
DCCUMENT EESOHE 

06537 - f B1866877] 

Can Health tiaintenance Orqanizations Ee Succdsfiful? iln Analysis 
of 14 Federally Qualif ied "HWOs". HBD-78-125; £-164031(5). June 
30, 1978. 62 pp. • a appendices (10 p p . ) . 

Repoit to the Congress; by Bluer B. S taat s , Coiptrc l l er General. 

I ssue Area: Health Prograois: Health Haint. Organization's 
Conpliance with Law (1214). t i i e i i Viabi l i ty as Alternative 
to f e e - f o r - s e r v i c e mode of Producing Care 

Contact: Huian Resources Div. 
budqet Function: Health: Health Care Services 4551). 
Organization Concerned: Department cf tiealth, fdueation, and 

Welfare. 
Congressional Belevance: House Coaaittee on I n t e r s t a t e and 

Foreign Coanerce; Senate Coaaittee cn Huaan Bescurces; 
Congress. 

Authority: Health Haintenance Organizaticn Act of 1S73, as 
anended (42 U.S.C. 3O0e) . Health tiaintenance Grganization 
Aaendnents of 1976 (P.L. 94-460) . Social Security Act, as 
aaended (P.L. 92-603). Public Health Service Act. S. Bept. 
94-844. S. 2534 (95th Cong.). S. 2676 (95th Ccng.) . U.E. 
9788 (95th Cong.). H.B. 11461 (95th Cong.)* H.B. 11368 (95th 
Cong.). 

Health aaintenance organizaticna (HHO*s) serve as 
a l t e r n a t i v e s to t r a d i t i o n a l f e e - f o r - s e r v i c e faealth cate del ivery 
s y s t e a s by providing health care to aeibexs based on prepaid 
r a t e s . The Health Haintenance Organization Act of 1973 
authorized a prograa t c help develop cen fiHO's and expand 
e x i s t i n g ones by providing f inanc ia l a s s i s tance and requiring 
cer ta in eaployers to of fer HHO*s as an option to eaployeca. 
Findings/Conclusions: A review of the operations of 14 UBO*s 
showed that: the Department of Health, Education, and Helfare 
(HEW) has uot defined s p e c i f i c methods for t rans la t ing the 
conaunxty rat ing reguireaent of the act in to subscriber rate 
s t ruc tures : soae subscriber rates of scae organizat ions did not 
appear to be eguivalent as directed b] t h i s reguireaent; soae 
Hno's aay not aeet the act*s f inanc ia l soundness rcquireaeflt: 
aembership i s not broadly representat ive of serv ice areaa, 
including few indigent or e lderly persons; none of the 14 HllO*s 
has held open enrol laent periods nor has plana to dc so ttntil 
required t o , re su l t ing in l i a i t e d acceas fcr high xi&)c 
i n d i v i d u a l s : and none has iapleaented plannsd gaa i i ty assurance 
proqraas. The dual choice regair«aent cf the act haa not had a 
s i g n i f i c a n t e f f e c t on eaployer'a c o s t s . Frobleis in BEli*s 
iap leaentat ion of the act ioc lude: fiaqaanttd laaponaib i l i ty and 
uncoordinated e f f o r t s in operating the prcgiaa, i n a u f f i c i e n t 
s taf f with needed e x p e r t i s e , and alow isauanca of f ina l 
regulat ions and guide l ines for iap leaect iog and enfocciag 
requireaents of the ac t . Becoaaendationa: lhe Sacratary of HEN 
should: i s sue f ina l regulat ions and guids l lnes aad/cx c i i t e r i a 
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for defining hov a coaaunity rat ing systea should wcrJc, for 
evaluat ing requests for waiver of the cpen enrol laent 
reguireaent , and for governing third-party r e l a t i o n s h i p s : 
develop and d i s sea inate g u i d s l i n e s for designicg qual i ty 
assurance proqraas and i a p l e i e h t procedures for reviewing 
coapliance with gua l i ty assurance requireaents; and cbtain 
addit ional s t a f f with cesdcid exper t i s e tc e f f e c t i v e l y adain is ter 
the prograa. The Conqress shic>uld defer action cn prcposals 
intended to s t i a u l a t e aedicaiid and aedicare e n r c l l a e n t s unt i l 
HEM demonstrates that i t could e f f e c t i v e l y adainis ter proposed 
chanqes and i sp leaent efferctive coapliance and on proposals to 
increase t o t a l loans availablci t o HHG's u n t i l SEN deacnstrates 
e f f e c t i v e ada in i s tra t ion of the e x i s t i c q loan prograa. Ihe 
Conqress sboiild enact the proposed f inanc ia l d i sc losure 
requireaents for third-party r e l a t i o n s h i p s and the propcsed 
tra in inq proqraa for HMO aanagers, (Hli) 
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Report TbTha Congress 
OF THE UNITED STATES 

Can Heaih Maintenance 
Organizalions Be liiic^cessful?-
An Analysis Of 14 feierdily 

"HMOs" 
As required by the Health Maintenance 
Organization Act, as amended, GAO evalu­
ated 14 federally qualified health mainte­
nance organizations (HMOs). They generally 
have complied with the act's organizational 
and operational requirements, except that 
they lack broadly representative enrollments 
and several organizations may not be finan­
cially sound. 

HMOs'compliance with requirements, such 
as the community rating system and quali­
ty assurance program, was unclear because 
HEW had not issued final program regula­
tions or guidelines clearly defining all re­
quirements for HMOs. Also, HEW had not 
established a uniform formal loan policy 
for administering its health maintenance 
organization loan program authorized by 
the HMO Act. 

This situation can fae attributed partly to 
the fact that 4 years after passage of the 
act the Federal program remains under­
staffed and organizational problems con­
tinue. 
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COMPTROLLER GENERAL O F T H E UNITEO STATES 
WASHINGTON, O.C. ZOM* 

3-164031(5) 

To the President of the Senate and the 
Speaker of the House of Representatives 

This report summarizes the results of our evaluations 
of the operations of 14 selected health maintenance organiza­
tions which had been certified (qualified) by the Department 
of Health, Education, and Welfare as meeting the requirements 
of the Health Maintenance Organization Act, as amended, and 
which had received grants and/or loans under the act. The 
report also discusses the administration of the health 
maintenance organization program by the Department and 
certain aspects of the proposed amendments to the act being 
considered by the Congress. 

Section 1314 of the Health Maintenance Organization 
Act, as amended, required that we evaluate the operations 
of certain health maintenance organizations and report to 
the Congress by June 30, 1978. 

We are sending copies of this report to the Director, 
Office of Management and Budget; and to the Secretary of 
Health, Education, and Welfare. 

^ ^ /^/isai 
Comptroller General 
of the United States 



COMPTROLLER GENERAL'S CAN HEALTH MAINTENANCE ORGANIZA-
REPORT TO THE CONGRESS TIONS BE SUCCESSFUL?—AN ANALYSIS 

OF 14 FEDERALLY QUALIFIED "HMOs" 

D I G E S T 

Fourteen health maintenance organizations, 
now well known under the acronym HMOs, 
generally have provided health services 
in the manner required by the Health Main­
tenance Organization Act of 1973. HMOs 
are an alternative to the traditional fee-
for-service health care delivery system. 
HMJs provide health care to members based 
cn prepaid rates, providing an incentive 
for an organization to emphasize preven­
tive medicine and services to reduce over­
all health care costs. 

GAO's review of the operations of the 
14 HMOs showed that: 

—HEW (the Department of Health, Education, 
and Welfare) has not defined specific 
methods for translating the community 
rating requirement of the act into sub­
scriber rate structures; therefore GAO 
could not determine conclusively the 
HMOs' compliance with the community 
rating requirement. (See p. 8.) 

—Some subscriber rates of some organiza­
tions did not appear to be equivalent 
as directed by the community rating 
requirement of the act. (See p. 9.) 

—Some HMOs may not meet the act's fi­
nancial 'soundness requirement. Three 
of the 14 have a good chance of achiev­
ing financial independence within their 
first 5 years of operation after quali­
fication; 5 have a fair chance; and 6 
have a poor chance. (See ch. 4.) 

—They have not enrolled persons broadly 
representative of their servioe areas, 
as evidenced by the fact that their 
memberships include few indigent or 
elderly persons. (See p. 14.) 

Taar Jhaat. Upon rtmoval. th* report 
cover datt should b« noted hereon. KRD-78-125 



—Several should have held open enrollment 
periods under the original act but did 
not. None of the 14 is yet required to 
hold open enrollment under the act, as 
amended, and none definitely plans to 
hold open enrollment until required to 
do so. As a result, high medical risk 
individuals have not had, nor will have 
in the near future, ready access to HMO 
membership. (See p. 18.) 

—HMOs have made plans for quality assurance 
programs but as of June 1977 only 7 of the 
14 had implemented their planned programs 
fully. GAO could not assess the adequacy 
of their programs because standards for 
quality assurance still are being developed. 
(See ch. 6.) 

A provision of the act, known as the dual 
choice requirement, mandates that certain 
employers offer their employees the choice 
of enrolling in a qualified HMO. Employers 
which GAO contacted reported no significant 
effect on their costs from offering dual 
choice. Rather than relying on the statu­
tory requirement to force employer action 
in this area, the HMOs rely on marketing 
based on their merits. (See ch. 5.) 

Several aspects of HEW's implementation of 
the act which GAO reported in September 
1976 \ J still hamper development of the HMO 
concept. The problems include 

—fragmented responsibility and uncoordinated 
efforts in operating the program, 

—insufficient staff with expertise needed to 
administer the program effectively, and 

—slow issuance of final regulations and 
guidelines for implementing and enforcing 
requirements of the act. 

V"Factors That Impede Progress In Implement-
~* ing the Health Maintenance Organization Act 

of 1973" (HRD-76-128, Sept. 3, 1976). 
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HEW acknowledges these problems and has 
committed itself to restructuring and 
revitalizing the Federal HMO program. 
(See ch, 7.) 

RECOMMENDATIONS TO HEW 

The Secretary of HEW should 

—issue all final regulations and guidelines 
and/or criteria for defining how a commun­
ity rating system should work; for evaluat­
ing requests for waiver of the open enroll­
ment requirement; and for governing third-
party relationships in an HMO setting; 

—develop and disseminate guidelines for de­
signing quality assurance programs and 
implement procedures for reviewing HMOs' 
compliance with the quality assurance re­
quirements of the act; and 

—obtain additional staff with needed ex­
pertise to effectively administer the 
Federal HMO program. 

