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Abstract

This literature review of academic research suggests that competitive

markets in health care can offer patients greater quality, more options,
and lower costs. The Federal Employees Health Benefits Program

and Medicare Part D serve as two illustrative examples of competi-
tion in health care today. Proper reforms to add further competition to

the health care industry would be quite significant and would further

America’s position as the world’s leader in health care for years to come.

ver the course of the past several decades, federal and state law-

makers have proposed a variety of initiatives to reform Ameri-
ca’s health care system and reduce costs. One idea has been to instill
competition in the health care markets to enable the industry to
operate more like a traditional market.

Regrettably, the Congressional Budget Office (CBO) has
remained unable to score the financial gains resulting from com-
petition in health care. In fact, after being presented with a com-
petition-based Medicare premium support proposal in 2012, CBO
Director Douglas Elmendorf told the House Budget Committee:

“We are not applying any additional effects of competition on this
growth rate over time in our analysis of your proposal. And, again,
we don’t have the tools, the analysis, we would need to do a quan-
titative evaluation of the importance of those factors,” suggesting
that the dearth of evidence prevents the CBO from making sub-
stantive predictions of savings that could result from competition.
This study suggests the opposite, specifically that recent research

This paper, in its entirety, can be found at http://report.heritage.org/bg2833
Produced by the Center for Data Analysis

The Heritage Foundation

214 Massachusetts Avenue, NE

Washington, DC 20002
(202) 546-4400 | heritage.org

Nothing written here is to be construed as necessarily reflecting the views of The Heritage
Foundation or as an attempt to aid or hinder the passage of any bill before Congress.

KEY POINTS

m The body of peer-reviewed aca-
demic literature suggests that
health care can and should oper-
ate like a traditional market.

m Market-oriented reforms have
the potential to improve the
quality and cost-effectiveness
of care, as demonstrated by
the Federal Employees Health
Benefits Program (FEHBP) and
Medicare Part D.

m Consumer-driven health plans
are viable alternatives to tra-
ditional plans, and consumers
should have the option of choos-
ing such plans.

m Proper risk adjustment mecha-
nisms can prevent adverse
selection.

m Migrating toward value-based
payment systems will result in
greater quality of care at lower
costs, in part by incentivizing
the health care industry to make
great strides in offering integrat-
ed care, innovative treatments,
and personalized medicine.
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in fact illustrates the potential gains from competi-
tion in health care.

A classic argument, made by Kenneth Arrow
and others, is that health care is inherently differ-
ent from other competitive industries and is there-
fore incapable of functioning in a similar manner.?
However, the evolution of the health care industry,
coupled with recent academic literature, suggests
that health care can and should operate like many
other industries. In fact, the academic literature
suggests that proper reforms to move health care in
this direction would significantly increase quality of
care at lower cost.®

This paper discusses academic research per-
taining to competition in health care and earlier
attempts to instill competition into health care mar-
kets by looking at managed care, a previous attempt
at competition in health care.

Utilization of Care

One of the best-known studies on health utiliza-
tion is the RAND health insurance experiment led
by health economist Joseph Newhouse.* The RAND
study compared health care consumption between
subjects that had free health care, resulting in “over-
covered” health insurance, and subjects that were
required to share the costs of their health care
through coinsurance. The researchers found that
over-coverage for health insurance led to overcon-
sumption of outpatient as well as inpatient services.
They also found that cost sharing had the capacity to
reduce necessary care.

The Dartmouth Institute for
Health Policy and Clinical Practice
conservatively estimates that 30
percent or more of U.S. health care
spending is on unnecessary care.

The employer-based health insurance system
has exacerbated this overconsumption of care. The
Dartmouth Institute for Health Policy and Clinical
Practice conservatively estimates that 30 percent
or more of U.S. health care spending is on unnec-
essary care.” Since over-coverage reduces the
costs of risky behaviors, such as unhealthy eating
and smoking, people with unnecessary insurance

coverage have less incentive to make healthy life-
style choices.

Although the RAND study also found that cost
sharing reduces necessary care, the academic lit-
erature, which is discussed in detail in subsequent
sections, suggests that the health care industry has
already begun to promote better alternatives for
consumers. For example, many consumer-directed
plans incentivize involvement in wellness and self-
management programs. Additionally, an increas-
ing number of plans offer consumers the option to
waive or reduce their deductibles for preventive care.
Much more information is now available, especially
online, to consumers who are seeking information
about providers, treatments, and illnesses.

The following sections discuss a number of prob-
lems with the health care system in the United
States. One particular problem is federal and state
policies that restrict consumers in how they can pur-
chase insurance.

