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This report presents the findings from a comprehensive survey of health benefits
strategies among 318 of California’s largest private and public employers.
Conducted by researchers at the JSI Research and Training Institute, and the

Massachusetts Institute of Technology, the survey attained a response rate of 85
percent. The survey was later supplemented by in-person interviews with large
employers and all major health insurance carriers operating in the state. 

Over the last three years, health care costs have risen at double-digit rates in
California and nationally, with only moderate relief expected in the future. Large
California employers confront these increases in the midst of a continuing eco-
nomic downturn and the state’s worst fiscal crisis in decades. We found that
more than 60 percent of large employers in California experienced increases in
health care costs of more than 13 percent in the last year. Eighteen percent expe-
rienced more than 20 percent increases in health care costs. The provision of
health benefits is a more costly task for public sector employers. We found that
the average annual cost for health care was 20 percent higher for public employ-
ers than private employers in California. Public employers also experienced high-
er annual increases in health care costs than did private employers. 

While no large employer is immune to cost pressures, some purchasing strategies
hold promise for managing costs. We found lower costs to be associated with
higher HMO penetration, selection of regional rather than national carriers, and
lower employer contributions to individual coverage. Other factors such as age of
workforce, and the extent of unionization, were also associated with costs, but
are largely outside the managerial control of large employers. 

Most large employers purchased health benefits with the help of brokers and
consultants, using a competitive bidding process. During the 1990s, large
employers successfully leveraged their size to obtain lower rates from health car-
riers. While they still negotiate aggressively over carrier rates today, they are less
able to achieve comparable results. Health benefit managers in our survey attrib-
uted their declining purchasing leverage to mergers among health carriers and
large hospital systems. Employers have contributed to this consolidation by
reducing the number of carriers offered to employees. The average large employ-
er in California offered two to three carriers to their employees, and was more
likely to drop than add carriers. 

Large California employers have shifted costs to employees through lower

I. Executive Summary
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employer contributions. Between 1999 and 2002, private and public employers
each reduced their contributions to individual coverage by 2 percent. Together
with rising premium costs, the reduction in employer contribution levels leads 
to larger out-of-pocket costs for employees. Large employers contributed an even
smaller amount to family coverage. We found that thirty-four percent of private
employers contributed less than 75 percent to family coverage. Public employers
are significantly more generous in their contribution to individual coverage 
than private employers. Eighty-one percent of public employers contributed
between 90-100 percent to individual coverage, compared to 28 percent 
of private employers. Thirty percent of private employers set contribution levels
at 79 percent or below, compared to only 9 percent of public employers. 

Quality measurement and management is well institutionalized among large
California employers, but remains a secondary concern to costs. Large California
employers routinely collected quality information, and used it to set performance
standards in their contracts with health carriers. A few large employers partici-
pate in new quality programs that measure provider, rather than health carrier,
performance. For example, some programs evaluate and reward provider groups
financially for superior quality performance.

Large employers are devoting greater attention and scrutiny to wellness and dis-
ease management programs that encourage healthy behavior, and target high-risk
and chronically ill employees. Large employer groups such as the California
Public Employees’ Retirement System (CalPERS) and the Pacific Business Group
on Health (PBGH) have recently established performance measures for their car-
riers and external vendors to meet. These employers believe that wellness and dis-
ease management programs have the potential to decrease worker time lost to ill-
ness and disability, and increase worker productivity. 

Ninety-two percent of private employers in our sample were national firms with
employees across the country. We found that private employers with a greater
percentage of their workforce in California were more likely to adapt their pur-
chasing strategies to the California environment. Those employers were more
likely to contract with regional than national carriers, and had more employees
enrolled in HMOs. The continued commitment to HMOs is also reflected in
higher employer contribution levels and lower levels of co-payments that charac-
terize HMO products. 

Though cost increases are expected to continue well above the consumer price
index, the response of large employers has been incremental. They are more like-
ly to introduce incremental changes in premium contributions, benefits design,
and program administration. Though a few large private employers have imple-
mented new insurance products such as consumer driven health plans and tiered
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hospital networks, their approach has been cautious. These employers have yet 
to mandate participation in new insurance products or provide strong financial
incentives that would encourage a rapid employee migration to those plans. 

Large California employers may not, however, have to depend entirely 
on their own actions to address the cost crisis. The health benefits strategy 
of large employers will continue to be influenced by government policy as well 
as market conditions. Legislation at the federal and state levels could bring rate
relief to beleaguered California employers. Federal legislation for expanding 
drug coverage in the Medicare program could potentially reduce large 
employer liabilities, among those currently offering retiree coverage. Similarly, 
in California, SB2 mandates employers with more than 20 workers to offer 
coverage to employees, or pay into a statewide fund. This could reduce the 
sizeable subsidies large employers pay for family coverage of spouses working 
in small firms. 

The purchasing strategies of large employers are an important benchmark for
employers of all sizes. Small and medium sized employers are likely to follow 
the lead of their larger counterparts. The health benefits strategy of all employers 
will continue to be influenced by these market leaders, as well as by changing
government policy.
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Data for this study of private and public employer groups in California 
were collected during fall 2002 through spring 2003. Our primary research
instrument was a 30-minute telephone survey that targeted officials with the 

most responsibility and detailed knowledge of health benefits. In-depth in-person
interviews were also conducted with employers, consultants, and all the major
health insurance carriers in California. 

We surveyed 318 out of 374 employers for a response rate of 85 percent, much
higher than comparable employer surveys. Employers were classified as private
employers if they were companies that were either privately-held or publicly-
traded. Agencies that do not contract with the California Public Employees’
Retirement System (CalPERS) such as local governments, state universities, 
community colleges, or school districts were classified as public employers.
CalPERS and those entities that contract with it were considered to be one 
case within the public agency sample. Medical centers, county hospitals, and
multi-hospital systems were classified as hospitals. During data collection, 
we separated hospitals from private and public employers because they differ 
in their health benefits purchasing due to their role as both suppliers and
providers of health care. In this report, we excluded hospitals in some data 
comparisons due to the small sample size. 

