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The previous chapter described how conventional health insurance will generally increase consumers’ health care utilization. Those who are insured consider the out-of-pocket cost of care rather than the true full cost at the point of service. In the absence of restrictions, they will purchase services beyond the point at which the marginal benefit of the care equals its marginal cost. For insurance to provide a net benefit to society, the costs of this increased health care consumption must be overcome by the benefits of the reduced financial risk to patients. Even with the benefits of risk reduction, improved insurance coverage leads to increased costs to society.</para>
<para>A simple analogy may help address the dilemma. Suppose that rather than health care insurance, employers provided food and clothing (F&C) insurance for their workers. A “fee-for-service” F&C plan would allow the consumers to purchase their food and clothing at any merchant they choose and would reimburse the consumers subject to coinsurance rates and deductibles. A consumer facing a 20 percent coinsurance rate could purchase filet mignon for $20 per pound and have the insurer pay $16 per pound, or 80 percent of the price. Another consumer could purchase designer athletic shoes for $200 and have the insurer pay $160, again 80 percent of the price. Consumers would likely buy more (or more expensive) filet mignon or athletic shoes than if they had to pay the full amount themselves. The market effect of such plans would likely cause consumers and their insurers to worry about F&C cost and expenditure inflation.</para>
<para>Suppose that in response to the perceived high costs of food and clothing, and the consequent high cost of the F&C insurance plan, a group of consumers and their employers organized and offered a “managed F&C” plan. In this plan, members (consumers and the employers) would pay a fixed amount per person per month for food and clothing, presumably less than they were paying (together) under the fee-for-service plan. In return for this reduced cost plan, the consumers would be limited to shopping at a single shopping center with which plan managers had negotiated lower prices for food and clothing. Moreover, the plan managers could limit the types of goods purchased (no filet mignon) and might also attempt to curb total consumer expenditures in other ways. It is likely that at least some consumers would find such a plan attractive due to its lower costs.</para>
<para>Analysis of this “managed care” F&C arrangement raises a host of questions. For individual consumers, one might ask:</para>
<itemizedlist id="ch12it01" mark="bull" spacing="normal"><listitem><para>•
Are they getting the same quality of goods as before?</para></listitem>
<listitem><para>•
Are they being denied goods that they “should” be getting?</para></listitem>
<listitem><para>•
Are their expenditures reduced?</para></listitem>
<listitem><para>•
Are they less well-fed, less healthy, or less well-dressed than before?</para></listitem></itemizedlist>
<para>At the market level, one might ask:</para>
<itemizedlist id="ch12it02" mark="bull" spacing="normal"><listitem><para>•
Do aggregate F&C expenditures decrease or does their growth rate decrease?</para></listitem>
<listitem><para>•
Do the managed F&C plans meet consumer preferences?</para></listitem>
<listitem><para>•
Can the merchants earn sufficient returns to stay in business?</para></listitem>
<listitem><para>•
Is there competition in the managed care F&C market, and do the managed care F&C plans influence the fee-for-service F&C plans in terms of the prices or selection of goods?</para></listitem></itemizedlist>
<para>With this in mind, we turn to the issue of managed health care. One might argue that physician practice must be managed in order to address high health care costs. This suggests that networks of providers, including HMOs (health maintenance organizations), PPOs (preferred provider organizations), and individual practice associations (IPAs), are widely seen as means to restore competition to the health care sector and as means to control expanding heath care costs. We devote this chapter to managed care with particular attention to the distinctive combination of insurance and care exemplified by HMOs and similar organizations. Unless distinguishing the individual types of institutions, we will refer to them as managed care organizations (MCOs). The HMO receives special attention in this chapter for its pioneering role and for the fact that much of the scholarly and policy research has focused on HMOs.  Accountable Care Organizations (ACOs), the Affordable Care Act (ACA), and other recent developments impacting managed care, are taken up later in this chapter.</para>
<para>HMOs appear to overcome the information problems inherent in fee-for-service (FFS) health care markets that ordinary insurance coverage may exacerbate. Under FFS, the provider provides health care and advises the consumer on how much to get. At first glance, it appears that the consumer’s imperfect information about health care, when combined with FFS remuneration, may create the incentives for substantial overconsumption. The HMO organizational form appears to eliminate the overconsumption incentives and replace them with cost-control incentives and even possibly incentives toward underconsumption.</para>
<para>We begin this chapter by describing managed care and its cost-cutting potential. We then turn to HMOs as a form of health care organization that combines the functions of insurance and the provision of care. We describe the HMO and its organizational relatives, and we assess the theory and evidence on their effects. We then turn to the market effects of managed care on providers, insurers, and the adoption of new health care technology.</para></section>
<section id="ch12lev1bm" role="bm"><title id="ch12lev1bm.title"/><section id="ch12lev1sec1"><title id="ch12lev1sec1.title">What is the Organizational Structure?</title>
<para>It is instructive to provide a general description of MCOs, leading to a more specific discussion of HMOs, while recognizing that the concept of managed care is undergoing constant changes. Analysts speak of an organized delivery system as a network of organizations (e.g., hospitals, physicians, clinics, and hospices) that provides or arranges to provide a coordinated continuum (from well care to emergency surgery) of services to a defined population. This system is held clinically and fiscally accountable for the outcomes and the health status of the population served. It is tied together by its clinical (treatment) and fiscal (financial) accountability for the defined population. Often the organized delivery system is defined by its association with an insurance product.</para>
<para>In principle, managed care creates incentives for keeping people well by emphasizing prevention and health promotion practices, and by treating those who become ill at the most cost-effective location in the continuum of care. Through a more centralized management of services, the goal is to provide additional quality-enhancing features for a given price, or to provide a given set of quality attributes or outcomes for a lower price. A primary provider typically serves as the patient’s gatekeeper to help ensure appropriate care and limit overutilization.</para>
<para>Two features characterize the contemporary MCO. The first is the extensive reliance on health care information systems. Initially, these systems were developed mainly to replace clerical functions such as billing and record keeping. Indeed, the “embryonic” development of clinical information systems constituted a fundamental barrier to the success of managed care organizations. In the 1990s, large health centers budgeted tens of millions of dollars per year to integrate systems that often were developed separately and almost never “talked to each other” (Shortell et al., 1994). A major challenge facing managed care is the design of information networks that provide direct clinical support to improve the process of care. However, despite the current enthusiasm for health information technology, its value remains unclear.  One recent analysis could not even find savings in hospital costs five years after the technology adoption (Agha 2014). </para>
<para>A second feature of MCOs is their de-emphasis of the acute care hospital model. Hospitals provide expensive care, and moving toward cost-effective systems necessarily moves away from hospital care. As noted earlier, primary care physicians are often the gatekeepers of managed care systems, directing patients to appropriate (i.e., cost-effective) treatment settings. If they “feed” patients into the hospital instead, this leads to increased costs. Managed care seeks a vertical integration of what had previously been a generally unintegrated system of health care treatment. Through coordination of care and improved information, such integration has the potential to address the health care costs in a manner that would appear to address criteria of economic efficiency. Yet the integration is costly, and the quality of the resulting care may not match all consumer preferences. Some also claim that managed care systems have incentives to underprovide services, which may be harmful to patients.</para>
<para>The HMO represents a prime example of managed care on which there has been considerable research. We begin by describing HMOs and we continue with their history and with the rationale for a government policy that has promoted their development.</para></section>
<section id="ch12lev1sec2"><title id="ch12lev1sec2.title">What are the Economic Characteristics?</title>
<para>Managed care features a health care delivery structure involving the integration of insurers, payment mechanisms, and a host of providers, including physicians and hospitals. What distinguishes managed care from the fee-for-service care that also might plausibly attempt to integrate the various health care system parts?</para>
<para> Health insurance plans use four related mechanisms to contain costs and/or improve quality of care:</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><inst>
1.
</inst><title>Selective contracting,</title><para> in which payers negotiate prices and contract selectively with local providers such as physicians and hospitals. There may be price differences across providers and other contract features such as volume limits and discounts based on volume.</para></listitem>
<listitem><inst>
2.
</inst><title>Steering</title><para> of enrollees to the selected (in-network) providers. If patients select non-network providers, they may have to pay substantially higher out-of-pocket costs and, in some plans, pay the entire costs of these services.</para></listitem>
<listitem><inst>
3.
</inst><title>Quality assurance</title><para> through meeting voluntary accreditation standards. Practice guidelines, “best practices,” and disease management programs are often incorporated into quality improvement activities.</para></listitem>
<listitem><inst>
4.
</inst><title>Utilization review</title><para> of the appropriateness of provider practices. The utilization review process may be prospective (in advance), concurrent (at the same time), or retrospective (looking back).</para></listitem></orderedlist>
<para>Of the four, most analysts find selective contracting to be most important. Dranove, Simon, and White (1998) point out managed care organizations may award contracts on the basis of the providers’ willingness to accept particular payment plans and monitoring of treatment styles and quality of care. Morrisey (2001b) notes that under selective contracting (unlike FFS care), some providers get contracts and some do not. Service price becomes important in managed care system negotiations with providers.</para>
<para>The selective contracting and the steering distinguish managed care from the more standard FFS care. Managed care is also distinct through its quality assurance emphasis. Most plans seek NCQA accreditation. The NCQA, a private nonprofit organization, establishes performance measures through HEDIS (Healthcare Effectiveness Data and Information Set), and it also issues report cards. Despite these efforts, as discussed later in this chapter, many analysts are disappointed at the progress managed care has made in improving quality. As for utilization review, Morrisey argues that traditional indemnity plans that include pre–hospital admission certification would be classified as managed care plans under this definition. Almost everyone now reviews utilization, so utilization review in itself is not helpful in discussing managed care.</para>
<para>What, then, is a good analytical way to conceptualize between MCOs and FFS? Cutler, McClellan, and Newhouse (2000) provide a useful conceptual model that asks how much a patient would have to be compensated to move from FFS to MCO coverage. The compensation presumably would be related to the patient’s difference in utility (satisfaction) between FFS and MCO coverage. If an MCO and an FFS plan were identical, the compensation would be zero; if the MCO leads to less (more) utility, compensation must be positive (negative) to make the client indifferent.</para>
<para>Three differences between MCOs and FFS might affect compensation:</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><title><inst>
1.
</inst>Difference in health.</title><para><inst>  </inst>If the MCO provides reduced health (relative to FFS) due to reduced treatment, then the compensation must be positive for those who choose the MCO. This positive compensation might be offset if the MCO is better at managing the overall care process or at providing “well care.”</para></listitem>
<listitem><title><inst>
2.
</inst>Cost savings.</title><para><inst>  </inst>If, holding health constant, the MCO provides savings due either to less treatment or cheaper treatment, the compensation must be negative, because the MCO is saving money for its clients.</para></listitem>
<listitem><title><inst>
3.
</inst>Financial risk from different out-of-pocket payments.</title><para><inst>  </inst>Clients may prefer an MCO if it ensures them from having to make large out-of-pocket payments. If so, the compensation will be negative because payment variability is reduced. The size of the compensation would depend on the MCO’s cost-sharing provisions, as well as reimbursement for out-of-plan use.</para></listitem></orderedlist>
<para>This framework suggests that one must measure the differences between managed care and fee-for-service along several dimensions: health, price of care, and quality of care. In fact, patients who value health less (or other things more) may choose less health and/or health care by choosing an MCO, or possibly even no insurance, rather than FFS care.</para>
<para>It does not necessarily tell us which mechanism provides the appropriate level of care at which marginal benefits equal marginal costs. Recall that under FFS, with fractional coinsurance, clients may overuse services. Under managed care, they may use fewer services and possibly not enough of them, but it is not clear whether they will use the efficient amount.</para>
<para>With this framework established, we can look at the emergence of managed care plans and what the market for managed care will look like. We also can look at the differences in health, price, or quality of care, recognizing that consumers and employers, acting on their behalf, will evaluate all of these dimensions in spending their health insurance dollars.</para></section>
<section id="ch12lev1sec3"><title id="ch12lev1sec3.title">The Emergence of Managed Care Plans</title>
<para>Managed care describes a variety of arrangements with the following common features. First, much, if not all, of the patient’s care is provided through a specific network of hospitals, physicians, and other health care providers. Second, considerable centralized oversight of resource use, often referred to as utilization review, occurs within the network. Here, we provide a brief overview of the types of managed care plans and the extent to which physicians and hospitals now contract with insurers under capitation arrangements.</para>
<section id="ch12lev2sec1"><title id="ch12lev2sec1.title">Employer-Sponsored Managed Care</title>
<para>Employer-sponsored insurance dominates the private health insurance market. In 2015, 147 million enrollees, nearly 55 percent of the non-elderly population, obtained coverage through the workplace. The Kaiser Family Foundation (KFF), through surveys and other sources, provides a wealth of information on the health care marketplace and employer-sponsored health plans.<footnoteref preference="1" label="1" role="generated" linkend="ch12fn01"/>
 The KFF data in <link linkend="fg12_00100" preference="1" type="forward">Table <xref linkend="fg12_00100" label="12-1"><inst>12-1</inst></xref></link> document the historic and dramatic shift to the three main types of employer-sponsored managed care plans. Traditional indemnity (FFS) insurance accounted for just 1 percent of enrollments in 2015 compared to 73 percent in 1988. HMO enrollments, which peaked at 31 percent in 1996 (not shown in Table 12-1), fell to 14 percent by 2015. PPOs, just 11 percent in 1988, represented 52 percent of enrollees in 2015; while point-of-service (POS) plans represented 10 percent.

