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Is Managed Competition the Answer?1

Most of the problems of single-payer health care insurance are well known to
policy makers and government officials and even to many ordinary citizens
in countries with national health insurance. Many of the obstacles posed by
the politics of medicine also are well known.
As a result, throughout the 1990s there was growing interest—particularly
in Europe—in a new type of system, one in which health care resources
would be allocated by competition in the marketplace rather than by politicians. Such a system would not be a free market in the ordinary sense of that
term; rather it would be a market in which the rules of competition were set
and managed by government. So long as the competitors played by the rules,
market forces rather than political forces would determine who got health
care and how much. Such a system is called managed competition. And to obtain a model of it, Europeans turned, of all places, to the United States.2
Employees, for example, of the federal government make an annual choice
among a dozen or more competing health plans.3 A similar choice system is
in place for employees of many state and local governments.4 Many private
employers also give employees a choice of health plans, and where these
plans are independent organizations they effectively compete against each
other to enroll members.5
The competition that exists in these programs, again, is not the same as one
would find in a free market. It takes place under artificial rules managed by
the employer or some other sponsoring organization. During its first term, the
Clinton administration proposed such managed competition nationwide. Its
adherents, including Stanford professor Alain Enthoven, still think this is the
answer to the nation’s health care woes.6
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MANAGED COMPETITION
Under the health insurance options described above, health plans do indeed compete. But because the way they compete is artificially constrained, the product
they sell is different from garden-variety health insurance. For example, each
health plan is required to charge the same premium to every applicant (community rating) or to every applicant of the same age and sex (modified community
rating) and to accept all applicants regardless of health conditions (guaranteed issue). In the federal employees program, for example, an eighty-year-old retiree
pays the same premium to join a health plan as a twenty-year-old employee.7 As
a result, insurers are precluded from competing on their ability to price and manage risk. Instead, they must compete on their ability to provide health care and
manage its cost. Such competition is not really competition among firms in the
business of insurance; instead, it is competition in the delivery of health care.
The artificial market changes the nature of the product not only for the sellers, but for the buyers. Buyers are not purchasing protection against the loss
of their assets when they select one of these health plans. The system as a
whole provides protection against the loss of assets due to an expensive illness. What customers are selecting is the right to particular health care services, such as access to one doctor network rather than another. This is comparable to choosing an auto insurer so you can have your car repaired at a
particular auto repair shop or choosing a casualty insurer so you can get hail
damage repair from a particular roofer.
The benefits of competition are well known to economists and to many
noneconomists. These benefits flow principally from the fact that sellers find
it in their self-interest to compete for the trade of potential customers. To do
so, they make buyer-pleasing adjustments in their competitive strategies.
However, none of the valuable benefits of competition can be expected to
emerge if sellers find it in their self-interest not to sell to some buyers and if
they compete with each other to avoid such customers. Yet, these are the perverse incentives that managed competition creates.
People who know before they select an insurer that they need expensive
medical treatment will use this knowledge to select a health plan. And since
insurers understand this, they can structure their products so as to discourage
the most expensive customers. Let’s look at some ways this might happen.

HOW PERVERSE INCENTIVES
AFFECT THE BEHAVIOR OF BUYERS
Imagine a system in which health plans offer networks of doctors and hospitals in return for fixed premiums. People who are seriously ill and need spe-
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cific, expensive medical treatment will select in a very different way from
other people. Take a heart patient in need of cardiovascular surgery. The individual has a self-interest in finding the best cardiologist and the best heart
clinic. Armed with this knowledge, the patient will try to learn which health
plan employs the cardiologist or has a contract with the clinic. The premium
matters little, since the value to the patient of receiving the best cardiovascular care will far exceed any premium payment.
The incentives facing healthy people are different. Since their probability of
needing any particular service in the near future is small, they are unlikely to
spend much time investigating particular doctors and clinics. To the degree
that they do investigate, they are likely to inquire only about the primary care
services they are likely to receive. If the need for heart surgery arises, odds are
that patients will be able to switch insurers before the surgery is performed.
Thus, the people who carefully compare the acute care services offered by
competing health plans are likely to be the people who intend to use them.
These are the very people health plans want to avoid. By contrast, those who
choose a plan based on the quality and accessibility of nonacute services are
more likely to be healthy.

