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T
INTRODUCTION

he last 10 years have witnessed a shift in how
health care purchasers conduct business.  Some
innovations in purchasing have been shared in
what one expert has characterized as
“public/private leap fro g , ”1 with each sector
sometimes taking the lead, and sometimes
adapting the innovations of the other.  Public
innovations in Medicare prospective payment
systems and selective contracting, Medicaid
managed care, and state employee benefit pro-
grams have been used by private purc h a s e r s ,
while private sector value-based purc h a s i n g ,
managed competition, and quality impro v e m e n t
models have been adopted by the public sector.2

Still, the real and perceived diff e rences between
public and private purchasers have impeded each
adopting the strategies employed by the other.  

Public purchasers have attributes that cre a t e
b a rriers to innovation, but they also possess
unique advantages.  With more than 75 million
people enrolled in Medicare and Medicaid, and
millions more covered by public employers, the
public sector has the chance to use its purc h a s i n g
power to foster new levels of excellence in health
c a re quality, eff i c i e n c y, and serv i c e .

This paper explores the diff e rences between
government and private purchasers and evaluates
to what extent the unique attributes of public
p u rchasing pose barriers to the adoption of new
p u rchasing approaches.  This paper argues that:

1 . The diff e rences between public and private
p u rchasers have been overstated.  Private 
p u rchasers face many challenges analogous, 
if not identical, to those confronting their 
g o v e rnment counterpart s .

2 . While some constraints faced by public pur-
chasers are inherent in the public sector,
others arise from traditional govern m e n t
operating processes that can be changed.

3 . While unique characteristics of public 
populations pose special challenges, eff e c t i v e
strategies exist for bringing value-based 
p u rchasing to these gro u p s .

4 . Public purchasers have unique advantages
over their private sector colleagues in 
implementing strategies for purchasing 
value in health care .

5 . Tremendous opportunities exist for health care
p u rchasers to use their combined market
power to create a system that enhances value
to consumers.  Public and private purc h a s e r s
should increase their eff o rts to develop 
relationships and share best practices, rather
than allow their diff e rences to impede 
c o l l a b o r a t i o n .

The paper describes the unique environment in
which public purchasers operate, analyzes the
attributes of health care purchasing among 
d i ff e rent purchaser types and evaluates their
d i ff e rences, and identifies opportunities for the
public sector to effectively engage in value-based
p u rchasing.  Sources of information include focus
g roups with consumer re p resentatives, and 
federal, state, and local government purc h a s e r s ;
i n t e rviews with leading public and private 
p u rchasers; published works; and the author’s
own perspective as a former state purc h a s e r.
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T
he key diff e rence between public and private
p u rchasers is the environment in which they
operate.  The fishbowl in which govern m e n t
p u rchasers function presents them with a 
number of significant challenges:

4 Legislative/Congressional oversight:  S o m e
private purchasers have likened HCFA’s
C o n g ressional oversight to that of their own
b o a rds of directors, but that stretches the
analogy too far.  Congress’ 535 members have
disparate and often highly partisan agendas.
F u rt h e r, corporate directors are anxious to see
their companies succeed, but such an objective
is not necessarily shared by all members of
Congress.  Medicaid and public employers face
similar challenges with their state legislature s .

Legislative oversight diminishes the willingness
of public purchasers to take risks.  Several
private purchasing experts have noted that
they never have sufficient information on
which to base their decisions, and have to
take risks to accomplish their goals.  They
e x p ressed concern that public purchasers may
have difficulty developing the legislative and
public backing that is re q u i red to take such risks.3

4 Lack of control over programs: Because they
operate in a political environment, public
p rograms can be significantly affected with each
election.  This inhibits long-range planning and
c reates morale problems for work forces that
devote substantial energies to implementing new
p rograms, which are sometimes dismantled
or re s t ru c t u red by the next legislature or
C o n g ress. 

Medicaid agencies and public employers
sometimes find themselves mandated by 
legislators to cover new populations.  These
decisions are often made without a thoro u g h
understanding of the impact on risk pools
and agency operating costs, and may have
u n realistic time frames and insuff i c i e n t
administrative re s o u rces. 

S t a t u t o ry re q u i rements governing plan design,
contribution formulas, and cost-sharing also
limit public purchasers’ eff o rts to innovate.

4 Confusing authorizing environment: In con-
trast to the autonomy enjoyed by private
employers, public purchasers must coord i n a t e
their activities with other players at the state
and federal levels.  Tu rf battles and poor
communication among diff e rent parts of 
g o v e rnment are common.  The Medicaid 
p rogram is only one of a number of state and
local programs that provide health services to
Medicaid recipients. Often, the interests of
Medicaid directors in adopting new purchasing
a p p roaches are in direct opposition to their
c o u n t e r p a rts in other divisions and agencies.
Because of Medicaid’s federal match, some
legislators and local government officials see the
p rogram as a vehicle for economic development
and may resist the eff o rts of Medicaid off i c i a l s
to improve health purc h a s i n g .