Creating a National Marketplace
for Insurance

Due to the McCarran-Ferguson Act of 1945,
group and individual health insurance must largely
be purchased within one’s own state.® Consequently,
lobbyists have persuaded local and state officials to
mandate extraneous benefits on insurance compa-
nies. Such regulations include mandates for alco-
holism treatment (45 states), smoking-cessation
programs (two states), drug-abuse treatment (34
states), acupuncture (11 states), chiropractic care
(44 states), naturopathy (four states), and hair pieces
(10 states). In some cases, consumers are required
to purchase coverage for services that they might be
better off financially purchasing directly. Such ser-
vices include mammograms (50 states), treatment
for cervical cancer (29 states), colorectal cancer (28
states), newborn hearing (17 states), ovarian cancer
(three states), prostate cancer (33 states), uncom-
plicated deliveries (21 states), and well-child care
(31 states).” These state-based mandates, coupled
with other onerous regulations, drive up the cost of
health insurance.?

In 2011, Stephen Parente, Roger Feldman, Jean
Abraham, and Yi Xu published research in the
Journal of Risk and Insurance about developing a
national marketplace for individual health insur-
ance.”Using2005Medical Expenditure Panel Survey
data, they performed a series of microsimulations to




BACKGROUNDER | NO. 2833
AUGUST 19, 2013

determine how the market would evolve if consum-
ers could purchase health insurance across state
lines. They looked at a number of options, includ-
ing dividing the country by regions and allowing for
regional competition among state-based insurance
markets as well as a nationally competitive market.
Their results suggest that reforms to enable peo-
ple to purchase insurance across state lines could
lower the number of uninsured Americans by over
12 million due to reduced premiums. The Parente et
al. study thus clearly illustrates that a competitive,
national marketplace for health insurance could
greatly expand consumer choice and reduce costs.

Consumer Choice in Health Care

For quite some time a number of facets of the
health care industry have consistently lent them-
selves to free market principles. For example, in
1994, Goutam Chakroborty, Richard Ettenson, and
Gary Gaeth published research in the Journal of
Health Care Marketing examining consumer choice
of health insurance.” The authors estimated a mul-
tinomial logistic regression model and found that
19 factors had a statistically significant impact on
insurance choice. The most important factors were
hospitalization coverage, doctor choice, premium
costs, dental coverage, and hospital choice.

Subsequent academic studies have consistent-
ly illustrated that people can be quite sensitive to
health insurance premium levels in making insur-
ance purchasing decisions." A1997 study by Thomas
Buchmueller and Paul Feldstein that was published
in the Journal of Health Economics illustrates that
consumers are price sensitive and choose plans
as a result of premium increases.'> A 2012 study by
Jonathan Ketcham and his colleagues found that
people learn from past experiences with prescrip-
tion drug plans. In particular, they found that when
offered more choices, people switch away from plans
that do not cost-effectively cover their prescription
drug needs and instead migrate toward plans that
do.”® Other research has shown that information
on quality increases this price sensitivity and sub-
sequent demand for health insurance."* A number
of academic studies suggest that hospital choice is
grounded by the fundamentals of consumer decision
making.'”* With information provided online by web-
sites such as vitals.com and healthgrades.com, com-
paring medical providers has become almost second
nature to many.'* This consumer-oriented approach

to medical care will become increasingly pervasive
in American society as such information continues
to proliferate on the Web.

Consumer-directed health plans (CDHPs) enable
people to treat their health care expenses like many
of their other expenses. Many plans allow members
to use health savings accounts (HSAs) and health
reimbursement accounts (HRASs) to pay directly for
their health care expenses. CDHPs are often accom-
panied by high deductibles to cover catastrophic ill-
nesses (often referred to as HDHPs). In 2003, HSAs
were instituted as part of the Medicare Prescription
Drug, Improvement, and Modernization Act.” HSAs
enable people to save money in tax-free accounts,
which they can then use for medical expenditures.

CDHPs thus represent a significant departure
from the way that health care has traditionally oper-
ated in this country by enabling consumers to make
their own choices. Enrollment in CDHPs grew 43
percent in 2012, and individuals in such plans were
significantly more cost conscious and vigilant about
their own health.!® These plans have also been cred-
ited with slowing the growth rate of health care
spending.”

CDHPs thus represent a significant
departure from the way that health
care has traditionally operated in this
country by enabling consumers to
make their own choices.

The Healthy Indiana Plan. CDHPs enable peo-
ple to be more prudent about their medical expens-
es. Academic research has found that CDHPs have
always been an attractive choice to consumers, are a
potentially valuable tool for reducing costs, and may
ultimately lead to greater price transparency.?’ In
2010, Indiana Governor Mitch Daniels signed into
law the Healthy Indiana Plan, offering HSA plans
to state employees and their families. A 2010 study
conducted by the independent Mercer Health and
Benefits group found that the HSAs reduced the
state’s health care expenditures by approximately
11 percent between 2006 and 2009. The results sug-
gested that Indiana’s health care reforms incentiv-
ized people to become more cost conscious in their
health care shopping, prompting them to compare
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providers, shop around for the best treatments, and
weigh the prices of generic medications against
brand-name medications.?