________________________________________________

TABLE 12-1  </inst><title id="fg12_00100.title">Health Plan Enrollment (Percent) for Covered Workers, by Plan Type, Selected Years

	
	1988
	1999
	2008
	2015

	FFS
	73
	10
	2
	1

	HMOs
	16
	28
	20
	14

	PPOs
	11
	38
	58
	52

	POS
	–
	24
	12
	10

	HDHPs     
	–
	–
	8
	24


</inst><emphasis>Source:</emphasis> Kaiser Family Foundation/Health Research and Educational Trust, <emphasis>Employer Health Benefits, 2015 Annual Survey</emphasis>, <link olinkend="ch12" preference="0">Exhibit <xref olinkend="ch12" label="5.1"><inst>5.1</inst></xref></link>. Available at <ulink url="http://www.kff.org/insurance">www.kff.org/insurance:</ulink> accessed January 15, 2016. This information was reprinted with permission from the Henry J. Kaiser Family Foundation. The Kaiser Family Foundation is a non-profit private operating foundation, based in Menlo Park, California, dedicated to producing and communicating the best possible information, research, and analysis on health issues.</source></mediaobject></figure>
____________________________________________________

<link linkend="fg12_00100" preference="0" type="forward">Table <xref linkend="fg12_00100" label="12-1"><inst>12-1</inst></xref></link> also shows the recent emergence of high deductible-health plans with a savings option (HDHPs). In 2015, these plans represented 24 percent of covered workers, up from 4 percent in 2006.<footnoteref preference="1" label="2" role="generated" linkend="ch12fn02"/>
 Much of this growth came at the expense of enrollments in the HMOs and PPOs.</para>
<para>Many employer-sponsored plans are partially or completely self-funded, i.e., self-insured. In contrast to fully-insured plans, where the entire risk is borne by the insurance company, an employer bears the financial risks under a self-funded plan, although it may purchase various insurance protections against unexpectedly large claims. Self-funded plans are governed by the Employee Retirement Income Security Act (ERISA) of 1974 which offers employers considerable flexibility by exempting them from state insurance laws including mandated benefits. According to the KFF, 63 percent of covered workers in 2015, and 83 percent of workers in firms with 200 or more employees, belonged to ERISA plans.</para>
<para>There are wide variations across health plans and provider organizations in terms of management of utilization and other features. With the emergence of many hybrid forms, the taxonomy of managed care is continuously evolving. For simplicity, we describe the three basic types of employer sponsored managed care plans.</para>
<para><emphasis>Health maintenance organizations</emphasis> (HMOs) provide relatively comprehensive health care, entail few out-of-pocket expenses, but generally require that all care be delivered through the plan’s network and that the primary care physician authorize any services provided. Each subscriber is assigned a primary care physician (“gatekeeper”) upon joining the HMO. If health care services are provided without gatekeeper authorization, then the HMO usually does not cover the services. The subscriber is personally liable for payment of the nonauthorized services. HMOs that directly employ physicians in their network are called staff model plans. In its simplest characterization, these physicians are paid salaries by the HMO, although some HMOs do base payments on factors such as patient load. Alternatively, plans that set up their network by contracting with physicians in geographically spread out, independent solo or small group practices are called independent practice associations (IPAs). Both types assign primary care physicians as gatekeepers for covered services. IPAs are more common than staff model HMOs.</para>
<para><emphasis>Preferred provider organizations</emphasis> (PPOs) give subscribers two distinct tiers of coverage. When subscribers use the PPO’s preferred provider network, the required cost sharing with deductibles or coinsurance is lower than when they use nonnetwork providers. Although a network is formed, PPOs have no physician gatekeepers. Rather, patients simply must pay more out of pocket if they choose to go outside the network. In this way, PPOs create financial incentives for subscribers to use network providers rather than go outside the network for care.</para>
<para>PPO contracts with physicians and hospitals generally address the prices providers will charge the PPO. In return for promising to charge a lower price, selected providers become part of the PPO’s preferred network. No guarantee is given that the provider will see patients under the plan, but if the network is not too large and the PPO’s cost-sharing provisions for subscribers are network-favorable, then the provider may enjoy a large increase in patient care business by joining the network. Prompt payment for services is another advantage.</para>
<para>Providers often agree to submit themselves to some form of utilization review under the contract. Most PPOs require pre-admission certification for a hospital stay and concurrent utilization review for such stays. About half require a mandatory second opinion for a recommendation of surgery.</para>
<para><emphasis>Point-of-service</emphasis> (POS) plans are a hybrid of HMOs and PPOs. Like PPOs, POS plans offer two tiers of insurance benefits. Coverage is greater (out-of-pocket costs are lower) when members use network providers and less generous (out-of-pocket costs are higher) when they use non-network providers. Like HMOs, however, POS plans assign each member a physician gatekeeper, who must authorize in-network care in order for the care to be covered on in-network terms. Most POS plans do not require authorization for a member to use out-of-network services, but such care is covered on less-generous terms.</para>
<para><link linkend="ch12table01" preference="1" type="forward">Table <xref linkend="ch12table01" label="12-1"><inst>12-2</inst></xref></link> categorizes the organizational structures. The matrix rows indicate whether an organized provider network is formed. The columns indicate whether a gatekeeper is part of the arrangement. The gatekeeper and the provider network represent two particular forms of health system control. HMOs provide both, while FFS plans provide neither.</para></section>
<table id="ch12table01" label="12-1" float="1" frame="none" prefix="Table"><title id="ch12table01.title"><inst>Table 12-2 </inst>Different Health System Organizational Structures</title><tgroup cols="3" colsep="0" rowsep="0" align="left"><colspec colnum="1" colname="c1" align="left" colwidth="100"/><colspec colnum="2" colname="c2" align="center" colwidth="250"/><colspec colnum="3" colname="c3" align="center" colwidth="250"/><spanspec spanname="s1" namest="c2" nameend="c3" align="center"/>
	<thead><row><entry><para> </para></entry>
	<entry spanname="s1" role="colhd" align="center" valign="top"><para>Gatekeeper</para></entry></row><row><entry><para> </para></entry>

	
	<entry valign="top"><para>No</para></entry>
	<entry valign="top"><para>Yes</para></entry></row></thead>

	<tbody><row><entry valign="top"><para>Provider    No</para></entry>
	<entry valign="top"><para>Fee-for-service (FFS)</para></entry>
	<entry valign="top"><para>Point-of-service (POS)</para></entry></row>

	<row><entry valign="top"><para>Network   Yes</para></entry>
	<entry valign="top"><para>Preferred provider organization (PPO)</para></entry>
	<entry valign="top"><para>Health maintenance organization (HMO)</para></entry></row></tbody></tgroup></table>


<section id="ch12lev2sec2"><title id="ch12lev2sec2.title">Medicaid and Medicare Managed Care Plans</title>
<para>In the last few years, many states have adopted managed care models for the Medicaid coverage they provide to families with dependent children and pregnant women who meet their low income criteria for Medicaid eligibility. They believe that managed care may help contain program costs, which are major parts of most states’ budgets. As of 2013, nearly 45 million Medicaid beneficiaries nationwide (72 percent of Medicaid recipients) were enrolled in some form of managed care. This represents a sharp increase from the 2.7 million as recently as 1991. Tennessee had its entire Medicaid populations under managed care while others were planning to shift entirely to managed care. </para>
<para>As with employer plans, Medicaid managed care plans vary considerably. In some areas, states have contracted directly with HMOs that already exist in local markets. In others, states have created their own loosely structured provider networks, which contract with selected providers for discounted services and use physician gatekeeping to control utilization. Some Medicaid programs combine the two approaches.</para>
<para>Unlike Medicaid and private insurance, traditional fee-for-service coverage dominates Medicare, the federal program for the elderly. Of the nearly 55 million Medicare enrollees in 2015, 31 percent selected a Medicare Advantage plan (also known as a Part C plan).  This was up from just 6 percent in 2005.  Medicare Advantage plans are private plans that receive a fixed monthly amount per enrollee from Medicare.  They include fee-for-service plans but HMOs and PPOs account for 88 percent of the enrollments. 
The growth of Medicare managed care has resulted in major spillover effects to traditional Medicare and private insurance. Baiker and colleagues (2013) found that increases in Medicare Advantage enrollments, possibly through their effects on physician practice styles, produce substantial system-wide reductions in hospital stays and hospital costs. </para>
<para>There are significant ongoing developments that are relevant to both Medicaid and Medicare managed care, and the major ones are further discussed later in this chapter as well as in in <link olinkend="ch21" preference="0">Chapters <xref olinkend="ch21" label="21"><inst>21</inst></xref></link> (Social Insurance) and 22 (Health System Reform). We note that Medicaid managed care enrollments in those states that have expanded their programs under the ACA
 received a major boost. Starting in 2014, Medicaid eligibility included all individuals under 65 with incomes below 133 percent of the federal poverty level. This contrasts with Medicaid’s historic emphasis on coverage for pregnant women, children, and the disabled.  </para>
<section id="ch12lev2sec3"><title id="ch12lev2sec3.title">Managed Care Contracts with Physicians</title>
<para>Managed care contracts with physicians vary considerably. Most HMO and POS plans pay their network physicians on a capitation basis. Under capitation, the plan pays the physician’s practice a fixed fee, generally an actuarial per-member-per-month (PMPM) dollar amount, in return for the treatments provided to members of the insurance plan. Physicians also may be responsible for the costs of referrals, laboratory tests, and hospital services. Thus, HMO and POS plans shift the costs of care, as well as the risk associated with those costs, directly onto physician practices. In so doing, these contracts put physician earnings at risk. If care provided under such arrangements turns out to cost less than the fixed-dollar plan payment, the practice makes a profit. If instead care costs more than the payment, the practice must take a loss.</para>
<para>In contrast, PPO contracts with physicians rarely involve capitation. Instead, they specify the discounted fees for various services that the plan will pay in exchange for the privilege of being in that plan’s network. If a physician joins the PPO’s network and happens to provide services to one of that plan’s subscribers, the practice must accept the pre-negotiated fees as payment in full. “Balance billing” of the patient (for the remainder of a higher bill) is not allowed.</para>
<para>Managed care contracts, whether they are HMO, PPO, or POS plans, commonly contain utilization review procedures for physicians. Most managed care contracts also require a certain degree of physician record-keeping on their enrollees (e.g., plan-specific patient encounter forms may have to be filed with the insurer each time care is provided).</para>
<para>Medicaid managed care contracts with physicians parallel those of private managed care plans, although specific service packages are determined heavily by the state’s policies. In states that have set up their own Medicaid provider networks, the state contracts directly with individual gatekeeper physicians, agreeing to pay them a small fixed fee for each Medicaid enrollee under their jurisdiction. In return for this payment, the physician serves as the gatekeeper for Medicaid-covered services.</para>
<para>Managed care contracts are nearly universal in physician practices. In 2008, 88 percent of physicians had managed care contracts with 70 percent having five or more contracts (Boukas, Cassil and O’Malley, 2009).  Capitation arrangements were once seen as important to cost-containment efforts but their role has declined sharply over the past 20 years.  Zuvekas and Cohen (2016) reported that only 18 percent of office-based physician visits by private HMO patients, and 8 percent of Medicaid visits, in 2013 were reimbursed under capitation arrangements.  Despite concerns about the adverse incentives created by fee-for-service, it accounted for 95 percent of the reimbursement for all visits.  
<section id="ch12lev2sec4"><title id="ch12lev2sec4.title">Managed Care Contracts with Hospitals</title>
<para>HMO and PPO plans contract with only a subset of the providers (physicians and hospitals) in the areas that they serve. This key feature of the managed care sector allows plans to promote price competition among hospitals that might otherwise lose plan business.</para>
<para>As recently as the early 1980s, fewer than 20 percent of the insured population was enrolled in managed care plans, with most in Kaiser-model HMOs (named after Kaiser-Permanente HMO system) where the HMO owned the hospitals that its members used. In the 1980s, many states passed “selective contracting” laws, which provided insurers with greater flexibility to develop alternative health plans and to test different design features. These laws led to growth in PPOs and allowed more flexibility than the “closed-system” HMOs such as Kaiser.</para>
<para>By 2005, the KFF estimated that the proportion of hospitals reporting revenue from capitated contracts had increased to 38 percent (from 30 percent in 1998). Hospitals in urban areas, and particularly inner-city facilities, are more likely to report capitation revenues than are rural hospitals.</para>
<para>The probability and characteristics of contracts between individual managed care organizations and hospitals appear to depend on three sets of factors:</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><inst>
1.
</inst><title>Plan characteristics,</title><para> including whether it was a PPO or an HMO (and possibly what type of HMO), plan size, whether the plan serves several localities, and how old the plan is</para></listitem>
<listitem><inst>
2.
</inst><title>Hospital characteristics,</title><para> including size, ownership (including for-profit versus nonprofit status), location (city versus suburb), teaching status, and cost structure (reflecting prices)</para></listitem>
<listitem><inst>
3.
</inst><title>Market characteristics,</title><para> generally measured at the metropolitan area level, including the penetration and rate of growth of managed care plans</para></listitem></orderedlist>
<para>Research has found equivocal results, most often on the important issue of hospital costs, which are used to reflect prices to the plans. Early studies found that before managed care plans became popular, more competitive markets had higher hospital costs. This occurred because under cost-based FFS reimbursement, hospitals could (and did) compete on the basis of services and quality rather than price. More recent research has suggested that competition in hospital markets can lead to lower costs when the insurance market includes sufficient managed care penetration.</para>
<section id="ch12lev1sec4"><title id="ch12lev1sec4.title">Development and Growth of Managed Care—Why Did it Take So Long?</title>
<para>Why did it take managed care so long to become a force in the marketplace? A variety of institutional, economic, and political forces has influenced its development and growth. Above all, the story of managed care in the United States requires an account of the strenuous historical opposition from organized medicine. Early on, organized medicine fiercely opposed alternatives to free patient choice and particularly alternatives to FFS reimbursement. These alternatives posed a threat to a physician’s ability to earn excess profits (known as economic profits or rents). Kessel (1958) described the historic political actions of organized medicine and hypothesized that FFS enabled physicians to charge some patients a higher fee than others for essentially the same service, a pattern known as price discrimination. Such price discrimination is difficult or impossible under the contracts that characterize prepayment-based organizations. First, providers will find it difficult to determine how much individual consumers value the services. Second, the prepayment-based organization may be able to shop among providers, thus limiting the providers’ monopoly power.</para>
<para>Organized medicine also created other barriers to managed care development. For example, it opposed physicians’ participation in plans that were not controlled by physicians and/or that were not offering a free choice of physician. The Federal Trade Commission successfully challenged such restrictions in the 1970s.</para>
<section id="ch12lev2sec5"><title id="ch12lev2sec5.title">Federal Policy and the Growth of Managed Care</title>
<para>The HMO Act of 1973 represented a turning point in federal policy in promoting the development of alternative delivery systems as a cornerstone of a cost-containment strategy. The act enabled HMOs to become federally qualified if they provided enrollees with comprehensive benefits and met various other requirements. Loan guarantees and grants for startup costs were made available, but the main advantage accruing to a federally qualified HMO was that it could require firms in its area with 25 or more employees to offer the HMO as an option. Other regulatory barriers subsequently were reduced.</para>
<para>Despite these changes, the number of HMOs and HMO enrollees did not accelerate until the 1980s. When incentives to enroll Medicare and Medicaid recipients improved, the entry of for-profit HMOs led to growth from 235 in 1980 to 623 in 1986. Growth slowed in the late 1980s and some consolidation occurred in the number of HMOs, but the upward trend in enrollment resumed in the 1990s. While the number of plans declined slightly from 1990 to 2000, total enrollment increased from 33 million to 81 million persons. Since then, HMO enrollments and the number of plans have decreased, but the gap has been filled by the growth of PPOs, which offer more flexibility in choosing providers. For example, HMO and PPO memberships in employer-sponsored plans were roughly equal in 1996 at 31 percent and 28 percent, respectively, of covered workers. As seen in <link linkend="fg12_00100" preference="0" type="backward">Table <xref linkend="fg12_00100" label="12-1"><inst>12-1</inst></xref></link>, 52 percent chose a PPO in 2015, compared to just 14 percent choosing a HMO.</para>
<section id="ch12lev2sec6"><title id="ch12lev2sec6.title">The Economics of Managed Care</title>
<para>The erosion of barriers to prepaid plans, coupled with some provider markets that characterized by economic profits, gives us the key elements to understand the rationale for managed care. <link linkend="fg12_00200" preference="1" type="forward">Figure <xref linkend="fg12_00200" label="12-2"><inst>12-1</inst></xref></link> starts with consumer demand <emphasis>D<subscript><inst></inst>f<inst></inst></subscript></emphasis> under fee-for-service insurance. Assuming that the price is constant at <emphasis>P<subscript><inst></inst>f<inst></inst></subscript></emphasis>, total expenditures, <emphasis>P<subscript><inst></inst>f<inst></inst></subscript></emphasis> Q<emphasis><subscript><inst></inst>f<inst></inst></subscript></emphasis>, are represented by the larger rectangle. These total expenditures also would represent the expected insurance component of the individual’s wage package.
__________________