HOW PERVERSE INCENTIVES
AFFECT THE BEHAVIOR OF SELLERS
To see how managed competition affects the incentives of insurers, imagine
two competing HMOs. In the first, enrollees can see a primary care physician
at any time, but there are cumbersome screening mechanisms and waiting periods for kidney dialysis, heart surgery and other expensive procedures. In the
second, dialysis and heart surgery are available when needed, but primary
care facilities are limited. Given a choice, most of us would enroll in the first
HMO if we were healthy and switch to the second if afflicted with heart disease or kidney failure. But if everyone acted in this way, the second HMO
would attract only expensive-to-treat patients. To cover its costs, it would
have to charge a premium many times higher than the first HMO. The premium would have to be approximately equal to the cost of heart surgery or a
kidney transplant. But in that case, most people could not afford the premium.
Those who could afford it might be better off to simply buy their medical care
directly. In any event, the HMO would face financial ruin.8
It might seem that the second HMO could compete successfully by offering
more primary care services. But to be truly competitive, it would have to change
its strategy completely. The easiest way to keep costs down is to enroll only the
healthy. And the easiest way to do that is not to have the doctors and facilities
sick people want. As Alain Enthoven has noted (disapprovingly), “A good way
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to avoid enrolling diabetics is to have no endocrinologists on staff. . . . A good
way to avoid cancer patients is to have a poor oncology department.”9
To attract healthy enrollees, a health plan might offer inexpensive vaccinations, cancer screening and health club membership. The plan also might offer services at more convenient times and locations, free parking and other
amenities. Of course, these services might be attractive to all potential applicants, but they are more likely to be decisive for healthy people. Health plans
also can target the healthy through the design of their advertisements and in
selecting a location to make a pitch to desirable prospects.
A survey by the Kaiser Family Foundation discovered how HMOs were
competing for seniors on Medicare. The HMO ads in print and on television
showed seniors snorkeling, biking and swimming, but did not feature the sick
or disabled. In addition, nearly one-third of HMO marketing seminars were
held at sites that were not wheelchair accessible.10 The following are just a
few other examples uncovered by the Washington Post 11:
• When a Minnesota network began offering direct access to an obstetrician
while rivals required referrals from a gatekeeper, it attracted disproportionate numbers of pregnant women, lost millions of dollars and soon ended the
practice.
• When Aetna U.S. Healthcare offered unusually generous coverage for in
vitro fertilization, people with fertility problems flocked to the HMO and
Aetna had to end the practice.
• In another case, a California health plan severed its relationship with a university hospital known for practicing high-tech medicine and tackling complicated cases.
• Other HMOs avoid contracting with doctors’ groups known for expertise
with high-risk patients.
The term medlining is sometimes used to describe the practice of avoiding the
sick. It’s health care’s version of redlining, the banking and insurance practice of
avoiding deteriorating neighborhoods. The other side of the coin, of course, is attracting the healthy. In addition to health club memberships, health plans also
have offered dental benefits and vision care. The theory is that anyone who will
switch health plans to get a free pair of eyeglasses cannot be very sick.12

THE RESULTS OF COMPETITION
In figure 22.1, patients are arrayed along the horizontal axis from most to
least costly (left to right). The cost-of-care line shows what would be spent on

04-130 (23) Ch 22

4/8/04

10:30 AM

Page 205

Is Managed Competition the Answer?

205

each patient given current standards of medical practice. This line is highly
skewed, reflecting the fact that in a typical pool about 2 percent of the group
spends more than 40 percent of the health care dollars, 10 percent spends almost three-quarters and the majority have very small expenses. The premium
is based on the average cost of care for all patients under community rating.
It is the premium that must be charged all plan members if the plan is to cover
its costs.13 The figure also illustrates how healthy people subsidize sick people, since most members have costs well below the premium they pay and a
few have costs well above it. Clearly, this is what many proponents of managed competition believe equilibrium would look like for each health plan under their scheme. But simple analysis shows that the diagram in figure 22.1
cannot be in equilibrium and that it must give way to something else.
Roughly speaking, an equilibrium exists if no health plan can adjust to become more profitable.14 However, the plan represented in figure 22.1 can easily become more profitable if it can lower the cost of caring for its sicker
members. As long as these members stay in the plan, it will have the same
premium income and lower costs. If sicker members shift to another plan, this
is even better from the plan’s point of view—since the sick are unprofitable
by definition. On the other hand, healthier customers are being overcharged,
since the cost of care they are receiving is below the premium they are paying. This means that other health plans can lure away these customers by providing higher benefits for the same premium. Thus, in order to retain prof-
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itable customers and attract even more, the health plan represented in figure
22.1 should increase the amount it spends on healthy members.
In free markets, competition tends to cause the price to change until it
equals average cost. The same tendencies exist under artificial competition.
Yet, because community-rated premiums are constrained to be the same for
all members, competition will cause cost to change until it equals price. If
premiums could rise for “unprofitable” members, health plans would compete them up to the level of the cost of those people’s care. But if the premiums are artificially constrained, the plans will compete the cost of care down
to the level of the artificial premium.15 The reverse pressures exist for “profitable” members. If the artificial premiums cannot be competed down to the
level of average cost, the tendency will be to compete cost up to the level of
the artificial premium.
These conclusions follow from well-known principles of the economics of
regulation. In the United States, we have had decades of experience with regulated markets. Under regulations imposed by the Civil Aeronautics Board
(CAB) for most of the post–World War II period, the federal government established minimum air fares higher than would have prevailed in a free market. Unable to compete on price, the airlines competed by offering more frequent flights, more convenient departures, more spacious seating and other
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in-flight amenities. The CAB’s price regulation potentially allowed the airlines to earn supra-normal profits, but those profits were competed away on
passenger-pleasing adjustments.16
The reverse tendency emerges when prices are kept artificially low. Under
rent control laws, landlords are prohibited from raising their rents to the level
of average cost. Since rents cannot rise, landlords tend to allow housing quality to deteriorate until housing costs equal the government-controlled rent.17
Consider this result in terms of a basic principle taught in all introductory
economics courses: when firms are maximizing profits, marginal revenue
must equal marginal cost. Under artificial competition, marginal revenue (the
amount of premium each additional enrollee brings to a plan) must be the
same for every enrollee. Thus, if health plans are maximizing profits, marginal cost (the amount the plan spends on the health care of each additional
enrollee) also must be the same for every enrollee.
Health plans, therefore, face competitive pressures to adjust the delivery of
health care until the cost-of-care line coincides with the (community-rated)
premium line (see figure 22.2). This means that health plans have a strong financial self-interest in underproviding services to the sick and overproviding
services to the healthy. Left unchecked, the end result of this process is a condition under which each person receives health services whose cost is exactly
equal to the premium he or she pays.