We relied upon many of the same measures used in our earlier studies of state
governments, manufacturing firms, and the Fortune 500. Our surveys included
questions on carrier choice, health plan types, contribution levels, supplier 
relations strategies, bidding practices, quality measurement and management, 
and emerging strategies to contain costs and to maintain quality.1

Employers are categorized into four groups based upon the number of employees
in California: 1) 500-1,499 employees 2) 1,500-2,999 employees 3) 3,000-9,999
employees and 4) 10,000 employees or more. Nearly one-third of all employers 
in our sample employed 3,000-9,999 employees. Fifty-seven percent of public
employers and 56 percent of hospital systems had 3,000 or more employees. 
The majority of private employers had between 500- 2,999 employees in
California. 

II. Methods Overview
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Large private and public employers in our survey purchase health benefits on
behalf of 3,349,155 employees in California, and millions more dependents and
retirees. Since large employers provide a high percentage of spousal and family
coverage, they purchase health benefits for nearly one-quarter of the over 15 mil-
lion workforce in California. 2

Ninety-two percent of private employers in our sample were national employers
with employees across the country. On average, those employers had a larger
workforce outside of California. In addition to their California employees, we
collected health benefit data on their 3,449,282 employees in other states, who
account for 75 percent of their total workforce. Twenty-five percent of their total
workforce, or 1,139,805 employees, are based in California. Within these
employers, the ratio of employees based in California to employees in other states
remained constant across all size categories.  
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TYPE OF EMPLOYER SIZE BY NUMBER OF EMPLOYEES

500-1,499 1,500-2,999 3,000-9,999 >10,000 TOTAL

PRIVATE

# of employers 54 58 60 32 204
% of employers 26% 28% 29% 16% 100%

PUBLIC

# of employers 11 25 30 19 85
% of employers 13% 29% 35% 22% 100%

HOSPITAL

# of employers 1 10 9 5 25
% of employers 4% 40% 36% 20% 100%

TOTAL

# of employers 66 93 99 56 314*
% of employers 21% 30% 32% 18% 100%

*Four employers did not report employee size.
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Characteristics of Employees in Large California Firms

Public employers purchase health benefits for a larger workforce in California
than do private employers or hospitals. The average public employer purchased
health benefits for 12,656 active employees, more than twice the average among
private sector employees. The average hospital purchased for 7,136 employees.
The average age of public sector employees was slightly higher than the average
in the private sector.

Three-quarters of public sector employees were unionized compared to less than
one-fifth among the private sector and hospital workforces. Public employers also
had a greater average number of retirees enrolled in their health insurance pro-
grams. Their retirees were slightly younger than retirees in the private sector. 
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CHARACTERISTICS OF CALIFORNIA PRIVATE PUBLIC HOSPITAL
EMPLOYEES

Average number of active employees 5,587 12,656 7,136

Average age of employees 38 43 43

Percent of workforce unionized 11% 76% 17%

Average # of retirees enrolled 970 2,384 46

Percent of those retirees >65 years 49% 46% 40%
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The provision of employee health benefits is an increasingly difficult task for
employers in California and across the country. Health care costs have risen at
double-digit rates over the past three years, with only moderate relief expected

in the future. These increases have significant economic consequences for employ-
ers. Health benefits have become an even larger share of total compensation,
threatening employers’ ability to remain profitable and competitive.3

Large California employers confront rising health care costs in the midst of a
continuing economic downturn and the state’s worst fiscal crisis in decades.
Ninety-one percent of survey respondents reported rising health care costs as
their greatest challenge in the coming year. Many employers in our sample felt
compelled to choose between reducing health benefits or increasing employee
cost sharing in their effort to reduce total health care costs.

Health care benefits have become the leading collective bargaining issue in
California and across the country. The growing turmoil faced by large California
employers is apparent in recent labor-management conflict over health benefits
among grocery workers from Ralphs, Vons, and Albertsons, the Metropolitan
Transportation Authority mechanics from the Mechanics Amalgamated Transit
Union, and United Transportation Union bus and rail operators.4

III. Health and Drug Costs
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“Next year, we will 

experience a 22%

increase in premium

costs. We are unable

to cover this with our

existing budget. In

order to cover every-

one, we will have to

reduce cost of living

increases or lay off

employees.”

— Debbie Fleming
Risk Manager, San Juan

Unified School District
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Health and Drug Costs

Our data document the magnitude of health and drug cost increases faced by
employers in California. In 2002, 46 percent of private employers and 47 percent
of public employers faced 13-19 percent increases in health costs. Providing
health benefits is a more costly task for public sector employers. We found that
the average annual cost for health care is 20 percent higher for public employers
than for private employers. Public employers experience higher annual increases
in health costs than do private employers. Twenty-five percent of public employ-
ers faced increases of over 20 percent compared to 13 percent of private employ-
ers. 
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Increases in Health Costs, 2002
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Than 26%
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Rising drug costs continue to be a key driver of overall health care costs for
employers in California and across the country. In 2002, drug costs increased 
at a higher rate than overall health care costs. Thirty-nine percent of private
employers and 31 percent of public employers in California faced 13-19 percent
increases in drug costs. Public employers also faced higher annual increases in
drug costs than did private employers. Forty-five percent of public employers
faced increases of over 20 percent compared to 28 percent of private employers.

Increased spending on hospital care has recently accounted for the largest portion
of overall health care costs in California and nationally.5 Nationwide, consolida-
tion among hospitals and a shortage of nurses has contributed to increases in
hospital costs. Hospitals also attributed their higher charges to private payers as
being the result of inadequate Medicare and Medicaid reimbursement rates. In
California, several additional characteristics may exacerbate rising hospital costs.
California hospitals must meet the requirements of AB 394 for minimum nurse-
to-patient ratios, which is expected to improve patient outcomes, but cost at least
$500 million a year.6 Structural changes required to meet the seismic require-
ments of SB 1953 are estimated to cost at least $24-41 billion. Many California
hospitals will need to be retrofitted, closed, or entirely reconstructed.
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Active Employees and Retirees

We examined total health care costs per employee, including employer and
employee contributions. (These costs were not adjusted on an actual basis to
reflect risk or utilization differences). Public employers had higher average health
costs per employee compared to private employers and hospitals. The average
cost for each active employee was approximately $82 higher for public employers
than for private employers. Among other reasons, this difference may be due to
an older workforce, with higher rates of illness.7

We asked about total health costs for all retirees (including those below and
above 65 years), enrolled in employer sponsored plans. The average costs for pri-
vate and public sector retirees were higher than costs for hospital retirees. Costs
were approximately $57 and $101 higher for private and public sector retirees,
compared to hospital retirees.

