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Preface

Americans are spending an ever-increasing amount
of money on health care. National health expendi-
tures are estimated at $1.035 trillion, representing
13.6 percent of Gross Domestic Product (GDP), in
1996, up from $699.5 billion and 12.2 percent of
GDP in 1990, as shown in chapter 1. Chapter 1 also
shows that employer spending on private health
insurance totaled $262.7 billion in 1996, up from
$61 billion in 1980. Business health spending as a
percentage of total compensation increased from
3.7 percent in 1980 to 5.9 percent in 1996 and
reached a high of 6.6 percent in 1993. Private
health plan costs per employee increased from an
average of $3,502 in 1992 to $3,924 in 1997. For
larger employers, average costs increased from
$3,775 in 1992 to $4,369 in 1997.

Despite rising spending on health care,
only 5 percent of Americans give an excellent rating
to health care in America today, according to results
from the 1998 Health Confidence Survey (HCS), co-
sponsored by the Employee Benefit Research
Institute (EBRI) and Mathew Greenwald & Associ-
ates. While just over one-half rate health care as
excellent, very good, or good, almost one-half rate it
as fair or poor. In fact, while health care is a very
important issue to Americans, it is barely on the
American public’s radarscope when compared with
other issues of national importance. When asked
what they consider to be the most critical issue in
America today, 15 percent of Americans cite health
care, while 83 percent consider something else to be
the most critical issue. This juxtaposition of health
care with other national issues is important as
policymakers debate legislation concerning con-
sumer protection issues, mandated benefits,
managed care, and health plan liability.

In order to explore the issues surrounding
the future of health care, how managed care and
consolidation in the health care industry affect that
future, and the policy implications for employee
health benefit programs, EBRI's Education and
Research Fund (EBRI-ERF) sponsored a policy

forum in Washington, DC, on May 6, 1998, on the
topic: “The Future of Medical Benefits.” The policy
forum brought together government officials,
corporate executives, employee benefit profession-
als, and representatives from academia, research
organizations, and media to discuss these issues.
The papers included in this volume were originally
prepared for the policy forum. The session included
an active discussion among the authors and the
more than 100 invited participants with an interest
in the health care system and employee benefit
issues.

This book integrates the papers and
proceedings of the policy forum into a single work.
The introduction written by Christopher Conte, a
former Wall Street Journal reporter and editor who
is now self-employed as a writer and an EBRI
Fellow, sets the stage for the remaining sections of
the publication. Conte highlights segments of the
discussion, weaving them into an eloquent synopsis
of the entire session.

The first section of the book provides
background information on the current status of the
health care system and outlines critical issues for
the future. The first paper, written by Paul Fronstin
of EBRI, provides data and statistics on health plan
costs, cost sharing arrangements, the changing
health care delivery system, trends in the range of
benefits covered, and retiree health benefits. The
second paper, written by Jeff Lemieux, of the
National Bipartisan Commission on the Future of
Medicare, and formerly of the United States
Congressional Budget Office (CBO), discusses the
CBO’s past projections of the private health insur-
ance premiums and how and why these estimates
have changed recently.

The second section of the book examines
the future of managed care, with many of the
authors addressing the issue of accountability. In
addition, Jessie Gruman, of the Center for the
Advancement of Health, discusses the relationship
between personal behavior and the future of health



benefits, while Karen Williams, of the National
Pharmaceutical Council, discusses the role of
prescription drugs in the future of managed care.

The third section of the book discusses the
issue of consolidation in the health care industry.
James Bentley of the American Hospital Associa-
tion discusses consolidation from the hospital point
of view. Charles Blansteen of Merrill Lynch and
John Brence of William M. Mercer both discuss
consolidation among health plan sponsors.

The fourth section of the book deals with
the long-term policy implications for employment-
based health plans. William Custer of Georgia
State University, an EBRI Fellow, shares his
thoughts on the employment-based health system,
rising health care costs, and the overall economy.
Paul Harrington of the U.S. Senate Labor and
Human Resources Committee adds his perspective
on the future of employment-based health benefits
as a policymaker. Finally, Richard Ostuw of Towers
Perrin offers the employers’ orientation on the
future provision of employment-based health
benefits.

The final section of the book presents
highlights from the question and answer period

which followed each section of the policy forum.

I thank the sponsors of EBRI for making this forum
and book possible, while making it clear that any
opinions, errors, or positions taken are those of the
authors and not of EBRI, EBRI-ERF, its staff,
Members, Trustees, or editors.

I want to thank Pamela Ostuw and Paul
Fronstin for organizing the forum; Cindy O’Connor
for the production of forum materials and the book;
Steve Blakely, Deborah Holmes, and Lynn Miller
for copy editing; and all of the forum authors and
participants.

EBRI was founded in 1978 by leaders in
the employee benefits field with a vision of building
an objective research and education organization.
Its mission is to encourage, to contribute to, and to
enhance the development of sound employee benefit
programs and sound public policy through objective
research and education.

This volume carries forward that mission of
providing a basis for sound program design. It is
dedicated to the founders of EBRI, in this our
Twentieth Anniversary year.

Dallas L. Salisbury
November 1998
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Introduction: The Future of Medical

Benefits
by Christopher R. Conte

Americans have many conflicting views about our
health care system, but most of us would agree on
one point: whatever the situation is today, it almost
certainly will be different tomorrow.

For many employers, the continued flux is
perplexing. After all, the managed care revolution
has halted the runaway inflation that helped create
a health care “crisis” in the 1970s and 1980s. The
erosion in health insurance coverage has largely
come to a halt. And since the defeat of the Clinton
health plan in 1994, calls for sweeping reform have
largely disappeared.

Yet many Americans are dissatisfied with
the current situation and worried about the future.
Horror stories about people being denied benefits,
combined with irritation at a confusing bureau-
cracy and a billing system that seems incomprehen-
sible, have helped spawn a public backlash against
managed care. The political system has responded
with moves to create new consumer protections,
expand legal rights for health plan participants,
and mandate benefits.

How will employers react? Will they find
ways to address public dissatisfaction within the
context of the current managed care system? Or
will they succumb to political forces and stand by
while government redesigns the system of medical
benefits?

Leaders from the health care industry
pondered that question at the Employee Benefit
Research Institute’s (EBRI’s) May 6, 1998, policy
forum on the “Future of Medical Benefits.” Like
many employee benefit issues, the topic lies
squarely at the intersection of business manage-
ment and public policy. As a result, even if business
executives wanted to concentrate purely on their
private concerns, they would ignore the broader
social issues at their own peril.

As Georgia State University economist and

EBRI Fellow William Custer noted, “Employers
thinking about the future are going to have to come
to grips—very soon—with what they want their
future to be, and how they want to fit into the
health care delivery system.”

B Current Trends

Custer’s warning comes against a backdrop of
relative calm. After eroding substantially between
1987 and 1993, health insurance coverage has
stabilized and actually increased slightly since
1994, noted Paul Fronstin, senior research associ-
ate at EBRI. Health costs, which had been rising at
double-digit rates, also have slowed sharply and
generally have been tracking the very modest
overall rate of inflation.

Not coincidentally, these trends correspond
to the dramatic growth of managed care. As re-
cently as 1992, Fronstin noted, 60 percent of
employers offered traditional fee-for-service health
plans. But by 1997, only 30 percent did, and just
15 percent of employees actually participated in
such plans. What’s more, the remaining traditional
plans have managed care features. “Virtually the
entire population is in a managed care plan,”
Fronstin said.

While these trends may give employers
some relief, many Americans are unhappy, or at
least feel unsettled, by the changes in the health
care system. According to Fronstin, just 5 percent of
Americans surveyed by EBRI and Mathew
Greenwald & Associates in the 1998 Health Confi-
dence Survey rate the current system as excellent,
and some 59 percent say it needs major changes.
What'’s more, 35 percent say the overall system has
gotten worse, 57 percent say health insurance
coverage has gotten worse, and 81 percent say
health care costs have gotten worse.
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Those figures appear to speak eloquently of
a public that is dissatisfied with the health care
system. But Americans are sending “mixed mes-
sages,” Fronstin noted. For instance, only
14 percent of those surveyed rate the nation’s
health system as poor. More significantly, despite
their belief that the system has gotten worse, only
10 percent say they are dissatisfied with the care
they personally have received over the last two
years, and the same low percentage voice displea-
sure with their health plans.

Many people say they are unhappy with
plans that take away their ability to choose their
own doctors, however. Almost one third—

32 percent—say they are dissatisfied with the cost
of health insurance, and 37 percent are displeased
with the cost of treatments that are not covered by
their health plans. When asked about their confi-
dence in health care over the next 10 years, Ameri-
cans express the least amount of confidence in their
ability to afford coverage without suffering finan-
cial hardship, Fronstin said.

That particular concern may seem surpris-
ing considering how health care inflation has eased
in recent years. Jeff Lemieux, a staff member for
the National Bipartisan Commission on the Future
of Medicare and former health economist for the
Congressional Budget Office, said that managed
health care plans have helped overcome “market
failure”—that is, the lack of incentives for cost
containment in a system where the availability of
insurance prevents people from knowing the
economic consequences of decisions they and their
medical care providers make.

“Plans have gotten very good control over
physician and other practitioner costs and hospital
costs over the last five to eight years,” Lemieux
said.

B Managed Care: Cost Control or
Quality?

Seeking to understand frustrations that have led to
a public backlash against managed care in the face
of such positive news on the cost front, forum
participants debated whether the current system
has sacrificed quality of care in the name of cost
control.

Meredith Miller, deputy assistant secretary
for policy in the U.S. Department of Labor’s Pen-

sion and Welfare Benefits Administration, cited
surveys suggesting that people are unhappy with
managed care plans mainly because they believe
needed treatments are either being delayed or
denied—with serious health consequences. She also
said the employee share of health insurance
premiums has grown. And she decried a lack of
“accountability” on the part of managed care plans,
whose decisions are not subject to external review.

“You can go purchase a toy at Toys “R” Us,
rent a car, use your credit card, and should you be
harmed you are better protected than when you
purchase your health care,” Miller said.

Other forum participants suggested that
health plans could go a long way toward assuaging
a disgruntled public simply by improving “customer
service.” Several speakers cited, in particular, the
“hassle” of dealing with the health care bureau-
cracy. “Many, many consumers ... simply want us to
get it done once, get it done right, not have
rebillings, and not have hospitals and providers
have money and think they don't have it,” said
William Young, head of operations for Aetna US
Healthcare’s Northeast Region.

Poor customer service can have real health
effects, noted Susan Meholic, district manager for
health plans administration at AT&T. “Lack of
convenience diminishes both perceived and real
quality,” she said. “It discourages well people from
getting important preventive care, and chronically
ill people from getting ongoing needed support.”

Karen Ignagni, president and chief execu-
tive of the American Association of Health Plans
(AAHP), offered a spirited defense of managed care.
While managed care certainly took hold in large
part as a means of controlling costs, she said,
health plans have entered a new, evolutionary
stage in which they are “bringing cost containment
and quality assurance together.”

She noted, for instance, that the National
Committee for Quality Assurance, a voluntary
accreditation organization for health plans, is
moving away from “process-oriented” to “outcomes-
based” standards in accrediting health plans. As
part of its efforts, NCQA has developed the Health
Plan Employer Data and Information Set (HEDIS),
a data system that will allow users to compare
health plans on the effectiveness of their patient
care in such areas as cancer screening, prenatal
care, smoking cessation, heart disease, and eye
exams.



“We have gotten the message, loud and
clear, that we have to continue to be for continuous
quality improvement,” Ignagni said. AAHP is the
nation’s largest trade association for health mainte-
nance organizations and networked-based health
care systems.

B Room for Improvement

While hailing the creation of HEDIS and similar
moves toward “value-based purchasing,” Miller said
substantial challenges must be met before consum-
ers—employers and individuals alike—have the
information they need to compare health plans on
the basis of quality, rather than just price. Data-
bases are not standardized, and much of the
information on the quality of care isn’t in the public
domain, making comparison shopping difficult, she
noted. What’s more, she said, studies show that
employers are still purchasing on the basis of cost,
rather than quality. Recently, the Labor Depart-
ment responded to this finding by issuing a letter of
guidance informing employers that if workers have
to help pay the premiums for their health insur-
ance, employers have a fiduciary obligation to
purchase coverage on the basis of quality as well as
cost.

Other participants suggested that regard-
less of how one views managed care, there is plenty
of room for improvement in the quality of care
Americans currently are receiving. Karen Williams,
president of the National Pharmaceutical Council,
spoke of a “practice gap.” All too often, according to
Williams, people get diseases that are not diag-
nosed. Or they get afflictions—especially hyperten-
sion, depression, and diabetes—that are diagnosed
but are not actively treated. Or doctors prescribe
treatment, but nobody follows up to determine
whether patients actually get the medicine or
treatment they need.

“We as health care people need to sell
state-of-the-art medicine, and payers need to pay
for it,” Williams said. “Anything else ... is going to
wind up increasing regulation and public back-
lash.”

In a similar vein, Jessie Gruman, executive
director of the nonprofit Center for the Advance-
ment of Health, noted that Americans as a society
still take a far too narrow view of what is required
to stay healthy. She said a substantial body of
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social science research has demonstrated that
personal health is profoundly affected by personal
behavior—a term encompassing everything from an
individual’s socioeconomic status and community
“embeddedness” to emotional variables such as self-
image and specific activities such as smoking, diet,
and exercise. But “we are using only 10 percent of
what we know” in this area, she said.

To deliver real value to consumers,
Gruman concluded, health care plans must not only
pay for certain medical services, they also must
give people information about when, how, and why
to seek health services. And they must help people
find a wide range of services that address the
behavioral issues affecting health.

“T don’t think medical care and health care
in general will ever be fully responsive unless it’s
able to systematically take behavior into account,”
Gruman said. “And that means to recognize, to
address, and to treat the whole person.”

B Challenges for Employers

Having vested considerable power in health plans,
can employers help ensure that health plans meet
employee concerns about the quality and conve-
nience of their care?

It won’t be easy. In the face of a wave of
consolidations among health care providers and
insurers, some employers feel they have lost
leverage in the health care market. The many
companies that have moved away from directly
delivering benefits toward using outside vendors
have fewer—and in some cases, no—local benefit
managers to which employees can turn, noted
AT&T’s Meholic. Corporate consolidations,
downsizing, and continued pressure to do more
with less have created a “considerable challenge for
the staff remaining to devote the time needed to
improve performance and service, and endeavor to
provide meaningful support for employees,” she
added.

Some very large companies have banded
together in an effort to counter such pressures and
gain more leverage in the health care market.
Charles Blanksteen, a health care and group
benefits consultant with William M. Mercer Com-
panies, described how some employers are pooling
resources to provide “non-HMO (health mainte-
nance organization) coverage” for employees. Six
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Fortune 100 companies, for instance, have formed a
“study group” that has designed a health plan with
in- and out-of-network features, a shared resource
center, specialty utilization review, and other
features.

John Brence, vice president for global
benefits at Merrill Lynch, described the National
HMO Purchasing Coalition. Originally formed by
Merrill Lynch and American Express, the coalition
has grown to include 12 major corporations that
collectively purchase health plan services for their
employees.

Brence said the coalition came together to
ensure high-quality medical care as well as low
costs. There really is no conflict between these
goals, he argued. Noting that 1 percent of employ-
ees are responsible for 25 percent of health benefit
costs, Brence said companies can both save money
and improve health care at the same time by
concentrating on finding individuals as early in the
“illness cycle” as possible and providing them
treatment that prevents them from getting seri-
ously ill.

In pursuit of its goals, the coalition looks
for health plans that have comprehensive medical
management systems in place and that can use
information from a variety of sources proactively to
help doctors and hospitals improve the quality of
the care they provide. When the coalition reviews
health plans, he added, its members are mostly
interested in meeting with the plans’ primary
clinical staff, reviewing actual medical charts to see
how they handle specific cases, and looking at how
well the plans’ quality assurance committees
function.

It’s no coincidence that the members of the
coalition are all large corporations. Smaller employ-
ers often lack the resources needed to supervise
health plans so rigorously.

Daniel Johnson, past president of the
American Medical Association, offered what might
appear to be a tempting alternative to some
employers. He proposed transforming health
benefits to the “defined contribution” model so
popular in the field of retirement benefits. Under
this approach, employers would provide the same
financial support, but they would allow employees
to select their own health plans. Employers would
“get themselves out of the insurance business, out
of the micromanagement of care ... [and give] the
employee ... the opportunity and the responsibility

to choose his or her own insurance,” Johnson
argued.

Johnson, who said managed care continues
to cause physicians “a huge amount of anxiety,”
said his proposal would address the primary cause
of high health care costs—namely, “the fact that the
person consuming the services is insulated from the
cost of these services because somebody else is

paying.”

B A Retail Market?

Forum participants found a number of potential
problems with the defined contribution approach.
Perhaps most significantly, several argued, it would
create a real danger of “adverse selection”—that is,
insurers would lure people who are good risks and
exclude those who aren’t. This would substantially
increase the costs of covering people who are not
considered good risks. According to the National
Pharmaceutical Council’s Williams, 20 percent of
people account for between 60 percent and

70 percent of all health costs. To the extent those
20 percent find themselves unable to obtain
insurance or become saddled with unbearably high
costs for their coverage, pressures for political
intervention likely would become intense.

At the moment, consumer choice is fairly
limited in the health arena. Only 20 percent of
employers currently offer their workers more than
one health plan. But employees are demanding
more choice, and the system is moving toward
accommodating them. This trend toward “self-
service,” as Meholic put it, raises a concern, how-
ever: several forum participants argued that
employees currently do not have the information
they need to make the complex decisions involved
in choosing health plans or individual service
providers.

Mebholic noted, for instance, that fewer
than one-third of employers currently pass on to
their employees any information they have on plan
performance. And, she added, “For those employers
who do provide quality information to their employ-
ees, employees don’t know how to use it.”

The Labor Department’s Miller agreed,
noting that the health care sector has generated
nothing comparable to the widespread partnerships
in which employers, nonprofit groups, the financial
industry, and government seek to educate the
public about pension and retirement saving.



Predicting that the public will increasingly demand
quality information on health care, she said the
Clinton administration is establishing a blue ribbon
panel to set up a private-sector entity to coordinate,
standardize, and make available to the public
health-related data being developed by disparate

groups.

B What's Next?

For employers, one of the most important questions
today is whether political forces will give health
plans time to address public concerns on their own
without more aggressive government intervention.
The indications are mixed.

EBRI Fellow Custer predicted that eco-
nomic forces eventually will create pressures for
sweeping change. While currently restrained,
health care costs eventually will surge ahead of
other prices, he said. He cited Lemieux’s observa-
tion that the Congressional Budget Office currently
projects that health insurance premiums will rise
about 5'/2 percent next year, faster than the
expected inflation rate.

The cost squeeze will intensify if the
economy falls into a recession and family income
drops, according to Custer. In this situation, some
individuals and companies will stop buying health
insurance. This will shrink the number of people in
insurance risk pools, driving up the cost of insur-
ance and further reducing the number of people
covered by insurance. As a growing number of
people come to feel vulnerable, pressures for
government intervention will grow, Custer as-
serted.

“Comprehensive health reform is no farther
away than the next recession,” Custer said. “The
health care reform debate is simply in a lull, and
it’s going to pop up again in a very large way.”

At the moment, with the economy growing
at a healthy clip and inflation seemingly tamed,
Custer’s scenario may seem a distant possibility.
What'’s more, political forces do not seem aligned
for comprehensive health care reform. “As long as
we have an executive branch controlled by one
party and a legislative branch controlled by an-
other party, I think we’re going to continue to be in
a time of incremental reform,” said Paul
Harrington, health policy director for the Senate
Labor and Human Resources Committee.

But Harrington acknowledged that some of
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the incremental reforms favored by Congress do not
seem to be winners with the public. Medical savings
accounts, which allow individuals to hold their own
health funds in tax-favored individual accounts
under their personal control, have not caught on. In
the current test program, Congress authorized the
creation of up to 750,000 such accounts, but only
17,000 people had taken advantage of the option as
of July 1997, Harrington noted.

“When Congress makes decisions based on
an ideological perspective, sometimes the market
and consumers’ choices are completely out of sync
with where Congress thinks the American people
can and should go or want to go,” he said.

Harrington said Congress is torn between
conflicting views concerning the role of employers in
the health benefits arena. Many members of
Congress believe employment-based benefits
prevent market forces from working. But when they
consider the cost of having the government pick up
more of the health care tab, many lawmakers are
profoundly committed to preserving employment-
based medical benefits, he said.

In the short term, Harrington suggested
that Congress will continue to grapple with a
number of proposals for incremental change,
including mandated benefits and the possibility of
allowing aggrieved plan participants to file law
suits under Employee Retirement Income Security
Act of 1974 (ERISA). But the “intractable” problem
that awaits a solution is the 17.7 percent of
nonelderly Americans who do not have health
insurance—primarily low-income people who work
for small employers. He said Congress will have to
find ways to help smaller employers, especially
smaller employers who have workers with preexist-
ing medical conditions.

Both Custer and Harrington suggested that
the answer lies in finding and preserving some
mechanism for pooling risk broadly. “People want to
have choice,” Custer noted. “To have choice, you've
got to have a risk pool large enough to sustain the
insurance fundamentals. You can’t have choice with
a segmented insurance market.”

B Where Do Employers Stand?

Custer said the employment-based system is the
most efficient way to provide health benefits in a
voluntary, private system. But he said there are a
potentially “infinite” number of other approaches
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that wouldn’t include employers. As a result,
employers are going to have to consider carefully
whether they want to preserve their central role in
the system of medical benefits —and what steps
they are willing to take to make sure they do.

“Employers, individually and as a group,
are going to have to think through what the
benefits of offering health insurance to their
employees are, and what the costs are,” he said.

Richard Ostuw, chief actuary for Towers
Perrin, took up Custer’s challenge, presenting a
series of questions on which employers likely will
decide whether to continue offering medical ben-
efits.

First, he said, do employers add significant
value in arranging coverage? As a general rule, the
answer is yes, according to Ostuw. Individuals can
get better coverage at a better price through
employers than they can on their own. However,
the advantages are less true for smaller employers
than for large ones.

Is the cost of managing medical benefits
modest and is the size of employer contributions
acceptable? The jury is out on this point, according
to Ostuw. He said the cost appears to be acceptable
to many employers, but noted that employers are
concerned about possible escalation in costs.

Is the employer contribution a reasonable
allocation of the compensation dollar? Ostuw said
employers are under a lot of pressure to spend more
of their compensation dollars to reward employee
performance. Medical benefits, which are provided
on the basis of need rather than performance, are

inconsistent with that goal, he said.

Do medical benefits help attract and retain
productive employees? Ostuw said they do. They
are seen as a barometer of whether a company
cares about its employees. He also argued that
medical benefits directly increase employee produc-
tivity by reducing the time employers have to spend
arranging their own coverage.

Do employment-based medical benefits
improve employee health? On this question, the
evidence is less clear, since employees likely would
find coverage elsewhere if their employees stopped
offering medical benefits.

Is the value of the program perceived by
employees to be greater than the cost? This, Ostuw
said, is the “ultimate test.” So far, he said, the fact
that companies keep offering benefits suggests that
the answer is yes.

For the moment, at least, Ostuw said he
doesn’t expect employers to abandon the medical
benefit business. But he acknowledged that many
employers have started saying that “the system is
so difficult to manage (that) we'll never satisfy
employees and therefore, maybe we’re better off not
playing the game.”

Ultimately, Ostuw concluded, preservation
of the current employment-based system may
depend on how effectively employers respond to
employees’ current concerns. “A critical issue is
dealing with the underlying causes of employee
dissatisfaction and managing expectations,” he
suggested.
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Features of Employment-Based Health

Plans

by Paul Fronstin

B Introduction

Employment-based health plans are the most
common source of health insurance among the
nonelderly population in the United States, provid-
ing coverage to nearly two-thirds of the nonelderly
population in 1996 (Fronstin, 1997¢). In addition,
34 percent of individuals ages 65 and older had
employment-based coverage in 1996, mainly as a
supplement to Medicare (Fronstin, 1997b). Employ-
ers offer employment-based health benefits for the
basic purpose of keeping workers healthy and
providing workers and their families with protec-
tion from financial losses that can accompany
unexpected serious illness or injury. In addition,
they offer health benefits as a form of compensation
to recruit and retain qualified workers. Health
benefits are probably the benefits that are most
used and valued by workers and their families.
Employment-based health insurance was cited as
the most important benefit by 64 percent of respon-
dents to a recent survey (Ostuw, 1996).

Prior to World War II, few Americans had
health insurance, and most policies covered only
hospital room, board, and ancillary services. During
World War 11, the number of persons with coverage
increased. This increase occurred largely because
wages were frozen during the war by the National
War Labor Board, whereas health benefits were not
restricted or subject to income or Social Security
taxes as cash wages were. Twelve million people
were covered by private health insurance in 1940
(less than 10 percent of the population). By 1945,
32 million people had private health insurance
coverage, and by 1950, 77 million had such cover-
age (Health Insurance Association of America,
1996). In 1996, nearly 166 million nonelderly
Americans were covered by private health insur-
ance (71 percent of the U.S. population), and

150 miilion of them had employment-based plans
(Fronstin, 1997¢). Between 1987 and 1993, employ-
ment-based coverage of the nonelderly population
fell from 69.2 percent to 63.5 percent. Employment-
based coverage has been increasing since 1993, in
part due to downsizing in the military and efforts to
move individuals from welfare to work, and it now
covers 64 percent of the nonelderly population.

As the number of persons covered by
private health insurance grew, so too did the
number of services and delivery systems available.
In addition to the traditional hospital room, board,
and ancillary services, many health care plans now
offer such items as outpatient prescription drug
benefits, vision care, and dental benefits. Moreover,
one of the most significant changes in the health
care financing and delivery system has been the
increased use of managed care. The delivery system
is now dominated by preferred provider organiza-
tions (PPOs), health maintenance organizations
(HMOs), point-of-service (POS) plans, and managed
indemnity plans. Services may also be offered in a
variety of settings such as ambulatory care or
birthing centers.

The cost of and access to these services and
delivery systems is not equally distributed among
all payers or participants. The cost of employment-
based health insurance depends on the characteris-
tics of an employer’s work force, risk factors
attributed to the type of employment, and the local
health care service market. There are significant
differences in average costs among industries and
between large and small employers. In addition,
individuals may lose employment-based health
insurance coverage because of extended separation
from the labor market or through job loss, divorce,
or death of a parent or spouse. Furthermore, if
workers with health insurance are reluctant to
change jobs because of concerns about health
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insurance, they may forgo opportunities that would
increase their productivity. According to the results
from the Employee Benefit Research Institute
(EBRI)/Mathew Greenwald & Associates 1998
Health Confidence Survey, 27 percent of Americans
surveyed in 1998 indicated that they or a family
member had passed up a job opportunity solely
because of health benefits. These considerations
have led analysts to consider whether tying the
provision of health care to employment results in
an equitable distribution of benefits and costs
(Custer and Foley, 1992).

From the 1970s to the early 1990s, escalat-
ing costs led to ongoing change in health care
financing and in the design of employment-based
health insurance benefits. In an attempt to control
health care cost inflation, Congress changed the
way that Medicare reimburses health care provid-
ers, which in turn resulted in changes in the design
and cost of employment-based retiree health
benefits (Fronstin, 1996a, and Fronstin and
Copeland, 1997). Employers also changed active
employees’ health care benefits.

This discussion examines changes to the
health care financing and delivery system as
implemented by employers. It specifically focuses
on cost management trends and other innovations
in employment-based health benefit plans. Drawing
on data from the Department of Labor (DOL),
Bureau of Labor Statistics’ (BLS) employee benefits
surveys, and from surveys by private employee
benefits consulting firms, it analyzes health plan
costs, cost sharing, plan funding, health care
delivery systems, services covered under various
health plan types, coverage limitations, and retiree
health coverage. It concludes with an overview of
health care policy activity that promises to influ-
ence group health plans.

B Health Plan Costs

National health expenditures are estimated at
$1.035 trillion, representing 13.6 percent of Gross
Domestic Product (GDP) in 1996, up from

$699.5 billion and 12.2 percent in 1990 (Levit et al.,
1998). Rising health care costs are also evident at
the employer level. In 1996, employer spending on
private health insurance totaled $262.7 billion, up
from $61.0 billion in 1980 (table 1.1). Business
health spending as a percentage of total compensa-
tion increased from 3.7 percent in 1980 to a high of

6.6 percent in 1993, and declined to 5.9 percent in
1996 (table 1.1). Among private employers surveyed
in another study, health plan costs per employee
increased from an average of $3,502 in 1992 to
$3,924 in 1997 (table 1.2). For large employers, the
average costs increased from $3,775 in 1992 to
$4,369 in 1997.

While health care costs have continued to
increase, the annual increases have been relatively
small since 1991. For some large employer plans,
costs have actually declined. Between 1994 and
1996, the average cost of an indemnity plan in-
creased from $3,497 to $3,928, then declined to
$3,759 in 1997, while the average cost for an HMO
declined from $3,487 to $3,307 (table 1.2). Indem-
nity plan costs increased 4.4 percent during 1995
and 2.4 percent during 1996, while HMO costs
declined 3.8 percent in 1995 and 2.2 percent in
1996 (chart 1.1).