THE EFFECT OF LIMITED OPEN SEASONS
The analysis presented here assumes that patients make choices among insurers based solely on the value of medical services those patients consume.
This assumption would be justified to the degree that patients can easily shift
back and forth among insurers as their health needs change. However, the
federal employee program and most other managed competition programs allow plan changes only during “open season” once a year.18
To the degree that people’s choices are constrained by limited open seasons, they must consider the insurance value of the plan they select as well as
its direct consumption value. Consider an expectant mother choosing among
competing health plans. She expects to need well-baby delivery services.
However, she might experience complications in pregnancy or childbirth, or
her child might be premature and require sophisticated medical treatment. In
those cases, the woman would benefit from highly skilled medical personnel.
Thus, in selecting a plan she will be interested in purchasing real insurance as
well as specific medical services.
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For such potential problems as heart disease, cancer and AIDS, it seems
unlikely that people will willingly pay much to insure for expensive treatment
while they are healthy—if they can switch insurers at least every twelve
months. The tendency will be to select a plan that is strong on preventive and
diagnostic services, secure in the knowledge that one can rather quickly
switch to a plan that is best at treating a particular disease.
Therefore, periodic open seasons cause us to modify our prediction in
recognition of an insurance component to people’s choices. Yet, even with
this modification we are left with the prediction that artificial competition
will ultimately result in a radical deterioration in the quality of care sick people receive.

