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Many studies arguing for or against markets to finance medical care investigate
“market-oriented” measures such as cost sharing. This article looks at the expe-
rience in the American medical marketplace over more than a decade, showing
how markets function as institutions in which participants who are self-seeking,
but not perfectly rational, exercise power over other participants in the market.
Cost experience here was driven more by market power over prices than by man-
agement of utilization. Instead of following any logic of efficiency or equity,
system transformations were driven by beliefs about investment strategies. At
least in the United States’ labor and capital markets, competition has shown
lictle ability to rationalize health care systems because its goals do not resemble
those of the health care system most people want.
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AN MARKETS GIVE US THE KIND OF HEALTH CARE
system we want? This question, posed by Tom Rice (1998a) and
many others, may provoke both visceral reactions from some of
this journal’s readers and methodological objections from others. I am
among those who have argued that to classify policy choices as “market”
versus “government” or “competitive” versus “regulatory” is likely to
confuse an analysis of alternatives. In the case of cost control, these and
other common labels, such as “managed care,” deflect attention from
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how and why policies actually work (Hacker and Marmor 1999; White
1999).

Yet the question is unavoidable because the broad ideological battle
over the role of markets remains a basic dividing line and dominant theme
in American health policy (for examples, see Bodenheimer 2005; Cogan,
Hubbard, and Kessler 2005). In nearly all its efforts, the Bush adminis-
tration appears to be guided by a belief in markets and private business,
whether through “modernizing” Medicare into a system of competing
private plans or replacing private insurance with Health Savings Ac-
counts. In his third debate with Senator John Kerry (D-MA) before the
2004 presidential election, President George W. Bush revealed his views
when he declared that “costs are on the rise because the consumers are
not involved in the decision-making process. Most health care costs are
covered by third parties. And therefore the actual user of health care is
not the purchaser of health care” (Commission on Presidential Debates
2004).

Broad ideological judgments are powerful because people generally
can more easily judge whether a policy is “the kind of thing we do” or
“the kind of thing that I think works” than they can assess its substan-
tive details. Hence, even though contrasts between “competition” and
“regulation” or “market” and “government” frequently say little about
substance, they can be expected to greatly influence policy debate in the
future. Precisely because these beliefs are deeply entrenched, they are not
easily changed by evidence (Sabatier and Jenkins-Smith 1999). But the
importance of these beliefs means that the long-term processes by which
they change have a great influence on policy in any field Mayhew 2001;
Pierson 2001). This is why we should review the evidence about how
market mechanisms work in medical care, even though classifying policy
instruments as being more or less market oriented can be misleading and
opinions can be changed only slowly by means of evidence.

Since the early 1990s, the U.S. markets for both medical services and
health insurance have undergone a period of unprecedented dynamism as
the traditional subservience of insurance companies to provider interests
has finally been eliminated. Paul Starr’s (1982) “coming of the corpora-
tion” was real, if perhaps a bit delayed, and with the corporation came
the pursuit of market logic above all. These events provide an opportu-
nity to view market forces in action, and the health policy community
has responded with extensive documentation and analysis, especially but
not solely through the Center for Studying Health System Change. This
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work and especially the center’s Community Tracking Studies in twelve
metropolitan areas document changes in organization, results, and the
thinking of participants in the medical care world.! My article, therefore,
is largely (though not exclusively) an interpretation of other scholars’ evi-
dence. Because beliefs about markets carry so much ideological baggage,
it is important to show that the judgments about detail and patterns
from which I build my argument are not exclusively my own, but in-
stead are statements by analysts who may have very different political
views. Therefore I will quote rather more than the editors prefer.

What will happen to health care finance and delivery if the participants
in these processes more closely resemble the players in a market than they
did in the past for American medical care and at present for health care
systems in other countries?

The evidence suggests that some of markets’ basic attributes—
particularly how investors allocate capital—have been incompatible with
the pursuit of a more equitable and efficient health care system. It also
illustrates dynamics of market behavior, particularly herd behavior in re-
sponse to compelling stories, which are not part of the standard economic
explanations of how competition should work. For both these reasons,
an interpretation of patterns in the United States since 1993 can shed
new light on the prospect that markets could give us the kind of health
care system we seem to want.

Methods and Plan of the Argument

“How markets work” and “how well markets work” are such general
questions that they cannot be reduced to testable hypotheses. But they
can be analyzed both logically and rigorously. In this article, I use the
available mainstream evidence to make comparisons over time and be-
tween two forms of health care finance. The time series is mainly from
1993 through 2005, though I also look further back when that would
be useful. National health expenditure and insurance access data provide
macro trends, and the Health System Change studies and some others of-
fer an extensive account of dynamics within the private insurance market.
The two forms of insurance are the private, largely employment-based
insurance that is available to most Americans under the age of sixty-
five, and the Medicare program that is the main source of coverage for
Americans who are aged sixty-five and older or are disabled. Medicare
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offers another perspective from both the outcome of attempts to include
private plans within Medicare itself and a comparison of the costs and
access for privately insured Americans to costs and access for Medicare
beneficiaries. Accordingly, we can compare the performance of the mar-
ket with the performance of an approach that weakly approximates the
international standard (White 1995) for national health care/insurance
systems. Medicare does not have the cost control potential of many na-
tional systems because it does not control system capacity and has not
implemented hospital budgets. Yet it shares with other countries such
attributes as compulsory contributions and membership, contributions
related to ability to pay, cost controls applied across the universe of
providers, a very wide risk pool for beneficiaries (one of the largest sin-
gle pools in the world), and the resulting ability to be a price maker rather
than a price taker, with only limited (but not insignificant) concerns that
providers might exit the system.

Other scholars, from Kenneth Arrow to Mark Pauly to Tom Rice,
have offered sophisticated discussions of how economic theory can be
applied to medical care production and delivery (Arrow 1963, 2001;
Evans 1998a, 1998b; Gaynor and Vogt 1998; Glied 2001; Pauly 1998a,
1998b; Reinhardt 2001; Rice 1998a, 1998b, 2002; Rosenau 2003; Sloan
2001). By contrast, this article focuses on “the market” in its actual, not
theoretical, form, as it existed in the United States during this period.
The outcomes of interest are the cost of medical care, access to health
insurance, and what might be called the rationalization of medical care.
Rationalization here stands in for quality, which is very difficult to
measure in even small batches, much less across the whole system.

By rationalization, I mean a reorganization of medical care so as to
resemble more closely a standard of what Henry Aaron and William
Schwartz call “medical efficiency”: “that every medical service offered
produce larger expected benefits per dollar of total cost than any medical
service not provided” (Aaron and Schwartz 2005, p. 96). The premise
of what has often been called “managed care” is that in too many cases
the wrong services are provided and that the right set of incentives or
form of organization would lead to the right services provided to the
right people at the right time. The theory of managed competition thus
promised that a more market-oriented approach would increase value for
money spent, by leading to better-informed or more prudent purchasing.
As we will discuss later, advocates expected that the dynamics of market
competition would yield a reorganization of health services in which
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more efficient and integrated systems, epitomized by the group-/staff-
model HMO, would come to dominate the system (Gitterman et al.
2003). Because this was a prominent goal for market-oriented reformers
during the 1990s, whether the market can be expected to deliver such a
result (or, alternatively, why it cannot) should be a subject for evaluation.

Part 1 of this article sets the stage by outlining the basic attributes of
the market in American medical care and ends with a discussion of the
relationship between markets and the rationalization desired by many
advocates. Part 2 reviews the basic data on trends in costs, access, and
the organization of medical care from 1993 through 2005. I begin with
1993 both because this was the time of the most concentrated political
action to change the system and because it is the most obvious breaking
point in the data, seeming to show the beginning of a period of successful
market-based change. I chose 2005 as the end point both because it is
recent and because the implementation of the Medicare drug benefit (and
its attendant subsidies to private insurers) must change the meaning of
comparisons between Medicare and the private sector.

Part 3 uses the Health System Change and other analyses to explore
the market dynamics that explain the trends regarding cost, access, and
organization. Part 4 addresses the idea that the markets’ failure to solve
health care problems was a political failure rather than a market failure, in
other words, that a political “managed care backlash” undid a promising
start to market-led reform. Neither the Health System Change data on
plan and provider behavior nor other careful analyses support that theory.

In this article’s conclusion, I argue that in order for any kind of
“market-oriented” reform of American health care to have significantly
positive effects on cost, access, and quality, it would have to include
such substantial restrictions on the normal ways of doing business in
U.S. markets that it would be barely recognizable as “market oriented”
in the American context. For example, it would have to greatly restrict
the flow of capital and ban many forms of insurance contracts.

Part 1: Attributes of the Market

Arguments in favor of improving health care through more reliance on
markets and competition tend to be slippery. The failure of any par-
ticular approach can be written off as not getting competition “right,”
that is, a failure of execution rather than principle. “Despite widespread
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acceptance of the competitive market model in the U.S. health care sys-
tem,” Bryan Dowd writes, “debate continues regarding the optimal form
of competition and the patient—professional relationship” (Dowd 2005,
p- 1501). In other words, no remotely optimal form has been identified
in practice, but we can keep looking. In a fine review of recent devel-
opments, Paul Ginsburg (2005) explains many of the reasons why they
did not lead to reliable cost control or improved access and quality. Yet
he still suggests that perhaps some other kind of competitive approach
might have better effects.

Although few hypotheticals can be dismissed entirely, some are quite
improbable. The question for reform of American health care is not
whether one can imagine virtuous competition in some theoretical world
(although Rice 2002 and Rosenau 2003 give reason for doubt). Instead,
the question is whether institutions of market competition in the current
American political economy are likely to have virtuous results. “Markets”
are not a form of organization that can be separated from the context of
norms and other institutions. A “stock market,” for example, may be
constructed in very different ways and for very different purposes in
accordance with how politics, economic resources, and economic orga-
nization vary across countries (Lavelle 2004). The literature of political
economy shows that the way capital is organized and the resulting cor-
porate incentives and norms can differ across countries (as referenced
in Arrow 2001; for more details, see Doremus et al. 1999; Shonfield
1965). The basic rules of national economic organization, such as wage
and hours legislation, determine how both for-profit and not-for-profit
firms can be managed.

At the most general level, a “market” can be defined as a network of
buyers and sellers. According to this definition, a market day in classical
Greece, the cloth industry of medieval northern Europe, the souk in
Casablanca, and the American home-building industry all are the same
phenomenon. Market exchange existed long before modern capitalism,
but the ideology of markets and modern market institutions and the
modern understanding of the concept are based on an economic system
and itsaccompanying values that arose over the past two centuries (Barber
1995). Three aspects of modern markets are relevant to how behavior
driven by “market incentives” and in a context of market institutions has
affected and can affect the cost of, quality of, and distribution of access
to American health care:
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e Suppliers’ individual pursuit of profit (or income maximization).
Note that this behavior exists in other systems as well. However, ad-
vocates of market incentives rely on this pursuit to create efficiency,
so a system that gives greater scope to markets should impose fewer
institutional constraints on income maximization and also create
fewer social obstacles (such as norms of restraint) to that behavior.
For example, the modern market differs from the medieval cloth
trade because it lacks the norms and constraints associated with
a guild system. Nonprofit organizations in a market system may
pursue somewhat different values than do for-profit organizations,
but their leaders still will be influenced by society’s approval of
income maximization and by the market’s economic forces (Hall
and Conover 2003; Rosenau 2003).

e Extensive shopping for care, whether by individuals or agents for
individuals. In the United States, such agents could be employers,
who are the main purchasers of insurance. Shopping in this case
means choosing under some conditions of price constraint, not sim-
ply choosing which physician or hospital to go to without any price
constraints (as can be done in Canada or Germany).

