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Consumer-Directed Health Care:Will It
Improve Health System Performance?
Karen Davis

The excellent set of papers contained in this issue provides important insight
into early experience with consumer-directed health care plans. While more
experience and research are required to reach definitive conclusions, the
evidence to date raises major cautions about relying on a consumer-directed
health care movement to address fundamental problems in the health care
system. Longer-term solutions aimed directly at the root causes of higher costs
are needed to improve health system performance and to achieve better
quality, safety, and efficiency of care provision.

THE THEORY UNDERLYING CONSUMER-DIRECTED
HEALTH CARE

The consumer-directed health care strategy is predicated on the notion that
health care services are overutilized, and that giving financial incentives to
patients will reduce use of services of marginal or no value. It also will give
patients an incentive to seek out lower-cost providers of care. While there is
certainly evidence of overutilization of some services, underutilization appears
to be a far greater problem (McGlynn et al. 2003). Even clear instances of
overutilization are often the result of provider decisions and may not be
responsive to consumer incentives. About one-fifth of sicker patients report
receiving duplicate tests from different physicians, and medical records and
tests not being readily available when needed (Blendon et al. 2003).

While there are different versions of ‘‘consumer-driven health care,’’
most interest has centered on combining a high-deductible health insurance
plan (e.g., $1,500) with a health reimbursement account (HRA) to cover part
of the out-of-pocket cost of health care expenses (e.g., $500). The unused
balance in the HRA can be carried over into future years, but employees
forfeit the balance if they leave the employer. Typically, consumer-driven
health care plans are an additional option for employees; a few employers,
however, use it as a ‘‘replacement product’’ and offer only the high-deductible
plan coupled with an HRA. Other forms of consumer-directed health plans
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include ‘‘tiered point of care’’ with variable cost sharing for hospital or
physician services based on the cost or cost and quality of provider selected,
and ‘‘tiered premium’’ strategies that let consumers pick their own package of
benefits and networks of providers, with varying employee premiums based
on comprehensiveness of benefits and costliness or cost and quality of
providers (Rosenthal 2004; Gabel, Lo Sasso, and Rice 2002).

There is very little debate that if patients pay more health care bills
directly out-of-pocket that they will consume less care. It is deeply rooted in
economic theory and empirical studies finding that the quantity of health care
services demanded varies inversely with price. A quantity of a service that is
relatively ‘‘price elastic’’ (e.g., discretionary care such as plastic surgery) will
varymarkedly with price while the quantity of a service that is relatively ‘‘price
inelastic’’ (e.g., trauma care for accident victims) will vary little with price.
Insurance has the effect of reducing the ‘‘net price’’ paid by the consumer,
resulting in higher utilization than would otherwise be the case. Increases in
utilization as a result of insurance coverage are greater for those services that
are ‘‘price elastic.’’ Or conversely, increasing patient cost sharing can be
expected to increase the ‘‘net price,’’ reduce utilization especially of
discretionary services, and lower total health spending, as well as the cost of
insurance (both because a lower percent of the bill is covered and because
utilization declines).

The major empirical test of the effect of cost sharing was the RAND
Health Insurance Experiment (HIE). The HIE in 1973 randomly assigned
7,706 individuals in six geographic markets to health insurance plans with
varying cost sharing: free care for all services, and plans with differing
coinsurance (25 percent, 50 percent, 95 percent), all subject to a total ceiling
on out-of-pocket costs of $1,000 ($4,150 in 2003 dollars) or a ceiling based
on income if lower (5, 10, or 15 percent of income). Its primary conclusion
confirmed the economic theory that when consumers face higher cost sharing
they will consume fewer services (Newhouse 1981).

The RAND experiment excluded persons aged 62 and older and those
who were permanently and totally disabled at the time of the demonstration.
Its results, therefore, are particularly fitting for employer-based coverage.
Further, to avoid making anyone participating in the plan worse off, everyone
given a cost-sharing plan was also given a lump sumpayment of themaximum
out-of-pocket costs ($1,000) less the maximum out-of-pocket under their
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current coverage. In some ways, therefore, it was an early forerunner of
consumer-directed health plans that combine a high deductible with a health
reimbursement account——although in the RAND HIE consumers could use
the lump sum payment for any purpose, not just health care.

The HIE found that use of physician services was more sensitive to cost
sharing than use of hospital services. Total spending was 60 percent higher for
patients in ‘‘free care’’ plans than for patients with cost sharing. Patients with
cost sharing had one-third fewer visits to a physician and were hospitalized
about one-third less often. While the RAND results were not particularly
surprising to economists, they disproved the argument that cost sharing,
by reducing preventive and early primary care, would lead to higher
hospitalization and higher costs in the long term. These results, however, are
qualified in that the sample excluded aged and disabled individuals, and set an
income-related ceiling on out-of-pocket payments such as 5, 10, or 15 percent.
Higher out-of-pocket costs or inclusion of sicker patients may have led to
different effects.