THE EFFECT OF RISK ADJUSTMENT
Proponents of managed competition are keenly aware of the perverse incentives faced by health plans. To thwart these incentives many favor risk adjustment programs that take income away from plans that attract healthier
people and give it to plans that attract sicker people.
Many methods of risk adjustment have been suggested. None of them work
very well. It might seem that the logical way to start constructing a risk adjustment mechanism would be to tax or subsidize health plans based on the
health of people at the time they joined a plan. Thus, sicker people would
have a subsidy added to their premium payments and healthier people would
have a tax deducted from theirs. Although enrollees would pay the same
community-rated premium, health plans would receive a risk adjusted premium. In theory, this would make the health plans indifferent between potential enrollees.
The problem with this approach is that it does not work very well. Health
economist Joseph Newhouse notes that in the RAND Health Insurance Experiment, 1 percent of the patients accounted for 28 percent of the total costs,
but most of the high-cost patients could not have been identified in advance.
In fact, Newhouse found that only 15 percent of the variation in health care
costs among individuals could be predicted in advance, even when researchers had full knowledge of the patients’ demographic characteristics.19
More recently, Newhouse and his colleagues have concluded that as much as
25 percent of the variation in health expenditures for individuals can be predicted by such observable factors as health status and prior health expenditure.20 That leaves 75 percent unexplained.
Some health economists argue that it doesn’t matter whether a risk adjustment mechanism is perfect. As long as the adjuster predicts as well as
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the health plans themselves, the adjuster can remove any financial incentives a plan has to prefer or avoid a person at the time of enrollment. Yet,
this does not solve the problem for two reasons. First, after an initial enrollment, everyone will be a member of a health plan. Therefore, at least
one plan can probably predict that member’s future health costs better than
an impersonal risk adjuster that relies only on statistical data. Second, the
perverse incentives of health plans do not end at the point of enrollment. To
the contrary, health plans do not have to be able to predict which enrollees
will get heart attacks in order to know that it doesn’t pay to invest too much
in cardiology. The incentive to underprovide to the sick is ongoing, 365
days a year.
If adjustments cannot solve the problem based on prior knowledge of patients, the only alternative is to base them on knowledge of the experiences
of patients after they enroll.21 But if we do that, how much should the plan
be paid? Consider again the cost-of-care line in figure 22.2. If the net amount
insurers received for each applicant were based on this line rather than on the
artificial premium line, insurers would have no reason to overprovide or underprovide care to any enrollee. The problem is that we never get to observe
what the efficient cost-of-care line looks like. All an outside observer can see
is the actual amount spent. And if we reimbursed health plans for actual expenditures, health plans would have no incentive to provide efficient care.
Indeed, the practice of paying providers based on their costs was what led to
so much health care inefficiency before the managed care revolution. Whatever the defects of managed care, a return to cost-plus finance is not the answer.22
An alternative to paying health plans based on actual costs is to pay fixed
fees determined by the patient’s diagnosis. This is the way Medicare reimburses hospitals, and it has produced some efficiencies. The reason is that
hospitals get to keep the diagnosis-related payment, regardless of actual costs.
So the lower their actual costs, the higher their profit or the lower their losses.
The disadvantage of this approach is that fixed payment is almost always
based on expected average cost for patients with a particular condition. By
definition, the sum fails to cover the treatment costs of the sickest patients.
The more competitive the market, the greater the pressure is to underprovide
to the patients whose cost of care is above average.23
Regardless of how risk adjustment is carried out, it can at best ameliorate
the problem of quality. It cannot solve it. Even if premiums vary with changes
in expected costs, the underlying economics are the same. Health plans here
have an incentive to adjust the quality of care they deliver until they are
spending an amount on each enrollee equal to that enrollee’s risk-adjusted
premium.
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OTHER BARRIERS TO QUALITY DETERIORATION
Just because health plans have an economic incentive to let treatment costs
fall until they are no greater than the premium payments made on behalf of
the sickest patients does not mean they will do so. Fear of tort liability lawsuits is one obstacle to quality deterioration. Doctors’ fear of censure or loss
of a license to practice is another. But these obstacles are somewhat crude instruments for combating incentives that affect every decision providers make.

MANAGED COMPETITION VERSUS
SINGLE-PAYER NATIONAL HEALTH INSURANCE
The most serious defect of national health insurance is the tendency to overprovide to the healthy and underprovide to the sick. This, we have seen, occurs because of the pressures inherent in allocating health care resources
through the political system. Politicians cannot afford to spend most of the
health care budget on the small number who need expensive care. Democratic
politics forces them to take from the sick and give to the healthy instead.
However, managed competition, whatever efficiencies it produces, cannot
solve this problem. In fact it may make the problem worse. Whereas national
health insurance overprovides to the healthy and underprovides to the sick for
political reasons, managed competition leads to a similar result because of
perverse economic incentives.

MANAGED COMPETITION
VERSUS MARKET-DRIVEN HEALTH CARE
One of the ironies of health policy is that some of the strongest critics of national health insurance are also some of the strongest advocates of managed
competition; Alain Enthoven is one example. Yet, the closer we come to the
ideal world of managed competition, the more likely we are to experience
outcomes similar to those of socialized medicine. Moreover, this conclusion
is not tied to the design of any particular employer plan. There is a sense in
which our entire employer-based system functions as a loose system of managed competition.
Ordinarily, we think of the labor market as being literally a market for labor, with health insurance tacked on as a fringe benefit. But imagine for a moment that it were the other way around. Imagine that employers offered health
plans with the provision that you must take a job in order to enroll. Farfetched
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as the latter scenario may seem, it is precisely the way thousands of people
view the job market. These are people with high health costs or people with
a dependent family member whose health costs are high. For this group of potential employees, employers offer competitive health plans—all heavily subsidized and all community rated. The employees switch plans by switching
jobs; and because their health costs are so high, the kind of work they agree
to do becomes a secondary concern. In fact, they are willing to take jobs for
which they are overqualified (a college graduate working in a mailroom, for
example) just to access a benefit-rich health care plan.
To large employers with generous health plans, the scenario we are describing is not fanciful. These companies confront similar problems everyday.
Indeed, a major reason why K-Mart, Wal-Mart and other large retail chain
stores have cut back on their health benefits is not that they are stingy; it is
that they were attracting individuals and families with very high health care
costs.24 In protecting themselves from adverse labor market selection, these
companies are engaging in the exact behavior predicted by the economic theory of managed competition.
The United States is in danger of evolving a system that underprovides to
the sick, not because we have made a conscious decision to socialize health
care, but because we have created perverse economic incentives for employers and their employees.
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