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I
n the beginning, health care financing
was relatively uncomplicated. Individu-
als either paid for their health care in
cash or they bartered for services — or
they went without. It was a simple

though not perfect system for simple times,
and as far as historians can tell, it lasted from
the beginning of man to the early 20th century,
when medicine became sophisticated enough
to affect clinical outcomes consistently.1

During World War II, health care financ-
ing as we know it began to surface more rapid-
ly when wage and price controls pushed
employers into offering health insurance to
attract workers.2 In 1930, only 2 percent of
the U.S. labor force (or 1.2 million workers
and their 2 million dependents) had any
health insurance. By 1958, 123 million Ameri-
cans had hospital insurance, and 75 percent
obtained it through their employers.3 By the
1960s, employer-
based major health
care coverage had
become common-
place, and in 1965
Medicare was born.

Over the next
two decades, health
care costs rose sub-
stantially, the increase
blamed in part on a
fee-for-service system
that offered little
incentive to manage
costs and every incen-
tive to overutilize.
Looking for new solu-T
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The Future of Health Care
Financing
In most sectors of the U.S. economy, consumers control their dollars. What
if that were to happen in health care?

Brandi White

KEY POINTS:
• The consumer economy, which many
predict is coming to health care, will be led
in part by Baby Boomers and Generation
Xers who have money, are empowered by
the Internet and want greater choice.

• Employers looking for new ways to
reduce the administrative costs and
headaches associated with managing
health care benefits are eyeing “defined
contribution” health plans.

• New e-health plans based on the
defined contribution approach could cre-
ate a financing system that finally rewards
physicians who offer high-quality care and
service.
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In health care,

consumers have lit-

tle or no control

over their health

care dollars and lit-

tle or no choice

among benefits and

providers.

Baby Boomers

and Generation

Xers, who have

money and are

smart shoppers,

could help usher in

a consumer-cen-

tered financing 

system.

The Internet

can help empower

health care con-

sumers by giving

them access to

information and

decision-making

tools.

A consumer-dri-

ven system depends

on patients being

good stewards of

their health care

dollars.
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Consumer-driven health care is getting its
push not only from technology but also from
those who are looking for new ways to control
costs and who believe individuals are better
stewards of their own health care dollars. (See
“Can patients handle this new
responsibility?” above.) This
approach differs greatly from
the current system, in which
patients have no incentives and
no opportunities to be prudent
purchasers. 

“Patients have been totally
removed from the cost of
care,” says Lee Newcomer,
MD, executive vice president
and chief medical officer of
Vivius, an e-health plan based
in Minneapolis, and former
senior vice president of health
policy for UnitedHealth Group. “As a result,
we’re now in a mentality where we think if we
put $10 and an insurance card down, we
should have anything we want, regardless of
whether it makes sense, and that’s causing a
problem.”

Defined contribution plans
Ironically, what may ultimately bring about a
consumer-centric health care financing system
won’t be consumers themselves. Instead,

employers looking to reduce the administrative
costs and headaches associated with managing
health care benefits may decide to hand over
the responsibility to individuals to manage
themselves. One way to do that is with a

“defined contribution” approach.
Under a defined contribution

model, employers would commit to
a fixed dollar amount employees
could use to pay for health care cov-
erage they select, rather than the cur-
rent practice of committing to a
fixed health benefits package with
pre-selected networks for all employ-
ees. A similar shift occurred in the
1980s on the retirement benefits
front when employers began moving
away from “defined benefit” (or pen-
sion) plans toward “defined contri-
bution” (or savings) plans. 

“Most health plans today are more like
defined benefit plans, so it’s kind of an open-
ended commitment and obligation for
employers, and they would like to be able to
change that,” explains Ray Werntz, president
of the Consumer Health Education Council.
“A defined benefit approach also puts employ-
ers in the position of trying to decide which
benefits to provide populations of employees
based on medical necessity. Now that doesn’t
necessarily mean they’re going to pay less or
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Can patients handle this new responsibility?

Aconsumer-driven health care financing system depends on one basic idea: Individu-
als are the best stewards of their own health care dollars. This is a far cry from the
current system, which “does not allow anyone to be a good steward,” says Charles

M. Kilo, MD, a fellow of the Institute for Healthcare Improvement and president of Green-
field Health System, Portland, Ore. “The system is just not currently set up to do so. It con-
tinues to be relatively paternalistic, and with significant first-dollar coverage, there is no
motivation for people to be all that engaged. They always want the latest and greatest test or
drug, whether they need it or not, because they feel that they are entitled.”

