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Abstract
Despite increasing discussion of carve outs as a
device for controlling costs and improving quality of
care, little systematic information exists on the effects
of carve outs on cost, quality, and access to health-
care services. In the absence of such information, a
conceptual framework is useful for deciding which
conditions and populations may benefit from carve-
out strategies, and how such arrangements should be
designed. After carefully defining carve outs, and
distinguishing them from other similar arrangements,
this paper identifies five characteristics of a health-
care condition that increase the likelihood that a
carve out’s benefits will outweigh its drawbacks. The
paper also examines the advantages and disadvan-
tages of alternative approaches to structuring and
administering carve-out arrangements, including how
to pay for services, how to integrate them with
mainstream care, provisions for consumer choice and
provisions for carve-out accountability. The piece
concludes that population carve outs, in which all the
healthcare problems of a group of patients are man-
aged by the carve-out organization, have inherent
advantages, and identifies candidate conditions for
population carve outs.
(Am | Man Care 1998;4:5P45-SP57)

e growth of managed healthcare plans has
brought new contracting practices and organ-
izational structures to the healthcare system.

The proliferation of carve-out contracts—under
which separate, specialized organizations provide
healthcare services for particular conditions, proce-
dures, diseases, or groups of patients—is one of the
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more interesting developments. Carve-out advocates
see two major reasons to embrace the growth of carve
outs. First, carve outs could, in thedry, improve the
functioning of healthcare markets by reducing the
level of risk selection in those markets. Second, carve
outs could reduce the cost and increase the quality of
care through promoting the appropriate and cost-ef-
fective use of specialty services.

We will explore these claims and give a brief over-
view of experiences with carve outs to date. (A more
detailed discussion of these subjects can be found in
Beeuwkes Buntin et al.") We then will present criteria
for identifying good candidates for carve outs and will
apply those criteria to a set of health conditions.

DEFINITION AND EXPERIENCE TO DATE
What Exactly Is a Carve Out?

Carve-out contracts come in many different forms.
Carve outs vary in the scope or type of services, the
patients or conditions covered, the degree of financial
risk assumed, the degree of integration between the
carve out and other providers of care, and the organ-
izational characteristics of the carve-out entity. How-
ever, they all use administratively or legally separate
organizations to provide healthcare services for par-
ticular conditions, procedures, diseases, or groups of
patients. We distinguish two main types of carve outs:
population carve outs and specialty benefit carve
outs.! A population carve out connotes the administra-
tively or legally separate provision of all the healchcare
needed by a group of patients who share a health-re-
lated characteristic. A specialty benefit carve out as-
sumes responsibility for care associated with a specific
procedure, disease, or condition.

One source of confusion in discussions of carve outs
are the terms “disease management” and “carve in,”
which are sometimes used interchangeably with the
term “carve out.” By our definition, disease manage-
ment refers to a systematic effort to improve the
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management of a condition by applying appropriate
tools (eg, guidelines, protocols, information systems)
that are specifically designed for the disease in ques-
tion. The term “carve in” is best used, in our view, to
connote a program of care for a particular disease,
condition, or procedure that is organized within a
single health plan for the purpose of improving the
quality or reducing the costs of care for the problem
in question. That said, it is very difficult at times to
determine in which of these three categories an entity
belongs. For example, a market may exist for carve-
out contracts within an integrated healch system. This
arrangement could be considered a carve out because
the carved-out care would be provided by an admin-
istratively and legally separate entity, or it could be
considered a carve in because all care is provided
within the integrated delivery system. These types
of ambiguous arrangements may be increasingly com-
mon as integrated health systems assume financial
risk. They will, however, likely have strengths and
weaknesses similar to those faced by true carve outs.

Rationale for Carve Outs

Carve outs may offer a way to improve functioning
of the healthcare market and improve the quality and
cost-effectiveness of service delivery. First, they may
improve the functioning of healthcare markets in
which providers or plans assume financial risk by
reducing incentives and opportunities for risk selec-
tion.? If high-cost enrollees or types of care are carved
out, then a health plan has less incentive to engage in
risk selection. Managed care organizations, it is
hoped, might then compete more on the basis of
quality and efficiency and less on the basis of which
plan could attract or enroll a healthier group of en-
rollees.?

A carve-out strategy might have the additional
benefit of promoting competitive markets in the area
of high-cost illnesses. Paid a fair price for expensive
illnesses and populations, enterprising providers
might find financial opportunity in providing care for
such conditions and patients. This would encourage
such providers to compete for the business of sicker
enrollees who, under current arrangements, are
shunned by competing managed care organizations.
(This goal also could be achieved with a good risk-ad-
justment systern for paying comprehensive healch
plans.) Such competition would, it is hoped, reduce
the cost and increase the quality of care provided to
carve-out populations.

There are several reasons for anticipating that carve
outs also may increase quality of care. First, carve outs
may increase the fraction of patients receiving needed

specialty services within a risk contracting environ-
ment. Managed care organizations often require pa-
tients to use a primary care physician for a large
portion of their healthcare services.” At a minimum,
these organizations may require patients to get ap-
proval from a primary care physician before seeing a
specialist (so-called primary care gatekeeping). Some
services provided by primary care physicians have
been demonstrated to be of lower quality than care
provided by specialists.” A second way in which carve
outs may improve quality of care is by channeling
patients to providers with records of providing high-
quality services. Carve outs also may enhance quality
by ensuring that providers encounter sufficient num-
bers of patients to take advantage of the proven rela-
tionship between volume and outcome of care.’
Finally, organizations with responsibility for a particu-
lar illness may be more likely to develop disease
management strategies that improve outcomes.””