In theory, markets should maximize value because as suppliers pursue
profit and invest in creating capacity in pursuit of profit, they will be
disciplined by customers’ shopping. The need to offer lower prices than
the competition’s should encourage efficiency, and the drive to satisfy
customers should encourage the creation of a diversity of products to
match different individual utilities.

These first two factors are the “facets of competitive theory” that Rice
identified (1998a, p. 29). But a third is equally important:

e Medical care providers and insurers that have extensive access to
capital when the suppliers of capital (either equity or debt) are
motivated mainly by the pursuit of profit: in other words, capital-
ism. It is possible to have “competitive” reforms that extract capital
from the equation. For instance, the British National Health Ser-
vice’s “internal market reforms” under Prime Ministers Margaret
Thatcher and John Major sought to create a form of competition
among hospitals but kept a tight rein on capital. The result was
an extremely limited form of competition (White 1995), and none
of the theories of “competitive” reform for the United States that I
have seen contemplates anything like this.
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Instead, as J.B. Silvers writes, the development of the U.S. health care
system since Kenneth Arrow’s classic article on the welfare economics
of health care in 1963 has included a massive growth in assets, “fueled
by an unprecedented use of tax-exempt debt, retained earnings, and new
stock” (Silvers 2001, p. 1019). Silvers then argues that relying on private
capital has much the same effect whether the source is debt or stock and
whether the recipient is a for-profit or a nonprofit organization. Non-
profit organizations that go into debt can go bankrupt or be forced into
mergers, reorganizations, or changes in management. “With the use of
other peoples’ money came the responsibility to meet more stringent fi-
nancial requirements . . . the threat of bankruptcy is the ultimate lever of
control and may be even stronger than the votes of shareholders” (Silvers
2001, pp. 1025-26). The marketization of the American health care
system includes the subjection of even nonprofit providers to the “dis-
cipline” of the financial markets, in ways that are dramatically different
from the world that Arrow described. For example, a world in which
local institutions were managed mainly by local nonprofit boards was
largely superseded because “competitive or financial threats have com-
pelled a very large portion of all providers to merge with larger entities
with resulting loss of local managerial control” (Silvers 2001, p. 1026).
That is what a capitalist market looks like.

Markets and “Managed Care”

In the 1990s, the mainline theory of how markets would improve the
American health care system relied on two factors: competition in some
form and “managed care.” The course of events over the following decade
reflected the realities of both markets and “managed care.” Before re-
viewing the events, therefore, we must make some distinctions about
the latter.

As used in the health policy literature, the term managed care has two
distinct meanings (for references to the use of the meanings and more
extensive discussion, see White 1999). The first, closer to the common-
place understanding of “managed care,” assumes that somebody other
than medical providers will in some way manage treatment decisions.
We can call this managing treatments. Measures for influencing treatment
decisions include third-party enforcement of standards (utilization re-
view), providers’ responsibility for the costs of referrals or prescriptions
(risk-bearing gatekeeping), and the creation of large delivery systems that
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may develop a practice culture of and internal management routines to
enforce more conservative treatment (the traditional group/staff HMO).
The second meaning of “managed care” in the literature, especially when
applied to “managed care organizations,” is insurers’ contracts with some
providers and not others. Hence what is being “managed” most directly
is the network of providers that is offered to the insurer’s customers. This
form of “managed care” can more accurately be termed selective contracting.

Selective contracting as such requires no management of treatments.
Instead, it may be employed mainly by purchasers who hope to obtain
lower prices by threatening to take their business elsewhere. Conversely,
in principle, treatments could be managed without any selective con-
tracting. For example, some national health care systems require or en-
courage access to specialists only through primary care gatekeepers. If
selective contracting is essentially a way to lower prices, it will not in-
volve the kind of system rationalization—the guarantee that patients
receive the right care from the right provider at the right time—that
was at the heart of the ambitions for competition-led reform.

Much of the rhetoric about the insurance transformations of the 1990s
seemed to suggest a big shift to managing treatments. For instance, the
“managed care backlash” was largely framed as objections to utilization
reviews (“1-800-Mother May I1”) or to gatekeeping.? Analysts would
speak of “Jekyll and Hyde” forms of managed care (Bodenheimer and
Grumbach 2005, p. 45). But we will see that the managed care revolu-
tion consisted more of selective contracting than of managing treatments,
which leads to two empirical questions. First, was the marketization as-
sociated with savings related more to discounting or to rationalization?
Second, if the period of relatively good cost control was associated more
closely with discounting, why wasn’t it stable, and why was the manage-
ment of treatments less important than the common rhetoric (including
both sides of the managed care backlash) suggested?

Part 2: Health Care and Insurance,
1993-2005

To the health policy world, the most obvious initiative in 1993 was
President Bill Clinton’s ill-fated attempt to enact a national health in-
surance plan. At the time of this battle, costs were expected to quickly
hit 14 percent of GDP and rise to 18 percent by the end of the decade
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FIGURE 1. Health Care Cost Trends as a Percentage of GDP in the United
States and Nine Other Countries

(White 1995, pp. 239-40). Yet even when those projections were made
in 1993, the cost trend in the private sector was dramatically slowing.
This suggested to corporate managers that they could control their health
insurance expenses without giving government the job.

Cost Control

A longer view, however, can show both why the cost restraint after 1992
seemed impressive at the time and why it was quite temporary. We first
need baselines for how well costs can or should be controlled, for which
both American history and the performance of other countries provide
petspectives.

Figure 1 shows the basic trend in total health care spending as a share
of GDP in the United States and nine other rich democracies. After
growing much more quickly than costs in any of the other countries
from 1980 to 1992, costs in the United States suddenly stabilized, so
that cost control was equal to or better than that in other countries
(except, interestingly, Canada) through the end of the decade.
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TABLE 1
Percentage Increases in Health Care Costs per Capita, United States,
1970-2004
All Benefits Common Benefits
GDP per
Years Medicare PHI Medicare PHI Capita
1970-2004 9.2 10.9 8.9 9.9 6.1
1970-1993 10.9 12.8 10.7 12.0 7.1
1993-1997 7.6 4.3 6.4 2.6 4.3
1997-1999 —0.2 5.9 1.4 4.3 4.3
1999-2004 6.4 9.5 5.8 8.6 3.7

Notes: PHI = Private Health Insurance.

“All Benefits” refers to total costs for Medicare and private insurance.

“Common Benefits” refers to costs for services covered by both Medicare and private insurance
plans. For example, “Common Benefits” excludes most prescription drug costs.

Source: Costs are from Centers for Medicare and Medicaid Services, National Health Expenditure
Data, table 13, http://www.cms.hhs.gov/NationalHealthExpendData/downloads/tables.pdf (acces-
sed June 18, 2007).

GDP is from 2006 Economic Report of the President, table B-31, http://a257.g.akamaitech.net/7/
257/2422/15feb20061000/www.gpoaccess.gov/eop/2006/B31 .xls (accessed June 18, 2007).

Table 1 provides a further comparison, between private insurance and
Medicare. Private insurance’s benefit packages tend to be different from
Medicare’s, in that they often are more generous, particularly regard-
ing pharmaceutical benefits, but may offer less coverage of or need for
benefits such as home health care. Therefore it is safest to compare all
benefits and also those that the two systems share (such as physician and
hospital services).

Table 1 shows that between 1993 and 1997 the spending trend for
private health insurance slowed dramatically from the period before it
and that spending increased much less quickly than for Medicare during
the same years. This improvement was associated with an accelerating
shift by employers toward more “managed” health coverage, as well as
by a political stalemate that prevented significant Medicare cost con-
trol legislation after 1990. As the economy also improved, both costs
and premiums grew more slowly than the per capita GDP through
1997, so that national health expenditures declined as a share of the
economy. Instead of rising toward 18 percent, they fell from 13.4 per-
cent of GDP in 1993 to 13.2 percent in 1998 (Heffler et al. 2005,
pp. W5-W75).
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Around 1997, however, trends for both private insurance and Medicare
reversed. The particularly rapid increase in pharmaceutical costs since
the late 1990s perhaps might explain some of the worse performance
of private insurance, although the table shows that different benefits
explain only 0.3 percentage points of the 3.1 percentage point annual
difference in cost trends between Medicare and private insurance from
1999 to 2004.

The reasons for changes in the private-sector trend are discussed at
greater length later. Here we need to understand only what happened in
Medicare. In 1997 the warring factions in the U.S. government finally
compromised, in the Balanced Budget Act (BBA), on a set of savings
measures for Medicare. Payment controls were strengthened where they
had previously been applied (to inpatient care and physician services) and
extended to areas that had been relatively uncontrolled (nursing homes,
physical therapy, and home health care). In the language of political
dispute, savings were derived from regulation, not competition (Moon,
Gage, and Evans 1997; O’Sullivan et al. 1997).

In addition, the federal government initiated a crackdown on Medi-
care “fraud and abuse.” Legislation (such as BBA-97 and the Kassebaum-
Kennedy insurance reform law in 1996), increased financing for investi-
gation and prosecution (in both the FBI and the U.S. Attorneys’ Offices),
use of laws with harsh civil penalties (the Federal False Claims Act),
and particularly visible prosecutions of large providers (the University
of Pennsylvania system and the giant Columbia/HCA for-profit hospi-
tal chain) appear to have scared the wits out of health care managers.
Putting people in jail and levying multimillion-dollar fines on insti-
tutions are not cost control methods easily adopted by private payers.
In response to the antifraud initiative, “DRG creep”—the phenomenon
in which more and more admissions were classified as more complex
and costly diagnoses under the prospective payment system for inpa-
tient care—suddenly stopped in 1997 (U.S. CBO 1999). Home health
care providers offering questionable services vanished from the world
of Medicare contracting, and Medicare cost increases suddenly slowed.
In fact, total Medicare costs even shrank slightly between federal fiscal
years 1998 and 1999 (U.S. CBO 1999, 2001).

The new Medicare trend was almost as big a surprise as the earlier
savings in the private sector and not much more sustainable. Providers
screamed with the pain of cost constraint, and there was great political
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pressure for “givebacks.” Meanwhile, the federal budget had shifted into
surplus so the government had money to give. Medicare’s costs thus
returned to a pattern of rapid increase between 2001 and 2003, but the
private sector’s costs rose even more quickly.

At the time, the fluctuating trends in the private sector appeared
even more extreme than these data reveal. What employers (except for
those who self-insure) and commentators see most directly are insurance
premiums. Insurance premiums both fell more quickly and then rose
more quickly than the underlying cost trends because insurance tends
to follow an “underwriting cycle” in which periods of higher profits
are followed by greater price competition among insurers (reducing the
spread between premiums and medical costs). The cycle then turns,
as higher “medical losses” lead to less price competition and a higher
spread between premiums and costs.” The data on premiums paid by
large insurers show that premiums grew more quickly than costs from
1990 through 1995, more slowly from 1995 through 2000, and then
much more quickly from 2001 to 2003. Through 2005, they continued
to increase a bit faster than costs.* This underwriting pattern matters,
as we will see, because it includes herd behavior by insurers in both
restraining premiums and then aggressively raising them.