By offering consumers a vested interest in their
health care expenditures, CDHPs incentivize people
to shop around for their health care needs. A number
of academic studies, which are discussed in the next
section, look at utilization of these plans.

Academic Research on Consumer-Driven
Health Care Reform. There is a plethora of aca-
demic research on consumer-driven health care.
In a study published in the International Journal of
Integrated Care, Dennis Kodner synthesized extant
research on consumer-directed forms of home
care.?? His study found that those who self-direct
their care have greater control and express higher
degrees of satisfaction over the services they receive.
These patients also note greater quality as a result
of being able to direct their own medical expenses.
In addition, the utilization of independent home
care workers, including family members, resulted in
greater services at lower costs.

Another insightful study by Frank Wharam
and his colleagues in the Journal of the American
Medical Association® examined the effect of HDHPs
versus traditional plans on emergency room (ER)
use and subsequent hospitalizations. Through a
series of generalized linear model regressions, the
authors found a number of important results. First,
patients in traditional health plans who switched to
HDHPs visited ERs 10 percent less frequently than
those remaining in traditional plans. This reduc-
tion occurred mostly among patients with illnesses
of low and indeterminate severity, implying that
HDHP members differentiate between low-severi-
ty conditions that do not necessarily require emer-
gency department care and more serious conditions.
Additionally, the number of repeat ER visits dropped
25 percent among HDHP members compared with
those in traditional plans.

In addition to the decline in ER visits, the
Wharam study found a 27 percent relative reduction
in ER-related hospitalization rates among HDHP
users. Upon admission to the hospital, HDHP users
stayed as patients for a shorter time (21 percent)
than individuals on traditional insurance.

In addition to these studies, a few other notable
publications in the academic literature pertain to
consumer choice and consumer-driven health care:

m In 2004, Adam Atherly, Bryan Dowd, and Roger
Feldman published a study in Health Services
Research on the effect of consumer choice among
seniors.** Using a logistic regression model, the
authors found that premiums, as well as plan
benefits, have a statistically significant effect on
consumer choice of insurance plans. The authors
also found considerable heterogeneity among the
plans that individuals prefer.

m In 2005, Roger Feldman and his colleagues pub-
lished a simulation study in Health Affairs that
estimated the effect of HSA tax credits. ?* They
found that these credits could lessen the number
of uninsured by as many as 2.9 million at a cost of
$8.1 billion annually.

m In 2008, Stephen Parente and colleagues pub-
lished another study in Health Services Research
looking at the effects of CDHPs on pharmaceu-
tical spending and utilization compared with
multi-tiered benefit packages for pharmaceuti-
cal products.?® The authors found that CDHPs
were associated with costs equal, if not lower,
than more traditional alternatives. They also
found that CDHPs increase the use of mail-order
purchases, suggesting that CDHP enrollees may
make a concerted effort to shop around for their
health care needs.

m In that same year, Kavita Nair, Vahram Ghuschy-
an, and Joseph Saseen published research in the
Journal of Health Care Finance looking at CDHPs
and their impact on medically related utiliza-
tion and expenditures.?” Their logistic regression
found significantly lower expenditures and uti-
lization among CDHP enrollees compared with
more traditional insurance enrollees in terms of
emergency room visits, hospitalizations, outpa-
tient visits, and prescription drug use.

m A2011studyin Medical Care Research and Review
looked at the impact of a child wellness program
in Idaho. Several years ago, Idaho instituted a
program to encourage families to take control
of their children’s health by offering credits to
families that are current with well-child vis-
its.?® The program allowed families to use these
credits toward their child’s premiums. Within
two years of the program’s implementation, the
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number of well-child visits increased by 116 per-
cent.

m A 2012 study published in Health Affairs illus-
trates that CDHP enrollment has risen substan-
tially in recent years.* The study also found that
HSA use results in considerably lower spending,
a heightened utilization of generic drugs versus
brand-name drugs, and a reduction in the use
of specialists. The authors project that increas-
ing CDHP use among employer-sponsored plans
from the present level of 12.4 percent to 50 per-
cent would save more than $57.1 billion in annual
national health expenditures.

In 2010, Anthony Lo Sasso, Mona Shah, and
Bianca Frogner published one of the most notewor-
thy studies on consumer-driven health care reform
in Health Services Research.?° The study used a gen-
eralized linear model approach to examine HSA uti-
lization by CDHP enrollees using data from a large
spectrum of firms.