PUBLIC PURCHASING ENVIRONMENT
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4 Civil service regulations: One focus gro u p
p a rticipant re p o rted that the change that
would most help him become an eff e c t i v e
health care purchaser would be a temporary
suspension of civil service laws.  While
designed to protect employees from unfair
management practices and political patro n a g e ,
these laws are outdated and cumbersome.
P a rticularly in an endeavor requiring sophisticat-
e d technical expertise, regulations that impede
the hiring, reassignment, and promotion of
talented people leave government purc h a s e r s
doing their jobs with one hand tied.  Most
successful public leaders find ways to hire the
skilled staff they need by working within civil
s e rvice regulations, but it re q u i res an investment
of management time and energy that would
be better spent on effective purc h a s i n g .

4 P ro c u rement statutes: Rather than having the
flexibility to respond proactively to a rapidly
t r a n s f o rming health care market, public pur-
chasers (especially Medicaid and Medicare) are
bound by existing s t a t u t o ry re q u i rements that
may be politically difficult and procedurally
cumbersome to alter. Many procurement and
bidding regulations are leftovers from the bygone
days when govern m e n t p ro c u red generic goods
and services on the basis of price.  Even re g-
ulations promulgated by health purc h a s i n g
agencies were developed for a completely dif-
f e rent health care market than exists today.  

P u rchasing emphasizes the use of a contract
as the primary vehicle for accountability.
P roblematic contractual provisions may be
renegotiated at any time if both parties agre e .
This flexibility is critical in a rapidly changing
health care market as both purchasers and
the industry encounter unforeseen situations
that need to be addressed in a timely way.  

Federal and state pro c u rement laws are not
nearly so nimble.  Public purchasing is gov-
e rned by a complex set of rules and pro c e d u re s .
Contracts must be handled in an even-handed
m a n n e r, with significant attention paid to due
process for the bidders and contractors.  Losers
have recourse to courts to challenge the objec-
t i v e bases for decisions or failures to follow
p rescribed processes.  Appeals can bog down
contracting processes for months, and even years,
as was the case with District of Columbia
M e d i c a i d ’s managed care contract awards. 

The 1997 Balanced Budget Act mandated that
H C FA offer a greater choice of products to
beneficiaries through the creation of
M e d i c a re+Choice.  The act gave the agency
relatively little new purchasing authority,
h o w e v e r, except on a demonstration basis.
This has complicated H C FA’s task enorm o u s l y
and has limited its ability to incorporate some
of the most successful practices used by private
and public employer purc h a s e r s .
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4 Public disclosure laws:  Contract pro v i s i o n s
and contract management actions may be subject
to public disclosure, making it challenging to
work with health plans on perf o rmance issues
without appearing to be either heavy-handed
or too soft.  

4 Lack of front-end investment in staff training
and beneficiary communications:  E ff e c t i v e
p u rchasing re q u i res the development of man-
agement capabilities.  Businesses understand
that successful contracting re q u i res specialized
e x p e rtise, including project management,
design of specifications, an understanding of
the supplier market, negotiation skills, per-
f o rmance measurement, financial expert i s e ,
and clearly defined accountability.4 P r i v a t e
corporations rarely attempt fundamental
shifts in business strategies without building
the core competencies to support the new
activities, yet public agencies are chro n i c a l l y
u n d e rfunded in work force training and
development. 

Corporate purchasers devote considerable
re s o u rces to beneficiary communication on a
p e r-member basis.  Like other public purc h a s e r s ,
H C FA was given a minimal budget to commu-
n i c a t e all the changes under Medicare + C h o i c e
to its beneficiaries.  One of the areas that
d e s e rves more study is ascertaining what
methods and types of information are most
i m p o rtant to beneficiary choice, and ensuring
that funding is sufficient for those strategies
to be implemented. 

The nature of budgeting cycles of federal and
state governments make up-front investments
for long-term gains politically difficult.  Off i c i a l s
a re challenged to justify large expenditure s
when no immediate cost savings can be
included in the budget request. 
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H
ATTRIBUTES OF HEALTH CARE PURCHASING AND 
IMPLICATIONS FOR PRIVATE AND PUBLIC PURCHASERS

ealth care purchasing is a broad term encom-
passing a variety of relationships and functions.
A framework to analyze the attributes of pur-
c h a s i n g that are unique in a public enviro n m e n t
is provided in Table 1, and discussed in the
following sections.  