RECOMMENDATIONS TO THE CONGRESS 

Several bills have been introduced in the 
Senate and the House proposing amendments 
to the act. (See p. 5.) Specifically 
the Congress should defer action 

—on proposals intended to stimulate 
Medicaid and Medicare enrollments until 
HEW demonstrates that it could effec­
tively administer proposed changes in 
the reimbursement method and implement 
an effective compliance program and 

—on proposals to increase total loans 
available to individual HMOs until HEW 
demonstrates that it can effectively 
administer the existing loan program. 

The Congress should enact the proposed 
financial disclosure requirements for 
third-party relationships and the pro­
posed training program for HMO managers. 

Ttar Shttt ^^^^ 



AGENCY COMMENTS 

HEW generally agreed with the findings and 
recommendations of the report and stated 
that it is generally accurate in its evalua­
tion of the 14 qualified HMOs at the time 
GAO examined them. However: 

—HEW disagreed with GAO's recommendation 
that the Conqress defer action on proposed 
legislative amendments intended to stimulate 
Medicaid and Medicare enrollment in HMOs. 
HEW stated that it has initiated or proposed 
measures to correct problems cited by GAO. 

—HEW also disagreed with GAO's recommendation 
that the Congress defer action on the pro­
posed increase in total loans available to 
HMOs until HEW demonstrates that it can 
effectively administer the existing loan 
program. HEW pointed out that, although 
it has not developed a formal uniform loan 
policy and has not effectively monitored 
some HMOs' financial performance, improve­
ments and changes are already in process. 

—HEW concurred with GAO that there is a need 
for a training program to develop HMO man­
agers. HEW disagreed with GAO's recommenda­
tion that the Congress enact the training 
program contained in a bill proposing.amend­
ments to the HMO Act. HEW believes that 
needed training can be provided under exist­
ing authorities. 

HEW has formulated plans for, and is taking 
steps to, implement the changes GAO believes 
are needed. However, GAO continues to be­
lieve that the Congress should defer action 
on stimulating Medicare and Medicaid enroll­
ment and increasing total loans available 
to individual HMOs until HEW takes sufficient 
action to demonstrate it has solved the prob­
lems GAO has pointed out. 

Regarding the training of HMO managers, GAO 
continues to believe that good management is 
such an important part of the continued de­
velopment of the HMO concept that it warrants 
the enactment of a special program to develop 
highly-skilled HMO managers. 

iv 
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CHAPTER 1 

INTRODUCTION 

A health maintenance organization (HMO) is a legal entity 
which provides specific health services to its members in re­
turn for a prepaid, fixed payment. HMOs are an alternative 
to the traditional health care delivery system wnich provides 
health care on a fee-for-service basis. The HMO concept pro­
vides a financial incentive for an HMO to emphasize preven­
tive medicine and control use of health services to reduce 
overall health care costs. 

The Health Maintenance Organization Act of 1973 
(42 U.S.C. 300e (Supp. V, 1975)) authorized a program to 
help develop new HMOs and expand existing ones by 

—providing financial assistance through grants, con­
tracts, and loans and 

—requiring certain employers to offer their employees 
the health benefit option of membership in HMOs which 
the Department of Health, Education, and Welfare (HEW) 
has "qualified" as complying with the requirements of 
the act. 

Section 1314 of the HMO Act of 1973 required us to 
evaluate and report on the operations of at least 50 quali­
fied HMOs which had been delivering health services for at 
least 3 years. However, as of June 1976, HEW had qualified 
only 17 HMOs, and, as acknowledged in the Senate report on 
the HMO Amendments of 1976 (S. Rep. No. 94-844), the slow 
progress in qualifying HMOs made the requirement to evaluate 
50 qualified HMOs unrealistic. Therefore, in October 1976, 
the act was amended to require us to (1) evaluate at least 
10 or one-half (whichever is greater) of the HMOs qualified 
as of December 31, 1976, and which had received financial 
assistance under the act and (2) report the results of our 
evaluations to the Congress by June 30, 1978. V 

By December 31, 1976, HEW had qualified 27 HMOs. 2/ We 
selected 14 for review, and our evaluations are summarized 
in this report. Section 1314(a) of the act directed us to 
evaluate the HMOs in terms of their ability to: 

1/The HMO Act of 1973 was amended in October 1976 by the HMO 
Amendraents of 1976 (Public Law 94-460). 

2/HEW had qualified 51 HMOs through December 1977. 



—Provide health services in the manner prescribed by 
section 1301(b) of the act. (See ch. 2.) 

—Meet the organizational and operational requireraents 
of section 1301(c) of the act. (See ch. 3.') 

—Include indigent and high-risk individuals in their 
raembership and provide services to medically under-
served populations. (See ch. 3.) 

—Operate on a fiscally sound basis without continued 
Federal financial assistance. (See ch. 4.) 

Section 1314(b) directed us to report on the economic 
effect of section 1310 of the act which requires certain 
employers, who offer employee health benefit plans, to give 
their employees the option of enrolling in a qualified HMO— 
dual choice. (See ch. 5.) 

Section 1314(c) directed us to (1) evaluate HMOs' effect 
on the health of the public, (2) evaluate and compare opera­
tions of different types of HMOs (see below), and (3) evaluate 
and compare HMOs with alternative forms of health care d.eliv-
ery. As acknowledged in the Senate report on the HMO Amend­
ments of 1976, the evaluations and comparisons required by 
section 1314(c) were precluded by the slow progress in quali­
fying HMOs. Thus, we have not studied specifically the issues 
raised by section 1314(c). However, in our evaluation of 
14 HMOs, we examined their quality assurance systems, which 
could affect the health of HMO members. (See ch. 6.) 

In September 1976, we reported on problems which HEW 
had in implementing and managing the HMO program. _!/ In 
this report, we present an update on HEW's progress toward 
solving some of these probleras. (See ch. 7.) 

DESCRIPTION OF THE 14 
HMOs EVALUATED 

The HMO Act recognizes three basic types or models of 
HMOs: staff, group practice, and individual practice asso­
ciation (IPA). Of the 14 HMOs we evaluated, 6 were qualified 
as staff models, 5 as group practices, and 3 as IPAs. (See 
?. 6.) 

l/"Factor3 That Impede Progress In Implementing The Health 
Maintenance Organization Act of 1973" (HRD-76-128, Sect. 3, 
1976). 



As defined by HEW, the staff model HMO delivers out­
patient health services at centrally located facilities 
through its own health professional staff which is employed 
directly by the HMO. The group practice HMO contracts with 
a medical group, partnership, or corporation composed of 
health professionals who provide health services on a salaried 
or fixed-amount-per-member basis. The IPA model HMO con­
tracts with a partnership, corporation, or association, which 
in turn contracts with individual health professionals who 
provide health care on a fee-for-service basis. The IPA uses 
existing facilities of individual providers in contrast with 
the staff and group practice models which centralize delivery 
points. 

None of the HMOs operated its own hospital. The HMOs 
depended on community hospitals to provide inpatient serv­
ices under a variety of arrangements. The basis for payment 
ranged from a cost-based reimbursement to an arrangement under 
which the HMO paid each members' premiums to Blue Cross and 
Blue Cross paid members' hospital bills. None of the HMOs 
directly provided all medical services to its members. To 
varying degrees, each HMO used non-HMO health professionals 
on a referral basis for inpatient and outpatient care. 

Eleven of the 14 HMOs had been providing health care 
services for between 0.4 and 4.3 years before becoming 
qualified. At December 1977, the 14 HMOs had been operating 
as qualified HMOs for between 1.2 to 3.2 years; their total 
enrollment was about 202,700; and their individual enroll­
ments ranged from 7,577 to 33,385. 1_/ 

As of June 1977, 10 of the HMOs provided some health 
care services on a fee-for-service basis. Such services 
generated from 0.3 to 8.2 percent of the HMOs' revenues 
during January through June 1977. 

1/Of the 51 HMOs qualified at December 31, 1977, 24 were 
staff models, 14 were group practices, and 13 were IPAs. 
Their total enrollment was about 4 million, of which about 
3.3 million were members of 4 Kaiser Foundation Health 
Plan organizations, which became qualified in October 1977 
According to HEW, only the Kaiser plans control the hos­
pitals which provide inpatient care to their members. 



FEDERAL FINANCIAL ASSISTANCE 
UNDER THE HMQ ACT 

Through December 1977, the 14 HMOs had obtained grants 
and direct loans under the HMO Act totaling about $35.2 mil­
lion or about 36 percent of financial assistance to HMOs 
qualified at that time. 1/ (See p. 6.) 

The HMO Act authorizes grants to public or nonprofit 
organizations for feasibility studies, planning, and initial 
developraent. The act, as amended, also authorizes HEW to 
help a qualified HMO meet its operating expenses during its 
first 5 years of operation after qualification by (1) loan­
ing up to $2.5 million to each public or nonprofit HMO or 
(2) guaranteeing non-Federal loans up to $2.5 million to 
each private HMO operated for profit which serves a medically 
underserved population. 

Each HMO we evaluated was classified as nonprofit. Of 
the 51 HMOs qualified at December 31, 1977, only 3 were 
classified as private. HMOs operated for profit and 2 of 
these had obtained loan guarantees totaling $2.2 million. 

Before the HMO Act, planning and development grants for 
HMOs were awarded priraarily under sections 304, 314(e), and 
910(c) of the Public Health Service Act. From 1970 to 1976, 
such grants to the 14 HMOs totaled about $6.5 million. 

SCOPE OF EVALUATION 

We made our review at the Health Services Administration 
headquarters in Rockville, Maryland; the HEW regional offices 
in Atlanta, Georgia; Boston, Massachusetts; Chicago, Illinois; 
New York, New York; Denver, Colorado; Philadelphia, Pennsyl­
vania; Kansas City, Missouri; San Francisco, California; and 
Seattle, Washington; and the offices of the 14 HMOs evaluated. 
To evaluate the HMOs' ability to meet the requirements and 
purposes of the act, we 

—compared their organizational structures and provision 
of health services to related requirements set forth 
in the act and HEW regulations; 

—determined what programs they have established to pro­
vide health services to medically underserved areas, 
high-risk individuals, and the medically indigent; 

VSee app. II for a listing of all qualified HMOs which had 
" received financial assistance as of December 31, 1977. 



—reviewed each HMO's financial projections and related 
assumptions and compared each HMO's financial history 
to the financial projection it submitted when apply­
ing for qualification and/or a Federal loan; 

—reviewed the performance of their marketing programs, 
financial management systems, and systems for monitor­
ing utilization of services; 

—interviewed selected employers which the HMOs had con­
tacted regarding the offering of HMO plans as alter­
native health benefit plans; and 

—determined what programs the HMOs have developed to 
assure and evaluate the quality of care provided to 
their merabers. 