Figure 12-1  Treatment and Expenditures Under Managed Care      (FGS7 Figure 12-2 goes about here)
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</para>
<para>A managed care option by constraining choice of provider as well as various coverages is viable only if it reduces expenditures. By exerting market power over suppliers, HMO managers may lower prices from <emphasis>P<subscript><inst></inst>f<inst></inst></subscript></emphasis> to <emphasis>P<subscript><inst></inst>m<inst></inst></subscript></emphasis>. A price reduction is possible when providers have been earning economic profits.<footnoteref preference="1" label="3" role="generated" linkend="ch12fn03"/>
 In effect, managed care reduces or eliminates those economic profits.</para>
<para>Demand also may be reduced from <emphasis>D<subscript><inst></inst>f<inst></inst></subscript></emphasis> to <emphasis>D<subscript><inst></inst>m<inst></inst></subscript></emphasis> by reducing inpatient care, by limiting length of stay, minimizing supplier-induced demand, and, in general, by encouraging more cost-effective care through the use of information technology and financial incentives to providers. The resulting expenditures are shown by the smaller rectangle representing total expenditures, <emphasis>P<subscript><inst></inst>m<inst></inst></subscript>Q<subscript><inst></inst>m<inst></inst></subscript></emphasis>.</para>
<para>It follows that managed care trades some constraint of consumer choices for lower per unit prices for care. As drawn in <link linkend="fg12_00200" preference="0" type="backward">Figure <xref linkend="fg12_00200" label="12-2"><inst>12-1</inst></xref></link>, both decreased price per unit of care and decreased quantity of care contribute to decreased expenditures. Note, however, that a natural response to decreased prices is to increase quantity demanded. Total consumer expenditures will fall as long as the price decreases are not fully offset by increased quantity demanded.</para></section></section>
<section id="ch12lev1sec5"><title id="ch12lev1sec5.title">Modeling Managed Care</title>
<para>The changed incentives from managed care have caused many to predict success in constraining utilization and cost of care. The underlying logic behind this proposition is intuitive. When providers agree to handle all of their patients’ health care needs for fixed, pre-arranged fees, the providers accept and bear a substantial part of the financial risk. By bearing the risk of delivering services at a fixed premium, managed care plans have strong incentives to reduce excessive care. The fixed premiums would also seem to provide incentives to offer forms of preventive care that are cost-effective from the care managers’ perspectives. Such preventive care could decrease the need for more subsequent (expensive) curative care.</para>

