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Employers contract with a workers’ compensation third
party administrator or managed care organization (MCO)
to adjudicate claims and control the costs of those

claims.  Yet despite nearly 20 years of managed care, the med-
ical costs of claims continue to rise.  In fact, the cost – or sever-
ity – of workers’ compensation claims continue to rise despite
the fact that the frequency of injuries is going down.

Why is this happening?
The complexity of the workers’ compensation system and
claims adjudication process is partly to blame.  Employers have
lost sight of what a worker’s compensation program is supposed
to do, and vendors have created products and services that
often drive costs up instead of down.

One problem is the contracts themselves.  Contracts between
employers and their insurance companies, TPAs or MCOs fre-
quently fail to address the purpose of the relationship, concen-
trating instead on the legal and administrative aspects.  They
talk about how the MCO gets paid and what the MCO does to

get paid, but rarely about the objective of the relationship and
what vendors are doing to ensure prompt ,  effective treatment
and their processes of returning employees to work. (For the
sake of brevity, we will refer to the MCO for the rest of this
article, recognizing that some self-insured organizations con-
tract with insurance companies or third-party administrators
instead.) 

The MCOs often contract with other entities, such as bill
review companies or network providers, creating a series of cas-
cading contracts.  There may be 10 to 20 different contracts
and employers may not know who the providers are or how they
are compensated. Often a well-intentioned state mandate or
best practices recommendation comes down, prompting the
managed care vendor to develop a product or service to meet
the need and a creative method of being paid.   For example,
the advent of provider networks in the 1990s caused vendors to
build networks.   They needed to be paid for the work of con-
tracting with physicians, credentialing them, and managing the
network.  Many managed care operations created a percentage-
of-savings fee arrangement, convincing physicians to discount
their fees in exchange for the promise of more patient volume. 
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They then show this discount to employers as a savings.  The
MCO’s compensation is a percentage of the savings, typically
between 15 and 22 percent.   So, if a physician normally
charged $100 for a service, and the MCO negotiated this down
to $60, it shows the employer a savings of $40 and takes a per-
centage of that $40 as its fee.  

The percentage-of-savings model is seriously flawed.  To
recoup income, some physicians have patients come for more
visits than are medically necessary.  Since the MCO earns a
fee for every treatment “savings,” it has no incentive to curb
over-utilization.   Utilization is one of the main cost drivers in
workers’ compensation, yet the percentage-of-savings envi-
ronment breeds over-utilization.  If the physician charges $60
per visit, but sees the patient 10 times, instead of the three
times recommended for that injury by evidence-medicine
guidelines, the bill is $600.  If the injured employee had gone
to a physician who followed the three-treatment guideline,
the bill would be only $300, and that is without a physician
discount.  Yet the $600 bill is presented with its “savings” and
the MCO makes a percentage (usually between 15 and 22
percent) of that savings.  

In states with mandated fee schedules, doctors cannot charge
more than the fee schedule.  Is it really a “savings” to adjust the
provider’s bill to the fee schedule?  Some managed care com-
panies think so.  Others negotiate a discount below the fee
schedule and take their percentage on the difference between
fee schedule and the negotiated rate.  Now the physician is
being reimbursed less than the state fee schedule, and really
has an incentive to over-treat the patient.   If all this isn’t bad
enough, this reimbursement arrangement can actually pay the
care management company more than the provider!  Recently
an employer told me a “stranger than fiction” episode that high-
lights this.  

An employee was hospitalized for four days, and the employer
received a $60,000 hospital bill.  They were in a fee-schedule
state, so the hospital’s bill was reduced to $8,000.  So far, so
good; that was a $52,000 savings. However, the MCO contract
enabled the MCO to take 20 percent of the $52,000 savings, a
tidy $10,000.  The MCO made more than the hospital.   Not
only did the managed care vendor not manage the cost, it actu-
ally increased the cost of the claim to the employer and in the
process  made more money than the provider.  This is the very
picture of a misaligned incentive.   

Before we lay all the blame at the feet of managed care com-
panies, let’s look at the role that employers play.  The Request
for Proposal (RFP) process is problematic because it focuses
on the wrong things.  Employers request managed care
arrangements without a clear definition of savings and a clear
understanding of how those savings are provided.  If they
understood that re-pricing a bill to a fee-schedule is not really
“savings,” they would not pay a company to do it for them.  