Most employers have covered employee
health care costs by purchasing coverage, through
insurance premiums, from commercial insurers,
Blue Cross and Blue Shield plans, or other man-
aged care plans. These plans are considered to be

Table1.1
EMPLOYER SPENDING FOR HEALTH INSURANCE

Total Employer Qutlays for Group Health Insurance and Employer
Health Spending as a Percentage of Total Compensation and Gross
Domestic Product (GDP), 1959-1994

Employer Employer Employer

Spending Spending as Health

on Private a Percentage Care Spending

Health Insurance of Total as a Percentage

Year ($ billions) Compensation of GDP
1959 3.0 1.1% a
1960 34 11 0.1%
1970 12.1 2.0 03
1980 61.0 37 1.2
1990 188.6 6.2 2.8
1991 205.4 5.9 31
1992 228.8 6.3 34
1993 249.6 6.6 3.6
1994 259.8 6.5 36
1995 256.7 6.1 35
1996 262.7 5.9 34

Source: Employee Benefit Research Institute tabulations based on U.S.
Department of Commerce, Bureau of Economic Analysis, Survey of
Current Business, August 1997 (Washington, DC: U.S. Government
Printing Office, 1996); and The National Income and Product Accounts
of the United States: Statistical Supplement 1929—1994 (Washington,
DC: U.S. Government Printing Office, 1998).

aNot available.
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Table 1.2
AVERAGE ANNUAL HEALTH PLAN CosT PER EMPLOYEE, BY PLAN TYPE, 1992-1997
Plan Type 1992 1993 1994 1995 1996 1997
Total Cost per Employee?® $3,502 $3,781 $3,741 $3,821 $3,915 $3,924
Small employers (fewer than 500)° 3,058 3,240 3,452 3,448 3,380 3,357
Large employers (500 or more)® 3,775 4,117 4,040 4181 4332 4,369
Total Cost per Active Employee® 3,644 3,653 3,703 3,594
Small employers (fewer than 500 employees) 3,448 3,467 3,405 3,280
Large employers (500 or more employees) 3,812 3,795 3,930 3,820
Indemnity©d 3,497 3,686 3,928 3,759
Average employee contribution
employee-only coverage 420 468 444 516 552
family coverage 1,392 1,476 1,512 1,59 1,692
Health Maintenance Organization (HMQ)<4 3,487 3,410 3,350 3,307
Average employee contribution
employee-only coverage 420 456 456 396 492
family coverage 1,476 1,572 1,704 1,596 1,584
Preferred Provider Organization (PPO)d 3,334 3,242 3,434 3,518
Average employee contribution
employee-only coverage 408 468 492 492 492
family coverage 1,464 1,596 1,824 1,764 1,704
Point-of-Service Plan (POS)c-d 3,454 3,572 3,584 3,588
Average employee contribution
employee-only coverage 420 468 432 504 504
family coverage 1,476 1,608 1,572 1,704 1,692
Source: William M. Mercer, National Survey of Employer-Sponsored Health Plans, 1997 (New York, NY: William M. Mercer, 1998).
3For all medical claims costs, including dental, vision, perscription drug costs, and other carve outs.
bTotal health benefit cost for active and retired employees.
Large employers.
dDoes not include costs for benefit carve-outs and free-standing plans such as dental care.

fully insured. In a fully insured plan, all of the risk
associated with health claims is borne by the
insurance company. The insurance company
generally sets premiums high enough to maintain
some cash reserves, cover administrative costs, and
cover state premium taxes. In an effort to reduce
health care costs, some employers choose to self-
fund, or self-insure, health care plans. This occurs
particularly among large firms, which experience
less volatility in total dollars spent on claims than
smaller firms and are able to more effectively
spread the risk of bearing their own health care
costs. In a self-funded plan, the employer uses
funds normally designated for premiums to pay
employee health care claims. Thus the employer
essentially acts as its own insurance company and
bears the financial risk of making payments to
providers. Firms began moving to self-funding to
avoid state premium taxes and state-mandated
benefits and to retain funds for investment or other

purposes. Self-funding also allows multi-state
employers to offer the same health benefits to all
workers in all states. Under fully insured plans, on
the other hand, insurance companies are required
to comply with individual state health mandates,
pay state premium taxes, and maintain reserve
funds to pay claims. Thus, firms acting indepen-
dently can often finance benefits for less than
insurance companies would charge them. The move
to self-funding accelerated following passage of the
Employee Retirement Income Security Act of 1974
(ERISA), which was enacted in response to continu-
ing increases in health care premiums and the
acceleration of state-mandated benefits for insured
plans.! Recently, however, the move to self-funding
has moderated with the growth of managed care.

I For a more detailed discussion about self-funded
health plans, see Copeland and Pierron (1998).
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Chart 1.1
PERCENTAGE CHANGE IN EMPLOYER HEALTH CARE COSTS, BY PLAN TYPE,
1995-1997

Percentage

1995

1996 1997

Year

D All Plans . Indemnity

Preferrted Provider
Organization

Health Maintenance
Organization

- Point of Service

Source: William M. Mercer, National Survey of Employer-Sponsored Health Plans, 1997 (New York, NY: William M. Mercer, 1998).

B Cost Sharing

As health care plan costs continue to rise, employ-
ers increasingly are changing the design of cost-
sharing features. For example, employees are being
required to contribute toward routine health care
plan cost expenses such as premiums. By increasing
employees’ share of routine health care costs, or by
imposing stricter coverage limitations, employers
seek to lower their overall health care expenditures
in two ways. First, their required short-term outlay
of funds for employees’ health care needs is re-
duced.? Second, cost sharing may lower health care
expenditures by reducing the utilization of health
care services. However, it has been argued that
when cost sharing is increased, some of the care
forgone by employees may include preventive or
other necessary care, the lack of which may result
in greater long-term costs. In addition, increased
cost sharing may create negative feelings among

2 Although the employer’s health care costs may
increase relative to the prior year, the increase is less
than if the employer absorbed the entire cost increase.

workers, leading to lower productivity.

Despite the growth of many cost-sharing
provisions, studies indicate that, in the aggregate,
individuals are paying a smaller percentage of total
health care costs than in the past. In 1960,

69 percent of private health care expenditures were
paid out of pocket, and 31 percent were paid by
private insurance (chart 1.2). Between 1993 to
1996, only 37 percent of private health expendi-
tures were paid out of pocket, compared with

63 percent paid by private insurance.

Contributions to Premiums

According to EBRI estimates from the March 1988—
1997 Current Population Surveys, since at least
1987 employees have been increasingly likely to
pay at least a portion of the cost of their health
insurance coverage. In 1987, 44.2 percent of
workers with employee-only coverage were in plans
that were fully financed by their employer, com-
pared with 32.5 percent in 1996 (chart 1.3). In
addition, 36.7 percent of workers with family
coverage had that coverage fully financed by their
employer in 1987, compared with 25.9 percent in
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Chart 1.2
PERCENTAGE OF PRIVATE HEALTH CARE EXPENDITURES THAT ARE OUT OF POCKET AND
PRIVATE HEALTH INSURANCE PAYMENTS, 1960~1995
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Source: Katherine R. Levit et al., “National Health Expenditures, 1995,” Health Care Financing Review (Fall 1996): 175-214.

Chart 1.3

PERCENTAGE OF PERSONS WITH EMPLOYMENT~BASED HEALTH INSURANCE IN OWN NAME
WHOSE EMPLOYER FuLLY FINANCES HEALTH INSURANCE, 1987-1996
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Source: Employee Benefit Research Institute estimates from the March 1988—1997 Current Population Survey.

1992 1993 1994 1995 1996

1996. In contrast, average employee contributions
to various types of health plans, measured as a
percentage of the premium, have shown no upward
or downward trend (table 1.3). While overall costs
increased and the percentage of workers whose
employer fully financed coverage decreased, some
employees experienced an increase in annual

health care plan costs and others experienced a
decrease. For example, a recent survey shows that
the average annual employee contribution toward
health care for employee-only coverage increased in
indemnity plans and PPOs between 1993 and 1997
(table 1.2). In contrast, the average annual em-
ployee contribution toward health care for em-

13
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Table 1.3
AVERAGE PERCENTAGE OF MEDICAL PLAN PREMIUM PAID BY EMPLOYEE
IN FIRMS OF 500 OR MORE EMPLOYEES, BY PLAN TYPE, 1993-1997
Type of Plan 1993 1994 1995 1996 1997
Indemnity?
Employee-only coverage 24% 20% 23% 24% 24%
Family coverage 33 25 33 32 32
Health Maintenance Organization (HMQ)?
Employee-only coverage 23 22 22 22 23
Family coverage 33 29 35 33 34
Preferred Provider Organization (PP0O)?
Employee-only coverage 24 20 25 24 23
Family coverage 31 28 41 36 36
Paint-of-Service Plan (POS)?
Employee-only coverage 19 20 20 22 22
Family coverage 35 29 32 34 31
Source: William M. Mercer, National Survey of Employer-Sponsored Health Plans, 1997 (New York, NY: William M. Mercer, 1998).
3large employers.

ployee-only HMO coverage increased between 1993
and 1994, stayed constant between 1994 and 1995,
declined between 1995 and 1996, and increased
between 1996 and 1997. Similarly, employee
contributions for a POS plan increased between
1993 and 1994, declined between 1994 and 1995,
and increased between 1995 and 1996.

Deductibles

Over the past decade, the percentage of employees
participating in non-HMO plans who are subject to
a deductible has steadily decreased. Forty-nine
percent of full-time participants in non-HMO plans
sponsored by medium and large private establish-
ments had deductibles of more than $150 in 1995,
compared with 53 percent in 1989 (table 1.4). In
contrast, 23 percent had no deductible in 1995,
compared with 5 percent in 1989. As HMOs com-
pete with non-HMOs (traditional insurance plans
and other managed care plans), it appears that
non-HMOs have begun to offer plans without
deductibles. While these plans are more likely to
provide “first-dollar” (no deductible) coverage,
premiums are typically higher.

Coinsurance

Plan participants are often required to pay a
portion of their medical expenses up to a maximum
annual limit. Commonly, the plan pays 80 percent

of recognized charges, and the employee pays the
remaining 20 percent.3 Among full-time employees
participating in non-HMO plans sponsored by
medium and large private establishments,

60 percent were in plans with an 80 percent
coinsurance rate in 1995, compared with 79 percent
in 1989 (table 1.4). While the percentage of workers
with a 90 percent coinsurance rate increased from
8 percent to 16 percent between 1989 and 1995, the
percentage with no coinsurance also increased from
3 percent to 16 percent. As mentioned above, as
HMOs compete with non-HMOs, it appears that
non-HMOs have begun to offer plans without
coinsurance.

Out-of-Pocket Limits and Lifetime Maximum
Limits

Most major medical plans impose a maximum

dollar limit on the amount of health insurance

3 The 80 percent coinsurance is often based on usual,
customary, and reasonable (UCR) charges. UCR
charges are defined as follows: The covered amount is
the provider’s usual fee for the service, the customary or
prevailing fee for the service or product in that geo-
graphic region, and a reasonable amount based on the
circumstances involved. Hence, the plan will pay

80 percent of the UCR, not of the total charge, and the
employee will pay any disallowed charge in addition to
20 percent of the UCR.
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Table 1.4

PERCENTAGE OF FULL-TIME EMPLOYEES PARTICIPATING IN NON-HEALTH MAINTENANCE
ORGANIZATION (HMO) PLANS,? BY TYPE OF COST SHARING PROVISION, SELECTED YEARS

Medium and Large State and Local Smail Private
Private Establishments Governments Establishments
1989 1991 1993 1995 1990 1992 1994 1990 1992 1994
Deductible
Under $100 6% 4% 3% 2% 119 9% 5% 2% 1% 1%
$100-$149 35 28 22 17 41 37 33 35 29 17
$150 or higher 53 53 54 49 38 37 46 56 60 66
None 5 9 12 23 9 15 16 6 9 14
Based on earnings 2 5 6 8 b b b b b 1
Coinsurance
80 percent 79 74 71 60 71 82 64 80 90 72
85 percent 4 3 3 4 2 2 3 2 1 2
90 percent 8 11 12 16 14 10 17 10 2 13
Other 4 5 3 3 4 3 3 4 5 7
None 3 7 10 16 8 3 13 4 2
Lifetime Maximum Limits
Less than $250,000 5 4 3 2 3 b 2 2 2 1
$250,000 6 7 7 4 8 4 2 7 6 3
$250,001-$499,999 3 2 1 1 1 b b b b 1
$500,000 12 11 12 6 10 4 5 4 3 3
$500,001-$999,999 3 2 1 1 2 1 b 1 1 1
$1 million 40 43 46 47 51 53 57 50 51 49
More than $1 million 2 2 6 9 2 4 6 5 8 14
Other maximum 8 3 5 1 4 1 2 3 4 3
No maximum 21 24 20 27 20 30 24 27 26 24
Qut-of-Pocket Limits
Percentage with limit 83 83 83 83 88 83 92 89 88 87
Average dollar maximum on
individual out-of-pocket
expense $1,077 $1,170 $1,319  $1,358 $992 $908 $941 $934  $1,108 C
Average dollar maximum
on family out-of-pocket
expense $2,298  $2326  $2,642 $2,858 31,859 $1.856  $1,947 $2,054  $2,262 c

bless than 0.5 percent.
‘Data not available.

Source: U.S. Department of Labor, Bureau of Labor Statistics, Employee Benefits in Medium and Large Firms, 1989 (Washington, DC: U.S.
Government Printing Office, 1990); Employee Benefits in Medium and Large Private Establishments, 1991, 1993, and 1995 (Washington, DC:
U.S. Government Printing Office, 1993, 1995, 1997); Employee Benefits in State and Local Governments, 1990, 1992, 1994 (Washington, DC: U.S.
Government Printing Office, 1992, 1994, 1996); Empioyee Benefits in Small Private Establishments, 1990 and 1992 (Washington, DC: U.S.
Government Printing Office, 1991 and 1994).
Note: Details may not sum to 100 percent due to rounding.
31993 data include only non-HMO medical plan participants. Prior years include participants in nonqualified HMOs but exclude participants in
federally qualified HMOs. In federally qualified HMOs, allowable cost-sharing provisions are limited.

coverage provided. Plans that impose limits may do  medical plans with lifetime maximums has fallen
s0 on a per episode basis, such as per hospital

admission or per disability, or they may impose an
annual and/or lifetime maximum on payments for
all covered services. Individual lifetime maximums  maximum lifetime benefit, compared with

are generally set between $250,000 and $1 million. 79 percent in 1989 (table 1.4). For those with a
The percentage of full-time employees in medium
and large private establishments participating in

over the last decade. In 1995, 71 percent of full-time
employees in medium and large private establish-
ments who participated in non-HMO plans had a

maximum lifetime benefit, the level has increased.
Forty-seven percent of those in non-HMO plans had

15
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lifetime benefits of $1 million in 1995, compared
with 40 percent in 1989.

Because 20 percent of a large medical claim
may pose a significant burden for many individuals
and families, most plans limit participants’ out-of-
pocket expenditures for covered services. After a
certain level of spending is reached, coinsurance
reverts to 100 percent, meaning that the insurance
company will pay all covered costs above a certain
threshold. The percentage of full-time employees
participating in medical plans in medium and large
private establishments with out-of-pocket maxi-
mums remained fairly steady over the last decade.
Between 1989 and 1995, the percentage of employ-
ees with an out-of-pocket maximum remained at
83 percent. In 1995, the annual maximum for out-
of-pocket expenses averaged $1,358 for individuals
and $2,858 for families.

B Delivery Systems

Health care delivery systems can be arranged in a
spectrum according to the degree of financial
control the employer or payer has over such plans
and to the degree of control such plans have over
patient choice. At opposite ends of the spectrum are
the traditional fee-for-service indemnity plan, with
no managed care elements, and the staff model
HMO. Between these two extremes lie fee-for-
service plans with managed care features (known
as managed indemnity plans), PPOs, and HMOs
with greater choice of physicians. Finally, as health
care delivery systems evolved and employers
became more involved in the design of corporate
benefit plans, hybrid plans (known as point-of-
service or POS plans) were developed that combine
elements of the HMO and PPO in an attempt to
balance freedom of choice for the employee and
financial control for the employer.

Traditional fee-for-service plans reimburse
insured persons for covered charges they incur,
using various methods to calculate provider pay-
ments.* When a person covered by a traditional fee-
for-service health plan needs medical care, he or
she seeks the services of a physician, who attempts
to diagnose the illness and choose the appropriate
course of treatment. The physician decides whether
surgery or drug therapy is needed and whether the
illness should be treated in a hospital or in an
outpatient setting. The traditional insurance

system finances the cost of treatment choices
without attempting to influence the treatment
setting. Thus, there are generally no outside
incentives for providers or patients to pursue the
most cost-effective treatment or setting.

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

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

Independent Practice Associations

IPAs are groups of physicians in private practice
who provide some services to HMO participants,
but they primarily provide services to patients not

4 Payments may be based on usual, customary, and
reasonable (UCR) charges; a fixed schedule of fees; or a
combination of these methods. Fee schedules, also
called a “table of allowances” recognize charges for
covered services only up to a fixed dollar amount for
the specified medical procedure. This limit can take
many forms. For example, a plan may limit hospital
benefits to a fixed dollar amount per day and reim-
burse surgical changes according to a schedule of
payments by procedure.

5 Providers that are reimbursed on a capitated basis
are reimbursed at a fixed rate per HMO patient.



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

Network Model HMO

In the network model, HMOs contract with two or
more independent physician groups that often
provide specialty services as well as general
services. The HMO typically pays these groups on a
capitated basis, but the groups also spend some
time in private practice, operating on a fee-for-
service basis.

Mixed Model HMO

A mixed model HMO will initially adapt one type of
model, such as a staff model, and then expand
either its capacity and/or its geographic region at a
later date by adding another type of model, such as
an [PA.

The financial incentives within a health
plan can affect physicians’ decision-making process
and how that process ultimately affects patients, as
well as the cost of providing health care. Within the
network-based models mentioned above, reim-
bursement schemes have evolved from a salaried or
capitated basis to one in which physicians share
less of the risk associated with treating patients. In
addition, some HMOs use withholding accounts®
and bonus programs based on productivity to
reimburse providers. Research on the effectiveness
of the various financial incentive models has
recently become available.

Preferred Provider Organizations/
Point-of-Service Plans

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

Until 1988, a traditional feature of HMOs
was a requirement that employees use network
providers. POS plans are essentially HMOs that
allow participants to choose a provider from outside
the list of network providers. Enrollees are re-
quired to select a primary care physician, who then
acts as a gatekeeper, essentially controlling refer-
rals to specialists. The enrollee’s cost-sharing
responsibilities vary with the choice of provider—
the highest cost sharing is associated with the use
of nonnetwork providers. The single major differ-
ence between POS plans and HMOs is that POS
participants can seek nonnetwork treatment and
receive benefits just as they would under a fee-for-
service plan, with higher cost sharing.

One of the distinguishing features of a

6 In a withholding account arrangement, a percentage
of the payment is withheld until the end of the year.
Premiums are set aside in a referral fund which is
used to pay for the services of primary care physicians,
specialists, hospitals, and outpatient testing. If the
referral fund runs a surplus, then physicians receive
the amount that accumulated in the withholding
account. If the referral fund runs a deficit, nothing is
returned to the provider.

7 UR is a process of systematically reviewing care to
determine its necessity and appropriateness. There are
three general types of UR: prospective review, concur-
rent review, and retrospective review. UR is discussed
in more detail later in the paper.
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network of providers is the way the plan selects its
providers. Some plans evaluate candidates against
a set of predetermined selection criteria. Providers
must be able to achieve the network’s goals for cost
control and quality improvement by successfully
managing health care delivery. Candidates can also
be chosen according to their location. Providers
must be able to provide health services to an
adequate geographic area. Networks must be
available where employees live and work. In
addition, most networks require providers to agree
to accept UR procedures, refer patients only to
other providers in the network, and accept the
network’s reimbursement procedures. Many
networks also monitor their providers’ practice
patterns in order to identify unjustifiably high
costs, and then alter these patterns through
education and financial incentives.

Some employment-based plans use objec-
tive information on the quality of care to identify
potential providers for their network. Employers
contract with specific networks of health care
facilities for high-cost procedures such as open-
heart surgeries and transplants. These facilities,
known as centers of excellence, are selected accord-
ing to a number of criteria, including experience;
efficiency; effectiveness; and outcomes, such as
mortality (death) and morbidity (disease) rates. In

selectively contracting on the basis of these criteria,
employment-based plans are explicitly using
outcome measures for determining reimbursement.

Providers have challenged the use of
unadjusted outcome measures as criteria for
selection because providers with sicker patients
will appear to be of poorer quality. In response,
health care organizations have developed systems
to analyze medical records that adjust for the
severity of the case mix. The outcomes achieved by
physicians and hospitals can potentially allow
health plans and plan sponsors to objectively
compare and assess the quality and cost effective-
ness of care. Selectively contracting with providers
using objective criteria such as these begins for the
first time to directly reward providers for low-cost,
high-quality health care.

Plan Prevalence

One of the most significant developments of the
1980s, which has continued throughout the 1990s,
is the growth of managed care plans. As recently as
1994, traditional indemnity plans were the most
commonly offered health plan among employers
that offered health plans (chart 1.4). As fewer
employers offered traditional indemnity plans,
participation in these plans declined and participa-
tion in managed care plans increased. In 1997,

Chart1.4
PERCENTAGE OF EMPLOYERS OFFERING HEALTH PLANS, BY PLAN TYPE, 1992-1997
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Chart 1.5
PERCENTAGE OF EMPLOYEES PARTICIPATING IN HEALTH PLANS, BY PLAN TYPE, 1992-1997
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Chart 1.6
EMPLOYEES ENROLLED IN HEALTH PLANS, 1992-1997
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15 percent of employees participating in a health
plan were enrolled in an indemnity plan, compared
with 52 percent in 1992 (chart 1.5). During the
same period, enrollment in managed care plans
increased from 48 percent to 85 percent. Enroll-
ment in PPOs increased from 24 percent to
35 percent. Enrollment in HMOs increased from
20 percent to 30 percent, and enrollment in POS
plans increased from 5 percent to 20 percent.

In addition to the decline in participation
in fee-for-service indemnity plans, the structure of

these plans has changed as employers and insurers
have added managed care features to them. In
1997, only 2 percent of employees were enrolled in
traditional indemnity plans, compared with

6 percent in 1993 (chart 1.6). In contrast,

16 percent of employees were enrolled in managed
indemnity plans in 1997, compared with 26 percent
in 1993. A similar survey found that 92 percent of
employees in traditional fee-for-service plans were
in plans with UR in 1990, compared with

44 percent in 1987 (Hoy et al., 1991).
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Chart 1.7
HEALTH MAINTENANCE ORGANIZATION ENROLLMENT, BY PLAN TYPE, 1980-1996
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Source: InterStudy, Competitive Edge 6.2 and Competitive Edge 7.2 (Bloomington, MN: The Interstudy Edge, 1997 and 1998); and Nancy Kraus,
Michelle Porter, and Patricia Ball, Managed Care: A Decade in Review, 1980-1990 (Bloomington, MN: The InterStudy Edge, 1991).

Enrollment in HMOs grew from 9.1 million
in 1980 to 33.6 million in 1990, a 26.9 percent
increase (Interstudy, 1997). Yet, overall HMO
growth between 1990 and 1996 was 88 percent. In
addition, the number of enrollees in staff and group
model HMOs has fallen as a percentage of all HMO
enrollees. In 1996, staff and group model HMO
enrollees accounted for 15 percent of all HMOs,
compared with 82 percent in 1980 (chart 1.7).
Similarly, the percentage of HMO enrollees in IPA
and mixed-model HMOs increased from 19 percent
in 1980 to 79 percent in 1996.

One reason for the decline in staff and
group model HMO enrollment may be the lack of
flexibility afforded the employee. Employers offer
health benefits as a form of compensation in order
to recruit and retain qualified employees. Locking
employees into a plan that limits their choice and
perhaps reduces their satisfaction may be less
costly but may not be cost-effective in terms of an
employer’s recruitment and retention costs. If
employees could enroll in a plan with greater
flexibility, in many cases they could retain their
family physician or specialist (Gabel, 1997). A
second reason for the steady decline in staff and
group model HMO enrollment may be that employ-

Table 1.5
PERCENTAGE OF FULL-TIME EMPLOYEES
PARTICIPATING IN HEALTH CARE PLANS, BY TYPE
OF PLAN AND COVERAGE FOR SELECTED SERVICES
AND PREVENTIVE BENEFITS, MEDIUM AND LARGE
PRIVATE ESTABLISHMENTS, 1995

All HMO2  Non-HMQ?
Benefit Item Plans Plans Plans
Hospital Room and Board 100% 100% 100%
Inpatient Surgery 100 100 100
Qutpatient Surgery 100 100 100
Inpatient Physician Visits 100 100 100
Office Physician Visits 100 100 100
Diagnostic X-ray and Laboratory 100 100 100
Extended Care 73 80 71
Home Health Care 78 91 73
Hospice Care 56 44 61
Inpatient Mental Health 97 94 98
Outpatient Mental Health 91 95 90
Inpatient Aicohol Detoxification 98 100 97
Inpatient Alcohol Rehabilitation 77 66 81
Outpatient Alcohol Rehabilitation 81 80 81
Inpatient Drug Detoxification 97 98 97
Inpatient Drug Rehabilitation 76 65 80
Outpatient Drug Rehabilitation 80 80 81
Hearing Care 33 87 12
Physical Exam 56 98 40
Well-Baby Care 60 97 46
Immunization and Inoculation 47 91 31
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ers’ disappointment with expected cost savings has
caused them to experiment with other plan types.
Another reason may be that staff and group model
HMOs were not as aggressive as IPAs and network
plans at increasing market share because they

Source: U.S. Department of Labor, Bureau of Labor Statistics, Employee
Benefits in Medium and Large Private Establishments, 1995 (Washing-
ton, DC: U.S. Government Printing Office, 1997).

2Health maintenance organization.




were more likely to be owned by less aggressive
nonprofit organizations (Gabel, 1997).

W Coverage of Services

Both indemnity plans and managed care plans
generally include coverage for care associated with
an episode of hospital care, including hospitaliza-
tion, in-hospital professional care, surgery, and
many outpatient services. However, these plans
sometimes have coverage limitations, such as
preexisting condition clauses and service require-
ments. In addition, non-HMO plans are less likely
than HMO plans to offer preventive services and
services that are predictable or not considered
medically necessary, such as immunizations or
physical exams (table 1.5). This is partly due to
requirements that federally qualified HMOs offer
such services.8 Some argue that this focus on
preventive care by the HMO encourages patients to
receive such care and potentially avoids costly
medical conditions, although the evidence on
savings is not clear-cut.

8 To be federally qualified under the HMO Act of
1973, the HMO plan must include physician and
physician referral services; outpatient and inpatient
hospital services; medically necessary emergency
health services; 20 outpatient mental health visits;
treatment and referral services for alcohol and drug
addiction or abuse; diagnostic laboratory and diagnos-
tic and therapeutic radiological services; home health

services; and preventive health services, including well-

child care, children’s eye and ear examinations,
immunizations, infertility services, and adult periodic
health evaluations.
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Coverage Limitations

Coverage limitations include provisions that
effectively shorten coverage periods or narrow
coverage for individuals. Companies may limit
employee coverage based on a previous medical
condition or length of service with the company.
Companies have also instituted UR programs to
review the necessity and appropriateness of care,
sometimes with the result of limiting coverage.

Preexisting Conditions—Many health insurance
programs will not pay for health services related to
conditions that were known to exist at the time the
employee joined the plan. However, the Health
Insurance Portability and Accountability Act of
1996 (HIPAA) effectively limits an employer’s
ability to exclude preexisting conditions from
coverage. HIPAA prohibits a group health plan
from applying preexisting condition limits for
periods greater than 12 months (18 months for late
enrollees). Furthermore, cases involving pregnancy,
newborns, or newly adopted children who become
covered under the plan within 30 days of birth or
placement for adoption are not subject to preexist-
ing condition limits. HIPAA also prevents group
health plans from imposing preexisting condition
limits on individuals with a history of prior health
insurance coverage. Health plans must reduce the
duration of their preexisting condition limits by one
month for each month of prior creditable coverage,
so long as the individual did not have a break in
coverage exceeding 63 days. Waiting periods
related to service requirements cannot be counted
toward the break in coverage.

Table 1.6
PERCENTAGE OF EMPLOYERS WITH UTILIZATION REVIEW PROGRAMS, AMONG
EMPLOYERS OFFERING AN INDEMNITY PLAN, 1993-1996

Type of Program

1993 1994 1995 1996

Precertification of Elective Admissions
Concurrent Review
Catastrophic Case Management
Qutpatient Utilization Review
Second Surgical Opinion

Mandatory

Voluntary
None of These

52% 64% 70% 73%
37 31 41 a
40 23 32 34
28 23 32 39
84 92 84 85
43 51 45 44
41 41 39 41
27 14 13 10

Source: A. Foster Higgins & Co., Inc., Tables: National Survey of Employer-Sponsored Health Plans, 1993-1996
(Princeton, NJ: A. Foster Higgins & Co., Inc., 1994-1997).
aData for concurrent review are combined with precertification of elective admissions.
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Service Requirements—Many employers require
employees to satisfy a waiting period on being
hired before becoming eligible for health care
coverage. Data from the U.S. Department of Labor
indicate that at least 64 percent of full-time
employees in medium and large private establish-
ments had minimum service requirements for
participation in 1995, and 31 percent did not have
a service requirement (U.S. Department of Labor,
1998).9 Fifty-eight percent of those workers with a
service requirement were required to work for at
least three months before becoming eligible for
health benefits. Only 4 percent of participants with
service requirements were required to wait more
than six months.