To evaluate HEW's adrainistration of the Federal HMO pro­
gram, we talked to headquarters and regional office personnel 
and reviewed records and files from the Division of HMOs and 
the Division of HMO Qualification and Compliance. 

In addition, we reviewed the following proposed bills 
which were introduced to amend the HMO Act. Our review con­
centrated on the provisions which might affect our findings 
and conclusions. 

Proposed HMO Amendments of 1978 

I.S. 2534 introduced on February 10, 1978, by the 
Chairman and the Ranking Minority Member of the Sub­
committee on Health and Scientific Research, Senate 
Committee on Human Resources. 

2. S. 2676 (Administration proposal) introduced on 
March 6, 1978. 

3. H.R. 9788 introduced on October 27, 1977, by the 
Chairman of the House Select Comraittee on Aging. 

4. H.R. 11461 (Administration prooosal) introduced on 
March 10, 1978. 

5. H.R. 11388 introduced on March 8, 1978, by the 
Chairman of the House Select Committee on Agino. 



ii!l!95_l:Ẑ iuated by GAO 

(i\ 

HMO 

Sound Health Assn. 
Plorida Health Care Plan 
North Communities Health 
Plan 

Portland Metro Health Plan 
Community Health Care 
Center Plan 

Rhode Island Group 
Health Assn. 

Penn Group Health Plan 
Rocky Mountain HNO 
Genesee Valley Group 
Health Assn. 

Health Service Plan of 
Pennsylvania 

Health Care of Louisville 
Colorado Health Care 
Services 

Prime Health 
Health Alliance of 
Northern California 

Total 

Date 
qualified 
(note a) 

11/74 
5/75 

5/75 
7/75 

10/75 

10/75 
11/75 
12/75 

1/76 

4/76 
4/76 

8/76 
11/76 

Type 
of HMO 

Staff 
Staff 

Group 
IPA 

Staff 

Staff 
Group 
IPA 

Group 

Group 
Staff 

IPA 
Staff 

11/76 Group 

Membership at 
December 31, I977 

10,963 
7,577 

10,485 
10,063 

22,989 

23,196 
16,717 
10,316 

33,385 

10,516 
10,863 

13,264 
9,067 

13,275 

202,676 

HMO Act financial 
assistance as of 
December 31, 1977 

Grants " Loans 

$ 304,738 
124,456 

478,618 
455,188 

$ 2,500,000 
2,058,000 

1,250,000 
2,500,000 

362,461 2,090,000 

1,542,255 
602,439 
192,937 

2,500,000 
1,000,000 
332,000 

298,500 2,500,000 

1,015,281 

548,417 
1,112,381 

722,224 

$7,759,895 

2,213,000 
2,500,000 

1,413,000 
2,273,000 

2,342,000 

$27,471,000 

a/Regulations governing the administration of section 1310 (dual choice provision) of 
the HMO Act were not published until October 28, 1975. HMOs qualified before that 
date were qualified for financial assistance only—not for using section 1310 as a 
marketing tool. Such HMOs were qualified for dual choice after the regulations 
were issued. 



CHAPTER 2 

HAVE HMOs BEEN ABLE TO COMPLY WITH 

REQUIREMENTS FOR PROVIDING HEALTH SERVICES? 

Qualified HMOs must provide health services in the 
manner prescribed by section 1301(b) of the HMO Act. \ J 
This section originally required, among other things, that 
HMOs (1) provide specified basic and suppleraentcil health 
services, (2) provide basic health services through health 
professionals who are either HMO employees, members of a 
group practice or IPA, and (3) use a community rating system 
to establish fixed subscriber payments for basic health 
services. 

The HMOs we evaluated generally have provided health 
services in the manner required by the act. However, during 
our evaluation, we noted the following: 

—Some subscriber rates of some HMOs appeared to vio­
late the community rating requirement, but we could 
not assess their overall compliance because specific 
methods for translating the requirement into sub­
scriber rate structures have not been defined. 

—Some amendments to the act which were designed to 
ease requirements for HMOs have had little effect on 
the 14 HMOs' modes of operation, i.e.: 

(1) Although the act no longer requires children's 
preventive dental care or supplemental serv­
ices, these HMOs generally have retained such 
services. 

(2) Although HMOs may now use any combination 
of staff, group, or IPA health professionals 
as long as 35 percent of the hired medical 
group's professional activity is devoted to 
serving HMO members, these HMOs have not 
changed their modes of operation. 

I/Each HMO we evaluated was qualified under Federal regula-
~ tions which implemented the original act. Therefore, we 

evaluated their compliance with the original act, but we 
also assessed the effect of the October 1976 amendments on 
their continuing compliance, where appropriate. 



METHODS FOR IMPLEMENTING 
COMMUNITY RATING ARE UNCLEAR 

Traditionally, health benefit plans are offered by in­
surance companies. Premiums are based on past or expected 
health services utilization and costs. Employee groups with 
low utilization and costs have low premiuras, and those with 
high utilization and costs have high premiums. 

Section 1301(b}(i) of the dct requires HMOs to break 
away from the traditional method of establishing subscriber 
payraents. Qualified HMOs must establish rates of payment 
for subscribers based on the expected costs of providing 
health care to all enrollees—not for speĉ ific groups or 
individuals—so that health care costs are spread evenly 
among their members. However, in our opinion, the act does 
not clearly define how a community rating system should work. 

Section 1302(8) defines community rating as a system of 
fixing subscriber rates which (1) may be determined on a per-
member or per-family basis, (2) raay vary with family size, 
and (3) must be eguivalent for individual5i and families of 
similar composition. Y/ 

The act, as amended, permits nominal rate differences 
for certain membership categories to reflect cost differences 
in marketing and in administrative procedures for collecting 
payments. HMOs may supplement the fixed subscriber payments 
by requiring nominal copayments for providing specific basic 
health services. In addition, HMOs are allowed to combine 
group rates to accommodate employers' purchasing practices 
as long as the differences are nominal. 

A lack of clarity in the act's requirements for imple­
menting the community rating system prevented us from con­
clusively assessing the HMOs' compliance. The act does not 
define certain terras, such as norainal and equivalent. HEW 
has approved the rate structures of qualified HMOs without 
defining chese terms or adopting guidelines for translating 
the comraunity rating requireraent into a rate structure. In 
February 1978, the Director of the Office of HMO Qualifica­
tion and Corapliance said that HEW was developing guidelines 
for the coramunity rating requireraent. 

1/The 1976 amendments allow HMOs which provided prepaid com-
~ prehensive health services before becoming qualified to 
wait 4 years after qualification to implement community 
rates. 



without guidelines, implementation of the community 
rating requirement is open to interpretation. As a result, 
HMOs have used a variety of approaches and rate structures 
to set community rates. We found one aspect of some rate 
structures which may violate the act. Seven of the 14 HMOs 
use both two- and three-step structures, such as the one 
below, to accommodate the purchasing practices of various 
employers. We believe this approach can result in rates 
which are not equivalent for couples. 

Monthly group rates 
Two-step Three-step 

Single $30.50 Single $30.50 
Family 80.50 Couple 61.00 

Family 88.80 

Under the three-step structure the couple rate is $61.00 
a month, but the couple rate under the two-step structure is 
$80.50—about 32 percent more—because couples are classi­
fied as families. For the other HMOs which used two- and 
three-step rates, the couple rate was from 19 to 44 percent 
more under the two-step structure than under the three-step 
structure. 

As previously mentioned, the act allows HMOs to estab­
lish composite group rates in a systematic raanner to accom­
modate employers' purchasing practices, but only if differ­
ences in composite rates are nominal. We believe differences 
of 19 to 44 percent cannot be considered nominal and there­
fore, the rates for couples cannot be considered equivalent 
under the two- and three-step structures. 

Confusion over community rating has affected not only the 
HMO prograra, but also the Civil Service Commission. The Com­
mission informed HEW of problems it had in auditing rates under 
the Federal Health Benefits program. In addition, we reported 
in January 1978, that the Commission does not have criteria 
to determine the reasonableness and equity of the premium 
rates of community-rated Kaiser plans in California. 1 / In 
response to our report, the Commission stated that it"was 
awaiting HEW's response to the issues it had raised concern­
ing coramunity rating. 

l/"Civil Service Should Audit Kaiser Plans' Premium Rates 
Under The Federal Employees Health Benefits Program to 
Protect The Government" (HRD-78-42, Jan. 23, 1978). 



AMENDMENTS HAVE HAD LITTLE EFFECT 
ON THE TYPES OF SERVICES OFFERED 

Section 1302(1) of the act defines the basic health 
services which HMOs must provide directly or indirectly. 
Under the original act, basic health services included 
(1) physician services, (2) hospital services, (3) emergency 
services, (4) outpatient mental health services, (5) alcohol 
or drug abuse treatment, (6) diagnostic laboratory services, 
(7) home health services, and (8) preventive health services, 
including voluntary family planning services, infertility 
services, and preventive dental care and eye examinations 
for children. 

As we reported in September 1976, over 50 percent of 
the respondents to our questionnaire believed that certain 
basic and supplementary services could make HMOs noncompe­
titive. IJ They were concerned especially about two basic 
services—alcohol or drug abase treatment and children's 
preventive dental care. 

The 1976 amendments deleted children's preventive dental 
services as a required service, but alcohol and drug abuse 
treatment was retained because available evidence did not 
indicate it was an economic burden to the HMO. Seven of the 
14 HMOs planned to drop children's preventive dental care as 
a result of the amendments, but the remainder planned to re­
tain it as a basic benefit. 

Section 1301(b) originally required HMOs to either pro­
vide supplemental health services or arrange for them to be 
provided, regardless of whether members had contracted for 
th: services. Ih such cases, an HMO could require payments 
and fixed monthly payments for basic services. As defined 
by section 1302(2), supplemental services include (1) inter­
mediate and long-terra care, (2) vision, dental, and mental 

]./During a prior review of HMOs under the act, we sent a 
questionnaire to 809 entities which, according to HEW 
regional officials, had been sent grant application pack­
ages between January and May 1974. The purpose of our 
questionnaire was to determine 

—why potential HMOs had not requested financial 
assistance and 

—what problems were encountered by successful HMO 
applicants in complying with the act. 

10 



health care not included in the basic benefit package, 
(3) long-term rehabilitative services, and (4) prescription 
drugs. 

The 1S76 amendments made supplemental services optional 
for HMOs. None of the HMOs we evaluated planned to drop sup­
plemental services as a result of the amendments. In fact, 
officials of 10 HMOs said they had already included some or 
all of the suppleraental services in their basic benefit 
packages. 