A major problem is the employer’s focus on the fixed cost of a
claim.  Employers try to keep things simple, and it seems fair
to put quotes from several MCOs on a spreadsheet and select
the least expensive.   In workers’ compensation, employers tend
to focus on the fixed costs of a claim, since the variable costs
are so, well, variable.  

Fixed costs generally cover taking the first report of injury, fill-
ing out the state mandated forms, channeling the injured
worker to a medical provider, setting up appointments, filing
compliance forms with the state, and paying the bills on the
claim.  Variable costs, also known as Allocated Loss
Adjustment Expenses (ALAE), usually include:

� Medical provider networks
� Telephonic and field nurse case management
� Bill review
� Utilization review
� An array of ancillary services, which may or may not be

medical, such as:
• Legal expense
• Pharmacy
• Physical therapy
• Imaging
• Surveillance
• Transportation
• Translations
• Durable medical equipment
• Subrogation

Employer’s spread-sheet the fixed cost for adjudicating an
indemnity claim or a medical-only claim and feel good about
negotiating a $1,000 indemnity claim down to $850, or a med-
ical-only claim from $150 to $100.  However, this obsession
with fixed costs causes employers to overlook the more expen-
sive, less controllable costs of a claim.   

The truth is that MCOs cannot profitably adjudicate workers’
comp claims for $1,000, much less $850. So they make up
their loss on the ALAEs.  Naturally, MCOs don’t tell clients
this.  No one comes back to the employer and says, “If we
lower the indemnity claim fee to $850, we will have to, in a
murky, convoluted and non-transparent way, make up that
money somehow.”  That conversation doesn’t happen, but
employers pay dearly for their fixed-cost fixations.

To make up its loss on the fixed cost, the MCO outsources
parts of the claim management to vendors that can bill the file.
Instead of the adjuster setting the reserve, an attorney does it
– and bills the file.  A nurse case manager discusses work
restrictions with the employer– at an hourly rate of $95 or
$100.  Can’t adjusters do this? Yes, they can, but not within
that extremely low fixed fee the employer was so intent on
achieving.  



The MCO may strike a sweetheart deal
with a physical therapy firm, imaging
company, transportation provider or
other vendor.  Either the MCO receives
a commission on everything it directs to
the vendor, or the transportation compa-
ny bills the MCO a wholesale price and
the MCO bills the employer a marked-
up rate.  Nurse case management is fre-
quently provided to the MCO at $65 per
hour and billed to the claim at $95.  
Employers do not usually sort out the
check register when a claim is complete
to see how much went to doctors, phar-
macy, physical therapy, nurse case man-
agement, bill review, or utilization
review.  If they did, they may learn they
paid $10,000 to adjudicate a claim
instead of $1,000.

How can we fix it?
Employers need identify their real goals
in workers’ compensation care manage-
ment.  Is the goal a low fixed cost? Do
we want a report on the savings our
managed care company produced?  

Or is the goal to provide quality medical
care to an injured worker?   Do we want
workers returned to work, back at full
productivity in a short a time period as
possible?   

Request for Proposals (RFPs) need to
state the employer’s objectives and call
for solutions that address them.  Writing
a new RFP with the end in mind,
employers need to ask themselves:

� What do we want?
� How will we know if we are success-

ful?
� What are our ultimate objectives?
� What is the purpose of the relation-

ship with the vendor?
� How will we measure and enforce

that our objectives are met?
� How can we work with a managed

care company to meet our goals?

Along with revamping the RFP process,
employers need to look for managed care
partners that focus on quality care and
can explain their processes in clear
terms.  These partners will have net-
works of physicians that treat numerous

comp cases a year, use evidence-based
medical guidelines, and believe in
return-to-work.  Studies show that physi-
cians who treat a high volume of workers’
compensation patients have better med-
ical and financial outcomes than their
colleagues who may handle one or two
claims a year.  In some cases, their cost
of treatments are half those of their less
experienced fellow physicians.  In addi-
tion, these doctors should practice evi-
dence-based medicine, follow ACOEM
guidelines, and adhere to a return-to-
work philosophy.  Good occupational
medicine doctors help set patients’
expectations to returning to full func-
tionality and facilitate faster recovery.  