Utilization Review—UR programs are used on a
case-by-case basis to monitor the progress and
appropriateness of care and limit the volume of
unnecessary health care services. As mentioned
previously, even traditional indemnity plans are
using UR. UR strategies include prospective
review, concurrent review, retrospective review,
and mandatory second opinion. Prospective review
includes evaluation of the appropriateness of an

9 The service requirement was not determinable for
5 percent of the sample.

inpatient stay before the individual is admitted. An
example of prospective review is hospital
preadmission certification, which requires that
patients receive prior authorization for certain
procedures, nonemergency hospital admissions,
and elective surgery, or the insurer may not pay for
the full cost of care. Concurrent review monitors
care as it is provided. It may include the prior
determination of the length of hospital stays and
the scope of the treatment during the stay. Under
retrospective review, care is reviewed after it is
given. Insurers use this strategy primarily to apply
what they learn from past experience when imple-
menting UR in future cases. It is also used to give
providers an incentive to exercise self-restraint to
avoid the potential of a retroactive denial. Under
mandatory second opinion, the patient must
receive a second opinion about the appropriateness
of a proposed treatment from a health care pro-
vider other than the one making the original
recommendation.

Employers have been increasingly using
UR programs. In 1996, 90 percent of surveyed
employers used some type of UR program, com-
pared with 73 percent in 1993 (table 1.6). Second
surgical opinion and precertification of elective
hospital admissions are by far the most often used
UR strategies.

Chart 1.8
TYPES OF WELLNESS PROGRAMS OFFERED AMONG EMPLOYERS OFFERING PROGRAMS, 1995

High Blood Pressure

L T Lg
0% 10%  20%  30%

(Employee Benefit Research Institute, September 1996).

T Ll T L] T L) T
40% 50% 60% 70% 80% 90% 100%

Source: Paul Fronstin, “Health Promotion and Disease Prevention: A Look at Demand Management Programs,” £BRI Issue Briefno. 177




Chapter 1

60

Chart 1.9
PERCENTAGE OF FULL-TIME WORKERS IN MEDIUM AND LARGE PRIVATE ESTABLISHMENTS
IN MEeDICAL PLANS THAT PRoVIDE MENTAL HEALTH BENEFITS THAT ARE EQUIVALENT
T0 OTHER HEALTH BENEFITS, 1980-1995
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Source: U.S. Department of Labor, Bureau of Labor Statistics, Employee Benefits in Medium and Large Firms and Employee Benefits
in Medium and Large Private Establishments, 1980-1995 (Washington, DC: U.S. Government Printing Office, 1981-1997).

Nontraditional Benefits

As competition among health care plans and
market demand increases, separate services are
developing to supplement benefits already offered.
For example, many employers and insurers have
developed stand-alone plans that cover outpatient
prescription drugs, dental care, and vision care
services. In addition, in order to offset increases in
health care costs, many employers have modified
their plan design to expand coverage for health
promotion and disease prevention programs.
Between 1988 and 1993, the percentage of full-time
employees in medium and large private establish-
ments with access to wellness programs increased
from 17 percent to 37 percent (U.S. Department of
Labor, 1990, 1995).10 Screening for high blood
pressure, physical fitness centers, weight manage-
ment, and smoking cessation programs are among
the programs employers most frequently offer
(chart 1.8).

While employers have been expanding

10 Between 1993 and 1995, the percentage of full-time
workers employed in medium and large private
establishments with access to a wellness program
declined slightly, from 37 percent to 34 percent (U.S.
Department of Labor, 1998).

some of the benefits they offer, they have also been
cutting back on others. For example, in 1980,

54 percent of full-time workers in medium and
large private establishments had the same cover-
age for inpatient mental health benefits as they did
for other health care services, compared with

19 percent in 1995 (chart 1.9). A similar trend has
occurred with outpatient mental health benefits as
compared with other health care services.

The Mental Health Parity Act of 1996
requires employers with more than 50 employees to
offer identical annual and lifetime dollar limits for
mental and physical health care services. However,
employers are still allowed to offer health plans
with fewer covered inpatient days for mental illness
than for other illnesses. In addition, employers are
allowed to offer plans that do not provide any
benefits for mental illness. A recent survey found
that employers have begun to change mental
health care provisions in response to this legisla-
tion (William M. Mercer, 1998). The survey found
that the use of limits on covered inpatient days has
increased. For example, in traditional indemnity
plans, the use of limits on covered inpatient days
increased from 27 percent of plans to 30 percent. At
the same time, the use of annual dollar limits fell
from 31 percent to 28 percent, and the use of
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lifetime dollar limits fell from 36 percent to
28 percent.

B Retiree Health Benefits

Retiree health benefits were originally offered in
the late 1940s and the 1950s, when business was
booming as a result of post-war economic expansion
and there were very few retirees in relation to the
number of active workers. Retiree health benefits
were simple to provide. These benefits emerged as
part of collective bargaining agreements, and
employers were more than willing to provide them
because the cost was such a small proportion of
total compensation. With the enactment of Medi-
care in 1965, the employer obligation became even
less significant, and costs declined even further
because employers were able to integrate their
retiree health benefit programs with Medicare. The
resulting liabilities were not substantial, and the
financing of these benefits was not of concern.
However, in more recent years, the changing
demographics of the work force, combined with
increasing life spans, rising health care costs,
downsizing, and early retirement, have left many
employers with higher retiree-to-active worker
ratios. As a result, employers’ retirement liabilities
have grown.

In December 1990, the Financial Account-
ing Standards Board (FASB) approved Financial

Accounting Statement No. 106 (FAS 106), “Employ-
ers’ Accounting for Postretirement Benefits Other
Than Pensions.” FAS 106 requires companies to
record unfunded retiree health benefit liabilities on
their financial statements in order to comply with
generally accepted accounting standards, beginning
with fiscal years after December 15, 1992. As a
result, the retiree health care liabilities required to
be listed on a balance sheet in accordance with FAS
106 far exceed the costs that appeared prior to this
standard.

In response to FAS 106 and increases in
health care costs, some firms have dropped retiree
health benefits, while others still have no plans to
change their existing benefit provisions. However,
the vast majority of companies have made numer-
ous modifications to their retiree health benefits
programs. For example, one study found that
51 percent of responding employers have modified
or are considering modifications to their post-
retirement nonpension benefit programs (Buck
Consultants, 1995). This survey studied the year-
end 1993 and 1994 annual reports of 489 Fortune
1000 companies that adopted FAS 106. Of those
companies indicating that they had modified or
were considering modifying their plans, the most
common modification was a change in cost-sharing
provisions, followed by a cap on company contribu-
tions (chart 1.10). Only 4 percent of surveyed
employers had made or were considering making

Chart 1.10
POSTRETIREMENT NONPENSION BENEFIT MODIFICATIONS
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modifications that would entirely phase out retiree
health benefits and/or company contributions.
Some employers have completely elimi-
nated retiree health benefits. A recent survey of
employers with 500 or more workers found that
38 percent offered retiree health benefits to retirees
under age 65 in 1997, compared with 46 percent in
1993 (chart 1.11). The survey also found that
31 percent of employers offered retiree health
benefits to Medicare-eligible retirees in 1997,
compared with 40 percent in 1993.
Trends in retiree health benefits can also
be measured by looking at a constant sample of
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employers instead of a random sample. A recent
study of the same large employers in 1991 and
1996 found that virtually none of the employers
had eliminated retiree health benefits for retirees
under age 65 (chart 1.12). In contrast, employers
were found to eliminate retiree health benefits for
Medicare-eligible retirees.

Any change in plan design alters an
employer’s obligation to employees. While reduced
or changed benefits may be beneficial from a
bottom-line standpoint, this action may lower
employee morale and reduce a firm’s ability to
recruit and retain employees. In addition, reducing

Chart 1.11
PERCENTAGE OF LARGE EMPLOYERS OFFERING RETIREE HEALTH BENEFITS, 1993-1997
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Chart 1.12
PERCENTAGE OF EMPLOYERS OFFERING HEATLH BENEFITS TO RETIREES, 1991 AND 1996
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or eliminating retiree health benefits affects
employees’ retirement decisions (Fronstin, 1997a).
Thus, changes in retiree health care plans may
hinder employers’ attempts to reduce their work
force by offering early retirement incentives in lieu
of layoffs.11

B Policy Implications

The ongoing rise in enrollment of insured individu-
als in managed care plans—the direct result of
increasing health care costs during the late 1980s
and early 1990s—continues to focus policymakers’
attention on the issue of access to health care for
individuals without coverage and health care
quality issues for the insured population. Policy
initiatives at the state and federal levels may affect
the design and availability of employment-based
group health insurance plans.

Since insurance is regulated primarily at
the state level, the states have been actively
pursuing health care reform issues. By mid-1997 in
the legislative year, state legislatures had debated
approximately 1,000 bills concerning issues of
health care and managed care regulation, and had
enacted almost 20 percent of them (Healthcare
Trends Report, 1998). Each of these proposals will
have a significant impact on employment-based
health plans, especially among nonexempt small
employers. Furthermore, many of the health care
mandate initiatives being debated at the state level
are also being debated at the national level.

Quality of health care and consumer
protections have been key concerns among
policymakers, and a number of bills have been
introduced to address these issues. President
Clinton’s Consumer Bill of Rights and the biparti-
san Patient Access to Responsible Health Care Act
(PARCA) (S. 644/ H.R. 1415), co-sponsored by
Rep. Norwood (R-GA) and Sen. D’Amato (R-NY),
are just two examples of the types of legislation
that policymakers are considering. The Consumer
Bill of Rights, for example, includes provisions on
information disclosure, choice of health care
providers and health plans, access to emergency
care, patient participation in treatment decisions,
medical records privacy, and a complaints and
appeals process that includes an independent
system of external review. PARCA includes many of
the same provisions as the Consumer Bill of Rights.
The legislation would prohibit: (a) all employment-

based health plans from limiting discussion of
patient options, (b) requiring preliminary authori-
zation for emergency treatment, and (c) giving
incentives to physicians and other providers to
limit necessary care or access to specialists when
recommended by health care professionals. All
plans would also be required to offer point-of-
service options for patients who want to go off-
network. In addition, PARCA would allow health
plans now preempted by ERISA to be liable for
compensatory and punitive damages under state
tort laws.

These proposed reforms could have a
significant impact on employment-based health
plans, if enacted. For example, one recent analysis
of PARCA finds that health care costs could in-
crease between 7 percent and 39 percent, depend-
ing on which provisions of the legislation are
passed and various other assumptions (Lee et al.,
1997). In addition, the U.S. Congressional Budget
Office (CBO) predictions of modest increases in
health care costs assume that federal laws on
health care remained unchanged (U.S. Congres-
sional Budget Office, 1998). However, another
recent study estimates that insurance premiums
would increase between 0.7 percent and 2.6 percent
(Nystrom et al., 1998).12

B Conclusions

Between 1993 and 1997, employment-based health
benefit cost increases have been virtually nonexist-
ent. Employers have kept cost increases low by
using managed care and making other changes. For
example, fewer employees with health insurance
coverage are in plans that are fully financed by
their employer. Workers have been shifted to, have
been induced to choose, or have voluntarily selected
managed care health plans, with the result that
PPO and POS plans have experienced relatively
strong gains in enrollment. Employers have
increased the use of UR for active workers and cut
back on health benefits for retirees. These changes

I For a more complete discussion of retiree health
benefits, see Fronstin, 1996a.

12 For an examination of the differences behind these
studies, see Paul Fronstin, “The Patient Access to
Responsible Care Act of 1997: How Much Will It Cost?”
EBRI Notes, no. 6 (June 1998): 1-6.



are in stark contrast to the pre-1993 period, which
saw even faster change (Snider, 1992). During that
time, health care costs increased rapidly, and
deductibles and coinsurance for workers in non-
HMOs also increased, as compared with the
declines experienced in the post-1993 period.

There are strong signals that health care
cost inflation is increasing in 1998. For example,
the Federal Employees Health Benefits Program
announced in the Fall 1997 that premiums would
increase, on average, 8.5 percent in 1998 if worker
enrollment selections remained unchanged from
1997. The California Public Employees Retirement
System, CalPERS, also announced a relatively
large increase in premiums for 1998: After four
years of declining premiums, 1998 premiums will
increase 3 percent. While William M. Mercer found
that overall cost increases in 1997 were less than
1 percent for employers, this was in large part due
to the increased use of managed care. For employ-
ers with the same health plan in 1996 and 1997,
average costs increased 4 percent (William M.
Mercer, 1998). In addition, the survey found that
67 percent of surveyed employers expect health
care costs to increase in 1998, and are budgeting for
an average increase of 7 percent.

It is too early to predict whether these
increased costs represent a one-time change or a
return to sustained high health care cost inflation.
The CBO predicts that the cost of employment-
based health plans will increase 5.6 percent in
1998, but also that health care cost inflation will
once again decline in the following few years (U.S.
Congressional Budget Office, 1998). In 1999, costs
are expected to increase 5.2 percent, and in 2000
they are expected to increase 4.9 percent. In
addition, health care costs are not expected to
increase by more than 6 percent until at least 2008.
The CBO analysis attributes future cost increases
to an emphasis on quality, a strong economy, and a
short-term profit cycle in the health insurance
industry. The CBO analysis also assumes that
current federal laws concerning health care will
remain unchanged. The projections do not account
for the effects that future passage of legislation
mandating health care quality, consumer protec-
tions, and provider protections might have on the
cost of employment-based health plans. While the
CBO predicts that the percentage of the nonelderly
population with employment-based health benefits
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will continue to decline over the next 10 years, we
can also expect that workers with health insurance
will experience a continuing trend in higher
premium contribution requirements, an increased
use of flexible managed care arrangements, and
other plan design changes.
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Projections of National Health
Expenditures: 1997-2008

by Jeff Lemieux

B Introduction

The Congressional Budget Office (CBO) estimates
that calendar year 1997 will mark the fourth
consecutive year in which national health spending
grew no faster than the nation’s Gross Domestic
Product (GDP).! By contrast, health spending’s
share of the economy grew from 9 percent to more
than 12 percent between 1980 and 1990, and by an-
other 1.5 percentage points between 1990 and 1993.
Since 1993, however, health spending has stabilized
at about 13.5 percent of GDP (see table 2.1). That is
the longest period in which the health sector has
grown no faster than the rest of the economy in at
least 30 years.

The slowdown in the growth of health
spending has been caused largely by changes in the
nature and purchasing of private health insurance.
Before the 1990s, health insurance was dominated
by fee-for-service plans, which had only a limited
ability to control health costs. In the mid-1990s, a
wide variety of managed care plans, with greater
potential to control costs, led a surge of competition
in the marketplace. Managed care plans can reduce
costs both by negotiating favorable prices with
health providers and by controlling the volume of
services provided. The new plans allow employers
to search aggressively for lower premiums and
richer benefit packages. Managed care plans and
the competition they have spawned are helping to
offset (rather than eliminate) some of the root
problems that have historically weakened price
competition in the health sector.?

CBO projects that the growth in health
spending will soon accelerate, and that national
health expenditures will reach 15.5 percent of GDP
by 2008 (see chart 2.1 and table 2.1). That percent-
age is slightly lower than CBO’s 1997 projection of
16 percent of GDP (in 2007). The downward revi-

sion stems from reductions in Medicare outlays
resulting from the Balanced Budget Act of 1997
and lowered projections of Medicaid spending.

CBO’s current projections of private health
spending are generally similar to those described
last year in The Economic and Budget Outlook:
Fiscal Years 1998-2007 (January 1997). The
current projections reflect updated figures on
historical health spending through 1996 from the
Health Care Financing Administration and an
updated economic forecast (described in Chapter 1).
Chart 2.2 shows CBO’s current and previous
projections of the growth in private health insur-
ance premiums and the excess of that growth over
the growth of GDP.

Last year, CBO projected that the annual
growth rate of private health insurance premiums
would stabilize at about 1 percentage point higher
than the rate of GDP growth—considerably faster
than the rates observed in the mid-1990s, but well
below the historical average of about 4 percentage
points more than the GDP growth rate. CBO
assumed that as the economy maintained full
employment, workers and the employers that
purchase health insurance on their behalf would
focus less on costs and more on quality, resulting in
higher growth in premiums. At the same time, CBO
assumed that the new plans and competition in the
1990s were permanent features of the health

! The appropriate benchmark for comparisons between
health spending and the economy is nominal GDP.
Growth in nominal GDP includes both price change
and growth in real output.

2 CBO described some of the reasons for such a rapid
change in the environment for health care purchases in
U.S. Congressional Budget Office, The Economic and
Budget Outlook: An Update (Washington, DC: U.S.
Government Printing Office, August 1995).
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Table 2.1
NATIONAL HEALTH EXPENDITURES FOR SELECTED CALENDAR YEARS, BY SOURCE OF FUNDS
Actual Proiected
Source of Funds 1965 1980 1990 1993 1995 1996 1997 1998 2000 2008
($ biltions)

Private $31 $142 $415 $506 $536 $ 552 $ 573 $ 600 $ 659 $1,026
Public 5 72 196 280 329 351 374 392 439 773

Federal

State and local ) 33 89 109 126 132 138 145 161 255
Total 41 247 700 895 991 1,035 1,085 1,138 1,259 2,055

As a percentage of total expenditures

Private 75% 58% 59% 57% 54%% 53% 53% 53% 52% 50%
Public

Federal 12 9 28 31 33 34 34 34 35 38

State and local 13 13 13 12 13 13 13 13 13 12

Total 100 100 100 100 100 100 100 100 100 100
Average annual growth of Gross Domestic Product (GDP) (percentage change from previous year shown)

Private 10.7% 11.3% 6.8% 2.9% 3.0% 3.8% 4.7% 4.8% 5.7%
Public 19.7 105 12.6 8.4 6.7 6.5 5.0 5.8 73

Federal

State and local 12.7 104 7.3 7.6 45 4.6 5.0 5.3 5.9
All National Health Expenditures 12.7 11.0 8.6 5.2 44 48 49 5.2 6.3
Memorandum: Gross Domestic

Product (billions of dollars) $719 $2,784 $5,744 $6,558 $7,265 $7,636 $8,081 $8,461 $9,195  $13,280
Average Annual Growth of GDP

(Percentage change from

previous year shown) 9.4% 7.5% 4.5% 5.3% 5.1% 5.8% 4.7% 4.2% 4.7%
Ratio of National Health

Expenditures to GDP (percent) 57 89 12.2 13.6 13.6 13.6 134 134 137 155
Source: Congresstional Budget Office.

market and that future growth in premiums was
unlikely to return to its historical average.

Both assumptions still appear valid. CBO
projects that the growth in health premiums will be
5.5 percent in 1998, up from 3.8 percent in 1997.
That increase will stem from the predicted empha-
sis on quality, an economy that has been even
stronger than expected, and a short-term profit
cycle in the health insurance industry. CBO contin-
ues to project that premiums will grow about
1 percentage point faster than GDP in the longer
run as pressures to restrain cost increases balance
pressures for more services and higher quality.

CBO’s health projections assume that
current federal laws and key regulations continue

unchanged. However, proposed changes in federal
law could change private health spending. Laws to
protect health consumers could raise private
premiums. Laws intended to aid health providers
in their dealings with insurance plans could raise
the growth of health costs as well. Medicare
expansions or other laws that would extend public
coverage could substitute for private insurance,
reducing private health spending.

B Strong Economic Growth Will
Help Boost Premiums in 1998

Pressures for more and higher quality health
services are always strong. In the current health
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Chart 2.1
NATIONAL HEALTH SPENDING AS A PERCENTAGE OF GROSS DOMESTIC PRODUCT (BY CALENDAR YEAR)
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Chart 2.2
PRIVATE HEALTH INSURANCE PREMIUMS (BY CALENDAR YEAR)

GROWTH IN PREMIUMS

20
5F
Q
o
=
o
:’%‘, 07 January 1998
k= Projection
3
8
st
7~ X
January 1997 Projection
0
1987 1997 2007

EXCESS OF GROWTH IN PREMIUMS OVER GROSS DOMESTIC PRODUCT

10
sk
2 6
E’
s AT January 1998
E Projection
S 2r
E T
0 . X —
’ January 1997 Projection
_2 =~
1 [ 1
1987 1997 2007

Source: Congressional Budget Office.

31



The Future of Medical Benefits

32

Table 2.2
PROJECTIONS OF NATIONAL HEALTH EXPENDITURES THROUGH 2008, BY SOURCE OF FUNDS
(BY CALENDAR YEAR)
Source of Funds 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
($ billions)
Private
Private health insurance $350 8369  $389  $407 $428  $453  $479  $507  $537  $568  $601 $636
Out of pocket 178 184 192 201 212 224 237 251 265 281 297 314
Other 45 46 48 50 53 56 59 62 65 69 72 76
Subtotal 573 600 629 659 693 732 775 820 868 918 970 1,026
Federal
Medicare 219 230 244 259 278 299 324 350 379 409 440 473
Medicaid 96 101 109 116 123 132 142 154 167 181 196 212
Other 59 61 63 65 67 70 72 75 78 81 84 88
Subtotal 374 392 415 439 468 501 538 579 623 670 720 773
State and Local
Medicaid? 58 62 66 70 75 80 87 94 102 110 119 129
Other 80 83 87 91 95 99 103 108 112 117 121 126
Subtotal 138 145 153 161 170 179 190 201 214 227 241 255
All National Health Expenditures 1085 1,38 1,197 1259 1332 1412 1503 1601 1,705 1815 1,931 2,055
Annual percentage change
Private
Private health insurance 3.8%  55% 5.2% 48% 529 56% 59% 59% 59% 58 58% 5.8%
Out of pocket 38 37 4.2 48 5.5 5.6 5.8 5.8 5.8 5.7 5.7 57
Other 3.2 33 3.9 44 49 5.2 5.4 5.4 5.4 5.4 5.4 5.4
all private 3.8 47 48 48 5.3 5.6 5.8 5.8 5.8 5.8 5.7 5.7
Federal
Medicare 8.0 49 5.9 6.2 7.4 7.6 8.3 8.2 8.1 7.9 7.8 7.5
Medicaid 4.2 5.9 74 6.2 6.6 7.0 7.7 8.3 8.4 8.4 8.4 8.4
Other 4.6 37 34 34 3.6 37 39 3.9 3.9 38 38 38
all federal 6.5 5.0 5.9 5.8 6.6 6.9 7.5 7.6 7.6 7.5 7.5 73
State and Local
Medicaid® 43 6.0 7.5 6.2 6.6 6.9 7.7 8.3 8.4 8.4 8.4 8.4
Other 49 43 42 42 43 44 4.4 43 42 41 4.0 3.9
all state and local 4.6 5.0 5.6 51 53 55 5.9 6.1 6.2 6.1 6.1 6.2
All National Health Expenditures 48 49 53 5.2 58 6.0 6.4 6.5 6.5 6.5 6.4 6.4
Source: Congressional Budget Office.
3The national health expenditures data use a different definition of state and local Medicaid spending than that used for budgetary purposes.

market, however, pressure to restrain premium
increases is determined mostly by the strength of
the economy. In a period of strong growth and low
unemployment, employers and employees may
hesitate to switch to lower-cost health plans. In a
weak economy, when the trade-off between health
costs and wages is more apparent, low-cost health
plans have more appeal.

The economy surged in 1997, with unem-

ployment likely to average only 4.9 percent for the
year. CBO estimates that nominal GDP grew by 5.8

percent, about 1.2 percentage points higher than
projected last January. CBO currently expects GDP
growth of 4.7 percent in 1998.

CBO’s projection of health insurance
premiums reflects adjustments in CBO’s forecast of
GDP growth, with faster GDP growth in 1997
leading to more rapid growth in premiums in 1998.

After several years of restraint, some large
purchasing groups have announced increases in
health premiums for 1998. The Federal Employees
Health Benefits program, for example, which had
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Table 2.3
ANNUAL GROWTH OF PREMIUMS OR COSTS FOR HEALTH INSURANCE,
CALENDAR YEARS 1990-1997 (PERCENTAGE)

1990 1991 1992 1993 1994 1995 1996 1997
FEHB? 9% 6% 7% 10% 2% —4% 0% 2%
CalPERS? 17 11 6 1 -1 n.a -4 -1
HayGroup® 17 13 11 8 3 2 -2 -1
Foster Higgins¢ 17 12 10 8 -1 2 2 n.a.
KPMG Peat Marwick® n.a. 12 11 8 5 2 0 2
Bureau of Labor Statistics 12 11 10 8 6 2 0 0

Source: Congressional Budget Office based on the sources below.

Notes: Zero growth in the table means an increase or decline of less than 0.5 percent.

3Federal Employees Health Benefts program, Office of Personnel Management.

bCalifornia Public Employees Retirement System (CalPERS), Health Plan Administration Division. Data for 1995 are unavailable because
CalPERS changed the definition of its contract year. Before 1995, the CalPERS contract year ran from August 1 to July 31. In 1995,
CalPERS began to switch its contract year to a calendar year basis. The 1994 data are for the contract year starting on August 1, 1994,
and ending on July 21, 1995. The 1996 data are for the contract year starting on August 1, 1995, and ending December 31, 1996. Data
underlying calculations for 1997 correspond to calendar year premium costs.

HayGroup, Hay Benefits Report (Washington, DC: HayGroup, 1990 through 1996). The surveys use average premiums for all employers
on a “same company” basis for the most prevalent plan, based on a sample of public and private employers that generally have at least
100 employees.

droster Higgins, National Survey of Employer-Sponsored Health Plans (New York: Foster Higgins, 1990 through 1996). The surveys are
based on a sample of private and public employers with 10 or more employees.

®KPMG Peat Marwick, Health Benefits (Tysons Comer, VA., and San Francisco: KPMG Peat Marwick, 1990 thiough 1997). The surveys are
based on a sample of private and public employers with 200 or more employees.

fDepartment of Labor, Bureau of Labor Statistics, employment cost index. The index covers only the employer’s share of premiums or
costs. Growth rates measure changes in cost over a 12-month period from March to March.

Chart2.3

GROWTH IN SPENDING FOR PRIVATE HEALTH INSURANCE BENEFITS
(BY CALENDAR YEAR)
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Chart 2.4
NUMBER OF PEOPLE WITH EMPLOYMENT-BASED HEALTH INSURANCE COVERAGE
AS A PERCENTAGE OF THE POPULATION UNDER AGE 65 (BY CALENDAR YEAR)
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Note: Historical figures based on tabulations of the Current Population Surveys done by the Employee Benefit Research
Institute. Data for 1996 are from the March 1997 Current Population Survey.

held premiums virtually steady since 1993, an-
nounced that premiums would increase by about
8.5 percent in 1998 if enrollment selections were
unchanged from 1997. Enrollees of Minnesota’s
state employees health plan face similar increases.
CalPERS, a large California purchasing group,
announced a 3 percent increase for 1998, after four
years of declining premiums. Table 2.3 shows
premium trends for FEHB and CalPERS and other
indicators of the growth in costs or premiums for
health insurance over the past several years.

In part, the 1998 premium increases signal
a profit cycle in the industry rather than a dramatic
change in the costs of insurance. Historically, health
premiums offered by competing plans have tended
to grow in tandem. The industry as a whole has had
years of high profits, when premiums collected
exceeded benefits paid, and years of poor profitabil-
ity, when the gap between premiums and costs
diminished.

Based on recent data from the American
Hospital Association and other sources, CBO
estimates that the costs of health insurance will
continue to grow quite slowly, with the exception of
benefits for prescription drugs. Many managed care
plans offer generous prescription drug benefits, and
while the growth in spending for hospital care and
professional services has fallen significantly in

recent years, drug expenditures have resumed a
double-digit pace (see chart 2.3).

CBO expects that growth in spending for
benefits will lag the premium increases achieved by
plans in 1998, improving health plans’ profit
margins in 1998 after two years of relatively weak
profits. The profits of some large network plans,
many of which had bid aggressively for market
share in recent years, have faltered in 1996 and
1997. Pullbacks by those plans, which had formed
networks quickly and had often led price wars, will
probably yield higher 1998 premiums in some
areas.

B Projections of Private Health
Insurance Through 2008

CBO’s long-run projection for health insurance
premiums is based on underlying growth in benefit
costs and an assumption that profit and adminis-
tration rates remain constant. Because benefit
costs remain likely to grow at moderate rates, CBO
has not changed its long-run projection for growth
in premiums: about 1 percent above GDP growth.
CBO projects that the growth of nominal
GDP will fall to 4.2 percent in 1999 and will
average about 4.5 percent over the next 10 years.
Therefore, CBO’s projection of the rate of growth in




Chapter 2

Table 2.4
PROJECTIONS OF PRIVATE INSURANCE PREMIUMS (BY CALENDAR YEAR)
Type of Insurance 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
($ billions)

Employment-Based Insurance

Employer contributions $274  $288  $303 $317  $333  $351  $371  $392 8415 $438  $463  $489

Employee/retiree contributions 55 59 63 67 71 76 81 87 93 100 107 115
Subtotal 329 347 366 383 404 427 453 480 508 538 570 604
Individual Insurance 21 22 23 24 25 26 27 28 29 30 31 33
Total, Private Health Insurance 350 369 389 407 428 453 479 507 537 568 601 636

Annual Percentage Change

Emptoyment-Based Insurance

Employer contributions 37% 54% 5.0% 4.6% 50% 55% 57% 58% 5.7% 57%  5.6%  5.6%

Employee/retiree contributions 5.2 6.9 6.5 6.1 6.5 7.0 7.2 7.2 7.1 7.1 7.0 7.0

all employment-based insurance 40 5.6 5.2 49 53 5.7 6.0 6.0 6.0 5.9 5.9 5.9

Individual Insurance 2.0 3.0 40 40 40 4.0 40 40 40 4.0 4.0 4.0
All Private Health Insurance 38 5.5 5.2 438 5.2 5.6 5.9 5.9 5.9 5.8 5.8 5.8

Source: Congressional Budget Office.

private health insurance premiums averages about
5.5 percent a year.

