud-
able from a worker’s
taxable income. As long as workers pay taxes on cash
wages but not on the cash value of their health insur-
ance, they have an incentive to prefer additional income
in the form of health insurance (or other employee
benefits). As a result, employers and employees have
substituted health insurance for cash wages (Pauly,
1986).

The demand for employer-provided health
insurance has also increased because workers find
it less costly to purchase health insurance through
their employer at group rates than in the insur-
ance market at individual rates. The costs are
lower because employers can take advantage of
economies of scale in administrative costs, and the
risk of adverse selection is lower when larger
groups of individuals are insured.3

Growth in the number of individuals with
traditional reimbursement health insurance coverage is
a primary factor contributing to the increase in health
care costs. The quantity of health care services that an
individual demands depends largely on the price of that

care. The availability
of insurance effec-
tively lowers the
price of health care
for individuals,
thereby increasing
the demand for it.
The insurance term
for this behavior is
moral hazard.
Insurance coverage
that reduces the price
of health care to or near
zero increases the
demand for services. As
a result of moral

hazard, the full price of consuming health care is trans-
ferred from consumers to insurance companies and
premium payers. Individuals will consume increasing
amounts of health care until the benefits they receive
from the additional health care is zero. The increase in
the demand for services and the absence of price sensi-
tivity, coupled with an increase in the supply of health
care services, result in an increase in expenditures.

Another factor that contributes to health
care cost inflation is technological innovation.
Fifty years ago, physicians were little more than diag-
nosticians, identifying and predicting the course and
outcome of an illness and guiding the patient and his or
her family while the illness ran its course (Weisbrod,
1991). Since World War II, the health care system
has evolved into an industry that uses highly
sophisticated and costly procedures meant to
quickly diagnose an illness, treat it, and enhance
and extend the length and quality of life. This
technological innovation has increased expendi-
tures on health care, not only because prices have
gone up but because new prices have developed.
Economies of scale in the production of new technology
are realized in the long run, not the short run, and
extensive reimbursement coverage does not force down

3  Adverse selection occurs when a higher proportion of higher risk individuals
(those more likely to become sick) purchase health insurance coverage as
compared with low-risk individuals.
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Chart 3
Projections of National Health Expenditures in Billions

of Dollars and as a Percentage of Gross Domestic
Product (GDP), Selected Years 1980–2030
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Source: Sally T. Burner, Daniel R. Waldo, and David R. McKusick,
"National Health Expenditures Projections Through 2030," Health Care
Financing Review (Fall 1992): 1–30.

prices. One study found
that as much as 50
percent of medical
inflation is driven by
technological innovation
(Newhouse, 1992). Some
researchers have
postulated that it is the
retrospective fee-for-
service (FFS)
reimbursement system that has stimulated technological
innovation (Weisbrod, 1991). Under FFS, health care
providers are reimbursed according to the costs of
treating their patients. Higher costs mean higher
reimbursements. As long as health care providers expect
to be reimbursed for costly procedures, they will continue
to develop and use these procedures. Recently, health
care providers’ services have increasingly become subject
to review and are being reimbursed according to fee
schedules that are sometimes based on discounts. This
growing system of interjecting financial incentives
encourages providers to reduce health care services
because it shifts some of the risk onto the provider.

Policymakers and consumers of health care are
concerned about health care cost inflation. Since 1970,
expenditures on health care have increased at an aver-
age annual rate of 11.6 percent in the United States,
2.9 percentage points faster than Gross Domestic
Product (GDP). Health expenditures are estimated
to be $903.3 billion in 1993, or 14.4 percent of GDP.
Projections indicate that by the year 2000 health
expenditures will reach 18.1 percent of GDP, and
by the year 2030, they will reach 32.0 percent of
GDP if no form of health care reform is imple-
mented (chart 3).

A managed care industry has developed in
recent years in response to health care cost inflation.
Prepaid group practices have been in existence since the
19th century in the mining and lumbering industries but
did not become a major alternative to traditional fee-for-
service health plans until the Health Maintenance

Organization Act of
1973, which encouraged
the growth of HMOs.
Many individuals
typically view HMOs as
the only type of man-
aged care arrangement.
Actually, managed
care can be thought
of as any type of

intervention in the provision of health care ser-
vices or reimbursment of health care providers
that is intended to provide health care services in
the most efficient setting.4 In general, managed
care arrangements range from fully integrated
models, such as staff and group model HMOs,
which limit patient choice of health care provid-
ers, to less restrictive arrangements such as IPAs,
PPOs, and POS plans. Traditional indemnity plans
have also begun to incorporate features of managed care
into their plans.  In 1990, 95 percent of employees in
traditional fee-for-service plans were subject to some
form of utilization review (UR), up from 41 percent in
1987 (Hoy, Curtis, and Rice, 1991). Indemnity plans with
UR are known as managed indemnity plans. Basically,
managed care uses groups or networks of providers, has
explicit criteria for selecting providers, and/or subjects
providers to UR. Participants in managed care plans are
given financial incentives to use the selected health care
providers.

Cost Sharing

Managed care evolved partly as an employer response to
increasing health care costs. Firms have been increas-
ingly requiring workers to contribute to health insurance
premiums and subjecting them to direct out-of-pocket
provisions. As a result, growing numbers of workers and

4  This is a broad definition of managed care, which can be defined in a
number of ways.
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Chart 4
Percentage of Private Health Care Expenditures That Are Out of Pocket

and Private Health Insurance Payments, Selected Years 1960–1991

Private Insurance Payments

Source: Suzanne W. Letsch, Helen C. Lazenby, Katharine R. Levit, and Cathy A. Cowan, "National Health Expenditures, 1991," Health Care
Financing Review (Winter 1992): 1–30.

their dependents are subject to numerous limits on the
health care expenses their insurance plan will cover.
While more and more employers now offer an HMO with
little or no cost sharing, there has been a simultaneous
increase in the cost-sharing provisions in traditional fee-
for-service health plans. Cost-sharing provisions include
deductibles, coinsurance, and out-of-pocket maximums.
These provisions have always existed in traditional fee-
for-service health plans and may not be considered a
feature of managed care, but recently more workers have
been subjected to some form of cost sharing. In terms of
total spending, employers have paid an increasing share
of health care expenditures, and individual consumers
have seen their share decrease over time (chart 4).