<para>Will managed care plans provide enough care or the right types of care? The following analyses, developed by Goodman and Stano (2000), treat managed care plans as “staff model” HMOs where physicians are HMO employees.<footnoteref preference="1" label="4" role="generated" linkend="ch12fn04"/>
</para>
<section id="ch12lev2sec7"><title id="ch12lev2sec7.title">Modeling Individual HMOs</title>
<para>Individual HMOs need to determine the number of consumers to serve, or quantity, and the level of service to provide, or quality. One might compare them to urban suburbs, which set the qualities of public schools and the sizes of the police forces, for example, by the preferences of their residents and by the costs of providing them. Just as suburbs provide menus of public services, HMOs provide menus of care in inpatient and outpatient settings. To keep things simple, we will assume that HMOs provide only one type of service (visits), and that the HMOs are differentiated in quality by how many visits each offers.</para>
<para>We assume that HMO treatment costs are related to member health status, which is a function of care received at the HMO and elsewhere, as well as other factors including diet, environment, and lifestyle. People’s long-term health relates in part to short-term decisions about how much care to provide. This follows directly from the long-term nature of human capital, most particularly health capital. Thus, because patients live for many years, treatment decisions at one HMO may affect treatment costs at other HMOs. Moreover, HMOs have the dual incentives of keeping people healthy and attracting healthy people.</para>
<para>An HMO’s total annual costs are higher if it provides more services per enrollee (quality) or if it has more members (quantity). Having healthier members lowers HMO costs. Assume that health care works—that health is related positively to the level of services by all providers. Because at any time in the future these individuals may be members of a given HMO, treatment of the whole population by all providers affects the average health status of the population. This will influence the costs for these providers in that better health will lower costs.</para></section>
<section id="ch12lev2sec8"><title id="ch12lev2sec8.title">How Much Care?</title>
<para>The previous section indicated that profit-maximizing HMOs might not recognize the system-wide impact of health services on consumers’ health. Although an individual HMO seeks to maintain the health of its own clientele, it does not recognize that its decisions may affect the costs of other HMOs. We call this an externality because it is a benefit that affects others but is not considered by any individual HMO.</para>
<para>Suppose instead that an HMO has clinics at a number of locations, referred to as HMO<subscript><inst></inst>1<inst></inst></subscript>, HMO<subscript><inst></inst>2<inst></inst></subscript>, and so on. Although HMO<subscript><inst></inst>1<inst></inst></subscript>, for example, may not account for this possibility, the HMO entrepreneur, to maximize profits, must consider the impacts of health services on the health of others elsewhere.</para>
<para>We see this in <link linkend="fg12_00300" preference="1" type="forward">Figure <xref linkend="fg12_00300" label="12-3"><inst>12-2</inst></xref></link>. Without the externality, HMO<subscript><inst></inst>1<inst></inst></subscript> optimizes at point A, providing quality level <emphasis>x<subscript><inst></inst>1<inst></inst></subscript><superscript><inst></inst>mkt<inst></inst></superscript></emphasis>. Level <emphasis>x<subscript><inst></inst>1<inst></inst></subscript><superscript><inst></inst>mkt<inst></inst></superscript></emphasis> is economically inefficient, however, because it does not account for the fact that improved treatment at HMO<subscript><inst></inst>1<inst></inst></subscript> lowers costs throughout the system.
Figure 12-2  Externality Model of HMO                  (FGS7 Figure 12-3 goes about here)
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<para>The optimal quality level of <emphasis>x<subscript><inst></inst>1<inst></inst></subscript></emphasis> is at point <emphasis>B</emphasis>, or <emphasis>x<subscript><inst></inst>1<inst></inst></subscript><superscript><inst></inst>opt<inst></inst></superscript></emphasis>. This occurs by recognizing the downward shift in the marginal cost curve by a factor that reflects the effect of the health externality on the costs facing HMO<subscript><inst></inst>2<inst></inst></subscript>, HMO<subscript><inst></inst>3<inst></inst></subscript>, and so on, as well as HMO<subscript><inst></inst>1<inst></inst></subscript>. Level <emphasis>x<subscript><inst></inst>1<inst></inst></subscript><superscript><inst></inst>mkt<inst></inst></superscript></emphasis> indicates an inefficiently small level of HMO services, and by implication a substitution of non-HMO and/or non–health care inputs (such as the patient’s own time) for the HMO care.</para>
<para>Although the potential loss of patients may influence treatment decisions of FFS providers as well as HMOs, the capitation method of payment to HMOs makes the problem of potential disenrollment particularly important. Fee-for-service providers are paid for each unit of care. Aside from uncollectible bills, they do not risk losses on services provided currently or in the future.</para>
<para>In contrast, by integrating insurance with the provision of health care, the HMO receives a fixed payment per enrollee to cover costs in the current period, and over time, for those who remain enrolled. Unlike FFS care, where payment in every period is likely to cover costs, the HMO must consider the timing of expenditures and the financial losses of overspending on patients who may disenroll. One way for an HMO to protect against long term losses attributable to disenrollment is to economize on care for those currently enrolled.</para></section>
<section id="ch12lev2sec9"><title id="ch12lev2sec9.title">What Types of Care?</title>
<para>In this section, we consider the long-term consequences of potential movement among HMOs on decisions among treatment practices. If an HMO receives constant revenue per patient each period, its goal is to minimize costs. Patients stay in the HMO for two periods, which might be considered as early and late in their lives. The HMO may offer:</para>
<itemizedlist id="ch12it04" mark="bull" spacing="normal"><listitem><para><inst>•
</inst>High-tech, possibly capital-intensive procedures leading to high Period 1 costs and zero Period 2 costs</para></listitem>
<listitem><para><inst>•
</inst>Low-tech, less capital-intensive procedures, leading to low costs in both periods</para></listitem></itemizedlist>
<para role="continued">Because the revenues are the same with either high-tech or low-tech care, the HMO’s problem is to minimize costs, using the cheaper (over time) of the two procedures.</para>
<para>Suppose that increased competition through increased choice raises disenrollment rates. With higher disenrollment rates, low-tech continuing care becomes the more financially viable option, even if the present discounted values are equal and even if high-tech treatment is more economically efficient in producing health. Here, HMOs protect themselves against future disenrollment by reducing current costs through (low-cost) continuing care rather than high-tech treatment.</para>
<para>In evaluating how much, and what types of, care HMOs offer, we see that the HMO faces an economic externality because it cannot capture fully the gains of its treatment over time. As a result, it will offer less care and lower-tech care than FFS plans. As noted, if the HMO were to merge with others forming a larger network, the larger firm might internalize this positive externality because the network owners could expect that clients who leave one HMO might join another HMO within the network. The receiving HMO would then take advantage of the now-healthier clients who had benefited from their earlier treatment.</para></section>
<section id="ch12lev2sec10"><title id="ch12lev2sec10.title">Framework for Prediction</title>
<para>Clearly, this model simplifies the situation because many forms of managed care exist providing a myriad of services. It provides a framework, however, for addressing possible HMO cost savings relative to FFS plans. FFS plans encourage overutilization to the point where marginal private benefits can be far less than marginal costs. HMOs are widely believed to discourage this deadweight loss and other forms of overutilization, such as supplier-induced demand. To evaluate utilization, however, one must control for the health of the client population, which might be impacted by HMO “cream-skimming” of the healthier clientele.</para>
<para>This simple model provides predictions that are consistent with the rising conflict between HMOs and their members. The popular press reports stories about inadequate levels of services provided by HMOs, and the unavailability of expensive, high-tech treatment options.</para></section>
<section id="ch12lev2sec11"><title id="ch12lev2sec11.title">Where Managed Care Differs from FFS—Dumping, Creaming, and Skimping</title>
<para>We recognize that one of the key differences between HMOs and FFS plans involves the form of payment. Hospitals and other FFS providers are paid for each treatment in order to cover costs. HMOs are paid fixed rates per person irrespective of the amount of treatment used. These differences have led to discussions within the medical and policy communities regarding three purported practices.</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><title><inst>
1.
</inst>Dumping.</title><para><inst>  </inst>Refusing to treat less healthy patients who might use services in excess of their premiums.</para></listitem>
<listitem><title><inst>
2.
</inst>Creaming.</title><para><inst>  </inst>Seeking to attract more healthy patients who will use services costing less than their premiums.</para></listitem>
<listitem><title><inst>
3.
</inst>Skimping.</title><para><inst>  </inst>Providing less than the optimal quantity of services for any given condition in a given time period.</para></listitem></orderedlist>
<para>Because the HMO’s costs will depend on the average health of its clientele, practices such as dumping (unhealthy patients) and creaming (healthy patients) may occur. If the HMO can identify and dump patients who are sicker, it can improve the average health of its clientele and hence lower its costs. As noted in Ellis (1998), the patient and the public at large may not notice this decision. The HMO may honestly say that it is not equipped for this kind of case and that the patient would be better served elsewhere. This behavior contrasts with cost-based FFS care. Inasmuch as every penny spent on even the most severe case theoretically is paid back to the hospital, the cost-based hospital will not dump anyone.</para>
<para>Creaming is the practice of seeking out or emphasizing low-severity patients. The HMO benefits from creaming because all patients of sufficiently low-case severity require few hospital services, so that premiums for these patients exceed their costs. Some patients believe that their malady is so mild that the hospital care is hardly worth the trip; these patients correspond in practice to the young, vigorous, and healthy people that HMOs prefer to have in their service populations. The FFS provider also creams because its reimbursement covers costs for each of its patients.</para>
<para>Skimping involves cutting back on services to the point that patients’ welfare is reduced. FFS providers will not skimp because each nursing hour, electronic instrument, and surgery that they employ will be reimbursed. In contrast, skimping provides the opportunity for the HMO to increase profits. Because the HMO has received the premium in advance, reducing the amount of services will lower costs and may raise profits. The uncertainty regarding profits occurs because reducing the benefits for a given severity of illness may cause the HMO to lose some patients to FFS plans or to other HMOs.</para></section>
<section id="ch12lev2sec12"><title id="ch12lev2sec12.title">Equilibrium and Adverse Selection in a Market with HMOs</title>
<para>Providers may have incentives for seeking patients, but patients also may select themselves into particular types of care. Cutler and Reber (1998) demonstrate the potential adverse selection of sicker consumers toward FFS care and healthier patients toward HMOs. This work also explains how HMO penetration can respond strongly to small changes in relative pricing.</para>
<para>Suppose that Jeff has just graduated from college and landed a job with Santa Fe Futons. Santa Fe offers its employees a choice of membership in one of two health plans. The HMO charges a flat prearranged price <emphasis>P<subscript><inst></inst>HMO<inst></inst></subscript></emphasis>; the deluxe care FFS plan features deductible <emphasis>D</emphasis> and coinsurance rate <emphasis>r</emphasis>. Letting the severity of the illness, <emphasis>s</emphasis>, be measured by the expenditures required to treat at the FFS level, Jeff calculates the extra cost <emphasis>E</emphasis> of FFS to be:</para>
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<equation id="ch12eq02" label="12.1"><inst></inst><mediaobject float="0"><textobject role="xpressmath"></textobject></mediaobject><inst>
(12.1)</inst></equation>
<para role="continued">Is the extra cost, <emphasis>E</emphasis>, to use FFS, worth it, or should Jeff use HMO care instead?</para>
<para>To evaluate Jeff’s decision, we calculate market values for the terms in <link linkend="ch12eq02" preference="0" type="backward">Equation (<xref linkend="ch12eq02" label="12.1"><inst>12.1</inst></xref></link>) and then compare term <emphasis>E</emphasis> to the value received from FFS care. If this extra cost of using FFS exceeds the value to Jeff of FFS, he will choose HMO care. If not, he will choose FFS. Under perfect competition, both FFS and HMO providers earn zero profits in the long run. FFS provider profit <emphasis><subscript><inst></inst>F<inst></inst></subscript></emphasis> for the average patient is written as:</para>
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<para role="continued">indicating that the firm collects patient deductibles <emphasis>D</emphasis> and patient copayments, <inlineequation id="ch12ie01"><inlinemediaobject><textobject role="xpressmath">
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<para role="continued">For the HMO parameters, we again assume that in the long run, competition will drive profits to zero. Cutler and Reber assume that HMOs achieve efficiencies in providing care, as well as restricting the amount of hospital care provided, reducing the cost of care. They summarize the efficiencies using parameter . With no cost reductions,  would equal 1; Cutler and Reber assert that the real-world value of  is about 0.9. As a result, premium <emphasis>P<subscript><inst></inst>HMO<inst></inst></subscript></emphasis> must cover average payments for condition <inlineequation id="ch12ie03"><inlinemediaobject><textobject role="xpressmath">
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<para role="continued">Substituting these terms into (12.1) provides the following expression for Jeff:</para>
<equation id="ch12eq02a" label="12.19"><inst></inst><mediaobject float="0"><textobject role="xpressmath">
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<para role="continued">Thus, <emphasis>E</emphasis> consists of a market-determined constant (in brackets) plus an increment of expenditures, <emphasis>rs</emphasis>, depending on the severity of the condition. It is reasonable to assume that the market-determined term is positive, so that <emphasis>E</emphasis> is the upward-sloping line in <link linkend="fg12_00400" preference="1" type="forward">Figure <xref linkend="fg12_00400" label="12-4"><inst>12-3</inst></xref></link>.
Figure 12-3  Selection into HMO and FFS Settings           (FGS7 Figure 12-4 about here)
________________________________________________________</para>
<para>To this point, we have looked at extra costs of FFS care. We also recognize that Jeff, like many, may see an additional benefit in FFS, the benefit of being able to choose one’s own doctor. Cutler and Reber believe that this additional benefit would increase with the seriousness of the illness, in that people with serious illnesses would prefer to choose their own physicians. If so, the additional benefit of FFS starts at the origin (if <emphasis>s</emphasis> = 0, there is no benefit) and rises as <emphasis>s</emphasis> increases. We label this curve <emphasis>V</emphasis> in <link linkend="fg12_00400" preference="0" type="backward">Figure <xref linkend="fg12_00400" label="12-4"><inst>12-3</inst></xref></link>.</para>
<para>Start at expected level of care <emphasis>s</emphasis> = 0 where Jeff is young, healthy, and does not expect to use much service. If he were to join the FFS plan, he would have to pay the average FFS client expenditure, which exceeds the average HMO fee (the term in brackets in <link linkend="ch12eq02a" preference="0" type="backward">equation <xref linkend="ch12eq02a" label="12.1"><inst>12.1</inst></xref></link>(), plus the share <emphasis>r</emphasis> of the services <emphasis>s</emphasis> that he uses. Because the extra FFS costs are higher than the value <emphasis>V</emphasis> that he puts on them (the <emphasis>E</emphasis> curve is above the <emphasis>V</emphasis> curve), Jeff chooses to join the HMO. If Jeff has a chronic condition requiring ongoing treatment, he recognizes that each unit of ongoing treatment is subsidized by the FFS plan at the rate (1 – <emphasis>r</emphasis>). With increasing severity of treatment, <emphasis>s</emphasis>, FFS becomes a more attractive option as <emphasis>V</emphasis> exceeds <emphasis>E</emphasis></para>
<para>At severity level <emphasis>s(</emphasis>, Jeff would be indifferent between the HMO and the FFS plans because the extra value of FFS just equals the extra cost. If all consumers were similar to Jeff in everything except their health, consumers with expected severity less than <emphasis>s(</emphasis> would join the HMO, while those expecting severity greater than <emphasis>s(</emphasis> would choose FFS.</para>
<para>Suppose the FFS plan increased its coinsurance rate <emphasis>r</emphasis>. Then the FFS plan becomes less attractive; this can be seen by rotating the <emphasis>E</emphasis> line counterclockwise to <emphasis>E</emphasis><subscript><inst></inst>2<inst></inst></subscript>. Consumers who were previously indifferent between HMO and FFS plans will shift to the HMOs. The younger and healthier HMO patrons are now joined by some of the (not as young and not as healthy) former FFS patrons. As a result, the healthiest among the former FFS patrons become the sickest HMO members and the average severity of illness in both plans increases.</para></section></section>
<section id="ch12lev1sec6"><title id="ch12lev1sec6.title">How Does Managed Care Differ?—Empirical Results</title>
<para>Economic and organizational theories have suggested that managed care will differ from more traditional fee-for-service plans. One might predict that managed care organizations will spend less per member, reducing health care costs. Theory would also predict, however, that if fewer resources are used, quality of care may also suffer. Policymakers have considerable interest in whether this theoretical proposition is true. Researchers early on reported that total costs—that is, the sum of premiums and out-of-pocket expenses—were from 10 to 40 percent lower for HMOs. They attributed the cost differences largely to lower hospitalization rates, not to lower ambulatory care-use rates.</para>
<section id="ch12lev2sec13"><title id="ch12lev2sec13.title">Methodological Issues—Selection Bias and Quality of Care</title>
<para>Conceptually, it would seem fairly simple to compare health care costs in managed care and fee-for-service plans. Researchers would collect data on cost of care across a wide spectrum of the population. Controlling for items such as patient age (older people have higher costs) and existing health status (sicker people have higher costs), one could use multiple regression statistical methods to compare costs.</para>
<para>Two major issues complicate the comparison—selection bias and quality of care. The methods previously discussed work only if patients are randomly assigned to either HMO or FFS treatment. Analysts worry that this random assignment does not exist in the real world. On the one hand, HMOs offer comprehensive benefits and so they may attract and retain sicker members. If we do not address this feature, studies may make HMOs look more expensive than they really are. On the other hand, HMOs may attract disproportionately younger members and families who tend to be healthier, and for whom the costs of care tend to be relatively lower. Studies that ignore this problem may make HMOs look less expensive.</para>
<para>Does managed care offer quality of care that is comparable to care under FFS? Managed care provides incentives to reduce the costs of care. Does it also provide incentives to cut corners by reducing the quality of care? Although some consumers may choose to pay less for lower quality care (just as some buy cheaper tires or cheaper cuts of meat), it is essential both to measure quality and to control for quality differentials in evaluating differences in health care costs.</para>
<para>The definition of quality is by no means obvious. Cutting health care quality would likely lower costs in the short term, but it might increase the longer-term costs if patients required additional services later. Furthermore, if information about quality were available to consumers, lowering quality would tend to erode demand. Despite the importance of quality-of-care issues to health care analysis in general and to analysis of managed care in particular, quality issues are difficult to resolve.</para>
<para>Quality may range from consumer perceptions of the provider-patient relationship to the outcome effects of health care on health status. Donabedian (1980) provides three general descriptors:</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><title><inst>
1.
</inst>Structure.</title><para><inst>  </inst>The quality and appropriateness of the available inputs and their organization.</para></listitem>
<listitem><title><inst>
2.
</inst>Process.</title><para><inst>  </inst>The quality of the delivery of care.</para></listitem>
<listitem><title><inst>
3.
</inst>Outcome.</title><para><inst>  </inst>The ultimate quality of care but the most difficult to measure scientifically.</para></listitem></orderedlist></section>
<section id="ch12lev2sec14"><title id="ch12lev2sec14.title">Comparative Utilization and Costs</title>
<para>Due to the evolving nature of both managed care and fee-for-service provision, some of the previous studies are more interesting for their historical perspective than for their current applicability. Luft (1978, 1981) found that HMO enrollees, especially prepaid group practice members, had lower hospitalization rates. No clear evidence showed that these lower rates were attributable to reductions in the less important, discretionary procedures. Furthermore, the evidence at hand could not dismiss the possibilities that biased self-selection of HMO membership or underutilization in HMOs was responsible for the observed differences.</para>
<para>Arnould and colleagues (1984) confirmed Luft’s conclusion that length of stay was not significantly different between the HMO and the FFS patients. They also found that the use of surgeon visits, as well as lab charges, per patient were lower for the HMO users (significantly lower for hysterectomy and appendectomy), although total hospital charges were significantly lower for the HMO patients only in the case of appendectomies. Thus, although differences occurred in costs of elements of hospital care, no strong case could be made to conclude that HMOs produce hospital care more cheaply overall.</para></section>
<section id="ch12lev2sec15"><title id="ch12lev2sec15.title">The Rand Study—A Randomized Experiment</title>
<para>In the RAND Health Insurance Experiment, patients were assigned randomly to different plans in a controlled experiment, thus apparently eliminating selection bias. Would HMO costs still be lower under such circumstances?</para>
<para>The RAND study (Manning et al., 1984) compared HMO and FFS patients in the Puget Sound area, where 1,580 individuals were assigned randomly to either an FFS physician of their choice or to the Group Health Cooperative (GHC) of Puget Sound—an HMO in Seattle, Washington. The 431 FFS individuals were in one of four groups:</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
1.
</inst>Free care</para></listitem>
<listitem><para><inst>
2.
</inst>25 percent of expenses up to a maximum out-of-pocket liability of $1,000 per family</para></listitem>
<listitem><para><inst>
3.
</inst>95 percent of expenses up to a maximum out-of-pocket liability of $1,000 per family</para></listitem>
<listitem><para><inst>
4.
</inst>95 percent coinsurance on outpatient services, up to a limit of $150 per person ($450 per family)</para></listitem></orderedlist>
<para role="continued">In addition to the experimental GHC group of 1,149 persons, a control group consisted of a random sample of 733 GHC members who had been enrolled for at least one year.</para>
<para>Total expenditures per person were $439 (in terms of $1983)
 for the experimental group, including out-of-plan use (which may be substantial), compared to $609 for the free care FFS group (group 1). <xref linkend="ch12table02" label="12-2"><inst></inst></xref></link>Ambulatory utilization was about the same. Thus, the 39 percent increased spending for FFS members (or 28 percent reduction for GHC) was due largely to a much higher admission rate and increased hospital days per person. The study could not pinpoint the reasons for GHC’s lower hospital use.</para>
<para>To put the potential cost savings into better perspective, use rates for the experimental HMO patients did not differ materially from those of FFS groups 3 and 4 above. Thus, for some population groups, a shift to HMOs would not lead to savings, although the cost savings for other population groups might conceivably be important.</para></section>

More <section id="ch12lev2sec16"><title id="ch12lev2sec16.title">Recent Evidence</title>
<para>In a series of studies, Miller and Luft (1994, 1997, 2002) summarized findings regarding quality of care, utilization, and customer satisfaction. In the late 1980s and early 1990s, managed care (compared to FFS) plan enrollees received more preventive tests, procedures, and examinations (such as cancer screening; pelvic, rectal, and general physical examinations). Outcomes on a wide range of conditions (including congestive heart failure, colorectal cancer, diabetes, and hypertension) were better or equivalent to those using FFS plans. HMO enrollees were less satisfied with quality of care and physician-patient interactions but more satisfied with costs.</para>
<para>Their 1997 article found that HMO plans and providers cut hospitalization and use of more costly tests and procedures, often with little visible effect on quality of care “given the high prices of the indemnity insurance/fee-for-service system.” However, simply carrying out the same clinical processes but with fewer resources can negatively affect quality of care in some cases, such as Medicare home health care.</para>
<para>In their 2002 review, which covered the period 1997–2001, Miller and Luft included HMOs and some mixed models, but excluded studies purely on PPOs. <link linkend="ch12table03" preference="1" type="forward">Table <xref linkend="ch12table03" label="12-3"><inst>12-3</inst></xref></link> summarizes their analysis along six dimensions: (1) quality of care, (2) access to care, (3) satisfaction, (4) prevention, (5) length of stay, and (6) use of expensive resources. In the first line, for example, 14 studies showed better (HMO) quality, 15 showed worse quality, and 18 were in the middle. The overall results summarized in <link linkend="ch12table03" preference="0" type="forward">Table <xref linkend="ch12table03" label="12-3"><inst>12-3</inst></xref></link> are similar to those in the two previous articles. Compared with non-HMOs, HMOs had similar quality of care, more prevention activities, less use of hospital days and other expensive resources, and lower access and satisfaction ratings.</para>

<table id="ch12table03" label="12-3" float="1" frame="none" prefix="Table"><title id="ch12table03.title"><inst>Table 12-3 </inst>HMO Plan Performance Update: An Analysis of Published Literature: 1997–2001</title><tgroup cols="5" colsep="0" rowsep="0" align="left"><colspec colnum="1" colname="c1" align="left" colwidth="100"/><colspec colnum="2" colname="c2" align="left" colwidth="100"/><colspec colnum="3" colname="c3" align="left" colwidth="100"/><colspec colnum="4" colname="c4" align="left" colwidth="100"/><colspec colnum="5" colname="c5" align="left" colwidth="100"/><spanspec spanname="s1" namest="c1" nameend="c5" align="left"/>
	<thead><row><entry valign="top"><para>Indicator</para></entry>
	<entry valign="top"><para>Favorable to HMOs</para></entry>
	<entry valign="top"><para>Mixed</para></entry>
	<entry valign="top"><para>Unfavorable to HMOs</para></entry>
	<entry valign="top"><para>Total</para></entry></row></thead>