By 2003, the political retreat from Medicare cost control, the collapse
of cost controls in the private sector, and health insurers’ pricing strategies
combined to return the American health care system to the cost crisis
in which it had been in 1993, even though Republican control of the
federal government kept national health insurance far away from the
political agenda. As a share of the economy, national health expenditures
rose from 13.2 percent in 1998 to 16 percent in 2004. In early 2006
they were projected to rise to 20 percent of GDP by 2015 (Borger et al.
2006).

As table 1 shows, from 1970 to 2004, costs rose a bit more rapidly
for private insurance than for Medicare. From 1993 to 2004, the gap
for “all benefits” was almost as large as before, although the gap for
“common benefits” narrowed substantially. Except for the brief period
from 1993 to 1997, “the market” has not been able to control costs
as well as Medicare has. In addition, Medicare beneficiaries appear to
be, on average, “generally more satisfied with their health care than are
privately insured people under age sixty-five” (Boccuti and Moon 2003a,
p. 235).°
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Coverage

The cost slowdown of the mid-1990s had a positive effect on access
to private health coverage. The combination of rapid economic growth
and significant cost control made health benefits more affordable for
employers and therefore restrained the growth in the share of costs
that employees would have to pay to cover their families. As a result,
employment-based coverage reversed its decline and, between 1994 and
2000, rose from covering 64.4 percent of the population to covering
66.8 percent. Meanwhile, coverage for the needy through the Medicaid
program declined from 12.7 percent of the population in 1994 to 10.5
percent in 1999, because of both the good economy (which reduced need)
and the “welfare reform” that reduced participation in Medicaid. These
trends, however, then reversed. By 2003 only 63 percent of Americans
had health benefits through employment—a smaller percentage than in
1994. Meanwhile, governments in the late 1990s responded to favorable
budget conditions by expanding Medicaid eligibility. When the econ-
omy then turned sour, Medicaid enrollments grew to 12.8 percent of the
population by 2003—higher than in 1994 (Fronstin 2004, p. 5).

By March 2003, nearly 45 million Americans—about 17.7 percent
of the population below the age of sixty-five (and thus ineligible for
Medicare) had no health insurance. Holahan and Wang summarized the
pattern: “The extent to which the loss of employer coverage resulted in
people becoming uninsured depended on their access to public programs”
(2004, p. W4-31).

Cost matters to access: when both governments and employers were
doing well financially, they tended to maintain or expand coverage, and
when they were not doing well, they reduced or, at best, maintained the
same coverage. But the overall pattern suggests that government was a bit
more likely to intentionally expand coverage in good times and to resist
contracting coverage in bad times. The decrease in Medicaid enrollment
in the mid-1990s did result in part from welfare reform. This reform was
not driven by budget concerns, however, but by conservative ideology
and general public disgust with the previous system. In addition, as
written, the 1996 law was supposed to maintain the entitlement to
Medicaid benefits. Much of the decline was viewed as a failure of state
administration, and in the late 1990s, the states actually made efforts to
rectify those failures of outreach. Medicaid turned out to have enough
“support among coalitions of public officials, health care providers, and
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local advocates” to “protect the program in hard times and enlarge it
when the clouds lift” (Hoadley, Cunningham, and McHugh 2004, pp.
143—44). It should be no surprise that private market dynamics are not
as reliable a way to subsidize poor people as government is, even in
the United States. Indeed, equity is not what markets are supposed to
provide (Pauly 1998a).

Cost controls are good for payers and bad for providers. For example,
the period of strong cost controls had particularly negative effects on
major teaching hospitals. Not only were they (for a while) at some dis-
advantage in contracting with private insurers, but they were hit by the
antifraud campaign in Medicare, and many of them made unsuccessful
investments (such as purchasing physician practices) during the 1990s.
MedPAC estimates that in 1999 at the peak of the effects of the Medi-
care restraint, the average operating margin for teaching hospitals had
fallen to 0.2 percent, which means that many of them were in the red
(MedPAC 2001, pp. 69-71).

Public policies did, however, ameliorate the effects on access. Safety-
net hospitals benefited from the Medicare and especially Medicaid “Dis-
proportionate Share Hospital” (DSH) programs (Zuckerman et al. 2001).
Academic medical centers also received payments for medical education
and benefited from the boom in National Institutes of Health funding
at the turn of the century. Reduced income from the spread of “man-
aged care” was associated with physicians providing less charity care
(HSChange 1999). Shrinking inpatient capacity (in almost all markets)
and facility closures (in many) did cause many problems with access to
emergency departments; ambulances shunted from one emergency de-
partment to another became common by 2001. Yet these pressures were
somewhat ameliorated by a mix of measures, including the expansion of
community health centers, the reorganization of dispatching systems for
ambulance services, and hospital managers’ choosing to expand emer-
gency departments in hopes of catching more inpatients (Brewster and
Felland 2004; Felland, Felt-Lisk, and McHugh 2004; Kellerman 2004;
Melnick et al. 2004).

The basic pattern, then, was that the market did threaten the “safety
net” but that the safety net was protected—mostly—by political deci-
sions. By 2003 a larger proportion of Americans was uninsured than in
1993, and more Americans were dependent on government “safety-net”
programs such as Medicaid and subsidies to community health centers
and academic medical centers.
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TABLE 2
Estimated Health Plan Enrollment by Type of Plan,
Selected Years, 1988—-2006

High
Conventional HMO PPO POS Deductible
Year (%) (%) (%) (%) (%)
1988 73 16 11 * *
1993 46 21 26 7 *
1996 27 31 28 14 *
1999 10 28 39 24 *
2002 4 27 52 18 *
2005 3 21 61 15 *
2006 3 20 60 13 4

Notes: These results are estimates based on surveys; there is no actual record of enrollment by plan
type, or any other enrollment record, in the United States. Also, these surveys did not ask about
high-deductible health plans (currently frequently mislabeled “consumer-directed” plans) until
2006.

Sonrce: Claxton et al. 2006, exhibit 6, W482.

The Failure of Rationalization

The period of cost control within the private insurance system was part of
a longer period of system transformation. Over a bit more than a decade,
conventional indemnity coverage nearly disappeared from the private
benefits arena. According to table 2, survey responses in 1988 indicated
that neatly three-quarters of covered beneficiaries were in conventional
plans, and by 2006 the surveys showed conventional plan enrollment at
3 percent of the workforce, less even than in the new “high-deductible”
plans.

This transformation definitely did not lead to the kind of rationaliza-
tion desired by so many health policy analysts. From 1988 to 1996, as
46 percent of enrollees shifted from conventional to other plans, about
a third moved into HMOs, raising the HMO total to 31 percent. En-
rollment in PPOs grew even more quickly, and a third form, the point
of service (POS) plans, also took up almost a third of the exodus from
conventional insurance.

Moreover, the growth in HMOs after 1992 consisted entirely of in-
creases in varieties other than the group or staff models of prepaid group
practice (Gray 2006, p. 313). During the 1980s, other types of plans had
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proliferated, including independent practice associations (IPAs), net-
works, and mixed forms. The key point is that all these plans resembled
insurance carriers more than integrated group practices (Gray 2006,
p. 314).

As Gitterman and colleagues write, “Policy reformers who extolled the
benefits of health maintenance organizations (HMOs) in the late 1970s
and early 1980s emphasized in particular the cost and quality advantages
of PGPs vis-a-vis solo and single-specialty fee-for-service (FFS) providers”
(2003, p. 567). The model was Kaiser, which, for reasons discussed later,
did not work well in the marketplace. Kaiser’s own tribulations were
symptomatic: through acquisitions, it managed to expand successfully
into Washington, D.C., in 1980 and the Atlanta area in 1990, but its
expansions into Texas, Kansas City, New York, New England, and North
Carolina failed (Gitterman et al. 2003, p. 590).

Because they did not simply accept the prices that caregivers wished to
charge, and also used some modest methods of utilization management,
the newer HMO forms had advantages over conventional indemnity
insurance. Modest cost control is better than no cost control. Nonetheless,
these new HMOs more closely resembled PPOs than traditional HMO:s.
Table 2 shows the market share of HMOs declining in 1999 compared
with 1996.° In one estimate, by 2002, 112 million Americans were
enrolled in PPOs, more than twice the number in HMOs (Hurley, Strunk,
and White 2004).” By 2005, 61 percent of individuals enrolled in private
plans were in a PPO system. In 2004, only twelve versions of the ideal
HMO remained, serving 7.6 million enrollees. A decade earlier, there had
been ninety-eight, serving 11.8 million enrollees (Schoenbaum 2004).
Thus, by 2004, John Iglehart, the founding editor of Health Affairs,
could conclude that

Lingering visions of the ideal health maintenance organization (HMO)
still color policymakers’ perceptions about the less organized provinces
of the health system. It is still fashionable to argue that the object of
policy should be to nurture competition for consumers’ allegiance
between high-performance health plans. In fact, though, relatively
few such plans exist. Evidently, a rare and fortuitous combination of
circumstances is needed to incubate the kind of large multispecialty
groups on which true HMOs are built. (2004b, p. 35)

These circumstances had allowed the development of Kaiser Permanente
in certain markets and at certain times. Kaiser still was seen as a model
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of rational service delivery (Weiner 2004). But this model has large
management costs and requires far more capital investment to create and
so provides a lower return on investment than do other approaches. These
disadvantages were evident in the early 1990s (White 1995, pp. 184—
85) and from the rise of other forms of HMO in the 1980s (Gray 2006),
and the developments from 1993 to 2005 confirm those effects.

If the savings in the mid-1990s did not come from what Iglehart called
the “ideal health maintenance organization,” what was their source?
HMOs of all sorts used measures that reduced the number of hospital-
izations, and other physicians and insurers copied that behavior. Most of
the savings, however, appear to have come from threatening not to con-
tract with providers, which for a while allowed plans to win better prices.

The most obvious evidence that the management of treatments was
not the primary cause of savings is that the growth of premiums slowed
for all types of health insurance, from HMOs to conventional indemnity
plans (HSChange 1997a). At the same time, government reviews showed
declines in the prices paid by private insurers (PPRC 1996, p. 216;
ProPAC 1997, pp. 22-25). The preeminence of prices is often revealed
indirectly in commentaries from that time. As one 1997 report explained:

Health plans, in early attempts at cost control, used fairly crude mea-
sures, including leveraging aggregated purchasing power to negotiate
price discounts with providers. They turned their attention next to
the potential for shifting service delivery from inpatient to outpatient
settings. Concurrently, they pursued strategies for reducing service
demand. “Now we’re at the stage where cost savings ultimately will
come from managing care better,” one analyst contended. (HSChange

1997b, p. 2)

In other words, they weren’t quite “managing care” yet. Selective con-
tracting was more important than the management of treatments.