AMENDMENTS HAVE HAD LITTLE EFFECT 
ON MODE OF HEALTH SERVICE DELIVERY 

Section 1301(b)(3) originally required each HMO to pro­
vide basic health services through either (1) its own health 
professionals who were HMO employees, (2) a group practice 
with which the HMO had contracted for services, or (3) an 
IPA with which the HMO had contracted for services. An HMO 
could not use a combination of the three modes of health 
care delivery. However, the 1976 amendments, made it per­
missible for an HMO to use a combination of any of the 
three types of health professionals. Only one of the HMOs 
we evaluated foresaw the possibility of changing its mode of 
operation in the near future as a result of che amendments. 

The amendments also eased a restriction on use of medical 
groups to provide health care. Section 1302(4) defines a 
medical group as a partnership, association, or other group 
of licensed health professionals whose principal professional 
activity is serving HMO merabers. HEW regulations interpreted 
"principal professional activity" to mean more than 50 per­
cent. The intent of the amendment is to reduce the require­
ment from 50 to 35 percent. Only one HMO—a medical group 
model—said it might reduce the average percent of activity 
devoted to HMO raembers as a result of the araendraent. 

CONCLUSIONS 

The HMOs we evaluated generally have provided health 
care services in the raanner required by the act. However, 
we found that: 

—HEW has not issued guidelines for establishing rate 
structures; therefore we could not conclusively 
determine the HMOs' compliance with the community 
rating requirement. 

—Some HMOs have two- and three-step rate structures 
under which the rates for couples do not appear to 
be equivalent. 

11 



RECOMMENDATION TO 
THE SECRETARY OF HEW 

We recoraraend that the Secretary of HEW direct the Assist­
ant Secretary for Health to develop and disseminate guidelines 
for use by HMOs in implementing the comraunity rating require­
raent of the HMO Act. 

AGENCY COMMENTS 

HEW concurred with our recommendation but pointed out 
that, although written guidelines have not been available, 
it has consistently applied a proper interpretation of com­
munity rating during the past 18 months. Guidelines are 
being prepared and will be issued in about 2 months. 

12 



CHAPTER 3 

HAVE HMOs BEEN ABLE TO COMPLY WITH THE 

ACT'S ORGANIZATIONAL AND OPERATIONAL REQUIREMENTS? 

The HMO Act prescribes not only how the HMOs must provide 
services but also how HMOs must be organized and operated. 
Section 1301(c) of the original act required, among other 
things, that HMOs (1) have a financially sound operation 
(see ch. 4), (2) enroll persons who are broadly representa­
tive of the various age, social, and income groups in their 
service area, (3) have an annual open enrollment period of 
at least 30 days during which the HMO accepts persons in the 
order that they apply for enrollment, and (4) have organiza­
tional arrangements for an ongoing quality assurance program. 
(See ch. 6.) 

Although the act does not specifically state that an HMO 
must enroll elderly or indigent individuals; this is implicit 
in the requirement that HMOs enroll persons broadly represen­
tative of all age, social, and income groups. Also, the act 
does not specifically require an HMO to enroll high-risk 
individuals, such as the chronically ill and permanently in­
jured, but open enrollment periods would give these individ­
uals the opportunity to enroll. 

The act also encourages—but does not require—HMOs to 
provide health services to persons in areas which HEW classi­
fies as medically underserved. 

The HMOs we evaluated generally have been organized and 
operated in the manner described by section 1301(c), except 
for the matters described below. 

—HMOs have not enrolled persons broadly representative 
of their service areas, as evidenced by the fact that 
their memberships generally included few elderly or 
indigent persons. 

—Although several of the 14 HMOs should have held 
30-day open enrollment periods under the original 
act, none did. None of the 14 HMOs is yet required 
to offer open enrollment under the act, as amended, 
and none definitely plans to offer open enrollment 
until it is required. Consequently, high-risk 
individuals have not had ready access to membership 
in these organizations. 

13 



We also found that merely encouraging HMOs to serve 
medically underserved areas does not insure that they will 
enroll persons residing in such areas. Some HMOs are serving 
underserved populations to some extent, but that has occurred 
unintentionally. 

HMO MEMBERSHIP IS NOT 
BROADLY REPRESENTATIVE 

Section 1301(c)(3) requires HMOs to enroll persons 
broadly representative of the various age, social, and income 
groups in their service areas. However, most HMOs market 
their plans mainly to employee groups, and, therefore, they 
generally enroll few elderly or indigent individuals. 

Section 1310 of the act requires certain employers with 
25 or more employees to include in their employees' health 
benefits the option of joining a qualified HMO. Under this 
provision, HMOs have access to a large segment of the 
population—employed citizens whose employers offer a health 
benefit program. As of June 1977, employee group contracts 
supplied about 94 pefcent of the membership of the 14 HMOs 
we evaluated. 

The act, however, does not give HMOs a specific mechanism 
for actively enrolling elderly or medically indigent persons, 
who generally depend on the Medicare and/or Medicaid programs 
to pay for their health care needs. To provide prepaid serv­
ices to elderly or indigent persons, HMOs must contract with 
HEW to provide Medicare benefits and with States to provide 
Medicaid benefits. However, neither the HMO Act nor the 
Social Security Act requires HEW or States to contract with 
qualified HMOs. 

Propos .Is intended to stimulate enrollment of Medicare 
and Medicaid beneficiaries in qualified HMOs were included 
in proposed HMO Amendments of 1978 (S. 2676, H.R. 9788, 
H.R". 11388, and H.R. 11461). Although we support the pro­
posals in principle, we believe practical problems within 
HEW have to be solved before the proposals could be imple­
mented effectively. 

Service to elderly individuals 

As of March 28, 1978, only 3 of the 14 HMOs had con­
tracted with HEW to provide covered health services to 
Medicare recipients. As of December 1977, persons age 65 
or over represented only about 2.5 percent of the 14 HMOs' 
total members. Persons age 65 or over comprise about 
10 percent of the population nationwide. 

14 



Age Distribution for 13 (note a) HMOs as of 12/31/77 

Age group 

0-14 
15-44 
45-64 
65 and up 
Not reported 

Percent of 
total membershio 

26.7 
54.9 
15.7 
2.5 
0.2 

100.0 

£/Data for one HMO was not available. 

The 1972 amendments to the Social Security Act (Public 
Law 92-603) authorized HEW to award cost reimbursement con­
tracts to HMOs to provide Medicare services. Under the 
amendments, HEW has several methods for determining an HMO's 
cost reimbursement for Medicare. Basically, an HMO is paid 
an interim rate per enrollee, and, at the end of the contract 
period, a retroactive adjustment is made based on the actual 
cost of providing covered services. According to HEW, actual 
final payments are so unpredictable as to discourage HMOs' 
interest in Medicare contracts. Other HEW officials stated 
that eight HMOs have contracted to serve Medicare recipients, 
and none of them has experienced any adverse effects. 

Amendments proposed in S. 2676, H.R. 11461, H.R. 9788, 
and H.R. 11388 would allow HEW to reimburse an HMO a pre­
determined, fixed amount per Medicare enrollee. The amount 
would be set at 95 percent of the estiraated average cost to 
provide Medicare services through the fee-for-service system 
in the HMO's service area. Under S. 2676 and H.R. 11461, 
HEW would also estimate the amount that the HMO would charge 
Medicare members if the HMO billed thera on the basis of a 
coramunity rate, adjusted for Medicare population characteris­
tics, such as age and sex. If the adjusted rate is lower than 
the "95 percent" payment, the HMO must return the difference 
to its merabers through some combination of extra services or 
reduced premiums. 

Service to the medically indigent 

As of December 1977, only four of the HMOs we evaluated 
had contracted with States to enroll Medicaid recipients. 
These recipients totaled about 3,900 of the 4 HMOs' total 
membership of about 58,000. On an individual basis, Medicaid 
recipiants comprised 19, 10, 6, and 0.5 percent of the inembers 
of the four HMOs. 
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The director of one HMO which had no Medicaid members 
said the HMO did not want Medicaid enrollees because it did 
not want a "government subsidized, welfare image." The 
president of another HMO said Medicaid was the HMO's "lowest 
priority" because the "bad image" of a "poor people's pro­
gram" might jeopardize marketing efforts. 

In contrast, officials of seven HMOs said they had tried 
unsuccessfully to contract with States to serve Medicaid re­
cipients on a prepaid basis. In one instance, an HMO began 
negotiating an agreement in 1972, but, as of September 1977, 
it had not been successful. State officials, in this in­
stance, told us that they had tried to formulate a standard 
agreement for all HMOs in the State. According to the HMO 
executive director, the standard agreement was unworkable 
because it failed to recognize differences among HMOs. 

Section 202 of the HMO Amendments of 1976 may partially 
alleviate probleras faced by HMOs which have not been able to 
get State Medicaid contracts. Under the amendments, the 
Federal Government will, with certain exceptions and condi­
tions, share in Medicaid costs under prepaid risk contracts 
only if the contracts are with qualified HMOs. The 1976 
amendments, however, do not require States to contract with 
qualified HMOs to serve Medicaid recipients, and each State 
establishes its own reimbursement policy. 

Amendments proposed in S. 2676, H.R. 11461, H.R. 9788, 
and H.R. 11388 would require States to contract with qualified 
HMOs which seek Medicaid enrollment. The Administration's 
amendments, S. 2676 and H.R. 11461, also propose that States 
be required to pay an HMO a predetermined fixed amount per 
enrollee. The amount would be set at 95 percent of the" 
estimated average cost to provide Medicaid services through 
the fee-for-service system in the HMO's service area. Under 
S. 2676 and H.R. 11461, HEW would estimate the amount that 
the HMO would charge Medicaid members if the HMO billed them 
on the basis of a community rate, adjusted for Medicaid popula­
tion characteristics, such as age and sex. If the adjusted 
rate is lower than the "95 percent" payment, the HMO would 
have to return the difference through extra services as 
agreed to with the State. 

Action on proposed methods for determining 
Medicare and .Medicaid payments to HMOs 
should be deferred 

The proposed methods (S. 2676 and H.R. 11461) for 
determining Medicare and Medicaid oayments to HMOs would 
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require HEW to (1) estimate the cost to provide Medicare and 
Medicaid services in the fee-^for-service sector in each HMO's 
service area and (2) estimate for each HMO a coraraunity rate, 
adjusted for age and sex characteristics. We question HEW's 
ability to make these estimates and to monitor the activities 
of HMOs serving Medicare and Medicaid enrollees. Until HEW 
demonstrates that it can deal effectively with these problems, 
we believe action on these proposals should be deferred. 