The authors found that spending by HSA enroll-
ees for medical and pharmacy services grew at a
slower rate when compared with more traditional
plans. The authors also found that HSA use was
associated with reduced spending of 5 percent to 7
percent compared with use by individuals in tradi-
tional plans. HSA use had the most notable effects on
pharmacy spending with enrollees spending 6 per-
cent to 9 percent less than enrollees in more tradi-
tional insurance. The Lo Sasso study illustrates that
HSAs do indeed affect consumer decision making
in health care. A more recent study published in the
American Journal of Managed Care reaffirmed these
findings.*! This study also found that the presence
of a deductible significantly reduced health care
spending.

A study by Bijan Borah, Marguerite Burns, and
Nilay Shah published in Health Economics also
examined the effect of HDHP use on health care uti-
lization and various medical costs.?* They found that
HDHPs are primarily effective at reducing health
care spending among individuals with moderate
health care consumption.

The Borah study thus suggests that consumer-
driven health care plans are not necessarily for
everyone, such as certain chronically ill patients.
However, such plans should be among a variety
of plans from which individuals can choose in a

national marketplace. Given a diversity of options,
people can choose the plan that best meets their per-
sonal needs.

Taken together, the academic research illustrates
that CDHPs enable individuals to shop around for
their health care and can reduce costs. The next sec-
tion addresses two main criticisms of these types of
plans.

Criticisms of Consumer-Driven
Health Plans

There are two primary criticisms of consumer-
driven health plans:

m CDHPs could encourage underutilization of care,
which could have particularly adverse impacts
for the chronically ill, as suggested by the RAND
study.

m CDHPs could attract only healthy people, leading
to adverse selection and a subsequent destabiliza-
tion of the insurance market.

Do CDHPs Encourage Underutilization of
Care? Many CDHPs require complete cost shar-
ing until a deductible is met. Some research has
expressed the concern that CDHP users may conse-
quently underutilize necessary care as suggested by
a RAND study.®®* A number of studies have suggested
that the modest cost sharing typically concomitant
with CDHPs may reduce patients’ use of prescrip-
tion drugs, including among the chronically ill.3*
A 2007 paper co-authored by Parente found higher
hospital expenditures for CDHP users.?® Critics take
these studies to signify that the presence of CDHPs
in the market will result in an overall trend of people
not taking care of themselves. They go on to argue
that the CDHPs will make people overly cautious
and reluctant to spend their money on health care
and will therefore avoid necessary and appropriate
care.?°

However, as Borah and his colleagues suggested,
people are quite heterogeneous in their health care
needs and behaviors.?” Many critics ignore the fact
that CDHPs will be just one of many options avail-
able in a properly designed marketplace. For exam-
ple, a number of academic studies have suggested
that variants of CDHPs are viable options for cer-
tain patients that might not necessarily be best suit-
ed for classic CDHPs. In one such study, published
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in the Annals of Internal Medicine, Frank Wharam
and his colleagues used a logistic regression model
to determine the effect of HDHP plan membership
on screening for breast, cervical, and colorectal can-
cer.®® They found no statistically significant effect
that belonging to such a plan affected patients’ pro-
pensity to seek cancer screening when the tests were
fully covered. However, they did find a statistically
significant favorable substitution effect of a fully
covered screening test (fecal occult blood testing)
in place of exams subject to the deductible (colonos-
copy, flexible sigmoidoscopy, and double-contrast
barium enema).

Additionally, a recent study published in Health
Services Research found that CDHP plans that cover
medications considered essential to some patients
assuage concerns about underutilization.®® The
authors reached this conclusion after estimating a
generalized linear model and noticing that appropri-
ately designed CDHPs did not reduce use of essential
medications, such as lipid-lowering agents, antihy-
pertensive, and COPD/asthma controllers.

First dollar coverage (FDC) of preventive
services in HSAs was included as part of the
Medicare Prescription Drug, Improvement, and
Modernization Act of 2003. FDC permits insurers
to cover preventive services before the consumer
has met that plan’s deductible. A recent study pub-
lished in Health Services Research looked at FDC of
preventive services, including lipid screenings and
mammograms, among preferred provider organiza-
tion enrollees.*® They found that FDC heightens uti-
lization among healthy patients, especially among
patients belonging to lower deductible insurance
plans.

In a properly designed market with freely avail-
able information, patients could choose from these
variants of consumer-oriented plans the plans that
are right for them. Patients with chronic illness-
es may choose to adhere to more traditional plans
while others may choose CDHPs or their variants.
With a diversity of plans available in the market,
arguments that CDHPs will encourage an overall
underutilization of care should not be a particular
issue of concern.