What is perhaps less well known about the HIE is its effects on health
status and use of clinically appropriate or inappropriate services. Is it only
‘‘discretionary’’ or ‘‘nonessential’’ health utilization that is affected by cost
sharing? Sometimes the HIE has been characterized as finding no adverse
effect on health status, but a closer reading of the results shows that there were
adverse effects on health for lower-income and high-risk individuals (Rassell
1995). For example, for low-income persons with high blood pressure, free
care brought better control of blood pressure (Brook et al. 1983). Free care
reduced the risk of early death among those at high risk. Coverage of services
such as vision care also made a difference; free care individuals with poor
vision were more likely to have vision correction.

Lohr (1986) found that cost sharing in the HIE reduced the likelihood of
receiving effective medical care. These effects were particularly marked for
low-income children and adults. For example, the probability that low-income
children in cost-sharing plans received effective medical services for acute
conditions was 56 percent of that of low-income children in plans with no cost
sharing; the rate for low-income adults was 59 percent. Even for higher-
income children and adults, those with cost sharing had a lower probability of
receiving effective services than those in ‘‘free care’’ plans (85 percent for
higher-income children and 71 percent for higher-income adults compared to
higher-income children and adults with no cost sharing). Lurie et al. (1987)
found that cost sharing in the HIE reduced use of preventive services. For
example, among women 45 to 65 years of age, cost sharing reduced the use of
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Pap smears from 65 percent to 52 percent over a three-year period. Siu et al.
(1986) also found that cost sharing reduced appropriate hospital admissions by
22 percent, and reduced inappropriate hospital admissions by 27 percent——
using blinded clinician ratings of hospital admission records to determine
appropriateness. Thus, cost sharing was not a sensitive technique for
discriminating between appropriate and inappropriate use of hospital
services.

Over the years a number of studies have confirmed the RAND findings.
Lurie et al. (1984) found that low-income individuals suffered adverse health
effects when they lost Medi-Cal insurance coverage. Tamblyn et al. (2001)
found that prescription drug cost sharing in Canada led to both a reduction in
use of essential drugs (15 percent for elderly and 22 percent for low-income
individuals) and an increase in adverse events (117 percent increase for elderly
and 97 percent for low-income). Moving to three tiers and increased cost
sharing for prescription drugs by one employer in the United States led to
failure to fill needed prescriptions such as ACE inhibitors (16 percent
discontinued compared to 6 percent in control group) and statins (21 percent
discontinued compared to 11 percent in control group) (Huskamp et al. 2003).
The Medical Outcomes Study followed 3,589 chronically ill patients for four
years and concluded that cost sharing reduced the use of care for both minor
and serious symptoms, although no differences in self-reported health status
were observed (Wong et al. 2001).

These studies suggest the importance of looking beyond whether
consumer-directed health care leads to a reduction in utilization or total
spending on health care services——to examining whether the reduction in
utilization is appropriate or inappropriate and whether there are adverse
health consequences. It should not be surprising based on the empirical
evidence over the past three decades as well as more recent studies that
increased cost sharing will lead to reduced use, lower total health spending,
and slower increases in insurance premiums or expenses covered by
insurance. What matters is whether it discourages patients from getting
effective or appropriate services, or simply reduces use of services that are
inappropriate or overused, but have no effect on health outcomes.

There are even greater concerns for the effect of financial incentives on
lower-income populations and those with serious illnesses. The RAND HIE
set lower ceilings for lower-income individuals, for example, plans limited cost
sharing to 5, 10, or 15 percent of income.Most employer plans do not include
reduced cost sharing for lower-wage workers. Recent studies of cost sharing
underscore this concern. Studies of prescription drug utilization that imposed
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copayments or set limits on covered drugs by low-income patients indicate
quite high sensitivity that can lead to reduced use of essential medicines and
increased use of hospital and emergency department care, and increased
institutionalization in nursing homes (Soumerai et al. 1994, 1987, 1991).
Similarly Stuart and Zacker (1999) found that in states that imposed
copayments on Medicaid beneficiaries, the likelihood of filling prescriptions
was reduced, and the burden fell disproportionately on those in poor health.