The very limited literature on this subject suggests that individuals do consume less when
they are given more financial responsibility.1 “However it appears that they consume less of
what is good and less of what is bad. In other words, they don’t discriminate,” says Kilo.

To discriminate appropriately, consumers will need not only financial responsibility but
also incentives, information and tools, which defined contribution plans, accruable medical
savings accounts and the Internet are now providing. 

“I believe we should assume that people are the best stewards of their care, provide
engaging assists to help them be so, but also have detailed means of identifying and support-
ing those who are not,” says Kilo. “Such a system is, in my opinion, much more positive and
much more engaging for everyone than the current system, which assumes that no one is a
good steward and does not have mechanisms that allow them to be.”

1. Rice T. The Economics of Health Reconsidered. Chicago: Health Administration Press; 1998.

‘We think if
we put $10
and an
insurance
card down,
we should
have anything
we want.’
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leave their employees hanging out to dry. They
just want to have some control over their costs
and distance themselves from concerns about
liability.”

A defined contribution plan could take
several forms. On the more conservative side,
employees would simply use the defined contri-
bution to choose among several
health plans pre-selected by
their employer. Or, on the more
radical side, employees could
take their defined contribution
and head to the open market to
purchase their own health insur-
ance or care directly from
providers. “While there are
some vendors of defined contri-
bution plan services in the mar-
ket, I don’t know of any
employer who does that yet,”
says Werntz. While there may
be a defined contribution mind-
set developing, there is “not yet
a willingness on the part of
employers to pull away,” he says.

Until a mature defined contribution
model can emerge, says Werntz, several issues
must be resolved. For example, “How do you
decide how much money to give everyone?”
questions Werntz. “Do you give someone
who’s young less money than someone who’s

old?” He also raises caution regarding how
employers put the defined contribution
money into the hands of the individual. For
example, if employers were to give individuals
their health care dollars directly, it would raise
tax issues as well as concerns that some indi-
viduals will not use the money to purchase

health insurance at all. The best
approach, many argue, is to give
employees health care vouchers or
to deposit the money earmarked
for health care directly into
employees’ medical savings
accounts, which the employees
would then be responsible for
managing.

Another consideration is how
defined contribution plans will
affect the uninsured. Some argue
that defined contribution plans
would exacerbate the problem by
making coverage more expensive
for the elderly and those with
chronic illnesses. Others say it
could reduce the number of work-

ing uninsured if employers’ contributions can
provide at least basic coverage without the
employee contributing out of pocket. Addi-
tionally, if defined contribution plans create
tax advantages that would encourage individu-
als without employer coverage to participate in

Defined contri-

bution health plans

are piquing the

interests of employ-

ers looking to

reduce the burdens

associated with

managing health

care benefits.

Under a defined

contribution model,

employees would be

able to make their

own health care

coverage decisions.
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mates that defined

contribution plans

will emerge rapidly
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be the norm within
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A consumer-driven health care financ-
ing system not only promises to ben-
efit patients but could benefit

physicians as well.
The doctor-patient relationship. Per-

haps most notable is the potential for return-
ing doctors and patients to the same side in
health care. For many doctors and patients,
managed care has caused a rift in the relation-
ship because of the perception that an insur-
ance company stands between them. In
contrast, these new e-health plans boast that
they will re-couple doctors and patients by
expanding patient choice, increasing physi-
cian freedom in medical treatment and, in
some cases, establishing direct-contracting
arrangements.

Quality and service. A second potential
benefit is the creation of a marketplace that
finally compensates physicians and other
providers for their excellent performance.

“Today, no one is doing that very well, but
defined contribution models will open up the
possibilities of choosing physicians and hospi-
tals based on their reputation, their perfor-
mance and their service,” says Lee Newcomer,
MD, executive vice president and chief med-
ical officer of Vivius, an e-health venture
based in Minneapolis.

In nearly all of these new e-health plans,
patients use quality data provided by the
physicians themselves, by fellow patients and
by outside sources to decide where to spend
their health care dollars. And under the
Vivius model, physicians will actually be able
to set their prices, based on the value they
bring to the marketplace.