The arguments that carve outs may have advan-
tages in containing the costs of care without compro-
mising quality are analogous to the arguments above.
Because they specialize in the management of a par-
ticular complex, costly problem, carve-out vendors
also may be better at devising methods for containing
the costs associated with that disease or condition
(assuming that there is variation in the treatment of
patients with the same condition). Additionally, by
virtue of the volume of care they provide for a particu-
lar condition, carve outs may enjoy economies of
scale.

Potential Problems with Carve Outs

The actual improvement in market functioning
achieved by a carve out, however, may not meet these
expectations and may be negated by administrative
costs. In addition, carve outs could fragment care and
thus both reduce quality and increase costs.

Carve outs may interfere with the quality of pri-
mary care received by patients. Ideally, primary care
should have four attributes.'® As the patient’s usual
source of initial contact with the healthcare system,
primary care should be accessible. It also should be
coordinated, comprehensive, and longitudinal. The
provision of primary care with these attributes, par-
ticularly accessibility and longitudinality, has been
demonstrated to have positive effects on patients’
health status and satisfaction with care and to reduce
healthcare expenditures.”

Carve outs could undermine primary care by reduc-
ing both the coordination and longitudinality of pri-
mary care services. The requirement that patients
with particular conditions receive their care from
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providers or organizations that are administratively
separate from primary care physicians, and not ac-
countable to them, creates barriers to coordination in
the management of patients’ healthcare needs. Intro-
ducing additional providers to care for problems that
primary care physicians might otherwise manage re-
duces the longitudinality of services. In addition,
some studies suggest that outcomes of care fora num-
ber of chronic illnesses—including diabetes, chronic
obstructive pulmonary disease, and hypertension—
do not differ significantly when primary care physi-
cians, as opposed to specialists, manage these
conditions.’* If such care were carved out, there would
be costly duplication of services, because primary care
physicians would not be able to manage this care in
the context of regular visits for check-ups or other
medical complaints.

As outlined above, carve outs may reduce risk se-
lection by managed care organizations, but it is also
possible that carve outs will merely transfer the risk
selection problem from the general health insurance
market to the new carve-out market. Although carving
out high-risk patients may create groups of patients
with similar expected costs of care, variability will
persist even within these more homogeneous groups.
(For example, there is enormous variability within
mental health diagnoses.) Thus, some opportunity for
risk selection will remain, and carve-out vendors bear-
ing financial risk will have the incentive to enroll
patients with less-than-expected costs.

Carve outs face other administrative problems as
well. Many of these could be called “boundary issues”
because they result from the difficuley of drawing
lines and assigning responsibility in an efficient and
fair manner between different organizations caring for
the same patients. 'To implement any carve out, a
purchaser must be able to define exactly which con-
ditions, services, and treatments will be covered by
the carve out. Vagueness will create opportunities for
gaming, and patients could find themselves bounced
between finger-pointing providers.

The use of population carve outs, in which vendors
take responsibility for all care of patients with particu-
lar illnesses, is a potential solution to the boundary
problem raised by the example above. However,
population carve outs still require precise definitions
of the onset and conclusion of the carved-out condi-
tion.

Administrative solutions may be devised for many
of these boundary and implementation problems.
However, if such administrative solutions become
complex, they also will become costly and could de-
feat the very purpose for which carve outs are created.

Administrative costs of existing managed behavioral
health carve outs are estimated at 10%-15% of benefit
costs (R. Frank, J. Glazer, T. McGuire, unpublished
data, September 1996). Imagine the administrative
costs likely to be incurred by a patient who is subject
to three or four carve outs simultaneously—say for
diabetes, heart disease, and depression. Imagine also
the administrative costs of achieving the necessary
integration of information across these multiple ven-
dors, so that patients care is coordinated.

Other problems with carve outs include the segre-
gation of vulnerable populations and confidentiality
issues around the sharing of patient information
among health organizations. Placing only the sickest
and most vulnerable patients in a relatively untested
type of health plan could be dangerous, because these
patients may be least able to detect, report, or coun-
teract quality-of-care problems that might develop.
The requirement to share information among multi-
ple healthcare organizations, which is necessary to
coordinate care between carve outs and mainstream
vendors, increases the number of individuals and or-
ganizations with access to confidential patient data.
This is likely to be an increasingly sensitive issue at a
time when privacy is already a concern for many
patients.

Experiences with Carve Outs

After examining the theoretical strengths and
weaknesses of carve outs, it would be useful to exam-
ine how carve outs have performed empirically. Ac-
counts in the business and employee benefits
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literature would lead readers to think that carve outs
and disease management programs are widespread.
However, a close reading reveals that although many
of these programs are under development, few (other
than managed behavioral health and managed phar-
macy programs) have actually been sold to employers
or managed care companies.

The prevalence of managed behavioral health
plans is well documented, and research on behavioral
health carve outs is emerging. According to one
source, roughly 120 million Americans are covered by

managed behavioral health carve outs.” Studies of

managed behavioral health carve outs have found
consistently that they lower costs, particularly inpa-
tient costs'™'® (H. Huskamp, unpublished data,
1997). However, there is no consensus on how they
affect quality of and access to services.

