
pincers of the rising costs of state Medicaid pro-
grams and the rising demands for assistance from 
citizens struggling with prescription drug costs 
and a lack of health insurance. Finally, in the mid-
1990s, states found what looked like a good way 
both to contain costs and to expand coverage—
managed care.

Proponents of managed care originally saw 
health maintenance organizations (HMOs) as a 
way to improve the quality of care patients 
received. Most medical care that patients receive 
in the United States is poorly coordinated. Differ-
ent doctors often cannot easily share a patient’s 
medical records. In addition, physicians have little 
incentive to offer preventive services because they 

get paid for dealing with sickness. Paul Ellwood, 
the physician who coined the phrase health main-
tenance organization in the early 1970s, believed 
that HMOs would rationalize and coordinate the 
medical care that patients received. This would 
improve the quality of health care for members of 
an HMO; moreover, HMOs would reduce costs by 
emphasizing preventive health care.

Under managed care, instead of paying doctors 
a fee for each service provided, states typically 
paid an HMO a flat fee for each Medicaid patient 
enrolled in a plan. The fees that states offered 
HMOs were designed to be lower than the 
expenses the states would have incurred if patients 
had remained in a traditional fee-for-service 
Medicaid program. HMOs agreed to these lower 
rates because they believed that, even with lower 
reimbursement rates, they would still be able to 
squeeze inefficiencies out of the system and turn 
a profit.
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Source: Kaiser Family Foundation, “Health Insurance Coverage of Nonelderly 0–64,” 2013, http://kff.org/other/state-indicator/nonelderly-0-64/.

Managed care
An arrangement for the provision of health care whereby an agency 
acts as an intermediary between consumers and health care providers
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