The share of the under-65 population
covered by employment-based health plans fell
rapidly in the late 1980s and early 1990s, but then
stabilized at about two-thirds after 1992 (see
chart 2.4). The total number of people with em-
ployer plans actually began to rise in 1994. The
combination of the solid economic growth and
slowly growing premiums no doubt helped break
the downward trend. CBO projects that with slower
economic growth and faster growth in health
premiums over the next 10 years, the share of
people covered by employment-based plans will
resume its downward drift, although at slower rates
than were seen in the early 1990s.

Table 2.4 details CBO’s projections of
private health insurance spending in the 1997
2008 period. Those projections reflect the assump-
tions discussed above and also the impact of the
State Children’s Health Insurance Program enacted
under the Balanced Budget Act of 1997. That
program will fund state initiatives to provide health
insurance for children. Because some children who
are newly insured under the state programs would
have been covered by private health insurance in
the absence of those programs, CBO estimates that

enactment of the Balanced Budget Act will slightly
reduce spending on private health insurance and
the number of people privately covered.

Future legislation, in states and the federal
government, could affect the course of private health
spending. CBO’s health projections explicitly
assume that current federal laws and key regula-
tions continue unchanged. In addition, the current
projections assume that there will be no major
changes in state laws affecting private health
spending.

Proposed consumer protection laws involv-
ing disclosure of information, appeals and griev-
ances, and so on, could boost health spending
slightly, but probably would not alter any longer-
term trends. Similarly, most benefit or coverage
mandates would cause a one-time jump in costs, but
would not in most cases alter the trajectory of
private spending growth.

Provider protection laws have greater
potential to raise the growth of health spending in
the long run. Laws that would mandate coverage of
the services of certain providers or change the
financial relationships between health providers
and plans could dull some of the tools that plans
now use to hold down costs in a competitive market.
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Behavior and Its Effect on Future Medical

Benefits

by Jessie Gruman

B Introduction

[ agree with the proposition that the idea of behav-
ior is going to make a difference in terms of the way
medical benefits change and grow in the future.
First, I would like to discuss what we mean when
we use the word “behavior.” I would propose three
different ideas about how this might affect medical
benefits in the long term.

B Defining Behaviors

If we look at the most distal determinants of
behavior, especially behavior that influences
health, we see factors such as socioeconomic status,
culture, social support, and embeddedness in
communities. If we look at behavior from the
perspective of an individual, we see factors such as
anxiety, depression, and traits, such as locus of
control and self-efficacy. If we look at specific
behaviors that we know increase risk, we see
factors such as smoking, diet, exercise, sexual
practices, use of seat belts, helmets, immuniza-
tions, clinical preventive services, etc. If we talk
about characteristics more related to disease
management, we are talking about being able to
provide a competent history, manage symptoms,
identify symptoms, monitor symptoms, take
medication, use medical devices, seek care appro-
priately, etc.

Then there is a whole series of items that
we can talk about as medical decisions that have to
do with pre- and post-surgery behavior, self-care
generally, decisions at the beginning of life, genetic
testing, decisions at the end of life, palliative care,
hospice, etc. And finally, we have a number of
things that are currently being called consumer
behavior: choice of plans, choice of physicians,
choice of benefits, etc.

When I go through this list, I have three

responses. The first is, “Oy.” Medical care is noth-
ing compared with addressing behavior systemati-
cally. The second response is that we will never be
able to take full advantage of the promise of
medical technology unless we somehow figure out
how to address behavior systematically. And the
third relates to using 90 percent of our brain. We
are using only 10 percent of what we know in terms
of shaping health and social policy in response to
what we know about behavior. So we have great
promise, but we have yet to realize it.

Bl Three Propositions

There are three propositions about the future of
medical benefits through the lens of behavior. The
first is that we have yet to develop a full under-
standing of what it is to be a medical consumer, or
a consumer of health care. The second is that we
have yet to fully utilize the behavioral data in
personnel practices generally and in the design of
medical benefits in particular. And the third is that
we have yet to realize the value offered by a long
tradition of behavioral and social science research
in designing health care and medical benefits to
truly improve the health of employees and people
in general.

So starting with consumers, I am con-
cerned that consumers may not be an appropriate
metaphor for what we are seeking from individuals
in a changed health care system. When we talk
about developing people who are good consumers of
medical care, we are talking about developing
people who are informed, educated, engaged, and
who are making rational decisions. If we were all
informed, educated, engaged, and rational decision-
making consumers, we would all own and drive
Toyota Camrys because Consumer Reports says, in
fact, that they have the best repair record, they are
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the cheapest, they give you the most value for the
money, etc. I do not believe that we are going to
achieve a point where all of us are Camry-buying
automobile shoppers and consumers, and I do not
believe that we are ever going to reach a point
where consumers are making decisions based on a
kind of idealized model that we are imposing on
them.

B Distribution of Consumers

In fact, it is likely that, over time, if we continue in
this vein, we will realize a kind of bimodal distribu-
tion of consumers. There will be many who really
respond to the challenge of the health care market-
place, and they will become informed and engaged,
and they will make decisions, and they will drive
their physicians nuts for awhile. And they will
drive their employers nuts, too. But there will be a
group of people who are able to competently make
decisions about their medical care.

Simultaneously, though, there will be a
group of people who are unable to engage in that
kind of behavior relative to their medical care, and
I am concerned about those consequences. If you
think about what will be the determinants of being
in one mode or the other, they are influenced by
factors such as education, access to information, a
sense of empowerment, sense of efficacy. You can go
down the list and think of what those are. Any
change in any one of those variables can stick
someone over in the other distribution.

The consequences of not buying a Camry
are relatively trivial. You can get a cheap Cherokee.
You can get a Hyundai. You walk. The conse-
quences of not being a good health care consumer
are unknown to us, but we can imagine them. And
some real exploration of the metaphor needs to be
done because in a sense, we may be setting people
up to do less well than they are able to do.

B Applying Behavioral Data

The second proposition is that we know we have yet
to fully utilize behavioral data in personnel prac-
tices generally, and in medical benefit design in
particular. This has variable consequences. Michael
Scofield’s work, the linking of databases—produc-
tivity, workman’s comp, absenteeism, health care
utilization—has shown that the best predictor of

future behavior is past behavior.

Use of this kind of information is going to
become more and more prevalent in hiring deci-
sions, in maintaining employees, in compensation
decisions. It also will, unavoidably, become a part of
the design of medical benefits. The idea of staged,
or graded, medical benefits relates to issues such
as, “Who are you willing to invest in in the long
term?” and “Who should get one kind of medical
benefits versus another?” These issues are going to
move onto the table as this information is collected
more systematically and used more systematically.

And finally, we have yet to fully realize the
value offered by a long tradition of research on
computer and social sciences relative to health and
behavior. Often when I talk to health plans, I go
through this list of what we are talking about,
unpack the word “behavior.” They say, “Well, you
know, it’s not the responsibility of medical care to
address all these issues.” I basically agree with
that. But I do not think that medical care and that
health care in general ever will be able to be fully
responsive unless it is able to systematically take
behavior into account. And that means to recognize,
to address, and to treat the whole person.

B Conclusion

Here are four things that I think that health plans
ultimately will need to do to be able to deliver real
value in their health care.

¢ They need to make available to individuals
information about when, how, and why to access
services.

* They need to offer effective screening, diagnosis,
and triage to appropriate services, whether those
services have to do with direct medical services,
self-management support training, behavior
change training, or referral to appropriate
community agencies for other kinds of support.

* They need to systematically provide services to
address behavioral needs, such as smoking, diet,
exercise, and self-management of chronic condi-
tions.

* They need to develop an ongoing, collaborative
relationship among individual physicians and,
more largely, health plans and individuals. That
requires all sorts of public information market-
ing training, as well as individual behavior on
the parts of physicians and other providers.



Generally, I cannot predict how either the
employer world or health plans is going to system-
atically address these items. Attention to behavior
is growing. We need to look at the people available
if we are going to be able to address this responsi-
bly.

Chapter 3
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Health Care Proposals: The Need for a
Balanced Discussion

by Karen Ignagni

B Introduction: Assessing the
Proposals

As we deal with the issues of cost and quality, we
need to analyze thoughtfully, out of the glare of the
public spotlight, the issue of a number of proposals
that are on the political table, at the federal level
as well as the state level, and whether these
proposals take us on the wrong road or the right
road.

It is incumbent upon all of us to analyze
whether so-called “consumer protection” bills would
achieve that goal or impose new costly layers of
regulation with little benefit to consumers. While it
is not politically correct, yet, to have that discus-
sion, we need to begin a national conversation if we
are to improve the delivery system, continue to
establish the benchmarks, and develop the critical
path toward quality care.

As resources are always finite, whether
they be from public- or private-sector purchasers,
anything we are talking about in the federal, state,
or legislative regulatory arena does come directly
from patient care, and we need to evaluate it. That
is not to prejudge where we end up, but we need to
evaluate it. For our part, we are looking forward to
a more balanced discussion about the impact. As we
see more proposals and we move away from politics
to substance, we will see some policy discussions
that will be more in balance.

B Cost or Quality?

The title of this session could be summarized as
cost or quality. It is probably predictable to say that
they are not mutually exclusive. The overriding
question, in both the public and the private sector,
is, that given finite resources, how do we provide
high quality care that is affordable?

To wrestle with these issues, and to deal with some
of the questions that we were prompted to address,
we need to step back and consider the evolution of
where we are today and how we got there. From a
health plan perspective, there have been three
phases. In Phase 1, around the passage of the
Health Maintenance Organization Act of 1973, we
were “alternative delivery systems.” We were a
small presence in the delivery system.

In Phase 2, when costs went up dramati-
cally, we began to be looked upon as the “alterna-
tive” to fee for service, particularly because of our
cost-cutting potential. Without a doubt, the focus
was definitely on cost containment within the
health plan community, within the employer
community, and in the public sector. This was in
the 1980s, when we were seeing double-digit rates
of inflation, hitting 17 percent or 18 percent.

At the same time during that period,
although it was not perhaps recognized or dis-
cussed publicly very much, we were laying down
some important principles that guide us into the
next phase and actually offer a good deal of promise
in terms of changing relationships between physi-
cians and health plans, and in terms of the long-
term potential to increase the quality and improve-
ment of activities.

B The Principle of Accountability

First is the principle of accountability, the principle
of measurement. We never were able to do that in
the past, and while we have not yet arrived at
where we want to be in terms of measurement,
performance, and outcomes analysis, we are on that
path. Those principles were laid down as reliance
on managed care expanded, and, in those days
particularly, health maintenance organizations
(HMOs), and then the development of PPOs, of
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course, exploded in the late 1980s and 1990s, and
now we see an amalgam of the two systems.

What we are seeing now, in Phase 3, are evolution-
ary changes in that we have traditional health
plans on the HMO side, for example, offering direct
access to specialists. A number of plans allow
consumers to decide for themselves whether they
want to have a gatekeeper or not, particularly
when they have chronic illnesses, etc.

We are seeing PPOs that have led the way
in quality assurance activities, credentialing,
laying down the principles of quality assurance, etc.
And we are seeing much more convergence, as well
as diversity, in the market for consumers and
employers to take advantage of. We think that is
positive.

We are doing better on the issues of
measurement and accountability. If you think of the
first wave of managed care as a cost containment
phase, the real activity was focused on discounting.
To our peril, we focused on discounting to explain
how plans achieved savings. This focus has led
legions of very smart people to conclude that we
were one-shot deals, one-time savings. If you are
not in the arena, if you are not sitting at the
employee benefits table, you are not likely to know
that what now is going on in the industry is a
whole new wave of cost containment, bringing the
cost containment and the quality assurance to-
gether in the area of disease management.

We can call it case management, which is
probably a more comprehensive term for it, but,
nonetheless, it relies on physicians and plans
working together, relying on information systems,
feeding back information on performance, and
partnering to ensure that the people with chronic
illnesses are treated better. That allows us to
maintain all of the advantages on the side of early
intervention and prevention.

B The Current Status

How are we doing? We looked at a recent study
quite thoroughly because it confirmed many of our
medical directors’ anecdotal reports about whether
they were denying coverage for particular proce-
dures that physicians wanted to do.

Inquiry published an article by a very solid
panel of investigators, including George Lundberg,
editor of Journal of the American Medical Associa-

tion, indicating that coverage denial in eight
categories of care was, at most, 3 percent. This
means that 97 percent of what physicians wanted
to do was approved.!

That should give us all pause at a time
when we are having a major national debate.
Although there has been a backlash, it is attribut-
able, on the physicians’ side as well as on the
consumers’ side, to this dramatic change we have
had in going from one system to another.

Some other useful statistics show that we
in the health plan arena spend too little time
communicating outcomes. You may be quite sur-
prised to find that diabetics are 3 times more likely
to undergo follow-up retinal screens in our plans;
heart-attack victims are 21/2 times more likely to be
prescribed data blockers; and patients are 2 times
more likely to be counseled to quit smoking,
1Y/4 times as likely to undergo screening for cervical
cancer; and 1!/2 times as likely to be screened for
breast cancer.

We know that HMO patients—and this was
a study particularly on HMOs, not on PPOs—in
intensive care units have a significantly lower level
of mortality.

This is not an exercise in selective report-
ing or highlighting research that is favorable to us.
We are now seeing strong research accumulating in
peer review journals on the track record of what
health plans have contributed. It is relevant, as we
talk about cost containment and quality, for us in
the industry to actually talk much more straight-
forwardly about what we have accomplished.

With the new National Committee on Quality
Assurance (NCQA) guidelines, NCQA has made a
major transition that is very relevant to where the
industry is today. The new 1999 accreditation
standards move away from a more process-oriented
measurement to a much more outcomes-based
measurement.

The Health Plan Employer Data and
Information Set (HEDIS), the data system under
which plans report, will be part of the accreditation
process. It will be looking at effectiveness of care in
the areas of cancer screening, prenatal care,
smoking cessation, heart disease, diabetes, and eye

I Dahlia K. Remler et al., “What Do Managed Care
Plans Do to Affect Care?” Inquiry (Fall 1997): 196-204.



exams. And so for the first time, health plans will
be benchmarked against others on their outcomes,
with respect to particular goals and objectives.
What all of this says is that there has been quite a
lot going on in the health plan arena with respect
to quality performance and quality assurance. It
also suggests that we have to do a much better job
of bringing that information to the table, in both
the public sector and the private sector.

The business sector has launched new
activities to ensure that employees get more
information about their health care coverage, their
choices. It is quite significant that the Business
Roundtable, National Association of Manufactur-
ers, National Federation of Independent Business,
the Chamber of Commerce, Association of Private
Pension and Welfare Plans, the ERISA Industry
Committee (ERIC), and a number of others have
collaborated on this initiative, and that points
strongly to the commitment to do a better job.

Those of us in the health plan arena have
received the message, loud and clear, that we have
to continue to be on the side of continuous quality
improvement, which means stating very straight-
forwardly that we do not do it correctly 100 percent
of the time and engaging in dialogue about what
people can expect with respect to our ethical code,
our code of conduct. With respect to the standards
that all members of our association have agreed to
uphold, we are going to be reporting how we are
doing on those particular fronts very soon.

Chapter 4

There are a number of initiatives in the private
sector. That is not to say that there are not a
number of things going on in the public sector, but
on balance, with respect to quality, you have to
conclude that the private sector has led the way.

B Conclusion

As we come to a strategic crossroads in the political
arena, the question is, how do you encourage the
development of these activities, not discourage
their development? How do we have a more bal-
anced discussion about what has contributed to the
track record with respect to health plan perfor-
mance? How do we ensure that as we now have
become the dominant force in the delivery system,
we continue to get better and to meet the goals that
consumers and that physicians and that the public
sector expect from us?

There is no simple formula, and what we
are going to see very soon, in the political arena, as
well as at the bargaining table, and during em-
ployer discussions in communities, is much more
participation from health plans in discussions
about the problems we are wrestling with, how we
are trying to do it better, where we are hitting the
mark, and where we are falling short. That is a
very positive development and a good step forward,
but it must be done in the context of a much more
balanced discussion.
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Putting the Patient in the Driver’s Seat:
A Four-Point Proposal for Change

by Daniel H. Johnson

B Introduction

It certainly is a pleasure for our American Medical
Association, and for me personally, to participate in
this forum and address an area that is very impor-
tant to us.

I would like to approach this forum from a
slightly different point of view and look at the
current situation with perhaps a less rosy scenario.
Having had the opportunity that I have had as a
physician to travel the country and talk to my
colleagues, I find a huge amount of anxiety among
physicians continuing today. These are people who
care very much about what happens—not only to
themselves but to their constituents, who are their
patients.

B Evidence of Patient
Dissatisfaction

Despite the confusing data, there is clear evidence,
over and over again, at least in certain sectors, that
people who get sick are not happy. There is not a
great deal of satisfaction among that population,
the people who actually access the services. For
most of them, happily, it is similar to how they feel
about their member of Congress. They are happy
with their own individual situation, but they are
not real thrilled with the overall system.

These anxieties do exist, and I do not think
it is any miracle that they exist. I would like to
offer a pejorative comment—and I want to be up
front that it is pejorative—on how we got into this
situation.

The reasons were very important and very
legitimate. Both employers in the private sector
and government in the public sector were faced
with double-digit escalation of costs. They, in effect,
were writing blank checks, the resources were

finite, and that simply could not be allowed to
continue. Employers—and I think that the employ-
ers have taken the lead here, not government—
turned to the markets to solve the problem. This
was logical; the problem is that the kind of markets
that the employers turned to unleashed some
unfortunate circumstances.

B Money, Power, and Something
for Nothing

There are three potential seductive forces in health
system reform: money, power, and something for
nothing. I would argue that what the employers
unleashed, in at least segments of these, was all
three of those forces. If you wanted to figure out a
way where you could suck money out of the system
and divert it from patient care to profit, the mecha-
nism that employers turned to is ideal for that
purpose. That is not meant to criticize the mecha-
nism. It just happens to be a fact that there were
disingenuous people who were able to do that. They
did this to the disadvantage of patients and the
people who care for them, whether it’s hospitals, or
physicians, or whoever. And frankly, we have been
upset about that, and so have the patients.

If you look among those three, who is to say
which is the most important? But if you can tell me
that you're going to give me an opportunity to tell
you what to do, that may be more important to me
than any amount of money that you can give. The
notion of power, frankly, brought out the worst in
some of our physician community and others. The
ability of physicians to sock it to other physicians
dawned on some of my colleagues, and this oc-
curred. That is just an example of human behavior
bringing out the worst.

The force that may be the most important
is the something-for-nothing situation. The cost
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dilemma that we have experienced is not a function
of technology; it is not a function of an aging
population; it is not a function of the professional
liability dilemma we had. It derives from the fact
that the person consuming the services is insulated
from the cost of these services because somebody
else is paying for it.

If you agree with that premise, then you
buy into the something-for-nothing dilemma, the
belief that there is, in fact, a free lunch. Conse-
quently, we seized on a mechanism that has
another term, which is prepaid care. And prepaid
care, by definition, is first-dollar coverage. I have
never met an employer who thought that first-
dollar coverage made sense. And yet employers
turned to a mechanism of first-dollar coverage.
What you end up with is the situation that we have
now.

While I agree very much with other forum
participants that we have made tremendous
progress on all these fronts—and we are getting to
the place where I think we ought to be in spite of
ourselves—it has been very painful to get there,
and there are still barriers in place.

B A Four-Point Proposal for
Change

I'm a radiologist. We deal with images. And I have
to say, is there something wrong with this picture?
Is there not a way that we could do this better? I do
not want anyone who cares anything about what
the AMA thinks to think that we are either defend-
ers of the status quo or want to go back to where we
were, because it did not make any sense. Our
problem is with where we are and how we got
there, and we think that maybe it ought to be time
to consider a different way of looking at this.

We have a four-point proposal for a different kind of
vision that is not pejorative in any way and that
takes advantage of the diversity that exists out
there. The fact is that there is more than one way
to look at some of these ideas, and to take advan-
tage of what the employers tried to do at the outset,
which was to use the market concept. But our plan
looks at markets in a different way.

First, our proposal would expand the
choices. At the outset, we had a limitation of choice,
and then we had a change in the kind of choices,
and now we begin to see this opening back up as a

natural evolution. I very much agree with the third
evolutionary phase, but we would like to be a little
more proactive than that. We would like to be a
little more forceful. By expanding the choices, I am
talking about not just choosing one’s own physician,
but choosing the financing and delivery mechanism
as well.

There is no one correct way to do this.
There are multiple different imperfect ways to do
it. So what we would like to do is take advantage of
human behavior and expand the choices. Have
health maintenance organizations, preferred
provider organizations, and traditional insurance,
benefit payment schedules, medical savings
accounts, mixtures of all those, and who knows
what else, in a much more complex and diverse
marketplace.

The second point we would like to see is
something the U.S. Chamber of Commerce has
threatened. I would like to see it make good on that
threat: Have employers put up the same amount of
money, the same defined contribution, no matter
which choice the person makes. Get the employers
out of the insurance business, out of the micro-
management of care, and, third point, give the
employee the opportunity and the responsibility to
choose and own his or her own insurance with the
periodic right to change if dissatisfied with the
previous choice. That requires some changes in the
tax laws. They are not major changes, but they are
important changes for individuals to be able to do
that. And, it does not require reinventing the
wheel.

The fourth point is to create some way for
that to happen. Nine million federal employees and
retirees get their insurance through a similar
mechanism in the federal employee health benefit
program. We have suggested that there be formed
what we have termed voluntary choice coopera-
tives—not purchasing cooperatives, but choice
cooperatives. These would be mechanisms where
people can go and select that insurance.

B Expanding Choices

My medical practice is a small business by any
definition. I have 10 full-time employees. How in
the world could I offer my 10 employees some
different way of getting their insurance, a variety of
different plans? It is impossible. But if I live in



Louisiana, if the Louisiana Association of Business
and Industry, or the local Chamber of Commerce, or
someone, would set up a voluntary choice coopera-
tive where I could send my 10 employees with a
check or a letter of credit, or a voucher, or some
kind of instrument that says I am good for the
money, they could pick whatever they want. And if
they do not like it, next year they could change to a
different mechanism. That would force the account-
ability to flow to the person who is being served by
the system. We talk about accountability. We are
entirely in favor of that kind of accountability and
willing to live by that.

B Motivation or Regulation?

Basically, there are questions that I want to pose,
particularly with respect to human behavior. Is it
better to motivate or to regulate? We end up coming
down on the side of regulating things that we really
are not very enthusiastic about. Doctors hate
regulation. But if we do not have a different kind of
system, we do not feel that we have any choice but
to do that.

So is it better to motivate or reguiate? Is it
better to entice or coerce? Is it better to reward
someone for using the system in a cost-effective
way or punish them for not doing so? While I am
fascinated with the human-behavior notions, I
believe that people do respond to positive incen-
tives, that they can—and do—respond to better
ideas, and I think that we have put that on the
table. But we have to take advantage of the lessons
learned. As Karen Ignagni points out, the data
have been available, but we are getting much
smarter about knowing how to use these data.l

1 See Karen Ignagni, “Health Care Proposals: The
Need for a Balanced Discussion,” in this volume.

Chapter 5

There was a time when insurance companies
gathered data, but they would not tell anybody
what the data were.

Let me tell you something about physicians
that you may not realize. Physicians respond to
good data. That is what we are trained to do. But
do not hide the data from us, and then expect us to
come up with the response that you would like to
see from us. We are not clairvoyant.

We have to take advantage of the process
that we have had—and good processes work, no
matter what kind of financing or delivery mecha-
nism you have—but to suggest that they would
become proprietary to one kind of delivery mecha-
nism, one financing mechanism, is invalid.

With respect to the linkage of quality and
cost, we could not agree more. Brent James of
Inter-Mountain Health Care in Salt Lake City
makes the point: It costs less to do something right
the first time. That is common sense. So we would
agree that cost and quality are intimately con-
nected and should remain so. And if we could get a
handle on both of those, the access problem has the
potential to solve itself.

B Conclusion

In summary, what we would like is to see employ-
ers, and government for that matter, move to an
entirely different kind of marketplace than the one
we see now, at least in the private sector. It would
expand the choices, have a defined contribution, get
the employer out of the insurance business—not
out of providing the benefit but by providing that
benefit through a defined contribution—have the
individual be given the opportunity and the respon-
sibility to choose his or her own insurance, with a
periodic right to change, and create some way for
that to happen.
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A Partnership for Quality and Customer

Satisfaction

by Susan C. Meholic

B Introduction

Rather than attempting to educate you on the
various nuances of managed care or employment-
based health plans, I'd like to share with you my
perspective as a manager of health plan benefits for
a large, national corporation. I would like to begin
by describing where we are today.

You cannot hide from the issue of managed
care. You cannot pick up a newspaper, watch a TV
program, or go to the movies and not see some issue
related to the industry, in terms of new drugs and
treatment protocols, industry consolidation, and
legislation. Indeed, managed care continues to be
seriously challenged, despite the recognized
progress that has been made in the cost, delivery,
and the outcome of medical care.

In terms of cost, suffice it to say that while
it certainly deserves our attention in terms of the
size and the predicted uptick in premium costs, the
dynamics of health care costs are something that
we do understand and have some parameters
within which to work. Likewise, access is a continu-
ing priority of managed care that we seem to
understand and can measure. In addition, it has
been a topic of discussion for some time, and many
of those same tightly managed health plans of
yesterday are expanding the size of their networks
and making it easier to get referrals.

However, there are two areas where a solid
understanding of the issues and mechanics eludes
us, notably quality and customer satisfaction. I use
the word “customer” here broadly, to include
members, providers, and employers alike, as all
parties have their brand of frustrations. We seem to
know better what quality and customer satisfaction
are not than what they are.

Our experience, and the experience of those
that we have benchmarked against, show that the

less-restrictive point-of-service (POS) plans con-
tinue to lag measurably in satisfaction behind their
health maintenance organization (HMO) counter-
parts. Employees seem to resist the notion of
steerage, and yet the point-of-service, out-of-
network benefit is seen as punishment for bad
behavior instead of an option for freedom of choice.
In response, we point to quality-of-care issues as a
source of our frustration, but is quality of care
really the issue? We need to better understand how
quality measurements work.

B Addressing the Backlash

Given this state, where do we need to go? First of
all, we must address the backlash. Headlines tell
the story clearly: Increasingly, employees and
providers are rejecting the notion of steerage and
the perceived hassle factor. We must fix the process
before this hassle factor overrides the success of the
most firmly established benefits of managed care.
We must improve the ease of getting care and the
ease of giving care.

Additionally, we must continue to educate
employees on the issues of quality and the benefits
of managed care without losing sight of the employ-
ees’ definition of quality. We have seen the statis-
tics. We can point to the Health Plan Employer
Data and Information Set (HEDIS). Employers may
know what that means, but do we know how to
communicate it?

B Evolution of Managed Care

We also must recognize and encourage the evolu-
tion of managed care. The question for us should
not be, “Has managed care done all it can do?” but
“How will it evolve?” New medication, new technol-
ogy, and the use of outcomes data in making
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treatment decisions make this evolution natural.
Consider the use of data in promoting patient-
specific programs for diabetes, depression, and
heart disease, just to name a few.

B Health Plan Accountability

We have, indeed, come a long way in the collection
of data regarding health plan performance, the
publication of these data against standards, and
the existence of accrediting organizations. We must
persist in holding the health plans and, for that
matter, all the participating parties, accountable.
And we, the employers, the medical community,
and health plans, must operate in partnership for
the development of meaningful and nationally
accepted standards.

Bl Challenges

This certainly is not going to be an easy thing to do.
There are a few challenges ahead of us. Employees
are a highly mobile group, with more information
available to them from more sources than ever
before. They are not confined to a home base. They
telecommute. They travel, and they change jobs
more frequently. At the same time, technology has
brought information to their fingertips. People are
more willing to look things up and to become more
knowledgeable.

As a result, however, we, as employers,
have no control over the quality, the quantity, or
the accuracy of the information to which they have
access, while health plans and other educators have
no guarantee as to how their information will be
received. Employees risk getting lost in the morass,
challenging their ability to choose wisely, among all
the other medical plan options available to them—
HMOs, preferred provider organizations (PPOs),
POS plans, and all the other acronyms.

B The Shift in Focus to Self-
Service

On the other hand, there are a few things that
employees do not have. Many companies have
moved from the delivery of benefits to strategic
oversight of benefit programs. The result is fewer
and, in some cases, no local benefits managers on
whom employees can depend. The focus is clearly

on self-service. In addition, employees, like the rest
of us, have no time. They work long hours and are
more frequently than not part of two-career fami-
lies or single heads of families.

To paraphrase Regina Hertzlinger, being
busy has translated into a demand for convenience,
and the lack of convenience diminishes both
perceived and real quality. It discourages well
people from getting important preventive care, and
it discourages chronically ill people from getting
ongoing needed support. Being busy has reduced
the tolerance of the hassle factor to a bare mini-
mum.