	<tbody><row><entry valign="top"><para>Quality of care</para></entry>
	<entry valign="top"><para>14</para></entry>
	<entry valign="top"><para>18</para></entry>
	<entry valign="top"><para>15</para></entry>
	<entry valign="top"><para>47</para></entry></row>

	<row><entry valign="top"><para>Access to care</para></entry>
	 <entry valign="top"><para> 2</para></entry>
	 <entry valign="top"><para> 4</para></entry>
	 <entry valign="top"><para> 4</para></entry>
	<entry valign="top"><para>10</para></entry></row>

	<row><entry valign="top"><para>Satisfaction</para></entry>
	 <entry valign="top"><para> 0</para></entry>
	 <entry valign="top"><para> 3</para></entry>
	 <entry valign="top"><para> 8</para></entry>
	<entry valign="top"><para>11</para></entry></row>

	<row><entry valign="top"><para>Prevention</para></entry>
	 <entry valign="top"><para> 7</para></entry>
	 <entry valign="top"><para> 3</para></entry>
	 <entry valign="top"><para> 0</para></entry>
	<entry valign="top"><para>10</para></entry></row>

	<row><entry valign="top"><para>Length of stay</para></entry>
	 <entry valign="top"><para> 5</para></entry>
	 <entry valign="top"><para> 5</para></entry>
	 <entry valign="top"><para> 0</para></entry>
	<entry valign="top"><para>10</para></entry></row>

	<row><entry valign="top"><para>Expensive resources</para></entry>
	 <entry valign="top"><para> 8</para></entry>
	 <entry valign="top"><para> 7</para></entry>
	 <entry valign="top"><para> 0</para></entry>
	<entry valign="top"><para>15</para></entry></row>


<row class="5" role="tfoot"><entry spanname="s1"><source><emphasis>Source:</emphasis> Miller and Luft (2002).</source></entry></row></tbody></tgroup></table>
<sidebar id="ch12sb01" label="12-1" float="1" type="bx1"><inst>Box 12-1</inst>
<title id="ch12sb01.title">What Do HMOs Actually Do?</title>
<para>There seems little doubt that HMO expenditures per member are substantially lower—sometimes 30 to 40 percent lower—than expenditures in traditional indemnity plans. Are these reductions achieved mainly by managing access and utilization, and lowering payments to providers that reduce their economic profits? What is the role of risk selection and quality? Several contributions provide considerable insight into these challenging questions.</para>
<para>Using methods described earlier in this chapter to decompose differences between FFS and HMOs, Cutler, McClellan, and Newhouse (2000) focused on Massachusetts patients with newly diagnosed heart disease, both those with heart attacks (acute myocardial infarction), which are relatively expensive to treat, and those with less severe forms of ischemic heart disease. By selecting one condition, the authors avoid some of the problems associated with aggregation across conditions. By studying heart disease, risk selection is minimized because even if a patient chose a plan based on some expectation of heart disease, the choice would not likely be based on expectations regarding the severity of the disease.</para>
<para>The study results are very clear and powerful: “Essentially all of the differences in reimbursement . . . [result from] differences in the prices paid for particular services, rather than differences in quantity or quality of services received” (p. <link role="pageref" preference="0">327</link>). The authors caution about generalizing findings based on a life-threatening condition, such as a heart attack, where insurance status may have little effect on treatment. They also suggest that cardiac care is well known for providing sizable economic rents to both hospitals and cardiologists. Thus, the price effect may not be as large for other kinds of services.</para>
<para>Polsky and Nicholson (2004) also decompose the differences between HMOs and non-HMOs into differences in risk selection, utilization, and prices. They use a national sample for overall expenditures which were $188 (9.3 percent) lower for HMO members. Consistent with the Cutler study, lower prices paid by HMOs were the main determinant of expenditure differences. Prices were actually $269 less for the HMOs, or more than the expenditure difference because their utilization was $81 higher. Risk selection accounted for only $35 of this amount.</para>
<para>With their consistent results, the two studies provide a clearer picture of the role of HMOs. HMOs are quite successful in using their leverage to negotiate lower fees, and they do this without obvious reductions in quantity or quality. Risk selection also is not a major factor. However, it must come as a disappointment to many proponents of managed care that there is no indication that HMOs have been able to fulfill their promise and potential of applying information technology and better management to improve the process of health care delivery.<superscript><inst></inst>*<inst></inst></superscript></para>
<note><para><superscript><inst></inst>*<inst></inst></superscript> We do not mean to imply that MCOs have not engaged in major effort to improve quality, but, until recently (Landon et al., 2008), this effort has not been systematically described. Wu (2009) also provides new information about hospital price discounts. Large plans and those with a greater ability to channel patients to alternative hospitals are able to extract higher discounts.</para></note></sidebar><NOXMLTAGINDOC><DOCPAGE NUM="254"></DOCPAGE></NOXMLTAGINDOC>
<para>Other work confirms some of these findings (see also <link linkend="ch12sb01" preference="1" type="forward">Box <xref linkend="ch12sb01" label="12-1"><inst>12-1</inst></xref></link>). Rizzo (2005) concludes that HMO patients get substantially more preventive care than FFS patients and that this is not due to a selection effect that patients/physicians with preferences for preventive care are more likely to choose HMOs. After accounting for self-selection, Deb and colleagues (2006) estimate that an individual in a managed care plan would receive about two more physician visits and 0.1 emergency room visits per year than had the same person enrolled in a nonmanaged care plan. Because of these and other research developments, we now have a much better understanding of the performance and role of HMOs.<footnoteref preference="1" label="5" role="generated" linkend="ch12fn05"/>
</para></section></section>
<section id="ch12lev1sec7"><title id="ch12lev1sec7.title">Growth In Spending</title>
<para>Analysts believe that managed care reduces utilization, especially of hospital care. A different but related question is whether managed care organizations also have lower growth rates in spending. If they do, a continued shift toward managed care will result not only in reductions in spending levels, but also in the long-term rate of increase.</para>
<para>It is important to provide a framework for discussing the relationship among FFS, MCOs, and total costs, particularly because terminology can be confusing. Suppose we are concerned about costs per person for treating a particular illness over three periods. Let us assume that people use either FFS or MCO and that the population is fixed. We can calculate the total treatment costs as:</para>
    <equation id="ch12eq03" label="12.2"><inst></inst><mediaobject float="0"><textobject role="textequation"><para>Total treatment costs  (Number in FFS) ( (FFS costs/FFS enrollee)
          (Number in MCO) ( (MCO costs/MCO enrollee)</para></textobject></mediaobject><inst>
(12.2)</inst></equation>
<para role="continued">Dividing both sides by the total population, we get:</para>
<equation id="ch12eq04" label="12.3"><inst></inst><mediaobject float="0"><textobject role="textequation"><para>Treatment costs/Person  (% of population in FFS) ( (FFS costs/FFS enrollee)
               (% of population in MCO)  (MCO costs/MCO enrollee)</para></textobject></mediaobject><inst>
(12.3)</inst></equation>
<para>Suppose, in Period 1, that FFS treatment costs $2,000, MCO treatment costs $1,000, and that 60 percent use FFS and that 40 percent use MCO care. The treatment costs per person will be:</para>
<informalequation id="ch12if05"><mediaobject float="0"><textobject role="textequation"><para>Treatment costs/Person  (0.6  $2,000)  (0.4  $1,000)  $1,200  $400  $1,600</para></textobject></mediaobject></informalequation>
<para role="continued">This is in column 1 of <link linkend="ch12table04" preference="1" type="forward">Table <xref linkend="ch12table04" label="12-4"><inst>12-4</inst></xref></link> as Period 1.</para>
<para>If FFS and MCO costs were to stay constant and patients were to switch from the more expensive FFS to the less expensive MCO, costs per person would fall. As noted in <link linkend="ch12table04" preference="0" type="backward">Table <xref linkend="ch12table04" label="12-4"><inst>12-4</inst></xref></link>, if a 10 percentage-point movement occurs from FFS to MCO, treatment costs per person would fall because 1 in 10 people would be substituting a (MCO) treatment that is half the price of the other (FFS treatment). As calculated in <link linkend="ch12table04" preference="0" type="backward">Table <xref linkend="ch12table04" label="12-4"><inst>12-</inst></xref></link>4, the total costs per person would fall by $100, or 6.25 percent.</para>
<para>What is less obvious is that unless the population shift from FFS to managed care continues, cost reduction and cost containment may be difficult. Suppose that in Period 3 the percentage in FFS remains at 50 percent, but the costs of both FFS and MCO increase by 10 percent. The total cost per person accordingly increases by 10 percent from $1,500 to $1,650. If total costs per enrollee in each sector were to continue to increase by 10 percent and no change occurred in the MCO market share, the total costs per person on aggregate also would increase by 10 percent. This occurs irrespective of the fact that a larger proportion of the population (Period 3) is now being treated in managed care settings than was being treated in Period 1.</para>

<table id="ch12table04" label="12-4" float="1" frame="none" prefix="Table"><title id="ch12table04.title"><inst>Table 12-4 </inst>Managed Care and Cost Containment—An Example</title><tgroup cols="6" colsep="0" rowsep="0" align="left"><colspec colnum="1" colname="c1" align="left" colwidth="100"/><colspec colnum="2" colname="c2" align="char" char="." colwidth="100"/><colspec colnum="3" colname="c3" align="char" char="." colwidth="100"/><colspec colnum="4" colname="c4" align="char" char="." colwidth="100"/><colspec colnum="5" colname="c5" align="char" char="." colwidth="100"/><colspec colnum="6" colname="c6" align="char" char="." colwidth="100"/>
	<thead><row><entry><para> </para></entry>
	<entry valign="top"><para>Period 1</para></entry>
	<entry valign="top"><para>Period 2</para></entry>
	<entry valign="top"><para>Percent Increase</para></entry>
	<entry valign="top"><para>Period 3</para></entry>
	<entry valign="top"><para>Percent Increase</para></entry></row></thead>

	<tbody><row><entry valign="top"><para>Fraction of population MCO</para></entry>
	<entry valign="top"><para> 0.4</para></entry>
	<entry valign="top"><para>   0.5</para></entry>
	<entry><para> </para></entry>
	<entry valign="top"><para>   0.5</para></entry>
	<entry><para> </para></entry></row>

	<row><entry valign="top"><para>FFS costs per enrollee</para></entry>
	<entry valign="top"><para>2,000</para></entry>
	<entry valign="top"><para>2,000</para></entry>
	<entry valign="top"><para>  0.00</para></entry>
	<entry valign="top"><para>2,200</para></entry>
	<entry valign="top"><para>10.00</para></entry></row>

	<row><entry valign="top"><para>MCO costs per enrollee</para></entry>
	<entry valign="top"><para>1,000</para></entry>
	<entry valign="top"><para>1,000</para></entry>
	<entry valign="top"><para>  0.00</para></entry>
	<entry valign="top"><para>1,100</para></entry>
	<entry valign="top"><para>10.00</para></entry></row>

	<row><entry valign="top"><para>Total costs per person</para></entry>
	<entry valign="top"><para>1,600</para></entry>
	<entry valign="top"><para>1,500</para></entry>
	<entry valign="top"><para> 6.25</para></entry>
	<entry valign="top"><para>1,650</para></entry>
	<entry valign="top"><para>10.00</para></entry></row></tbody></tgroup></table>


<para>This analysis provides important insights into the impacts of managed care plans on health care costs and health care cost increases. To the extent that large shifts of insureds into managed care have led to lower-cost treatments, there may have been one-time cost decreases relative to what they would have been. However, if managed care and FFS plans face the same cost inflation for the services that they offer apart from the one-time decreases, overall cost inflation is unlikely to abate.</para>
<para>Early studies by Luft (1981) and by Newhouse and colleagues (1985) found the growth rate of HMO spending to be roughly the same as the growth rate under FFS, and recent studies have not contradicted those findings. In the 1990s, policymakers relied on shifts into managed care to reduce health care costs and their growth rates. With most persons outside the Medicare program now covered by a managed care plan, such shifts can no longer continue. In the absence of other innovations, costs will continue to inflate, albeit from lower bases.</para></section>
<section id="ch12lev1sec8"><title id="ch12lev1sec8.title">Competitive Effects</title>
<para>Up to this point, we have concentrated on the direct effects of managed care and managed care organizations. We have asked what managed care organizations look like, whether they provide less costly care, and whether they provide different quality care. In this section, we address the indirect effects of managed care through the market mechanism. By indirect, we mean that existing health providers must respond to competition from the managed care sector.</para>
<para>After discussing some of the theoretical concerns, we will evaluate the impact of competition in three ways. We will look at the impact of managed care on hospital markets, on insurance markets, and finally on the adoption of technological change.<footnoteref preference="1" label="6" role="generated" linkend="ch12fn06"/>
</para>
<section id="ch12lev2sec17"><title id="ch12lev2sec17.title">Theoretical Issues</title>
<para>The spread of alternative delivery systems can elicit substantially greater competition in other sectors only if competition is absent at the start. Otherwise, both providers and insurers would be operating at, or close to, their minimum costs of production. Although there is bound to be disagreement on the extent of the degree of market imperfections, most would agree that the insurance and provider markets are less than highly competitive.</para>
<para>Consider the consequences of having a larger number of products and competitors to an existing monopolistic seller. In <link linkend="fg12_00500" preference="1" type="forward">Figure <xref linkend="fg12_00500" label="12-5"><inst>12-4</inst></xref></link>, <emphasis>D<subscript><inst></inst>1<inst></inst></subscript></emphasis> is the current market demand and <emphasis>P<subscript><inst></inst>1<inst></inst></subscript></emphasis> is the monopoly profit-maximizing price (where marginal revenue <emphasis>MR<subscript><inst></inst>1<inst></inst></subscript></emphasis> equals marginal cost <emphasis>MC</emphasis>) for each firm (average cost is omitted for clarity). The entry of other firms will have the following effects on each individual firm:</para>
<itemizedlist id="ch12it05" mark="bull" spacing="normal"><listitem><para><inst>•
</inst>Shift the demand curve to the left to <emphasis>D</emphasis><subscript><inst></inst>2<inst></inst></subscript></para></listitem>
<listitem><para><inst>•
</inst>Shift the marginal revenue curve to the left to <emphasis>MR</emphasis><subscript><inst></inst>2<inst></inst></subscript></para></listitem>
<listitem><para><inst>•
</inst>Increase the elasticity of demand at any price because there are now more competitors</para></listitem></itemizedlist>
--------