Will CDHPs Lead to Adverse Selection? Some
researchers have argued that bringing CDHPs to the
market will result in adverse selection, with these
plans attracting mostly healthy low-risk patients
and traditional plans serving mostly chronically

ill high-risk patients. These researchers claim that
these high-risk patients will therefore have to suffer
from higher costs.*!

Adverse selection becomes a legitimate con-
cern in markets that fail to institute appropriate
risk-adjustment mechanisms. There are a number
of ways to establish these mechanisms in the mar-
ket.** Under one possible mechanism, state govern-
ments could institute and regulate state-based risk
transfer pools.*® These risk transfer pools would be
intended to diversify the costs of the small number
of patients with expensive medical conditions in an
even manner across all insurers. Under the supervi-
sion of the state insurance department, insurance
companies would be required to deposit funds (from
their revenues) into one large risk transfer pool. The
insurance companies could subsequently withdraw
money from this pool, which will help them cover all
patients, including the most expensive ones.

Adverse selection becomes a legitimate
concern in markets that fail to
institute appropriate risk adjustment
mechanisms.

Under such a system, both the sick and the
healthy could find the insurance coverage they
desire. As demand for health care increases, includ-
ing for the chronically ill, proper risk-adjusted treat-
ment of health care would encourage treatment of
all patients, promoting innovative and integrated
approaches to care.**

Examples of Competition
in Health Care Today

Medicare Part D and the Federal Employees
Health Benefits Program (FEHBP) are examples of
competition in health care today.

Medicare Part D. Established in 2003 as a
component of the Medicare Prescription Drug,
Improvement, and Modernization Act, Medicare
Part D expanded the Medicare program to offer
prescription drug benefits to seniors.** The expan-
sion was based on a competitive bidding structure
in which private insurance plans offer premium
proposals to the federal government to charge for
prescription drug benefits. Based on these bids, the
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government then calculates its contribution, tak-
ing into consideration various regional factors.*
Afterward, consumers choose from a variety of
available plans with a diversity of benefits.*”

Ever since Congress began debating the details
of Medicare Part D, there have been critics of the
approach.*® However, the results since the program’s
inception have been quite astounding. As of 2012,
more than 60 percent of Medicare participants are
enrolled in Medicare Part D.* Nearly 90 percent of
seniors are satisfied with their coverage, and almost
70 percent say that they are better off as a result.”®
Seniors’ high degree of loyalty to their Part D plans
further demonstrates this high level of customer
satisfaction.®

The program as a whole is also operating sig-
nificantly under budget. Some critics attribute this
to lower than initially anticipated enrollment.*?
Although enrollment is lower than originally
expected, Joseph Antos of the American Enterprise
Institute has pointed out that this figure constitutes
only 17 percent of the initial cost projections.>® As a
result, cost reductions can be attributable to compe-
tition as well as increased generic drug use.”* These
results are not surprising given that, compared with
the rest of Medicare, the program has experienced
significantly lower cost increases. Medicare Part D
spending has grown at an annual rate of 2.8 percent
from 2006 to 2012, while spending on traditional
Medicare has grown an average of 4.9 percent annu-
ally during that same time period.*

Medicare Part D spending has grown
at an annual rate of 2.8 percent from
2006 to 2012, while spending on
traditional Medicare has grown an
average of 4.9 percent annually during
that same time period.

A number of studies in the peer-reviewed aca-
demic literature have also documented the success
of Medicare Part D:

m A 2008 study published in the American Journal
of Managed Care compared spending habits and
utilization in the first year of Medicare Part D’s
implementation with the previous status quo. It

found that the program significantly reduced
seniors’ out-of-pocket expenditures and
increased use of prescription drugs.”®

m A 2010 study published in Research in Social and
Administrative Pharmacy examined seniors’ med-
ical expenditures before and after the institution
of Medicare Part D. It found a significant decline
in out-of-pocket expenditures and a notable
uptake in utilization by those who previously had
patterns of high spending on drugs.*”

= A 2011 study published in JAMA found that Medi-
care Part D significantly reduced spending on
non-medication items for Medicare beneficia-
ries."8

m A 2012 studypublished in The American Economic
Review looked at consumer behavior in Medicare
Part D plans in 2006 and 2007. The study found
that Medicare Part D plans helped to reduce con-
sumer spending by an average of $298 over time
period examined by enabling patients to become
more cost conscious about their choices. In par-
ticular, the study found that patients who had
previously overspent in plans that did not satisfy
them were more inclined to learn from past expe-
riences and switch toward more cost-efficient
Part D plans.®

Overall, the academic research has shown that
Medicare Part D is associated with a reduction in
out-of-pocket expenditures and increased use of
covered medications, notably among individuals
who previously lacked drug coverage.®®

Some researchers have argued that seniors
may lack a genuine understanding of cost-sharing
requirements.® However, recent research has sug-
gested that many seniors have begun to shop more
prudently, such as by considering generic drugs
instead of brand-name drugs.®* Concerns about
seniors not being able to make choices have also
been present in non-Part D plans as well and should
become increasingly less of an issue over time.%?