Let us not forget employers. Despite the
progress mentioned earlier, there continues to be
ever-present pressure to provide cost-effective,
quality health care to employees and enhance
employee satisfaction and productivity while they
are working all those long hours. In terms of
consolidations and downsizing, the message is to do
more with less. This results in a considerable
challenge for the staff remaining to devote the time
needed to improve performance and service and
endeavor to provide meaningful support for employ-
ees.

This brings us to the evolution of managed
care. The rapidly changing world is both a boon and
a challenge to the evolution of managed care. As
programs evolve, health plans must constantly
monitor and react to this change. Consider the
following dynamic factors. We have advances in
technology, such as insurance swipe cards that
instantly provide patient information and simplify
the process. We have changes in behavior, as
employees become better educated and informed
consumers rather than patients. We have changing
demographics, multicareer families, and the
impending retirement of the baby boom population.
Purchasing patterns are changing, both in the
development of integrated systems of delivery and
in the shift in purchase of coverage decisions from
employers to employees. And last, of course,
employee perception, as a negative perception, or
lack of understanding can be a significant barrier
to the evolution of these new programs.

And finally, there are the challenges to
health plan accountability. We spend a considerable
amount of time getting the carriers to focus on
what we consider to be crucial. AT&T, for example,
has in excess of 100 performance specifications to



which its plans must adhere. Other large corpora-
tions similarly impose their own standards and
requirements. In the ideal world, all those com-
pany-specific standards would be unnecessary.
However, this is challenged as companies buy, sell,
and reorganize, and the collection of this data is
severely hindered.

On the other hand, the pendulum is
swinging back from an approach of local adminis-
tration to national standards with room for local
flavor. The key is to master best practices and
create efficiencies, not a rigid structure. The
challenge is that a merger or restructure is not a
guarantee of synergy.

Converting data into usable information is
a sizable challenge and a critical need. What we, as
employers, seem to need is the quality and perfor-
mance equivalent of Cliff’s Notes. Like employees,
we have access to more data than ever before, but,
according to researchers at the University of
Oregon, the majority of employers, even large ones,
do not know how to sort through and use these data
when making decisions. Take that one step further,
and you see why only 31 percent of employers
provide any kind of performance information to
employees. Again, in establishing measurements
and standards, we must come to agreement on how
to measure these standards and how to communi-
cate them, how to understand them, and how to tie
all the factors together.

Chapter 6

B Conclusion

We have made strides in empowering employees to
be prudent consumers. Today, one-third of employ-
ers pass on performance information, which never
used to be available. Continued work in the devel-
opment of meaningful information regarding
quality will allow us to continue that trend.

We have increased the use of technology and
streamlined the referral process and, in addition,
the use of specialists in certain cases for special
needs patients is developing. Likewise, through the
implementation of disease-management programs,
we are identifying chronically ill patients and
getting them into a regime of appropriate and
timely care. And, lastly, there has been a significant
amount of discussion of national standards, focus-
ing on how to measure quality, how to understand
it, and how to communicate it.

These are just examples of the progress we
have made. The important thing in all of this is
that the execution needs to be personalized to be
effective. We need to recognize the value of inter-
vention as promoting, not restricting, care. We need
meaningful information we can use, and we must
continue to work in the spirit of partnership.
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Four Basic Challenges for Value-Based

Purchasing

by Meredith Miller

B Introduction

I have this very “scientific” way of figuring out
whether a paradigm has really hit Washington. I go
to a number of meetings and try to figure out
whether the quality people and the people associ-
ated with the Employee Retirement Income Secu-
rity Act of 1974 (ERISA) are in the same room
talking to each other. That really has not happened
all that often. Having spent the last year on the
Health Care Quality Commission that the Presi-
dent appointed, I realize that we have come so far
in terms of the quality data and development.
However, I also realize that people who are devel-
oping the quality data, the experts in this area, are
very unfamiliar with some of ERISA’s reporting and
disclosure requirements and the workings of
employment-based plans covered by ERISA.
Likewise, the people in the ERISA universe tend to
know very little about the Health Plan Employer
Data and Information Set (HEDIS). And the broad
spectrum of medium- and small-sized employers in
this country is not as up to speed as most of those
who are attending these meetings.

The Department of Labor’s ERISA Advi-
sory Council has a working group that is looking at
what data on the quality of health care plans
should be disclosed to workers. And just the other
day we faced this dilemma, which is how to teach
ERISA folks “Quality 101” on performance mea-
surement data. So our worlds have not joined. We
need to figure out a way to get that going. One
reason this has not occurred is that the quality
movement has been going slowly. We want to take
our hats off to the Fortune 500 companies that
started HEDIS and gave us the impetus for what
we call value-based purchasing, which is what a lot
of companies do these days. They use accreditation
data and performance quality data to make deci-

sions about how to purchase quality care. We have
to continue to move in that direction.

B Four Basic Challenges

We have four basic challenges in the quality data
area for companies or organizations that want to do
value-based purchasing. First, we need to figure
out how to deal with the Balkanization of data-
bases. We have data by one organization on physi-
cians. We have data by others on hospitals, and
others on health maintenance organizations
(HMOs) and preferred provider organizations
(PPOs). We need to figure out a way to standardize
and combine all these data so that purchasers,
unions, and employers actually can figure out and
rationalize the system. Otherwise, it is very
difficult to access all of this and to figure out how to
compare across plans.

Second, we need to deal with the stratifica-
tion of data since we now have data that report on
outcomes or the new amalgam of outcomes, as well
as performance measures and customer satisfac-
tion.

The third issue, which is critical, is that
this whole quality-measurement movement is still
developing. That is, we have not brought the data
down to the provider level. We can look at data at
the local level that compares plans, but so many
providers and hospitals participate in each plan
that it is becoming an overlapping data collection.
It is very difficult to compare your doctor and your
hospital with another doctor and another hospital.
As Janet Corrigan, executive director of the
President’s Advisory Commission, would say, we
need to figure out how to roll it down to the commu-
nity level and to the provider level.

Our fourth challenge is how to put these
data in the public domain. Whether we like it or
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not, there is going to have to be some kind of
intervention to get it into the public domain. It is
going to be very important for employers of all sizes
who cannot afford access to these data—as well as
consumers—to be able to have the data available.

One of the reasons why I am so passionate
about moving this agenda is that workers now are
going to be demanding this kind of data. In many
ways, it is the source of the confusion we are
experiencing. We now have workers who are in
401(k) plans who are downloading data on mutual
funds and making incredible investment decisions.
They can see that the financial institutions in this
country can produce, download, and give them that
kind of comparison. It is only a nanosecond away
from when they will be demanding the same thing
from the health care industry.

Additionally, workers are very diverse. We
are finding that only 20 percent of private employ-
ers offer workers health insurance choices of two or
more plans. So we have workers who are really
stuck in only one plan, making one choice. We have
to consider that with the Health Insurance Port-
ability and Accountability Act (HIPAA) and other
types of health care reform, workers are now
moving between plans in ways they had not done
before. So they are going to be making more choices
over their lifetime.

Second, more workers will be making
health plan choices due to the cost shifting that has
occurred over the past decade. I would take issue
with some of the data that we have seen and point
out that employees’ share of premiums actually has
escalated, with family contributions growing
146 percent and single contributions growing
284 percent between 1988 and 1996.

Many of us know a family member who is
facing a fairly high deductible. My sister was just
telling me about her $800 deductible in a managed
care system and the number of health care choices
and decisions she would have to make over one
year to meet the deductible. So she is making a
number of important decisions that are not related
to choice between plans, yet being able to access
quality data would be very helpful in making her
decisions.

We also have a lot of challenges for plan
sponsors, for unions, and for employers as large
purchasers. Large employers now have multiple
data needs. We know that many large employers,

those with more than 5,000 employees, offer more
than one plan. And it turns out that, according to
some data, they have workers who now are covered
by HMOs and PPOs.

The statistics that we were looking at
indicate that employers with 5,000 or more workers
now have one-third of their workers in fully insured
state-regulated HMOs. And so we are faced with
the challenge of having to provide data on a whole
array of plans. As was pointed out, there are many
pieces of legislation that, if passed, would require
the disclosure of data and performance measures
on all of the plans that are offered.

Some of the large purchasers are the
models for best practices in value-based purchas-
ing. A survey by the Washington Business Group on
Health found that out of 527 employers, 50 percent
had established long-term partnerships with
providers to improve value; 57 percent had consid-
ered HMO accreditation status; and 37 percent
used HEDIS.

Still, we have a lot of work to do. A study by
the Agency for Health Care Policy and Research!
and other studies have shown that employers are
still purchasing on the basis of cost instead of
quality. We at the Department of Labor and the
Pension and Welfare Benefits Administration
recently issued a letter of guidance to trustees,
saying that if plan assets are involved—which is
sort of a code word for saying if workers make
contributions to the health plan—that it is actually
a fiduciary obligation to purchase on the basis of
quality as well as cost.

So we are trying to move this agenda along
as well, in recognition that both quality and cost
are integrated and very, very important linkages.

B National Aims for Improvement

In terms of the Clinton Administration, we are
doing our level best to coordinate and bring groups
together. When he received the last report from the
Quality Commission, the President charged the
federal agencies to get together and look at na-
tional aims for improvement and to coordinate data

I See Agency for Health Care Policy and Research,
Theory and Reality of Value-Based Purchasing:
Lessons from the Pioneers (Rockville, MD: Agency for
Health Care Policy and Research, 1997).



and performance measurement across the federal
government programs. These, combined with my
program, hit almost all insured workers in
America. We all gathered at the first meeting of
what was called the Quality Interagency Coordina-
tion Task Force (QUIC), and I am very encouraged
that these efforts, combined with the efforts of the
Employee Benefit Research Institute policy forum
on the Future of Medical Benefits, will begin to
move us forward on the national level.

In June, Vice President Gore announced
the establishment of a Blue Ribbon planning group
that will set up the Forum for Health Care Quality
Measurement and Reporting—a private-sector
entity that will begin to coordinate and make
attempts to standardize the data gathering that all
these different accreditation organizations and
similar kinds of groups are conducting. The forum
will not compete with them, but will help dissemi-
nate the data in the public domain.

Bl Accountability and the Patients’
Bill of Rights

My agency, which is responsible for the enforce-
ment of ERISA-based plans, reported back to the
President that the standards in ERISA were so
minimal in terms of reporting, disclosure, and
fiduciary responsibility that out of the seven rights
and the one responsibility in the Bill of Rights, we
could only do regs in two areas: reporting and
disclosure and claims processing. It would take
legislation to comply with the President’s request
that we implement the rest of the Bill of Rights
right away.

One of the issues that was not in the Bill of
Rights, but one that we, in the Administration, had
been urging, is some way that we could provide
consumers with legal enforcement of the Bill of
Rights, some way that we could make sure that
those rights are legally enforceable and real. In my
agency, that issue is the one of which we are most
fond. With all the options that are out there for
trying to achieve effective enforcement, it should be
no surprise to anyone that we believe ERISA lacks
a meaningful remedy when a patient is inappropri-
ately denied medical care through the benefit
claims process.

This issue is a little bit more complicated
because it is not just denied coverage, it is a
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delayed denial, or determination, stemming from
medical necessity. When ERISA was passed, it was
mostly targeted toward pension abuses. At the
time, only 4 percent of workers were covered by
self-insured plans, and Congress anticipated that
workers would be under state regulation and be
protected by the whole array of provisions that
were there at the time, in 1974. Also at the time,
there was a legal interpretation and ambiguity
about workers’ ability to avail themselves of
remedies, which meant that if they were harmed,
they would get more than just the benefit. They
would be able to get the cost of additional medical
costs, or attorney fees, or back wages. In 1987, a
critical Supreme Court case called Pilot Life
overturned that assumption. It said that because
ERISA speaks specifically to the area of claims
regulation, and of remedies, it occupies the field. So
that all workers who thought of themselves as
being able to go through the system and avail
themselves of state remedies were now only under
ERISA remedies.

B Gaps in ERISA

To make that story a little bit clearer in terms of
what happens, we often refer to a case about a
newborn called Madison Scott who required a
critical eye test. There was some indication that
she might be blind, and the managed care organiza-
tion delayed that test for eight weeks. It ended up
that there was irreparable harm. I point that out
because, under ERISA, the only thing that she
could have gotten was the cost of the eye test. The
family could not get additional medical costs or any
other care that they might need to bring up that
baby.

Joe Piacentini and I have developed this
little template called Bob and Mary to bring this
home. We refer to Bob as the individual policy-
holder, who many may think of as either a state
employee or someone in a state who is just an
individual holder of a policy. If he was inappropri-
ately denied coverage, he could go to state court
right now to receive remedies, which would include
uncovered additional care, attorney fees, and other
lost costs, lost wages, and other financial losses,
compensation for injury or wrongful death, compen-
sation for pain and suffering, and possibly punitive
damages.
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Mary, his neighbor in the same state, is
under an ERISA plan that preempts state rem-
edies. Should she be injured by exactly the same
condition, she can sue only in federal court, and the
only thing that she could recover is the benefit that
should have been paid to begin with. And, as we
know, there are 122 million Marys in this country
and 60 million Bobs.

There has been some thinking on our part
about what it means to have delayed denial and
inappropriate denial due to medical necessity. We
looked at a Kaiser survey of managed care enroll-
ees who reported that their biggest problem with
managed care was delay or denial of treatment.?
When we looked at the numbers, they said that
there were real costs, both physical and financial
costs, associated with delay or denial. Of the
11 percent reporting, 24 percent were physically
injured; 37 percent permanently disabled;

26 percent lost school or work time; 9 percent lost
more than 10 days; and 41 percent suffered finan-
cial losses.

As we think about what we consider to be
an anomaly in contract law here in America, it is
important to point out that we have a weird
situation where you can purchase a toy at Toys ‘R’
Us, rent a car, use your credit card, and, should you
be harmed, you are better protected than when
purchasing your own health care.

I am advised by the lawyers who surround
me in the Department of Labor that tort law and
the ability to sue historically have been an issue of
civil unrest. So if I were walking down the street
and someone bopped me right in the face, while I
would not hit him back, I would have an ability to
deal with him in some other way. Right now, the
people who are harmed in these situations have no
ability to fight back.

2 See Sierra Health Foundation, Kaiser Family
Foundation, and the California Wellness Foundation,
Survey of Consumer Experiences in Managed Care
(November 19, 1997).

B Isolated Discussions

It is also important for people to remember that we
cannot discuss remedies in isolation. All of the
legislative proposals and many of the policy propos-
als that deal with this issue are not isolated. They
deal with it within what I call an infrastructure.
That is, they deal with it with the knowledge that
the Department of Labor is going to issue a regula-
tion in June that is going to expedite internal
claims processes, knowing that no bill is going to
pass, at least in my personal opinion, with rem-
edies without the existence of an independent
external review. And that if you combine all those
pieces—expedited claims, external review, and
remedies—the number of cases that would rise
through that process will be very small.

It is the right thing to deal with the
problems of quality of care up front. That is the
reason why we are doing the reg. That is the reason
why we need independent, external review, and
that still, those procedural changes are going to be
no substitute for those egregious cases, bad pat-
terns of practice, or things that just slip through
the system. And there is no way some of the people
in the cases that we are looking at could have been
compensated, or bad quality of care been avoided,
even with all those three pieces in place.

B Conclusion

We have been very sensitive to the projected and
potential costs related to remedies and external
review. It is something that we are very much
aware of and struggling with, and I know that it
will play itself out in the public debate. There are
as many studies on one side as there are on the
other. In terms of the Administration position, we
are open to discussions of options in terms of how
we can deal with making the Bill of Rights legally
enforceable and dealing with the issues I have
discussed. There are a number of ways to go about
doing this, and I do not know that we have any one
best answer. There are pros and cons to all of them,
but we would really like to continue the discussion.



Selling State-of-the-Art Medicine

by Karen Williams

Bl Introduction

Like other participants in this forum, I believe that
affordability and quality are compatible but that
costs are likely to go up. The next round of solu-
tions will be more complex because most of the
simpler solutions have already been implemented.
Some of these solutions have netted meaningful
savings; some of these savings will be retained in
the baseline of health care budgets but others may
not. I hope that the next round of solutions can be
developed cooperatively. If the components of
health care do not work together, we are all going
to be on the receiving end of more extensive regula-
tions—and my industry, the pharmaceutical
industry, already has its share of regulations.

Even as we try to work together on more
complex solutions, it is tempting to give short shrift
to the other players’ issues and even to shift blame.
So one of the obstacles to working together is that
we sometimes find ourselves put in a defensive
posture by other stakeholders. Especially in public
forums, the representatives of different stakehold-
ers alternate between taking a jab at each other
and trying to figure out some new, mutually
workable solutions. Perhaps the themes derived
from the President’s Advisory Commission on
Consumer Protection and Quality in the Health
Care Industry can point to a cooperative path of
progress.

B An Integrated Approach to Care

One of the themes from the President’s Quality
Commission is the value of an integrated approach
to care. The commission found that there is an
unacceptably high level of errors in the health care
system and that the errors are, in theory, largely
avoidable. The unhappy result is that there is a gap
between what we know should be done and the care
that patients actually receive. The commission was

quick to say that the errors are systemic, occurring
as often in health maintenance organizations
(HMOs) as in fee-for-service settings and associated
as much with specialty care as with primary care.
The errors appear to be the result of a lack of
integration among the many entities involved in
delivering care. Even if the latest scientific evi-
dence is disseminated and the right patient infor-
mation is initially collected, system disconnects can
occur when the patient has a change in condition,
location, or caregivers.

What we need to have is an integrated
approach to thinking about each other’s contribu-
tions and ways of coordinating how each component
of our health care system is delivered and re-
warded. If we fail to take an integrated approach,
we will continue to have higher overall costs,
patients will remain at risk for suboptimal care and
employers will continue to face increased premiums
and reduced productivity. The opposite of an
integrated approach is component management—
evaluating each of the treatment modalities
individually, controlling each of them individually.
Component management hampers appropriate and
cost-effective shifts in health care delivery. As
technology improves, the site for care delivery
moves into lower cost settings. As a result, some
modalities, like ambulatory surgery and pharma-
ceuticals, increase in volume while others decrease.
Sometimes increases in one type of care are offset
by savings in other types of care, as when increases
in drug expenditures substitute for services that
are more expensive.

Component management (and component
evaluation of costs) are often reinforced by mis-
aligned incentives in payment policies and frag-
mented contracting. Fragmented, inconsistent
payment bases that reward component manage-
ment are more rigid in the public sector but are
also highly prevalent in the private sector. So, even
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when there is agreement on a better way to treat
patients, such as when a medical society embraces
a practice guideline, individual physicians and
plans may find themselves in conflict with the
incentives contained in the contract language of
several payers.

When I was in managed care consulting, I
met with a plan where the medical director had
shown wonderful leadership in improving quality.
Despite being in a relatively secure market, he was
very motivated, really enthusiastic about guide-
lines and disease-state management. With his
medical teams, he developed 56 different disease-
management type protocols. He was understand-
ably proud of their efforts and thought they were
going to improve quality of care. Before implemen-
tation, however, he had the presence of mind to
examine how the new protocols would change
service utilization patterns and therefore the plan’s
revenues. For half of the 56 new guidelines, full
implementation would have so reversed the rev-
enue stream that he would likely have bankrupted
his otherwise very secure plan. So doing the right
thing in the absence of having the right payment is
nothing trivial. A practice or health plan could
literally jeopardize its existence due to the mis-
alignment between payment incentives and best
medical practice.

Most managed care plans live with a
mixture of payment scenarios. It is estimated that
over 80 percent of Americans are treated by a
managed care plan but that only 8 percent of
Americans are covered on a capitated basis. So the
vast majority of plans have to deal with inconsis-
tent and potentially misaligned incentives embod-
ied in a variety of coverage and payment rules.
Paying plans on wildly different bases for treating
similar patients encourages practice variation that
could in turn raise medical malpractice issues.
Payers—and all of us who work with reimburse-
ment—need to realign payment incentives to reflect
and reward desirable shifts in patterns of care and
to develop a means to rationally make the transi-
tion from payment methods that conflict with best
care to methods that are more consistent across
sites and payers.

B Closing the Practice Gap

The second major theme derived from the

President’s Quality Commission is the “practice
gap” that exists between best medical practice and
actual practice. The commission found that the
growth of medical science has been exponential,
making it increasingly difficult for physicians to
keep up with new medical findings. The number of
peer reviewed journals increased from 500 a year in
the late 1970s to well over 8,000 a year in the early
1990s. Trying to keep current with the latest
medical information is a major challenge for
physicians and for payers.

Although it is tough, we have to find a way
to meet the challenge of providing patients with
state-of-the-art medicine. People can hope for
miracles, and they may be disappointed. But if they
do not have confidence that they and their families
will receive state-of-the-art medicine, they will
react. Patients will sue and regulations will in-
crease. Although patients cannot insist on miracles,
they do expect the most appropriate medical care
based on the latest medical knowledge. It is what
each of us expects when faced with illness or injury.
And it is essential to maintaining the public trust.

We need to work together to close several
types of practice gaps. There is a gap between the
high incidence of chronic diseases and the number
of patients who are diagnosed. In America, there
are over 15 million diabetics—over 5 million of
whom have not been diagnosed. After patients are
diagnosed, they do not always remain in active
treatment, especially for chronic diseases like
hypertension, depression, and diabetes. Many
health care systems, particularly fee-for-service,
fail to notice when the patient is no longer actively
engaged in treatment, for example, failing to refill
prescriptions for chronic diseases. Some patients
get treatment but not state-of-the-art treatment.
That is a practice gap. And, far too often, patients
are prescribed state-of-the-art care but do not
follow their physician’s advice regarding medication
compliance.

Probably the biggest source of waste in the
pharmaceutical budget is attributable to those
patients who are prescribed needed medications
and do not take them properly. Patients frequently
self-ration their medicines. They break the pills in
half. They take them fewer times a day than
required or take medicines intended to manage a
chronic condition only after acute symptoms have
reappeared. Meanwhile, pharmaceutical companies



must submit randomized controlled clinical trials to
the FDA in order to establish exactly what medica-
tion level is both safe and effective. The value of
that data, as well as the value of the physician’s
diagnosis and counsel, is likely lost if the patients
cut their medications in half or do not take them
consistently.

Compliance is an issue for life-threatening
conditions as well as chronic ones. Studies suggest
that cutting back on chemotherapy dosages, due to
nausea, pain, etc., by as little as 15 percent to
25 percent may render the chemotherapy ineffec-
tive in tumor reduction. Likewise, a high percent-
age of transplant patients fail to comply with
immunosuppressive therapy and lose the trans-
planted organ. So we have to start dealing with the
question of compliance, not because it sells more
pills but because noncompliance is a costly waste of
health and resources.

Where are the greatest opportunities for
cost and quality improvement? According to the
National Chronic Care Consortium, a research
group of leading integrated delivery systems,

70 percent of acute care costs are due to chronic
illness. That is where we are going to have the most
impact. And, based on some of the studies we have
seen, managed care plans seem to be as good as, if
not better than, fee-for-service, in diagnosing and
treating some chronic ilinesses. Unless we as
patients change our health-related behaviors,
payers and health plans are going to need more
pharmaceuticals to deal with our chronic diseases
and to restrain the related acute care costs that are
driving the system. So, it is logical, unavoidable,
and arguably desirable that the drugs increase as a
portion of total health care costs.

Finally, I feel compelled to challenge earlier
presentations that focused on the increased rate of
drug expenditures and implied that drug costs are
largely responsible for recent premium increases.
Payers simply cannot get 10 pounds of savings out
of a one-pound sack. The pharmaceutical budget is
not big enough to account for large premium
increases, nor is it big enough to generate major
savings. Pharmaceutical costs are approximately
10 percent of the health care dollar. The most
recent estimate shows drug expenditures increas-
ing approximately 11 percent. This would mean an
increase in total costs of only 1.1 percent—not
enough to explain the total premium increases. And
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of the 11 percent increase in drug expenditures,
only 2 percent to 3 percent is the manufacturers’
price. The rest of the increase is volume.

There are some things we can examine to
see if the increased drug volume makes clinical
sense. If we are talking primarily about managed
care premiums, remember that managed care plans
are arguably doing a better job of finding chronic
illness because of the National Committee on
Quality Assurance’s (NCQA) Health Plan Employer
Data and Information Set (HEDIS) measures. If a
plan diagnoses more cancer, the plan is going to use
more chemotherapy. If the plan uses more chemo-
therapy, it is likely to use more pain and nausea
drugs in order for cancer patients to tolerate an
adequate dosage of chemotherapy. Examples
abound for chronic conditions as well. Between
1993 and 1996, use of antihypertensives in man-
aged care plans increased by 16 percent. Choles-
terol-lowering drugs were up 15 percent, and
antidepressant drug use increased by 52 percent.
So, in addition to price inflation of no more than
3 percent, you also have more patients in HMOs
taking drugs. Patients who have any prescriptions
have more of them (8.3 prescriptions per person in
1996, compared with 8 prescriptions per person in
1995).

Another driver of volume is that appropri-
ate treatment of chronic conditions means taking
drugs for a longer time. Over time, patients may be
taking drugs for one or two chronic conditions and
occasionally a drug for an acute illness as well. And
when new medications are ordered, the existing
medications may need to be changed for compatibil-
ity. So there are many clinically sound reasons why
drug volume should be going up. I would also argue
that increased use of drugs could have a substan-
tial fiscal offset on the other more expensive types
of health care. A congestive heart failure program
in Evanston, Illinois, reduced direct treatment
costs by 60 percent by maintaining patients outside
the hospital and compliant with their therapy,
including drug therapy. According to a study in the
New England Journal of Medicine, the use of an
ACE inhibitor for such patients can avoid $9,000 in
hospital costs per patient. A partnership program
in Virginia Medicaid has used disease management
techniques to reduce expected emergency services
for asthma by 42 percent. According to a report in
Business and Health, some HMOs have seen a
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30 percent increase in asthma drug costs, but a
50 percent reduction in hospital costs for asthma.

Total costs and service substitutions may
not be easily recognized if plans or employers carve
out and look at drug benefits separately. This is not
to disparage pharmacy benefit managers. But,
when a product, service, or condition is under a
separate management contract, the employer and
plan need to keep the integrated approach in mind
and put all the pieces back together again. Other-
wise, we are not going to get the state-of-the-art
care that our customers demand or the levels of
quality and cost we expect from our management
decisions.

I believe that providers of health care
services and products need to validate and then
provide state-of-the-art medicine, and payers need
to pay for it. Anything less is going to generate a
public backlash and increase regulation on provid-
ers, plans, and employers. That requires all of us to
forge ahead, to share our databases and methods,
and to continue to work with NCQA and others to
figure out what state-of-the-art medicine is and
how we can best recognize and reward its delivery.
Payers need to get better at contracting for state-of-
the-art medicine in a way that breaks down, rather
than reinforces, component management. Payment

policies need to consider the total costs of caring for
the whole patient over time, not lock in fragmented
episodes and encourage cost shifting from one type
of care or provider to another regardless of best
practice.

B Conclusion

We need to avoid blame and to seek partnerships
that will produce mutually workable solutions. If
we don’t, we will all be burdened with additional,
and probably ineffective, regulation. The way to
produce mutually workable solutions is to continu-
ally validate the care we should provide and then
work together to remove the barriers—in informa-
tion, infrastructure and payment—to getting it
done. There is a temptation among legislators to
respond to public frustration with increased
regulation because it sounds like taking action, and
it makes a nice media sound bite. But regulation
alone is not going to assure quality. It diverts the
money, resources, and goodwill needed to identify
state-of-the-art medicine, recognize when it is being
delivered, and properly pay for it. We look forward
to working with patients, practitioners, plans, and
payers. Together we can improve quality of care
while restraining overall health care costs.
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The Rationale for Health Care

Consolidation

by James D. Bentley

B Introduction

This discussion is designed to take a look at the
consolidation in the health area that I know best as
a Senior Vice President of the American Hospital
Association. We watch hospitals and health net-
works in terms of their behavior and listen to them
a lot.

B Defining Consolidation

To define the issue, a series of consolidations is
going on, and sometimes people are using the same
terms and sometimes they are using the terms
differently. For the past 20 years, there clearly has
been what I will call horizontal consolidation—
hospitals coming together with other hospitals.
They may have similar capabilities or complemen-
tary capabilities.

The second kind of consolidation we have
observed is consolidation in a vertical sense, where
we have a hospital consolidating with either
ambulatory care or with post-acute care, be that a
nursing home, a home health agency, or something
else. We also see a third kind of consolidation in
terms of some combination of the provider capabil-
ity with an insurance capability. These different
forms of consolidation tend to get mixed up, al-
though there is a fairly common basis for why they
are occurring—what is driving them to consolidate.
A friend of mine who looks at American business as
an analyst says we are basically a nation of
lumpers and splitters. For a while, we go through
lumping companies together to make big compa-
nies, and then we decide, “No, that wasn’t the value
added.” So we become splitters. And, at least in the
health care system on the provider’s side, we are
doing both at the same time.