In assessing the value of consumer-directed health plans it is particularly
important to bear inmind that 10 percent of individuals account for 69 percent
of health care costs (see Figure 1) (Monheit 2003). Furthermore, high cost
tends to persist over time, subjecting the same individuals to continuing high
costs. Such individuals would quickly exhaust a health reimbursement
account and be subjected to sustained, high out-of-pocket costs. At the other
end of the spectrum, Monheit finds that 50 percent of individuals account for
only three percent of health care outlays, all with expenditures under $350 in
1997. Giving such individuals a $500 or $1,000 health reimbursement account
will increase costs to employers——since such individuals would not have used
that level of services. This could lead employers to reduce the health
reimbursement account amount or eliminate it completely over time.
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EARLY EXPERIENCE WITH CONSUMER-DIRECTED
HEALTH CARE

The papers in this issue lend preliminary support to four main conclusions
about consumer-directed health care:

� Enrollment is relatively limited when offered as an option.

� Healthier and higher-income individuals are more likely to enroll.

� Enrollees tend to reduce utilization and health care expenses,
although evidence is skimpiest on this point.

� Most enrollees are relatively satisfied with the choice and reenroll-
ment rates are high.

ENROLLMENT IN CONSUMER-DIRECTED HEALTH PLANS
(CDHP)

Rosenthal (2004) estimates that consumer-directed health plans are still in
their infancy, and constitute a relatively small part of the employer health
insurance market. Only about 270,000 individuals are in an HRA, out of over
160 million people covered by employer plans. Point-of-care tiered plans
enrolled an estimated 1.7 million beneficiaries, and 500,000 people were
enrolled in premium-tiered plans in 2003.

Enrollment in firms offering HRAs as a choice is also relatively low——
usually less than 10 percent of those offered a high-deductible CDHP
product along with other insurance plans enroll. Tollen, Ross, and Poor (2004)
found that a total of six percent of Humana employees enrolled in two
consumer-directed health plan options; other employees picked the HMO
or one of the two PPO options. In their four employer case studies Lo Sasso
et al. (2004) found that enrollment ranged from 4 percent to 25 percent
of employees, with enrollment typically increasing in the second year
offered.

FAVORABLE RISK SELECTION BY CONSUMER-DIRECTED
HEALTH PLANS

The primary concern is that CDHPwill primarily attract healthier and higher-
income individuals, leaving sicker and lower-wage employees in higher-cost
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alternatives (McNeill 2004). Studies tend to measure health status either by
demographics——such as age, gender, or family size——or by utilization of
services prior to enrollment. Tollen, Ross, and Poor (2004) find no evidence
of favorable risk selection based on demographic data, but better measures of
risk based on prior use and health expenditures indicate risk segmenta-
tion took place. For each of five health care services, prior year usage was 60
percent of the average for all enrollees. Tollen, Ross, and Poor also found that
those selecting the CDHP options had slightly higher salaries.

These findings were confirmed by Lo Sasso and colleagues’ (2004) case
studies of four employers. In one case, employees with higher salaries were
more likely to enroll in the Definity CDHP product (6.4 percent versus 3.7
percent). In the case of another employer, prior-year enrollment claims
expenses for those who enrolled in the CDHP product were 50 percent of the
overall level for all employees.

Fowles and colleagues’ (2004) survey of Humana employees found that
7 percent of employees selected one of the twoCDHP options. They were less
likely to be African American, less likely to have a chronic health problem,
and more likely to have had no recent physician visits.

Parente, Feldman, and Christianson (2004b) also found that higher-
income employees were more likely to enroll in a CDHP option with the
CDHP having less than half their share of lower-income employees. Initially
the CDHP had the lowest average calculated illness burden case-mix index,
but their favorable selection did not continue over time. Hospitalization rates
of the CDHP rose markedly by the third year, as did the overall case-mix
index. These results were confounded, however, because a major medical
center only participated in the CDHP plan, and was an ‘‘out-of-network’’
provider in the HMO and PPO options; the authors suggest that those
individuals desiring care at the medical center may have opted for CDHP
coverage to have access to the medical center.

Christianson, Parente, and Feldman (2004) also found that University of
Minnesota faculty, academic professionals, and administrators were more
likely to select the CDHP than other employees; those covered by a civil
service bargaining unit were less likely to enroll in the CDHP. Parente,
Feldman, and Christianson (2004a) confirmed that higher income employees
at the University ofMinnesota weremore likely to choose theCDHP, but they
found no differences by chronic illness of the employee or familymembers on
choice of plan. Employees with a chronic health condition themselves or in
their family were more price-sensitive, and more likely to choose plans with
lower out-of-pocket premiums.
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EFFECT ON UTILIZATION OF SERVICES

Tollen, Ross, and Poor (2004) found that more than 85 percent of CDHC
enrollees spent less than $1,000 on health care, compared with two-thirds of
enrollees in theHMOandPPOoptions.Most of this difference, however, they
attributed to better health status, rather than price sensitivity. Humana did not
permit employees to carry over their HRA balance, or to apply the allowance
toward noncovered services. It is not clear that as an employer that Humana
‘‘saved’’ money, given its combined outlays for the insurance product and the
HRA allowance.