Because there is so little information on other types
of carve outs, in our previous work we identified and
profiled four promising carve-out programs. We re-
cently updated our information on these programs.
T'wo of them, the Community Medical Alliance and
the Medicare End Stage Renal Disease Demonstra-
tion, are proceeding as planned, albeit on a slower
schedule. The Community Medical Alliance cur-
rently provides services to approximately 300 dis-
abled and HIV-positive patients in the Boston,
Massachusetts, area, and it has received approval to

take on as many as 1,500 patients from other parts of

the state. The Medicare End Stage Renal Disease
Demonstration, which was scheduled to begin enroll-
ment on October 1, 1997, began enrolling patients
into one of its three sites in December 1997.

The other two, Control Diabetes Inc. and Salick-
Net Inc., have fundamentally changed their orienta-~
tions. Both have decided to focus on providing disease
management services rather than seeking carve-out
contracts. Control Diabetes was never able to con-
vince HMOs or employers to purchase its services in
the form of a carve-out contract. It decided, therefore,
to focus on licensing its disease management pro-
grams to hospitals for a fee. In addition, Control Dia-

betes is moving away from the direct provision of

healthcare services. It has formed a partnership with
a health plan that helps to run its diabetes centers and
is focusing on disease management products. Salick-
Net also has refocused its efforts on disease manage-
ment and is no longer actively seeking carve-out
contracts. It has stopped trying to develop its provider
network and is now trying to contract ona per member
per month fee basis to provide cancer management
services within health plans. SalickNet sees its strat-
egy as part of a market trend toward “open panels”

that give enrollees greater freedom of choice. They
have found that health plans are uninterested in carve
outs that limit patients’ freedom of choice of provider.
SalickNet also is finding that plans are increasingly
looking for contracts that combine aspects of disease
management and population carve outs. In these ar-
rangements, the outside vendor assumes financial
risk and responsibility for all care needed by patients
with a given disease, but uses the healch plan’s own
provider network to do this. “If they break their leg it
comes out of our [cancer] risk pool, not the primary
care physicians,” and we have to reimburse the pri-
mary care physician at the plan rate,” said one Salick-
Net employee.

These examples may not be representative of the
carve-out industry as a whole, but they do point to
problems with carve outs, especially specialty benefit
carve outs. Only the population carve outs that we
profiled are being implemented, and their implemen-
tation has proven more difficult than expected. The
market for the specialty benefit carve outs we profiled
never materialized. It appears that purchasers have
been unwilling to fragment responsibility for their
patients’ care o1 to restrict patients to networks cre-
ated by carve-out entities. Evidence-based disease
management programs that are integrated into exist-
ing systems of care, on the other hand, do appear to
be attracting interest. It should be noted, however,
that for procedural carve outs, comparable problems
may not have arisen. For example, there is evidence
that some cardiology procedures have been success-
fully carved out.

Although this anecdotal evidence suggests some
limitations of carve-out strategies, it alone cannot
inform decision making. In the absence of rigorous
evaluations, decision makers must fall back on con-
ceptual considerations in deciding whether and for
what conditions to implement carve outs. The re-
mainder of this paper, therefore, is devoted to identi-
fying the criteria against which potential carve outs
should be measured. To do this, a benchmark must
be used to identify carve outs that are likely to im-
prove quality or reduce costs. In this paper the con-
ceptual benchmark is a reasonably well-functioning
managed care plan that provides comprehensive
healthcare services and employs primary care gate-
keepers as the point of entry into the healthcare
system. This is the most prevalent paradigm within
managed care at the current time.

Such gatekeeper-based systems are fairly well
characterized within traditional group and staff model
HMOs, and they have been proven to reduce the cost
of care and maintain or improve quality’’ compared
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with fee-for-service arrangements. However, newer,
network-style managed care plans that employ pri-
mary care gatekeepers have not been as well studied.
Therefore, comparing carve outs with these plans is
fraught with uncertainty. Facing such uncertainty, we
have adopted the position that network-style plans
are at least capable of providing patients with the
benefits of routine, competent primary care. A key
question for carve-out arrangements, therefore, is
whether they preserve those benefits, or if not,
whether they provide other compensating advan-
tages.

CRITERIA FOR CARVE-OUT DESIGN

The preceding discussion of the advantages and
disadvantages of carve outs suggests some criteria for
deciding whether and how to carve out a particular
healthcare condition, disease, or procedure. These
criteria address two fundamental decisions:

(1) What makes a healthcare condition a good
prospect for a carve out?

(2) How should the carve out be structured from
an administrative and financial standpoint?

Identifying Carve-Out Prospects
At least five characteristics of a healthcare condi-
tion increase the likelihood that the benefits of a carve
out for that problem will outweigh the difficulties that
carve outs create:
(1) The condition, disease, or procedure 1s likely
to induce risk selection by healthcare insurers,
plans, providers, or patients.
(2) The condition, by its medical nature, mini-
mizes the likely administrative complexity and
cost of a carve out.
(3) The condition, by its medical nature, is well
suited to care within a separate, specialized sys-
tem.
(4) The condition tends not to be managed
largely or exclusively by primary care physicians.
(5) The condition affects patients who have the
capabilities and resources to assert their rights
and needs in dealings with healthcare providers
and healthcare organizations.