B Striving for Efficiencies

One factor that is motivating people is the attempt
to achieve efficiencies in terms of the provider
capacity. They are putting organizations together to
achieve economies of scale or economies of scope.
Economies of scale mean that if you can put several
similar organizations together, you only need one
chief nurse, one chief financial officer, one chief
executive officer, or one chief operating officer. That
is a low-level example, but you may well have
saved the expense of those jobs. It also works on
the medical side. For example, when you consoli-
date in a community that may have two hospitals,
you may combine two small transplant programs or
two small open-heart surgery programs. Bringing
them together may well achieve economies of scale.
Economies of scope occur when you begin to bring
more complementary things together. You may not
be building a bigger scale, but if you have a neona-
tal ICU with specialized capability in pediatrics
and you can bring it together with other pediatrics
capabilities, you may be able to produce the ser-
vices at less cost because you are able to use the
specialized resources—either equipment or person-
nel—more consistently.

There is very little literature in the eco-
nomics field about the economies of scale or scope.
Some of the literature suggests that this is a U-
shaped distribution, where there is a period of time
in which you achieve economies of scale or scope,
but you may also go backward if you get beyond
that.

B Responding to the Shift in Risk

The second factor contributing to provider consoli-
dation is clearly the movement—whether in
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Medicare, Medicaid, or private insurance cover-
age—to shift the risk, of both price and now in-
creasingly of utilization, to providers. Our members
try to deal with that by putting together larger
organizations for a couple of reasons. It enables
them to have a broader part of the process. If you
are unable to make money or perform successfully
in one part, you have an opportunity to recover that
elsewhere in the production stream.

Second, it is done to reduce the
suboptimization. Lots of our members who tried
virtual networks found that each part of the stream
wants to optimize its own behavior, although the
sum of all the efforts of individual components may
not add up to the best overall organization.

Last, how many times is there a stream of
profits in the delivery system? People are trying to
put together larger organizations so that as they
have to work within the risk that is being shifted;
they are in a position to take that profit only once
in the system.

B Third-Party Payer Behavior

Another factor contributing to consolidation is the
behavior of at least some third-party payers, be
they private or public, who want to sign a contract
with a provider that has something approaching a
full-spectrum capability. This is not present in some
markets.

If you look at the California marketplace,
where the plans seem increasingly to want to sign
up with all physicians and all hospitals, then this
factor is not as salient. But if you are in a part of
the country where the marketplace behavior of
either the Medicaid program, in particular, or
private insurance companies, is to sign up with
some limited number of providers, then you are
more successful with them if you can offer a broad
array of products.

Going back to the earlier point, an increas-
ing number of our members would like to be in the
position to take a broader array of risk. So, they
enter into agreements for a percentage of premium.
If you are in an agreement for a percentage of
premium, at least as I am observing the market
wisdom now, people want to have a broader share
of that premium rather than less. They are worried
that the more that is carved out, the more difficulty
they will have managing a successful organization.

B Excess Capacity

Excess capacity also is an influence. On any given
night in the United States, if we asked our mem-
bers how many beds they have set up and staffed,
they have about 900,000. We use about 600,000,
and if we were to use beds at the rate that, say,
Portland, OR, or Minneapolis, MN, use beds, we
would need about 400,000 in this country. Now, I
say that with one caveat. Every physician and
every hospital I have seen in the past couple of
months adds a note of caution to these projections
because of the flu season. We have had a very large
number of admissions for the complications of flu in
1998. And they say, “You know, if the efficiency
experts, or the people pushing us for efficiency, had
achieved the downsizing potential, we would have
had a bad year.”

Excess capacity has a couple of heritages.
As a cynic has said, “We built the interstate high-
way system and the Hill-Burton hospital construc-
tion program in the wrong order. First, we decided
to build hospitals after World War II. And then we
decided to put in interstate highway systems that
allowed people to drive by those small community
hospitals, especially in rural areas that adjoin
urban areas.”

If you look at suburban Massachusetts or
suburban Nebraska, a large number of people want
to have a hospital that they do not want to use.
They want to go to the large urban center. So we
have excess capacity.

B Reduction in Length of Stay

The changes in clinical medicine, whether they be
in anesthesia, surgery techniques, or the use of
pharmaceutical products, have dramatically
reduced the length of stay. This has taken bed days
off faster than our members have taken beds out of
the inventory. When we survey the public, we do
not meet many people for whom a night’s stay in
the hospital ranks as a positive. If they can go
home earlier, they say, “Thank you.”

There are stories about drive-through
deliveries and the 24-hour maternity stay, and a
few things that have been a part of the managed
care backlash or folklore; but we see lots of patients
who, when given the choice of having a roommate,
being wakened up at night, having somebody



interfere with them, say, “No, thank you. If I can
manage, I'd just as soon go home or go to a
nonhospital kind of setting that’s less intensive.”
So, we are seeing utilization fall because of that.

I have been watching the electric power literature.
There is a lot of “stranded capacity” out there in the
health care field, and a question for those of you
who are either employers or insurers is, if there are
costs to pay that off, who is going to wind up doing
that?

B The Desire for Market
Domination

To be frank, some people are putting together a
larger organization because they either want
market dominance or have an edifice complex, or
however you want to describe it. They want a
larger market share simply because when they
went to management school, they read the “Jack
Welsh rule”: If you are not number one or two of
your market, you ought to get out of it. So, they are
determined to put together an organization that is
number one or number two.

As the payers have consolidated and as
payment programs have consolidated, our members
say, “I don’t have any leverage in this marketplace.
If there are only going to be two or three payers, I
need a balance at the negotiating side.” And, “I
need to do that for the third reason. I have become
a price taker. I want to enter into a price negotia-
tion, or even a price-setting, role. I need to have the
market share to be able to do that.” These are a set
of pretty straightforward business reasons as
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opposed to health or other reasons for doing that.
About 1,000 hospitals have closed in the United
States in the past dozen years, most without any
great impact on the community or access to care.
And we are going to see a lot more consolidation
within the hospital field and between hospitals and
other providers.

But there is a contrary trend in the in-
crease of niche providers who want to profit from
taking some of the services out of the hospital. Our
members are having a lot of angst about that right
now. To create a niche provider, you want to pull
services out of the hospital. One of the things you
tend not to want to take with you is some burden of
uncompensated care that the hospital was trying to
cross-subsidize.

Whether it is a hospital service or an
ambulatory care service, there are people who
argue that the system would be better, in an overall
efficiency sense, if you optimized the parts and let
each of those parts pursue its own advantage,
rather than if you created large organizations that
are able to make internal decisions about how to
build an optimum system.

In conclusion, as we watch developments,
we need to keep straight the difference between the
costs of a unit and the costs of a system. I have seen
some communities in which the pursuit of more
niche providers certainly has allowed service X to
be provided at a lower cost. In effect, though, it has
resulted in increasing the total community cost
because there was no one who could take out much
capacity in terms of the rest of the community.
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Building an HMO Without Walls

by Charles Blanksteen

B Introduction

One of the interesting aspects of the consolidation
of providers in the health care industry is that this
consolidation had a ripple effect. All of the partici-
pants (doctors, hospitals, managed care companies,
payors) had to do something in response, as a
defensive posture. I have been involved with two
defensive reactions from the employer/payer
perspective. The first is the National HMO Pur-
chasing Coalition and the second is called the
Study Group. The National HMO Purchasing
Coalition has been together since 1994 while the
Study Group has come together in the last

12 months. This article discusses the development,
structure, and purpose of the Study Group.

B Coalition Structures

Most of the major employer purchasing coalitions
are involved in collectively buying HMO coverage.
The Study Group is different because it is a non-
HMO based combination of employers. People have
asked me a lot about this, and they keep saying,
“How are these coalitions exactly structured?” The
answer is they are structured in every possible way
you can imagine. Structuring around a geographi-
cal area is typical. For example, many coalitions
are in Texas because of the ongoing problems with
health care purchasing in Texas. Other times, they
are structured around a specific managed care
organization. Other times, they are structured
around a key mission, such as quality of care over
cost. The issue of quality of care has taken on more
and more momentum. If we just keep tracking the
price side of health care, we neglect to focus on the
most important part of the process, which is the
outcome for patients.

The primary reason for coalitions 1s, of
course, defensive. Many large employers were used
to controlling the relationship with their health

care vendors. Those relationships took a downward
turn as employers began purchasing health care
locally (i.e., HMOs) all over the country. The result
was that a very large employer would have very
little clout in a city where they had even 1,000
employees, as opposed to the clout they were used
to having when they had 10,000, 20,000 or 100,000
employees across the country. Many large employ-
ers found this situation unsettling, unproductive,
and expensive to administer.

The other issue facing employers is that
there are fewer and fewer alternatives available in
the marketplace. We have seen situations where
managed care organizations are, in effect, dictating
to employers how to offer coverage. We had situa-
tions where large managed care organizations have
told employers, “Here is what your contribution
strategy will be. Otherwise, we will not offer you
coverage.” Employers may have no recourse, unless
they can position themselves with 10 allies right
behind them, to help by saying, “Wait a minute. We
are not going to accept that.”

The Study Group is a group of six large
national employers that have banded together to
purchase non-HMO coverage. The reason they
banded together is painfully obvious. The members
have between 70 percent and 80 percent of their
employees in HMOs. Defensively, they ended up
saying, “We only have a few thousand employees
left in non-HMO serviced areas, we are paying
huge amounts of money in administrative costs, we
have absolutely no clout at all with the vendors,
and we do not get good data that we can use to
monitor the program because we are too small.” As
a result, they banded together to establish what is,
effectively, a very large employer. Now, combined,
they can become the large employer they once were.

Surprisingly, we also found that the
solutions the members were seeking regarding plan
administration, design, and cost were not very
different. There were differences in plan designs
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and administrative requirements. When you boiled
it down, the non-HMO plan needs of each member,
and what they actually end up offering employees,
are not very different, market by market by mar-
ket. As a result, we found a third-party claims
administrator who had access to managed care
networks and discounts (because, of course, you
shouldn’t buy retail any more) and created new
plans.

Requirements of participation were inter-
esting because when you put together groups like
this, such things as bylaws and rules initially are
what people discuss. In reality, you have to have a
set of rules and practices that you can live by, but
they must not be too cumbersome.

B Buying Services as a Group

In the early stages of the Study Group, we listed
the services that members liked in their non-HMO
plans. We then determined if these services could
be effectively be bought together as a group. The
first service desired was a dedicated shared re-
source service center. That was the key for all of the
members. Second was a national PPO network
which allowed a plan design with in- and out-of-
network features that would allow people to have
choices and, at the same time, receive in-network
care as much as possible. There was one overriding
rule: “never buy retail if you can avoid it.” The
overall intent of the new program was to attempt to
mimic the best features of an HMO, from the
standpoint of discounts and utilization of care
monitoring, yet retain the freedom of choice from
the traditional indemnity plans.

Other services desired by members were
more company specific. Such as wanting dedicated
claim processing, dedicated customer service, fee
negotiation on every out-of-network claim over
$500 and post-hospital claims service. The post-
hospital claims services, in many ways, mirror
HMO services to make sure that when someone
leaves the hospital, they have help in sorting
through all the bills, all the details, and wending
their way through the system.

Next, to truly create an HMO without
walls, as well as control cost and utilization, a
specialty utilization review and management
system vendor was hired to mirror what the best
HMOs did. The vendors system copies systems

from some of the staff model HMOs on the West
Coast and tries to provide patient information for
physicians at the point of service, across the
country. To maximize the “never pay retail concept,”
we also included dedicated lab contracts and
dedicated pharmacy contacts. A critical feature was
electronic data feeds (all operating on a real time
basis) channeling claims information back into the
specialty utilization review and management
system. This allows the vendor to assess the data,
identify potential issues, and feed information back
to the attending physicians.

From a plan design perspective, an in-and-
out of network PPO structure, as an alternative to
lock up HMOs, was the initial decision made by the
members. To arrive at this structure, the first
studies we did compared POS, PPO, and HMO
prices market by market, with demographic
adjustments. We found, in our case, that a PPO
structure produced what we consider an “optimal
balance” among those types of programs. We also
wanted to be able to accommodate as many ancil-
lary carve-out program feeds as possible, so that
each one of the members could customize or allow
for existing carve-out mental health or pharmacy
programs.

With regard to the third party administra-
tor, we established a common renewal date so that
the financial negotiations with the vendors occurs
once with multiple year fee guarantees. Given the
size of the group, we are staggering the implemen-
tation into the new system over the period of a
year. Also, we negotiated a dedicated team at the
administrator to handle all aspects of claims and
customer service.

The members found that items such as
plan oversight, which in the old days were rela-
tively easy to do because you had enough people in
one common program, could be done collectively
when you put a group like this together. That
meant we could do plan performance and monitor-
ing audits of a different level and different depth
than we had ever done. The kinds of monitoring
studies that are being done now, area by area, and
the numbers of employees that we have in any
geographical area, can allow us to have customized
negotiations with providers and all kinds of inter-
esting semi HMO-like arrangements, if we want
them.

As a result of the size of the combined



members, we were able to consider performance
guarantees that go beyond the usual limitations of
phone-answering times and claim accuracy mea-
surement and actually look at performance. For
example, we would ask, “How many large claims
did you find before they became large?” So, if the
answer was 1,000 large claims and you did not find
them until it was too late, that would be a failure of
the system.

The size of the group also dictated that we
have back-up disaster plans. With a group this size,
we are able to have an entire unit that is ready to
go at a moment’s notice should the main service
body have a problem, whether it is mechanical, a
business problem or anything else.

The fee negotiations were all done en
masse, which makes it, at one level, much easier. At
another level, it makes it much more difficult, but
it does make it very effective. The prices members
are getting now are probably 30 percent to
50 percent less than the individual members were
able to obtain on their own, with discounts that are
probably 10 percent and 30 percent greater than
they were getting through the rates that they had
before. So the difference in cost is rather stagger-
ing.

An additional benefit of the size of the
coalition structure is that we are able to have
features such as executive claim handling, so the
executives would be taken care of in a preferred
way. Some of the employers do not want that;
others do. It is based on each company’s philosophi-
cal position toward its benefits programs.

There also are members who are putting
third country nationals into this program. They are
coming into this country and using the system, and
we find this trend is happening more and more. As
companies become more global, their employees are
coming back to the United States, or foreigners are
coming to the United States for the first time to get
health care. They are coming into a system like this
rather than going into a fee-for-service system.

Overall, our results are quite straightfor-
ward. We have leverage, with the marketplace and
with the vendors. In some cases, we have negoti-
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ated directly with providers where our volume is
sufficient. The coalition structure helps maintain a
market-share relationship so that we can have a
viable alternative in markets where HMO costs
may spike in a given year. We have found that, in
some markets, this program, demographically
adjusted, is more effective than many of the HMOs
in the same market. That was a big surprise for all
of us.

Part of the reason for the Study Group was
to see if we could build an HMO without walls that
would be effective in markets where the HMO
choices either had gotten out of hand or were
getting out of hand. Lastly, the goal was to increase
the price competition in the marketplace.

B Conclusion

The results are coming in through some of the
members and they demonstrate that there is a way
to solidify the market price and the market fluctua-
tions we have been seeing. This occurs, for ex-
ample, if you have an alternative to three or four
HMOs in a market where prices are rising very
rapidly and the underlying costs really are not. To
measure the actual costs in a market, we collect
data for some of the Study Group members on the
underlying HMO costs, either from published data
from the state insurance departments or from
direct claims activity data we get from the HMOs.

In our experience, we do not always find
that they are changing rates to match the underly-
ing costs that they are experiencing. We have found
that having an alternative, a managed care, HMO-
like program without walls, run by multiple
employers, is an effective ballast against that kind
of price increase.

Finally, it is a way for managed care
companies to increase volume without having the
expense, necessarily, either of acquisition of the
employees or of building new networks by using
existing PPO networks. Overall, we have found the
coalition format and the development of a managed
care alternative to HMOs to be a very, very effec-
tive tool.
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A Partnership with HMOs

by John B. Brence

B Introduction

The National HMO Purchasing Coalition compa-
nies came together to collectively select and partner
with locally competitive health maintenance
organizations (HMOs), to promote a high degree of
clinical quality, member access, and patient satis-
faction. While all the coalition companies have
other medical programs, including point-of-service
and indemnity plans, the coalition was formed
solely to focus on evaluating and selecting HMOs.

The coalition has two objectives. The first
was to ensure that the health plans were focusing
on quality, as defined from the clinical perspective.
The second was to leverage our group purchasing
power to lower the costs that our companies and
employees pay for health care. One of the driving
forces that brought the coalition companies to-
gether was a common belief that good quality costs
less. Getting things done right the first time has
always been the most cost-effective solution for all
of us.

B A Historical Perspective

The coalition was founded by Merrill Lynch and
American Express in 1992. Initially we tested the
concept in one market location. The results were
promising, so the next year, we expanded it to six
locations, including markets in California, Florida,
and New York. In 1995, the coalition expanded to
include nine Fortune 100 companies, and most
recently, we have expanded to 12 companies in
1998. Participating companies include American
Express, AMOCO, BP America, Gannett, The
Hartford, IBM, Lockheed Martin, Marriott, Merrill
Lynch, Mobil, Pfizer, and Sears.

One of the factors that led these companies
to pursue this joint effort was that, although each
company has a large employee base, with many
companies having over 50,000 employees, our

employees are scattered throughout the U.S. For
example, while Merrill Lynch has close to 50,000
U.S. employees, we are in all 50 states with over
650 sales offices, as well as various operations
locations.

Additionally, the coalition companies all
employed evaluation and selection methods focused
on selecting health plans on a market-by-market
basis. This, again, highlights the benefit of coming
together with other purchasers to increase our
leverage in the local marketplace.

B Coalition Guidelines

We tried to keep the guidelines of the coalition
simple. We selected three different plan designs to
meet the diverse needs of all member companies.
We all agree to offer the same two to four HMOs in
each marketplace and to drop or freeze enrollment
in any currently offered HMOs that are not selected
by the group.

In developing this model, we met with Alain
Enthovan to discuss the concept of managed
competition. We believe our market-based ap-
proach, which directs volume to a limited number of
plans, is one of the primary reasons for our success-
ful results. It is a different approach than most
other coalitions, where the emphasis typically is on
evaluating plans and allowing each company to
select any or all plans that meet the group’s stan-
dards.

Using this approach has helped us, in
terms of both partnering with the plans in quality
initiatives and in helping from an economic perspec-
tive. Table 11.1 provides a brief summary of the
standard plan designs. The major difference is that
there is some variation in terms of the copayments,
but all the plans offer the same scope of services
and coverage.

In defining a “market,” we try to make it as
large as possible, while recognizing the standard
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Prescription Drugs

$5 Generic, $5 Brand

Table 11.1

STANDARD PLAN DESIGN
Benefits Plan 1 Plan 2 Plan 3
Physician Copayment $10 $15 $15
Hospital Copayment $0 $0 $500
Emergency Room Capayment $50 $50 $100
Inpatient MH/SA 30 Days at 100% 30 Days at 100% 30 Days After $500 Copay
Outpatient MH/SA 40 Visits; $10 Copay 40 Visits; $15 Copay 40 Visits; $25 Copay

$5 Generic, $10 Brand $10 Generic, $10 Brand

service areas of the local HMOs. As a result, a
market could be defined as narrowly as a city, such
as Cleveland, Detroit, or New York; part of a state,
such as northern California or southern California;
or as broadly as an entire state, such as Alabama,
Tennessee, or Oregon.

Over time the coalition has expanded the
number of markets we cover. In 1996, the group
worked together in 27 markets, and expanded to 44
market locations in 1998. For each market, we send
a joint request for proposal (RFP) and ask the plans
to quote one rate, which will be used by all the
member companies for that location.

Not all companies participate in every
location. This provides flexibility to recognize the
differing priorities of member companies in differ-
ent locations. For example, one company may have
a small population in a location where other
coalition members have a sizable presence. This
approach prevents a company from being required
to offer more HMOs than warranted.

M Quality Initiatives

The coalition’s quality-review process has focused
on the quality of care from a clinical perspective.
Specifically, our approach builds upon the efforts of
National Council on Quality Assurance (NCQA)
and the Health Plan Employer Data and Informa-
tion Set (HEDIS) measures and expands the scope
to focus on the systems an HMO has in place to
ensure sick members get appropriate care. We look
for plans to have a comprehensive medical manage-
ment program that oversees all services, including
office visits, hospitalizations, test results, and
prescription drugs. We try to assess the capability
of plans to integrate data from disparate sources
and then use that data in a proactive way to
provide a clinical support system to help the
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doctors and hospitals in the network to improve the
health status and outcomes for their members.

We have been traveling the country for the
last several years conducting site visits in a num-
ber of different markets. At this point we under-
stand the administrative aspects of many plans.
When we meet with HMOs, we want to spend time
with the primary clinical staff responsible for
medical management. As part of the review, we ask
them to bring in the sanitized medical charts of
actual cases. The most important member of the
review team is a consulting physician, who reviews
the medical charts to ascertain how the plan’s
medical management program supported the
optimal treatment of its members. One component
of the process includes reviewing the quality-
assurance committees’ activities and meeting
minutes and examining the documentation for the
cases brought before the Quality Assurance com-
mittee in an effort to evaluate the committee’s
effectiveness.

We also look at what the plans do in terms
of profiling doctors and hospitals. What kind of
feedback do they give them? We also want to see
the range of data that is gathered, especially any
information that goes beyond the typical data items
that focus on utilization, per capita cost, access,
and customer service satisfaction issues.

Chart 11.2 illustrates our focus on mea-
sures plans take to try to get members the best care
as early in the illness cycle as possible. What we
have learned from our experience in analyzing the
data for our indemnity programs is that a very
small number of cases, typically less than 1 percent
of the population, is generally responsible for about
25 percent of costs. As a result, our approach to
reviewing quality has emphasized working with
HMOs to try to get optimal care for the very small
number of individuals who are at the greatest risk
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Chart 11.1
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of becoming catastrophically ill. It is hoped that
through the use of data integration and bringing to
bear a plan’s medical expertise, the HMO can
intervene in time to prevent individuals from
moving from the at-risk category to the cata-
strophic category.

In terms of the actual plan selection, we
consider a broad range of measures. The most
heavily weighted are the quality components—all
the facts that we collect from our on-site visits, as
well as HEDIS and NCQA accreditation results. We
look at factors such as employee satisfaction and
employer satisfaction, as well as access measures.
Compliance with the coalition’s plan designs is also
considered because one of the goals of all coalition
companies is to try to have the homogenous ben-
efits design across the country. The cost of a plan
relative to local competitors is evaluated as well.

We conduct a joint employee-satisfaction
survey. The results are then compiled for all of the
member companies, and that also is considered in

the selection process as well as giving the feedback
to the plans. Currently we are working with some
of the national managed care companies to conduct
clinical audits to ensure a continued focus on
quality initiatives.

B Results Highlights

We have seen some positive results in the form of
quality initiatives that have been adopted by the
plans with which we have been working. A number
of these changes may have been adopted indepen-
dently of our efforts, but we believe we have acted
as a catalyst to implementing new initiatives.

We continue to work with some HMOs
where the coalition has a large enrollment to
conduct pilot programs to test the efficacy of
existing medical management systems. The goal is
to take what we learn in the pilots and introduce
new programs in a number of locations.

By coming together as a group, we have
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been able to streamline the evaluation, selection
and negotiation process. An HMO can now com-
plete a single RFP rather than developing 12
separate responses. The group approach has
enabled each company to reduce the cost of the
administrative process because we can divide the
cost among member companies. This has enabled
coalition companies to participate in initiatives that

we may not be able to undertake on our own.

Going forward, we hope to move toward a
stronger emphasis on multiple year arrangements
and, with select plans, a more open sharing of
information, in terms of both the data that the
plans collect and any feedback we receive from our
employees.
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What Lies Ahead for Medical Benefits

by William S. Custer

B Introduction

It was a decade ago this spring when Dallas
Salisbury hired me at the Employee Benefit
Research Institute (EBRI), and I'd like to thank
him for that opportunity. Of course, I think I was a
lot smarter a decade ago. Then, when somebody
would ask me about health care reform, I would
shake my head and say it is not going to happen.
Today I'm going to try to persuade you that it is as
close as the next recession.

A decade ago I would argue that it was too
difficult to identify the winners in any health care
reform plan and very easy to identify the losers.
There was no single reform proposal that a major-
ity of stakeholders could agree was better than the
status quo. Public opinion polls indicated that the
voting public was concerned about health care, but
it was a relatively low priority issue. Without
broad-based support from an important segment of
the voting public, I argued that comprehensive
health reform just could not happen.

Then the recession of 1990 occurred. As a
result of that economic downturn, 2 million Ameri-
cans lost employment-based health insurance
coverage. Health care, as a political issue, surged in
importance. It was the deciding factor in the special
election for the Senate in Pennsylvania, and by the
1992 presidential election was the number two
issue in the voters’ minds after the economy. The
time for health reform was at hand.

But of course it did not happen. There have
been so many postmortems on the health reform
that never was it seems pointless to rehash them
here. But the simplest explanation is that by the
time the Clinton plan was unveiled it was too
late—in the voting public’s mind the crisis had
passed. The economy was growing strong—people
were back at work—health care cost inflation was
moderating, and the number of Americans with
insurance was no longer falling. Health care reform

had moved significantly down the ladder of impor-
tance in the minds of the electorate.

B Economic Growth

Over the last five years we have enjoyed an unprec-
edented period of economic growth. This growth
has been characterized by both high employment
and low inflation. There is a debate among econo-
mists as to whether this growth results from a
fundamental change in the economy or from a
series of fortunate supply shocks such as falling
energy prices.

One of the beneficial supply shocks at least
some economists have identified is a moderation in
the growth of health care costs—especially as a
component of compensation. There is also a debate
among health care analysts as to whether the
moderation in health care costs is due to a funda-
mental change in the way health care is delivered
or to a series of one-time cost savings.

B Health Care Cost Inflation

The health care delivery system has undergone a
rapid evolution during the past decade, both in
terms of technological innovation and in the
organization and financing of the delivery of health
care services. The efficiencies achieved by integra-
tion and consolidation, by changing provider
incentives, and by changing practice patterns have
resulted in significantly lower costs, but they are
one-time savings.

History shows that health care cost infla-

tion lags behind the business cycle by several years.

The primary drivers of health care inflation are the
adoption of new technology, changes in patient
demographics, and the fact that health care ser-
vices are labor intensive. There is some evidence
that managed care plans are slower to adopt new
technology, but the evidence is mixed. The popula-
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tion is aging, and as a result the demand for health
care services is likely to increase. Finally, the fact
that health care services are labor intensive means
that, as workers become more productive in other
sectors of the economy, they drive up wages,
increasing the costs of labor in the health care
delivery system. As a result, it seems likely that we
will see a return to health care cost inflation that is
greater than the growth rate of income.

What that means is that, in the event of a
recession, health care costs will increase as a
percentage of national income—they will increase
as a percentage of the federal budget, as a percent-
age of state and local budgets, as percentage of
compensation, and as a percentage of families’
incomes.

When health care costs rise faster than
incomes, the result is more Americans without
health insurance. As the cost of health insurance
becomes a larger part of family budgets, people
begin to more closely assess their own risk of
needing health care services against the cost of
health insurance. Those most likely to elect not to
purchase health insurance are the best risks. The
two groups most likely to reduce their purchase of
health insurance are therefore those whose family
incomes are low and those whose risks of needing
health care services are low. In the labor market,
those workers will seek out jobs where compensa-
tion is weighted toward cash and not health
benefits.

Bl Market Segmentation

Risk selection is an important issue in any insur-
ance market, but it has become more important as
the health insurance market has become increas-
ingly segmented. State insurance mandates have
increased the costs of coverage, driving small and
medium firms to self-insure. Small employers have
chosen not to offer expensive coverage, hiring
spouses of workers with coverage. With small risk
pools, it only takes a few good risks making a
personally rational decision to leave the pool to
make coverage unaffordable for poorer risks.
Employers seeking to manage their health care
costs have increased the share of the premium paid
by employees, resulting in 6 million workers
declining health insurance coverage offered to them
by their employers.

Congress has moved recently to further segment
the health insurance market by extending the tax
treatment of health insurance as an employee
benefit to the self-employed (many of whom pur-
chase health insurance in the individual market).
As appealing as this and other proposals to extend
a tax deduction to individuals might be in terms of
equity, they have a detrimental effect on health
insurance coverage.

Health insurance coverage tied to employ-
ment is the most efficient way to provide health
insurance in a voluntary market. This is because
individuals choose health insurance at the same
time they choose a job. By bundling the health
insurance purchase with all the other factors that
go into a job decision, the individual’s own assess-
ment of his or her risk of needing health care is
reduced in importance. Employment-based health
insurance thus reduces adverse risk selection and
allows health insurance to be purchased a lower
rate.

Equalizing the tax treatment between
individual and employment-based health insurance
would allow the best risks to leave the employer
group—but poorer risks would not leave. Thus, the
per employee cost of health insurance would
increase, leading some employers to drop coverage
altogether. The result of these policies might be a
decrease in health insurance coverage.

B Reform in Recession

So if the economy plunges into a recession, the
result is likely to be a rapid increase in the number
of Americans without health insurance. Health care
will return to the number two issue in the minds of
the voters, behind the economy, and politicians will
scramble for a solution to the newly rediscovered
health care crisis.

Having told you that there is going to be
health care reform, I might as well crawl out to the
tip of the branch and describe what that reform will
look like. A crisis is no time for the creation of new
ideas. It is likely that the reform that will be
enacted will be one of the proposals already under
discussion.

It is important to recognize two very
important facts about the American health care
system. The first is that Americans view health
care as a right. That is not a pejorative statement;



it is an observational statement. No matter how
much we talk about individual responsibility, we as
a country do not allow people to bleed to death on
the street regardless of the cause of their injury or
their ability to pay. Everybody in America gets
some level of care. Studies have found that the
uninsured spend about 60 cents for every dollar
spent by those privately insured. Those billions of
dollars come from state and local governments,
providers, and paying patients.