Fee-for-service estimates 

In 1971, California enacted legislation which permitted 
the State to contract with HMOs to provide prepaid health 
services to Medicaid recipients in return for a fixed, monthly 
premium per enrollee. Under Federal and State regulations, 
the premium is not to exceed the average cost-per-person 
which the State estimates would be paid in the fee-for-service 
sector. 

However, in September 1974 \ / and August 1975 2 / we re­
ported that California had significant problems in accurately 
estimating fee-for-service costs. For example, we found that 
fee-^for-service estimates were based on cost data as much as 
2 years old. We believe that similar difficulty would exist 
in estimating costs under the Medicare program because as of 
March 1978, HEW's most recent Medicare cost data was for 
calendar year 1976. 

We also found that California's estimates did not allow 
for the possibility that HMOs were excluding high-risk, high-
cost Medicaid recipients; thereby, keeping them in the fee-
for-service sector, while healthier, lower-cost recipients 
were joining HMOs, thereby causing higher average fee-for-
service costs. As discussed later, high-risk individuals 
generally do not have access to membership in qualified HMOs. 
HEW does not know the extent to which this factor makes HMO 
utilization data not comparable to fee-for-service utilization 
data. 

l/"Better Controls Needed For Health Maintenance Organizations 
~ Under Medicaid in California" (B-164031(3) , Sept. 10, 1974). 

2/"Deficiencies in Determining Payraents to Prepaid Health 
" Plans Under California's Medicaid Program" (MWD-76-15, 

Aug. 29, 1975). 
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Adjusted community rates 

Earlier in this report, we noted that we could not assess 
compliance with the coramunity rating requirement because HEW 
has not issued guidelines to translate the requirement into a 
rate structure. Without such guidelines, we question whether 
HEW can properly estimate adjusted community rates for every 
HMO serving Medicare and Medicaid recipients. 

Corapliance functions 

In our 1974 report on California's Medicaid program, we 
noted that there were significant questions about the pro­
priety and/or adequacy of HMOs' marketing and disenrollment 
practices, grievance procedures, and quality of care. As dis­
cussed later, we found that HEW has not developed an effective 
compliance function to assure systematically that similar 
problems do not exist in qualified HMOs. Before proposals 
are enacted to stimulate Medicare and Medicaid enrollment in 
HMOs, HEW should deraonstrate it has an effective compliance 
function. 

LACK OF OPEN ENROLLMENT MEANS LACK OF 
ACCESS FOR HIGH-RISK INDIVIDUALS 

Section 1301(c)(4) originally required an HMO to have 
an annual 30-day open enrollment period. During that period 
the HMO had to enroll individuals, up to capacity, in the 
order they applied for membership, without regard to pre­
existing illness, medical condition, or degree of disability. 
Thus, open enrollment provided a way for high-risk individuals 
(those likely to use HMOs' services more than usual) to en­
roll in HMOs. However, the act authorized HEW to waive the 
requirement if an HMO could demonstrate that its financial 
soundness was, or would be, jeopardized because it had en­
rolled, or would be forced to enroll, a disproportionate 
number of high-risk individuals. 

In Noveraber 1975, we testified before the Subcoraraittee 
on Health, Senate Committee on Labor and Public Welfare, that 
many respondents to our April 1975 questionnaire believed 
open enrollment could make qualified HMOs noncompetitive. 1̂ / 
The experience of two HMOs which we evaluated confirmed the 
respondents' concerns. 

1/Forty-six percent of the respondents (562 responded) agreed 
"" that requiring open enrollment periods would make HMOs non­
competitive; 23 percent disagreed and 31 percent had no 
opinion. (See also footnote 1, p. 10.) 
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One HMO offered open enrollment for 30 days shortly 
before it becarae qualified and enrolled 1,183 persons during 
the period. During the first 8 months after qualification, 
the HMO's cost per-open enrollee was 52 percent higher than 
for persons enrolled through group enrollment. Persons who 
joined during open enrollment needed more hospital services, 
outpatient services, referral services, and other services 
such as ambulance and private nursing. For instance, group 
enrollees used 515 hospital days per 1,000 members in con­
trast with 1,071 days for open enrollees. 

Another HMO offered open enrollment after becoming 
qualified but discontinued it after only 8 days because 
about 30 of the 40 open enrollees had preexisting and/or 
chronic medical conditions. The conditions included hyper­
tension, cancer, heart problems, diabetes, cataracts, 
arthritis, and alcoholism. On an annualized basis, as 
shown below, the open enrollees' utilization rates were 
significantly greater than the total membership's rates 
from October 1974 to March 1976. 

Annualized utilization rates 
Open 

enrollment All 
Type of service members members 

Hospital days per 1,000 members 1,350 495 
Office visits per member 6.9 5.9 

In October 1976, amendraents to the. HMO Act relaxed the 
open enrollment requirement. In our opinion, the amended 
requireraent does not threaten HMOs' financial soundness be­
cause open enrollment is required only for HMOs which 

—have been providing comprehensive health services on 
a prepaid basis for at least 5 years or have at least 
50,000 raerabers and 

—did not incur an operating deficit in their most 
recent fiscal year. 

To provide further fiscal protection, the amended re­
quirement lessens an HMO's exposure to possible enrollment 
of high-risk individuals. More specifically, an HMO may 
terminate an open enrollment period either when the number 
of open enrollees equals 3 percent of its net enrollment 
increase for the prior fiscal year or when the open enroll­
ment period has lasted for 30 consecutive days. 

19 



HMOs are still required to enroll persons in the order 
they apply, without regard to preexisting illness, medical 
condition, or degree of disability, but not if the person is 
confined to an institution. As a further safeguard, HEW may 
waive the open enrollment requirement if an HMO deraonstrates 
that open enrollment would threaten its financial soundness. 

As of June 30, 1977, none of the HMOs we evaluated were 
required to offer open enrollment under the amended criteria, 
and only two stated they might offer open enrollment before 
being required to by law. Therefore, high-risk individuals 
generally will not have access to membership until the HMOs 
are required to offer open enrollment. V 

Under the original requirement, 6 of the 14 HMOs should 
have offered or begun offering open enrollment before the 
1976 amendments relaxed the requirement, or they should have 
obtained a waiver from HEW. However, we found that only one 
had held open enrollment (a total of 8 days) after becoming 
qualified. Each of the six HMOs had requested a waiver from 
HEW, and some said HEW had approved their requests tacitly. 
HEW had not approved the requests formally because it had no 
forraal criteria for approving or disapproving waiver requests. 

As of February 1978, HEW still had not established formal 
criteria. However, under the amended requirement, 11 of the 
51 HMOs qualified at that time will have to offer open enroll­
ment if HEW does not waive the requirement. Therefore, HEW 
must establish criteria for considering waiver requests. 

MEDICALLY UNDERSERVED AREAS 
ARE NOT SPECIFICALLY COVERED 

HEW designates geographic areas or population groups 
with a shortage of personal health services as medically 
underserved. The HMO Act encourages, but does not require, 
HMOs to serve these areas. Under the act, HEW provides grants 
for up to 100 percent of the costs of feasibility surveys, 
planning, and initial development for HMOs which will draw 
at least 30 percent of their members from medically under-
served areas or populations. Grants for HMOs drawing less 
than 30 percent of their merabers from medically underserved 
areas or populations may not exceed 90 percent of costs. 

V A high-risk individual can enroll in an HMO if he is em­
ployed by an employer who offers an HMO as part of a health 
benefits prograra, because HEW regulations (42 CFR 110.108(f)) 
require an HMO to accept all individuals who are part of a 
covered employee group, regardless of health status or 
health care needs. 
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None of the HMOs we evaluated obtained grants for more 
than 90 percent of costs. Therefore, none has an obligation 
to enroll 30 percent or raore of its raembers from medically 
underserved areas or populations. 

Eleven of the HMOs' service areas include medically 
underserved areas, but they have not specifically directed 
their services to such areas. Instead, the HMOs have gener­
ally focused their primary marketing efforts on employee 
groups, without regard to where employees reside. As a re­
sult, the HMOs have enrolled some persons residing in under-
served areas, but it has occurred incidentally rather than 
by design. Without a specific requirement to serve persons 
living in medically underserved areas, we believe HMOs will 
not consciously direct their services to those areas. 

CONCLUSIONS 

The HMOs we evaluated generally have been organized and 
operated as required by the act; however, we found the follow­
ing situations. 

—Mainly because of problems in contracting with HEW and 
States to serve Medicare and Medicaid recipients., HMOs 
generally have enrolled few or no elderly or indigent 
persons. 

—Six of the HMOs should have offered open enrollment 
under the original act but did not. Under the act, 
as amended, none of the 14 is yet required to offer 
open enrollment, and none definitely plans to offer 
open enrollment until required to by the act, as 
amended. This has, and will, limit access to member­
ship for high-risk persons. Also, 11 qualified HMOs 
which we did not review, are required to offer open 
enrollment under the act, as amended, unless HEW 
waives the requirement. However, HEW has not estab­
lished waiver criteria. 

—Some HMOs have enrolled persons from medically under-
served areas in the course of marketing to employee 
groups, but HMOs have not specifically directed their 
services to medically underserved areas. 

RECOMMENDATION TO THE SECRETARY OF HEW 

The Secretary of HEW should direct the Assistant Secre­
tary for Health to develop criteria for approving and dis­
approving requests for waiver of the open enrollment 
requirement. 
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RECOMMENDATION TO THE CONGRESS 

Araendraents to the HMO Act proposed in S. 2676, 
H.R. 11461, H.R. 9788, and H.R. 11388 would institute new 
methods to pay HMOs for providing prepaid health services to 
Medicare and Medicaid recipients. Because these amendments 
would likely stimulate enrollment of Medicare and Medicaid 
recipients in HMOs, we support them in principle; however, 
there are practical problems which, in our opinion, must be 
solved before the proposals can be implemented effectively. 
HEW has not demonstrated that it can accurately determine 
average fee-for-service costs per Medicare and Medicaid en­
rollees; HEW has not issued guidelines for establishing com­
munity rates; and HEW has not established an effective compli­
ance function to assure Medicare and Medicaid enrollees would 
be served properly. Accordingly, we recommend that the Con­
gress defer action on proposals intended to stimulate Medicaid 
and Medicare enrollments until HEW demonstrates that it can 
effectively administer proposed changes in the reimbursement 
methods and i.mplement an effective compliance program. 

AGENCY COMMENTS AND OUR EVALUATION 

HEW disagreed with our recommendation that the Congress 
defer action on proposed legislative amendments intended to 
stimulate Medicaid and Medicare enrollment in HMOs. HEW 
stated that it has initiated or proposed measures to correct 
problems cited in our report. 