Deductibles—A deductible is the amount of medical
expense that an insured person must pay before an
insurance company will pay for any benefits. Deductibles
can vary by type of service and type of insurance plan.
Table 1 contains data on deductible levels by year,
showing that overall deductible rates have been increas-
ing. In 1992, 26 percent of surveyed employers
required a deductible of over $200, up from
11 percent in 1989. Part of the increase in deduct-
ible levels is caused by inflationary pressures,
while some comes from an overall trend toward
increased cost sharing.

Coinsurance Rates—Coinsurance is the percentage of a
covered medical expense that an individual must pay.
The plan pays the remaining portion. Sometimes indi-
viduals are required instead to make copayments—fixed
dollar amounts that are paid either per service or per
visit. As indicated in table 1, coinsurance rates have
been increasing. In 1992, 65 percent of employers

required a coinsurance rate of 20 percent for
inpatient care, and 83 percent required coinsur-
ance of 20 percent for physician visits. This is an
increase from 62 percent and 77 percent, respec-
tively, in 1989. Coinsurance rates should not increase
in response to inflation because patients pay a percent-
age of their health care expenditures under coinsurance,
whereas they pay a fixed dollar amount under
deductibles. Most major medical plans include both
deductibles and coinsurance provisions.5

Out-of-Pocket Limits—Out-of-pocket maximums are
limits on the insured’s maximum out-of-pocket expenses.
Overall, out-of-pocket maximums have been rising
(table 1). In 1992, 26 percent of employers limited
out-of-pocket expenses to between $1,500 and
$2,499, an increase from 21 percent in 1989. Infla-
tion can also have the effect of raising out-of-pocket
maximums.

Use and Effectiveness of Cost-Sharing—Cost-sharing
techniques are used to defray plan costs and to reduce
utilization of health care services, effectively lowering
health care expenditures. In recent years, employers
have been increasing their employees’ level of cost
sharing in an attempt to manage their health care costs.
The use of cost sharing can potentially educate employ-
ees about the real cost of health care. As workers
increasingly become subject to the actual costs of

5  The Bureau of Labor Statistics (BLS) publishes deductible and coinsurance
data in its surveys of medium and large private establishments, small private
establishments, and state and local governments. These studies have found
that the incidence of deductibles and coinsurance has been decreasing, but
cost-sharing responsibilities have been increasing for those individuals subject
to deductibles and coinsurance.
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Table 1
Percentage of Employers with Cost-Sharing

Provisions, by Level of Cost Sharing,
Traditional Indemnity Plans, 1989–1992

1989 1990 1991 1992

Individual Deductible
Amount

$100 or less 40% 38% 34% 29%
$150 15 15 15 13
$200 29 27 28 28
Over $200 11 18 23 26

Coinsurance Rate for
Inpatient Care

0% 23 25 27 25
10% 7 5 4 4
15% 2 2 2 2
20% 62 65 63 65
25% a 2 1 1

CoInsurance Rate for
Physician Visits

0% 8 6 6 5
10% 6 5 4 4
15% 2 2 2 2
20% 77 84 82 83
25% a 2 1 1

Employee Out-of-
Pocket  Maximums

<$1,000 35 37 30 28
$1,000–$1,499 38 37 39 38
$1,500–$2,499 21 20 24 26
$2,500–$4,999 4 5 6 6
$5,000+ 2 2 2 2

Source:  A. Foster Higgins & Co., Inc., Health Care
Benefits Survey, Report 1: Indemnity Plans: Cost, Design
and Funding, 1989–1992 (Princeton, NJ: A. Foster
Higgins & Co., Inc., 1990–1993).
aData not available.

providing health care services, they may make
better decisions when weighing the benefits of
consuming health care against the costs of provid-
ing these services. On the other hand, individuals
may not be able to make better decisions about
health care consumption. They may forego preven-
tive care that could reduce overall future health
care expenses.

The most well-known research on the effective-
ness of cost sharing is the RAND Health Experiment,
which was conducted between 1974 and 1977. The study
found that individuals in plans with a 25 percent coin-
surance rate had 15 percent lower per capita costs than
those in plans with a zero coinsurance rate.6  It also
found that cost sharing is more effective in reducing
outpatient care than inpatient care. However, some of
the foregone outpatient care may include preventive
care, the lack of which may result in greater overall
inpatient costs. The RAND study found that low-income
individuals with lower coinsurance rates experienced
specific health gains for high blood pressure, myopia,
and dental problems—three prevalent chronic conditions
that are relatively inexpensive to diagnose and treat.
The health status of individuals subject to high cost
sharing was unchanged. Overall, fewer services were
provided, but the service cuts were equally divided
between necessary and unnecessary care.

Previous Employee Benefit Research Institute
(EBRI) studies have looked at the effectiveness of
various employer health plan characteristics, including
cost-sharing techniques (Custer, 1991). These studies
examined claims data for employers in Los Angeles,
Houston, and Rhode Island. Three variables were used to
measure the effectiveness of cost sharing: deductibles,

6  The 15 percent may understate the response of individuals to increased
coinsurance rates, because the experiment compensated individuals who were
in plans with greater cost sharing to induce them to accept these plans. See
Manning, et al. (1987).

7  Stop-loss insurance is coverage by an insurer for expenses above a predeter-
mined amount. When the stop-loss limit is increased, it essentially preserves
the copayment rate further into an episode of care.

the copayment rate, and stop-loss insurance.7  EBRI’s
study found that the deductible did not have a signifi-
cant effect on the Houston employers’ plan charges, but
higher deductibles were associated with higher plan
charges in Rhode Island and Los Angeles. The
copayment rate had a significant effect on lowering total
charges in both Rhode Island and Los Angeles (all
employers in the Houston sample used a 20 percent
coinsurance rate). Increasing the stop-loss limit was
associated with lower charges in Los Angeles but higher
charges in Rhode Island.

Cost-sharing features are intended to reduce
health plan expenditures, encourage workers to be cost
conscious, and reduce administrative expenses, but the
evidence of their effectiveness is inconclusive. Some
proponents of cost sharing have argued that it gives the
patient an incentive to shop around for the lowest cost
health care provider or to forego care when not abso-
lutely necessary; however, determining the cost
effectiveness of a health care provider is a costly process
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to the consumer and
may outweigh the
benefits.