Figure 12-4 Impact of Entry of Alternate Providers into a Monopolistic Market    (FGS7 Figure 12-5 about here)
</title><mediaobject float="0"><imageobject><imagedata fileref="FG_12_005.eps" width="256" depth="256"/></imageobject></mediaobject></figure>
<para>With the same costs facing each firm, the new profit-maximizing price (where marginal revenue <emphasis>MR</emphasis><subscript><inst></inst>2<inst></inst></subscript> equals marginal cost) for each falls to <emphasis>P</emphasis><subscript><inst></inst>2<inst></inst></subscript>. If the decrease in firm demand is sufficiently large, it is possible that an individual firm will no longer be able to earn a competitive return at <emphasis>Q</emphasis><subscript><inst></inst>2<inst></inst></subscript>. This would occur if the demand curve shifts (due to the entry of competitors) so that it is everywhere below the firm’s average cost curve.</para>
<para>The existing firm also may respond in other ways. It may attempt to reduce its administrative costs. More importantly, it may try to court customers by attempting to market plans that limit utilization of services, and hence the costs of the services, through various devices. These include utilization review and the adoption of health care plans with increased cost sharing. Of course, it could establish its own HMOs and PPOs, further increasing competition. It also could improve the quality of its service. Further, it may embrace forms of emerging nonprice competition, such as advertising and marketing.</para>
<para>Is this theoretical scenario applicable? Many items are likely to be affected by the spread of HMOs and PPOs. These include the provider and health insurance markets, the phenomenon of biased selection, the roles of employers, and the rate of innovation and diffusion of technology. To focus our discussion, we will limit it to three areas: (1) the impact of HMOs/PPOs on hospital markets, (2) their impact on insurance markets, and (3) their impact on the adoption of technological change.</para></section>

<section id="ch12lev2sec18"><title id="ch12lev2sec18.title">Managed Care Competition in Hospital Markets</title>
<para>A first step in looking at the impacts of managed care penetration is to examine the determinants of the penetration itself. What is it about particular markets that lend themselves to high levels of HMO activity? Dranove, Simon, and White (1998) use a demand-supply framework to address this question.</para>
<para>What are the demand characteristics? The authors view employers as the primary health insurance shoppers. Serving as agents for their employees, they seek the best deals.</para>
<para>What are the supply characteristics? The authors seek to identify market features that would reduce costs of payers to contract with providers. They expect that the supply of managed care will be higher in markets where the MCOs can negotiate with and monitor the providers more cheaply. They also expect that excess hospital capacity may make hospitals more amenable to negotiation.</para>
<para>Regarding demand, higher managed care penetration accompanies more educated and more urbanized populations. Regarding supply, higher managed care penetration is related to lower percentages of physicians in solo practice, hospital market concentrations, and hospital occupancy. In short, managed care comes in where large numbers of half-filled hospitals are found. The authors express concern that the low rate of managed care penetration in more concentrated markets may imply anticompetitive behaviors, meriting antitrust considerations.</para>
<para>Early work viewed the hospital as competing for patients, physicians, or both, arguing that widespread health insurance allowed individual consumers and their physician-agents to be much less concerned about the price of care. Hospitals would compete on services and amenities rather than price. McLaughlin (1988, p. <link role="pageref" preference="0"><inst></inst>207</link>) argues that the “providers are responding not with classical cost-containing price competition but, instead, with cost-increasing rivalry, characterized by increased expenditures to promote actual or perceived product differentiation.”</para>
<para>Feldman and colleagues (1990) examined the Minneapolis/St. Paul area, addressing the degree of competitive bidding for HMO contracts, whether HMOs can get discounts, and whether HMOs tend to rely on low-price hospitals. They found that HMOs generally did not extract major discounts. In fact, price did not seem to be the major HMO consideration in the selection of hospitals with whom to affiliate. Rather, it was hospital location and the range of services that the hospital offered. There was no indication as to whether HMOs tend to affiliate with lower-priced hospitals.</para>
<para>Melnick and colleagues (1992) obtained hospital transaction prices negotiated by a large California PPO in 1987. Their regression analysis controlled for hospital characteristics such as ownership, teaching, Medicare and Medicaid demand, and market structure. Four key findings emerged from the analysis:</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
1.
</inst>Controlling for other factors, the PPO paid a higher price to hospitals located in less competitive markets.</para></listitem>
<listitem><para><inst>
2.
</inst>If the PPO had a larger share of the hospital’s business, it was able to negotiate a lower price.</para></listitem>
<listitem><para><inst>
3.
</inst>The more dependent the PPO was on a hospital, the higher price the PPO paid.</para></listitem>
<listitem><para><inst>
4.
</inst>Hospitals with high occupancy located in markets with high average occupancy charged the PPO higher prices.</para></listitem></orderedlist>
<para role="continued">Morrisey (2001b) terms the Melnick research “a watershed,” demonstrating that traditional concepts of competition could apply to hospital markets and potentially to other health care markets as well.</para></section>

<section id="ch12lev2sec19"><title id="ch12lev2sec19.title">Managed Care Competition in Insurance Markets</title>
<para>Commensurate with the spread of HMOs, PPOs, and various forms of managed care, the health insurance industry is changing rapidly. Many have noted that health insurers were previously lethargic in introducing innovative insurance products and in their cost-containment efforts. In addition, we consider the historic opposition by organized medicine, tax advantages and provider control of the Blues, and the constraints imposed by state regulation and antitrust laws, all of which previously inhibited change in the insurance market.</para>
<para>Frech and Ginsburg (1988) identified the dramatic changes that occurred after 1977 when the insurance market was divided about equally between the Blues and commercial insurers. The growth of HMOs and PPOs was accompanied by substantial increases in patient cost sharing, increased utilization review, and self-insurance (or self-funding as described earlier in this chapter) by many large firms.</para>
<para>In a self-funded plan, a Blue Cross and Blue Shield or another organization will act only as a third party in processing claims and providing other administrative services such as utilization review. More competition is introduced because self-insured firms have more control over their health plans and more direct interest in cost-containment measures.</para>
<para>Baker and Corts (1995, 1996) identify two conflicting effects of increased HMO activity on conventional insurance premiums:</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><title><inst>
1.
</inst>Market discipline.</title><para><inst>  </inst>HMO competition may limit insurers’ ability to exercise market power, thus driving down prices, a standard competitive argument.</para></listitem>
<listitem><title><inst>
2.
</inst>Market segmentation.</title><para><inst>  </inst>HMOs may skim the healthiest patients from the pool, thus driving insurers’ costs and prices up.</para></listitem></orderedlist>
<para role="continued">Their model suggests that if increased HMO penetration does lower the premium levels, the market discipline effect becomes relatively less important, so at higher levels of penetration, the market segmentation effect may raise premiums. Their empirical work verifies this hypothesis: Across metropolitan areas, market penetration up to 14 percent decreases premiums, but market penetration beyond that point raises them. Wickizer and Feldstein (1995) find comparable market discipline effects, although they do not investigate market segmentation effects.</para>
<para>Joesch, Wickizer, and Feldstein (1998) investigated nonprice impacts of HMO market competition. They found that increased HMO penetration reduced insurers’ likelihood of increasing insurance deductibles, or “stop-loss” levels (the levels limiting losses to those insured). Moreover, groups located in markets with higher HMO enrollments were more likely to adopt utilization management or PPO options.</para></section>
<section id="ch12lev2sec20"><title id="ch12lev2sec20.title">Managed Care and Technological Change</title>
<para>The impact of managed care on technological change is also potentially significant in controlling health care costs. Increased incomes and changed coinsurance rates are insufficient to explain the increases in health care costs over the past 50 years. Most analysts attribute a major role to the advances in high-cost technologies fed by payment mechanisms that were at best indifferent to controlling costs. To the extent that managed care plans explicitly seek cost containment, one would expect careful monitoring of attention directed toward high-cost technologies.</para>
<para>Baker and Spetz (2000) compiled an index using 18 technologies available in 1983, including cardiac catheterization and neonatal intensive care units. They then aggregated hospitals within metropolitan areas and compared metropolitan areas on the basis of degree of HMO market shares. Fundamentally, they found that HMO market shares did not matter. Although they detected modest variations, no substantive differences were seen in technology at given points in time or in the dispersion of technologies over time.</para>
<para>Managed care plans, through their emphases on cost containment, would seem to be important vehicles for reining in the usage of high-cost-high-technology procedures and facilities, but research has not (yet) proved this. Medical facilities and medical practice styles change slowly, and it may be too early to see changes induced by the recent market penetration of managed care plans. Or it may be that the public demands high (and costly) technology, irrespective of who provides it.</para></section></section>
<section id="ch12lev1sec9"><title id="ch12lev1sec9.title">The Managed Care Backlash</title>
<para>In the first half of the 1990s, many managed care plans placed increasingly severe restrictions on patient choices, including prior approval for access to specialists and certain high-cost procedures. The results of a 1997 survey conducted by Blendon and colleagues (1998) documented the public’s anxiety about the direction of managed care at that time. Only 34 percent of American adults who were surveyed thought that MCOs were doing a “good job,” 51 percent believed that MCOs had decreased the quality of care, and 52 percent favored government regulation even if it would raise costs.</para>
<para>Concerned about timely access to care, California voters passed a law in 2002 intended to ensure that HMO members do not face undue delays in receiving medical attention. The rules were not approved until 2010 by the California Department of Managed Care but their specificity is unprecedented. HMO members will face maximum waiting periods for nonemergency care, e.g., 48 hours for urgent care with no prior authorization, and 15 business days for nonurgent specialty care. While it is too early to assess the effects of the California measures on cost, quality and compliance, the “drive-through delivery” provides an example that has received extensive media, legislative, and scholarly attention.</para>
<para>“Drive-through delivery,” which refers to managed care’s movement in the early 1990s toward one-night hospital stays for mothers expecting a normal (or non-caesarean delivery) childbirth, became fodder for late-night talk-show jokes and ridicule of HMOs. Fueled by stories of instances in which children died shortly after the mother’s release, there was an enormous public outcry to require managed care plans to provide at least a second night of hospital care. The economics behind this example, however, are serious, and Jensen and Goodman (1999) provide us with an overview.</para>
<para>As recently as 1980, nearly 70 percent of mothers experiencing vaginal delivery had hospital stays of three days or more (Gillum, Graves, and Wood, 1998, Table R). Inpatient care is very costly. Yet, as long as hospitals received reimbursement for what they charged, they had no incentive to send the new mother home earlier. Almost certainly, the marginal benefits to the woman of being in the hospital for a third day did not measure up to the costs of keeping her there.</para>
<para>This cost inefficiency became apparent to HMO managers. Pressure to reduce the stay was considerable, and by 1995, the average length of stay for a mother with a vaginal delivery was 1.7 days, with 46.8 percent of all mothers staying one day or less. For the vast majority, home care (starting the second day) along with appropriate outpatient follow-up has become the alternative. Home care carries its own costs, requiring the woman’s time and usually assistance from family, friends, or hired caregivers. Nonetheless, it generally provides an appropriate level of care at a far lower cost than the inpatient care that it replaces.</para>
<para>The key phrase is “normal” childbirth. Medical care is not exact and mistakes are made. Managed care opponents have seized on cases in which a baby sent home the second day after birth developed an ailment and needed to return to the hospital or, worse still, died. Keeping the baby an extra day, they argued, would prevent these problems.</para>
<para>Many states passed legislation requiring insurers to cover at least two nights of hospital stay to all mothers with normal deliveries. Maryland’s 1996 Early Discharge of Mothers and Babies Bill guaranteed that mothers and babies have coverage in the hospital for 48 hours for a normal vaginal delivery and 96 hours for a normal caesarean delivery.</para>
<para>Liu, Dow, and Norton (2004) analyze the state length of stay mandates in 32 states, comparing the costs of the increased length of stay to the estimated health benefit, relying on infant mortality estimates that one infant life could be saved for each 1,400 normal newborns moved from early discharge (less than 30 hours) to longer lengths of stay. They find that for normal vaginal deliveries the average state law decreased early discharge (less than two-night stays) by 16 percentage points and increased average hospital charges, implying a $1,281 cost per early discharge averted by the law. This could be converted to a crude estimate of $1.79 million per life saved. They characterize their estimate as neither “highly cost-effective [n]or hugely cost-ineffective relative to estimates of the value of a life (often in the range of US$ 1–10 million).”</para>
<para>Economists have also been interested in another issue closely related to the backlash. Did consumers respond to the restrictions by “voting with their feet”? Marquis and colleagues (2004/2005) examined HMO market penetration in two periods, 1994–1998 and 1998–2001, with the former representing the pre-backlash period. There was little evidence of substantial consumer exit and plan switching even in markets where consumers had more options.</para>
<para>Cooper et al. (2006) provide a more extensive set of results through their analysis of enrollments in HMOs and other types of plans over the period 1997–2003. They analyze both aggregate enrollments as well as enrollments by firm size. Aggregate enrollments remained stable until 2002, well after the most intense backlash years, because enrollment declines in large firms were offset by increases in smaller firms. Beginning in 2002, HMOs experienced sustained aggregate decreases in enrollment.</para>
<para>For various reasons including the moderation in the growth rate of health care costs in the late 1990s, many MCOs eased some of their restrictions. Rather than trying to curtail patient choices and utilization, MCOs have engaged in other strategies to deal with quality and cost containment. One of the most visible is <emphasis>pay-for-performance</emphasis> (P4P). P4P describes incentive plans in which physicians and sometimes hospitals are given cash bonuses to meet guidelines for quality care and to implement evidence-based medicine. As a largely untested strategy, the value of P4P is still under debate. <link linkend="ch12sb02" preference="1" type="forward">Box <xref linkend="ch12sb02" label="12-2"><inst>12-2</inst></xref></link> provides evidence of its potential impacts.</para>
<para>We close this section with a revealing report by Fang and Rizzo (2010). There are widespread perceptions that managed care plans have become less restrictive but very little empirical evidence to support this proposition. Fang and Rizzo take advantage of surveys for 2000–2001 and 2004–2005 of large, nationally representative samples of physicians. The proportion of a physician’s practice revenues obtained from MCOs was used to measure managed care. The purpose of the research was to compare any changes over the two time periods of managed care and non-managed care in constraining the provision of physician care. Although the effects of managed care in limiting services in 2004–2005 declined somewhat relative to the earlier period,<footnoteref preference="1" label="7" role="generated" linkend="ch12fn07"/>
 the bigger story is that it declined relative to non-managed care. The authors conclude (p. <link role="pageref" preference="0"><inst></inst>100</link>) that “non-managed care plans appear to be getting more restrictive, similar to their managed care counterparts.”</para>
<para>These conclusions should not be surprising. We have already seen that, with the exception of Medicare, managed care dominates other health insurance sectors. It is likely that the remaining non-managed care plans feel the same pressures faced by MCOs, as well as competition from MCOs. Thus most traditional FFS plans have incorporated some managed care features such as prior authorization, general utilization review, or specialty utilization review for mental health and other specialized services.</para></section>
<sidebar id="ch12sb02" label="12-2" float="1" type="bx1"><inst>Box 12-2</inst>
<title id="ch12sb02.title">Pay-for-Performance</title>
<para>Rosenthal et al. (2006) documented the extent to which HMOs adopted P4P by 2005. Their survey of a large number of HMOs indicates that more than half (52 percent) representing 81 percent of enrollees used P4P in their provider contracts, although much more so with physicians than with hospitals. Adoption of P4P was positively associated with HMOs that are nonprofits, those that use primary care physicians as gatekeepers, and those that use capitation to pay them.</para>
<para>P4P is still in an early stage of development, and there are wide variations in program design (Trude et al., 2006). Preliminary results from one of the largest efforts, known as the <emphasis>Rewarding Results</emphasis> program, indicated that financial incentives can motivate change if the rewards are substantial. Other evaluations are less encouraging. Rosenthal and colleagues (2005) compared a broad set of quality performance measures for a large health plan that introduced P4P for its California medical groups in 2003, with its plans in Oregon and Washington that did not subject medical groups to P4P. The results for three measures of clinical quality (cervical cancer screening, mammography, and hemoglobin A<subscript><inst></inst>1c<inst></inst></subscript> testing for diabetes) showed that the rates for each increased in California after P4P was introduced. However, only the cervical cancer screening rate increased faster than the rate for the Pacific Northwest medical groups.</para>
<para>In a more extensive follow-up to this research, Mullen, Frank, and Rosenthal (2010, p.85) concluded that P4P “may not necessarily have the dramatic or even predictable effects touted by its enthusiasts.” For example, appropriate medication rates for asthma even declined after P4P was introduced in California. The effects of P4P on health outcomes were also mixed.</para>
<para>Nevertheless, many analysts remain optimistic about the potential for P4P. The Centers for Medicare and Medicaid Services (CMS) have funded several multiyear P4P demonstrations, and some have shown cost savings and improved patient outcomes. A common criticism of U.S. health care is the lack of financial incentives for quality care. Although this criticism can be debated, the Tax Relief and Healthcare Act of 2006 mandated a P4P program for Medicare. The program, known as the Physician Quality Reporting System, is still voluntary, but the CMS paid an average bonus of nearly $19,000 per participating professional practice in 2009. CMS reported an average increase of 10.6 percent over 2008 across 99 measures of performance.
ACCOUNTABLE CARE ORGANIZATIONS