In its comments, HEW listed the principles it will follow 
in developing a raethodology for deterraining reimbursement 
rates under Medicare and Medicaid and stated that it has 
developed a coraprehensive compliance plan. In addition, 
HEW stated that it had funded a demonstration grant for the 
State of California which had resulted in manuals to assist 
states in more accurately determining fee-for-service costs 
for Medicaid enrollees. 

However, HEW did not specifically indicate how the 
methodology for determining reimbursement rates would be 
developed and applied or how its compliance plan will be 
implemented. We continue to believe that the Congress should 
defer action on proposed legislation until HEW 

—demonstrates that it can accurately estimate the fee-
for-service costs of serving Medicare and Medicaid 
recipients , 

—implements community rating guidelines, and 

— imple.Tients an effective compliance program. 
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HEW concurred with our recoraraendation to develop criteria 
for approving and disapproving requests for waiver of the 
open enrollraent requirement and stated such criteria are 
being established in the form of guidelines to take effect 
on July 1, 1978. 



CHAPTER 4 

CAN HMOs OPERATE WITHOUT CONTINUED 

FEDERAL FINANCIAL ASSISTANCE? 

The HMO Act, as amended, envisions qualified HMOs as 
financially sound business enterprises which can operate 
independently—without Federal financial assistance—after 
their first 5 years of operation as a qualified HMO. This 
means that an HMO must be able to obtain enough revenues to 
cover operating costs (break even) and thereafter generate 
enough surplus to repay debts, replace facilities, and fi­
nance future growth. Of the 14 HMOs we evaluated 

— 3 HMOs have a good chance of achieving financial 
independence within 5 years, 

— 3 HMOs have a fair chance, and 

— 6 have a poor chance. 

To help public or nonprofit HMOs cover operating deficits 
during their first 5 years of qualified operation, section 
1305 of the act authorizes HEW to loan each qualified HMO up 
to $2.5 million. \^/ A private,, for-profit HMO which serves 
a medically underserved area can obtain a Federal guarantee 
of up to $2.5 million for loans from private lenders to cover 
deficits during this time period. Each HMO we evaluated was 
nonprofit and had obtained a Federal loan which was repayable, 
with interest, over a period not to exceed 20 years from tne 
time of the loan. Repayment of the loan principal may be 
deferred for the first 5 years of operation. 

The illustration on page 25 shows the revenue and cost 
curves for a hypothetical HMO which would generate sufficient 
revenue to pay current costs and sufficient surplus to re­
pay debts, repl.noe facilities, and finance future growth, 
ideally, an HMO initially should establish subscriber rates 
wnich would require raising these rates only enough to match 
future inflationary cost increases. Assuming that management 
adequately controls costs, the HMO's costs per me.mber snould 
gradually decline as enrollment grows, until costs per member 
equal revenues per .member (break even). 

1_/Araandments proposed in S. 2534 and S. 2676 would increase 
the ceiling on operating loans to $5 million. 3. 2534, 
S. 2676, H.R. 11461, H.R. 9788, and H.R. 11388 propose 
to escaolisn a loan proqram for ambulatory care facilities. 
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GENERAL PATTERN OF COSTS AND REVENUES PER MEMBER FOR A HYPOTHETICAL 
m o WHICH IS ABLE TO ACHIEVE FINANCIAL INDBPiND^NCl WITHIN ITS 

FIRST 5 YEARS OF OPERATION AFTER QUALIFICATION 

COSTaAttOBEVENUES 
PER MEMBER 

REVENUES PER MEMBER 

COSTS PER MEMBER 

YEARS IN OPERATION 

jtA.QyAUFieO HMO IS EXPECTED TO REAW THE SREAK'-EVEN POINT'WlfHiN ITS FIRST 
S YEARS OF OPERA TION AS A QUAL IFIED HMO. 
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In our HMO evaluations, we found that conclusive criteria 
have not been developed for HEW evaluators to judge whether 
a developing H.MO can become financially independent. However, 
we reacned several general conclusions about the ability of 
HMOs to become self-sustaining business entities. 

•—HMOs which lack management control over health care 
resources—such as hospitals and health care providers— 
are limited in their aoility to control health care 
costs. 

—HMOs may be too optimistic about future cost levels. 

—Much attention is focused on HMOs' cost reduction 
potential, but the HMOs' ability to become financially 
independent also depends greatly on if they can 
generate sufficient revenues through their pricing 
strategy. 

—HMOs must be managed effectively as independent 
business entities to ensure financial soundness. 

—Third-party relationships may have aided sorae HMOs, 
but the potential for abuse exists. 

HMOs WHICH LACK CONTROL OVER HEALTH CARE RESOURCES 
LACK CONTROL OVER COSTS 

According to an HMO financial planning manual published 
by HEW, an HMO must implement a raanagement systera wnich 
adequately controls costs and utilization of health care 
resources. As discussed later, we found some instances in 
wnich HMOs had not adequately managed costs or utilization 
of resources within their control. Moreover, we found that, 
to a great extent, HMOs use fee-for-service health providers 
over which the HMOs have no manageraent control. 

Some HMO proponents have characterized the fee-for-service 
health care delivery system as too expensive and have concluded 
that medical resources in the system are maldistriouted. One 
proponent, an official of a large, financially successful HMO, 
stated in 1969 that his HMO had experienced cost savings over 
tne fee-for-service system because it nad operated more ef­
ficiently and effectively and minimized hospital use. He 
explained that, among other things, the ri.-lO 

—used medical personnel effectively and benefits from 
econoraies of scale; 
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—stressed innovative raanagement which uses modern 
management, planning, and budgeting skills; and 

—operated the outpatient and hospital facilities as an 
integrated unit, thereby allowing the plan to unify 
laboratory services, purchasing, accounting, and 
administrative functions involved in delivering 
outpatient and inpatient services. 

In otner words, the HMO has benefited by operating in a 
fasnion different from the fee-for-service system. 

In contrast, the HMOs we evaluated relied completely on 
local nospitals to provide hospital services. Costs of re­
ferrals for the staff and group practice HMOs to non-HMO 
practitioners constituted 9 to 74 percent of medical services 
cost (other than hospitalization, health center, and admin­
istration) during 1977. IPAs relied completely on individual 
fee-for-service practitioners to provide nedical services. 

The HMOs we evaluated are not providing inpatient and 
outpatient services in tne same fashion as the successful HHO 
described earlier and, as a result, cannot be expected to 
operate in the most efficient manner possible. W'e realize, 
however, that it would be unrealistic to expect HMOs of all 
sizes and ages to operate tneir own hospitals and depend 
minimally on fee-for-service providers. 

Although the HHOs we evaluated lack control over hospital 
and referral physician charges, HMO proponents maintain tnat 
HMOs bring about major cost savings by reducing hospital 
utilization. In March 1978, HEW testified before tne Sub­
coramittee on Health and Scientific Research, Senate Cominittee 
on Human Resources, that in fiscal year 1977, qualified'HaOs 
used an average of 529 hospital days per 1,000 raerabers, ad­
justed for age and sex differences, as corapared to the na­
tional yearly average of 1,022 days per 1,000 persons. The 
difference between 529 and 1,022 days cannot be attributed 
solely to the efficacy of the HMO concept for tne followinc 
reasons : 

—Qualified HMOs generally have not held open enroll­
ment and therefore have not provided access to en­
rollraent for high-risk individuals who cannot work; 
whereas, the national data include all high-risk 
oersons. 
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—Even if an HMO holds open enrollment, it does not 
have to accept institutionalized persons; whereas, 
the national data include persons institutionalized 
for as much as 365 days per year. 

HMOs MAY BE TOO OPTIMISTIC 
ABOUT FUTURE COST LEVELS 

The charts on pages 29 and 30 depict the post-
qualification cost experience of 8 HMOs; eacn had fewer 
than 2,200 raerabers and had been in operation from 0 to 2 years 
at the tirae of qualification. Their average monthly costs 
per member generally declined rapidly, but the rate of de­
crease soon slowed and their cost curves began to level out. 

The charts on pages 31 and 32 display the post-
qualification cost experience of the other 6 HMOs, wnich 
had been in operation from 1.75 to 4.3 years and had 5,100 
to 21,300 members at qualification. At qualification, the 
six HMOs apparently already had experienced an early sharp 
decline in costs per raember, and their cost curves already 
had leveled or started to level. 

At Deceraber 1977, cost curves for 12 of the 14 HMOs 
had leveled or begun to level. In some cases, after leveling, 
the curves had begun to rise. These HMOs' experience in­
dicates that, once an HMO's cost curve levels out, the HMO 
should not expect significant, if any, decreases in costs 
per member. The experience of the three largest HMOs (num­
bers 9, 10, and 11), in particular, indicates that HMOs could 
expect a generally rising costs per member trend sometime 
after leveling. 

As shown on the following page, in 1977 the average 
monthly costs of the 12 HMOs with level or leveling cost 
curves generally were in the vicinity of $30 to $35 per 
raember. Also, the HMOs' average monthly costs per member 
do not correlate closely with size of enrollment or number 
of years in operation, from these 12 HMOs' experience, we 
conclude that, regardless of enrollment size or length of 
operation, HMOs operating similar to these generally should 
not expect their raonthly costs to decline to less than about 
$30 to $35 per member. Moreover, because these were 1977 
costs, the S30 to $35 cost floor could rise substantially 
by 1980, assuraing health care costs continue to rise about 
10 percent annually due to inflation. 
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AVERAGE COSTS ANO REVENUES PER MEMBER PER MONTH FOR HMOs WITH LESS 
THAN 2,20C MEMBERS AT QUALIFICATION. BY YEAR AND QUARTER (NOTE Al 
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AVERAGE COSTS ANO REVENUES PER MEMBER PER MONTH FOR HMOs WITH LESS 
THAN 2,200 MEMBERS AT QUALIFICATION, BY YEAR ANO QUARTER (NOTE A) 
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AVERAGE COSTS AND REVENUES PER MEMBER PER MONTH FOR HMOs WITH MORE 
THAN 5.000 MEMBERS AT QUALIFICATION, BY YEAR ANO QUARTER (NOTE A) 
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AVERAGE COSTS ANO REVENUES PER MEMBER PER MONTH FOR HMOs WITH MORE 
THAN 5,000 MEMBERS AT QUALIFICATION, BY YEAR ANO QUARTER (NOTE A) 
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REPORTS SUBMITTED BY HMOi TO HEW UNDER THE HMO NATIONAL DATA 
REPORTING REQUIREMENTS (OMB NO. 68R-1496). THE HMOs IN THIS GROUP 
HAD BEEN OPERATING PROM 1.7S TO 4.3 YEARS AT QUALIFICATION. 