Utilization Review

UR programs are used on a case-by-case basis to monitor
the progress and appropriateness of care and limit the
volume of health care services. As mentioned previously,
95 percent of fee-for-service health plans are now consid-
ered managed indemnity plans. Consequently, a UR
industry has developed to provide UR services. Besides
large national insurers, approximately 200 national and
local companies only offer UR services (Bailit and
Sennett, 1992). These companies provide numerous UR
strategies, including preadmission certification, concur-
rent review, retrospective review, and mandatory second
opinion. Preadmission certification requires that patients
receive prior authorization for certain procedures,
nonemergency hospital admissions, and elective surgery
or the insurer may not pay for the full cost of care. Under
concurrent review, care is monitored as it is provided
and may include the prior determination of the length of
hospital stays and the scope of the treatment during the
stay. Under retrospective review, care is reviewed after
it is given. This strategy is used primarily by insurers to
address the UR of future cases. It is also used to give an
incentive to providers to exercise self-restraint to avoid
the potential of a retroactive denial. Under mandatory
second opinion, the patient must receive a second opinion
about the appropriateness of a proposed treatment from
a health care provider other than the one making the
original recommendation.

Prevalence and Effectiveness of UR—Traditional fee-for-
service health insurance plans have been increasing
their use of UR (table 2). Between 1989 and 1992
there was a 10 percentage point increase in the
number of employers offering plans with
precertification admission, a 14 percentage point
increase in the use of concurrent review, and a

Table 2
Percentage of Surveyed Employers with Utilization

Review Programs, Traditional Indemnity Plans,
1989–1992

Type of Program 1989 1990 1991 1992

Precertification of Elective Admissions 73% 81% 81% 83%
Concurrent Review 52 65 65 66
Catastrophic Case Management 55 65 67 69
Outpatient Utilization Review 19 20 19 22
Second Surgical Opinion 89 88 82 71

Mandatorya 59 55 49 45
Voluntaryb 30 33 33 26

None of These 9 7 8 7

Source:  A. Foster Higgins & Co., Inc., Health Care Benefits Survey,
1989–1992 (Princeton, NJ: A. Foster Higgins & Co., Inc., 1990–1993).
aFor specific procedures.
bFor all procedures.

14 percentage point
increase in the use of
case management.
The use of mandatory
and voluntary second
opinions for surgery

has decreased.
UR can be an effective cost-management strat-

egy, but some studies have found that not all UR criteria
are equally effective at reducing unnecessary and
inappropriate care. Feldstein, Wickizer, and Wheeler
(1988) studied 222 groups of employees and their fami-
lies between 1984 and 1985 in order to evaluate the
effects of a large insurance carrier’s UR program. After
controlling for worker characteristics, health care
market factors, and benefit plan features, the research-
ers found that UR lowered hospital expenditures by
11.9 percent, total medical expenditures by 8.3 percent,
admissions by 12.3 percent, and inpatient days by
8 percent. This study was unable to differentiate be-
tween different types of UR strategies. Wheeler and
Wickizer (1990) built on their 1988 research by exploring
the effectiveness of preadmission certification and
concurrent review on utilization and expenditures. They
found that UR groups in markets with low HMO pen-
etration had significantly lower admission rates,
inpatient days and expenditures, and total expenditures.
Market characteristics appear to play a significant role
in the effectiveness of UR programs.

A study that differentiated between various
types of UR programs found that between 1980 and
1988, preadmission certification, concurrent review, and
retrospective review (denial of payment) programs were
associated with lower hospital admissions, fewer inpa-
tient days, and lower payments per patient, but
mandatory second opinion did not affect hospital utiliza-
tion and payments (Scheffler, Sullivan, and Ko, 1991).

Another study performed a similar analysis but
was also able to control for utilization patterns before the
implementation of UR (Khandker and Manning, 1992).
Using 1987–1988 Aetna data, the authors found that
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spending on inpatient care fell by
8 percent, and total medical expendi-
tures fell by 4 percent after one year.

Cost Shifting—Critics of UR programs
have asserted that UR does not manage
costs, but instead shifts costs from an
inpatient setting to an outpatient setting. Wickizer,
Wheeler, and Feldstein (1991) found that UR programs
have resulted in some substitution, resulting in an
increase in outpatient care expenditures.

A previous EBRI study of Houston employers
found that inpatient charges were significantly lower in
plans with UR (Custer, 1991). However, outpatient
charges were significantly greater in plans with UR,
consistent with the substitution effect found in Wickizer,
Wheeler, and Feldstein (1991). UR did not affect total
plan costs among Rhode Island employers. Among Los
Angeles employers, UR had the effect of decreasing total
plan costs by decreasing total charges per admission,
without lowering the admission rate. UR was also
associated with lower outpatient costs in Los Angeles.

UR appears to reduce inpatient charges,
but there is some evidence suggesting that treat-
ment is shifted to an outpatient basis. As a result,
UR is now being extended to the outpatient setting
and over time may lead to reductions in utilization
rates (Bailit and Sennett, 1992). UR has been shown to
reduce expenses on health care overall, but patients and
physicians can be adversely affected by UR. UR is used
primarily in a fee-for-service setting in order to reduce
unnecessary and inefficient care that is provided to
patients, but it is also possible that some patients may
be denied necessary care. In addition, UR intrudes on
the individual physician’s decision making process and
can increase administrative costs to physicians as they
spend more time and resources justifying their course of
treatment to peer review committees and health insur-
ance plans.

An alternative to traditional UR was recently
implemented by Merrill Lynch’s Quality Care Program.

Basically, the goal of
the HMO is to alter

financial incentives in
such a way that pro-
viders move away

from the provision of
more care and toward
weighing the costs of
care in their medical

decision making.

The philosophy behind their program
is to ensure that quality health care
is the most effective way of control-
ling costs. It is very important for
the health care providers to diagnose
health problems correctly the first
time. The goals of the program

include the identification of sick individuals as quickly as
possible, assurance that participants receive high-quality
care, and support for employees and their family mem-
bers in dealing with episodes of illness. Health care
services are provided by specialists instead of registered
nurses. The company relies on a network of individuals
to communicate information on the quality review
system to their workers. While Merrill Lynch is satisfied
with the program’s outcomes, data are not available to
measure the program’s effectiveness in terms of aggre-
gate cost savings.

HMOs

In recent years, the use of HMOs has been one of the
most prevalent methods utilized by employers to control
rising health care costs. HMOs were originally able to
manage their costs because they alter the incentive
structure from a fee-for-service or cost-plus reimburse-
ment scheme to a payment system in which the provider
is paid a salary or is reimbursed on a capitated basis.
Recently, reimbursement schemes have evolved from the
typical salaried/capitated basis to more intricate ar-
rangements. (These arrangements are discussed in more
detail on page 11.) Basically, the goal of the HMO is to
alter financial incentives in such a way that providers
move away from the provision of more care and toward
weighing the costs of care in their medical decision
making.