It is important to note that relatively few health-
care conditions are likely to rank highly on all these
criteria. Thus, judgment will continue to play an
important role in assessing the desirability of carving
out many healthcare problems.

A Condition Thar Is Likely to Induce Risk Selection.
Because a major rationale for carve outs is their poten-

tial to improve market functioning by reducing risk
selection, it follows that preferred candidates for
carve outs should be conditions that are likely to
induce significant risk selection. Such conditions
tend to be not only high in cost, but also predictably
s0 in the short to medium term. Many acute illnesses
(eg, gall bladder attacks, acute myocardial infarction)
do not fit this profile, for alchough they may be costly
when incurred, they are often followed by long peri-
ods in which patients’ expected expenditures will be
comparable to or only slightly higher than the average
for an insured population. In contrast, chronic and
progressive illnesses, such as end-stage renal disease
(ESRD), congestive heart failure, AIDS, and a vari-
ety of terminal illnesses are associated with predict-
able and continuing requirements for costly services
over a defined period of time.

A Condition That Minimizes the Cost and Complexity
of Administration. Several attributes of health condi-
tions will tend to reduce the cost and complexity of
administering carve outs. First, conditions for which
reasonably effective, disease-specific risk adjusters
have been or can be developed are likely to be more
suitable for carve outs than other conditions. Such risk
adjusters will make it easier to develop payment
formulae that compensate carve-out providers fairly
for the expected costs of care they provide and will
prevent risk selection within carve-out markets. The
threat to effective functioning of carve outs posed by
risk selection can be combated through administra-
tive mechanisms (see below); however, those mecha-
nisms tend to reduce patients’ freedom to choose
plans or providers and thus may reduce the accept-
ability of carve outs to patients.

Second, conditions that minimize the boundary
issues referred to above also will tend to be preferred
candidates for carve outs. Such health problems tend
to have clearly defined clinical markers for their onset
and persistence over time, so that there will be less
opportunity for gaming by providers in moving pa-
tients into and out of carve outs. Examples of ideal
conditions from this standpoint include certain surgi-
cal problems, such as organ transplantation and car-
diac surgery. Among chronic illnesses, HIV/AIDS
and ESRD fit this profile, because both have unam-
biguous, objective diagnostic clinical markers of both
their onset and their progression over time (serologic
testing and GD4/CD8 cell counts for HIV/AIDS and
creatinine levels for ESRD).

Another attribute that minimizes boundary issues
in carving out a particular condition is the presence of
associated illnesses that are either few in number or
well defined, or both. The more numerous, diverse,
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and complex the other health problems associated
with a carved-out condition, the larger the number of
providers who are likely to be involved with a given
patient’s care. This creates potential ambiguity over
who has responsibility for the costs of caring for these
associated problems.

An example of a condition that may be difficult to
carve out from this standpoint is chronic diabetes.
Diabetes tends to be associated with nerve, kidney,
eye, and heart problems, each of which can be costly
to manage and is the province of a different specialty.
What is more, these other illnesses are causally linked
to the underlying diabetes and are more likely to occur
when contol of blood sugar is inadequate over a
prolonged period of time. It is easy to imagine, there-
fore, the need for complex arrangements for risk shar-
ing not only between plans and diabetologists, but
between diabetologists and other subspecialties com-
monly involved in diabetic care. These risk-sharing
relationships will add to the burden of administering
diabetes carve outs.

In contrast to diabetes, there 1s HIV/AIDS. Most
of the problems associated with HIV/AIDS result
from underlying failure of the immune system and
resulting opportunistic infections. Like HIV/AIDS
itself, these problems are appropriately cared for by a
single subspecialty: infectious disease.

A Problem That Is Likely to Benefit From a Specialized
Systein of Care. As mentioned above, one of the hy-
pothesized benefits of carve outs is that they enable
patients who will benefit from the services of special-
ists to receive those services easily and consistently.
It follows that carve outs are more likely to prove
advantageous when sound empirical evidence exists
that quality or cost of care, or both, are improved when
specialists manage the condition in question and
when there are inherent relationships between the
volume of care for a particular condition and the
quality of care.

Concerning the benefits of specialized care, the
literature is far from conclusive on many conditions.”
However, some evidence is available to guide deci-
sion making. For example, cardiologists seem to pro-
vide better care for certain heart problems such acute
myocardial infarction, unstable angina, and conges-
tive heart failure.”®*! At least two of these, however,
are acute inpatient conditions that need very rapid
attention, which would make carve outs less feasible.
Specialists also seem to provide better quality of care
than generalists for depression® and rheumatoid ar-
thritis,” but not necessarily for chronic obstructive
pulmonary disease,” hypertension, and non-insulin
dependent diabetes mellitus." Recently, consider-

able discussion has developed over whether termi-
nally ill patients, regardless of the biologic cause of
their condition, may benefit from specialized services
from experts in end-of-life care.” This discussion has
led to a proposal for a “Medicaring” initiative, paid for
by Medicare and Medicaid, that would extend pallia-
tive care to a broader population than that served by
traditional hospices. The question arises, therefore,
whether end-of-life care may be suitable for a carve
out.