Unfortunately for those who paid for medical care (but not for those
who sold it), the ability to save by demanding discounted fees was only
temporary. Part 3 explains how plans gained and then lost market power,
and provides more evidence of the primacy of prices.

The transformations within the American health care system extended
beyond the triumph of the PPO. Insurers and hospital systems also
consolidated, and innovation took unexpected forms.

There were half as many health plans in 2004 as in 1996 (HSChange
2004). The Blue Cross and Blue Shield systems used their advantages
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in contracting (market power as the biggest customer) to grow from
65 million covered lives in 1994 to 91 million in 2004 (Iglehart 2004a).
In thirty-eight states the largest firm controlled at least one-third of
the insurance market; in sixteen states it controlled at least half; and
everywhere except California and Nevada it was a Blue plan. Much of the
remaining private enrollment was in the hands of Aetna, UnitedHealth
Group, or CIGNA (Robinson 2004a). Blue Cross plans consolidated
further through mergers, in some cases also converting to for-profit
corporations (Grossman and Ginsburg 2004b).

The data on consolidation among hospitals are less systematic. In par-
ticular, we have more information about mergers than acquisitions and
not much information about hospitals’ vertical integration or the extent
to which hospitals bought physician practices, nursing homes, and other
pre- or posthospitalization services (Cuellar and Gertler 2003). Never-
theless, starting in about 1993, hospitals “consolidated at an unprece-
dented rate” (Capps and Dranove 2004, p. 175; see also Spetz, Mitchell,
and Seago 2000). Hospital managers were particularly active consolida-
tors from 1995 to 1998. In 1995 about one-third of admissions were to
hospitals with at least one local hospital partner; by 2000 that figure had
risen to nearly half (Cuellar and Gertler 2003, p. 80). Hospital managers
consolidated systems in order to strengthen their bargaining power with
insurers, and studies show that consolidation did indeed enable hospitals
to extract higher-than-average price increases (Capps and Dranove 2004;
Cuellar and Gertler 2005).

The period of the fastest consolidation nevertheless included some
horrendous failures. The most spectacular was the collapse of the Al-
legheny Health, Education and Research Foundation (AHERF), which
had evolved from the Allegheny General Hospital in Pittsburgh to a
statewide system in Pennsylvania (Burns et al. 2000). “AHERE,” the
authors report, “erroneously assumed that economies of scale and other
efficiencies would flow automatically from its system-building efforts”
(Burns et al. 2000, p. 33). Following closely behind was the devel-
opment of Physician Practice Management (PPM) companies, a whole
industry that rose and collapsed in about five years. As Uwe Reinhardt
explained, stock market analysts first “hailed” the industry as “the cap-
italist salvation of a moribund cottage industry {physicians} starved for
financial capital and managerial expertise” (Reinhardt 2000, p. 44).
Firms increased total earnings and earnings per share by acquiring other
firms; because market participants looked at earnings growth rather than
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profitability, they bid up share prices, which in turn allowed PPM com-
panies to use overvalued shares to finance the purchases directly or justify
borrowing. Unfortunately, however, the acquiring firms eventually had
to stop acquiring (so their earnings stopped growing so their stock price
would fall); or to pay for the debt they used to acquire other firms (with
money they did not have); or to discover that combining firms made the
larger enterprise, if anything, less efficient, through clashes in corporate
culture, incompatible information systems, or demoralized employees
(Reinharde 2000, pp. 47-49). In the end, the “rapid ... rise and fall”
of the PPM industry “was driven mainly by pyramidlike funny-money
games” (Reinhardt 2000, p. 50).

More recent developments make more economic sense but still reflect
a churning and system restructuring that bears little relationship to
theories of how the market would integrate care. In particular, rather than
the system’s developing to favor primary care providers and integrated
group practice, the system has returned to dominance by specialists.

According to the dominant story of the early 1990s, “the perceptions
[my emphasis} that tightly managed care would become the dominant
model in the United States and that there was a surplus of special-
ists placed {primary care providers} in a critical position” (Casalino,
Pham, and Bazzoli 2004, p. 82). By the late 1990s, however, specialists
realized they had “incentives to form single-specialty groups both to
gain negotiating leverage with health plans and to profit from imaging
and surgical services without having to share governance and revenues
with PCPs in a multi-specialty group” (Casalino, Pham, and Bazzoli
2004, p. 83). Larger specialty groups also were desirable to generate
the capital needed to purchase imaging and other equipment. Hence
participation in multispecialty groups began to weaken while single-
specialty groups became more popular. “Fear of managed care is what
drove us together,” one medical director said, and “success in con-
tracting is what held us together” (Casalino, Pham, and Bazzoli 2004,
p. 86).

In some markets, specialty physicians consolidated and organized to
a point that they could consider challenging hospitals. Largely because
of favorable payment rates from both Medicare and private insurers,
cardiac care and some other services (e.g., orthopedic surgery) are profit
centers for hospitals. In a general hospital or academic medical center,
these services cross-subsidize money-losing services. If they could be
carved out separately as specialized surgical hospitals, however, those
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extra profits could be shared between the entrepreneurs who created the
specialty hospitals and the physicians who provided the services. Whereas
hospital managers had an incentive to try to grab business from other
hospitals (by developing nicer facilities, attracting specialty physicians,
etc.), the specialists might try to free themselves from the hospitals and
control their own facilities.

By 2002, physicians and for-profit specialty hospital companies had
created forty-eight small hospitals with substantial physician ownership.
In the twelve markets covered by the Center for Studying Health System
Change’s community tracking study, eleven new specialty hospitals were
built between 1997 and 2002. Much of this development occurred where
the state regulatory environment was permissive, that is, in states with
no certificate-of-need (CON) programs (Hackbarth 2005). In one Indi-
anapolis example, specialty groups associated with one system “initiated
discussions about building a heart hospital with MedCath, a national
for-profit cardiovascular service company.” This threat forced the hospi-
tal to agree to build its own new facility, “with the physicians owning
up to a 30 percent share through a joint venture arrangement” (Devers,
Brewster, and Ginsburg 2003, p. 2).

Advocates naturally claimed that specialty hospitals were growing
because they offered real operational advantages. For example, surgeons
could schedule their use of the operating room without worrying about
being interrupted by emergencies, because there was no emergency de-
partment. But there was good reason to suspect that physicians with
ownership interests in an institution might refer their more profitable
patients there and send the others to the full-service hospital. Indeed, the
margin of profit in specialty hospitals was significantly higher than that
in community hospitals (Devers, Brewster, and Ginsburg 2003; Hack-
barth 2005). In response to these concerns, as part of the 2003 Medicare
legislation, Congress and President Bush agreed to place a moratorium
on Medicare’s contracting with new specialty hospitals owned by physi-
cians, and MedPAC advised that the moratorium be continued through
2006 (Hackbarth 2005).

Overall, a period of market-led transformation of American medi-
cal care resulted in the consolidation of both insurers and hospital sys-
tems; a strengthened role for specialists, in the form of multispecialty
groups; a great deal of wasteful investment in organizations that later
went bankrupt; and the eclipse of the organizational form, the integrated
prepaid group practice, that theorists of managed competition believed
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the market would favor. Nor did this transformation control costs or
expand access. Why were these the results?

Part 3: Dynamics of the Health
Care Market

The ups and downs in the privately funded side of America’s medical care
were caused by how pursuit of self-interest within a market context was
shaped by both the beliefs of the market participants and the underlying
factors of supply and demand.

Further Attributes of the Health Care Market
in the United States

In part 1, I argued that the basic aspects of a modern market include
suppliers that are relatively free to seek to maximize income, purchasers
(employers in particular) that shop extensively for value, and capital that
flows freely to wherever the people who control the capital think it would
be most profitable. Suppliers and providers are broadly free to contract
with each other. The United States’ medical and insurance markets also
have the following characteristics:

Unequal Marker Power.  Different participants in a market relation-
ship have different amounts of power. Power in a market is basically
the ability to walk away from a contract if one does not get a price
one likes—or to force others to agree to a contract on terms that one
does like. As we will see, market power has both a hard component,
such as size and number of competitors, and a soft component, the ex-
pectations and attitudes brought into bargaining situations. Paul Gins-
burg described a similar concept, arguing that the type of organization
with the power to lead differed across markets. Thus hospital systems
had the power to lead in Portland, Oregon, whereas physician groups
were the leaders in Orange County, California, and health plans led (at
that time) in Minneapolis—St. Paul. He argued as well that the power
to lead was associated with strong management and access to capital
(Ginsburg 1997, p. 366).

Contracting in Multiple Directions. American health care markets are
not simple structures in which one set of buyers meets one set of sellers for
one set of products. Instead, markets have multiple levels, for instance,
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health care providers selling to insurers who then sell to employers. Thus
some participants contract in multiple directions, and that fact shapes
both market power and strategies.

Herd Bebavior. Markets are arenas for herd behavior, in which par-
ticipants are told, and come to believe, a particular story and act as if
that story were true. As we will see, such herd behavior can represent
a self-fulfilling prophecy—up to a point. Then the herd may stampede
in a different direction. The point here is that herd behavior is simply
part of the broader political economy. Just as the flow of funds created a
boom-and-bust cycle in telecommunications stocks or in the NASDAQ
overall, and the “smart money” sometimes rewards mergers and, at other
times, rewards firms that concentrate on “core competencies,” the flow
of capital to or away from health care organizations has been, and will be,
driven by moods and stories, such as the boom and bust in the Physician
Practice Management business (Reinhardt 2000).

Prices, Institution Building, and the Triumph
of the PPO

What happened to prices is a story of market power. During much of
the 1990s, market power was the holy grail for participants in various
medical businesses. Beliefs about market power especially encouraged
managers of both insurance companies and medical enterprises to seek
greater scale. The Aetna and U.S. Healthcare insurance companies, for
example, gained market share quickly, merged in 1996, and grew to
cover 21 million lives. As Jamie Robinson explained, Aetna

sought to move as much enrollment as possible into the fully insured
HMO, counting on aggressive provider discounts to control medi-
cal costs. . .. The Aetna U.S. Healthcare managed care strategy relied
above all else on massive scale, on millions in enrollment and bil-
lions in revenue to pressure physicians and hospitals to participate at
low payment rates; cover the administrative overhead of utilization
management; dilute adverse selection from weak underwriting; and
spur continuous rounds of lower costs, lower premiums, and further
growth. (Robinson 2004b, p. 45)

The expectation, however, turned out to be inaccurate. Aetna lost large
amounts of money; the top management team was dumped; and the
company survived only by entirely reconfiguring its business. By 2003
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Aetna had only 13 million enrollees and only 3.3 million in its HMO
lines.

Aetna’s strategy failed because providers revolted, “consolidating their
local markets and demanding rate increases, litigating over delays in
payment and denials in authorization, and, in some instances, simply
walking away from HMO networks” (Robinson 2004b, p. 45). In other
words, “managed care” in this case mostly meant the use of selective con-
tracting to drive down prices, and it failed when the providers developed
sufficient market power to resist.