A.  MISSION AND VALUES

The diff e rences in the missions of public and
private purchasers result in an orientation
t o w a rd purchasing that is characterized by:

4 Differing definitions of “value”: Private pur-
chasers aim to maximize the benefits to their
employees for the price paid.  The private
s e c t o r ’s bottom line re q u i res a trade-off
between maximizing profits and doing a suf-
ficiently effective job purchasing health care
to retain employees. The metric for assessing
value is based on employee and share h o l d e r
satisfaction.  Public purchasers must balance
the good of their beneficiaries with budget
constraints and the tax burden on the public.
Public purchasers also incorporate broad pol-
icy objectives (e.g., those related to access,
c ross-subsidies for medical education and
clinical re s e a rch, economic development,
capacity in underserved areas, and public
health) into their definition of value.  

4 G reater emphasis on due process and equity in
public purchaser and provider relationships: 
Private purchasers view health care pro v i d e r s
just as they view any other supplier.  They
want to maximize value for price, and will
hold providers accountable.  They make
decisions about quality and value on behalf
of their employees, and offer only the best or
lowest cost plans.  

Public purchasers share the desire to pur-
chase value, but also emphasize due pro c e s s
and equity for their contractors.  As a re s u l t ,
public purchasers tend to offer many plans,
ensuring that they meet minimum qualifica-
tions.  Goals related to equity also make it
m o re difficult for public purchasers to tailor
individual contracts to achieve agency goals.

4 Need for public purchasers to balance their
regulatory and purchasing responsibilities: 
H C FA and state Medicaid programs perf o rm a
l a rge number of important re g u l a t o ry functions,
upon which they and private purchasers re l y
to ensure minimum standards of quality.
I n s u rers and private purchasers often accept
M e d i c a re certification as a sufficient cre d e n-
tialing threshold for hospitals, and many re l y
on the substantial re s o u rces of the federal
g o v e rnment to detect fraud and abuse.  
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Some observers see a fundamental conflict in
philosophy and competition for re s o u rc e s
between the purchasing and re g u l a t o ry functions.
Others (this author among them) argue that a
public purchasing vision needs to be bro a d
enough to recast existing re g u l a t o ry re s p o n s i-
bilities in a new light.  Regulatory re q u i re-
ments may set the “floor” for part i c i p a t i o n ,
while competitive selection provides re w a rd s
for improved quality, service, and economy.

4 Greater capacity for innovation by public
purchasers due to dedicated professional
staffs and larger administrative budgets: 
Government agencies typically feel beleaguered
when they consider the staff and re s o u rces they
have to accomplish their missions.  At least
in health purchasing agencies, however, they
a re better equipped than are most private
p u rchasers.  Public agencies have significant
p rofessional expertise in health serv i c e s
d e l i v e ry, reimbursement methods, and clinical
q u a l i t y.  Because health purchasing is not their
organization’s mission, most private purchasers
lack similar levels of dedicated re s o u rc e s .

B.  SIZE/MARKET SHARE

The large market share of most public purchasers
p rovides them with unique opportunities, but
they must also be mindful of the market impact
of their decisions.

4 Impact of competitive purchasing:  T h e
e n o rmous purchasing power of public pro g r a m s ,
p a rticularly in oversupplied markets, re p re s e n t s
an opportunity to reshape the health care
system into one that delivers value to the
c o n s u m e r.  Examples include HCFA’s s e l e c t i v e
contracting for tert i a ry centers of excellence
(an approach that was adopted by several
p rominent corporations), and Wa s h i n g t o n ’s
joint health plan contracting process for its
public employees, Basic Health Plan and
Medicaid pro g r a m s .

By their contracting decisions, public purc h a s e r s
can almost single-handedly determine the fate of
certain health plans and providers. Value-based
p u rchasing approaches that create winners
and losers thus present particular challenges
for public purchasers, especially when they
a t t e m p t to pursue other policy objectives.

4 Access to databases:  Public purchasers have
l a rge and diverse populations as well as the
re s o u rces to create data sets, which are useful
for re s e a rch and quality improvement.  Most
private purchasers are too small to pro v i d e
useful data.

4 Ability to run demonstration projects: P u b l i c
p u rchasers are large enough to support pilot
p rojects as they test new purchasing methods.
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C.  BENEFICIARIES AND
ELIGIBILITY

All purchasers deal with similar health pro b l e m s
within their populations, although the incidence
of certain diseases and disabilities varies by age
and other characteristics.  Employers who off e r
continued coverage for Medicare re t i rees grapple
with issues related to the elderly and disabled.
Public and private employers also deal with
special needs populations, although in much
smaller numbers.  And, many work forc e s
include very low-wage employees who face
some of the socioeconomic challenges of
Medicaid re c i p i e n t s .

Despite these similarities, several diff e re n c e s
exist among the covered populations of public
and private purchasers that have significant
implications for health care purc h a s i n g .

4 Attractiveness to risk bearers: I n s u rers typically
find large public and private employers
attractive customers.  In contrast, Medicare
and Medicaid eligibles are often riskier and more
expensive to insure, due to age, pre g n a n c y,
d i s a b i l i t y, and/or socioeconomic factors re l a t e d
to their eligibility for these programs.  While
many health plans pursue Medicare and
Medicaid business, others find these populations
to be unprofitable under fixed pre m i u m
a rrangements and have terminated their 
relationships with these pro g r a m s .