As enthusiasm for HMOs have waned in recent years, policymakers and legislators are rallying around a “new” integrated entity to potentially improve quality and bend the cost curve.  These entities are called Accountable Care Organizations or ACOs.


The ACO movement is strongly identified with Elliot Fisher, a professor of medicine at Dartmouth University, who coined the ACO label and articulated its primary features (Fisher, et al., 2006; 2012).  ACOs have two important elements.  First, networks of providers assume collective responsibility for the full continuum of care delivered to a defined population.  The providers can be hospitals, community centers, solo practitioners, physician groups, and other entities.  The ACO should be led by providers who place emphasis on primary care.  Second, the providers are held accountable for quality improvements and cost.  They assume risk by sharing in savings (or paying penalties) relative to benchmarks established for cost and patient outcomes.  Ideally, sophisticated performance metrics are applied to verify that quality is improving and that any savings are not the result of enrolling lower risk populations. 


ACOs, HMOs and other integrated delivery systems share many characteristics.  These include coordination of care across the care continuum, elimination of financial incentives for overtreatment, and an emphasis on primary care and preventive medicine.  However, they differ in some important ways. Burns and Pauly (2012) describe some of these differences.  ACOs rely heavily on health information technology to support clinical decision making, quality measurement, and disease management; they are subject to performance risk as opposed to insurance risk; and they often use alternative payment arrangements, such as bundled payments for episodes of care, rather than capitated contracts.  

Another major difference is size.  It is generally difficult for an HMO or other insurance organization to survive unless it can achieve economies of scale and minimize insurance risk.  This usually means having tens of thousands of enrollees and, in many cases, much larger numbers. In contrast, ACOs are encouraged to be flexible and innovative.  In one study, less than one-half of ACOs were even affiliated with a hospital (Epstein, et al., 2014).  Together with better coordination of care and tighter scheduling, ACOs have the potential to achieve scale economies with fewer beneficiaries.  The Medicare Shared Savings Program established under the ACA requires just 5,000 enrollees. 

ACOs are designed to address the shortcomings of both FFS and traditional managed care.  We have seen that FFS provides strong incentives for overutilization while HMOs and other managed care entities raise concerns about underutilization.  ACOs have incentives to improve quality as well as to reduce costs.  Some view them as the epicenter of the drive to value-based care.

Integrated delivery systems with ACO characteristics have served privately insured groups for some time.  The current impetus for ACOs is attributable to the Centers for Medicare & Medicare Services (CMS) which projected significant savings if they were allowed to serve the Medicare population.  Independent analyses are less clear.  Colla et al. (2012) found relatively modest effects in which the substantial savings of some groups were largely offset by higher costs in others.  A more general review of integrated delivery systems by Hwang, et al. (2013) indicates that the evidence for cost savings “is rather weak” and that, although most studies showed positive quality effects, it is difficult to identify the source of the quality improvements or whether they are even statistically significant.

Despite the lack of compelling evidence favoring ACO performance, the Medicare Shared Savings Program and Pioneer ACOs (a program that places higher risk on providers) were established under the ACA.  The number of organizations in these programs has grown rapidly.  About 6 million Medicare beneficiaries belonged to an ACO in 2015.  They are among the nearly 24 million that are served by one.
 


ACOs promise tighter coordination of care and joint financial incentives to providers but Burns and Pauly caution that “care coordination has remained an elusive goal” and that previous hospital-physician partnerships  “have not promoted cooperation, improved quality, contained 

costs, or integrated clinical care” (p. 2410).  We conclude by suggesting that ACOs can play a role in health system reform but their potential remains largely untested.

MANAGED CARE AND THE AFFORDABLE CARE ACT
Coverage of millions of previously uninsured under the ACA is likely to have substantial spillover effects throughout the health care system.  Will waiting times increase?  Plans must cover 10 essential categories of services such as ambulatory care, chronic disease management, and mental health and substance abuse disorders. Will this essential health benefits feature of the ACA strain resources in these categories?  The actions and effects of the Independent Payment Advisory Board (IPAB), which will make recommendations for payment reform, are also largely an unknown at this time.  We take up some of these issues elsewhere.  Here we focus specifically on several ACA provisions that will have immediate and potentially large impacts on managed care providers and their patients.

Employer sponsored plans under ERISA are minimally affected by the ACA but the legislation has major effects on Medicaid and Medicare managed care.  As we have seen, many states contract with private managed care plans for their Medicaid enrollees. With substantially more people becoming Medicaid eligible under the ACA, existing plans will enjoy a boom in demand and new plans might be tempted to enter the Medicaid markets.  

States expanding their Medicaid programs must include the ACA’s essential health benefits coverage for new enrollees. Some states, such as Michigan, have expanded their program with novel reforms (Ayanian, 2013).  Michigan’s 2014 expansion, known as Healthy Michigan, covers adults with incomes up to 133 percent of the federal poverty level.  It imposes various copayments on most participants with five percent cost sharing for new enrollees who fall between 100 and 133 percent of the poverty level. The cost sharing is reduced for those who engage in healthy behaviors and all new enrollees will be placed in private managed care plans with health savings accounts.  Finally, if the additional costs of expansion are not offset by reductions in certain related health costs in the state’s budget, Michigan will withdraw from the Medicaid expansion as early as 2017. 

The Medicare Advantage plans described earlier are also greatly impacted. We have noted that 31 percent of the Medicare population was enrolled in private Medicare Advantage plans in 2015.   Most are enrolled in managed care plans that are reimbursed by CMS on a capitated (i.e., per enrollee) basis.  

President George W. Bush and many political conservatives favored the expansion of Medicare Advantage as a way of increasing competition and ultimately holding down the growth of Medicare costs. Government payments to Medicare Advantage plans exceeded the cost per regular Medicare enrollee. Political liberals viewed this as a threat to traditional Medicare and, under the ACA, made cuts in payments to Medicare Advantage plans beginning in 2011.

The methodology is complex but reduced reimbursement rates will be phased in until 2017.  At that time, the rates will fall to 95 percent of the costs of traditional Medicare in counties with high costs to 115 percent of traditional Medicare costs in low-cost counties.  In an attempt to improve quality, the ACA also ties payments to quality. CMS developed a 5-star system that rates Medicare Advantage plans along five domains (such as managing chronic conditions).  Beginning in 2010, CMS made bonus payments to plans that attained at least four stars.  Starting in 2015, CMS can terminate plans that have received 3 stars or less for three consecutive years.

Scholars have yet to evaluate the many changes introduced in both public and private plans.  Clearly, change is taking place at an unprecedented rate and CMS is continuing to test other health care delivery models.  It is also clear that the rate increase in health care spending is slowing down.  How much, if any, of the slowdown is due to the ACA and other recent reforms will be taken up in Chapter 22.

<section id="ch12lev1sec10"><title id="ch12lev1sec10.title">Conclusions</title>
<para>This chapter has considered HMOs and other managed-care delivery systems that combine the functions of insuring patients and providing their care. We begin by describing managed care and providing the rationale for a government policy that promotes it.</para>
<para>Our discussion has emphasized that HMOs and other integrated delivery systems have incentives to curtail costs because they serve as both insurers and providers. Thus the incentives for additional and less essential procedures are reduced. We can show that systemwide even less care may be given than would be economically efficient. One key finding is that managed care organizations tend to reduce hospitalization—one of the most expensive components of health care costs. While other findings are mixed, little evidence suggests that the quality of the care provided in HMOs is inferior to FFS care. Another key finding is that MCOs have been able to reduce fees paid to providers.</para>
<para>In the early 1990s, cost pressures moved more users into managed care. By 2015, traditional fee-for-service (FFS) health care enrollment for covered workers had fallen to 1 percent, from 73 percent nearly three decades earlier. Yet customers also rebelled against the more stringent cost controls of HMO plans, preferring what some analysts refer to as “managed care light”—as exemplified by PPO or POS plans. Less stringent controls were palatable with the deceleration of health care costs in the late 1990s. However, costs were increasing again at double-digit rates in the first years of the twenty-first century. The growth of costs slowed down with the onset of the Great Recession but the future remains unclear
The passage of the ACA in 2010 is also creating uncertainties as well as opportunities in both private and public health insurance markets. In addition to the challenge of containing costs, there is growing awareness of widespread deficiencies and inconsistencies in health care quality. These concerns are likely to bring continuous change.  The rise of ACOs and mechanisms that reward value-based care are among the recent innovations that could reshape health care delivery.</para></section></section><section id="ch12lev1rm" role="rm"><title id="ch12lev1rm.title"/><summary id="ch12sum01">
<title id="ch12sum01.title">Summary</title>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
1.
</inst>Managed care seeks to integrate what previously had been a non-integrated system of health care treatment. Such integration has the potential to reduce health care costs, but the integration is costly and may limit choice of provider and treatment options.</para></listitem>
<listitem><para><inst>
2.
</inst>In HMOs, PPOs, and other MCOs, the functions of insurance and the provision of care are combined. In return for a prepaid premium, MCOs agree to provide enrollees with comprehensive health care over a given period.</para></listitem>
<listitem><para><inst>
3.
</inst>By agreeing to handle all of a patient’s health care needs for a fixed, prearranged fee, a provider is bearing a substantial part of the financial risk. By bearing such a risk, the managed care organization has a strong incentive to develop strategies for reducing excessive care and minimizing other inefficiencies.</para></listitem>
<listitem><para><inst>
4.
</inst>HMOs control utilization and costs by imposing physician gatekeepers and requiring treatment within defined provider networks. PPO plans maintain the provider networks but do not require physician gatekeepers. Point-of-service (POS) plans maintain the physician gatekeeper role but do not require treatment within defined provider networks.</para></listitem>
<listitem><para><inst>
5.
</inst>There has been a dramatic shift from FFS to managed care in employer sponsored plans. By 2015, only 1 percent of these workers had traditional FFS insurance, 76 percent had some form of managed care, and 24 percent had a high-deductible health plan.</para></listitem>
<listitem><para><inst>
6.
</inst>A theoretical model of the HMO shows that, due to the impact of potential disenrollment that does not face providers in the fee-for-service sector, one might expect inefficiently low levels of care in the managed care sector.</para></listitem>
<listitem><para><inst>
7.
</inst>If providers can charge different consumers different amounts, they can earn additional profits. Such price discrimination by providers is difficult under the contracts characterizing prepayment-based organizations because:</para>
<itemizedlist id="ch12it06" mark="bull" spacing="normal"><listitem><para><inst>
•
</inst>Providers will find it difficult to determine how much individual consumers value the services.</para></listitem>
<listitem><para><inst>
•
</inst>Prepayment-based organizations may be able to shop among providers, thus limiting the providers’ monopoly power.</para></listitem></itemizedlist></listitem>
<listitem><para><inst>
8.
</inst>Managed care organizations typically provide comprehensive ambulatory and inpatient care, including routine office visits and preventive care, generally with low coinsurance or deductibles. Paperwork for patients is reduced, and uncertainty over their coverage is minimal. These features make membership attractive to consumers, especially to those who are concerned about out-of-pocket costs.</para></listitem>
<listitem><para><inst>
9.
</inst>In contrast to FFS arrangements, the managed care enrollee’s choices of providers and access to hospitals (aside from emergency care) are limited. Also, direct access to specialists may require referral from the patient’s gatekeeper—the primary care physician.</para></listitem>
<listitem><para><inst>
10.
</inst>There is a strong consensus that managed care reduces utilization, especially of hospital care. There is little evidence that the quality of care is inferior to the quality found in a FFS system.</para></listitem>
<listitem><para><inst>
11.
</inst>The lower expenditures per enrollee under managed care are associated largely with the lower fees they are able to negotiate with some providers. Risk selection is not a major factor.</para></listitem>
<listitem><para><inst>
12.
</inst>In addition to individual cost-related impacts of managed care organizations, there are also competitive impacts. Although higher market penetration of managed care does not always lead to lower hospital prices, it does appear to reduce insurance premiums.</para></listitem>
<listitem><para><inst>
13.
</inst>MCOs, through their emphasis on cost containment, would seem to provide important opportunities for reining in the usage of high-cost-high-technology procedures and facilities. Research findings to date have not supported this hypothesis.</para></listitem>
<listitem><para><inst>
14.
</inst>MCOs adopted more stringent restrictions on utilization in the early 1990s. There was a strong media backlash. Some evidence indicates that consumers did not react by “voting with their feet.”</para></listitem>
<listitem><para><inst>
15.
</inst>Pay-for-performance (P4P) describes incentive programs in which providers, most often physicians, are given cash bonuses to meet quality performance targets. Many MCOs have adopted P4P but the preliminary evidence of its effects is not yet clear.</para></listitem>
<listitem><para><inst>
16.
</inst>Accountable Care Organizations (ACOs) have emerged as a distinct entity that faces incentives to both improve quality of care and restrain costs.
  17.  The Affordable Care Act has prompted the rapid growth of Medicare ACOs and brought many other changes to both Medicare and Medicaid.
</para></listitem></orderedlist></summary><problemset id="ch12ps01" role="qonly">