The hassle factor. Many of the new 
e-health plans have simplified administrative
tasks and offer direct reimbursement, which
can help physicians save more and make
more. In fact Vivius, because it is essentially

What does it mean for doctors?

‘Over the 
next 10 years,
employer-
sponsored
health plans
will evolve 
en masse into
defined-
contribution
formats.’
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Vivius enables

physicians and

patients to contract

directly, meaning

physicians can set

their own fees.

MyHealthBank

enables patients to

select coverage

based on their indi-

vidual risk tolerance

and to use cash for

routine care.

By re-focusing

attention on the

individual, these

new companies

promise to restore

the doctor-patient

relationship.

The challenge

of a consumer-

driven system is

that consumers 

are demanding.
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similar programs (such as medical savings
accounts), the number of uninsured could
decrease.

What’s clear, however, is that defined con-
tribution health plans are piquing the interests
of employers nationwide. In a survey of
employers identified by Fortune magazine as
some the country’s best companies to work for,
the firm of Booz Allen & Hamilton found that
“all but a few of the largest, most paternalistic
respondents” anticipate a shift to defined con-
tribution plans.5 “Over the next 10 years,
employer-sponsored health plans will evolve en
masse into defined-contribution formats, final-
ly and irrevocably creating a consumer-driven
health care system in the United States,” says
Gary D. Ahlquist, a senior vice president and
managing partner of the firm’s Health and
Insurance group.

Ahlquist and his colleagues describe
defined contribution health plans not as a
trend but a breaking wave that will emerge
rapidly as costs become more of an issue for
employers. “Exactly when these forces will
meet and propel us forward is impossible to
say, but it’s a risky gamble to bet that it is more
than three to five years away,” he says.

An emerging alternative
With so many dynamic forces swirling in the
market (including consumerism, the Internet,

defined contribution plans and continued
efforts to control costs), a number of alternative
health care financing companies have begun to
emerge. Although their tactics vary, what they
share is a reliance on the Internet and a belief
that individuals should control their health care
dollars. Among the many start-ups are Definity
(www.definityhealth.com), HealthSync.com,
Healthmarket.com, MyHealthBank.com,
Sageo.com and Vivius.com.

One of the most progressive of these com-
panies is Minneapolis-based Vivius, which is
creating a direct contracting arrangement
between physicians and patients. The model is
currently being pilot tested in Kansas City,
Mo., and Minneapolis, with plans to enter
more cities in 2001. “Think of us like a super-
market,” explains Newcomer. “We have 22
aisles in our supermarket, and we’re going to
ask you, the patient, to go in there and make a
choice from each and every aisle. When you
get done you’re going to have your own health
plan tailored to you and you only.”

In the Vivius model, each “aisle” repre-
sents either a specialty or a facility (e.g., prima-
ry care, orthopedics, cardiology, hospitals,
pharmacy). Patients can either pick from the
shelves themselves or can begin with one doc-
tor they trust and build on that doctor’s rec-
ommendations. Providers are allowed to set
their monthly fees, and upon checkout the
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direct contracting, has no pre-certification,
no claims submission and no utilization
review.

Better patients. A consumer-driven
system also makes for better patients, argues
Ray Werntz, president of the Consumer
Health Education Council. When patients
have financial control over their health care
dollars, it affects the way they approach the
clinical setting. They are more engaged,
more informed, more interested in their
options and less wasteful of resources
because they understand “there are choices
and there are consequences of those choic-
es,” says Werntz. “It’s not a bad thing to
have a savvy patient because then you really
have two people working together to solve a
problem.”

The challenge. In addition to having
benefits, consumerism also definitely has its
challenges. “Consumers are demanding, as

they ought to be, and they’re very selective
and discriminating,” says Dave Sanders, MD,
CEO and president of MyHealthBank, an e-
health venture based in Portland, Ore.

To thrive in a consumer-driven environ-
ment, physicians will have to respond to
patient needs and demonstrate their value, in
terms of quality, service and cost. “I think
physicians will rise to the occasion when chal-
lenged by the consumer, unlike the challenges
before by, say, a vehement payer,” says
Sanders. “The challenges consumers will
bring are healthy ones for all of us.”