Researchers have questioned whether lower
HMO costs are a result of selection bias, i.e., healthy,
young individuals are more likely to enroll in HMOs
than relatively older unhealthy people. Some employers
have claimed that relatively lower risk employees tend to
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enroll in HMOs, while employees who incur higher costs
remain in fee-for-service plans. One study found that
families selecting HMOs were younger, had lower
income, and had lower claimed health care expenses
prior to enrollment than families selecting a fee-for-
service plan (Buchanan and Cretin, 1986). This results
in higher overall health care costs because if riskier
workers choose fee-for-service plans over HMOs, premi-
ums for fee-for-service plans will increase due to adverse
selection. Nevertheless, researchers still disagree as to
whether HMO cost reductions are caused by selection
bias.

An EBRI study of the 1987 National Medical
Expenditure Survey finds evidence suggesting some
degree of selectivity bias, but the results from this and
other studies from the 1980s cannot be generalized to the
U.S. population today. In 1987, 28.6 million individuals
were enrolled in HMOs, but by 1993,8 39.8 million
individuals participated in HMOs. As more individuals
enroll in HMOs, a decrease can be expected in the degree
of selectivity and in the differences in expenditures
between HMO enrollees and fee-for-service enrollees that
are due to selectivity bias. Expenditure differences will
also decline because of the increase in the use of UR
among traditional fee-for-service insurance plans. In
addition, as HMOs age, their participants will age and
the degree of selectivity will fall. As HMO enrollees age,
they are likely to develop health problems they did not
have when they joined the HMO. HMO enrollees may be
reluctant to change to an indemnity plan or another
managed care plan because they already have an estab-
lished relationship with their physician.

Research evidence on the selectivity issues
evolving around HMO participants has not been conclu-
sive. The RAND Health Experiment, the earliest
research on health care utilization across different types
of plans, used random assignment to place individuals
into an HMO. This group was given health care benefits
identical to those offered in the indemnity plan. The
study found that individuals assigned to the HMO spent
28 percent less on health care than those in the indem-

nity plan without copayments. It also found no differ-
ences in the health status of individuals assigned to the
HMO and those in the indemnity plan with no costs
sharing, except for low-income individuals, who entered
the experiment already in poor health.

RAND also compared the utilization of health
care services of randomly assigned HMO enrollees with
those of individuals who chose to join the HMO. This
comparison produced no evidence of selection bias:
individuals enrolled in the HMO voluntarily used
services at approximately the same rate as those who
were randomly enrolled in the HMO. The researchers
concluded that the cost differences resulted mainly from
cost-effective practice styles rather than from differences
in enrollees (Manning, et al., 1987). Other researchers
have found little or no evidence of selection bias. Welch
and Frank (1986) found that health status had little
effect on the choice between a prepaid practice and an
indemnity plan.

HMO Model Types

Until the mid-1980s, the typical HMO model was a fairly
homogeneous staff or group model. In a staff model
HMO, the HMO owns its health care facility and em-
ploys health care providers on a salaried basis. Patient
choice is limited: enrollees are restricted to network
providers and are required first to see a primary care
physician, who then refers them to specialists within the
HMO when this is considered medically necessary and
appropriate. A group model HMO is similar to a staff
model HMO except that it contracts with a single
physician group to provide services to the HMO partici-
pants. The physician group is managed independently
and is usually paid on a capitated basis.9 Group model
HMO providers usually spend most of their time
serving HMO patients, but they may spend some time

8  As of July 1, 1993.

9  Providers who are reimbursed on a capitated basis are reimbursed at a fixed
rate per HMO patient.
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in private practice.
The recent expansion in

HMOs has been dominated by
heterogeneous network model
HMOs. Currently, there are five
different HMO models: staff model,
group model, IPA, network model,
and mixed model. Each of these
models differs with respect to its
rules for patients and the financial incentives it
imposes on health care providers to limit services
and costs.

Independent Practice Associations—IPAs are groups of
physicians in private practice who provide some services
to HMO participants, but they primarily provide services
to patients not enrolled in an HMO. The non-HMO
patients are treated on a fee-for-service basis. Providers
working with HMOs are generally paid on a fee-for-
service basis; therefore, they do not have strong
incentives to provide cost-effective care, but there has
been a movement toward reimbursing IPAs on a
capitated basis. The advantage of an IPA is that con-
tracting with physicians practicing in their own offices
allows the HMO to offer services in a broader geographic
area, requires less capital investment than a staff or
group model HMO of similar size, and generally offers
patients more choice among providers.

Network Model—In the network model, HMOs contract
with two or more independent physician groups that
often provide specialty services as well as general
services. These groups are typically paid on a capitated
basis by the HMO, but they also spend some time in
private practice operating on a fee-for-service basis.

Mixed Model—A mixed model HMO initially adapts one
type of model, such as a staff model, and then expands
either its capacity and/or its geographic region later by
adding another type of model such as an IPA.

Cost-Effectiveness of HMOs—The
financial incentives within a health
plan can affect physicians’ decision
making process and the way that
process ultimately affects patients
and the cost of providing health care.
Within the network-based mod-
els mentioned above,
reimbursement schemes have

evolved from a salaried or capitated basis to one in
which physicians share less of the risk associated
with treating patients. In addition, some HMOs use
withholding accounts10 and bonus programs based
on productivity to reimburse providers. Research-
ers have recently focused on the effectiveness of the
various financial incentive models. One group studied
the effects of financial incentives on the utilization of
health care (Hillman, Pauly, and Kerstein, 1989). The
study found that the use of salaried or capitated reim-
bursement was associated with a lower rate of
hospitalization than the use of a fee-for-service payment.
It also found differences between for-profit and nonprofit
HMOs. Physicians in for-profit HMOs and group model
HMOs used the hospital less often, and physicians who
were placed at financial risk were associated with fewer
outpatient visits per enrollee. In addition, the research-
ers found that withholding accounts and bonuses did not
affect the rate of hospitalization.

One reason for the lack of evidence on the
effectiveness of HMOs’ cost savings efforts is that
cost savings may not be realized right away. As
HMOs age, they become more effective at control-
ling costs because they become more efficient
overall. Former fee-for-service physicians and patients

One reason for the lack
of evidence on the

effectiveness of HMOs’
cost savings efforts is
that cost savings may
not be realized right
away. As HMOs age,

they become more
effective at controlling
costs because they be-
come more ef ficient

overall.