Effective Strategies to Contain Costs

To determine the most effective methods for containing costs, we examined the
purchasing strategies of large employers with below average cost increases in
2002, and between 1999 and 2002. We found that 31 percent of private employ-
ers and 33 percent of public employers had increases in health costs of 12 percent
or less in 2002 and between 1999 and 2002. Nine percent of private employers
and 4 percent of public employers experienced increases of only 6 percent or less.

Our statistical analysis revealed that many factors, both within and outside the
control of most employers, were associated with overall health care costs. We
found that lower costs were associated with higher HMO penetration, the selec-
tion of regional rather than national carriers, and lower employer contributions
to individual coverage. These finding are consistent with those from our earlier
study of Fortune 500 firms.8
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AVERAGE MONTHLY COST PRIVATE PUBLIC HOSPITAL

Active employees $ 404 $ 486 $ 420

Retirees $ 406 $ 450 $ 349

“The biggest 

challenge is rates. 

Right now, the 

state budget is

decreasing at the

same time these

rates are increasing

dramatically.”

— Ms. Jeffrey Markov
Manager of

Compensation and
Benefits, Elk Grove

Unified School District

13



Employers with greater percentages of employees enrolled in HMO plans had
lower health costs, implying that the gains from managed care may not yet be
exhausted. During the 1990s, the gains from managed care were largely based on
discounted fees that carriers obtained from hospitals and physicians. It is impor-
tant that managed care continues to produce savings even though it is no longer
based primarily on such discounts, but perhaps reflective of improvements in the
service delivery system.

Employers also had lower costs if they purchased from regional, rather than
national carriers. By purchasing from carriers on a regional basis, a company can
select the lowest cost carriers in each market. It may be more difficult for nation-
al carriers to remain competitive with the combined performance of these “best”
regional carriers.9

Lower employer contribution levels were associated with lower costs by giving
employees a stronger incentive to select less costly carriers. Other factors such as
age of workforce, and the extent of unionization, were associated with costs but
are largely outside of the managerial control of large employers.

Several factors influenced both the rates of cost increase and overall health care
costs. We found that HMO penetration was associated with significantly higher
rates of increase, but with significantly lower overall costs. However, employers
with greater than 85 percent of their employees enrolled in HMOs had both
lower trends and overall costs. This implies that expanding HMO enrollment
would likely reduce overall costs, but would not affect cost trends, unless nearly
all employees were enrolled in HMOs.

Employers’ dropping of carriers was most strongly associated with lower cost
trends. Employers that dropped more carriers, either to increase purchasing lever-
age or eliminate poor performers, had significantly lower rates of increase. This
effect on cost trends was even stronger in the public than in the private sector.

The variation across employers in their cost performance suggests that there is
still ample opportunity for savings based upon existing practices and insurance
products. Higher HMO penetration, the reliance on regional carriers, and the
dropping of carriers remain viable strategies for cost control in California. New
insurance products in the marketplace are being offered at rates that are 6-12
percent less than existing products. Our statistical analyses demonstrate that the
magnitude of the savings from HMO and regional carrier strategies likely equal
or exceed those of new insurance products such as consumer driven health plans
and tiered hospital plans.
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During the 1990s, large employers successfully leveraged their size to negotiate
lower rates from carriers. While they still negotiate aggressively with carriers
to lower rates today, they are less able to achieve comparable results. Health

benefit managers attribute their declining purchasing leverage to consolidation
among health carriers and large hospital systems. Many health benefit managers
in our survey reported that even the largest employer groups in California, such
as CalPERS, have lost some negotiating clout with health carriers. CalPERS, and
other large employer groups in California, have recently shifted the focus of their
purchasing strategies from using their size to negotiate the most favorable carrier
rates, to using it to obtain greater cost transparency, efficiency, and quality in the
health care delivery system.

Private and public employers in California are less likely to have self-funded
plans than large employers across the country. Though they negotiate separate
contracts with carve-outs for mental health, substance abuse and pharmaceuti-
cals, they are again less likely to do so than employers in other states.10

Competitive Bidding

Many survey questions focused on competitive bidding, a standard practice used
by employers to purchase health benefits and other products. The use of RFPs as
a method to administer competitive bidding among vendors was the central
measure to collect information about this practice. Bidding involves an explicit
comparison of different suppliers on products and prices, and sends a signal to
current vendors that their relationship is not guaranteed over the long term.

Our data demonstrate that RFP bidding is widely used by private and public
employers. Approximately, two-thirds of all employers used RFP bidding to pur-
chase health benefits between 1999-2002. Fifty percent of private employers, 58
percent of public employers, and 65 percent of hospitals used RFP bidding to
rebid all health plan business at the same time. Twenty-three percent of private
employers and 9 percent of public employers used this method to reduce the
number of health carriers.

IV. Approaches to Purchasing Health Care
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Qualitative data from our survey suggest that many employers perceive that the
gains from aggressive bidding and negotiating may be diminished, even among
employers as large as CalPERS. While public and private employers often used
CalPERS as a benchmark for carrier rates in the past, many public employers in
our sample reported that they no longer do so today. CalPERS has lost some of
its purchasing leverage due to consolidation among health carriers. This decrease
in purchasing leverage, along with regional variations in price, has prompted
many public agencies especially in the more competitive Southern California mar-
ket, to withdraw from CalPERS and negotiate more favorable rates on their
own.11

Emerging Strategies to Influence Health Carriers: Risk Adjustment

With rapidly rising costs, many employers are concerned that carriers compete on their ability 

to avoid high-risk individuals, rather than on the basis of quality and efficiency. Risk adjustment

addresses this issue by determining payments to health carriers based on the health risk 

of enrollees. Under this strategy, health plans that enroll a high-cost population will receive 

higher payments. Those with a lower risk population will receive relatively lower payments.