Robinson’s and Casalino’s accounts of what happened in the peculiar
case of California tells a parallel story. California was different because
of the massive presence of Kaiser Permanente, the prototypical group-
/staff-model HMO, which really 4id “manage care” (treatments) through
a distinct practice culture and internal controls. Inspired by or fearful of
that example, in many parts of the state during the 1980s and 1990s,
physicians formed large multispecialty groups (similar to the Permanente
group of Kaiser) and contracted with a variety of HMOs to take on risk
through capitated payment for patients. Following Kaiser’s lead, these
groups saved money by “reducing the numbers of admissions, decreasing
lengths-of-stay, and reducing payment rates to hospitals” (Casalino 2001,
p- 99). They thought they would find greater savings and so chose to
take on as much risk as possible through capitation for a wide range
of services. And they did do more management than medical groups in
other states (Robinson 2001).

By the late 1990s, 16 million people were in HMOs in California,
receiving care through 250 medical groups. Then, as Robinson explains,
“came the crash” (Robinson 2001, p. 82). In the rush for market share,
physician groups (just like Aetna) accepted prices that turned out to be
lower than their costs. Robinson explains that “medical groups accepted
low rates because they wanted to attract patients from competing orga-
nizations.” As with Aetna, however, the California medical groups could
not control costs outside their organizations very well, and as a result the
low rates wreaked havoc on their internal finances. The basic problem for
medical groups was market power, or its absence. “The limits of leverage
against health plans stem from the simple fact that health care is local,
and even the largest medical groups never built anything approaching
monopoly power in any particular submarket” (Robinson 2001, p. 91).

But why did physician groups (and Aetna and everybody else) have to
compete by price discounting rather than by managing care to make it
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more appropriate? The California experience makes clear that even if it
were true that an information base for efficiently managing care existed
and could be made convincing to physicians, managing treatments would
still require building and managing complex organizations. Markets nei-
ther create the necessary information nor create complex organizations,
and both turn out to be extremely difficult.

The theory was that capitation would give medical providers incen-
tives to provide “the right care, at the right time, in the right place,
with the right use of resources” (Casalino 2001, p. 99). That seemed to
call for growing quickly, both to obtain contracts and to build service
capacity. “The race to become large enough so that the other side must
contract with you,” Casalino reported, then “resulted in organizations
growing at rates that HMO and group leaders acknowledge have some-
times been unmanageable and to sizes that many believe may be larger
than is warranted by economies of scale” (2001, p. 103). Consolidation
also had negative effects on culture and work incentives, because it, in
Robinson’s words, brought together “physicians who did not know or
appreciate each other, who shared no common vision or culture, and who
treated fewer patients per day than when self-employed” (2001, p. 89).
Moreover, there were diseconomies of scope. Although multispecialty
groups were seen as a means to coordinate all forms and levels of care, as
Robinson explained, “amalgamation also can transfer inside the organi-
zation the diversity and disunity formerly coexisting under the principle
that good fences make good neighbors.” This resulted in fights over in-
ternal divisions of resources, with specialists threatening to withdraw en
masse in order to “extort greater shares of the overall budget” (Robinson
2001, p. 92).

In theory, groups might have competed by providing higher qual-
ity through more appropriate management of treatments. Yet this was
not practical because when groups are paid by capitation and so bear
risk but nobody has devised a plausible risk-adjustment mechanism, the
threat of adverse selection means there is no business case for quality.
As Casalino notes, “We do not see billboards advertising that HMO A
or Medical Group B provides outstanding care of diabetic patients . ..
capitated organizations with a reputation for high quality may suffer
a double financial hit: a loss on their investment in quality, and a loss
from attracting sicker-than-average patients.” Therefore groups that had
instituted quality improvement programs such as disease management
concluded that they were not good for the bottom line and scaled them
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back (Casalino 2001, pp. 104-5). The dynamic of competition meant
that even if preventive or wellness measures had improved the perfor-
mance of the system as a whole, the fact that the provider of those services
could not be sure of reaping the financial rewards made their provision
economically irrational.

The competitive failure of the group-/staff-model HMOs and of the
California group practices was another face of the PPOs’ triumph. There
are three main reasons why PPOs triumphed in the marketplace. First,
more tightly managed care is less than popular with patients. HMO
became an unpopular term during the 1990s. While the “managed care
backlash” produced only small (though frequent) legislative victories (see
part 4), employers appear to have decided that their employees wanted
fewer restrictions. But employers might not have done so if the HMO
products had had what employers and employees considered sufficient
price advantages. Instead, the PPO cost containment disadvantage from
interfering less in patient care was at least partly offset by the fact that
interference also requires extra expense. Accordingly, by the early 2000s,
there was little difference in the cost of coverage through HMOs and
PPOs (Hurley, Strunk, and White 2004; Schoenbaum 2004). This sim-
ilarity of cost may have reflected a similarity in substance, as at that
point HMOs overwhelmingly consisted of IPAs and other less tightly
managed models.

From a policy perspective, the PPO form has disadvantages that be-
come evident from comparisons with traditional Medicare. Analysts at
the Center for Studying Health System Change thus found “puzzling”
both the rise of PPOs and their advancement as a proposal for Medi-
care reform. After the 2003 “Medicare Modernization Act” proposed
expanding the PPOs’ role in Medicare, these analysts commented,

Almost certainly, PPOs cannot get sustainable discounts from physi-
cians or hospitals that approximate rates paid by Medicare, as even
the tightest HMO networks rarely approach Medicare’s administered
prices. In that respect, Medicare is the “mother of all PPOs” because
it enjoys superior discounts over virtually all private payers. That
the PPO will not be able to achieve the low administrative costs of
traditional Medicare is a point conceded even by proponents of PPOs.

PPOs might look good in the market compared with HMOs, they added,
but “the PPO arrangement enjoys none of these advantages relative to
traditional Medicare” (Hurley, Strunk, and White 2004, p. 67).
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In the market, however, PPOs were competing not with Medicare
but with other private insurance plans. This context revealed the most
important advantage of PPOs: the flexibility of the product. Insurers
can create basic networks and then customize the offerings to different
employers’ preferences for passing on the costs to employees (through
cost sharing) or fitting a network to where their employees live. The
traditional group- or staff-model HMOs were at a special disadvantage
on these dimensions, as they had avoided cost sharing and could not
customize networks because they were built around large clinics. In
contrast, an insurer could rent its PPO network to an employer that chose
to self-insure—and lots of employers did so, in part because of regulatory
requirements for health insurance (Hurley, Strunk, and White 2004).

PPOs therefore have a major advantage in one of the aspects of com-
petition that economists emphasize: customizing products to appeal to
purchasers with different “tastes” (Glied 2005; Pauly 1998a). In the
standard economic argument, choice improves personal utility (each pur-
chaser receives a preferred product) as well as the total social utility. This
argument applies to the choices actually offered in the market but not
to all possible choices. Therefore it says nothing, for example, about
whether PPOs could compete successfully with traditional Medicare if
employers were offered that option (White 2007). Purchasers of insur-
ance had to deal with what the market actually offered. In that situation,
with employers being the true purchasers, the plans that did best in the
competition were those that were “diversified into multiple networks,
benefit products, distribution channels, and geographic regions” (Robin-
son 1999, p. 8). The flexibility of the PPO product allowed insurers to
offer a different “plan” to each customer (as either insurance or a network
rented by a self-insured employer).?

As the costs and access figures show, the advantages of PPOs in the
American marketplace do not remotely suggest that the marketplace was
working well. But they also do not quite explain how the market did
work.

Stories, Behavior, and Entrepreneurship

The most striking aspect of the accounts of market behavior in health
care in the 1990s is that activity appears to have been influenced by
shared stories, which rose, fell, and were changed in the health policy
and business communities.
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The rush into HMOs (and PPOs) from 1993 through 1997 was trig-
gered in part by the publicity about “managed competition” during the
1993/1994 debate about the Clinton health insurance proposals. Paul
Ginsburg reports that “many persons interviewed” in the Community
Snapshots Study (which involved fifteen communities) “mentioned the
degree to which the Clinton administration’s proposals spurred organi-
zations to initiate changes to prepare themselves for the potential world
of managed competition” (Ginsburg 1996, p. 18). This market behavior
involved group think among four sets of actors.

First, entrepreneurs and managers of insurance companies had to be-
lieve that this was how insurers should do business. Jamie Robinson’s
account of Aetna’s tribulations neatly illustrates the alternation of belief
and disillusion in that part of the system. Second, providers had to be
willing to sign selective contracts with managed care organizations at
discounted rates. In this sense, the move to selective contracting was a
self-fulfilling prophecy: because they were told “managed care” was the
wave of the future, providers figured they had to get ahead of the wave
in order “to ensure they did not lose patients or revenue as beneficiaries
moved into managed care” (Grossman, Strunk, and Hurley 2002, p. 3).°
Analyst Jeff Goldsmith referred to “panic-driven discounts” (HSChange
1997a, p. 4). These beliefs also were the reason why providers, seeking
to protect themselves, merged or acquired networks horizontally and
vertically (for an example of these calculations, and a rare exception, see
Kastor 2004).

Employers had to believe these forms of insurance would save money.
This belief depended less on prophecy than on desperation: something had
to work better than what they had done before. When it actually did
work better, for a while, employers pushed on, shopping for better deals
as long as that worked.

Finally, investors had to believe that they would get high returns from
providing the capital needed to build and expand these managed care
networks. This also was a temporarily self-fulfilling prophecy. When the
Center for Studying Health System Change convened a group of Wall
Street analysts to discuss the health care market in 1997, the report noted
that for-profit HMOs had been growing exceptionally fast owing to
“access to capital; good balance sheets with large amounts of cash; highly
valued stock that they can use as cash to make acquisitions and grow;
highly sophisticated marketing and operating abilities; and innovative
product development that responds to consumer interests and demands
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while controlling costs.” The problem with this view was that the part
about controlling costs apparently was not entirely true, as shown by
the observation that “despite the impressive growth of this small cadre
of companies, much of this industry is not profitable now” (HSChange
1997b, p. 1).

Grossman and Ginsburg’s account of what happened in the insurance
industry is very similar to Reinhardt’s account of how capital market
enthusiasms allowed the boom-bust cycle for Physician Practice Man-
agement companies:

Some plans intentionally underpriced to gain market share. Plans be-
lieved they could price lower than their competitors without harming
their bottom line because of expectations that larger market share,
along with utilization management, would reduce costs. With the
industry in its growth phase, publicly offered plans were valued based
on a multiple of members and so had additional incentives to price to
increase enrollment. The heavy capitalization of these plans provided a
cushion for losses arising from such pricing. (Grossman and Ginsburg
2004a, p. 97)

Insurers were supported by investors who believed the story and so pro-
vided capital to pay for expansion. Then the believers in “managed care”
encountered two problems with a good story.

First, too many people may believe the story. “As the industry peaked,”
one participant in the center’s 1998 Wall Street roundtable commented,
“everybody jumped into the business” (HSChange 1998b, p. 1). Sec-
ond, the believers themselves may give the story too much credence.
As employers switched plans for lower premiums, plan managers “ap-
peared willing to sacrifice premium increases in exchange for entering
new markets and growing their enrollments” (HSChange 1998a, p. 1).
The crash came when a combination of provider disgust and despera-
tion, provider consolidation (to increase market power), and provider
exit changed their willingness to accept, and play their role in, the
story.