10  In a withholding account arrangement, a percentage of the payment is
withheld until the end of the year. Premiums are set aside in a referral fund
that is used to pay for the services of primary care physicians, specialists,
hospitals, and outpatient testing. If the referral fund runs a surplus,
physicians receive the amount that accumulated in the withholding account. If
the referral fund runs a deficit, nothing is returned to the provider.
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learn to provide and accept more cost-effective care as
the HMO learns how to provide the appropriate cost-
effective financial incentives to providers. A recent study
uses aggregate data from 1980 to 1988 to show that
HMOs significantly reduce costs in the long run, al-
though the immediate impact is to increase costs (Olsen,
1993). In general, the study found that, as HMOs
increase their market share, their costs decline—an
effect that is stronger for staff and group model HMOs
than for IPAs.

Hillman, Pauly, and Kerstein (1989) found
that physicians in IPAs hospitalize their patients
more often than physicians in group model HMOs.
Another study, which looked at the effectiveness of HMO
plan type on reducing hospital days and hospital admis-
sions, using data from 12,500 Medicare beneficiaries,
produced different results (Brown and Hill, 1993). This
study suggests that individuals enrolled in IPAs spent
less time in the hospital than individuals enrolled in
staff or group model HMOs, but the difference was not
statistically significant. In addition, Brown and Hill did
not find significant differences in the rate of hospital
admissions across IPAs, staff, or group model HMOs.

Some researchers have begun to model physician
behavior and financial incentives more formally.
DeBrock and Arnould (1992) examine the effects of a
variety of HMO arrangements on health care utilization
while controlling for other plan characteristics. The
study used a sample of data drawn from all HMOs in
Illinois between 1985 and 1987. It found that HMOs with
a fee-for-service financial arrangement with their
physicians can expect 21 percent higher hospital admis-
sions annually and a 34 percent increase in the number
of visits to physicians relative to HMOs without a fee-for-
service arrangement. This study also found that the use
of physician bonuses had a significant effect on utiliza-
tion. The results suggest that bonuses based on the
behavior of individual physicians are more effective in
reducing utilization than bonuses based on the behavior
of groups of physicians. The number of hospital admis-
sions was 16.4 percent lower and the number of patient

visits was 51 percent lower under an arrangement that
based bonuses on individual physician behavior. In
addition, the study found that the hospital did not have
any influence on utilization beyond that of the physician,
that nonprofit HMOs had a significantly higher level of
hospital admissions (18 percent) than for-profit HMOs,
and that older HMOs were able to reduce hospital
admissions by 2 percent for every year of operation.

A recently released report by Lewin-VHI
has also found evidence of savings from network
models of managed care (Stapleton, 1994). Using
1992 data from Aetna, the study found that IPA
costs ranged from 9 percent to 33 percent lower
than the costs of providing the same benefits in a
fee-for-service plan without UR, an average cost
savings of 23 percent. This study adjusts its results for
differences in risk selection, plan design, administrative
costs, and location.11 The authors also suggest that
savings may be 4 percent lower when IPA plans are
compared with a managed indemnity plan, and savings
may be reduced even more when cost-shifting due to
provider discounts is factored into the analysis. The
results from this study should not be generalized to other
IPAs. The study found that savings occurred because of
high HMO penetration and widespread acceptance of
managed care among providers and patients in the
markets studied.

The Lewin-VHI study also looked at the effects
of expanding IPA volume, i.e., the number of a primary
care physician’s patients who are members of the IPA.
Using data from Humana, the study showed that hospi-
tal and specialty physician costs could be reduced by
6.4 percent if a provider increased its volume from
100 IPA patients to 1,000 IPA patients. This overstates
the savings because not all providers serve only 100 IPA
patients. If all providers in the Humana sample in-

11  The Lewin-VHI study used an actuarial model to find cost savings from
independent practice associations at 28 percent compared with a fee-for-
service plan. The study then reduces the cost savings by 5 percent in order to
adjust the results for risk selection. The 5 percent difference was chosen based
on previous literature (see page 19 of the report).
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Table 3
Number of Outpatient Procedures per 1,000

Population, by Type of Procedure
and Health Plan, 1993

Independent Practice
Procedure Association Indemnity

Preventive Outpatient
Immunization 265.4 80.2
Amniocentesis 1.2 1.2
Sigmoidoscopy 15.1 8.6
Prepartum tests 7.3 5.5

Diagnostic Outpatient
Chest x-ray 102.6 69.8
Ultrasound, pregnancy 27.9 19.3
Cardiovascular stress test 9.8 10.7
Pulmonary function test 19.8 10.8
Magnetic Reso—orbit, neck, face 4.8 4.0

Surgical Outpatient
Laparoscopic, cholecystectomy 0.8 1.2
Arthrocentesis, large joint 6.2 8.9
Cataract surgery 1.3 2.7
Myringotomy/tubes 6.0 4.5
Hernia repair, inguinal 1.9 2.5

Source: Sachs Group, Inc., personal communication.

to disaggregate the effects of case mix. Recent evidence
on outpatient utilization suggests that use rates for
preventive and diagnostic outpatient procedures are
higher in an IPA model than in an indemnity plan, while
surgical outpatient procedures are lower in IPAs
(table 3). IPAs had a rate of 265.4 per 1,000 population
for immunization, while indemnity plans had a use rate
of 80.2 per 1,000 population for this procedure in 1993.
In terms of diagnostic procedures, IPAs had a use rate of
102.6 per 1,000 for chest x-rays, and indemnity plans
had a use rate of 69.8 per 1,000. In the surgical outpa-
tient area, IPAs had a use rate of 1.3 per 1,000 for
cataract surgery, while indemnity plans had a use rate of
2.7 per 1,000 in 1993.12

Some studies have begun to look at the
effects of market competition on health care costs.
Research has shown that competitive markets
have performed much better, in terms of control-
ling health care expenditures, than markets in
states with hospital regulations. Melnick and
Zwanziger (1994) found that real per capita expenditures
for hospital services in California grew 27 percent,
compared with 34 percent in Maryland, 45 percent in
Massachusetts, 57 percent in New York, and 85 percent
in New Jersey—four states with the most comprehensive
and sophisticated programs and a long history of hospi-
tal regulation. Another study found that a 10 percent
increase in HMO market share is associated with a
10 percent–11 percent decrease in the fee for an office
visit charged by fee-for-service physicians (Baker, 1994).

PPOs / POS Plans

PPO and POS plans have emerged as strong
alternatives to fee-for-service plans and HMOs.
Between 1987 and 1992, the number of individuals
enrolled in PPOs increased from 12.2 million to

creased their volume of IPA patients to 1,000, there
would be an overall physician specialist and hospital cost
savings of 2.6 percent.