4 Challenges related to special needs 
p o p u l a t i o n s: M e d i c a re and Medicaid must
include consideration of special needs 
populations in benefit packages, administrative
p ro c e d u res, enrollee communication, and health
plan contracts.  These populations have needs
that may not be served well by existing players
in the market, as evidenced by the diff i c u l t y
of incorporating the Supplemental Security
Income (SSI) population into Medicaid 
managed care programs.  

4 Ability of beneficiaries to maximize value
under new purchasing paradigms:
Policymakers must exercise caution in
assuming that what has worked effectively in
the private sector (and even in public work
f o rces) can be easily translated to other public
p rograms.  Examples include beneficiary
communication strategies that rely on Intern e t
access, work place ombudsmen, and complicated
documents that re q u i re above-average literacy
levels.  Also, programs that rely on competitive
bidding may prove to be more challenging for
low-income, aged, and disabled beneficiaries
than for employed work forces if high plan
t u rnover re s u l t s .5
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D.  FINANCING

Public purchasers receive their funding thro u g h
legislative appropriations with all the politics
that attend such processes.  These pro g r a m s
a re subject to financial pre s s u res when budgets
a re tight.  Private employers allocate financial
re s o u rces to health benefits as one part of a
c o m p rehensive wage and benefit package that is
reflective of an overall human re s o u rce strategy
(albeit one that must factor in consideration of
labor demands and the company’s bottom line).
Public employer health benefits purc h a s e r s
usually make decisions that are separate fro m
other aspects of human re s o u rces policy (e.g.,
salaries, leave, and pension) because these
functions are organized in separate agencies.  This
means they do not have the same ability to make
t r a d e - o ffs between health and other benefits.

Public and private employers typically finance
a majority of the costs of employee health
insurance.  Medicare beneficiaries face significant
costs for their coverage, in the forms of Part B
p remiums, point-of-service cost sharing, and
M e d i c a re Supplement premiums.  In fact, Medicare
only pays half the health expenditures of the
elderly (excluding pre m i u m s ) .6 The low income
of most Medicaid enrollees precludes any wide-
s p read use of cost sharing as a method of
financing the program, except in the case of
extensive spend-down for long-term care .

The major implications for purchasing are :

4 Benefit design: Public and private employers
have the option of trading off the compre h e n-
s i v e n e s s of benefits with the part i c i p a n t s ’
willingness to pay at both the premium and
p o i n t - o f - s e rvice levels.  This approach is not
an option for Medicaid programs.  

4 Cost control: Public and private employers
have used point-of-service cost sharing to
p rovide incentives to their employees for
a p p ropriate utilization of health serv i c e s .
Some leading purchasers have also used
financial incentives at the point of health
plan choice through managed competition
schemes.  The fee-for- s e rvice component of
M e d i c a re imposes Part B coinsurance and a
hospital deductible.  However, 92 percent of
M e d i c a re beneficiaries have supplemental
coverage that pays some of these costs,7

dampening the cost-control potential.  Because
Medicaid programs cannot use widespre a d
cost sharing, they must rely more heavily on
utilization review and other non-financial
incentives.  

4 Attractiveness to contractors: M e d i c a re and
Medicaid have typically been price-setters in
both the fee-for- s e rvice and managed care
markets.  As a result, some providers no longer
find it financially advantageous to part i c i p a t e
in certain public programs.  The American
Association of Health Plans estimates that more
than 711,000 Medicare beneficiaries will be
a ffected by health plan terminations in 2001.
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4 Entitlement to an earned benefit: To the
extent that beneficiaries participate financially
in the cost of their care (through pre m i u m
contributions, point-of-service cost sharing,
taxes, or by trading off wages for compre h e n-
sive benefits), they feel entitled to benefits.
Witness the powerful senior citizens lobby for
M e d i c a re.  Most Medicare beneficiaries consider
their payment of social security taxes as pre m i u m s
paid in advance to ensure their coverage at age
65, despite the fact that taxes paid today support
those who are currently enrolled in Medicare.  

Public employers face a special dilemma with
employees who view their benefits as earn e d
rights rather than as part of negotiated com-
pensation packages.  Public employees
understandably resist strategies to advance state
policy objectives that may have an adverse
impact on their benefits or provider choice
(e.g., attempts to re q u i re health plans serv i n g
public employees to contract with Medicaid).

Even the provider community has come to see
M e d i c a re (and for some providers, Medicaid) as
an entitlement to a particular revenue stre a m .