There is reasonable evidence for the existence of
a relationship between volume of care and quality of
care for a number of conditions or diseases. These
include cardiac procedures (eg, coronary artery bypass
grafting, percutaneous transluminal coronary
angioplasty)” and treatment of HIV/AIDS.” Thus, if
carve outs enable plans to concentrate care in the
hands of high-volume providers or centers for these
or similar conditions, the quality of that care may
improve significantly.

Minimal Disruptions in the Quality of Primary Care.
One of the potential risks of carve outs is that they
may reduce the quality of primary care by disrupting
coordination and longitudinality of services, or by
creating confusion about where patients should go to
gain access to the healthcare system (thus reducing
the adequacy of so-called “first contact care”).”’ All
else being equal, therefore, carve outs are more likely
to be advantageous for conditions in which primary
care physicians play a comparatively small role. Such
conditions tend to be both uncommon and extremely
complex. The typical primary care physician, there-
fore, is unlikely to become familiar and comfortable
with them and is unlikely to manage them without
substantial assistance from specialists. In such situ-
ations, patients often are alieady removed from the
primary care system and receive most of their care,
including preventive and primary care services, from
specialists.

Examples of such health problems include inher-
ited conditions of childhood in which patients survive
to adulthood (eg, cystic fibrosis, Gaucher’s disease);
cancer care that involves recurrent cycles of chemo-
therapy and attendant problems of immunosuppres-
sion; organ transplantation, especially when ongoing
immunosuppression is required in the posttransplant
period; ESRD; HIV/AIDS; and hemophilia. Entirely
separate systems of care already exist in most cases
for ESRD and hemophilia, so that most primary care
physicians tend not to care routinely for patients wich
these problems. Similarly, patients undergoing che-
motherapy often disappear from primary care prac-
tices until they are in remission or are cured of their
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cancers. Patients who are rarely cared for by primary
care physicians are particularly suitable for so-called
population carve outs, in which all the patients’ care—
from the most basic primary care to the most advanced
specialized services—is provided within a separate,
carved-out healthcare system. Because they avoid
problems associated with lack of integration of care,
population carve outs, when appropriate, have many
desirable features compared with carve outs in which
only part of an individual’s care is provided.

In contrast to these health problems, others are so
common that all primary care physicians see patients
with them routinely and become comfortable with
managing them, at least in their mild to moderate
stages. Such common problems include hypertension,
diabetes mellitus, mild depression, chronic obstruc-
tive pulmonary disease, asthma, congestive heart fail-
ure, and stable angina. Indeed, these conditions are
sufficiently prevalent that even in their advanced
stages, when care becomes complex, a substantial
number of primary care physicians have the opportu-
nity and motivation to become expert in their man-
agement. In such instances, a case can be made that
enhancing the skills of primary care physicians, or
increasing these physicians’ appropriate use of spe-
cialty consultation, may achieve all the quality or
cost-saving advantages of a carve out, without jeopard-
izing the quality of primary care. We discuss this
alternative to carve outs further below.

Problems Affecting Populations Thar Are Not Highly
Vulnerable. One potential consequence of carving out
a condition is that the affected population may be
separated from the mainstream of medical care and
lose contact with providers other than those working
for the carve-out organization. Especially in popula-
tion carve outs in which providers are at risk for the
cost of care, the isolation of these patients may in-
crease their vulnerability to underservice.

This isolation may not be a major problem for
individuals with the personal resources—both cogni-
tive and financial—to assess the quality of care they
receive and to assert their views and rights forcefully
with provider organizations or other agencies. How-
ever, some groups of patients are systematically less
likely than others to have those personal resources.
The most obvious group is patients with cognitive
deficits, such as the mentally ill, the mentally handi-
capped, patients with dementia, or those of a very
advanced age. From a cognitive standpoint, children
are much less capable of protecting themselves in
healthcare and other situations than are adults. It may
be argued that all patients with very severe and inca-
pacitating illness have diminished resources for self-

protection, which may be an important consideration
in designing end-of-life carve outs. T'o some extent,
families can compensate for the cognitive problems
that certain types of patients may have in under-
standing their healthcare situation and protecting
themselves when necessary. However, not all poten-
tially vulnerable patients have attentive, well-in-
formed families.

In addition, patients from certain socioeconomic
groups may lack the education, experience, or finan-
cial means to judge or challenge the cate they receive,
especially when this may require learning more about
their illness and its care or obtaining legal assistance.”
Some groups of patients also suffer real or perceived
social stigmatization as a result of their condition, and
this stigmatization may reduce their willingness to
come forward and seek assistance when they need it.
Examples of potentially stigmatized groups include
patients with mental and behavioral illnesses and, to
some extent, patients with HIV/AIDS, although the
latter group has benefited in this regard from pro-
longed and effective advocacy by AIDS organizations.

Obviously, deciding whether a particular group of
patients is too vulnerable to be carved out involves
highly subjective judgments. However, carve outs
that affect patients who are vulnerable in multiple
ways should arguably face greater scrutiny. Examples
include carve outs for mentally ill children or very
elderly patients with terminal illnesses.