Several studies show that health care
utilization levels are higher in HMOs that reim-
burse their physicians on a fee-for-service basis
(Hillman, Pauly, and Kerstein, 1989; Olsen, 1993;
DeBrock and Arnould, 1992; and Stapleton, 1994).
Arnould and DeBrock (1993) argue that something must
be leading HMOs to choose fee-for-service reimburse-
ment over a salaried or capitated arrangement. They
suggest that fee-for-service reimbursement gives HMOs
an opportunity to monitor the actual effort and contribu-
tion of each physician, and that the choice of the
financial arrangement is determined by the relative
bargaining power of the physician and the HMO. The
results of the study support the hypothesis that physi-
cian bargaining power affects the choice of
reimbursement arrangement. The research shows that
the larger the market share of HMOs, the less likely
physicians will be reimbursed on a fee-for-service basis.
Once the effect of bargaining power is held constant,
physicians reimbursed on a fee-for-service basis do not
admit more patients to hospitals than physicians reim-
bursed on a salaried or capitated basis.

Many studies on utilization and costs look at
overall use rates and health care costs. These studies do
not differentiate among different types of procedures. It
is helpful to look at use rates by procedure type in order

12  The data in table 3 were provided by the Sachs Group, Inc., which provides
data on outpatient utilization from a nationally representative sample of
hospital outpatient departments and other outpatient settings.
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58 million, and enrollment in POS plans grew from
virtually none to 2.3 million (Porter, Ball, and Kraus,
1992).

A PPO is a panel of health care providers who
individually contract with insurance companies and/or
employers to offer health care benefits to their members.
PPO network physicians generally do not assume
financial risk for the provision of health care services.
Typically, PPOs reimburse their physicians on a negoti-
ated fee schedule or a discounted fee-for-service basis.
Providers are usually chosen on the basis of their
performance, but many plans choose physicians to fit
geographic and specialty areas, often in response to
employer requests. Enrollees can receive health care
services from PPO providers or non-PPO providers, but
they usually face higher cost-sharing requirements when
receiving care from a non-PPO provider. While the PPO
structure differs greatly from the HMO structure, they
both combine three broad cost management strategies: a
limited provider panel, negotiated fee schedules, and UR.
In addition, some PPOs have a physician who acts as a
gatekeeper to the system.

Effectiveness of PPOs—Given the recent growth in PPOs,
there are few assessments of their effectiveness in
lowering costs and utilization of health care services.
One study analyzed the expenditure and utilization
patterns of a large group of employees before and after
they were given a choice of HMO, PPO, and fee-for-
service plans (Strumwasser, et al., 1989). This study
found that plan participants who switched to an HMO or
PPO were generally younger and had lower average
expenses and utilization rates than those who retained
their traditional fee-for-service plan. Another study
examined physician charges in a PPO and a fee-for-
service plan for five diagnostic services (Garnick, et al.,
1990). In this study, the same physicians treated enroll-
ees in one group of employees who switched to a PPO
plan, and enrollees in another group of employees who
did not switch. The PPO enrollees had lower charges per
visit than fee-for-service enrollees, but overall charges

were higher in the PPO plan because more services were
provided per visit in the PPO and more visits occurred.

Studies have found that PPO enrollees had
higher expenditures than enrollees in traditional fee-for-
service plans. One study that used 1982–1985 data from
a single employer found that the total cost of outpatient
primary care was less than one percent higher in the
PPO when compared with the costs in the fee-for-service
plan (Wouters, 1990). Another study observed utilization
and cost patterns over time for an employer using a PPO
for the first time. It found substantial selection effects
(younger workers enrolled in the PPO), and expenditures
increased substantially after the implementation of the
PPO ($596 versus $821) because of expansions in outpa-
tient benefits (Zwanziger and Auerbach, 1991). Both
studies concluded that costs were higher in the PPO
because the PPOs paid physicians according to a fee
schedule without any risk sharing, and there were
virtually no UR or gatekeeper services. In EBRI’s study
of Los Angeles employers, the presence of a PPO did not
significantly affect total indemnity plan charges (Custer,
1991).

A recent Lewin-VHI study used Aetna data
from numerous markets in which they operate and
found that Aetna’s PPO cost savings ranged from
–3 percent to 32 percent, with an average savings
of 11 percent, when compared with Aetna’s fee-for-
service plan (Stapleton, 1994). The cost
effectiveness of a PPO plan can vary with market
conditions and provider incentives. This study’s
results are consistent with prior research.

POS Plans—Until 1988, a traditional feature of
health insurance plans was to let employees
choose their plan type during a period of open
enrollment. POS plans allow participants to choose
their provider at the time of service instead of at open
enrollment. POS plans feature networks of health care
providers who agree to provide health care benefits in a
managed care environment at a reduced rate. Enrollees
are required to select a primary care physician, who then
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acts as a gatekeeper, essentially
controlling referrals to specialists. The
enrollee is then free to choose services
from a participating HMO, a PPO
network provider, or a nonnetwork
provider. The enrollee’s cost-sharing
responsibilities vary with the choice of
provider; the highest cost-sharing is
associated with the use of nonnetwork providers. The
single major difference between POS plans and HMOs is
that POS participants can seek nonnetwork treatment
and receive benefits just as they would under a fee-for-
service plan, with higher cost sharing under the
fee-for-service option.

Because POS plans have not been in existence
long, and few people have been enrolled in these plans,
there is a lack of well designed studies on their effective-
ness.  The recent Lewin-VHI study on managed care at
Aetna found cost savings from a POS plan ranging from
–2 percent to 34 percent when compared with a fee-for-
service plan (Stapleton, 1994). In addition, research has
shown that POS plans experienced the lowest premium
increases among all health plan types in 1993 (Gabel, et
al., 1994).

Some employers may use POS plans to
acquaint their workers with a managed care
environment. The POS plan can be used as a
transition to more integrated managed care
models, such as a staff model HMO. Nevertheless,
enrollment in POS plans has been growing at a faster
rate than enrollment in HMOs, and some anecdotal
evidence points to the success of POS plans’ effectiveness
in controlling costs. Employers have had varying degrees
of success with POS plans. In 1990, AT&T introduced a
POS plan at 4 sites, covering 13,000 employees. By 1993,
these plans had been implemented at 44 sites, covering
approximately 89,000 employees. AT&T found that
annual growth in occupational medical expenses in 1992
was less than 5 percent. Factors contributing to the
reduction in health care expenses included provider fee
discounts, hospital discounts, management of care by

each employee’s primary care
physician gatekeeper, and increases
in employee coinsurance when out-
of-network providers were used.