Other research has expressed concern that Part
D may not have gone far enough in covering pre-
scription drugs for certain high-risk individuals.®*
These concerns are important, and policymakers
should consider addressing coverage issues for these
high-risk beneficiaries.
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Although there is room for improvement,
Medicare Part D illustrates the beneficial effects
of competition in the health care marketplace. The
competitive bidding process has been shown to suc-
cessfully incentivize seniors to choose the lowest-
cost plans.¢®

The FEHBP. Established by Congress in 1959,
the Federal Employees Health Benefits Program
serves over 8 million Americans by offering a vast
array of competing private insurance plans to fed-
eral workers, including Members of Congress.®
Federal employees can choose from a plethora of
employer-subsidized plans, ranging from tradition-
al fee-for-service plans to various types of managed
care plans.

The FEHBP illustrates the effects of competi-
tion in health care. A number of changes to the pro-
gram in the early 1980s diversified the choices of
plans available to employees and retirees, allowing
for lower premiums and greater cost sharing. The
results were astounding—nearly a million employ-
ees and retirees switched plans.®”

Additionally, a 1983 study by James Price, James
Mays, and Gordon Trapnell published in the Journal
of Health Economics looked at consumer choice as a
result of changes in employer contributions in the
early 1980s.® The authors found considerable sen-
sitivity to employees’ choice of plans. In particu-
lar, they found that employees were more inclined
to choose plans that had larger “effective employer
contributions,” a covariate that served as a proxy for
the average net benefit an enrollee would obtain by
joining a particular plan after taking into account
the employer premium contributions. The study
thus illustrates that consumers of health insurance
can be quite sensitive to prices.

Furthermore, for decades the FEHBP has con-
trolled costs effectively, compared with the pri-
vate sector as well as with traditional Medicare.®
For example, a 1989 study by the Congressional
Research Service found that the FEHBP controlled
costs better than the private sector.”® Several years
later, Walton Francis compared costs of Medicare
Part A and Part B to FEHBP premiums from 1975 to
1993. He found that although Medicare controlled
costs better on paper (a 9.1 percent increase ver-
sus a 8.3 percent increase), FEHBP clearly outper-
formed Medicare after accounting for FEHBP ben-
efit improvements.”” A 2003 analysis found that the
California Public Employees Retirement System

(CalPERS), a similar program in California, was
similarly successful in constraining costs compared
with Medicare.

For decades the FEHBP has controlled
costs effectively, compared with

the private sector as well as with
traditional Medicare.

In more recent years, some have argued that
Medicare is now superior to the FEHBP in con-
trolling costs;”> however, these improvements are
primarily due to recent competitive reforms to
Medicare alongside budget cuts that have dampened
Medicare’s rate of growth.”

The FEHBP is by no means perfect. One prob-
lem is that the government’s contribution to FEHBP
plans increases as the cost of a plan increases. As a
result, the government distorts the FEHBP mar-
ket by generating an incentive for workers to select
more expensive and, in some cases, unnecessary
coverage.” Additionally, the program lacks appro-
priate risk-adjustment mechanisms that could
reduce costs all around.”” Regardless, the program
demonstrates the potential of competitive dynamics
to reduce costs in the health care marketplace.

Other Impediments to Competition

In addition to the third-party payment system,
a number of other obstacles frustrate real competi-
tion in the private health care market. Some health
care markets are too concentrated to properly pro-
mote meaningful competition, largely as a result
of inadequate anti-trust policy.”* Consequently, in
many cases, there is no significant insurance mar-
ket with enough “players” that can truly compete for
patients to deliver maximum quality care at mini-
mal cost. For example, arecent study by Laurie Bates,
James Hilliard, and Rexford Santerre published in
the Southern Economic Journal empirically demon-
strated that health insurers possess market power
in the insurance market.”” They found that insurers
wield this power by raising premiums and reducing
the number of people with individually purchased
insurance.

Several other studies have looked at competitive
forces in health insurance markets. For example, a
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recent study by Amanda Starc found a positive rela-
tionship between insurance concentration and pre-
miums in the Medigap market.” Leemore Dafny
published a study in the American Economic Review
that looked at the interaction between insurance
premiums and buyer profitability in the employer-
based market.”” She found a positive relationship
between profitability and premiums that declines
with the number of firms present in the market.