By 2001, the center’s Wall Street analysts were agreeing that by con-
solidating, hospitals had gained dominant power in many areas. Where
hospitals had not consolidated, insurers were propping up the weaker
ones with better rates in order to prevent consolidation! Both plans and
providers had abandoned the pursuit of market share and were concen-
trating on seeking higher prices so as to restore profitability, mainly



424 Joseph White

because the “self-induced pain” of the era in which both sides believed
in market share above all had been “phenomenal” (HSChange 2001,
p- 3). Hospital managers also became more willing to risk confronta-
tions. In a widely reported showdown in 2001, St. Joseph’s hospital
system in Orange County, California, refused to contract with Pacifi-
Care. It turned out that patients were more loyal to providers than to
insurers: “St. Joseph was able to retain most, but not all, of its patients as
they switched enrollment from PacifiCare to other health plans, which
sent a powerful message to both sides about the consequence of contract
showdowns” (HSChange 2003b, p. 3). Showdowns had similar results
around the country because either enrollees who had a choice within
their employer plans switched to follow their preferences or employers
chose to accommodate their employees’ preferences.

By 2003, one participant in the center’s Wall Street to Washington
gathering could say that “the last few years in the hospital industry are
probably the best we’ve seen in 20 years.” Beds had been closed (through
mergers, failures, etc.) to the point that the sellers had power over the
buyers (HSChange 2003c¢, p. 2). My own community of Cleveland is a
good example: the large Mt. Sinai medical center closed and the Cleve-
land Clinic and University Hospitals systems bought up much of the
rest of hospital capacity, which left “no countervailing force . . . to check
the systems’ power” (HSChange 2003a, p. 1).

Asaresult of these developments, a new story had come to dominate—
and in essence coordinate—market behavior. Remembering the pain of
the late 1990s, managers of health care providers and insurance com-
panies were determined to keep prices up through “pricing discipline.”
“I've never seen discipline in the industry from a pricing standpoint
like I've seen now” (HSChange 2004, p. 2), said one insurance industry
consultant, providing part of the answer to why the underwriting cycle
had yet to turn back toward lower margins. After a period of contract
showdowns between health plans and providers, conflict had declined
largely because, in most markets, “plans have recognized and accepted
their weaker position relative to providers” (White, Hurley, and Strunk
2004, p. 1).

One might wonder why consolidation among insurers did not al-
low them to resist the providers’ demand for increased payments. The
simple answer is that there were two concentrated parts of the market
and one fragmented part. The insurers had to choose between fight-
ing a full-pitched battle with the providers or exploiting their own
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market power vis-a-vis the employers. Raising premiums to employers
was a lot easier. In theory, employers could have demanded restrictive
networks (at lower prices). But since everyone had agreed that employ-
ees did not like restrictive networks, and providers (especially hospi-
tals) were not willing to discount much to get into such networks,
there were not many available for purchase. Individual employers could
not invent such a product; they could only shop around and find the
relatively best deal by customizing other contract terms, such as cost
sharing.

The system left substantial room for entrepreneurship, but this en-
trepreneurship did not serve to improve health care values. Aetna became
profitable again in part because it rigorously improved its underwriting
and shed its more expensive patients (Robinson 2004b). Some physicians
pursued income more aggressively outside normal channels. In particu-
lar, they participated more heavily (for compensation) in clinical trials
sponsored by drug companies and made more efforts to invest in spe-
cialty care facilities (Pham et al. 2004; for a very critical assessment, see
Kassirer 2004).

Specialty physicians, as noted earlier, organized to create and exploit
market power and, in some cases, tried to extract extra income from the
hospital sector. Their ability to do so depended largely on the supply and
demand aspects of market power. Thus, physicians were most likely to
seek to create specialty hospitals where they had the “greatest leverage
relative to plans because of a previous history of single-specialty con-
solidation (Indianapolis) or relative physician shortage (Phoenix).” They
were least likely to do so where there were lots of physicians and the hos-
pitals had overwhelming brand identity, as in Boston, or the specialists
were disorganized, as in Miami (Pham et al. 2004, p. 75).

Such an exploitation of market power was possible, however, only
because of the free flow of unregulated capital. In most countries, en-
trepreneurs would not be able to raise capital, build a facility, and expect
the dominant public insurers or sickness funds to send their enrollees to
the facility. Even in the United States, the normally weak certificate of
need processes that still exist in some states appear to have restrained the
development of specialty hospitals there.

The free flow of capital did not serve health care values such as
cost control and access. Shopping involved mainly employers choos-
ing among unsatisfactory alternatives—ever more expensive coverage
with increasing cost sharing. Market power was used to exploit whoever



426 Joseph White

was weakest. For a short while, that was providers, but it is now the
purchasers. Behavior followed stories that in significant cases turned out
to be untrue. The health care herd stampeded in one direction and then
another.

The brief period of private-sector cost control was based mainly on
dynamics of price negotiation that then reversed. The actual management
of treatments was less important; the short answer why that was so is that
negotiating prices is a lot easier than managing treatments. Although
PPOs triumphed in the market, even as they did so, there was no reason
to believe they could beat traditional Medicare in a fair competition.
The market did not control costs, increase access, or help rationalize the
American health care system.

Part 4: The Role of Political Backlash

The account here, though derived from mainstream analyses, is not quite
the conventional wisdom. Instead, many readers may believe that the
period of private-sector cost control was reversed by a politically driven
“managed care backlash.” Where I emphasize how behavior in markets
affected prices, the alternative argument would emphasize utilization
controls. Where I emphasize employer and employee and provider push-
back in contracting processes, the alternative argument would say that
political pressures, such as legislation and regulation at the state level,
caused insurers to retreat from tight utilization controls that had, for a
short time, controlled spending.

A review of the literature on the political and legal dimensions of
the backlash shows, however, that the market dynamics that I have
emphasized, including a perception among insurers that their efforts to
manage care were not cost-effective, were far more important than the
limited regulation that occurred amid the rhetorical fury.

Utilization reductions were part of the reason that cost increases
slowed in the mid-1990s. Group/staff HMOs certainly did reduce hos-
pitalization rates (Dhanani et al. 2004). Moreover, health insurers did
retreat from many of the methods of utilization controls that they had
emphasized in the mid-1990s (Lesser, Ginsburg, and Devers 2003; Mays,
Hurley, and Grossman 2003). We might expect that laws such as those
inhibiting the “drive-through delivery” of babies contributed to this re-
treat from utilization controls (Liu, Dow, and Norton 2003; Morrissey
and Ohsfeldt 2003/2004).
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Most of the evidence clearly suggests, however, that legislation was a
minor factor in both utilization and price developments. To be sure, the
political process both fed off and added to the mood of public discontent,
which may have encouraged plan managers to conclude that some forms
of cost control were not worth the trouble. States passed a wide variety
of legislation (for a summary, see Hall 2004). Yet there is very little
evidence that legislation or regulations had important effects.

One indication of the low relative importance of legislation is the
limited emphasis it receives in overview analyses. Whether intended
or not, government does, as Lesser and colleagues report, play “a key
role in shaping the structure and dynamics of the health care market,
acting as both a purchaser and a regulator” (Lesser, Ginsburg, and Devers
2003, p. 340). Nonetheless, their account provides no instances of laws
affecting behavior, even though it offers many examples of the influence
of market dynamics. Mays and colleagues argue that government actions
were one part of the overall environment of backlash. Again, though,
their account emphasizes other factors. For example,

health plans cited several reasons for the movement to less re-
strictive provider networks: growing consumer demand for broad
provider choice; the lack of reliable information for identifying ef-
ficient providers; difficulties in generating demonstrable cost savings
from limited-network products; and the efforts of some hospitals and
medical groups to become “indispensable” components of networks
by consolidating or building consumer loyalty. (Mays, Hurley, and
Grossman 2003, p. 381)

Government regulation is conspicuously absent from this list. The au-
thors report that plans in three of the twelve Community Tracking Study
markets did claim that “state insurance regulations have steadily weak-
ened the ability of gatekeeping and preauthorization requirements to
constrain utilization” (2003, p. 385). Yet the retreat was evident in all
twelve markets, and the plans allowing self-referral to specialists or elimi-
nating some prior authorization requirements “uniformly cited consumer
and provider dissatisfaction with administrative hassles as a primary mo-
tivation for scaling back their reliance on gatekeeping and preauthoriza-
tion requirements.” Some plan respondents further explained that they
were uncertain that the rules were effective in constraining utilization
(2003, p. 384).

Studies that focused specifically on government action also found
only weak effects, if any. Sloan, Ratliff, and Hall analyzed a wide range of
“patient protection” laws, including laws that would have made managed
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care organizations liable for outcomes that could be blamed on their
utilization constraints, a “prudent layperson” standard for determin-
ing when emergency services would be covered, direct patient access
to ob/gyn physicians without referrals, minimum stay requirements for
deliveries, and external review of coverage denials. They found very few
effects on either the utilization of services or patients’ satisfaction with
care. The only statistically significant effect on utilization was a greater
use of emergency rooms after the prudent layperson standard was enacted
(Sloan, Ratliff, and Hall 2005).

Hellinger (2005) comments that Sloan and colleagues did not look
for changes in prices, which could be an effect of rules such as legislation
requiring health plans to contract with “any willing provider” (AWP).
Yet Hellinger notes that the AWP laws “were not actively enforced
during the time period studied by the authors because of a court order
in 1997 blocking Arkansas’ any willing provider law” (Hellinger 2005,
p. 670). Although the U.S. Supreme Court did not overrule that order
and establish that AWP laws were legitimate until 2003 (Butler 2003),
the reversal in “managed care’s” fortunes occurred well before 2003. That
reversal also took place in all the Community Tracking Study markets,
even though the AWP laws were quite limited in those markets (Hurley
and Draper 2002, p. 35).

State regulations may have favored PPOs over HMOs indirectly. Em-
ployers could avoid state requirements mandating insurers to cover par-
ticular services by self-insuring, which favored PPOs, which in turn
could rent networks to employers in ways that were more difficult for
HMOs, especially the prepaid group practices (Hurley and Draper 2002,
p. 40). The level of regulation was not, however, particularly related to
the extent of HMO penetration. Many of the most common regulatory
measures were, when examined closely, fairly limited as well. For exam-
ple, requirements that patients have direct access to specialists normally
applied to few physicians other than ob/gyns.

Other measures did inconvenience plan managers and likely raised
costs but should not be viewed as attacks on “managed care.” Legislation
that required subsidies or set reserve standards, and thereby raised some
plans’ costs of doing business, were reactions to serious solvency problems
such as the collapse of HIP in New Jersey, the near bankruptcy of the
Harvard Pilgrim and Tufts health plans in Boston, and the failure of
major physician organizations in California.

These seem like logical applications of states’ historic responsibilities
for insurance regulation. Another kind of measure that inconvenienced
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plan managers and would raise costs was the requirement that “clean”
claims “be paid within 30 or 45 days” (Hurley and Draper 2002, p. 38;
Brown and Eagan 2004). There are doubts about how this was actually
implemented, as well as arguments that these rules could be gamed (by
challenging claims) and created extra administrative costs. Whether the
prompt payment requirements were effective or not, however, simply de-
laying payments in order to benefit from the float looks more like insur-
ance abuse than “managing” care, and it should be no surprise that there
was a “near absence ... of opposition by purchasers” and a “muting of
opposition by health plans themselves” to legislation forbidding a prac-
tice that is hard to defend in principle (Brown and Eagan 2004, p. 1052).