<supertitle id="ch12ps01.supertitle">Discussion Questions</supertitle>
<general-problem id="ch12ps01gen001" label="1" maxpoints="1"><inst>
1.
</inst><question id="ch12ps01q001"><para>What are the key elements that distinguish managed care from FFS plans?</para></question></general-problem>
<general-problem id="ch12ps01gen002" label="2" maxpoints="1"><inst>
2.
</inst><question id="ch12ps01q002"><para>What are the principal differences among HMO, PPO, and POS plans?</para></question></general-problem>
<general-problem id="ch12ps01gen003" label="3" maxpoints="1"><inst>
3.
</inst><question id="ch12ps01q003"><para>How do the economic profits (rents) that may be earned by some groups of providers enable MCOs to limit expenditures? What role does the price elasticity of demand play in this process?</para></question></general-problem>
<general-problem id="ch12ps01gen004" label="4" maxpoints="1"><inst>
4.
</inst><question id="ch12ps01q004"><para>Why is selection bias such an important issue in measuring HMO performance?</para></question></general-problem>
<general-problem id="ch12ps01gen005" label="5" maxpoints="1"><inst>
5.
</inst><question id="ch12ps01q005"><para>Discuss ways that managed care organizations may be able to reduce costs of care to their clientele.</para></question></general-problem>
<general-problem id="ch12ps01gen006" label="6" maxpoints="1"><inst>
6.
</inst><question id="ch12ps01q006"><para>Why do some critics argue that managed care organizations provide lower-quality care than FFS plans? Evaluate this possibility from a societal perspective.</para></question></general-problem>
<general-problem id="ch12ps01gen007" label="7" maxpoints="1"><inst>
7.
</inst><question id="ch12ps01q007"><para>After a large increase in membership, HMO enrollments flattened in the late 1980s and many HMOs suffered financial difficulties. How could this be explained according to what is known about the supply and demand for HMOs?</para></question></general-problem>
<general-problem id="ch12ps01gen008" label="8" maxpoints="1"><inst>
8.
</inst><question id="ch12ps01q008"><para>If everyone chose to join an HMO, would average HMO expenditures per case tend to rise or fall? Would national health expenditures tend to rise or fall?</para></question></general-problem>
<general-problem id="ch12ps01gen009" label="9" maxpoints="1"><inst>
9.
</inst><question id="ch12ps01q009"><para>What features of managed care organizations tend to inhibit or discourage people from joining? What features tend to attract people? Discuss the advantages and disadvantages of managed care enrollment.</para></question></general-problem>
<general-problem id="ch12ps01gen010" label="10" maxpoints="1"><inst>10. </inst><question id="ch12ps01q010"><para>Why is the growth of managed care a relatively recent phenomenon? Describe governmental policies and practices that have encouraged managed care organizations and inhibited them.</para></question></general-problem>
<general-problem id="ch12ps01gen011" label="11" maxpoints="1"><inst>
11.
</inst><question id="ch12ps01q011"><para>If traditional FFS leads to demand inducement, what constrains the HMO from underproviding care?</para></question></general-problem>
<general-problem id="ch12ps01gen012" label="12" maxpoints="1"><inst>
12.
</inst><question id="ch12ps01q012"><para>Explain how the availability of alternative delivery systems is expected to produce competitive effects throughout the health economy.</para></question></general-problem>
<general-problem id="ch12ps01gen013" label="13" maxpoints="1"><inst>
13.
</inst><question id="ch12ps01q013"><para>Discuss the ways that managed care organizations can influence the adoption of new technologies.</para></question></general-problem>
<general-problem id="ch12ps01gen014" label="14" maxpoints="1"><inst>
14.
</inst><question id="ch12ps01q014"><para>Some critics argue that providers do not have sufficient financial incentives to provide quality care. Describe some of the existing safeguards. Evaluate the potential role of P4P. How are ACOs incentivized to improve quality?</para></question></general-problem>
<general-problem id="ch12ps01gen015" label="15" maxpoints="1"><inst><supertitle id="ch12ps02.supertitle">Exercises</supertitle>
<general-problem id="ch12ps02gen001" label="1" maxpoints="1"><inst>
1.
</inst><question id="ch12ps02q001"><para>Consider an HMO with a demand curve of the following form: <emphasis>Q</emphasis> = 100 – 2<emphasis>P.</emphasis> Suppose that its marginal and average costs were $20. If the firm maximizes profits, determine its price, output, and profits.</para></question></general-problem>
<general-problem id="ch12ps02gen002" label="2" maxpoints="1"><inst>
2.
</inst><question id="ch12ps02q002"><para>In Exercise 1, if the firm must act as a perfect competitor, in the long run what will happen to equilibrium price and equilibrium output?</para></question></general-problem>
<general-problem id="ch12ps02gen003" label="3" maxpoints="1"><inst>
3.
</inst><question id="ch12ps02q003"><para>Consistent with <link linkend="fg12_00200" preference="0" type="backward">Figure <xref linkend="fg12_00200" label="12-2"><inst>12-1</inst></xref></link>, assume that the FFS price was $100 per visit and the average patient made eight visits per year. A competing managed care organization came in and charged $80 per visit, providing seven visits per year.</para>
<orderedlist numeration="loweralpha" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
(a) </inst>Calculate the change in total expenditures.</para></listitem>
<listitem><para><inst>
(b) </inst>Graph the FFS and the managed care market equilibria as was done in <link linkend="fg12_00200" preference="0" type="backward">Figure <xref linkend="fg12_00200" label="12-2"><inst>12-1</inst></xref></link>. What do our findings suggest about demand for managed care compared to demand for FFS care?</para></listitem></orderedlist></question></general-problem>
<general-problem id="ch12ps02gen004" label="4" maxpoints="1"><inst>
4.
</inst><question id="ch12ps02q004"><para>Consider the discussion on adverse selection into HMOs and FFS care, as noted through <link linkend="ch12eq02" preference="0" type="backward">equation (<xref linkend="ch12eq02" label="12.1"><inst>12.1</inst></xref></link>() and <link linkend="fg12_00400" preference="0" type="backward">Figure <xref linkend="fg12_00400" label="12-4"><inst>12-3</inst></xref></link>. Suppose that, on average, FFS clients bought $2,000 in services 
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<inlineequation id="ch12ie06"><inlinemediaobject><textobject role="xpressmath"></textobject></inlinemediaobject></inlineequation>, with an efficiency factor of 0.9. The FFS plan charges a 10 percent coinsurance rate.</para>
<orderedlist numeration="loweralpha" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
(a)
</inst>Set up this problem graphically, labeling the <emphasis>E</emphasis> and <emphasis>V</emphasis> curves.</para></listitem>
<listitem><para><inst>
(b)
</inst>If a client expects to spend $250 on care, will he or she choose an HMO or an FFS plan? Why?</para></listitem>
<listitem><para><inst>
(c)
</inst>At which value of <emphasis>s</emphasis> would the client expect to be indifferent between an HMO and an FFS plan? Why?</para></listitem>
<listitem><para><inst>
(d)
</inst>How would your answer to parts (b) and (c) change if the HMO adopted a 20 percent coinsurance rate?</para></listitem></orderedlist></question></general-problem>
<general-problem id="ch12ps02gen005" label="5" maxpoints="1"><inst>
5.
</inst><question id="ch12ps02q005"><para>Assume that in <link linkend="fg12_00500" preference="0" type="backward">Figure <xref linkend="fg12_00500" label="12-5"><inst>12-4</inst></xref></link>, so many providers entered the health care market that individual demand curves fell below the average cost curves. Draw the new equilibrium. What would happen to short-run profits in the health care market?</para></question></general-problem>
<general-problem id="ch12ps02gen006" label="6" maxpoints="1"><inst>
6.
</inst><question id="ch12ps02q006"><para>Exercise 5 discusses a short-run equilibrium in the health care market. With entry and exit into and from the market, graph and discuss the long-run equilibrium.</para></question></general-problem>
<general-problem id="ch12ps02gen007" label="7" maxpoints="1"><inst>
7.
</inst><question id="ch12ps02q007"><para>In <link linkend="ch12table04" preference="0" type="backward">Table <xref linkend="ch12table04" label="12-4"><inst>12-4</inst></xref></link>, the market penetration for managed care rises from 40 percent to 50 percent between Periods 1 and 2 and stays at 50 percent. Suppose, instead, that it fell from 40 percent to 30 percent and stayed at 30 percent.</para>
<orderedlist numeration="loweralpha" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
(a)
</inst>What would happen to total costs and to rates of cost increase?</para></listitem>
<listitem><para><inst>
(b)
</inst>How do your results compare to the discussion regarding <link linkend="ch12table04" preference="0" type="backward">Table <xref linkend="ch12table04" label="12-4"><inst>12-4</inst></xref></link>? Why?</para></listitem></orderedlist></question></general-problem></problemset></section></chapter></etmfile>
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� <footnote id="ch12fn01" label="1"><inst></inst><para>Available at <emphasis>kff.org</emphasis>. The KFF sources used in this chapter include: <emphasis>Employer Health Benefits 2015 Annual Survey;</emphasis><emphasis> </emphasis>Medicare Advantage 2015 Spotlight: Enrollment Market Update, June 2015; State Health Facts: Total Medicaid Managed Care Enrollment; and Kaiser Slides.


<emphasis></emphasis><emphasis></emphasis></para></footnote>


� <footnote id="ch12fn02" label="2"><inst></inst><para>Employer- sponsored HDHPs with health reimbursement arrangements (HRAs) or health savings accounts (HSAs) were part of the 2003 Medicare Modernization Act. Although these plans often include managed care features, they are usually considered as a distinct category. We elaborate more on these plans in <link olinkend="ch23" preference="0">Chapter <xref olinkend="ch23" label="23"><inst>22</inst></xref></link>.</para></footnote>


� Following legal challenges to the ACA, the U.S. Supreme Court upheld the constitutionality of the individual mandate that required most individuals to have insurance coverage.  However, the Court also ruled that the Act’s Medicaid expansion was coercive of the states. The decision effectively made Medicaid expansion optional. As January 2016, 31 states and the District of Columbia expanded their plans with another three states considering expansion.


� <footnote id="ch12fn03" label="3"><inst></inst><para>From a provider’s perspective, such as a physician or hospital treating both FFS and MCO patients, its pricing decision is very similar to one involving price discrimination. <link olinkend="ch17" preference="0">Chapter <xref olinkend="ch17" label="17"><inst>17</inst></xref></link> formally covers price discrimination within the context of pharmaceutical products. Here, the provider’s demand from the MCO market is likely to be far more elastic than its demand from the FFS market because the MCO can contract with other doctors or hospitals if the provider tries to raise rates for the MCO’s enrollees. As shown in <link olinkend="ch17" preference="0">Chapter <xref olinkend="ch17" label="17"><inst>17</inst></xref></link>, price will be lower in the market with a more elastic demand.</para></footnote>


� <footnote id="ch12fn04" label="4"><inst></inst><para>Economists have yet to develop a distinct generalized theoretical model of managed care, using either competition or game theory. This section describes some simple approaches that provide useful insights. See Olivella and Vera-Hernández (2007) and Brekke, et al (2010) for more sophisticated contributions that attempt to deal with quality and differentiation across managed care plans.</para></footnote>


� The 2015 CPI was about 2.4 times the 1983 value; the medical care component of the CPI was about 4.5 times its 1983 value.


� <footnote id="ch12fn05" label="5"><inst></inst><para>Glied (2000) summarizes many articles that examine impacts of managed care on costs and on utilization. Her tables discuss the populations, comparison groups, controls for differences in patient characteristics, and impacts on treatment aspects, such as charges and length of stay.</para></footnote>


� <footnote id="ch12fn06" label="6"><inst></inst><para>Competition can also affect quality and other dimensions of care. Scanlon and colleagues (2005) found that lower levels of HMO competition, as measured by the Herfindahl-Hirschman Index, actually produce better results on several quality dimensions. Higher HMO penetration was associated with higher quality. The study also found that plans that publicly report their data have higher quality than those that do not.</para></footnote>


� <footnote id="ch12fn07" label="7"><inst></inst><para>In another report using the same survey, Fang, Liu, and Rizzo (2009) did not find a change over the two periods in the assignment by HMOs of primary care physicians as gatekeepers.</para></footnote>


� Jeremy Gold, “Accountable Care Organizations, Explained,” Kaiser Health News, September 14, 2015: � HYPERLINK "http://khn.org/news/aco-accountable-care-organization-faq/" �http://khn.org/news/aco-accountable-care-organization-faq/�: accessed January 15, 2016.  The public has little awareness of ACOs and, as Gold notes, “you may even be in one and not know it.”  


� In a series of 2015 postings on Health Affairs Blogs (http://healthaffairs.org/blog/2015), McCLellan, Kocot, and White provide considerable new evidence on the Medicare Shared Savings Program.  Their results are encouraging.  Some ACOs have actually been able to improve quality while reducing costs.
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