£/ BECAUSE ONLY 6 QUARTERS OF FINANCIAL OATA WERE AVAILABLE FOR 
HMO 14, THE AVERAGE COSTS AND REVENUES FOR THE PERIODS ENDED 
SEPTEMBER 1976. DECEMBER 1976. A N D MARCH 1977 INCLUDE OATA FOR 
ONLY 1, 2. ANO 3 QUARTERS. RESPECTIVELY. 

C/ FOR THE FOURTH QUARTER OF 1977, HMO 13'S RPMM WAS S0.83 MORE 
THAN CPMM. 
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Average Monthly Cost Per MemPer, 
Size and Length ojE Operating Experience 

for 12 Of 14 HMOS - Year Ended December 1977 

Membership 

7,500-12,499 

12,500-17,499 

22,500-33,500 

HMO 
(note a) 

1 
2 
5 
7 
13 
14 
3 
8 
12 
9 
10 
11 

Years in 
operation 

l.d-lA 
X 
X 
X 
X 

X 
X 
X 

4.0--6.S 

X 

X 
X 
X 
X 

Average 
costs 

per member 
per month 

536.02 
35.68 
30.09 
38.64 
29.29 
32.54 
25.86 
34.36 
29.12 
31.44 
35.01 
28.04 

Costs 
per member 
per month 

quarter ended 
December 1977 

$36.28 
38.49 
28.49 
33.04 
29.45 
30.64 
27.53 
33.04 
29.32 
33.17 
36.29 
30.33 

a/The HMO nurabers in this column correspond to tne HMO numbers in tne 
" cnarts on pages 29 - 32. 

However, 7 of .Jihe 14 HMOs have p ro jec ted t h a t by the end 
of 1980 t h e i r average monthly cos t s per member w i l l be about 
$30 to $33 or l e s s . We be l i eve the HMOs are too o p t i m i s t i c 
about t h e i r a b i l i t y to hold down cos t s per member. 

• We a l so ques t ion the reasonableness of th ree other HMOs' 
cos t p r o j e c t i o n s . One HMO, which has a r i s i n g cos t curve , 
p r e d i c t s i t s raonthly cost per meraber in 1980 w i l l be about 
$39, which i s only 9 percent more than i t s average 1977 
cost of about $36. However, during the l a s t 6 months of 1977 
a l o n e , t he HMO*s c o s t s per member increased 7 p e r c e n t . An­
other HMO has a l eve l cost curve and p r e d i c t s i t s monthly 
cost per member in 1980 w i l l be $36 (about the sarae as i t s 
average 1977 c o s t ) . The t h i r d HMO's cos t curve i s l e v e l i n g 
off and t he HMO p r e d i c t s t h a t i t s raonthly cos t per member 
in 1979 wi l l be $35.43, which i s 8.3 percent lower than i t s 
average 1977 cost of $38.64. 

Where we quest ion the reasonableness of an HMO's cost 
p r o j e c t i o n s , we raust a l so ques t ion the reasonableness of 
i t s revenue p r o j e c t i o n s because an HMO which has cos t s 
higher than p ro jec ted cos t s w i l l need to genera te revenues 
which are higher than i t s p ro j ec t ion to become f i n a n c i a l l y 
independent . 
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PRICING STRATEGY: NO LESS IMPORTANT 
THAN COST CONTROL 

As discussed, a major emphasis of the HMO concept is 
cost minimization and control. However, an HMO's pricing 
strategy is as important as cost control in its becoming 
financially independent. 

In general, HMOs' primary competitors are insurance 
companies which offer health benefit plans. Under their 
plans, the insurer pays for the cost of covered healtn care 
services after a fee-for-service practitioner provides the 
services. Qualified HMOs generally offer more comprehen­
sive coverage than insurance companies' plans, but broader 
coverage alone does not mean consumers will readily switch 
to HMO coverage. An HEW financial planning manual states: 

"In the final analysis, the [HMO] plan's 
premium must be competitive with the rates 
and premiuras being offered by other health 
plans. * * * it should be assumed that the 
general public will not pay much over the 
current price of health care plans even if 
substantially better benefits are offered." 

Consequently, a qualified HMO automatically faces a 
serious threat for its survival. By law, it generally must 
provide raore coraprehensive benefits than competitors, but, 
must charge about the same prices as competitors. For ex­
ample, in January 1977, one HMO raised its subscriber rates 
20 percent, which raade it less competitive with Blue Cross. 
Its'enrollment growth slowed and the HMO did not achieve its 
1977 enrollment projections. The HMO's planned 1978 rate 
increase was 18 percent, but because of competition, the 
HMO limited its 1978 increase to 10.75 percent. 

One obvious solution to the pricing dilemma is for an 
HMO to operate in a fashion which allows it to provide 
health care services at a lower cost than the fee-for-service 
system, which provides health care to individuals under in­
surance companies' plans. However, as discussed earlier, 
the 14 HMOi*. depend greatly on the fee-for-service system 
to serve their raembers, and cannot, therefore, take full 
advantage of the HMO concept's of efficiencies and econom­
ies of scale. Consequently, to be competitive, an HMO 
raay be forced to sell its services for less than cost. 
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In the early stages of operation, it is not financially 
dangerous to sell services for less than cost. In fact, it 
may be necessary. A new HMO would be noncompetitive if its 
initial subscriber rates were set high enough so that total 
costs would be recovered frora the outset of operations. 
The HMO Act recognizes this necessity and provides for Fed­
eral loans to finance deficits incurred during an HMO's 
first 5 years of operation. However, availability of 
funds makes it possible for an HMO to pursue an ultimately 
disastrous pricing strategy—that is, to underprice services 
over a relatively long period to be competitive in the market 
place. 

Evidence of underpricing 

To break even, an HMO must racover its fixed costs and 
the additional (variable) costs incurred to serve each new 
member. Therefore, an HMO's subscriber rates should provide 
enough revenue per meraber to cover variable costs added by 
each new raember, plus some amount to contribute toward fixed 
costs. Eventually, as new raembers are added, the HMO should 
have enough revenue to cover variable and fixed costs (break 
even). As the HMO moves toward the break-even point, its 
quarterly deficits will become sraaller. However, if the 
HMO's rates are too low to pay the variable costs and to 
contribute toward covering the fixed cost, the HMO will 
incur greater and greater losses as it adds new members. 

As shown in the chart on page 36, most HMOs had an 
erratic pattern of quarterly deficits. We believe that the 
erratic pattern is indicative of the HMOs' difficulties in 
both controlling costs and generating sufficient revenues 
to cover variable costs. 

Example of an HMO hurt by underpricing 

The chart for HMO 5 on page 36 shows the HMO's quarterly 
deficits over a 2-1/2 year period. The HMO has not established 
a consistent pattern of decreasing deficits largely because of 
underpricing. 

The HMO's original subscriber rate structure was in line 
with the structure recomraended by an actuarial consultant, 
but the HMO did not increase its rates durincj its first 2 
years of operation. In its qualification application, the 
HMO used the actuarial consultant's study to support financial 
projections which snowed tnat it could break even within 3 
years. The consultant's report projected a third-year family 
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QUARTERLY DEFICITS OF 14 HMOs 
(IN THOUSANDS OF DOLLARS) (NOTES A AND B) 
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rate of about $110 a month. However, as shown below, the 
HMO'S third-year family rate was about $42 less than the con­
sultant's rate, and the HMO's fourth-year rate for families 
was about $29 less than the consultant's projected third-
year rate. Family contracts comprised about 36 percent 
of the HMO's subscriber contracts. 

Rate 
category 

Single 
Couple 
Family 
Family 

(7 or 
more) 

Actuary's rec­
ommended 

3d year rates 

$ 28.34 
52.69 
110.07 

(a) 

HMO's 
1st and 2d 
year rates 

$27.50 
49.00 
59.95 

(a) 

HMO's 
3d 

year 
rates 

$29.95 
54.95 
67.50 

75.00 

HMO • s 
4th 
year 

rates 

$35.95 
65.95 
81.00 

90.00 

£/The HMO did not establish this rate category until its 
third year of operation. 

The HMO established this rate structure to be competi­
tively priced. The following table compares the HMO's 
third-year faraily rate to rates of competing health benefit 
plans. The comparison shows that the HMO's family rate 
would not have been competitive if the HMO had charged the 
actuarial consultant's recommended rate of about $110 a 
month. 

Major private Other private 
insurer monthly insurer montnly 
rate (note a) rate (note b) 

$65.00 $73.34 

(c) (c) 

£/Typical high benefit package. 

b/Average rates for six private employer groups. 

c/Rates are same as for "family". 

The HMO has not demonstrated its ability to increase 
rates enougn to achieve financial independence. In July 1977 
the HMO revised its financial plan and projected that it 
could break even within 5 years after qualification, rather 
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Rate 
category 

Family 
Family 

(7 or 
raore) 

HMO 
monthly 

rate 

$67.50 

75.00 



than 3 years as originally estimated. Its projected revenues 
were based on the assumption that, starting in September 1977, 
it would increase its subscriber rates annually by 25, 15, 7, 
7, and 6 percent, successively. 

In August 1977, an actuarial consultant analyzed the 
HMO's planned rate increases. The consultant stated in his 
report that a desirable rate schedule should (1) produce 
positive net income at the end of the projection period, (2) 
allow an HMO to repay borrowed capital, (3) enable an HMO 
to maintain a vigorous economic position, and (4) create 
reserves for replaceraent of facilities and for future growth. 
He concluded that the HMO's planned rate increases did not 
meet all these objectives and the planned 25-percent increase 
in September 1977 could be considered "required" for the 
HMO, However, the rate increase approved by the State was 
only 20 percent. 

In our opinion, the HMO has knowingly underpriced its 
faraily subscriber rate to reraain competitive, and this has 
contributed to its inability to break even within 3 years 
as originally projected. After projecting that it could 
break even within 5 years, the HMO nas not been able to in­
crease subscriber rates in accordance with the substantial 
rate increases on which the revised projection was based. 
Although the underlying cause of the HMO's financial problera 
is its inability to reduce costs to a level that would permit 
charging corapetitive rates for its services, the fact reraains 
that continuing to charge rates which will not cover costs 
merely shifts the burden of rate increases to later years 
and enlarges the potential size of needed increases, perhaps 
beyond acceptable limits. 