Without risk adjustment, health carriers have an incentive to attract a healthier population, 

and to avoid the sickest.

Verizon Communications has collected commitments from all incumbent HMO and indemnity

plans to participate in risk adjusting premiums for California employees in 2004. Risk was

assessed based on predictive modeling of DxCG from pharmacy claims. Hewitt Associates, a

health benefits consulting firm, will aggregate and analyze the data to determine the risk factors

for each health plan. This strategy will apply only to 50,000 Verizon Communications employees

in California.
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A p p r o a c h e s  t o  P u r c h a s i n g  H e a l t h  C a r e

USE OF RFP BIDDING PRIVATE PUBLIC HOSPITAL

To rebid any health plans 66% 65% 71%

To rebid all health plans 50% 58% 65%

To reduce # of health plans 23% 9% 0%
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Self-Insurance

Through self-insurance, employers contract with a third party to process adminis-
trative claims. The employer, not the traditional insurer, is at risk for actual med-
ical expenses since employers pay actual medical claims instead of insurance pre-
miums. Self-insurance also allows employers to avoid some administrative costs,
premium taxes, and to keep a revenue “float”. In addition, self-insured plans
often have better employee specific data, which makes it easier for employers to
identify high-risk illnesses among their employee population.

There is less reliance on self-insured plans among large California employers than
among employers across the country, possibly due to a higher reliance on HMOs.
Fifty-nine percent of private employers used a combination of self-insured and
fully insured health plans to cover their employees. Thirty-two percent of public
employers and 44 percent of hospitals used that combination. Public employers
were more likely to purchase fully insured health plans since they may be unwill-
ing to assume the financial risk that self-funding entails. Hospitals were more
likely than private and public employers to have only self-insured plans, since
many had developed health plans that included their own physicians and clinical
networks.

Carve-Outs

Many employers negotiate separate contracts with carve-outs for specific aspects
of their health benefits programs. Thirty-eight percent of private employers and
35 percent of public employers used carve-outs for drugs. These figures are
approximately 30 percent lower than the national average for drug carve-outs
because of regional carriers such as Kaiser that have their own pharmacy plan.12

Large employers in California also used carve-outs for mental health and sub-
stance abuse benefits. Thirty-seven percent of private employers and 48 percent
of public employers reported separately administered health care programs for
mental health and substance abuse.
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A p p r o a c h e s  t o  P u r c h a s i n g  H e a l t h  C a r e

USE OF SELF-INSURED PLANS PRIVATE PUBLIC HOSPITAL

Only fully insured plans 29% 56% 24%

Self-funded & fully insured 59% 31% 44%

Only self-funded 13% 12% 32%

“Large employers 

are redefining the value

proposition 

of health carriers 

by emphasizing 

disease management,

quality measurement

and promotion, and 

treatment options,

instead of only price

and leverage.”

— Peter Lee, President,
Pacific Business Group

on Health
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Most private and public employers contract with a small number of health 
carriers. Approximately half of all employers in our sample offered fewer
than three carriers to their employees. This approach is somewhat surprising

given that California is the birthplace of managed competition – a strategy that 
provides employees with a wide choice of carriers, and a financial incentive 
to choose the lowest cost option.13 We found that the average large employer 
is more likely to restrict carrier choice, and to have dropped rather than added
carriers. Nearly one-fourth of all employers have a total replacement strategy
that offers only one carrier to employees.

Given the decline in carriers choice, there has been increasing discussion around
the proliferation of multiple benefit offerings within carriers. Nevertheless, we
found that less than one-fifth of employers offered more product options than
they did three years ago.

Carrier Choice

Most public and private employers offer their employees a small number 
of carriers. Twenty percent of private employers, 18 percent of public employers,
and 48 percent of hospitals offered only one carrier to employees. Fifty-two 
percent of private employers, 62 percent of public employers, and 40 percent 
of hospitals offered a choice of 2 to 3 carriers to employers. Twenty-eight percent
of private employers, 20 percent of public employers, and 12 percent of hospitals
offered a choice of 4 or more carriers to employers.

V. Carrier Choice and Product Options

H e a l t h  C a r e  P u r c h a s i n g  A m o n g  L a r g e  P r i v a t e  a n d  P u b l i c  E m p l o y e r s  i n  C a l i f o r n i a

C a r r i e r  C h o i c e  a n d  P r o d u c t  O p t i o n s
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Choice of Carriers Offered to Employees

We found size to be associated with carrier choice. Private employers with 500-
1,499 employees were more likely to restrict choice to 1 carrier. Of those
employers who offered a choice of 4 or more carriers, approximately two-thirds
have 3,000 or more employees. A similar size effect was found for public employ-
ers. Public employers with 500-1,499 employees were more likely to restrict
choice to just 1 carrier for their employees. Fifty-nine percent of public employers
who offered a choice of 4 or more carriers had 3,000 or more employees.

Product Options

Given the decline in carrier choice, there has been increasing discussion around
the expansion of product options within a carrier (e.g., high, moderate, low
deductible PPO plans).14 However, we found that employers, on average, offered
less than two product options per carrier. Less than one-fifth of employers
offered more product options than three years ago.
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C a r r i e r  C h o i c e  a n d  P r o d u c t  O p t i o n s

PRODUCT OPTIONS PRIVATE PUBLIC HOSPITAL

Total number offered per carrier 1.6 1.6 1.7

Offered more options than 3 years ago 18% 19% 16%

1 CARRIER

2 OR 3 CARRIERS

4 OR MORE CARRIERS
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“The single-source 

policy fails to take

advantage of the 

existence of effective

managed care.”