E.  PRODUCT

The products off e red by diff e rent health purc h a s e r s
v a ry by:

4 C o m p rehensiveness of benefits: All four types
of purchasers provide broad coverage, although
M e d i c a re ’s benefit package is substantially less
g e n e rous than the others.  Medicaid coverage is
the most comprehensive, although low p ro v i d e r
payment levels sometimes limit access.
Government employers tend to be more gener-
ous than private companies in the scope of
benefits, financial contribution, and eligibility
p rovisions.  These distinctions fade, however,
when public and private employers of similar
size are compared. 

4 Choice: The majority of large employers off e r
a choice among multiple health plans, often
with fee-for- s e rvice and/or point-of-serv i c e
options. Eighty-six percent of private employees
a re enrolled in managed care plans, with the
majority of these in point-of-service and PPO
p l a n s .8 While managed care plans are not new
to Medicare, only 16 percent of beneficiaries
a re enrolled in them.9 Medicaid pro g r a m s
v a ry in their reliance on managed care, with
the overall average enrollment at 50 perc e n t .10

With the proliferation of Medicaid managed
c a re programs and Medicare+Choice, public
p rograms are likely to offer a greater range of
choices to their beneficiaries in the future .
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F.  VENDORS/SUPPLIERS

The majority of health plans and providers 
p a rticipate in multiple lines of public and 
private business, but the whole landscape of
doing business with public purchasers is in flux.
C o n c e rns about adverse risk and diff i c u l t i e s
educating populations unfamiliar with managed
c a re made many health plans initially re l u c t a n t
to contract with Medicaid programs.  Once the
first few plans achieved success, others re c o g n i z e d
a large source of new enrollment.  The same
p a t t e rn occurred with Medicare.  The last few
years, however, have seen the withdrawal of a
number of players in Medicare and Medicaid
managed care as plans struggle to keep these
p roduct lines pro f i t a b l e .

Public purchasers face several unique consider-
ations in their supplier re l a t i o n s h i p s :

4 Safety net providers: Public purc h a s e r s ,
especially Medicaid, are concerned about
maintaining the safety net of providers who
have historically provided care to their clients.
A current policy debate concerns to what
extent public purchasing policy should include
special protections for such providers.  Medicare
must also consider its dispro p o rtionate share
and medical education financing policies in
this context.

4 Selective contracting: The success of Medicare
selective contracting notwithstanding, most
public sector contracting occurs in an envi-
ronment that makes it difficult politically to
have winners and losers. This is explained
partly by policy objectives of choice and access
for beneficiaries, and partly by economics.
The latter is particularly important in ru r a l
a reas, where providers may also be significant
employers, and within the Medicare pro g r a m ,
whose market share is so large that leaving a
p rovider out may be tantamount to putting it
out of business.

4 Politics: P roviders and beneficiaries are 
re p resented by state legislators, members of
C o n g ress, and organized interest groups. Even
a legislator who has pushed Medicare or
Medicaid to become more efficient balks when
the solution harms a constituent.  These
political considerations are challenging, and
solutions re q u i re contracting approaches that
a re sufficiently rigorous to withstand challenges.

Corporate purchasers are not immune to politics.
They hear from employees and unions about
leaving out “their” doctors, hospitals, or
health plans.  Corporate political objectives
require sensitivity to the impact of decisions on
their elected representatives.  Still, government
p u rchasers bear a larger burden dealing with
politics than their private sector colleagues do.
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T
THE CHALLENGE: HOW PUBLIC PURCHASERS CAN 
EXERCISE LEADERSHIP IN VALUE-BASED PURCHASING

he preceding analysis examined purchasing in its
component pieces in an eff o rt to challenge the
conventional wisdom about the uniqueness of
public purchasing.  Public purchasers indeed
face unique challenges, but not as many as they
commonly assume.  The remainder of this section
will identify these challenges, and suggest ways
to address them.

FACTORS THAT ARE INTRINSIC
TO THE PUBLIC SECTOR

C e rtain attributes of public purchasers cannot
be changed by exemptions from constraining
statutes and regulations, or through new pur-
chasing strategies.  These include:

4 Doing business in the glare of the public
spotlight: Although public scrutiny pre s e n t s
g o v e rnment leaders with unique stakeholder
management issues, it is also the primary
vehicle for holding our governments accountable.
Nonetheless, successfully managing contracts
and demanding effective perf o rmance without
contractors exercising political advantage is a
challenge.  Public purchasers must pro c e e d
with the knowledge that plans, pro v i d e r s ,
e n rollees, and others can appeal adverse
decisions to the legislative or judicial branches
of government, which may or may not support
the purc h a s e r. 

This challenge can be mitigated to some degree
by giving potential contractors and beneficiaries
due process, educating legislators about the
rationale for decisions, and ensuring that the
decisions are defensible.1 1 Te rm limits in
many states are creating unpre c e d e n t e d
t u rnover rates in legislatures, making the
education job even more challenging.
F u rt h e rm o re, the nature of politics means
that no amount of solid technical inform a t i o n
will ever fully protect public purchasers.  