The Dafny study thus illustrates that competi-
tive markets can help to reduce costs. More recent
research has substantiated this finding. For example,
a June 2012 study published in Health Affairs found
that greater competition in health insurance mar-
kets is generally associated with lower premiums.
Examining plans in the FEHBP, the study found
higher premiums in markets with limited competi-
tion and lower premiums in markets with extremely
high competition.®°

A short 2010 discussion by Austin Frakt looked
at the relationships among hospital concentration,
insurer concentration, and health insurance premi-
ums.® He argued that excesses in hospital concentra-
tion and insurer concentration lead to unnecessarily
high health insurance premiums. At one extreme,
if hospitals are overly concentrated, they can exert
their clout to demand high prices from insurers. At
the other extreme, if health insurance companies
are overly concentrated, they can charge virtually
any prices they desire. Either way, these high prices
become manifested in higher insurance premiums
for patients. However, if the relationship between
hospital concentration and insurer concentration
reaches an optimal level, then dominant insurers
acquire monopoly-busting power, have the capacity
to threaten network exclusion, and are consequently
in a position to negotiate lower prices. This optimal
level of concentration on both ends therefore results
in lower premiums.

The studies mentioned in this section illus-
trate that the American health insurance market,
although mostly private in nature, has a number of
obstacles preventing competition from truly taking
place.

Transforming How We Deliver Care

As noted, the extant literature suggests that
consumer-oriented health care can result in high-
er quality and lower costs. However, what about
the provider’s perspective? Over the past several

decades, providers have been required to operate on
a fee-for-service basis in which they charge for test
after test. This volume-based reimbursement sys-
tem discourages the type of care necessary to pre-
vent illnesses and encourage recovery. This fee-for-
service system also unnecessarily increases health
care costs by incentivizing providers to offer unnec-
essary tests.

For example, in 2001, the Duke Medical Center,
where the late Senator Edward Kennedy chose to
be treated for brain cancer,®? created an innovative
integrated care program for patients suffering from
congestive heart failure.®* In one year alone, the pro-
gram saved more than $8,000 per enrollee. The pro-
gram markedlyimproved patients’ health, decreased
hospital admissions, and reduced in-patient time
when re-admittance was necessary. However, the
Duke Medical Center lost money because the anti-
quated fee-for-service system paid the hospital
simply for the volume of treatment of sick patients,
not for helping them get better. As a result, helping
patients recover more quickly was less profitable for
the center.®*

Value-based payment systems, also known as
pay-for-performance systems, reward health care
providers for fulfilling various performance met-
rics in quality and efficiency. The consistent rise in
health care costs, coupled with a rapidly aging pop-
ulation, has made migrating toward a value-based
system more imperative in recent years.

A number of studies in the academic literature
have looked at recently instituted values-based pay-
ment systems:

m A 2006 study published in the Journal of Health-
care Management looked at the return on invest-
ment in migrating toward a value-based payment
system for diabetes patients subscribing to a
particular health plan. The study noted that the
migration saved $2.4 million annually with an
estimated return on investment of 1.6 percent to
2.5 percent.®?

= In 2010, Judy Chen and several colleagues pub-
lished research in the American Journal of Man-
aged Care that compared the effectiveness of
value-based payment systems on quality of care
for diabetes patients. Their multivariate analysis
statistically illustrated that migrating toward a
value-based system improved quality of care.?¢
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m Rachel Werner, Jonathan Koltsad, Elizabeth Stu-
art, and Daniel Polsky published a study in Health
Affairs examining the effects of value-based pay-
ment systems in a vast array of hospitals. Their
results suggested that migrating toward a value-
based payment system most significantly affect-
ed hospitals that were offered larger incentives,
faced little competition, and were in relatively
strong financial condition. The authors suggest
that pay-for-performance programs may there-
fore be most efficacious if they are used in a man-
ner adapted to the particular circumstances of
the hospitals involved.?”

m A recent study published in Health Services
Research argues that hospitals do not respond
well to value-based payment incentives from the
Centers for Medicare and Medicaid Services for
Medicare patients. Critics may point to such stud-
ies as evidence that value-based systems are not
effective, but these studies simply illustrate that
value-based payment systems designed by gov-
ernment bureaucrats are far less likely to work.%®

Clearly, value-based payment systems have the
capability to improve the quality of health care. As
we move away from the antiquated and inefficient
fee-for-service system, consistent improvements in
value-based payment systems will continue to per-
meate the health care marketplace. These systems
will be much more cost-effective and will reward
innovative and integrated approaches to care.®

Regrettably, certificate-of-need laws have made
it difficult for new and innovative specialty hospi-
tals to enter the market.’® Certificate-of-need laws
require those who want to acquire, expand, or cre-
ate a hospital to demonstrate a legitimate “need” to
federal and state bureaucrats before being issued
a certificate to do so. As a result, these laws enable
government bureaucrats to prop up existing, inef-
ficient hospitals. This lack of competition has pre-
vented value-based systems from realizing their
full potential and becoming a pervasive force in the
marketplace.