— Alain Enthoven, 
Stanford University 

in “Employment-Based
Health Insurance 

is Failing: Now What?”
Health Affairs

Web Exclusive, 
May 28, 2003
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Large employers have increased cost sharing with employees through lower
employer premium contributions to individual and family coverage. Unions
have limited the extent of cost sharing, especially in the public sector where

unionization rates are high.

The majority of large employers in California have not implemented a fixed dol-
lar strategy as a method to increase cost sharing with employees. A fixed dollar
strategy ties employer contribution levels to the lowest cost plan. Employees that
purchase a health plan with more comprehensive coverage must pay the full cost
of the added insurance. We found that large employers were more likely to set
contribution levels using either a range of percents, or a fixed percent approach.

Employer Contribution Levels

We asked about the average percent contribution to individual and family cover-
age. Large California employers have shifted costs to employees through lower
employer contributions. Between 1999 and 2002, private and public employers
each reduced their contribution to individual coverage by 2 percent. Together
with rising premium costs, the reduction in employer contribution levels leads to
larger out-of-pocket costs for employees.

Large employers contributed an even smaller amount to family coverage. Private
employers contributed, on average, 75 percent to family coverage, compared to
81 percent for individual coverage. Moreover, we found that thirty-four percent
of private employers contributed less than 75 percent to family coverage. Public
employers contributed 85 percent to family coverage, compared to 94 percent for
individual coverage.

Public employers were significantly more generous in their contribution to indi-
vidual coverage than private employers. Eighty-one percent of public employers
contributed between 90-100 percent to individual coverage, compared to 28 per-
cent of private employers. Thirty percent of private employers set contribution
levels at 79 percent or below, compared to only 9 percent of public employers.

VI. Employer Contribution Levels and Strategies

H e a l t h  C a r e  P u r c h a s i n g  A m o n g  L a r g e  P r i v a t e  a n d  P u b l i c  E m p l o y e r s  i n  C a l i f o r n i a

Emp l o y e r  C o n t r i b u t i o n  L e ve l s  a nd  S t r a t e g i e s
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Distribution of Contribution Levels for Individual Coverage

Effects of Unionization on Contribution Levels

Unionization can limit the ability of employers to implement cost sharing strate-
gies with employees. Highly unionized employers were more likely to set gener-
ous contribution levels to individual coverage. This was more apparent in the pri-
vate sector, where the average unionization rate was just 11 percent. For private
employers with 51-100 percent unionization, the average percent premium con-
tribution was 91 percent. Private employers with 0-5 percent unionization con-
tributed only 79 percent to individual coverage. 

Public employers set contributions to individual coverage in the 90-100 percent
range at all levels of unionization. Many public sector employees have come to
expect long-term job security and rich benefits during their career and retirement,
in lieu of the higher compensation that traditionally characterizes the private sec-
tor.15
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E mp l o y e r  C o n t r i b u t i o n  L e v e l s  a n d  S t r a t e g i e s
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Effect of Unionization on Contribution Levels

Employer Contribution Strategy

We asked employers to characterize what basic strategy best described the way
they set premium contributions. The first option was a fixed percent strategy, in
which employee premium contributions were set at the same percentage (for
example, 80 percent of the total premium cost of any plan). A second option was
a fixed dollar strategy, which ties employer contribution levels to the lowest cost
plan. This strategy is used to encourage employees to make more cost conscious
decisions. Employees that purchase a health plan with more comprehensive cov-
erage must pay the full cost of the added insurance. The third option was a range
of percentages for different types of plans, with a final option involving a combi-
nation of the first three strategies.
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Emp l o ye r  C o n t r i b u t i o n  L e v e l s  a nd  S t r a t e g i e s
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Private employers and hospitals were more likely to use a range of percents
approach to set contribution levels. Public employers most often used a fixed 
percent strategy. Only 16 percent of private employers and 14 percent 
of hospitals used a fixed dollar strategy that would increase employee 
contributions for more expensive plans. Approximately one-third of public
employers used a fixed dollar strategy. 

Contribution Strategy
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E mp l o y e r  C o n t r i b u t i o n  L e v e l s  a n d  S t r a t e g i e s
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P R I V A T E P U B L I C
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Rising drug costs have prompted employers to implement a number of cost con-
tainment strategies. One strategy is the use of tiered drug plans that provide
employees with a financial incentive to choose less expensive drugs. Other

strategies include providing employees with a financial incentive to purchase mail
order drugs, and purchasing drugs through an employer coalition.

Tiered Drug Plans

Tiered drug plans have been widely implemented among large employers across
the country. Considerable research has shown that incentive-based drug formula-
ries have achieved cost savings, primarily by shifting consumer behavior toward
less expensive drugs. Several studies have shown that raising out-of pocket costs
have resulted in increased use of generic drugs, and lower overall drug utilization
and spending.16 

Seventy-one percent of private employers, 46 percent of public employers, and 74
percent of hospitals have implemented a three-tiered plan in which different
copayments are assigned to generic, preferred, and non-preferred medications.
On average, 78 percent of private employees, 69 percent of public employees,
and 74 percents of hospital employees are enrolled in three-tiered plans. Of those
employers not yet offering three-tiered drug plans, 49 percent of private employ-
ers, 34 percent of public employers, and 43 percent of hospitals plan to do so
within the next two years.

VIII. Drug Costs
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D r u g  C o s t s

USE OF THREE-TIERED DRUG PLANS PRIVATE PUBLIC HOSPITAL

Offer three-tiered drug plan 71% 46% 74%

Percent of employees enrolled 78% 69% 74%
in three-tiered plan if offered

Plan to offer three-tiered plan 49% 34% 43%
within next 2 years

24



The effect of tiered drug plans may depend upon the size of the co-payment 
and the price differential between tiers. One study found that higher pharmacy
co-payments were associated with lower spending on drugs. A 50 percent
increase in copayment (from $5 to $7.50) resulted in a 12.3 percent reduction 
in drug spending for IPA plans.17

The price differential between tiers is also used to encourage employee price 
sensitivity between generic and more expensive drugs. We used the median
copayment to determine the magnitude of difference between each tier. 
Private and public employers had similar price differentials between tiers, with 
a difference of approximately $10 between generic and preferred drugs, and $20
between generic and non-preferred drugs. Private employers imposed more cost
sharing on employees, however, by pricing the copayment for the lowest cost tier
(generic drugs) $5 higher than public employers.