4 Competing policy agendas: Public purc h a s e r s
do not have the luxury of being single-minded
in their devotion to their agency’s mission.
They must always consider the impact of their
decisions on broader public policy agendas.
C e rtain strategies that have been successfully
employed by private purchasers will not be
a p p ropriate in the public sector.  Examples
include requiring hospitals to compete on the
basis of price with no consideration of paying
higher rates to teaching hospitals and those
that provide a significant amount of charity
c a re, and selectively contracting in ways that
reduce capacity in underserved areas. 

Public purchasers must exercise leadership in
two ways.  First, they must create a share d
vision with their counterparts in other agencies.
Second, they must think creatively about how
to use their purchasing power to advance
b road public policy goals.
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4 Special needs populations: It is fundamental
to the public mission to provide health care
coverage for those most in need. Medicare and
Medicaid purchasers have found that there is
not a competitive market anxiously awaiting
the opportunity to care for the chronically ill,
disabled, and other special populations. Indeed,
public programs have often been cre a t e d
because private markets have not served special
needs groups well.  Public purchasers must
adapt their strategies to ensure access to high
quality care for special needs groups. 

Public purchasers must attempt to create serv i c e
delivery markets that will effectively serve such
patients.  They can use their considerable
economic power and re s e a rch capabilities to
c reate new strategies for the financing and
p rovision of services to these populations,
including risk adjustment, case management,
centers of excellence, and serv i c e - s p e c i f i c
c a rve-outs.  Transitional purchasing arr a n g e-
ments, analogous to Medicaid’s primary care
case management approach, may be necessary.

FACTORS THAT ARE UNIQUELY
PUBLIC, BUT CHANGEABLE

Some attributes of government bure a u c r a c i e s
have been with us so long, many see them as
p a rt of the fabric of public service. While some
of the following suggestions may be diff i c u l t
politically to accomplish, they are not impossible.
And they are intentionally included so that re a d e r s
will consider ways to re s t ru c t u re government to
collaborate more closely with the private sector.

4 Reform civil service laws: While these laws
a re difficult to change, some states have
passed civil service re f o rms that give public
managers greater flexibility.

4 Update purchasing regulations and contracting
laws: While these laws may also be diff i c u l t
to change, initial relief in the form of expanded
demonstration project authority would allow
H C FA and state agencies to engage in pilot
p rojects and learn from these experiments.

4 Provide appropriate training and beneficiary
communication budgets: C o n g ress and state
l e g i s l a t u res must adopt a longer term per-
spective re g a rding the need for up-fro n t
investments in these areas. 

4 Allow for realistic implementation time
frames: Private sector purchasers have
emphasized the importance of having re a l i s t i c
implementation schedules, patience, and long-
t e rm relationships rather than a short - t e rm view.
Without sufficient time to plan, implement, and
educate stakeholders, public purchasers are
handicapped in their pursuit of value-based
p u rchasing.  Changing the expectations of public
and legislatures is a tall ord e r, and it will re q u i re
substantial adaptations in appropriations and
contracting pro c e s s e s .1 2
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UNIQUE OPPORTUNITIES FOR PUBLIC PURCHASERS

hile public purchasers face special challenges
that their counterparts in the private sector do
not, they are better positioned to advance the
state of the art in several respects.  These include:

4 Quality research and dissemination of best
practices: Public purchasers are in a unique
position to sponsor re s e a rch in quality
i m p rovement and best practices in clinical
and service delivery areas.  They have access
to significant databases and also to fellow
agencies (e.g., Agency for Healthcare Researc h
and Quality, Centers for Disease Contro l ,
National Institutes of Health).  Pooling data
f rom diff e rent public and private purc h a s e r s
would enable re s e a rchers to ascertain the extent
to which characteristics of the population should
d e t e rmine the best courses of treatment.  

4 Development and dissemination of health
plan report cards: Many purchasers and
re s e a rchers are currently involved in eff o rt s
to assess quality at health plans and pro v i d e r
g roups.  The National Committee for Quality
Assurance, the Foundation for Accountability,
and the re s e a rch consortium developing the
Consumer Assessment of Health Plans Study
(CAHPS) are among those working in this are a .
Some duplication of effort is beneficial as these
g roups break new ground in measure m e n t
a p p roaches.  Greater coordination among
p u rchasers, however, offers the potential to
reduce confusion and administrative expenses.

At a minimum, public purchasers could dissem-
i n a t e what is working for their own populations.
At the other extreme, purchasers could sponsor
a cooperative approach to develop a standard
set of perf o rmance re p o rts as a public serv i c e
(similar to the government automobile crash
tests).  A major challenge is the need for valid
m e a s u rements, particularly with a public 
dissemination process that could have an
e n o rmous impact on the market. 

