TO THE EDITOR:

It is lamentable that the theory of managed care has
essentially received a free pass from the academic commu-
nity regarding the economic viability of its assumptions. All
the more so when one considers how profoundly orchodox
managed care has influenced private capital configurations
and public policy in America’s healthcare system. With so
much at stake, we at least owe it to ourselves to rigorously
employ the best tools the disciplines make available in an
attempt to better understand the properties of managed
care. It is for this reason that I find Dr. Michael Hawkins’
reaction to Miron Stano’s “An Alternative Framework for
Evaluating the Efficiency of Managed Care” to be so
unsettling,

It is clear from reading Stano’s article that it is not “an
exaggerated and over-simplified attempt at slamming the
managed health care industry as a whole,” and nothing in
the text indicates that we should lump Professor Stano
among the restless natives who are “opponents of network
healthcare.” Where science is concerned, such emotive

criticisms are not relevant. It is not Stano’s motivation that
concerns us, but whether or not his hypothesis accurately
models some aspect of managed care reality; therefore, a
better, more rational approach to critiquing Stano’s paper
begins with these two questions: is the hypothesis logically
consistent and is it falsifiable? And the answer is yes on
both heads. Stano’s hypothesis simply states that where an
HMO patient with a given disease faces two treatment
paths whose expected utilities and present value costs are
equi-marginal, but whose capital outlays have different
time horizons, the HMO has a financial incentive to choose
the path with the least upfront costs. The implicit assump-
tion underlying this hypothesis is that HMOs’ preferences
tend to decide the issue, and not the preferences of pa-
tients. Whether or not his model will be falsified remains
to be seen, but it is a perfectly legitimate hypothesis and
worthy of deeper consideration.

"That this is true to a significant degree can be seen in
Hawkins’ first argument: “The fact is that HMOs do not
make medical determinations based on cost.” Disregard-
ing the dubiousness of this “fact,” it is a startling admission
and partial validation of Stano’s hypothesis that Dr.
Hawkins, as the HMO’s agent, is “asked to make a medical
determination of what care would be medically appropriate
and achieve the best outcome for the patient.” This is the
equivalent of GM assigning someone to assess a con-
sumer’s transportation needs and then deciding what is
best for that consumer. What other market functions this
way? To my admittedly incomplete knowledge, none. It
appears that only non-market, collectivist institutions are
similar in the way they operate.

While some may wince at this statement, there is an
important and wholly relevant point to be made. Because
managed care assumes that economic rationality can be
imposed on the delivery of care through competition in one
market, namely, the sale of contingent claims on risky,
tuture states of the world (or probability risk premiums), it
cannot comprehend the multidimensional nature of risk
emanating from different kinds of human activity. The
ideology of orthodox managed care distorts its advocates’
ability to perceive a wider economic reality. Running
counter to widely held intuitive beliefs, managed care
actually preserves one of the most perverse qualities of
traditional indemnity insurance: the medical commons. In
short, the medical commons leaves healthcare delivery
uncommoditized, unpriced, ill-defined and almost com-
pletely devoid of highly evolved and discreet production
processes. Without these conditions, patients have no way
of adjusting the cost-utility risk of consuming healthcare
against their own budget constraints. Thus, they literally
surrender their preference rights as expressed through
marginal rates of substitution to the HMO. And since the
medical commons leaves providers without the technical
risk that would result from their partticipation in compet-
ing, unit-priced production processes, they, too, surrender
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their marginal rates of technical substitution to the HMO.
Left holding the bag, as it were, the HMO has but one
choice. It must aggregate patient and provider rates of
‘substitution and rank them according to is preferences for
optimized welfare—which, in the long term, is ultimately
calculated by its yearly profit margins.

Despite Hawkins’ protestation of only being concerned
about the patient’s welfare (and we have no reason to doubt
his sincerity), without the market mechanisms that allow
patients to cost their utility risk against the price of provid-
ers’ technical risk, HMOs have no way of determining
anything other than how to maximize the dollar value of
the probability risks they assume. Neither they noranyone
else have the economic information to optimize social
welfare. And unless countervailing forces evolve (informed
by the marginal rates of substitution of both patients and
doctors), the power equation of the market will be asym-
metrically tilted in favor of HMOs. Neither ideology nor
altruism can avert this. Therefore, it is doubtful that man-
aged care as currently constituted has the ability to satisfy the
conditions required for optimal social welfare. I do not
believe this statement condemns managed care; indeed, I
am excited about its prospects. What disturbs me is the
growing and increasingly sclerotic orthodoxy which disal-
Jows any other interpretation of managed care but the One
received wisdom. And there are plenty of reasons to view
this wisdom with guarded skepticism.

Although I have employed a different strand of logic
than Stano, the similar conclusions lead me to believe that
his argument should not be so readily dismissed. Unfortu-
nately for Dr. Hawkins’ cause, ad hominem and inductive
forms of response can be readily dismissed, and such tactics
have become unnecessarily typical of many who rush to
defend managed care. It may well be that time, observa-
tion, and experience vindicate the assumptions held so
dearly by many in managed care; and then again, they may
not. Who knows in what manner we’ll be discussing this
topic ten years from now? But these same advocates must
also be prepared to accept the fact that science may yet
substantiate heretofore unknown properties that persua-
sively challenge the orthodox assumptions of managed
care, and which may offer better or, given the inevitable
trade-offs, at least equivalent business and policy options
for healthcare reform.
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