Though large employers most often used tiered copayments for drugs, some large
employers have moved to tiered coinsurance. Under this strategy, a beneficiary’s
payments are automatically adjusted with increasing drug prices. Five percent 
of private employers, 2 percent of public employers, and 12 percent of hospitals
offered only percent-based copayments. Six percent of private employers, 
5 percent of public employers, and 16 percent of hospitals offered a combination
of percent and dollar-based copayments for drugs. 

Employers use a number of other strategies to control drug costs including the
provision of financial incentives to encourage employees to purchase drugs by
mail, and purchasing drugs through employer coalitions. Eighty-eight percent 
of private employers and 79 percent of public employers provided a financial
incentive to employees to purchase by mail. Four percent of private employers,
10 percent of public employers, and 13 percent of hospitals purchased drugs
through a coalition.
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D r u g  C o s t s

MEDIAN MINIMUM MAXIMUM

Generic drugs $10.00 $3.00 $30.00
Preferred drugs $19.00 $6.50 $60.00
Non-Preferred drugs $30.00 $7.50 $60.00

Generic drugs $5.00 $3.00 $12.50
Preferred drugs $14.25 $5.50 $25.00
Non-Preferred drugs $25.00 $10.50 $50.00

Generic drugs $10.00 $5.00 $15.00
Preferred drugs $20.00 $10.00 $30.00
Non-Preferred drugs $35.00 $20.00 $47.50

RANGE & MEDIAN CO-PAYMENT
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Although quality measurement and management activities are well institutional-
ized among large employers, they remain a secondary concern to cost contain-
ment. Large employers routinely collected quality information, and used it to

set performance standards for quality – although their emphasis was largely on
improving customer service by health carriers, rather than clinical quality. In the
last two years, new quality measurement initiatives among large employers have
focused on the measurement of provider, rather than health carrier, performance.
Employers have emphasized the measurement and collection of provider perform-
ance data in order to make providers more accountable for their clinical and cost
outcomes.

Collecting and Disseminating Quality Data

Private employers and hospitals were more likely to collect quality information
than were public employers. Thirty-nine percent of private employers, 24 percent
of public employers, and 21 percent of hospitals collected National Committee
on Quality Assurance (NCQA) accreditation. Approximately one-quarter of all
employers collected Health Plan Employer Data and Information Set (HEDIS)
data. Hospitals were twice as likely to collect information from customer satis-
faction surveys than were private and public employers. Private employers were
more likely to rely on consultants as a source for quality information than public
employers or hospitals. Nearly one-fourth of private employers also relied on
coalitions such as the Pacific Business Group on Health for quality information.
Only 22 percent of private employers, 26 percent of public employers, and 17
percent of hospitals disseminated quality information to employees. A few large
employers such as the University of California and Wells Fargo have embedded
quality information into plan comparison tools in order to encourage employees
to make both cost and quality conscious decisions.
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VIII. Quality Measurement and Management

Q u a l i t y  M e a s u r e m e n t  a n d  M a n a g e m e n t

COLLECTION & SOURCES OF QUALITY INFORMATION PRIVATE PUBLIC HOSPITAL

Accreditation by NCQA or other organization 39% 24% 21%

Customer satisfaction survey 37% 33% 68%

HEIDIS 29% 26% 28%

Consultants 71% 50% 42%

Coalition 20% 18% 0%
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We found size to be associated with the collection of quality data. Private
employers with 10,000 or more employees were twice as likely to collect NCQA
accreditation and HEDIS data than were employers with 500-1,499 employees.
Approximately one-third of employers with less than 1,500 employees collected
quality information.  

Collection of Quality Data by Size

P R I V A T E  E M P L O Y E R S
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Q u a l i t y  M e a s u r e m e n t  a n d  M a n a g e m e n t
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The effect of size on the collection of quality data was even more pronounced for
public employers. The collection of customer satisfaction surveys, NCQA status,
and HEDIS data was three to five times more likely for public employers with
10,000 or more employees. Less than one-fourth of employers with 500-1,499
employees collected customer satisfaction surveys, NCQA accreditation, and
HEDIS data. 

Collection of Quality Data by Size

P U B L I C  E M P L O Y E R S
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Q u a l i t y  M e a s u r e m e n t  a n d  M a n a g e m e n t
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Integrated Healthcare Association: Pay for Performance Initiative
A Business Case for Rewarding Physician Group Excellence

Pay for Performance is grounded in two core requirements: employ a common set of metrics to
measure physician group performance; and commit significant funding to reward this perform-
ance. Six plans have agreed to support these two principles: Aetna, Blue Cross of California,
Blue Shield of California, CIGNA HealthCare of California, Health Net, and PacifiCare (a seventh
plan, Western Health Advantage, will participate in Year 2 of the initiative).

The business case for Pay for Performance is driven by three basic points: Current provider
reimbursement systems do not reward quality or performance; report cards on performance –
promulgated by regulators, accrediting bodies, and consumer advocacy groups typically focus
on health plans, not providers; and if all individual health plans issued their own report cards on
their physician groups, they would confuse the public with “dueling scorecards” and non-com-
parable data. 

All stakeholders in California’s health care system will potentially derive benefits from supporting
and participating in the Pay for Performance initiative. Benefits for purchasers include real meas-
ures for provider differentiation, quality improvements, reduction in lost work days, and healthier
employees.

Use of Quality Information in Contracting

Private employers were more likely than public employers or hospitals to use
quality information to set performance standards in their contracts with carriers.
Fifty-five percent of private employers, 46 percent of public employers, and 36
percent of hospitals required NCQA accreditation of their health carriers. Private
employers were also more likely to require customer service standards than pub-
lic employers or hospitals. Approximately one-quarter of private and public
employers, and 17 percent of hospitals, required annual improvements in clinical
quality.