Lo Sasso et al. (2004) similarly did not have evidence on change in
utilization as a result of enrollment. Although they also found that less than half
of enrollees used their HRA allowance of $1,000, and expenditures were less
than half that of PPO enrollees, they suspected that this was attributable to the
favorable risk selection rather than the effect of the financial incentives.

Parente, Feldman, and Christianson (2004b) analyzed the CDHP
experience of one large employer over a three-year period. Initially the
CDHP had lower spending, lower prescription drug use, and fewer physician
visits, which may have been related to ‘‘nurse line coaching services’’ or
comparative information on pharmaceutical prices. However, hospital
admissions for CDHP enrollees doubled by the third year from when first
introduced, eliminating any cost advantage for the employer by the third year.
While the jump in hospitalization might have been caused by ‘‘underuse’’ of
physician services to control conditions at an early stage, it may also be an
anomaly based on the fact that a major medical center only participated in the
CDHP, and was only available to HMO and PPO enrollees with substantial
out-of-pocket, out-of-network cost sharing.

SATISFACTION WITH CDHP

Reenrollment in CDHP products is relatively high, usually on the order of 90
percent, and a similarly high proportion of enrollees report satisfaction (Lo
Sasso et al. 2004). This suggests that those who choose such plans because they
believe they are a ‘‘better deal’’ for them continue to do so. It is interesting,
however, that while voting with their feet to continue in the plan only a
relatively small percentage——30 percent——would unqualifiedly recommend
them to others (Christianson, Parente, and Feldman 2004). This may suggest
that they perceive their own circumstances to be relatively unique, and may
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not make the plan the best choice for others. Interestingly, however, some
walk away from the plan after one year, even though by doing so they lose
balances that could have been carried forward.

Christianson et al. (2004) found that University of Minnesota employees
enrolled in the CDHP were significantly less likely to rate their plan well, but
the differences were small (CAHPS score of 7.46 versus 7.55). Forty-six
percent of CDHP enrollees reported they had a particularly positive
experience with the plan, while 24 percent said they had a particularly
negative experience. However, only 8 percent switched from the CDHP to
another plan at the end of the contract year. Thirty percent said they would
definitely recommend the plan, while another 57 percent said they would
recommend it depending on the situation.

There is also some indication in the studies that few people find the
CDHP easy to understand or the Internet-based tools easy to use. Those
professionals who are more apt to use the Internet in their professional or
personal life, or who routinely make financial and risk decisions are more
attracted to the plans.

IMPLICATIONS

These studies are too preliminary and the consumer-directed health plan
products too new to reach firm conclusions about their long-term value.
However, concerns are raised by the initial experience. It seems clear that they
are relatively more attractive to higher-income individuals. When health
status is measured by prior utilization——rather than demographic character-
istics such as age or presence of chronic conditions——CDHP plans appear to
experience favorable risk selection. The downside of the growth of CDHP is
likely to be increasing market segmentation, with lower-income and sicker
individuals served by managed care plans and higher-income, healthier
individuals enrolled in CDHP products. Without risk adjustment, sicker and
lower-income individuals will pay higher premiums, and HMOs may
eventually face a ‘‘death spiral’’ as unfavorable risk selection worsens.

The studies provide almost no evidence about the effect on use of
appropriate or inappropriate care. Rosenthal and Milstein (2004) report that
few CDHP plans advise patients who are underusing services. Some plans do
exclude preventive services from the deductible, but financial incentives
to avoid seeking care even in the face of serious symptoms could contribute
to underutilization of essential services——as other cost-sharing studies have
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found. Nor is anything known about the financial burden on lower-wage
employees with greater out-of-pocket costs not covered by health reimburse-
ment accounts.

The studies do suggest that CDHP products have high information
requirements in order for enrollees to understand the plans and use them
effectively. Quality and even cost information are often not available
(Rosenthal and Milstein 2004).

IS THERE A BETTER ALTERNATIVE?

Employers offer health insurance to their employees for a variety of reasons,
including attracting and retaining high quality employees, improving
employee morale, and enhancing employee productivity. To the extent that
employers effectively reduce benefits and increase employee out-of-pocket
costs, or pressure employees to enroll in plan options that don’t work for them,
these advantages of employee health benefits will be undermined.