Managed Care

Started in the 1970s, managed care was one of the
first attempts to instill competition in health care
with the goal of reducing costs. The most common
examples of managed care organizations are health

maintenance organizations (HMOs), preferred pro-
vider organizations (PPOs), and independent prac-
tice organizations (IPAs). Managed care organiza-
tions operate by providing economic incentives for
physicians and patients to select less costly forms
of care. These organizations put together “teams of
providers”—primary care physicians as well as spe-
cialists—to treat patients.

In principle, managed care should lead to bet-
ter and more cost-effective care because managed
care organizations involve medical teams and have
an incentive to reduce costs by focusing on long-
term health. However, the academic literature sug-
gests only good, but not particularly great results
for managed care. For example, a 1994 study pub-
lished in JAMA found that managed care plans
had mixed results when compared against indem-
nity plans.”” The study found that HMO plans had
lower rates of hospital admission, shorter duration
of stays, less expensive uses of tests, and more fre-
quent uses of preventive services. The study also
found lower HMO enrollee satisfaction with servic-
es, but greater satisfaction with costs. A 2004 study
published in JAMA found mixed effects of managed
care for the elderly. Specifically, the study found
that Medicare managed care performed better than
traditional Medicare in offering preventive servic-
es, but that traditional Medicare was better with
respect to other facets of care.”” However, a recent
study in JAMA found that Medicare managed care
has been on average more cost-efficient than tradi-
tional Medicare.”® Additionally, work published by
the Medicare Payment Advisory Commission found
that Medicare HMOs have been more cost-efficient
than traditional Medicare.’*

How to Improve Managed Care

Managed care organizations grew in the 1970s
and 1980s. In the late 1990s, there was reasonable
backlash to managed care by critics arguing that
HMOs and other managed care plans were control-
ling costs by denying important services to patients
or by providing low-quality care.”® Some credited
managed care with slowing down the growth of
health insurance premiums in the late 1990s, but
this success was short-lived when premiums started
increasing again during the following decade.”®

Academic criticism of managed care also began
to grow. Kip Sullivan has argued that private HMO
plans do not achieve any meaningful cost savings
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over other plans.®” Although managed care reduces
out-of-pocket costs for consumers, he argues that
HMOs do not affect total expenditures and pay-
ments by insurers. Potential reasons for this prob-
lem are:

m Consumers might increase use of care due to
the lower degree of cost sharing associated with
HMOs.®

m HMOs may be more expensive to administer.”

m HMOs may favorably select less costly healthy
patients and avoid unhealthy patients.'*°

The primary reason for managed care’s problems
is that, with the exception of FEHBP and Medicare
managed care, it is primarily offered though the
employer-based health insurance system with very
limited choices. With employers, not patients, as
their customers, managed care organizations have
one primary objective: reduce their customer’s costs
without significant regard for quality. One potential
reason for this problem involves the tax advantage
given to employer-based health insurance. If policy-
makers eliminated this distortion in the market, a
greater proportion of Americans would shop around
for their own insurance, including for managed care.
Managed care organizations would then start work-
ing toward maximizing quality in addition to mini-
mizing costs. If these organizations can do so effec-
tively, they will continue to remain a viable presence
in the marketplace.

Conclusion

Theliteraturereview presented here suggeststhat
competition can indeed work in health care. Patients
can be remarkably sensitive to prices in health care,
just like in many other industries. Furthermore, as
the literature suggests, consumer-driven health
plans can be a great option that can make people
more prudent and cost-conscious about their health
care needs. Additionally, migrating toward a value-
based payment system can enable care to become
more integrated and cost-effective while improv-
ing quality. Although hampered with a number of
problems over the past few decades, managed care
may significantly improve in a consumer-driven
market.'”! Policymakers will need to make certain
reforms pertaining to taxes, certificate-of-need laws,
risk adjustment mechanisms, and the enforcement
of pertinent anti-trust laws to ensure a truly com-
petitive health care market.

A number of scholars—including Regina
Herzlinger and Michael Porter—have written exten-
sively on transforming the American health care
industry into a more competition-based market.'** In
a truly competitive market, consumers would have
more options, and providers would be forced to deliv-
er low-cost, high-quality care. With the right reforms,
the health care industry could make great strides in
offering integrated care, innovative treatments, and
personalized medicine.'”® The resulting innovations
will further America’s position as the world’s leader
in medicine and health care for years to come.

—Kevin D. Dayaratna is Research Programmer
and Policy Analyst in the Center for Data Analysis at
The Heritage Foundation.
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