4 Dissemination of successes: Because nearly
e v e rything public purchasers do resides in the
public domain, their successes are available
to be adapted by other purchasers.  This
reduces the costs of development in the overall
health care system. Diagnosis Related Gro u p s
(DRGs) and the Resource Based Relative Va l u e
Scale (RBRVS) fee schedule were initially
adopted by the Medicare program.  They are
now widely used among other public and
private purchasers.  When Washington state
adapted these payment methods for its major
public programs (Medicaid, workers’ compen-
s a t i o n , and public employees), requests for
the fee schedules from private purc h a s e r s
and insurers arrived before the contracts
w e re even completed.
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4 Incorporation of the best techniques from
managed care to improve fee-for-service: 
Sometimes lost in all of the journal art i c l e s
and media exposés on managed care is the
fact that Medicare and Medicaid still have a
significant portion of their beneficiaries
e n rolled in fee-for- s e rvice systems.  In the
s h o rt run, fee-for- s e rvice may be the only
way to purchase care for certain special needs
populations for whom no competitive managed
c a re market yet exists.  Because freedom of
p rovider choice is a value held dear by many
people, there may always be a place in public
p rograms for fee-for- s e rvice alternatives. 

Public purchasers have been the innovators
in the fee-for- s e rvice market and have the
e x p e rtise and the incentives to continue their
e ff o rts in this area.  They should take the
lead in developing “managed fee-for- s e rv i c e , ”
incorporating best practices from managed care
while maintaining the freedom of pro v i d e r
choice that characterizes fee-for- s e rv i c e .
H C FA has already done this with the 
incentives built into its DRG and RBRVS 
payment systems.  Coupling these managed
payment schemes with strategies such as
p rovider profiling, pharmacy utilization 
p rograms, and case management for high-cost
patients, as some purchasers have, offers the
potential to keep fee-for- s e rvice options in place
as long as they fill a need.  Operating both
f e e - f o r- s e rvice and managed care contracting
p rograms also provides re s e a rch opport u n i t i e s
to investigate the diff e rences in quality, patient
characteristics, and member behavior in the
two systems. 

H C FA and Medicaid programs should view
the operation of their fee-for- s e rvice pro g r a m s
as analogous to the relationship a health plan
has with its providers.  This will help them
develop a cohesive purchasing vision rather
than one that pits managed care against fee-
f o r- s e rvice.  Furt h e rm o re, this orientation
will help public purchasers understand at least
some of the business functions and dynamics
operating in their contracting managed care
p l a n s .

4 Innovations in caring for special needs 
populations: Public purchasers are unique 
in their responsibilities for special needs 
populations.  These populations, however,
a re not limited to Medicare and Medicaid
programs; private employers provide insurance
to many disabled, chronically and mentally
ill employees and dependents.  The challenge
for private purchasers and health plans is
that they rarely have sufficient numbers of
such patients to justify their investment in
i m p roving systems of care for them.  Public
p u rchasers have the opportunity to cre a t e
competitive markets to serve these patients. 

14
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Demonstration projects are one key tool that
g o v e rnment agencies can use to develop
e ffective care systems for special populations.
Not long ago, no competitive market existed
to provide managed care to Medicaid re c i p i-
ents.  Public purchasers developed that mar-
ket, in some cases starting with limited pilot
p rograms, and in others developing transi-
tional approaches.  HCFA and state Medicaid
p rograms have the expertise within their
agencies to develop innovative solutions for
these populations (such as combinations of
f e e - f o r- s e rvice and capitation payments, cen-
ters of excellence, and service-specific carv e -
outs).  And with dual eligibles accounting for
o n e - t h i rd of the expenditures of both pro-
grams, they have an enormous incentive to
c o l l a b o r a t e .

4 Provider training and supply: P rovider sur-
pluses and shortages have significant impacts
on health care costs and access.  As the major
financiers of provider training, govern m e n t
p rograms have used a number of strategies to
influence the supply and distribution of
p roviders over the years.  Public purc h a s e r s
can add to these eff o rts by using their pur-
chasing power (through contractual re q u i re-
ments and incentive payments) to encourage
hospitals and managed care plans to train the
types of providers that the rapidly evolving
system needs.

15

hile some very real impediments to eff e c t i v e
p u rchasing exist, the challenge for all pur-
chasers, public and private, is to look for
o p p o rtunities to learn from one another and

work collaboratively to shape the health care
system into one that provides enhanced value
to Americans.

CONCLUSION
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S TATE/LOCAL 
GOVERNMENT 

AT T R I B U T E P R I VATE EMPLOYER M E D I C A R E M E D I C A I D E M P L O Y E R

M i s s i o n / Va l u e s Mission defined as S h a re private mission Same as Medicare . Same as Medicare and 
p u rchasing value for to purchase value for Medicaid, but with a 
employees. Health benefits beneficiaries, but add n a rrower range of policy
viewed as component public sector emphasis goals emphasized.
of total compensation. on equity, rights, and 
Some employers include due process for 
i m p roving the health beneficiaries and 
of their work forc e . suppliers.  Also see 

mission as furthering 
b roader policy goals 
for all citizens (e.g., 
access, re s e a rch, 
p rovider training, ru r a l
d e v e l o p m e n t ) .