The second important fact is that health
care is financed through an insurance mechanism.
You can never forget the fundamentals of the
insurance market in designing a health care
financing system. The twin problems of moral
hazard and adverse selection must be accounted for
in any reform.

It seems unlikely, for example, that medical
savings accounts (MSAs) will play a large part in
this reform for two reasons. First, offered as a
choice, MSAs further segment the market because
they are most attractive to the best risks. Second,
and more importantly, in the midst of a recession
and health care crisis, voters are unlikely to
endorse a plan that appears to put more of their
own money at risk.

It seems even less likely that we would
adopt a national health care system patterned after
Canada or Northern Europe. Our national aversion
to government-run industries makes that unlikely.
What seems most likely is some form of managed
competition. Managed competition covers such a
wide range of proposals that the term has even less
meaning than managed care. The fundamental
aspect of managed care is a large well-defined risk
pool, where the individuals are presented with a set
of health plans that compete for enrollment on the
basis of price and quality.

There is an infinite range of managed
competition proposals that varies in terms of the
composition of the risk pool (i.e., it can be a whole
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state, a metropolitan area, employees of a large
firm, etc.), the regulation of the market (private
purchasing cooperatives or public regulatory
entities), and operation of the market (no con-
straints to price regulation).

And of course the appeal of these proposals
will depend on the details. But, as a political issue,
managed competition is appealing because it can be
attractive across the political spectrum. It has the
virtue of creating a market where individuals make
choices, and it can be designed to maximize cover-
age. It is this style of proposal that formed the
basis of President Bush’s health reform proposal in
the spring of 1992, and it was the basis of candi-
date Clinton’s campaign reform proposal in the fall
of that year.

For employers, the range of forms of
managed competition presents a challenge and an
opportunity. Many employers have complained of
the costs and time involved in providing health
benefits. In a policy forum not long ago an indi-
vidual speaker suggested that employers would be
better off “cashing out” employees and dropping
health insurance benefits. At the time, I told him
he was dreaming because individual employers
could not drop those benefits without reducing their
ability to attract and retain workers. However, in
the coming health care crisis employers could
support reforms that would remove them from the
health care financing system. Or they could support
reforms that provide a base level of coverage for
Americans but allow large employers to retain their
competitive edge in the labor market.

Now is the time for employers to have an
introspective discussion, both internally and within
the employer community, about their future role in
the health care delivery system. That discussion
should occur now, in the absence of a health care
crisis, so that employers will be ready when the
inevitable crisis occurs.

81



13

Confronting the Issue of Coverage

by Paul C. Harrington

B Introduction

As the health policy director for the Senate Labor
and Human Resources Committee, I work for the
Chairman, Sen. James Jeffords (R-VA.) This paper
represents solely my viewpoints, unless I attribute
them to Sen. Jeffords.

I owned a small business for about 15 years
and was unable to afford health insurance for my
employees or myself. I have served three terms in
the Vermont House of Representatives, and spon-
sored small group and individual market reform
that provides for guaranteed issuance of commu-
nity rating. The last time I looked, we had
10 participants in the individual market, and about
15 in the small group market. I held two positions
in the state government, one as an insurance
regulator. I worked for universal coverage in
Vermont and then helped administer workers’
compensation in Vermont. I bring all these perspec-
tives to my work on federal health care policy for
Sen. Jeffords.

Any conversation we have will always be
on the periphery, unless we somehow confront the
issue of coverage at some point in our country’s
future; however, I do not think this will be soon. As
long as we have an executive branch controlled by
one party and a legislative branch controlled by
another party, we will continue to be in a time of
incremental reform. More importantly, as long as
we have a strong economy and the low inflation
that we are currently enjoying, there will be strong
entropy to the steady state as far as our health care
system is concerned. But that could change very
quickly. The next presidential campaign could
provide both the timing and the forum for revisiting
this debate.

B Shifting Trends

From my perspective, my outlook has been affected

by three recent events. First, an Empoyee Benefit
Research Institute report in April 1997 indicated
that in 1995, 65 percent of men ages 55 to 64 were
in the work force. In 1965, that percentage was

85 percent. Over a span of 30 years, we have seen a
20 percent drop in the percentage of men in the
work force who are older than age 55 and younger
than age 65. That will have profound implications
for any future discussion of either social insurance
type of health care coverage or employment-based
coverage. Whether this is a plateau that has been
reached or a slope that will continue, we obviously
have some future problems that we have not fully
grasped.

Second, we went to the northern California
area in February to try to understand the changes
in the health care marketplace there. The newest
and most surprising information is that the medical
group practices that are forming there—which
represent the most effective level of accountability
and quality improvement—where the providers are
on a fee schedule, they are typically being paid 80
percent of Medicare’s fee schedule. That floored me
because, especially when I was in state govern-
ment, the common wisdom was that Medicare pays
below cost. In California, the private sector is
discounting Medicare. Medicare is cross-subsidizing
the private sector.

If California is a harbinger of where we are
going, this experience overturned a lot of my prior
assumptions, given that, at least on the public
sector side, we tend to get involved in rate setting
as opposed to some sort of negotiation, or competi-
tive pricing based on supply and demand.

Third, one of the questions asked in
connection with the future of medical benefits is
whether medical savings accounts (MSAs) will play
an even larger role in health care. The Health
Insurance Portability and Accountability Act
capped the number of accounts at 750,000. There
was a lot of debate as to whether that cap would be
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reached early, and there would be pent-up demand. I
am not going to argue about the benefits or problems
of MSAs. However, I do believe they are an example
of Congress making a decisions based on an ideologi-
cal perspective, and finding that sometimes the
market and consumers are completely out of sync
with where it thinks the American people can and
should go, or wants to go.

For any policymaker at the federal level,
especially one who is trying to achieve behavioral
change, that is a very humbling kind of experience
and a signal that the American people may not want
to go where Congress thinks it should be headed.

Another factor that is shaping my thought is
that although we have a very difficult access system
to explain, it is also a system that seems to work. As
long as you are employed and you have a high
income, or if you are unemployed and still have high
income, you are probably going to be covered in this
country.

The intractable problem we seem to be
unable to resolve is that 60 percent of Americans
who are working, or may not be working, have low
incomes. The current congressional debate focuses
on tax code changes to address coverage problems of
low-income Americans, but we are probably not
going to be able to change their situation through
tax code changes. There is not a lot of interest at this
point in focusing on the spending side, which is
probably where we could actually have an impact on
the 16 percent of Americans who lack health insur-
ance.

Another factor is that, while individuals who
work for firms that employ 50 or more employees
probably have health coverage available to them,
smaller firms are less likely to offer coverage. If a
very small firm has an employee, or an employee’s
family member, with a preexisting, high-cost medical
condition, the premium perhaps will be
unaffordable. So the notion that President Bush
alluded to—providing some pooling mechanism—
will continue to be the focus of congressional atten-
tion, in terms of the needs of smaller employers and
particularly smaller employers who have an em-
ployee with a preexisting medical condition living in
a state that has not taken action to provide for some
risk-sprending mechanism.

Bl Different Messages

In terms of the broad theme of long-term policy

implications for employee-based health plans, we
are probably going to hear different messages at
different times, based on whether the federal
government is trying to influence private-sector
behavior or it is actually in the business of paying
bills.

Concerning the latter, when we passed the
children’s health insurance program during the last
Congress, giving the states $24 billion over five
years with the option of either expanding Medicaid
or creating a private-sector response to cover
children under age 18, there was enormous concern
about crowd out. It was stipulated that if a state
either raised its Medicaid eligibility levels beyond a
certain amount or embraced an alternative to
Medicaid, it has to explicitly tell the Health Care
Financing Agency how it is going to prevent crowd
out.

In that instance, there was a profound
assumption on the part of Congress that the
employment-based access system is a good thing,
and that we do not want federal dollars to displace
the contributions that employers are making. This
assumption is in contrast to other opinions voiced
in current discussions that the marketplace does
not work because we have an employment-based
system and we need to move more toward a system
of individual choice. I am not sure that you can
reconcile these two positions. Either the federal
government is thought of as a payer or as a
policymaker.

As chair of both the Labor Committee and
the Finance Committee, Sen. Jeffords has advanced
three principles to guide the work he is trying to
achieve in this Congress. The first principle is that
the federal government has a fiduciary responsibil-
ity to meet the needs of vulnerable populations,
which he defines as the very young, the very old,
and the disabled population. We believe we have
done a good job in trying to meet the needs of the
very young. There will be ongoing efforts to meet
the needs of the disabled population, and certainly
the current Medicare commission, which will report
in March 1999, is an attempt to continue to ensure
that those older than age 65 will have health
insurance available to them.

The second principle is ensuring nondis-
crimination in this country, and the Kassebaum-
Kennedy legislation, the Health Insurance Port-
ability and Accountability Act, was a good first
start by Congress in that area. While I am not sure



what subsequent steps will be taken; that is an
appropriate role for Congress.

B Reflecting Social Values

The third principle is one that is probably guiding
this Congress to pursue policy that reflects our
social values, i.e., market-based health care reform.
That is a debate in which we probably will be
engaged under the broad heading of managed care
quality. How is the marketplace evolving, and does
that evolution fundamentally reflect our societal
values?

How this will be played out is unclear. We
may have some early indications fairly quickly,
however. Sen. D’Amato (R-NY) offered, as an
amendment to the Internal Revenue Service
restructuring bill, a bill that has been characterized
as requiring in-patient mastectomy length of stay
as a national bill. He has since amended it so that
it does not require 24 hours of in-patient mastec-
tomy care, but rather has the provider, the physi-
cian, in consultation with the patient, determine if,
on the basis of medical necessity, there should be
in-patient care for the person undergoing the
mastectomy. Secondly, the proposal has a broad,
federal preemption of state law. All state laws
relating to mastectomy length of stay would be
preempted, and there would be a single federal
standard.

Sen. Jeffords does not believe that Con-
gress should be in the business of passing medical
practice guidelines on the Senate floor. But he is
particularly concerned that the bill would basically
negate health plans’ utilization review processes,
and he is troubled by this issue of whether we
should move toward federal regulation of insurance
with complete preemption of state insurance law.

How we resolve the tension between
national carriers and state-based carriers, preemp-
tive standards and deference to the states, is a bit
of the same debate we have had about the Em-
ployee Retirement Income Security Act of 1974
(ERISA). At issue is whether ERISA is truly
tailored to the large, multi-state single employers,
or, as another proposal advocates, it should be
opened up and small employers should be allowed
basically to band together and create national
health care purchasing cooperatives or national
purchasing associations that follow national
standards.

Chapter 13

There are five working groups at play. Both
the House and Senate Republicans have task
forces. Certainly the Democratic caucus is in both
bodies, and then there is a bicameral bipartisan
task force of Sens Jeffords, Joseph Lieberman (D-
CT), and John Chaffee (R-RI) and Congresswoman
Johnson (R-CT). This group could provide the
bridge between the various partisan efforts.

The real wild card in this whole debate,
and the action members of Congress could take
that could have profound implications for the
employment-based access system, is whether they
started to breach the ERISA liability issue and
provide for a state tort access through ERISA.

Sen. Jeffords has argued strongly against this
happening and has promoted an external grievance
repeal process as an alternative to it. And there is
consensus around that.

B Conclusion

What is guiding our work is a profound sense of
humility in view of the fact that there are always
unintended consequences when you enact legisla-
tion. One of the liabilities of working in health care
policy too long is that you come to appreciate these
unintended consequences more and more. It is
hoped that this awareness will guide Congress’s
behavior. We need a thoughtful debate about an
evolving federalism. What are the appropriate
responsibilities for the federal government? What
are the appropriate responsibilities for the state? I
am not optimistic that we will have this level of
discussion because I am afraid that each discrete
issue will somehow shape the nature of this rela-
tionship.

If I had to design a coverage system at this
point, it would probably be based on an individual
mandate that could be satisfied through proof of
coverage. Individuals would satisfy the mandate
and fulfill their responsibility if they had employ-
ment-sponsored coverage, if they had Medicaid and
Medicare, or perhaps even if they belonged to a
community that agreed to collectively meet the
health care needs of its indigent members. But
until we finally come to grips with that as a coun-
try, we will continue to try to deal with costs and
quality issues absent our ability to fundamentally
get at the heart of this problem, which has to do
with the coverage issue.
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Providing Health Benefits: What Motivates

Employers?

by Richard Ostuw

B Introduction

I primarily see the world through the eyes of large
employers, and one of the things I have found so
interesting is that we all see a lot of the same
issues very differently—or at least we see the same
developments very differently. That is why I want
to address this topic from the perspective of the
large employers. What is motivating them to do
different things, and how can we look at those
motivations to anticipate what they may do differ-
ently in the future? Certainly, everyone will do
different things in the future. We live in a very
dynamic world, and health care is an extraordinar-
ily dynamic segment.

B The Business Purpose of
Benefits

What is the business purpose of health care ben-
efits? In a sense, we could view it as the business
purpose of anything else that employers do that
relates to their employees. And the simple thing
that we have heard for probably our lifetime is that
the purpose is to attract, retain, and motivate
employees. (See chart 14.1.) We know people pay
salaries on that basis.

You could ask, why do companies pay

Chart 14.1
EMPLOYER ROLE

- Business purpose: attract, retain and motivate employees

+ Continuum of employer goals
— employee needs orientation
— compensation orientation

« Complexity of issue
— changing and diverse business needs and philosophy
— changing and diverse employee needs and expectations
— changing health care environment

people salaries? Other than meeting minimum
wage requirements, they do it because they need to
attract, retain, and motivate people who are going
to be productive in meeting their business needs.
That relates to delivering products to customers in
whatever form and to other purposes. To the extent
that health care benefits help them meet that goal
in a cost-competitive way, then health care benefits
satisfy the business purpose of that employer. If
health care benefits get in the way, then there is a
better way to spend that money.

There is a natural tension in any element
of compensation, whether it is health care benefits,
salaries, or whatever, in that the more the company
provides, the better it is in terms of attracting,
retaining, and motivating employees. But the more
money the company spends on compensation costs,
the harder it is to develop competitive products to
sell to the marketplace. That is the natural tension
that employers face every day. And it changes
almost every day.

We have very complex issues, but employ-
ers can be divided into those who have an em-
ployee-needs orientation and those who have a
compensation orientation to health care benefits.
(See chart 14.2) Employers have moved a great deal
along that continuum over the last 20 years. While

Chart 14.2
CHANGE IN EMPLOYER ORIENTATION

Employers will continue to shift
— from a benefit needs orientation
— to a compensation orientation
+ Implications include:
— meaningful choice in number/type of plan options
— reduced employer contribution for dependent costs
— reduced emphasis on employer role in plan design and
administration
— increased emphasis on employee appreciation (relative to cost)
— continue emphasis on cost management
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there have always been some employers at all
points in that continuum over time, there has
definitely been a shift in the mainstream.

Employers once had a primary focus on
employee needs. We provide health care benefits
because employees need them. From a compensa-
tion perspective, perhaps the way to look at that
rationally is that, for the aggregate compensation
to the aggregate employee group, the most cost-
efficient method of compensating employees is to
address their needs. Because some employees need
a lot of money to fund their health care costs, and
some need none, if you give everybody the same
amount, it is less efficient in meeting those em-
ployee needs. And in the aggregate, employees need
to come up with that money.

The system is more efficient when you
direct the money to those who need it most. That is
the old school; we used to call that paternalism.
The trend clearly has been toward more of a
compensation-oriented structure. There have been
discussions about moving to a mechanism of
defined contribution. Probably everyone who says
that has a different definition of a defined contribu-
tion mechanism. In the extreme, a more accurate
term would be a voucher system, where a company
says, “You go do whatever you want. We'll give you
money.”

Few large employers would seriously think
about that today. But definitely they want to have
their benefits be more compensation oriented than
they have been in the past. But it is worth a
reminder that this is a very complex issue. There
are not two simple categories that define each
issue. There is a continuum dealing with every-
thing. There are certain mainstream areas where,
instead of homogeneity, large blocks of people or
companies have similar views, but they change.

B Changing Business Needs

Therefore, the first issue, in terms of complexity, is
that business needs and philosophy have been
changing tremendously and are very diverse. And
they are diverse among industries. So, if it is fast
food or automotive manufacturing, it is easy to
understand very, very different needs, very differ-
ent philosophies, very different business pressures
in those industries. But the differences within an
industry are almost as great.

And things change. The nature of interna-
tional competition is not like it was 10 years ago. It
is continually changing. Much greater pressures
exist now because the movement of jobs, movement
of product purchase, movement of everything is so
much faster, and cost competition is enormous.
Additionally, employee needs and expectations vary
a lot and change a lot over time. So part of the
complexity is that, for a given employer, there is
diversity of need and expectation within the work
force. And, among employers, there is diversity to
an even greater degree. And it all changed over
time.

One of the things I have enjoyed in consult-
ing about health care plans over the last 20 years is
that the product cycle only lasts about a year or two
or three because everything changes so dynami-
cally. There is always something new, always a
different pressure. Who would have predicted five
years ago that hospitals would be buying up
physician practices, or that the physicians who still
go to their offices and look like they are indepen-
dent practitioners are actually employees of
hospitals? We probably have not yet seen the
beginning of the implications of that.

l A Shift in Employer Orientation

We have seen a tremendous shift from a benefits-
needs orientation to a compensation orientation.
We saw a fairly significant shift in the visible signs
of that in the early 1980s, and then through the
1980s as companies moved to flexible benefit
programs. That was a very explicit statement about
changing health care from a paternalistic thing
that companies did to help employees meet a need,
toward something that said, “We, as an employer,
have a certain role in health care, in identifying
what plans to make available, and contributing
toward the cost. And you, the employee, have
certain responsibilities in deciding on what’s
appropriate for you and paying whatever additional
cost is necessary.”

Today, we see a further extension of that,
with increases in the share of the cost the employee
picks up and a shift between how much the com-
pany pays for employee coverage and dependent
coverage. This means we see movement of some
employers who commonly—certainly not univer-
sally—view their role as providing meaningful



choice in the number and type of plans. So, we still
see some employers that offer employees 8 or
10 options in a given marketplace.

By and large, however, those companies
have said, “It’s more trouble than it’s worth. It’s too
expensive to maintain that many choices, and it’s
confusing t¢ employees.” They believe this is an
example of where less might be more, that if
employees can better understand the choices
available to them, they might actually make better
choices. If they are overwhelmed with information,
they may make worse choices. On the other side,
companies that used to think one plan is enough
increasingly feel that it is not enough. But the
differences ought to be meaningful differences, not
cosmetic differences.

Reduced contributions for dependent
coverage is a clear part of that. Clearly, in the
single-worker family, or for the children in a two-
worker family, there is an issue of who pays for
dependent coverage. At least among large employ-
ers, employers pay the bulk of that cost. But from
the pure point of view of compensation, it is not
equitable when you have two workers who do the
same job and one gets more money from the
employer than the other. But companies do not say,
“Well, if you have a large family, your food bill is
probably larger, and so we'’re going to give you more
compensation to cover that cost.” Nobody would
think about it. But if we separate the emotion from
the substance of the health care issues, it is really
the same.

B Reduced Emphasis on the
Employer Role

Similarly, there is reduced emphasis on the em-
ployer role in plan design and administration. We
definitely are moving from what I sometimes refer
to as a wholesale market to a retail market.
Employers definitely are more interested in saying,
“We're going to make some plans available to you,
but they’re going to be standard product kind of
offerings from the plans. We’re not going to worry
so much about what the dollar limits are for some
particular procedure. We're not going to worry so
much about which things are viewed and defined as
experimental and which are accepted. We're not
going to worry about some issues such as new
medication or in vitro fertilization, or other things
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like that.” In short, they are saying, “We're not
going to micromanage those things. We're going to
view our dollar contribution towards the premium
as the compensation element.”

There also is increased emphasis on
employee appreciation. Almost all of the backlash
to managed care is not really about outcomes. It is
really about the quality of service. It is about the
satisfaction with the process. It is similar to the
attitude about customer service or member service:
It is more than how someone answers the phone
when you call member services; it is the entire
experience. We have seen a lot of change in a lot of
industries, and particularly a lot more focus on
customer service. Health care probably has more
opportunity for improvement than most industries,
in truly being oriented to the customer in all
respects.

Hl The Prevalence of Cost
Management

Continued emphasis on cost management is a
given. Early in the 1990s, when there were dra-
matic changes in what companies did, it was
because cost was a survival issue. And although it
may not be quite the survival issue that it was a
few years ago, there is no question that it is an
absolute. Companies do not have a choice about
whether to manage their costs. Companies have to
manage their costs. Enlightened employers realize
that cost is not everything, but there are not any
employers that really can get by without paying
attention to cost control.

Bl A Test for Employee Benefits

Chart 14.3 displays a test that I use to identify
some of the criteria that employers use to answer
the question, “Should we provide health care
benefits, and, if so, in what form?” This list of nine
questions in the chart does not represent the entire
set of criteria for every employer; they probably are
not the entire set of criteria for any employer. But it
gives some clues about the implicit or explicit
process that companies go through in saying, “We
should do this or we shouldn’t,” or “This is how we
should change.”

First, does the employer add significant
value in arranging for coverage? And for health
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The employer adds significant value arranging for coverage.
. The cost of managing the arrangement is modest.
. The employer contribution toward the cost is acceptable.

. The arrangement helps attract and retain productive employees.

N DWW N

employees on non-productive activities.

o~

. The employer contribution toward the cost is a reasonable allocation of the compensation dolfar.

. The arrangement enhances employee productivity by enhancing employee health.
- The value of the program (after-tax) as perceived by employees exceeds the employer cost.
9. Employee expectations can be managed, to avoid employee dissatisfaction.

Chart 14.3
A TEST FOR EMPLOYEE BENEFITS

Yes No

. The presence of the arrangement enhances employee productivity by reducing the time spend by

care benefits, there is no question that this is true
for large employers. The smaller the organization,
the less it is true. Generally, individuals can get
better coverage at a better price through an em-
ployer than they can on their own. As long as that
1s true, the employer provides value to the em-
ployee—even if the employer does not contribute to
the cost—merely by arranging for coverage. If the
employer can provide value to the employee with-
out spending money, then it definitely helps in
attracting, retaining, and motivating employees
without increasing its product costs. To the extent
that health care meets this goal, that is one factor
on the side of continuing to offer health care
coverage.

Is there a modest cost associated with
managing the arrangement? The jury may be out
right now because it is expensive for employers to
maintain this coverage—and not just the employer
contribution. When selecting providers, dealing
with the problems, a lot of the employers, in my
experience say, “I wish we could get out of this.” It
is not so much because of the money they are
spending but because of the hassle that they are
going through and the lack of employee satisfac-
tion. This is a critical issue for a lot of companies,
and it is why a lot of companies are reducing the
number of options they offer.

Is the employer contribution acceptable?
By and large, today it is. Five years ago, eight years
ago, by and large it was not. And that is why over
about five years, corporate America basically moved
from an indemnity-based delivery system to a
managed care-based delivery system: the view was
that cost was not acceptable. Today, the cost is
acceptable, but there is concern about escalation in
costs. So, we will see a lot of attention to dealing

with increases. And we probably will start seeing
more increases, and this will be put to the test.

Is the employer contribution a reasonable
allocation of the compensation dollar? That ques-
tion receives a lot of pressure today. Many employ-
ers today are saying, “We need to move to more of a
performance-oriented culture. We need to have
people be motivated and rewarded based on their
individual performance and company performance.”
Spending a lot of the compensation dollar on
medical benefits is inconsistent with that. It is not
based on company performance; it is not based on
individual performance. And that is one of the
issues that will cause continued movement: shrink-
age of the employer money spent on medical
benefits and the use of that money elsewhere in the
compensation program.

Does the arrangement help attract and
retain productive employees? How many people
would work for the company they do if it did not
offer medical coverage? To some degree, it is a
barometer for the overall environment, a statement
of, does the company care about employees? But it
is also a broader question, and definitely, in today’s
environment, it is a necessary part of the program.

The sixth question has to do with the
presence of the arrangement. It enhances employee
productivity by reducing nonproductive time spent
by employees. If the company did not provide
coverage, how much time would employees waste
by running around, either finding coverage or
dealing with problems on their own, or changing
coverage when they found that they had to? That
definitely is one of the factors.

Does it improve employee health? That is
tougher to answer because, to a large degree, if the
employer did not provide coverage, most employees
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Chart 14.4
FORCES SUPPORTING CONTINUED EMPLOYER
RoOLE

+ The employer adds significant value arranging for coverage

« The employer contribution toward the cost is acceptable

- The arrangement helps attract and retain productive employees

+ The presence of the arrangement enhances employee
productivity by reducing the time spent by employees on non-
productive activities

« The arrangement enhances employee productivity by enhancing
employee health

« The value of the program (after-tax) as perceived by employees
exceeds the employer cost

would find a way to buy it someplace and have it
anyway. But it probably would be less liberal, and
there may be other complications. Perhaps employ-
ees would not deal with chronic health problems.
They might be out on disability longer. We defi-
nitely are seeing a movement toward more focus
not just on containing the money spent on health
care but also what that means in terms of disability
costs.

Is the value of the program perceived by
employees greater than the cost? Personally, I
think that is the ultimate test. If employees per-
ceive the value to be less than the cost, then the
employer ought to take the money out of the
program and give it to people in cash. Why go
through all this trouble if employees think the
dollars spent are worth more than what they are
getting? The fact that the companies keep doing it
says something about this relationship between
perceived value and actual cost.

And last, can employee expectations be
managed? That is one of the biggest issues, and a
lot of companies are thinking about getting out of
the business one way or another. It may be more of
an issue with postretirement coverage than active
coverage. It represents the feeling that, “The

Chart 14.5
FORCES CONFLICTING WITH EMPLOYER ROLE

+ The cost of managing the arrangement is modest

+ The employer contribution toward the cost is a reasonable
allocation of the compensation dollar

- Employee expectations can be managed, to avoid employee
dissatisfaction

system is so difficult to manage, we’ll never satisfy
employees’ expectations, and therefore, maybe
we're better off not playing in the game.” We are a
long way from that. But it is why, if you look at
what companies are trying to do, you need to ask
what are they working on. What are their con-
cerns? Employee satisfaction is such a big part of
that because we are in a tight labor market. It is
hard to find the skilled workers that we need. And
so dealing with the underlying causes of employee
dissatisfaction and managing expectations is a
critical issue.

If I look at those nine items, what are the
things that say companies will continue to provide
medical coverage? Charts 14.4 and 14.5 show that
there are criteria that support continued health
coverage, some more so than others, but there also
are some that say it conflicts with our objectives.

In conclusion, a well-designed health care
benefits program that operates effectively helps
employers succeed. As long as that is true, employ-
ers will continue to provide these benefits. If
employers do not feel the plans are contributing, we
will see a widespread withdrawal from sponsorship
of health benefits.
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Questions and Answers

Dallas L. Salisbury

B Session |

Q. Paul Fronstin’s chart 1.4 in “Features of Em-
ployment-Based Health Plans showed employer
coverage rebounding after 1992. That was
connected to the slowdown in costs, which Jessie
Gruman discussed. Is some of this attributable
to employment growth? Is the rebound in
employment after the recession a possible factor
as well?

A. Absolutely. It is not necessarily a rebound, but
the erosion has stopped. The year-to-year
increases are really small—less than 0.5 per-
cent. There has been a downsizing of
CHAMPUS—fewer people coming out of the
military, fewer people coming out of the Medic-
aid program. We believe these people are
moving into private-sector jobs or public-sector
jobs, and some of them are picking up coverage;
others are not. So, we still have an increase in
the uninsured, but we are starting to see an
increase in employer-based coverage. This might
reflect a redistribution of the population in
various programs.

Q. One of the things that struck me during the
presentations is the mention of state-of-the-art
care, which requires research. And research
requires the sharing of information. Yet, a lot of
us are involved in the privacy debate. In fact,
many proposed legislative initiatives would
impede that sharing of information. Could
anyone address the seeming dichotomy between
the need to share information and the privacy
legislation that may, in fact, prevent that
sharing of the information?

A. On balance, there has been entirely too little
public attention to this issue, even though there
has been quite a lot of private attention and

activity, and a coalition is working on this very
productively. On the one hand, everyone sup-
ports the principle of confidentiality, meaning
that no individual patient’s records or informa-
tion should be disclosed inappropriately. On the
other hand, we need to have access to informa-
tion with respect to quality-assurance activities,
best practices, and state-of-the-art therapies and
pharmaceuticals.

A. broad coalition of stakeholders, representing

many different perspectives, is beginning to
come together—at least philosophically—on this
issue. We need to have the data to do what we
want and to achieve our expectations. But in
particular, the European Union activities, which
begin at the end of October this year, run
counter to this principle of getting information
with respect to quality assurance. This is
probably because their delivery systems have
not yet reached the state of our delivery sys-
tems, where we are engaging in disease manage-
ment and case management and beginning to
get outcome information.

. I was intrigued by the idea of employers moving

to a defined contribution approach to health
care. The Medicare commission also has been
talking about this as an alternative way to
finance Medicare. At the same time, you've
mentioned the increasing share that employees
have had to pay for family coverage. Would
moving to a defined contribution approach lead
to behavior that would lower cost plans and
further erode family coverage?

A. It would definitely lead to a lot of risk stratifica-

tion. If we do not find some way of solving the
risk-adjustment problem, it generates such
political backlash that even if it makes rational
sense, and even if you believe people are willing
to live with their choices, we do not know how to
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pull it off mechanically in a halfway equitable
way.