Q u a l i t y  M e a s u r e m e n t  a n d  M a n a g e m e n t

“Pay for Performance is

already changing the

way physician groups

look at IT investment,

chronic care manage-

ment, and ways to

improve the patient

experience. If the health

plans can sustain and

enhance the financial

rewards over time, we

may well realize the

goal of breakthrough

levels of improvement.”

— Tom Davies, Pay For
Performance Steering

Committee
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New Directions in Quality Management

The majority of large employers measure health carrier performance through
NCQA, customer service, and HEDIS standards. Large employers have more
recently demanded accountability and transparency from providers for the quali-
ty of care they pay for. One of the most prominent initiatives in California to
measure physician group performance is the Integrated Healthcare Association’s
Pay for Performance Initiative. Large employers are also involved in national ini-
tiatives such as the Leapfrog Group that measure and reward provider perform-
ance. The Pacific Business Group on Health has hosted the Leapfrog Group in
California since its inception, and is responsible for requiring more than 200 hos-
pitals in California to collect and publish Leapfrog measures.

Q u a l i t y  M e a s u r e m e n t  a n d  M a n a g e m e n t

USE OF  QUALITY INFORMATION IN CONTRACTING PRIVATE PUBLIC HOSPITAL

Require NCQA accreditation 55% 46% 36%

Set requirements for network composition 28% 24% 48%

Set requirements for annual improvements 24% 24% 17%

in clinical quality

Set requirements for customer service standards 78% 55% 48%
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Sixty to 75 percent of total health expenditures nationally are associated with
chronic illnesses.18 Large employers are devoting greater attention and scrutiny
to wellness and disease management programs that encourage healthy behav-

ior, and target high-risk and chronically ill populations. Large employer groups
such as CalPERS and PBGH have recently established performance criteria for
their carriers and external vendors to meet. These employers believe that wellness
and disease management programs have the potential to decrease worker time
lost to illness and disability, and increase worker productivity.19

Wellness and Disease Management Programs

Eighty percent of private employers and 85 percent of public employers offered
wellness and disease management programs through their health carrier.
Approximately 20 percent of all employers provided wellness and disease 
management services through external vendors. 

To encourage employees to participate in wellness and disease management pro-
grams, 17 percent of private and public employers offer their employees a finan-
cial incentive to participate. Employers use financial incentives to increase partici-
pation in these programs since they are voluntary and require significant initia-
tive on the part of employees. Typical financial incentives include employee dis-
counts at health clubs, and bonuses for employees who quit smoking. 
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IX. Wellness and Disease Management

W e l l n e s s  a n d  D i s e a s e  M a n a g e m e n t
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Wellness & Disease Management Programs

Care Management Programs for High-Risk Employees

Care management programs for high-risk employees are more assertive and com-
prehensive interventions that target specific diseases within a population. They
often utilize care managers to develop an individualized plan of services, arrange
and monitor service delivery, and evaluate the effectiveness of care. Seventy-seven
percent of private employers, 70 percent of public employers, and 46 percent of
hospitals offer care management programs through their health carrier. Fourteen
percent of private employers and 7 percent of public employers contract with
external vendors for care management programs.

W e l l n e s s  a n d  D i s e a s e  M a n a g e m e n t

0% 10% 20% 30% 40% 50% 60% 70% 80% 90%

Percent of Employers

Through Health 
Carrier

Through Outside
Vendors

PRIVATE

PUBLIC

HOSPITAL

32



Care Management Programs

New Directions in Wellness and Disease Management

Though most health carriers offer wellness and disease management programs,
large employers have recently become concerned with the performance and
accountability of their programs. Large employers are devoting greater attention
and scrutiny to programs offered by health carriers. Concerns over the wide vari-
ation among programs have to led to an initiative by the Pacific Business Group
on Health that measures and evaluates the effectiveness of disease management
programs provided by health carriers in California. 
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Pacific Business Group on Health: Disease Management Effectiveness Project

In 2002, the Pacific Business Group on Health (PBGH) evaluated the existing disease 

management programs of the largest health plans in California. PBGH found that while all health

plans committed time and resources to disease management, there was minimal effort by plans

to measure the efficacy and cost effectiveness of interventions. Disease management programs

were either developed by the health plan itself, contracted out to an external vendor, or a combi-

nation of the two. Internally hosted programs proved advantageous to health plans because they

could more easily be integrated with physician groups and health promotion initiatives. External

vendors were more likely to use skilled case managers, patient tracking tools, and other forms

of expertise. For most plans, the disease management programs were in some state of flux,

being expanded, revised, or dropped by health plans in favor of new vendors. 

Programs used a similar process of stratifying patients by risk, sending mailings to low-risk indi-

viduals, giving presentations and calling high-risk individuals, as well as providing feedback to

their physicians. Despite performing these tasks, most of the health plans did not measure

whether these efforts were directly leading to improved health outcomes. Feedback given to

physicians was sometimes reported as being ignored entirely. Health plans that were more

closely connected with their physicians were better able to recruit patients and to provide physi-

cian feedback that was acted upon.

W e l l n e s s  a n d  D i s e a s e  M a n a g e m e n t

“PBGH members 

and other large 

purchasers are increas-

ingly expecting their

health plans to demon-

strate effective disease

management for that

small percentage of

enrollees who both ben-

efit most from improved

care and cost the most. 

The evaluation project 

conducted by PBGH 

was an important part

of our ongoing efforts 

to measure and promote

higher value care 

delivery.”

— Peter Lee, President,
Pacific Business Group on

Health (PBGH)
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Ninety-two percent of private employers in our sample were national firms
with employees across the country. National firms in our study purchase cov-
erage for 1,139,805 employees in California, who account for 25 percent of

their total workforce nation-wide. We collected health benefit data on their
3,449,282 employees in other states. To understand whether the purchasing
strategies of large California employers are influenced by the proportion of
employees within the state, we categorized private employers into three categories
based on the percentage of their workforce in California: a) 1-33% b) 34-66% c)
67-100% of employees in California. 

Similar to other studies, we found that large employers most often adopt a
national purchasing strategy for their employees. However, employers with a
greater percentage of their workforce in California were more likely to adapt
their purchasing strategy to the California environment. 

