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From Managed Care to 

Consumer Driven Health Plans
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Rise of Managed Care 

• Old model of health care delivery:  fee for 

service

– Provider reimbursed for all services provided

• All the wrong incentives

– Asymmetric information – “induced demand”

– Encourages overuse 

– What is one example we’ve already discussed that 

fits this genera description?
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Solution: Managed care

• Instead of reimbursing on a per procedure 
basis, pay physicians to handle all care 
associated with patient

• Pre-paid health care 

– First health insurance plan in US

• Archetypical model – health maintenance 
model (HMO) 

– HMO receive monthly reimbursement to provide 
care for insured
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• Reduce incentive for excessive care – HMO 

will eat cost of all care provided 

• HMOs encouraged to provided certain types 

of care?  Name a few?

• However – now the concern is that physicians 

have incentive to under provide care

• Key research uestion: quality vs. quantity of 

care
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HMOs

• Provides care for enrolled patients for fixed fee 
per month

• HMO 

– assumes risk of over use. 

– has better incentive to monitor care

• Types

– Group – collection of different groups provide all 
types of care

– Staff model – HMO hires the Docs, can only see doc 
on staff. 

Preferred provider organization (PPO)

• Coverage is provided to participants through a 
network of hospitals and physicians

• Providers receive fee for access to network –
so combination of FFS and pre-paid

• Insurance company negotiates w/ providers 
over costs

• Enrolled can go outside the network, but at 
much higher costs

• Utilization review of provides
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Point of Service

• Patients enroll with primary care physician (PCP)

– They receive capitated payment for service

– Act as gatekeeper –

• If PCP refers patient for additional care, must stay 
‘in network’

– Out of network care has high coinsurance rates

• Strong utilization review – MDs hammered if 
too many referrals 
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Research questions

• Use of services?

• Prices?

• Quality of care (measurable outcomes)?

• Spillovers into non-managed care sector?

10

14 favorable

To HMOs

17 unfavorable
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Fairly even distribution of

Favorable and unfavorable

Results for specific diseases
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Clear pattern on satisfaction and preventative services
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Miller and Luft

• Compared with non-HMOs, HMOs had roughly 

comparable quality of care, more prevention 

activities, less use of hospital days and other 

expensive resources, and lower access and 

satisfaction ratings.

• Here is the kicker
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• “In a majority of with direct HMO versus non-

HMO comparisons, HMO enrollees either were 

younger or had a pattern of somewhat fewer 

co-morbidities.  In  general, the studies we 

included attempted to control for such 

differences, but such controls may be 

inadequate…”

Current system of health insurance

• Provided primarily by EPHI

– Encourages too generous health insurance

– Generates horizontal and vertical tax inequality

• Level of health insurance coverage must 
balance 

– Benefits of income smoothing

– Costs of moral hazard

• Two goals of health reform:  equity and 
efficiency (could be many other goals)
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Reaction by some

• Growing dissatisfaction with managed care in 

some quarters

• Consumers have limited ‘choice’

– Choice of physicians/hospitals 

– System set up to restrict demand for care

– Restricted by HMO/gatekeeper in access to 

specialist
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• Produce call for consumerism on part of those 
with insurance

– Patients needed greater choice 

• Strange bedfellows

– Liberals felts managed care prevented single payer

– Conservatives found managed care anti consumer

• How do you provide

– Choice for consumers?

– Without costs of moral hazard?
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Pauly and Goodman

• Replace tax preferred delivery of EPHI with tax 

credits

• Catastrophic coverage for unpredictable but 

large expenditures

• Medical Savings Accounts (MSA) for small 

expenditures
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MSA 

• Began by act of congress in 1996 (HIPPA).  

• Combine high deductible health insurance 
with a savings account

• Individuals make deposits to designed health 
savings account and make withdraws for 
routine care

– Deposits can be made by firm for workers

– Deposits can be made in before tax dollars

– Can rollover savings from year to year 
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• Must be paired with a catastrophic plan to 

maintain coverage for large expenses

• Initially restricted to self-employed and 

employees of small firms

• Extended to all employers in 2003.  Redfined

as Archer Health Savings Accounts (HSAs)

• For 2009 maximum annual contributions to 

HSA are $3000/$5950 for single/family. 
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• If firm makes payments to an account and a 

worker withdraws for medical expenses, called 

Health Reimbursement Arrangements (HRA)

• If worker makes the deposits, called HSA 
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Catastrophic plans

• Now called High Deductible Health Plan 

(HDHP)

• Much higher deductible than in other plans 

but more generous coverage once a family 

meets the stop-loss provision.

• Because coverage is less extensive, premiums 

are also much lower.
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Benefits

• Catastrophic coverage satisfies the income 

smoothing benefits of insurance

– Closer to economic ideal of insurance

– Ability to choose higher deductibles for lower 

premiums encourages families to hold down spending

• Lessens distortion of moral hazard

– Increased coinsurance for more routine care

– Consumers not consider costs of care when making 

health service decisions
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• Reduces tax inequality

– Tax benefits available to those without EPHI

– Because the fixed credit is available for those with 

“qualified” packages, does not distort price of 

insurance
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Why is most likely to enroll in a 

CDHP?
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McKinsey Survey

• 1000 people nationwide

• Two types of respondents

– People in traditional managed care plan

– Those whose company switched all employees to 

CDHP one year ago.  Why this group?
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