The Table illustrates how the criteria outlined
above can be applied to some of the conditions that
are commonly considered for carve outs or have been
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Table. Applying Criteria for Carve-Out Selection to Candidate Conditions

Mild-Moderate
Mental/

Behavioral End-of-Life Maturity-Onset Cardiac
Criterion AIDS ESRD Hemophilia Conditions Care Diabetes Surgery
Risk selection potential* ++ ++ ++ +4+ ++ + +
Minimizes administrative cost? ++ ++ 4 - - - ++
Specialty care beneficial* ++ ++ ++ + + +/- ++
Minimizes disruption of + ++ ++ - +/- - 1+

primary care$

Not vulnerable population? +/- ++ +/- - - ++ ++

Plus sign(s) = more attractive as carve out; minus sign(s) = less attractive as carve out

ESRD = end stage renal disease

*High cost with high degree of predictability over defined period of time

tMedical condition with effective risk adjusters, clear clinical definition, or few, well-defined associated conditions
*Good evidence of improved quality or decreased cost when managed by specialist
SUncommon and complex; already managed separately from primary care.

TPatients with cognitive and financial resources.

commonly carved out in the past. In reviewing the
table, readers should recall that when assessing the
effect of a carve out on quality of primary care, we have
in mind the quality of primary care delivered in a
reasonably well-functioning, network-style managed
care organization that uses primary care physicians as
gatekeepers. Also, attempts to apply our criteria to
specific conditions inevitably involve some degree of
oversimplification, especially when the conditions
themselves are heterogeneous. Thus, when we dis-
cuss mental and behavioral health as a carve-out can-
didate, we are referring to carve outs that include
mild-to-moderate mental health conditions as well as
severe ones. When referring to diabetes, we refer to
maturity-onset diabetes, as opposed to the juvenile-
onset variety of the disease.

Choices for Structuring Carve Outs

Once a good candidate for a carve out is identified,
the next question is how to structure the carve out
administratively so that benefits are maximized and
tisks avoided. Key choices concern:

* How to pay the carve-out organization;

e Integration of carve-out care with mainstream
healthcare;

¢ How many carve outs to concract with for a given
condition;

¢ Provisions for consumer choice;

s Provisions for carve-out accountability; and

¢ Provisions for consumer protection.

Obviously, optimal choices for structuring a carve
out may vary with the health problems that are in-
volved. Here, however, we highlight considerations
that are generic to some of the key administrative
mechanisms available.

Paying for Carve-Out Services’T'he key question in
paying for carve-out services is whether risk should be
transferred to vendors, and if so, how much. In some
discussions, carve outs and risk sharing are treated as
if they were inextricably linked, but this need not be
the case. Carve outs may serve important purposes—
including improving the functioning of markets and
providing access to specialty services—even if provid-
ers are paid on a fee-for-service o1 some other basis.
Risk sharing is usually suggested as a way of furthering
the additional goal of reducing costs of care.

Given the lack of data on the consequences of
transferring financial risk to carve outs, informed de-
cision making is difficult. However, it is probably fair
to say that risk sharing is likely to have more benefits
and fewer risks when

» The potential for cost savings without reducing

quality of care is high;

¢ Good measures of quality of care exist; and

o Patients are capable of asserting their rights and

needs.

For reasons already stated, most carve outs are
likely to involve high-cost conditions. However, not
all high-cost conditions present equal opportunities
for reducing cost without affecting quality, at least in
the short term. "The opportunity for cost reduction is
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usually greatest for conditions in which important
elements of care are discretionary® and in which treat-
ment patterns are therefore highly variable from one
provider to another. Both the discretionary nature of
care and the resulting variability usually reflect lack of
firm evidence about the relationship of processes to
outcomes of care for the condition in question.” The
economic incentives created by risk sharing will cause
physicians and other providers to seek lower-cost
methods of managing patients. Change will occur most
rapidly and effectively when there is no firm empirical
basis for traditional high-cost practices and when vari-
ability in existing practice patterns already demon-
strates the safety of alternative, lower-cost approaches.

Of course, over the long term, cost reduction is
eminently feasible even for conditions for which care
is nondiscretionary at the current time and variability
is low. Process improvements are always possible and
may be spurred by the incentives inherent in risk
sharing. Prepayment, the most common form of risk
sharing, may have the additional benefit of reducing
some of the administrative restrictions on covered
services that have been associated with fee-for-service
payment in the past, thus increasing opportunities for
process improvement. An example of a process im-
provement in a comparatively nondiscretionary treat-
ment is the recent demonstration that using computed
axial tomography to assist in diagnosing acute appen-
dicitis can improve the quality and reduce the cost of
care simultaneously.31 However, as a general rule, the
effectiveness of risk sharing in achieving major cost
savings in nondiscretionary treatments is less certain
than it is in the case of discretionary care.

Because the major hazard of risk sharing is under-
service and resulting problems with quality of care,
this approach to paying carve-out vendors is more
likely to be acceptable to health plans and patients
when the technology for monitoring quality of care 1s
reasonably well developed. The obvious reason is that
when sound measures of quality exist, it is easier to
detect quality shortfalls. One of the greatest problems
with risk sharing in mental and behavioral healch is
that measures of quality are few and controversial.
Another condition with this problem is end-of-life
care, in which the many common physiologic meas-
ures of outcome (such as mortality and indicators of
progression of illness) are not applicable, so that qual-
ity must be assessed by using more subjective meas-
ures of quality of life. In contrast, reasonably good
physiologic measures of quality exist for diabetes,
various cardiac procedures, ESRD, and HIV/AIDS.

A final consideration in deciding whether to use
risk sharing in compensating carve-out vendors is the

ability of patients to protect themselves. Here, all the
issues noted above concerning patients’ vulnerability
apply.