Size/Market Share Varies from small  L a rgest purchaser in Often one of the Varies by state.  Often 
businesses to large U.S. 39 million l a rgest purchasers in one of the largest 
multi-national beneficiaries (6 million the state.  Thirty-six p u rchasers in the state.
corporations; also includes dually eligible for million total 
several large employer M e d i c a i d1 3), and b e n e f i c i a r i e s ,1 5

p u rchasing gro u p s . e x p e n d i t u res of $217 including 6 million 
billion, which is 19%  dual eligibles.  Total 
of all U.S. health federal and state 
s p e n d i n g .1 4 spending is $171 

billion, which is 15% 
of all U.S. health
e x p e n d i t u re s .1 6

Beneficiaries/ Employees and dependents, Generally U.S. citizens Low-income and/or Same as private 
E l i g i b i l i t y sometimes including or permanent re s i d e n t s disabled state re s i d e n t s , e m p l o y e r.

re t i rees and dependents. at least 65 years old; including special needs 
Eligibility based on also includes some and long-term care 
employment re l a t i o n s h i p . disabled persons and population. Eligibility

those with end-stage based on entitlement
renal disease. Eligibility d e t e rmined by 
based on entitlement. categorical and income

re q u i re m e n t s .

F i n a n c i n g Primarily employer- Primarily federally S h a red financing Primarily employer-
f i n a n c e d ,1 7 with contribution financed thro u g h between the state and financed (state or local
f rom employees in the form general revenues and federal governments, g o v e rnment), with 
of premium and point-of- Social Security taxes.  with share ranging fro m some contribution 
s e rvice cost-sharing. Part Beneficiaries contribute 50-77% depending on f rom employees in the
of total compensation via their share of Social the state. Overall f o rm of premium and 
d e t e rmined within broader Security taxes paid while average is 57% federal, p o i n t - o f - s e rvice cost-
human resources strategy. they were employed, 43% state.1 9 D e d u c t i b l e s sharing.  Appro p r i a t i o n
Can be thought of as t h rough Part B pre m i u m s and coinsurance are for health benefits usually
including a federal share ($45.50 per month1 8), p e rmitted for some s e p a r a t e f rom other 
due to the business income. and substantial point-of- populations, but employee benefits due 

s e rvice cost-sharing. uncommon given low to separate agency 
incomes of recipients. s t ru c t u re .

TABLE 1: ATTRIBUTES OF PRIVATE AND PUBLIC PURCHASERS
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N o t e : When private and public employers are compared, the focus is on large employers, since state governments are often among
the largest employers in their states.  The Federal Employees Health Benefits Program (FEHBP) is omitted, but may be thought of as
similar to state and local government employer pro g r a m s .

S TATE/LOCAL 
GOVERNMENT 

AT T R I B U T E P R I VATE EMPLOYER M E D I C A R E M E D I C A I D E M P L O Y E R

P ro d u c t C o m p rehensive health Broad health insurance C o m p rehensive health Similar to private 
insurance coverage, usually coverage, but insurance coverage, e m p l o y e r.
with cost-sharing. significantly less with little or no 

c o m p rehensive than c o s t - s h a r i n g .
Medicaid or employer-
s p o n s o red insurance.  
Involves substantial 
cost-sharing (e.g., $100
P a rt B deductible, $776
per episode inpatient 
hospital deductible, 
$194/day hospital 
copayment for stays 
between 60 and 90 days, 
20% coinsurance on 
many Part B serv i c e s ) .2 0

Ve n d o r s / S u p p l i e r s B road array of mostly Same as private Same as private Same as private 
private pro v i d e r s / s u p p l i e r s employers, except that employers, with e m p l o y e r s .
of health care serv i c e s . HMOs and other managed care plan 
Some public suppliers managed health plans market share of 54%.2 3

(e.g., county hospitals). have much smaller 
market share in Medicare Medicaid programs also

HMOs and other managed (6.2 million, which is often contract with 
health plans have 86% 16% of enro l l e e s ) .2 2 S o m e p roviders and health 
market share .2 1 M e d i c a re-only health plans plans that serve only 

(e.g., PSOs) exist. Medicaid re c i p i e n t s .

Dominant purchaser 
of long-term care, 
especially nursing 
home care .

P ro c e s s Relationships established Relationships established Varies by state. Often Similar to private 
via contracts, often with l a rgely through application a combination of employers, but with 
competitive bidding p rocess and maintained contractual approach m o re state regulations 
i n v o l v e d . via re g u l a t o ry appro a c h e s . for managed care i n v o l v e d .

(with regulations 
applied) and Medicare -
like approach for 
f e e - f o r- s e rv i c e .

TABLE 1: (cont.)
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