A few measures, such as laws that said insurers could not force women
to leave the hospital less than forty-eight hours after giving birth, directly
impacted some forms of utilization control. Even in that case, however,
effects appear to have been marginal. “Drive-through deliveries” had
arisen in part because of advances in medical practice, and some mothers
wanted to leave the hospital quickly. The most extensive study concluded
that the effect of these laws was less than a 10 percent increase in the
average length of stay. Because bed charges are only a portion of the total
charges, the estimated overall cost increases were much lower: about
4.3 percent for a normal delivery and 2.2 percent for a C-section (Liu,
Dow, and Norton 2003, data 143, 144, 146).

In astudy of six states, Mark Hall provided an “autopsy” for the “death
of managed care” (Hall 2005). He studied the regulation of financial
terms that could be said to give physicians incentives to withhold needed
care, measures to limit gatekeeping, and measures to inhibit utilization
management.

Hall found that four of the states had adopted laws to restrict financial
incentives, but the laws had generally not been implemented. As a result,
none of his respondents “thought that regulation was the primary cause”
of the retreat from financial incentives, “and many thought the law was
largely irrelevant” (Hall 2005, p. 438). Gatekeeping declined more in
states without legislation, which hardly is consistent with the argu-
ment that legislation is important. Plan administrators even noted some
ironies, such as that allowing direct access to ob/gyns could be viewed as a
way to attract younger and healthier members. “The dominant view” was
that laws regarding gatekeeping were not important (Hall 2005, p. 441).
Hall reports that some of his respondents gave government regulation
some credit or blame for the retreat from utilization management. Yet
insurers by a large margin (twenty to seven) attributed changes “almost
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entirely to business reasons.” In their view, “the trend toward more le-
nient prior authorization requirements {was} driven mainly by the simple
economics of conducting these reviews in the first instance” (Hall 2005,
p. 442). Patient advocates and regulators did think that laws reinforced
the underlying trend, but, Hall concludes, “almost no one thought the
law was the primary driver of this change,” and “the particular effects
attributed to the law were often not substantive” (Hall 2005, p. 444).

Similarly, Peter Jacobson investigated a wide range of suspects in the
“murder” of “managed care” (Jacobson 2003). Among other suspects,
he considered courts and legislatures. The courts, he concluded, had in
fact shown “deference to market principles” and interfered little, de-
spite the likelihood that jurors might want to punish managed care
organizations (Jacobson 2003, p. 380). In essence, “the courts punted
to the elected officials.” At the federal level, elected officials did next
to nothing. Even at the state level, the industry’s lobbying power de-
feated many proposals, and the Employee Retirement Income Security
Act (ERISA) further hamstrung state initiatives. As a result, Jacobson
found little substantive regulation at the state level, despite the po-
litical theater. He concluded that managed care was done in by “the
managed care industry itself, a result of failures from within. Through
self-inflicted wounds, the industry self-destructed” (Jacobson 2003,
pp. 394-95).

The literature on regulation therefore tells the same story as does
the literature on markets. Political action was, at most, a minor aspect
of the decline in health plans’ ability to manage either utilization or
prices. Methods to control utilization were largely abandoned because
they did not appear to be working well enough to justify customers’
(and providers’) dissatisfaction. If utilization controls were not working
so well, that in turn supports the argument that any cost restraint was
due mainly to insurers’ temporary upper hand in price negotiation.

Conclusion: American Health Care
and the American Market

The evidence regarding developments in the American health care mar-
ket from 1993 through 2005 supports the following conclusions:

1. The period of cost restraint was mainly due to providers’ short-
term panic, which enabled plan managers to extract lower prices
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per service. This was a far more significant factor than any “man-
agement” of treatments.

2. Upward cost trends returned when the providers ceased to panic.
Many of them, particularly hospital managers, discovered they
were stronger than they had thought: partly because of concrete
changes in supply conditions (consolidation and bed closings) and
partly because of changed psychology.

3. Because savings had come largely from discounting, care manage-
ment by the most intensively managing HMOs did not give them
a market advantage. The savings from management were largely
balanced out by its costs and therefore did not yield a pricing
advantage sufficient to overcome purchasers’ preference for other
network forms.

4. Prepaid group practice HMOs faced particular disadvantages be-
cause the capital needed to create them was greater than that
for other organizational forms, and their flexibility to market
to a range of customers was weaker. These difficulties derive
directly from the roles of capital and of shopping in a market
system.

5. The amount of organizational innovation was immense. Much of
this innovation was enabled by the free flow of capital. Investors,
however, turned out to have little understanding of what would
work in the market, much less for decent health care. Instead,
capital followed stories that were self-fulfilling only for a while, as
in the cases of Physician Practice Management Plans and insurance
companies that pursued market share above all. In other cases,
capital may have flowed to profitable uses, but those uses, such
as specialty hospitals, may have had negative effects on the health
care system.

6. Market incentives and behaviors by themselves do nothing to solve
basic organizational problems such as how to manage complex
organizations filled with professionals who have conflicting values
and interests. One reason the American health care marketplace
did not favor integrated group practice plans is that these plans
are simply very difficult to create.

7. Throughout, market behavior reflected fundamentals of supply
and demand or potential profit only as refracted through, so some-
times distorted by, stories that were told in the health policy and
investment communities. The frequent inaccuracy of these stories
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was revealed by events, which should give pause to anyone who be-
lieves “the market” is rational, much less that it could rationalize
health care.

Costs and Access

Market forces are unlikely to improve costs and access, compared with the
methods used in all other countries, for two reasons. First, universal access
depends on some people subsidizing others, and markets are not in the
business of creating subsidies (Pauly 1998a). Subsidies are government’s
business. No country provides universal coverage without substantial
compulsion and a system in which contributions are related to ability
to pay (White 1995). Nothing in recent American experience suggests
otherwise.

Second, cost control must begin with limiting prices. If a system can-
not limit prices, it does no good to limit volume, because providers can
raise prices to maintain their incomes (they can raise prices on their own,
but they need patients’ cooperation of some sort to induce utilization).
Limiting prices is an imperfect measure, but it is first and foremost.
We already know that in explaining the difference between costs in
the United States and other countries, “it’s the prices, stupid” (Ander-
son et al. 2003). The evidence from the American health care market
since 1993 suggests that prices were the primary variable in cost control
performance in the United States as well.

If limiting prices is fundamental, it is highly unlikely that private,
competing insurers will ever outperform a sensibly managed system of
government or all-payer price regulation. Medicare has outperformed
private insurers essentially through more powerful price regulation and
lower administrative costs alone, without some of the other instruments
(such as capacity controls) that are available to system managers in other
countries. The reason is simple: Medicare’s size gives it greater and more
stable market power than is likely to develop within the private coverage
world. Private coverage could approach Medicare’s advantages only if
it approximated Medicare’s monopsony power and, perhaps, ability to
lower administrative costs through compulsory contributions. But that
would not be a market system by any normal definition.

Rationalization

The failure to rationalize the medical care system through the market is
not accidental. Integrating the provision of medical care is difficult for
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reasons that have nothing to do with markets but also that markets do
nothing to eliminate.

Rationalization (if serious) is a long-term project, but it is not clear
that the customers for health plans are interested in the long term. In
theory, employers and employees should want health plans that invest in
long-term cost and quality improvements. In practice, uncertainty about
the effects of such innovations likely leads to substantial discounting of
their value and greater attention to short-term costs. As long as shop-
ping among plans or providers is extensive, whoever bears risk has little
incentive to spend more on beneficiaries in the short run in hopes of
spending less in the long run, because some other organization may reap
the savings after the patients move. An employer that spends more, as
an “investment,” on health care than its competitors do may find itself
losing business owing to its higher short-term costs (or seeing its stock
price decline owing to lower short-term profits). A single insurance plan,
such as fee-for-service Medicare, would be a more logical platform for
systems of disease management than a set of atomized plans with shifting
membership could be (Short, Mays, and Mittler 2003; see also Rodwin
and Le Pen 2004; White 1997).

Truly organized systems are likely to require tight management, for
“managed care” has to be managed by someone. The organizational con-
trols that could enforce such management are unlikely to be effective,
however, except in a fairly closed system. Closed systems—for exam-
ple, the traditional group/staff HMO—Ilack the geographic flexibility
to easily serve a wide range of customers with very different geographic
distributions of enrollees. To summarize, if we take seriously the orga-
nizational challenges posed by ideas about rationalization, it becomes
difficult to believe, even in theory, that the dynamics of market com-
petition could be helpful. The actual workings of the American health
insurance and delivery markets during the past decade illustrate the
potential problems.

The Future of Health Care System Reform

Since 1993, the United States has seen extensive, though not particularly
coherent, attempts to fix its financing of health care through versions
of market forces. The experience could have been worse. Costs did not
soar anywhere near as much as was feared in 1993, and the percentage of
Americans with insurance coverage grew for a while before falling below
earlier levels. Yet costs eventually did rise substantially, and insurance
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coverage did shrink. Markets did not give us the health care system that
most of us want.

The basic aspects of a modern market—relatively unrestrained pursuit
of profit on the part of providers, extensive shopping for services, and
broad access to capital—do not appear to be helping the health care
system attain its goals. Some economists, nevertheless, including realists
about the results of competition (Glied 2005; Robinson 2005), will say
that markets provide flexibility so that purchasers can choose based
on their differing personal utilities. This argument presumes, however,
that the market will offer a more tempting array of choices than could
be provided by other arrangements.

The American market did offer more choices, but not necessarily
more attractive ones. The quite limited insurance options available in
Germany (for example) might seem to most American employers to be a
better value than what they can find among the myriad choices available
in the United States. American insurers cannot match the value offered
to employers by German insurance because national health insurance
systems have ways of controlling costs without selective contracting
(White 1999). These ways are not and do not have to be ideal; they
only have to be better than what Americans can obtain from selective
contracting for the American market to offer its insurance purchasers
worse value than that of a less market-based system.

The contrast between traditional Medicare and PPOs neatly illus-
trates this point. As argued earlier, there is little reason to believe PPOs
could compete with traditional Medicare on a level playing field. They
should have higher administrative costs, less power to limit prices, and
smaller networks (Hurley, Strunk, and White 2004). American private
purchasers, however, do not have the option of using traditional Medi-
care to cover their employees: that was one thing the market could not,
and a Republican Congress certainly would not, offer.

The Republican coalition set up competitions between PPOs and
traditional Medicare within the Medicare system. Oberlander (2007) and
White (2007) provide more detailed reviews of these measures, but in this
context the key point is that the PPOs have lost badly. The 2003 Medicare
legislation tilted the playing field in favor of PPOs in many ways, such
as by paying Medicare Advantage plans a premium over what the same
beneficiaries would have cost in the fee-for-service system (Biles et al.
2006; MedPAC 2006a) and allowing new regional PPOs to pay providers
according to the Medicare fee schedule (MedPAC 2006b). Hence PPOs
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were allowed to use Medicare’s market power and spend extra money on
their beneficiaries, but even with these advantages, as of December 2006,
the new regional PPOs had enrolled few members. Far more popular were
the equally subsidized “private fee-for-service” plans, which promised
members access to unrestricted networks (Kaiser Family Foundation
2007). It should be no surprise that if private plans are given Medicare’s
market power, network advantages, and extra money, they might be
attractive, even though this would essentially allow private insurers and
beneficiaries to take extra money from the federal treasury. Such plans
likely would be very popular in the private market, at even greater
expense to the treasury, but that shows the superiority of traditional
Medicare, not of the market.