In 1991, the Pacific Telesis
Group moved their fee-for-service
enrollees into POS plans. Seventy
percent of their work force was

already enrolled in an HMO. As a result, annual growth
rates fell from 12 percent to 5 percent. Surveys of their
employees found that they were generally satisfied with
the system once they understood it. Negative reaction
came from employees who never used the system.

One of the distinguishing features of a
network of providers is the way the plan selects its
providers. Some plans evaluate candidates against
a set of predetermined selection criteria. Provid-
ers must be able to achieve the network’s goals for
cost control and quality improvement by success-
fully managing health care delivery. Candidates can
also be chosen according to their location. Providers must
be able to provide health services to an adequate geo-
graphic area. Networks must be available where
employees live and work. In addition, most networks
require providers to agree to accept UR procedures, refer
patients only to other providers in the network, and
accept the network’s reimbursement procedures. Many
networks also monitor their providers’ practice patterns
to identify unjustifiably high costs and then alter pro-
vider practice patterns through educational and financial
incentives.

Some employer plans use objective information
on the quality of care to identify potential providers for
their network. Employers contract with specific hospitals
for high-cost procedures such as open heart surgeries
and transplants. These hospitals are selected according
to a number of criteria, including mortality and morbid-
ity rates. In selectively contracting on the basis of these
criteria, employers are explicitly using outcome mea-
sures for determining reimbursement.

Providers have challenged the use of unadjusted

Not only have networks
of providers taken steps
to manage health care

costs, but employers
have also been able to
affect the evolution of

the managed care
system by using their
bargaining power to

effectively reduce health
care expenditures.
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outcome measures as criteria for selection because
providers with sicker patients will appear to be of poorer
quality. In response, health care data management firms
such as MediQual and Iameter have developed systems
to analyze medical records that adjust for the severity of
the case mix. The outcomes achieved by physicians and
hospitals can potentially make it possible to objectively
compare and assess the quality and cost effectiveness of
care. Selectively contracting with providers using
objective criteria such as these begins for the first time to
directly reward providers for low-cost, high-quality
health care.

Coalitions and Cooperatives

Not only have networks of providers taken steps to
manage health care costs, but employers have also been
able to affect the evolution of the managed care system
by using their bargaining power to effectively reduce
health care expenditures. In Cincinnati, the Big-Four
Employers—Cincinnati Bell, General Electric Aircraft
Engines, Procter & Gamble, and The Kroger Company—
formed a health care coalition in 1991 to increase
bargaining power for discounts with area hospitals,
monitor quality improvements, and search for other
ways to control costs. Beginning in 1991, area hospitals
submitted discharge data to Iameter to provide severity-
adjusted medical outcomes and cost information. Iameter
found a wide variation in treatment costs and lengths of
stay for patients with the same conditions in the area
hospitals. Because of their willingness to compete for the
Big Four business, providers improved their cost effec-
tiveness after reviewing the 1991 data. Cost savings
resulted from a 5 percent decrease in the average charge
per patient and a 10 percent decrease in the average
hospital length of stay. In addition, per capita health
care costs rose only 6.8 percent in 1992, compared with
double digit annual increases during previous years.
Annual savings in the Cincinnati area have been esti-
mated at $75 million for all private and public payers of
health care (Manus, Strub, and Werner, 1994).

In Cleveland, small employers have the opportu-
nity to join the Council of Smaller Enterprises (COSE), a
health insurance purchasing alliance. COSE’s plans
cover 11,000 small businesses, with more than 190,000
persons in the greater Cleveland area. COSE partici-
pants pay 35 percent–40 percent less for their coverage
than the average participant in other employer-provided
plans. Critics have pointed out that a large part of
COSE’s cost savings is from risk selection. Several of
their managed care plans accept all applicants, but some
of the more conventional plans practice whole-group
underwriting, requiring groups to meet eligibility
standards and medical standards. Approximately
17 percent of the applicants are denied coverage (Polk,
1994).

Coalitions have also been formed in Den-
ver, CO, Memphis, TN, Cedar Rapids, IA, Houston,
TX, Minneapolis, MN, Kingsport, TN, and other
cities. The activities of these coalitions have varied
greatly, including the selection of preferred providers on
the basis of efficiency, assistance in the purchase of
cardiovascular care, the provision of mental health and
substance abuse programs at reduced rates, the enact-
ment of health lifestyle programs for adults and children,
and the provision of small business insurance options.

Health coalitions have been concerned with
maintaining quality standards as much as managing
their costs. The major goal of the Business Health Care
Action Group in Minneapolis, MN is to cut back on the
use of specialists and increase the use of primary care
physicians, but the coalition will do business only with
providers that maintain high standards of quality.

These coalitions are successful in reducing
expenditures on health care because they create a
competitive market, with sound business principles such
as volume purchasing and competitive bidding. It is also
possible that the groups with the highest costs, i.e.,
higher risk groups, are most likely to form coalitions. As
long as pro-competitive benefits accrue to consumers,
anti-trust legislation supports the formation of health
care coalitions. The Federal Trade Commission and
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the Justice Department believe that it is economi-
cally efficient for providers of health care to share
information on outcomes and costs with purchas-
ers of health care in order to influence the terms of
any agreement between them. These laws are
based on the economic principle that increased
competition in the health care industry should
result in the production of more health care
services and goods at a lower price. Pro-competitive
benefits will also accrue to consumers of health care in
the form of higher quality services.

States have responded to growing health care
costs not only as government entities but also as employ-
ers. The California Public Employees’ Retirement
System (CalPERS) has been effective in controlling the
costs of the health plans offered to public employees and
small public agencies. Because of continued double digit
health care premium inflation in the late 1980s,
CalPERS renegotiated health insurance premium
increases at approximately 6.1 percent in 1992 and
1.4 percent in 1993; there was a decrease in 1994.
CalPERS was successful in managing its health care
costs for several reasons. The 1992 budget crisis led the
state to freeze premium contributions in 1992. CalPERS
began negotiating more aggressively, asking HMOs to
forego rate increases, and the state introduced a stan-
dard benefits package in 1993, requiring copayments of
its patients.