The bottom line for FPs. A health care
financing system that encourages patients to
shop around for quality, service and price
could be good news for family physicians in
particular. Family physicians who offer high-
quality services but charge less than their spe-
cialist colleagues will have a definite
advantage in the consumer marketplace.
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consumer knows exactly how much he or she
will have to pay each month to receive care
from the 22 selected providers. Any additional
services that are needed are covered by a tradi-
tional indemnity plan, a required purchase.

MyHealthBank, based in Portland, Ore.,
officially launched its defined contribution
approach in October 2000 when it contracted
with two Eugene, Ore., employers, represent-
ing more than 300 employees
and dependents. Like other
models, it funds coverage with
an employer contribution to
the employee’s health care
account. From there, an
employee elects a level of cover-
age best suited to his or her tol-
erance for risk and desired
benefit options. For example, a
woman in her 50s might
choose “gold” level coverage,
spending all of her employer’s
contribution plus some of her
own money, while a young
male might opt for “bronze”
level coverage, leaving money in his account to
pay for health care services not covered by his
insurance. 

What makes this model so attractive, says
Sanders, is that it lets the individual “use the
insurance for things that are best covered by
insurance — procedures, hospital coverage,
and those sorts of needs — and it lets the indi-
vidual use cash to buy primary, routine, discre-
tionary care directly from providers and
suppliers. It’s a very simple approach, very fea-
sible and very attractive to employers.”

MyHealthBank considers its approach a
safe but important first step. “Unless you get
the dollars, we believe, in the hands of the con-
sumer, there is no other reasonable control
vehicle available today,” says Sanders. He
believes that ultimately a marketplace will
evolve in which providers and consumers
interact in a direct one-to-one economic 
relationship.

How will it all shake out?
Clearly the market is searching for new solu-
tions. Many of the emerging e-health plans
have secured partners such as Merrill Lynch,
Chase Capital Partners, Hewitt Associates,
PricewaterhouseCoopers and even the Mayo
Clinic. If their hunches are right, we may now
be witnessing the emergence of the next wave
of health care financing.

“Traditional HMOs aren’t going to go
away. I think it would be naive to say that they
will. But it’s a real big market out there,” says
Newcomer. “There are hundreds of millions of
people who need insurance, and a certain seg-
ment of them are getting tired of HMOs and
will probably leave. That’s where you’re going
to see these new companies taking hold. If one
of them really becomes popular, they may in

fact some day replace HMOs,
but that isn’t going to happen
in the next three to five years.”

The financing paradigm
does seem to be shifting, how-
ever, bringing new challenges
but also opportunities to
physicians and patients alike.
“My sense is that physicians
are going through a period of
great change. Probably a year
and a half ago, a lot of them
were quite burnt out and had
gone through the collapse of
local IPAs, big major physician
practice management compa-

nies had collapsed, and so on,” says Sanders.
“But I think we’re seeing right now a great
resurgence of energy and excitement on the
part of physicians to look toward the future.”

Although the financing system of the
future remains unknown, there are reasons to
be optimistic. “In the long run, what we really
want are doctors and patients working togeth-
er to solve problems. All of us want that,” says
Werntz. “I think a lot of the hostility patients
have toward managed care is this feeling that
they’ve lost control. If we can find a way to
couple a more open, patient-driven approach
with real patient-physician partnering, I think
we’ll solve a lot of the problems we’re trying to
solve. And I think everyone will be happier
with that kind of a system.”
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Medicine. New York: Basic Books Inc.; 1982.

2. Hughes RB. Market-based approaches to insurance
reform. In: Edmunds M, Coye MJ, eds. America’s
Children: Health Insurance and Access to Care. Wash-
ington, DC: National Academy Press; 1998.

3. Somers HM, Somers AR. Doctors, Patients and
Health Insurance. Washington, DC: The Brookings
Institution; 1961.

4. Health Care Financing Administration, Office of
the Actuary: National Health Statistics Group.

5. Lathrop JP, Ahlquist GD, Knott DG. Health care’s
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provide high-quali-

ty care and service

will be able to

charge more in a

consumer-driven

system.

While tradition-

al HMOs aren’t

under immediate

threat of extinction,

e-health plans are

optimistic that they

can capture a sizable

share of the market.

The health care

system is changing

once again, but this

time physicians can

feel more optimistic

about the prospects.

Ultimately,

what the health care

system needs is a

model that encour-

ages real partnering

among physicians

and patients.
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‘In the long run,
what we really
want are doctors
and patients
working together
to solve
problems. All of
us want that.’