The second issue concerning defined
contribution is, how confident can employees
and Medicare patients be that a defined contri-
bution is going to keep pace with costs? If it is a
capped contribution, without an index based on
what is happening in the market, reaction would
be fast and furious. So you first have the issue of
whether the defined cap contribution keeps
pace. Then, even if you move to risk stratifica-
tion where you have a defined cap, you run into
the issue of whether it is fair, in our culture, to
charge me more if my family is sicker, even if I
had no control over the fact that my family is
sicker and has higher costs.

The enemy of simplicity is equity. You get
into equity issues for the employer payer, equity
issues for the average enrollee, and equity
issues for the sicker enrollee.

A. Along with a defined contribution approach,

employee report cards would seem to go hand-
in-hand with giving employees those kinds of
choices. There was some discussion that employ-
ers continue to use costs, and not quality, as
their primary factor in making decisions.
Likewise, in situations where employers do
provide quality information to their employees,
employees do not know how to use that informa-
tion. And the majority of those employees still
made the decision based on the contribution and
whether their doctor is in the network. So we
have to get better at providing the information
that will allow them to make a decision based on
factors other than contributions.

A. Probably more employers than you think use

some form of equal contribution. But there also
1s this issue of risk segmentation. It is possible
to have equivalent contributions that get around
the problems of risk segmentation, but it is not
simple. The simple methods tend to exacerbate
the problems. So while it is possible, it may
seem inequitable to do it that way. But it is
really the practical way to do it and the way
that preserves the system and avoids the
penalty for people who are sicker than the
average, or are in a cohort, whether it’s by age or
location, that would cause them to pay substan-
tially more than would otherwise be equitable.

Q.

Generally, employers that offer multiple plans
do have some degree of equivalent contributions
for people selecting different plans. And, gener-
ally, their objective is for employees to have
financial incentives to choose more cost-effective
plans.

I would put the risk situation under the rubric
of “adverse selection.” The potential for adverse
selection is very significant any time you have
choices. It does not make any difference whether
you are talking about buying automobiles or
health plans. That is a reality of marketplaces.

The alternative to adverse section is to
eliminate choice. So, for example, you could force
all employees to choose a medical savings
account. That would be the only way that you
could provide insurance and have no adverse
selection. It would all be done the same way.

We believe we should confront adverse
selection and figure out what behavioral
changes and what regulatory changes, if any,
make sense. That acknowledges that adverse
selection is a downside of choice, regardless of
the arena in which you make the choice.

With respect to accountability and the size
of the contribution, the government could
establish the size of the contribution; that would
be no different than any other price control. The
marketplace would assist in the size of the
contribution, just as it does in the type of benefit
provided now.

If we were to have a defined contribution
system and I decided to low-ball the size of the
contribution, how would that affect my employ-
ees? All it takes is for one of my competitors to
offer a higher defined contribution, and I lose
that valued person and my investment in that
person. So, I am directly accountable under such
a system.

Then there is the huge employer that
decides on the size of that contribution through
negotiation with a labor union, or perhaps with
several unions. The negotiation actually be-
comes much simpler. Accountability remains,
but instead of arguing over all the different
benefits to include, the argument would be over
one number.

The employees’ representatives would like
the number to be higher. The employers are apt



to want the number to be lower. Somewhere in
there will be the common ground, but the
negotiation would be over one point. So we
believe this mechanism deserves significant
attention, particularly in contrast to our current
dilemma, where accountability can be very
painful for employers and is apt to become more
$0.

. If you go back to 1983 or 1984, when the 401(k)
first came in, people said individuals were too
dumb to invest their own money. If you allow
people to make decisions and provide a contribu-
tion on their behalf, in 15 years we will not have
the problem of information being shared because
the people who are making a marketplace
decision will demand the kind of information
that Fidelity and other vendors are giving them
today on the 401(k).

Why not give people the opportunity to
make decisions? They are doing a good job in
investing their retirement money. They will do
the same thing if you let them have the opportu-
nity to make the decisions on health care.

A. While workers see that the financial industry is

capable of providing that information, EBRI has
published a Retirement Confidence Survey,
similar to the survey in the health care area,
which shows that, unfortunately, a lot of people
still do not know how to invest their dollars
correctly to provide for adequate retirement. We
still are a long way in the pension education
area from where we started in 1985. We have
made tremendous inroads, so this is not a black-
and-white issue. And, it is true: workers have
demanded that information, and a good number
are getting up to speed.

People who have pension education do
better in investing. But in health care, we do not
have the same partnering in the public and
private sector that we have in pension and
retirement education—the massive coordination
among the employer community, the nonprofits,
the financial industry, and the government. And
we do not have the same grassroots, public
education campaign in health that we have in
the retirement area. That would make the
situation for workers devastating. They do not
have the information. The issue of their leverage
in the market right now is very questionable.

Chapter 15

We are missing this middle effort, where
there are public/private activities that are not
regulated, not mandated by Congress, and not
totally initiated by the government. But, similar
to the retirement savings education, teaching
individuals and employers about how to pur-
chase on the basis of quality and teaching
workers how to make decisions can only be
accomplished through the power of the market
and the initiatives and guidance of people who
have a national perspective.

A. Even if people make rational choices based on

their health status, 80 percent of them are
healthy, and they are going to consume far less
than the amount of their defined contribution.
Then there is the rational decision on health
care and the amenities they could buy, such as
health clubs. We literally do not have enough
money to pay for the costs, via insurance, of the
people who incur 60 percent to 70 percent of the
costs. So the market does not work in a sense,
partly because of the insurance functions. It is
not the same as investing one’s individual
savings.

A. While a great deal of savings and investment

education is going on, there is not nearly as
much education on what you should do with
your money if you leave your job and get your
lump sum. The EBRI Retirement Confidence
Survey pointed out that, in fact, about 20
percent of the people who get a lump sum roll it
over or keep it in the retirement savings area.
And there is no particular incentive for employ-
ers to educate people about what to do with that
lump sum because these are people who are
leaving them.

However, close to 70 percent or 80 percent
of the money that is distributed in lump sums is
rolled over. What that shows on the retirement
side—where the information is much simpler
and professionals have a pretty good grasp of
how to make the judgments—is that we do not
yet know the perfect way to choose among
health plans.

In the retirement plan situation, wealthy
people with a lot of money at stake are providing
for themselves, and low-income people with
small balances, who are getting small distribu-
tions, are spending it on their immediate needs,
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which may be an immediate rational decision for
them. They may need that money to pay the
rent or pay for their kid to go to school. They
may not be able to put it away for retirement.

The discussions about empowering people
to make choices and negotiate their own way
through the provider community, and health
care, are much more complex. The stratification
is not just one of risk, it is one of confidence, of
capability, of actually splitting the country into
various economic classifications, in terms of who
can, in fact, take advantage of what is made
available to them. This is a very long-term issue,
and it needs some sensitivity about the people
who are able to make these judgments.

. Virtually every news magazine now has its own

separate survey of health plans. We have to
respond to these very different methodologies.
In principle, this is not a bad trend, but if you
think about the infrastructure demands and the
lack of uniformity, there has to be a better way
for us to get our hands around the question of
how are people doing. How do they compare
with their colleagues in giving consumers the
kind of information they need to have?

A. One important issue is to figure out how to

restore the trust that the American people have
in managed care, which they need to have in
health care. In terms of the perspective from the
U.S. Department of Labor, it would be probably
more in the area of consumer protection. Trust
and accountability are important. We have to
start, in a very fundamental way, to get back to
where we were in the 1980s.

A. The top issue for health plans is customer

service. Many of the issues that are discussed in
the political arena, in either the federal or state
venue, from the perspective of the provider or a
consumer, relate to customer service. We need to
give a great deal of thought to the training of
customer service representatives and the
challenges they are being asked to take on in
terms of information dissemination, evaluating
options for individuals who are calling them and
asking opinions, etc. This is causing a number of
individuals within the health plan arena to go
back and think about the new challenges that
are faced by those at the first point of entry.

The frustration here is that, as that gets
played out in a political arena, we see a number
of the legislative proposals aimed directly at
responding to some of the customer service
challenges. You cannot use government regula-
tion to deal with these issues.

That is not to say that we are putting our
heads in the sand and ignoring challenges and
issues; and we need to continue to improve
performance in that arena. I suspect that in two
years, in terms of the key issue, there is going to
be even greater demand for customer service
across the board. This won’t simply be demand
placed on those who are answering the phones
or providing information for prospective health
plan members, but it will be very broad demand
in terms of interacting with physicians, the
whole clinical side, providing information,
decision support, etc.

A. Value is determined by the person who is served

by the system, or the patient. I always have
approached reform of the health care system
with the rubric, “Put the patient in the driver’s
seat.” When I was a teenager, the automotive
industry told us that what we wanted to drive
around were big boats that were expensive,
unreliable, and uneconomical. But some com-
petitors came along and said, “We think maybe
Americans would like automobiles that are less
expensive, more comfortable, smaller, more
reliable, and more economical.” And they almost
blew our automotive industry out of the water.
But if you go shopping for an automobile today,
you will find American vehicles that are smaller,
more reliable, more economical, more comfort-
able, and less expensive.

To design a system, we have to learn from
all the lessons, learn from the imperfections of
what we have done before, and see if we can
bring value to patients or prospective patients.

A. We have to make sure that customer service

ultimately comes down to quality of care and
state-of-the-art medicine, along with dealing
with the scary anecdotes, such as the baby who
did not get treatment for her potential blind-
ness. If we do not make that the highest priority,
then all the great telephone response times,
friendly receptionists, and nice sofas in the
waiting room will not save the health care



delivery system. We have to give people good
quality care.

Q. At the end of the 1980s, a lot of insured plans
ran to ERISA, not just to managed care because
of the number of state mandates. People went to
their legislators and said, “Pay for this. Pay for
that. We want the plan to pay for this, that, or
the other.”

How can any of these systems, be they
defined contribution or whatever, respond
responsibly to demand? We have finite resources;
we cannot pay for everything. To some patients,
value and quality also mean the equivalent of, “I
got what I wanted.” Having access to brand-new
procedures, as soon as they are announced, is the
definition of quality care and of value.

How would these various systems, be they
defined contribution or the evolution of managed
care, respond to that? And, does value also mean
that I can sue if I did not get what I wanted?

A. Tt is a very confusing area. One study showed
that, although plans left the fully insured market
and went to self-insured, it turns out that self-
insured and fully insured plans have similar
benefit structures. So, what is going on has
become mystifying to us. Then, we looked at
bare-bones plans and found out that, indeed,
workers and employers rejected less costly plans
that offered fewer benefits. So the tension
between costs and the array of benefits and the
demand is a very difficult issue, and surveys and
trends do not seem to provide answers.

With respect to demand and the issue of
suing plans—the fundamental issue is, how do
you restore accountability in our health care
system? What about the issue of quality, of
assurance that, at the end of the day, there is
some way you can pay for additional medical
costs?

When you ask people what would make a
health care system accountable, there is linkage
through a financial incentive for providers and
plans to do the right thing up front. If we in the
health care system make the cost of doing
nothing “nothing”—if you can deny benefits and
never pay anything—then we have not given
anyone the financial incentive to do the right
thing, to do quality care, as the first thing they
do.

Chapter 15

A. The issue of value really does turn on customer

service, and it is not about sofas. It is about
people being able to get answers to their ques-
tions when they are confused, when they are ill,
when they are frightened, or when a member of
their family has some potentially dreaded
disease. It is about physicians not being able to
give a rapid response sometimes. It is not
necessarily about being able to best present
what we have contributed to the delivery system
so people can react to it and can evaluate it.
This whole area of value and customer service
should be thought of very broadly.

Second is the issue of expectations. Viagra
is a good case in point because it should turn all
of our attention to, “What are we prepared to
support? What are we prepared to fund?” There
had been some discussion about whether Viagra
should be covered because birth control pills
were not necessarily or always covered. ACOG,
the group that represents obstetricians and
gynecologists, has called for mandatory coverage
of birth control pills. We will see quite a lot of
that. The question could just as well have been
tied to experimental procedures, new therapies,
or new technology. We are going to have to
confront all of these issues. Those who are
sitting at the employee benefits table have to do
it implicitly every day.

Our society is not evaluating these issues
and those trade-offs. And, yes, there are trade-
offs. That probably is one of the reasons behind
the current high-tempered debate. There is no
process in our society for technology assessment
in any one place, so we see quite a lot of extraor-
dinary efforts going on, by plans and hospitals.

Physicians in this country have made some
of the most provocative arguments about why
the current tort system does not work. They
have said that it encourages defensive medicine
and encourages people to sweep things under
the carpet, instead of learning from their
mistakes, getting better, and improving quality.
We are hitting the mark and beginning to know
not only how to measure quality but to drive
home better quality. The question is, do we take
a flawed system and extend it more broadly?
There should be a reasoned and rational debate
about that.

And, we have to do a better job of evaluat-
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ing how to handle things when they go wrong.
Early intervention and whatever we can do on
infrastructure are terribly important. For my
family, I want to make sure that things are
solved and detected at the earliest stage, before
they go wrong. It gives me little comfort to be
able to sue if someone has a tragic experience.
Many physicians have made the points
about the tort system: It is flawed, ineffective,
and it is not going to yield continuous quality
improvement. We are going to get a lot of
defensive utilization review, which is probably
moving us in the wrong direction in terms of the
micromanagement that we want to get around.

A. In terms of “expectations,” the job of the mar-

kets is to align the expectations and to let people
understand the basis for their expectations—to
let them know what they are getting. That is
what information is all about. Let them decide
what to expect, based on what they choose to
expect from the system.

Q. About 10 years ago, we had a great debate about

what we had to do to rein in costs. One group
said the government would need to get more
active in this, we would have to pass a whole
bunch of laws, and we would rein in costs
because the markets were in market failure.
Other people said, “No. There are these different
ways of doing it, and we’re experimenting with
it.” And finally, the employer community said,
“We've had enough of this.” They went to
companies like CIGNA and said, “Find a differ-
ent way of doing it, or we will find other people
to deliver those services that we want.”

Lo and behold, the system changed, and
today costs, while a concern, are not the overrid-
ing concern that they were. There were esti-
mates that this year we would be spending
17 percent of Gross Domestic Product (GDP),
and for the last three years, the percentage of
GDP devoted to health care has remained
relatively stable.

With the past as prologue for teaching us
something about the future, one reason why
costs were out of control was a misalignment of
incentives. So my question to those who advo-
cate for increased government intervention to
correct misalignments of incentives is why do
you believe the government would be more

successful than the marketplace? Why do we
need it to intervene at this point?

A. There are many answers. One is that those

involved have been ahead of the curve. They
may have already implemented many aspects of
the consumer bill of rights in their plans. The
reason for proposed legislation and a call for
government intervention is that a number of
studies have indicated that employers who have
done well in the cost area are still purchasing on
the basis of costs. That, combined with the fact
that the law that oversees the plans has mini-
mal standards for information disclosure and
claims review, means there is no external
review. We cannot expect all actors in the
system to voluntarily adopt all of the things that
we believe we need to go forward.

The consumer bill of rights lined up against
many plans would not significantly alter deliv-
ery of health care. That shows that a lot of these
efforts can be done, but that we cannot count on
everyone to do them. We have talked a lot about
how workers cannot navigate their way through
the system. Many workers do not believe they
have access to adequate services, or they do not
have the information to make decisions. From
the administration’s perspective, we are not just
going forward in terms of government interven-
tion.

What we need are some ideas on public/
private partnerships and collaborative efforts.
But we are at a crossroads now where it is very
difficult for any one of us to proceed alone. We
are trying to push on some of the legislative
fronts because these are minimal basic con-
sumer protections that would mirror what many
employers already have in their plans.

We do not want to live in a country where
we have medicine scouts running around or
people who have been damaged irreparably in
some way. We have to figure out fundamentally
how to deal with this issue, and it does not have
to be the same old tort system and tort proposals
of the past.

There is nothing in ERISA that prohibits
employers from providing the information that
we have been talking about today. We may not
have done a great job at sort of clarifying what
information can be disclosed, but none of our
regulations would do that. They really serve as a



minimal floor. Many employers are way beyond
them now.

B Session i

Q. One of the things we talk about in terms of

consolidation, and mergers particularly, is that
access to capital is a major impetus. In a sense,
that is counterintuitive because people access
capital to grow, and then, they end up having
duplicated services. But it seems that has
always been the way the markets have evolved.
The need for capital has been the chief driver,
not only among hospitals, but among other
providers as well.

. You are correct in the hospital field; it is one of
the things you get with an economy of scale. If
you look at the capital markets for hospitals,
most independent community hospitals do not
have good access to capital. They are not big
enough; they do not have a rating from one of
the national rating firms; and they often are
viewed by those who might want to place
capital, particularly loan capital, as too depen-
dent on a single marketplace.

So as people begin to create organizations
that are in multiple markets, have larger scale,
and begin to resemble what major capital
markets are accustomed to dealing with on the
commercial industrial side, it opens up the
ability to have access to capital at a substan-
tially lower price or with fewer restrictions and
codes.

. There are differences in the liability exposure
associated with claims handling, whether you
are under ERISA or not. A lot of insurance
carriers cover people who are under ERISA and
people who are not under ERISA therefore have
different liability exposure for their claims
handling. Are those claims handled any differ-
ently? Is the utilization review handled any
differently? Are appeals handled any differently
for businesses within ERISA versus businesses
that are not? Are claims handled any differently
for state and local government employees that
you cover than they are for private-sector
employees?

Chapter 15

A. Practices vary widely. Generally speaking, the

utilization review process, the denials, and the
claim exceptions are all the same for everybody.
Many employees work very hard to make sure
that is the case. But that is not to say that in the
entire industry, public and private, things are
not done differently.

A. For our company, the funding arrangement,

whether it is a self-insured group or it is an at-
risk group, does not affect how one would handle
claim policy, or anything like that. It is driven
more by questions such as, “Do you have state
differences that you have to deal with? Do you
have plan or benefit differences?” But the
funding arrangement per se does not drive the
claim policy.

A. In terms of state versus federal regulation, there

is a lot of discussion at the federal level as to
whether or not that is an appropriate area for
the insurance regulation. When states have
made decisions, they made some very unwise
choices with regard to health insurance cover-
age. For example, in Kentucky, one of the
ramifications of those choices is that the state
legislatures are looking at repealing some of
those laws.

There are 50 state insurance commission-
ers who have 100 years of insurance law on the
books. They understand how the market oper-
ates. The state legislatures are better able to
react to poor decisions they made because there
is an immediate response. In Kentucky, when
every single insurer left the state, they realized
that they had made a bad choice.

At the federal level, sometimes our legisla-
tors do not react as quickly to some of the laws
that they have passed and the changes that they
have made. So in terms of state versus federal,
from the perspective of the insured marketplace,
we would prefer a state regulatory environment
rather than a federal one.

B Session Il

Q. I was struck by the comment that an employer

could not walk away from a plan, and I wonder
if that means that no large employer will, in the
foreseeable future, walk away? Or does it imply
that there ought to be a government standard,
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or some industry practice, that would give
people an opportunity to do that, if that were
what ought to happen?

. As a practical matter, large employers cannot

walk away from health benefits for their overall
population for a number of reasons. First, it is a
competitive marketplace; health benefits are
viewed as a very, very important benefit. One of
the implications of the managed care backlash
and all of the other horror stories printed and
reported is that people are probably more
concerned with health care, assured access, and
portability than they used to be.

But that is not to say that there are not
population segments among large employers
about which they say, “For this population
segment, it is more a transactional labor force.
We need them for something for awhile. Skills
are not that critical. Maybe there is not much
value in retention.” And then there are popula-
tions about which they say, “We’ll get whatever
labor we can get at the lowest price we can, and
we can eliminate health care benefits as a way
to save money.”

Any one employer can do that for a certain
segment. And small employers can do it because
they can live on the niche. But by and large, it is
a limited segment of the population that is
either willing to go without health coverage or
that has health coverage through another family
member.

. Large employers do not want to walk away from

health care because of the labor market. They
also get a definite advantage: They can supply
these benefits at a lower cost than medium and
small employers. But as medium and small
employers become threatened, the problem is
that the political process is going to take over. If
large employers want to maintain a competitive
advantage, they have to make sure that their
competitors in the labor market still have some
floor, that they do not drop completely out, and
cause a political crisis that will yield a system in
which your competitive advantage is gone.

. If employees realize that they need health

coverage, then the question is, “Am I better off
getting it by going to work for an employer who
provides health coverage, or am I better off by
going to one that has higher direct pay but

doesn’t have health coverage?” And that gets
back to the efficiency of the delivery system. If
the employer can do it better than the employee
can, then there is a competitive advantage to the
employer who provides the benefit directly, as
long as the employees understand the value.

A. The recession point is probably where this

becomes an unanswerable, or an imponderable,
prospect. In the current state of the economy,
unemployment rates in multiple areas of the
country are down at 1.5 percent and 2 percent,
and in some areas, lots of jobs posted are
unfillable. In areas such as Raleigh-Durham,
NC, they are reporting negative unemployment
rates because they do not have anyone on the
unemployment roll.

In companies like Starbucks and others,
which are not small companies by any defini-
tion, with 35,000 employees plus now—but with
largely part-time employees and delimited
turnover—extending longevity of employment
from three months to six months or nine months
or a year is deemed to be sufficiently valuable
for them to provide health benefits and a 401(k)
plan. And they try and get people to stay
beyond that one year.

So you have a dynamic in the labor market
today that even with cost pressures and man-
aged care concerns, one wants to keep people
around rather than face high turnover. And if
one wants to recruit knowledge workers, provi-
sion of health benefits seems to be almost
mandatory.

When do we hit the magic point that the
year 2000 computer problem combines with a
recession, a 50 percent drop in the equity
markets, and four or five other things? At which
point do we have a health insurance coverage
problem?

. So often in benefits, we are designing for our

past problems and never looking forward
enough to what we are facing in the future.
Many of us have been in industries where we
have been downsizing. We have put our people
through a lot of agony with managed care and
different programs, and now we are in situations
where, for the first time, we are doing signifi-
cant recruiting. We have a great medical plan,
but I certainly cannot say that it is a competi-



tive advantage for us. So, when I look at all the
money we are spending in the area, [ wonder if
we should not be taking a different look at it,
thinking about the knowledge worker, the
Generation X kind of population, and turning it
more to our advantage?

We have come to the conclusion that we are
wasting productive time in our work force with
many of our plans today that are administra-
tively burdensome. We have to move to ways
that delight our people, rather than provide a
minimum level of benefits. There are only so
many ways that you can stretch yourself in
terms of managing all the different vendors that
you deal with. So I am in a situation where, if
we are going to spend all this money on health
care, | want to make it more valuable to people,
to have them find value in getting it from the
company they work for, rather than from some
other company. And I would like to see it meet
the needs of the people who are coming into the
labor market, instead of the people who are
sitting in the executive suites, perhaps.

. Defined contributions would give them the
chance to make the choices themselves and
eliminate the competitive angle. But there is
another way to reward people, whether or not
you use defined contribution—with medical
savings accounts. These accounts reward people
for using the system in a cost-effective way.

. We have looked into this to a great extent
because it is a competitive issue, and the
answers are rather disturbing. It is true: big
employers cannot exactly walk away from
medical benefits. That is not to say a lot of
people would not try, but the average salary in
this country borders on $30,000 now. So, obvi-
ously, there is a work force out there that you
are benefiting in a way that no law would
require.

Having said that, however, there are
pockets of the economy, such as restaurants,
where we as a society have said it is totally
acceptable to provide no benefits, and in fact,
one of the largest restaurant employers in the
country has a reverse insurance plan, in which
they give you only the first $500.

There are two highly socially acceptable
ways to walk away from medical coverage. One
is to send the job overseas, where you drop not

Chapter 15

only medical coverage but everything else. The
second way is to go to contingent-employment
arrangements. Manpower is now the largest
private employer in the United States. That is
not because it got so good over the last 10 years.
1t has a lot more flexibility.

. To some degree, companies have segmented

their work force by identifying which core jobs
require continuity, or at least jobs in which
continuity is highly desirable. We want these
people to stay, as long as we can keep them and
they are productive and adapt to change.

The rest are various forms of temporary
labor. Some may be expensive because they have
certain skills, but there is not the same kind of
commitment on either side as to how long that
relationship is expected to last. And so those
jobs become more oriented to cash compensa-
tion, while for the more permanent employees,
other elements of compensation are more highly
valued.

A. If there were a viable individual product mar-

ketplace, where people could go out on the street
and buy meaningful coverage at a competitive
price—competitive, as in as good as employers
could do—then a lot of employers would say,
“We'll give you cash. Go take care of it yourself.”

To some degree, that explains why group
auto and group homeowners insurance have not
caught on. The advantage that the employer
provides by doing centralized purchasing is not
enough to make it worth the trouble. The
current reality in the health care marketplace is
that the advantage that the employer provides
is substantial.

We cannot easily get to a health care
marketplace that is like the auto insurance
marketplace. As long as there are for-profit
companies trying to maximize their individual
profits—and it is hard to imagine that not being
a significant factor in the marketplace—then
there is going to be a degree of risk segmenta-
tion.

Companies are going to look for ways to
make profit by attracting better risks. The
retiree medical marketplace gives some clues
about these issues. Companies are afraid to offer
liberal benefits because they attract less healthy
than average risks. In the over age 65 market-
place, as an example, only one-third has em-
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ployer-sponsored coverage, and two-thirds either
rely on Medicare or buy individual supplements.
But that risk factor is very, very important. It is
easy to say that it would be more of an issue if
we were not dealing with just the Medicare
supplement but the entire package.

In a theoretical world, where the individual
marketplace provided the same value as the
group marketplace, we would have a significant
shift. There is little chance that we will see that
world within any reasonable period of time.

A. That world cannot develop without changes in

the tax laws. The difference between automobile
insurance and health insurance is the way that
the tax laws treat them. In the case of the
employer segment, it is tax free to the employee,
whereas the automobile insurance is not.
Individual acquisition is with after-tax dollars.
If you had tax equity, you would have the
situation just described.

A. Does the question have to be framed as if it is

either employer-provided group coverage, where
the employer is paying a huge portion of it, or
individual coverage, where people are out
buying it on their own and are completely on
their own? There may be some kind of middle
ground, or a whole array of potential products,
that we have yet to see from the insurance
industry. We would like to see a way for employ-
ers to create a group and then either get an
insured product or a self-insured product with
group rates that could conceivably be employee-
pay-all or retiree-pay-all. We would like to do
this for our retirees.

Towers Perrin, for example, has created a
coalition for Medicare HMOs which, in some
instances, does not have employer contributions.
But by creating the group, you are able to
negotiate and bargain.

A. For the retiree marketplace, it is more practical

to have employee-pay-all coverage. For active
employees, it is harder to support a system that
is truly employee-pay-all and get the level of
participation needed to make it viable. There
are purchasing coalitions in various locations,
and they may be a viable means for that kind of
arrangement.

Q.

A.

A number of studies indicate that more of the
increases in the cost of coverage, or regulation,
are being moved to employees. And we have a
growing number of uninsured, many of whom
have access to employer-based coverage. What
will be the impact of that, and the fact that most
of the companies that are being formed are
small employers?

The ever-increasing amount actually stopped in
1993, according to the data we have seen, in
terms of a consistent time series. There are two
exceptions. One is with respect to small employ-
ers. Fewer employees of small employers are
required to pay anything, whether for single or
family coverage. The ones that are still required
to pay something are paying significantly more,
especially for fee-for-service plans. It is not
really true for the managed care plans.

The other exception is a recent study that
took different surveys and different time periods
to piece together a time trend. It showed that
the share and the amount have been rising.
There is no doubt that the amount has gone up,
but it was really hard to understand why they
took these two different surveys to have a time
series. It was inconsistent.

The consistent surveys we have seen show
that, at least since 1993, the average share of
the premium that employees are paying for both
single and family coverage has been pretty much
flat.

There has been a shift, within the last year or
two. Companies are reducing their percentage of
the health care dollar to redirect that money to
other parts of the compensation system. It is put
directly to the bottom line; it is not done to
reduce employees’ total compensation. Rather, it
is a move from basically fixed cost to variable
profit-sharing kind of plans and other incentive
kinds of plans, rather than to contributions to
health care.
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mployment-based health benefits currently enhance the economic secu-
rity of over 150 million Americans. Approximately 85 percent of workers
receive health benefits from a managed care plan.

The rate of change in the health care industry has been confusing for both casual observers of
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plans, a natural question to ask is how managed care will continue to control health care costs.
Is the move to managed care a one-time savings? Are rising health care costs inevitable? What
are the implications for improving health care quality? What are the implications if ERISA
pre-emption continues to be narrowed?

The growth of managed care has also placed considerable pressure on providers of health care
services and has stimulated responses by both providers and third-party payers. One of the
most important responses has been consolidation both within sectors and across sectors. Hos-
pitals have merged, physician groups have merged, and hospital and physicians have formed
organizations. Employer groups have also formed coalitions. At the same time, the medical in-
dustry is undergoing a slow but steady transformation from not-for-profit dominance to for-
profit dominance.
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tus of the health care system and explore the issues of managed care and accountability. The
ever-continuing cycle of consolidation in the health care industry is discussed not only from the
health care provider point of view but also from the point of view of the employer and the
health insurer. The authors make many points that will be controversial, but they agree on one
point overall: managed care and employment-based health benefits will look different in the
future than they do today.
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