Given the uncertainty about the consequences of
risk sharing for carve outs, it seems reasonable to
decide how to pay vendors on a case-by-case basis.
Where risk sharing is employed, limitations on the
extent of gains and losses seem reasonable. The dan-
gers of extensive risk sharing—especially in situations
where quality measures are lacking and consumersare
vulnerable—are apparent in the backlash against
mental and behavioral health carve outs, which is
increasingly coloring views of carve outs and managed
care generally.”

Integration of Carve-Out Care With Mainstream Care.
In general, the more integrated patients’ care is, the
better. Problems of lack of coordination and dis-inte-
gration of care are a major concern among health plans
and purchasers who avoid carve-out arrangements.
For example, a successful population carve-out plan
in Boston, Massachusetts, that received national rec-
ognition for its care of disabled patients recently
merged with a local managed care plan. The medical
director of the carve out believes he cannot provide
optimal care without integrating primary and specialty
care for his patients (Robert Masters, MD, personal
communication). Concerns about lack of coordination
also have deterred California Public Employees Re-
tirement System (CALPERS) from utilizing carve
outs altogether (Margeret Stanley, Assistant Execu-
tive Officer, personal communication), and the
American Academy of Family Physicians has issued a
strong position paper outlining why family physicians
should be involved in their patients’ mental healch-
care.”

A major advantage of population carve outs is that
they avoid problems of dis-integration by creating
entirely new, complete, and (hopefully) integrated
healthcare systems for their patients. However, popu-
lation carve outs are not appropriate for procedural
care or for all diseases. Therefore, in procedural or
condition-specific carve outs, several measures seem
appropriate to reduce problems of dis-integration and
lack of coordination that carve outs may create.

First, contracts with carve-out vendors should in-
clude specific requirements for communication with
patients’ primary care physicians. These communica-
tions should include, at a minimum, information
about the patients’ diagnoses and treatment. Second,
carve-out vendors should be required to obtain pa-
tients’ medical records from primary care physicians
at the time of patient enroliment (subject, of course,
to patients’ informed consent). Third, wherever pos-
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sible, carve outs should solicit the opinions of primary
care physicians when implementing care plans.
Fourth, incentive payments to vendors should reward
efforts to improve coordination of care by both carve-
out vendors and primary care physicians. Fifch, when
choices among potential carve-out vendors in a pai-
ticular community exist, the opinions of primary care
physicians should be sought in making these choices,
so that preexisting relationships and lines of commu-
nication between primary care physicians and spe-
cialty providers are preserved where possible.
Communication and coordination are obviously not
cost free, and efforts to enhance them will face dimin-

ishing returns in a carve-out setting. The costs of

ensuring communication are certain to decline as
medical information systems improve (privacy con-
cerns permitting). In 10 years, the problems of dis-in-
tegration associated with carve outs are likely to be
much reduced. For the time being, however, some
diminution in coordination of care is probably inevita-
ble when carve outs are used (except for population
carve outs), and purchasers and health plans should
take this into account when they enter carve-out rela-
tionships.

Number of Carve-Out Vendors for a Given Condition.
Purchasers and plans face an important choice about
how many carve-out vendors to contract with in a
given market." If the purchaser or plan conuracts with
multiple vendors, then competition among vendors
for enrollees will occur. On the one hand, this may
stimulate efficiency in the provision of carve-out care.
The availability of multiple vendors also is likely to
enhance beneficiary choice, which, as we discuss be-
low, has major advantages. On the other hand, com-
petition also may lead to risk selection by plans
enrolling patients with the carved-out condition. This
defeats a major purpose of the carve-out strategy: the
avoidance of risk selection and its effects on market
functioning.

To avoid this problem, Frank et al*advocate “com-
petition for contracts, not enrollees.” Under this ar-
rangement, purchasers or plans contract with a single
carve-out vendor in a given marketplace. The benefits
of competition are realized through a process of com-
petitive bidding in which the purchaser chooses the
plan with the best proposal, based on price and qual-
ity. Although this strategy may reduce risk selection
among carve-out vendors contracting with a single
purchaser or plan, it has the drawback of eliminating
the choice of plan and possibly of providers available
to members of the covered population.’

"This problem is lessened when health plans, rather
than purchasers, choose carve-out vendors and when

covered individuals have a choice of plans. In this
case, consumers can take the carve-out vendor into
account when deciding which plan to choose. How-
ever, a substantial number of insured Americans
(38%-48%, depending on the study) do not have a
choice of plan at the current time>***: therefore, they
do not have the ability to choose a carve out by exer-
cising choice of plan.

Provisions for Consumer Choice. 'The preceding dis-
cussion highlights the implications of the structure of
carve outs for consumer choice. The effects of carve
outs on consumers’ ability to choose their provider are
important for several reasons. First, when patients are
free to leave, providers are more likely to be respon-
sive to patients’ wishes, which is likely to improve
quality of care. Second, and relatedly, a growing body
of evidence suggests that choice of plan® and choice
of provider within plan® significantly affect patients’
satisfaction with their care. Aside from the intrinsic
value of satisfying patients, patient satisfaction with
carve outs is likely over the long term to determine
the viability of this approach to organizing healthcare
services.