The lessons of the American health care market since 1993 may be
ignored as the policy community seeks out new stories. Stories about
promising new approaches originate as much in disciplinary biases as in
reality: thus health services researchers, consciously or not, promote the
idea that money can be saved by managing care or making it more “evi-
dence based,” while public health professionals promote the idea that the
“medical model” is inappropriate and inefficient. Pay-for-performance
and “consumer-direction” are more recent stories, which tell market par-
ticipants what they might try (if they could figure out how and convince
patients and physicians to cooperate).'® Yet persuasive labeling does not
make a story true, and no approach can make up for the facts that the
ability to choose does not make the choices acceptable; that unstable
membership, which is a direct result of the ability to shop for plans, in-
hibits positive system development; that entrepreneurship in the pursuit
of income often conflicts with the goals of cost control and equity; and
that the free flow of capital, especially, has not served any of the goals of
a decent health care system.

At this writing, the newest “market-oriented” proposals come from
Porter and Teisberg (2006), who postulate a world of integrated medical
records, providers specializing in services of greatest competence, and
patients flocking to the highest-quality providers, forcing the others to
improve or get out of the business. The experience described in this ar-
ticle gives many reasons to believe that the market will not give us that
kind of rationalization, either. As Donald Berwick (2005, p. 329) has
noted about the need for integrated medical records, “The market will
only add variation, which is the last thing we need more of.” Follow-
ing in the footsteps of the managed competition theorists, Porter and
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Teisberg assume away the difficulties of organization building, postu-
lating that competition will drive transformation. Imagine that a new
world of measurement means that a hospital can compete on coronary
care but not on orthopedics. That would be realized only through losses
on the orthopedic service, which would make the hospital a bad invest-
ment risk. Moreover, simply closing the orthopedic service could cause
a capacity shortage, which, according to market logic, would be met
by the remaining suppliers raising prices. Porter and Teisberg assume
that high-quality providers will expand by absorbing the best personnel
from the failed institutions and will move into areas that have shortages.
But this ignores all the managerial, cultural, and capital difficulties
of expansion. “Competition” is not some sort of magic wand that solves
organizational problems. In reality, any positive and significant reorgani-
zation of American health care delivery, especially of the hospital system,
would need to be slow; the fixed costs of the hospitals would have to be
managed; and a minimal supply of all services would have to be main-
tained. The capitalist market simply is not designed to do those jobs.

It should be impossible to observe American experience over the past
decade and still imagine that control of capital is unimportant. Much of
what happened in the United States depended on decisions by investors
who flocked to for-profit HMOs and then rushed away from them; or by
drug companies that offered new income sources for physicians through
clinical trials; or the capital sources that allowed some hospitals to expand
or specialty hospitals to be created. It should be obvious, but I'll say it
again: capitalism means capital has power. If “the market” is to strongly
influence American health care, that means the capital markets will
wield much of that influence. Readers are free to conclude that is a good
idea, but it is hard to see what events in the United States since 1993
would justify that conclusion.

Effective reform will require restraining the market, not relying on
it. The following measures are especially important:

First, any kind of equitable guarantee of access to care requires the
strong hand of government to mandate the necessary redistribution.

Second, any form of cost control requires effective limits on prices,
and that will work better through some sort of coordinated payment
system than through relying on selective contracting by multiple pur-
chasers (White 1999). During the mid-1990s, selective contracting did
successfully restrain prices, but that was temporary and the approach is
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inherently unreliable. Government should take the lead either in setting
prices or in coordinating payers to create monopsony power.

Third, the proliferation of organizational forms—especially the rise
of Independent Practice Association HMOs and Preferred Provider
Organizations—appears to have added very little value to the health
care system. There is a reasonable case that traditional HMOs of the pre-
paid group practice form could manage treatments in productive ways.
Ironically, recent experience in the Veterans Health Administration may
confirm the advantages of a coherent and hierarchically managed or-
ganization (Asch et al. 2004; Oliver 2007). Yet such approaches are at
a great disadvantage in the market, owing to both beneficiaries” pref-
erences and the Kaiser model’s relative inflexibility and high capital
requirements. Gray argues that the other forms of HMO did not have
the cost-containment advantages of prepaid group practice and had to
intervene in care in ways that were visibly intrusive and so provoked
backlash (Gray 2006, p. 329). From a health policy perspective, PPOs
make no more sense. Therefore, believers in the original vision of system
rationalization through prepaid group practice should support simply
banning all other forms of selective contract plans.

This would create a system in which Kaiser-like models competed
with all-payer fee-for-service. The government could do a better job
of creating an integrated medical record and reasonable performance
measures than the private sector has managed to date. To the extent that
quality could be measured, patients could vote with their feet more easily
in such a system than in a system in which they had to first choose plans
and then could only choose among providers within those plans.

Fourth, there is a need for some sort of controls on capital investment
in medical services. A proliferation of specialty hospitals and imaging
centers is highly unlikely to improve the overall delivery of care. Churn-
ing, with services closing in some places and opening in others, normally
produces more disruption than improvement. Both the financial markets
and government planners can make bad decisions, just as both private
and public payers may create payment rules that have perverse health
policy consequences (Ginsburg and Grossman 2005). Government, how-
ever, at least is likely to make its mistakes more slowly and also is in a
better position to gather information and consider the risks of innova-
tion. One of the problems with financial markets is that money moves
too quickly, allowing boom-bust cycles such as occurred with Physician
Practice Management companies and with health plans that discounted
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to gain market share. Any responsible restructuring of medical care de-
livery would require the kind of patience, attention to the long term, and
knowledge of individual businesses that in the political economy litera-
ture has been associated with the postwar model of German, bank-based
capitalism but not with the equity-based model of American capitalism
(Doremus et al. 1999).

If American politics allowed government to ban some health plan
designs, so as to limit both shopping and entrepreneurship; if it arranged
for government to have a directive role in the capital allocation aspects
of any transformation, so as to reduce the role of capital markets; if it
eliminated much of the competition now existing around information
systems and subsidized standardization across the provider universe; if
it allowed government to mandate the subsidies needed to guarantee
coverage; if it allowed the government to make most contracting about
prices unnecessary by setting up a structure that set most prices; and if it
took a series of other measures to eliminate less useful aspects of market
strategies, such as risk selection—then perhaps such market forces as
remained could contribute to creating a more efficient, higher-quality
American medical care system. I greatly doubt such measures would be
considered legitimate by many advocates of “the market” as an answer to
America’s health care challenges. Yet the immense amount of innovation
in the United States since 1993 offers little reason to believe that “the
market,” without such stringent limitations, will improve American
health care.

Endnotes

1. Many of the Health System Change studies are cited in the references. My analysis, however, is
entirely independent of the program, and neither any of its scholars nor its sponsors have any
responsibility for my interpretations.

2. For extensive analysis of the managed care backlash, see the 1999 special issue of the Journal of
Health Politics, Policy and Law 24(5).

3. That is the market dynamic. There also has been a regulatory pattern, in which state regulators
respond to the retained earnings of the nonprofit health insurers (Blue Cross/Blue Shield).
When those earnings grow, regulators require smaller rate increases; then when the margins
shrink, the regulators loosen up. Over the years, when market competition has not been too
heated, the regulatory dimension may have been more important.

4. One good indicator of the trends in underwriting is the trend for large employer premiums,
as opposed to underlying health care costs. Various sources have reported these data for short
periods of time (see Hogan, Ginsburg, and Gabel 2000; Strunk and Ginsburg 2003, 2004).
Using those data, we can make rough comparisons, though not for the periods in table 1.
For 1990 to 1995, the underlying cost increase was an estimated 4.5 percent per year, and
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10.

large employer premiums grew by an estimated 7.4 percent per year. From 1995 to 1997, the
figures are 2.6 percent and 1.3 percent, respectively. From 1998 to 2000, while costs grew at
6.7 percent per year, premiums grew at 5 percent per year. Then from 2001 to 2003, costs grew
at 9.0 percent per year, but large employer premiums, by 13.3 percent. Finally, the premium
and cost trends equalized in 2006 (Ginsburg et al. 2006, pp. W486—W487).

. The comparison of Medicare and private insurance has been criticized on the grounds that the

switch to HMOs in the 1990s lowered out-of-pocket expenses for the privately insured. This
is true, but of course the theory of HMOs was that the switch would also lower cost trends
for insurance, so the criticism is not entirely relevant. In addition, the balance of adjustments
due to reduced out-of-pocket spending is not so clear as the critics say. See Boccuti and Moon
2003b.

. Gray (20006) reports estimates that total HMO enrollment peaked in 1999 and then declined,

although not quite as quickly as in the data in table 2. It should be remembered that studies
are based on surveys; that surveys of course vary; that some data is reported in multiple stages
(Gray reports in personal conversation that his data was preliminary), and that survey responses
in all cases are likely to reflect respondent uncertainties due to enrollees’ and even employer
purchasers’ difficulty in figuring out what was a PPO and what was an IPA or another loose
form of HMO. In any event, by 1999 the PPO form was emerging triumphant.

. Gray (20006, p. 312) reports 74.2 million enrollees in HMOs in 2002, which would be a ratio

of eight to five, not two to one. As noted in the text, data sources vary, but the overall story is

clear.

. Gray (2000) argues that many of these advantages are true of IPA and network HMO models

as well. But as he also argues, in this context those models do not much differ from PPOs. It
is possible that one development since about 1999 was essentially a renaming of plans, with
the HMO label being suppressed because of its negative connotations and because the plans in
question were basically the same as PPOs anyway.

. The quotation refers to movement into Medicare’s set of “managed care” options, but the

dynamic was the same in the private sector. Developments within Medicare neatly recapitulated
this chapter’s story about privately paid insurance. In the early 1980s, HMOs were allowed to
participate within Medicare. The number participating grew slowly in that decade but much
more quickly in the 1990s, so by 1997 they enrolled about a sixth of Medicare beneficiaries.
Many of its designers expected the Balanced Budget Act of 1997 (BBA-97) to accelerate this
trend. But payments to these plans were related to the costs of fee-for-service Medicare. As the
BBA-97’s cost controls bit and the private-sector cost controls began to fail, the plans found
they could not compete nearly so well with the traditional program. After growing to nearly
18 percent of enrollment by 1999, managed care fell to 13 percent of Medicare enrollees by
the end of 2003 (Technical Review Panel 2004, p. 48). For good accounts, see Gold 2001;
Grossman, Strunk, and Hurley 2002; White 2003, pp. 251-53.

A reviewer of the first version of this article asked that these newer initiatives be covered in
the revised version. That, however, would have made the text far too long in the opinion of the
editor, other reviewers, and even myself. A manuscript that extends the analysis of this article
to P4P, consumer-directed care, and, at greater length, to Medicare after 2003 can be obtained
from me upon request.
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