Bringing clarity to the contracts is the
next step.  Following is an example of
contract language that does not address
the employer’s objectives:  “The MCO
will administer workers’ compensation
services for covered persons in accor-
dance with our standards and proce-
dures.”  That basically says the MCO
will do what it wants to do according to
its own standards.  Who knows what
those standards or processes are or why
they are good?  

The employer should exercise its right to
review contracts the MCO makes on its
behalf.  The MCO may sign various
clinics, pharmacy benefit management
companies, and other providers.  These
companies are generating fees the
employer needs to pay, yet the employer
may have no knowledge of the contracts,
the entities working on their behalf, how
they are being compensated and if there
are any misaligned incentives inherent
in the relationships.  The employer may
not want to contract directly with all
these entities, but it should get copies of
the contracts, review them and make
sure that as the ultimate payer, the
employer receives the benefit of com-
missioners or overrides.  “The MCO
must agree to remit to the employer any
rebates, overrides or similar financial
consideration which the MCO receives
relating to services provided for the
employer,” is a way to state that.
Employer-MCO contracts should speci-
fy objectives, processes, define success,

and cite third-party standards for meas-
uring treatment success.  The American
College of Occupational and
Environmental Medicine (ACOEM)
www.acoem.org publishes and promotes
practice guidelines for treating work-
related injuries or illnesses. The contract
should specify that the MCO adopt
ACOEM guidelines and pinpoint per-
formance measures.  Saying that “the
MCO shall devise a system for monitor-
ing provider adherence to those guide-
lines” is different than saying “We are
going to select doctors for the network
that adhere to evidence-based medicine
and ACOEM guidelines and ensure that
90 percent of the treatment provided
conforms to the guidelines.” 

Contracts should also address rationales
for various services, such as when to
involve nurse case management.
Employers need to understand when it
is appropriate to use a nurse case man-
ager. If the claim has certain character-
istics, then assign a nurse case manager
to meet specific objectives.  Once those
objectives are met, the nurse comes off
the file.  (Where is the list of character-
istics?)

Finally, employers need to recognize
that the MCO needs to make money.
These companies need to be viable and
profitable, so employers need to be will-
ing to introduce a paradigm shift by
approaching them with a plan that lines
up everyone’s incentives.  Let your man-
aged care partner know that you under-
stand that reducing fixed costs causes
allocated expenses to soar and negotiate
a  fair fixed cost.  

The workers’ compensation system is
intended to get injured workers prompt
and appropriate medical treatment,
return the employee to pre-injury status
as best it can, and to maintain a healthy,
productive workforce.   Given a choice,
most managed care companies would
rather be transparent, but misaligned
incentives have muddied the waters. 

Employers need to take the lead in a
mutually beneficial relationship that has
transparency on all sides.  The contract



should articulate enforceable expecta-
tions and guidelines.  Both sides need to
change, but employers need to lead the
charge. The competitive landscape is
like a NASCAR race with 33 cars in a
draft, bumper to bumper.  If one car
pulls out to go around the pack, it will
likely fall to the back of the pack.  No
MCO wants to take that risk.  

Reference to study on
experience and outcomes:
Alex Swedlow and Laura Gardner of the
California Workers Compensation
Institute’s 2003 report, entitled
“Provider Experience and Volume-Based
Outcomes in California Workers
Compensation,” indicates that a rela-
tively few “expert” providers deliver by
far the best outcomes and lowest med-
ical costs for workers compensation
cases. The study includes almost 1.1
million claims over an eight-year period
treated by some 40,000 separate
providers. Key findings include:

� The medical costs of claims treated
by the highest-volume workers ‘
compensation providers are LESS
THAN HALF that of their peers
who treat the fewest workers’ com-
pensation cases. 

� For temporary disability claims, the
average length of disability for the
highest-volume providers was less

than half that of the lowest-volume
providers, (17.2 days vs. 35.9). 

� For permanent disability claims, the
highest-volume providers’ length of
disability was 71 days less than that
delivered by the lowest-volume
providers

� The more workers compensation
experience a provider had, the lower
the likelihood of attorney involve-
ment in their claims.
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