These considerations suggest that plans and pur-
chasers should try wherever possible to offer consum-
ers both choice among carve-out vendors and choice
of provider within a vendor system. The problem of
risk selection among competing vendors may be re-
duced over time if reasonably effective, condition-
specific risk adjusters can be developed.
Condition-specific risk adjusters are already available
for some problems, such as coronary artery bypass
grafting, *® and are likely to perform better than popu-
lation risk adjusters. Such adjusters probably will
prove more technically feasible for some conditions
than others, and this should be a consideration in
determining whether to carve out particular health-
care problems.

Accountability of Carve Ours. Several of the points
discussed above suggest the importance of holding
carve outs accountable for their performance concern-
ing both cost and quality of care. Effective methods
for measuring carve-out performance are especially
important when consumers are less able to advocate
their own interests, when vendors are paid on a risk-
sharing basis, and when consumers’ choice of plan is
limited.

One form of accountability is accreditation. To our
knowledge, no agency currently accredits carve-out
vendors, though the National Committee for Quality
Assurance is developing accreditation standards for
mental and behavioral health carve outs. Developing
accreditation processes for carve outs is likely to be
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particularly challenging because of the detailed exper-
tise required to develop standards for each health
problem. Therefore, it may not be feasible for general
accreditation agencies such as the Joint Commission
for the Accreditation of Healthcare Organizations or
the National Committee for Quality Assurance to per-
form this task for all or most carve outs. Specialty or
condition-specific accreditation processes may be
necessary, but they will create a level of administra-
tive complexity that is clearly undesirable.

Another form of accountability is regular reporting
by carve-out vendors of data on quality and cost of
care. Purchasers and plans should require such report-
ing and should share the data not only with patients
but also with the patients’ primary care physicians, to
whom patients may turn for advice in interpreting
results. As noted above, if it is technically infeasible
to require reporting on quality of care, then plans and
purchasers should take that into account in choosing
what conditions to carve out and how to structure the
carve out.

Provisions for Consumer Protection. Recognizing the
limits of accountability systems in current managed
care arrangements, governments at the state and fed-
eral level are considering alternative or complemen-
tary methods of consumer protection.” One strategy
under consideration is the creation of ombudsmen
both inside and outside of managed care organiza-
tions. At least for carve outs affecting vulnerable popu-
lations, plans and purchasers should strongly consider
using this strategy.

CARVE OUTS, CARVE INS, AND
DISEASE MANAGEMENT STRATEGIES

Carve outs sit at one end of a spectrum of strategies
designed to improve the management of particular
healthcare problems.

An important question facing plans and purchasers
is when to use these different approaches to managing
selected healthcare problems. Compared with these
other methods of managing particular diseases, condi-
tions, or procedures, carve outs have the following
advantages:

e They have the potential to improve the function-
ing of healthcare markets by reducing opportuni-
ties and incentives for risk selection.

¢ They offer the opportunity to use providers out-
side the patient’s health plan when those provid-
ers offer care that is lower in cost, better in quality,
or both.

The other major potential benefit of carve outs
compared with traditional care—the enhanced access
to and use of specialized services—is also available
through carve ins and disease management strate-
gies. 7o

Compared with carve outs, carve ins and disease
management strategies have fewer theoretical prob-
lems with integration of care and isolation of vulner-
able populations. Therefore, reliance on carve outs
would seem to make the most sense in settings where
persuasive evidence suggests that they can improve
market functioning or that providers outside the pri-
mary plan perform better than carve ins or disease
management strategies. In addition, carve outs must
demonstrate that they can achieve these advantages
with acceptable administrative costs and without un-
duly compromising integration of care and beneficiary
choice.

These conditions are most likely to be met for a
limited number of conditions or procedures, some of
which are highlighted in the discussion above and in
the Table. The conditions—such as ESRD,
HIV/AIDS, advanced malignancies, and congenital
illnesses in adulthood—tend to be high in cost, clini-

At the other end of the
spectrum is the most
prevalent approach to
managed care: reli-
ance on primary care

Figure. Spectrum of Managed Care Approaches to Providing Specialized Services

gatekeepers to organ-
ize the entirety of pa-

. Primary Care
tients’ healthcare Gatekeeping Carve In Less
experience. In be- Integrated integrated
tween these extremes Primary & I | | l P Primary &
are two other ap- Specialty I I l I Specialty
proaches: carve insand Care Care
disease management Disease
strategies (Figure). Management Carve Out
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cally well defined, and already removed in large part
from mainstream healchcare systems. They lend
themselves to population carve outs, which minimize
disruptions in integration of care. They tend to affect
patients of all ages, racher than just children or the
elderly, and although they can cause cognitive diffi-
culties, such deficits are not a universal or inevitable
teature of the conditions in question.

Procedures that seem reasonable to carve out are
those for which quality is likely to vary importantly
from provider to provider and for which a strong vol-
ume—quality relationship exists. In such cases, par-
ticular plans may not include the best performing
providers and may not have the internal volume nec-
essary to move up the volume performance curve.
Examples include certain surgical procedures, such as
organ transplantation and neurosurgical procedures.

Another way to consider carve outs is to view them
as one of a range of alternatives for dealing with fail-
ures in market functioning and as opportunities to
improve the quality or reduce the cost of care. Like
any treatment, carve outs have benefits and risks, and
the treatment should be tailored carefully to suit the
problem it seeks to remedy.
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