The evolu-
tion of
managed
care will be
affected by
future
health care

reform, but the effects will differ depending on the shape
reform takes. Different health care reform proposals will
affect the evolution toward managed care and cost
containment in various ways. Under a single-payer
proposal, cost containment would be achieved through

the establishment of a national health care budget.
Other proposals would rely on managed competition or
price competition (market forces) in their efforts to
control costs. These proposals could also rely on premium
caps to control health care costs. Proposals that would
reform individual purchasing markets would rely on
insurance market reform and changes in the taxation of
health insurance to achieve cost containment.

Managed Competition

Managed competition promotes the use and
growth of managed care. The goal of managed
competition is to “divide [health care] providers in
each community into competing economic units
and to use market forces to motivate them to
develop efficient delivery systems” (Enthoven,
1993). Price competition is the primary focus of managed
competition, with price being defined as the annual
premium for comprehensive health benefits, not the
price of individual health care services.

The integration of managed competition with the
evolution of managed care would continue to further the
expansion of managed care. Individuals have already
begun to move into managed care plans, suggesting a
willingness to make tradeoffs between the choice of
health care providers and the cost of the health care
services. Under managed competition, they would
continue to move from fee-for-service health plans to
managed care plans, but at the same time they could
also move from restrictive managed care plans to rela-
tively less restrictive managed care plans. Enrollment in
IPAs and POS plans would likely increase at the expense
of enrollment in fee-for-service plans and group and staff
model HMOs. The effects on cost containment are
uncertain because IPAs and POS plans are not as
restrictive as staff or group model HMOs with respect to
an individual’s choice of health care provider. Any health
care reform proposal that requires an HMO to offer a
POS option will undermine the potential savings from
managed care.

Health
Care Reform
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Insurance Reform

Small employers usually pay higher average premiums
per participant for the same benefits package that large
employers offer because of higher administrative costs
per participant and insurance companies’ limited ability
to pool risks in small groups. The small group insur-
ance market could be reformed significantly
under different health care reform proposals. The
proposals differ significantly, but there is agree-
ment on some basic principles. In general, the
proposals would guarantee access to insurance,
limit restrictions on preexisting conditions, allow
job mobility without new restrictions on cover-
age, guarantee coverage for high utilization
groups, require insurers to offer insurance to
small groups (if they already offer insurance to
any small group), stabilize premium rates, and
guarantee renewal of policies. A key feature of
any small group reform proposal is community
rating. Moving toward community rating would allow
insurance to be offered to all small groups at fixed rates.
In some cases, the rates can be adjusted according to
age, gender, geographic region, and industry (class
rating). It is generally accepted that moving to a
community-rated insurance market would reduce the
number of insurers in the market because insurers
would need to pool small groups in order to pool risks.
In order to remain viable in a community-rated market,
an insurer must have a large enough share of the
market to ensure that enough good risks are in the risk
pool to make the costs of coverage affordable. A likely
result would be a further expansion of managed care
networks and a decrease in health care providers’
income. In addition, low-risk individuals would un-
doubtedly wind up paying higher premium costs under
a community-rated system. Individuals would be
required to purchase health insurance at the prevailing
community rate instead of paying a rate based on their
medical claims history.

Price Controls

Some health care reform proposals include price controls
to contain costs. Price controls can be in the form of
premium caps and caps on employer and employee
contributions to health insurance premiums. Price
controls could result in some rationing of health care
services, which may result in an inequitable allocation of
resources flowing into the health care sector. In addition,
the effect of price controls is to remove price competition
from the market for health care services in the expecta-
tion that providers would compete on the basis of quality
under the price cap. If consumers fully understand the
available quality measures, a reduction in quality may
be prevented; however, if quality measures do not
adequately capture some dimensions of quality and
consumers do not have perfect information, restricting
the flow of resources into the health care delivery system
could have adverse effects on quality.

Any Willing Provider Laws

As of June 1994, seven states have enacted stringent
forms of the “any willing provider” law.13 These laws
require HMOs and other networks of providers to accept
any health care provider who is willing to meet the
health plan’s basic terms and fees. Opponents of any
willing provider laws say that they have the potential
effect of increasing health care costs and decreasing
quality. Costs could increase because HMOs and other
networks of health care providers would be prevented
from negotiating for the best possible terms with highly
qualified and efficient health care providers. Studies
have shown that premiums for managed care plans could
rise between 15 percent and 29 percent if any willing
provider legislation is passed (Atkinson & Company,

13 Georgia, Illinois, Oklahoma, South Dakota, Utah, Virginia, and Wyoming
have passed stringent any willing provider laws. Fourteen other states have
defeated these laws.
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1994, and Arthur Anderson & Company, 1994). Another
study found that administrative costs could increase by
as much as 34 percent (The Wyatt Company, 1991).

Health care quality could be affected by any
willing provider legislation because health plans and
networks of health care providers would be prohibited
from selecting additional health care providers exclu-
sively on the basis of a plan’s quality guidelines.

Proponents of any willing provider laws argue
that there is a need to preserve existing patient-provider
relationships. The laws are intended to protect a
patient’s choice of provider from arbitrary decisions of
health plans to exclude or drop providers from their
networks.

The health
care deliv-
ery and
financing
system has
been moving
from

traditional retrospective fee-for-service arrangements to
managed care arrangements such as restrictive staff and
group model HMOs and UR programs in traditional
indemnity plans. This change has been caused by ever-
increasing health care costs. Changes have occurred in
the way health care is financed, the types of treatment
available, the sites of care, and the physician-patient
relationship. However, until recently, empirical evidence
on the cost savings achieved by managed care has been
inconclusive. Researchers have suggested that managed
care plans have not reduced costs significantly but
instead have lowered their prices to just below tradi-
tional indemnity plan prices and competed for enrollees
by expanding benefits. Recent empirical evidence on cost
savings from managed care generally suggests that
managed care does result in lower costs, but the range of
cost savings estimates is large and varies according to
the restrictiveness of the plan (with respect to choice of
health care providers) and the health plan market.

Future health care reform is likely to accelerate
changes in the health care delivery and financing
system. Overall, health care cost inflation has slowed
recently, reaching a 20-year low at 5.9 percent in 1993.
This may be a result of three underlying factors: man-
aged care is finally reducing costs; overall inflation in the
economy fell to 2.7 percent in 1993, the lowest increase
in 27 years except for 1986; and the threat of health care
reform accelerated cost saving changes designed to make
health care reform appear unnecessary. We are likely to
see a continued movement of Americans into managed
care arrangements, an increase in the number of physi-
cians forming networks, a reduction in the number of
insurers, an increase in the number of employers joining
coalitions to purchase health care services for their
employees, and a health care system that is generally
more concentrated and vertically integrated.

Conclusion
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