Those employers were more likely to have a greater percentage of their employ-
ees enrolled in HMOs. Employers with 67-100 percent of their workforce in
California had 50 percent of employees enrolled in HMOs. Employers with 1-33
percent and 34-66 percent of their workforces in California had 45 percent and
47 percent of employees enrolled in HMOs respectively. The continued commit-
ment to HMOs is also reflected in higher premium contribution levels, lower lev-
els of co-payments, fewer self-funded plans, and fewer carve-outs that character-
ize HMO products.
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X. Comparison of California & Non-California Employers

C o m p a r i s o n  o f  C a l i f o r n i a  &  N o n - C a l i f o r n i a  E m p l o y e r s

PERCENT OF WORKFORCE IN CALIFORNIA

PERCENT OF EMPLOYERS 1-33% 34-66% 67-100%

Has self-funded plan 45% 47% 50%

In last 3 years, used RFP bidding 89% 69% 55%
to rebid any health plan

Contribute > 85% to individual 73% 62% 59%
coverage

Use carve-outs for MH/SA benefits 29% 25% 43%

Self performance standards 30% 14% 22%
for customer service

Offer three-tier drug plan 76% 75% 57%
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California has often been the testing ground for new insurance products and
strategies, particularly those based upon the principles of managed care. With
health care costs continuing to rise, a variety of new insurance products have

emerged in California as employers, health carriers, and policymakers actively
seek solutions to contain costs. These products include consumer driven health
plans, tiered hospital networks, online disease management programs, and online
enrollment for health benefits. Existing health insurance carriers in California, 
as well as new players like Definity and Lumenos, offer such products.

While some large employers have experimented with this new generation 
of health insurance products, their approach has been cautious. Only a small 
percentage of employers offer consumer driven health plans or tiered hospital
networks (products that will be discussed in detail in future publications).
Those that have implemented such plans offer them only as an alternative 
to existing coverage. Large employers have yet to mandate participation 
in these new insurance programs, or provide strong financial incentives that
would encourage a rapid employee migration. 

Employers are more likely to implement online strategies for health benefits.
Online strategies have the potential to increase administrative efficiency with 
little risk involved in implementation. A larger number of employers have 
implemented online enrollment of health benefits. Forty-seven percent of private
employers, 18 percent of public employers, and 20 percent of hospitals provide
online health benefits enrollment. Large employers have also implemented online
wellness and disease management programs. Approximately 12 percent of private
and public employers purchase wellness and disease management services from
external vendors. Online wellness and disease management programs are gaining
momentum among large employers, and they are beginning to report cost savings
from these strategies. Twenty-three percent of private employers and 13 percent
of public employers reported savings from online wellness and disease 
management programs. 
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XI. New Strategies

N e w  S t r a t e g i e s

“We’re looking at tiers,

higher deductibles, and

higher out-of-pocket

maximums to incent

employees to choose 

a less expensive plan.”

— Anonymous Health
Benefits Administrator

from a California Hospital
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Online Benefit Strategies
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N e w  S t r a t e g i e s

PRIVATE

PUBLIC

HOSPITAL

0% 10% 20% 30% 40% 50%

Online 
Enrollment 

of Health 
Benefits

Online Wellness and Disease
ManagementPrograms 

Through External Vendors

Online 
Patient-Provider
Communication
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Though cost increases are expected to continue well above the consumer price
index, the response of large employers has been largely incremental. Large
employers are continuing to introduce incremental changes in premium contri-

butions, benefits design, and program administration. Our study demonstrates
that incremental strategies can reduce overall health care costs and the rates of
increase. Employers with above average costs can imitate those employers who
consistently achieve strong cost performance by expanding enrollment in HMOs,
purchasing from regional carriers, reducing premium contributions, and narrow-
ing the choice of carriers they offer. Yet these changes in strategy may be difficult
to implement by any particular employer because of the resistance of strong
unions and other groups. The resistance to change may be strongest among large
public employers.

New products such as consumer driven plans, tiered plans, and exclusive net-
works offer still other opportunities for cost reductions. Health carriers and new
vendors are making them available at rates 6-12 percent below prices of existing
HMO and PPO products in the California market. Nevertheless, to achieve sig-
nificant levels of savings, employers need to shift the majority of their workforce
to these new products. So far, large employers have been cautious in the intro-
duction of these new products, only offering them as an alternative to their exist-
ing product options. Thus, savings from these new products in the short term
will be quite limited. Given the magnitude of cost increases, it is unclear whether
such incremental and cautious strategies will be sufficient to meet rising costs. 

One of the most striking features of the California managed care marketplace has
been the emergence of a new purchasing paradigm, spearheaded by large employ-
ers groups such as CalPERS and PBGH. Large employers in California are shift-
ing the focus of their purchasing strategies from using their size to negotiate the
most favorable carrier rates, to using it to obtain greater cost transparency, effi-
ciency, and quality in the health care delivery system. CalPERS most recent
strategic plan called for it to direct its attention more toward the underlying
health delivery system. According to this strategy, vendors would be selected
based on their low administrative costs, their ability to select and reward the
most effective providers, and their networks’ ability to provide a full array of dis-
ease and care management services. Similarly, the PBGH is working with its car-
riers to define specific performance criteria, and improve their competencies for
managing consumer health.
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XII. Conclusion

C o n c l u s i o n
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Large California employers may not, however, have to depend entirely on their
own actions to address the cost crisis. The health benefits strategy of large
employers will continue to be influenced by government policy as well as market
conditions. Recent legislation at the federal and state levels could bring rate relief
to beleaguered California employers. Federal legislation for expanding drug cov-
erage in the Medicare program could potentially reduce large employer liabilities
among those currently offering retiree coverage. Similarly, in California, SB2
mandates employers with more than 20 workers to offer coverage to employees,
or pay into a statewide fund. This could reduce the sizeable subsidies large
employers pay for family coverage of spouses working in small firms. The health
benefits strategy of all employers will continue to be influenced by changing gov-
ernment policy, as well as by market leaders.
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