Further, by fostering favorable selection intoCDHPproducts, integrated
health care delivery systems with good performance on cost and quality are
likely to experience a long-term decline in enrollment as their premiums rise
as a result of enrolling ‘‘sicker’’ enrollees (Tollen, Ross, and Poor 2004).

The real goal should be to promote the spread of high-performing health
systems, hospitals, and physicians. A number of new studies are finding wide
variation in cost over an episode of illness across hospitals and physicians and
even wider variation in quality performance (Grossbart 2003; Milstein 2003;
Institute for Healthcare Improvement 2003). Yet, few private insurers,
managed care plans, or public programs reward hospitals or physicians with
superior quality or efficiency (Davis 2004; Maio et al. 2003; Goldfarb et al.
2003). Public information on comprehensive measures of quality at the
individual hospital or physician level is extremely limited and rudimentary.
Little is known about the ‘‘best practices’’ that lead some providers to achieve
high performance, nor are the tools such as electronicmedical records, clinical
guidelines, patient reminders, and physician decision support systems that
might spread their adoption in place.

If we are to achieve a truly high-performance health system, bold action
is required. The following steps would start us on this course:

� Public reporting of cost and quality data on physicians,
hospitals, nursing homes, other health care providers, and
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health plans. The Centers for Medicare and Medicaid Services has
been a leader in posting nursing home quality data on its website, but
this is just a modest beginning. The newMedicare prescription drug
legislation also spurs reporting by hospitals of a limited set of quality
indicators. If we are serious about doing better, we need to know
where we stand, routinely collecting comprehensive quality mea-
sures across a broad range of providers.

� Investment in health information technology. Other countries
are quickly surpassing the United States in the adoption of electronic
medical records and electronic prescribing. They are doing so
because the government has been willing to invest in the
infrastructure and establish the standards required to make this
potential a reality.

� Development and promulgation of clinical guidelines and
quality standards. It is long past time to simply pay for services
rendered without establishing a scientific basis for effectiveness——not
just for new drugs, but for consultations, procedures, and tests. This
could be accomplished through establishment of a new National
Institute on Clinical Excellence and Effectiveness (Schoenbaum,
Audet, and Davis 2003).

� Paying for performance.Medicare and private insurers tend not to
vary payment rates with quality. They pay for defects, whether those
defects are surgeries that need to be repeated; infections that arise
from failing to use state-of-the-art technology, such as catheters
impregnated with antibiotics for heart valve patients; or medication
errors. TheCenter forMedicare andMedicaid Services has embarked
on some modest initiatives to begin testing paying-for-performance
rewards. Medicare can and should be a leader in promoting quality.
These efforts need to be substantially expanded and best practices
documented and disseminated. Medicare’s leadership can be instru-
mental in moving private payers as well; to date, very few private
insurers have instituted ‘‘value-based purchasing’’ strategies.

� Investment in research. We urgently need to gather evidence on
what works to improve care, eliminate waste and ineffective care,
and promote greater efficiency, including use ofmodern information
technology, teamwork, and improved care processes. Any industry
that fails to invest in research to improve quality and efficiency is
going to be a backward industry. The federal government pays $455
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billion for health care in the United States but devotes only $300
million to the budget of the Agency for Healthcare Research and
Quality (AHRQ) for learning effective ways to improve the
performance of the U.S. health system. The quality report on U.S.
health care recently issued by AHRQ is an important starting point
(Agency for Healthcare Research and Quality 2003). But it needs to
be followed with an investment in research up to the task of ensuring
that the United States is a high-performing health system worthy of
the twenty-first century.

These strategies go to the root causes of poor performance in the health
care system, rather than turning to the blunt instrument of consumer financial
incentives. They would speed the adoption of modern information
technology, and provide powerful financial incentives to hospitals, physicians,
and integrated health care delivery systems to improve quality, safety, and
efficiency performance.

Better public information could also be helpful to consumers in choosing
providers, and could be used to reward patients for choosing such providers,
rather than penalizing those who do not. For example, Medicare and private
plans could designate providers in the top quartile on quality and efficiency
measures, and provide discounted premiums or cost sharing to beneficiaries
choosing such provider networks. PacificCare provides ‘‘HealthCredits’’ good
toward the purchase of treadmills or mountain bikes for enrollees who enroll
in disease management programs or take other steps to improve their health
(Ho 2004).

Consumer-directed health care——if it is primarily a tool for shifting costs
from employers to employees——will quickly be discredited. A strategy aimed
primarily at providers to identify, demand, and reward high performance,
with positive incentives for consumers in a complementary role, is likely to
have greater long-term success and acceptability.
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