GOOD MANAGEMENT IS CRITICAL 
TO HMQ SOUNDNESS 

An article 1̂ / written by two HEW employees associated 
with the HMO program indicated that inadequate management 
was a raajor reason for raany developing (not qualified) HMOs' 
failure. Lack of expertise was cited as evident in manage­
ment planning, marketing management, and financial plann­
ing. It concluded tnat a shortage of persons trained to 
plan, develop, operate, and manage HMOs may limit HHO ex­
pansion more than availability of capital. 

l_/George 3, Strumpf and Marie A. Garramone, "Why Some HMOs 
Develop Slowly," Public Healtn Report, Nov.-Dec. 1976, 
Vol. 91, No. 6, pp. 4 96-50 3. 
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Section 9 of S. 2534 proposes a federally financed 
training prograra to develop HMO managers. Based on our 
HMO evaluations, we believe this program is needed because 
we found inadequacies in planning, marketing management, 
financial manageraent, and utilization control. Case studies 
of several HMOs follow. 

Case #1 

Inadequate planning 

One HMO's planning of its outpatient facility location 
raay have harapered marketing efforts. The HMO originally was 
established in 1972 as a family health center with the help 
of a grant awarded under section 314(e) of the Public Health 
Service Act. The fc*mily health center's mission was to 
provide medical services to a relatively small, poverty-
stricken, inner-city area (18 square miles) where coordinated 
health care was virtually absent. In 1976 the family health 
center becarae a qualified HMO with a 25-mile radius service 
area (almost 2,000 square miles), which was far beyond the 
inner-city area. 

In discussions with 20 employers who offered or planned 
to offer the HMO, 8 criticized the location of the HMO's 
medical facility. They commented either that the facility 
was in a "bad" neighborhood or that the distance from the 
suburban areas made it inconvenient. Some employers suggested 
that satellite facilities would generate more employee in­
terest in the HMO. 

Inadequate utilization controls 

In Deceraber 1977, an HEW management analyst reported 
that a raajor reason for the HMO's financial probleras was a 
lack of control over referrals and hospitalization. Tne 
analyst said the HMO had been allowing al.iiost unlimited 
referrals. He also said the HMO had no preadmission pro­
gram to deterraine a person's need for hospitalization and 
had only recently begun to track each patient's length of 
stay to determine whether it was within acceptable parameters. 

Case #2 

Inadequate marketing manaqement 

In March 1977, an HEW marketing consultant reviewed 
the HMO's marketing program and found several problem areas 
which had contributed to poor marketing performance. 
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—The marketing department was understaffed and did 
not have a separate departmental budget, and the 
marketing staff had not been properly trained. 

—Management lacked an understanding of the relation­
ship of marketing to sound HMO management, consumer 
service, and membership disenrollment. 

He concluded that the HMO's marketing problems could 
have been minimized if the HMO had been managed by an ex­
perienced HMO administrator. 

Financial management weaknesses 

The HMO has had a history of financial management weak­
nesses. In December 1975, an HEW consultant stated that the 
HMO should have a cost accounting system that would, at a 
minimum, separate costs by medical specialty. The consul­
tant said the system should distribute costs such as admin­
istration, marketing, hospitalization, referrals, supplies, 
and salaries. He felt that a lack of a cost accounting sys­
tem raised the following issues. 

—Inability to demonstrate reasonableness of pricing 
policy. 

—Difficulty in determining reimbursement for services 
provided under future Medicare contracts. 

—Eventual inability to control budgeted funds and an . 
overall lack of financial manage.ment. 

As of June 1977, the HMO did not have a cost accounting 
system such as the one recommended by the consultant. The 
HMO's system consisted of isolating variable costs in cate­
gories such as hospitalization and referrals and computing 
the cost per member per month for each category. The costs 
were not distributed by medical specialties, and the costs for 
various services were not determined. 

An HEW financial analyst reported in April 1975 that 
the HMO had been planning its cash needs only on a day-to­
day basis. He recomraended that tne HMO develop a formal 
cash needs forecasting system. As of February 1977 the 
HMO had not established a formal system. The HMO's com­
ptroller said ne nad not prepared cash budgets regularly 
because he could not predict hospital and referral costs. 
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Case #3 

Ineffective marketinq 

In January 1977, an HEW marketing consultant reviewed 
the HMO's marketing and concluded that its marketing was 
ineffective. The consultant noted that: 

—Although the HMO at one time had accumulated employer 
data to define the market, the marketing staff had 
not kept the information up to date and did not have 
a working knowledge of target groups. 

—The mariceting staff had limited background in health 
insurance sales and benefits, and the staff had not 
developed effective techniques to counter competitors' 
tactics. 

—The marketing staff had no financial incentives be­
yond basic salary, and the staff did not appear to 
be sales oriented. 

Inadequate financial manaqement 

Failure to control administrative costs contributed 
greatly to the HMO's financial problems. During the first 
12 months of operation, the HMO's actual enrollment was 
about 45 percent less than originally projected. However, 
actual administrative costs exceeded projected administra­
tive costs for the period by $273,000—an overrun- of about 
58 percent. 

In January 1977, an HEW official reviewed the HMO's 
operations and concluded that the HMO had inadequately managed 
its administrative costs. He pointed out the following. 

—The HMO's personnel structure resembled that of an 
HMO with 25,000 to 40,000 members. V 

—Although membership had lagged far behind original 
projections, the HMO's executive director had in­
creased the administrative staff without regard to 
slow membership growth, as long as Federal loans 
were available. 

1̂ /Actual membership at that tiir was less than 6,000. 
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—The HMO's board of directors had not taken an active 
overseer role and seemed either to have been isolated 
from the HMO's actual status or to have abdicated its 
role as board of directors to the executive director. 

Case #4 

Lack of planning in marketinq 

The HMO lacked strategic long-range planning in marketing 
The HMO had not develoE)ed a (1) formal list of employers in 
its service area, including data on firm size, location, in­
dustry, present health plan carrier, and contract renewal 
date and (2) a system to monitor progress with contacted em­
ployers. The HMO's marketing director said he spent about 
90 percent of his time selling and did not have enough time 
to plan and monitor the system. 

Inadequate financial management 

In December 1977, a State regulatory agency found 
numerous internal control weaknesses which, according to the 
agency, jeopardized the reliability of the HMO's financial 
reporting system and inadequately protected assets against 
waste and theft. The agency said the HMO's general ledger 
had not been posted since June 1977, and the HMO had not 
prepared reliable financial statements since May. Other 
hindrances to reliable financial reporting cited by the 
agency were (1) absence of an accounting manual with adequate 
written instructions on policies and procedures and (2) 
chronic understaffing of the accounting departraent. The 
agency also noted that the HMO did not prepare cash budgets, 
despite evidence of serious cash flow problems, and that cash 
disbursements were handled in a raanner which exposed the 
plan's cash assets to improper use. 

THIRD-PARTY RELATIONSHIPS 
PRESENT POTENTIAL FOR ABUSE 

Amendments proposed in S. 2534, S. 2676, and H. R. 
11461 would require HMOs to publicly disclose third-party 
relationships which could adversely affect HMOs' financial 
soundness or reasonableness of payraents to related organiza­
tions. We support this proposed requirement. 

Six of the HMOs, we evaluated nave third-party relation-
snips, rive were tied to insurance companies and one to a 
part.iersnip composed of .4i"40 officers. The relationships in­
volved inrer loc.<ing boards of directors, financial assistance, 
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management and marketing services, and facilities and equip­
ment leases. We found no evidence of fraud; however, some 
velationships present the possibility of adverse effects. 
On the other hand, we also recognize that these relation­
ships may have benefited the HMOs by providing 

—management with expertise in the health insurance 
industry, 

—financial assistance which otherwise might not have 
been available, and 

—entrepreneurial initiative without which certain HMOs 
might not have been established. 

Several examples of the relationships follow. 

Example 1 

The HMO's organization chart indicates that it is an 
independent entity which obtains certain services through 
a contract with Blue Cross-Blue Shield (BC-BS). However, the 
official BC-BS organization chart indicates that the HMO is 
a component of the combined HMO/BC-SS organization. ' We 
found that the HMO interrelates with 3C-BS in several ways. 

In 1976, 5 of the HMO's 25-member board of directors 
were on the BC or BS boards of directors. BC's president 
served as the HMO's executive director for about 3 weeks in 
1977. He said that the HMO's board of directors felt that 
a full-time executive director was not needed. Therefore, the 
board's executive committee recommended that he be appointed 
executive director, contingent on a legal determination that 
there would be no conflict of interest. The executive com­
mittee apparently recognized a possible conflict of interest 
and decided to promote the HMO's associate director to ex­
ecutive director. Before coraing to the HMO in 1972, he had 
about 17 years experience with another SC organization. 

The HMO has contracted with BC-SS to provide most admin­
istrative services including personnel, purchasing, accounts 
payable, general account.lng, data processing, and subscriber 
contract adrainistration. The HMO pays for the services based 
on an allocation of BC-BS's administrative expenses. The 
HMO has tne right, but has not done so, to audit 8C-6S's 
records -
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BC-BS performs marketing services for the HMO. The 
HMO's marketing manager coordinates the HMO's sales effort 
with BC-BS and reports to the HMO's executive director. 
However, the HMO's two full-time marketing representatives 
report to the BC-BS vice president for marketing. According 
to the executive director, the HMO's representatives market 
to only new employee groups, while the BC-BS staff markets 
to employee groups that already offer the HMO as a health 
benefit option. The HMO's former executive director ad­
vocated an independent HMO marketing staff because he felt 
that the HMO lacked advocacy and that competition was limited. 

Example 2 

In 1973 the HMO signed a 5-year management services 
agreement with Prudential Insurance Company of America, and 
in 1977 the agreement was extended through mid-1979. Prud­
ential manages the HMO on a day-to-day basis and provides 
consultant assistance. The HMO's executive director and con­
troller are Prudential employees. For these management 
services, the HMO pays Prudential 150 percent of the salaries 
of the Prudential employees and a monthly fee of $1,000. In 
mid-1978 the monthly fee will be increased to $3,000. Prud­
ential has made various consultant services available to the 
HMO including actuarial, accounting, legal, marketing, and 
loan services. Prudential has loaned the HMO a total of 
$1.5 million. 

Example 3 

Three persons on the HMO's board of directors are mem­
bers of a partnership whicn is separate from, but exists be­
cause of, the HMO. One partner is also the HMO's president 
and medical director. Another partner is the HMO's execu­
tive vice president and medical center adrainistrator, and 
the third partner serves as secretary and treasurer of the 
HMO and represents it as its general counsel. 

In 1973 the partnership leased a tract of land frora the 
partner who is the HMO's president and borrowed about $1.1 
raillion to build a health center large enougn to serve about 
40,000 rnembers. In raid-1974, the HMO leased the building 
and agreed to pay all costs associated with the building, 
including principal and interest on the building .mortgage, 
taxes, insurance, and maintenance. 

The HMO applied for Federal qualification 6 months 
after leasing the health center. In the application, the 
HMO estimated tnat it could break even by mid-1973 with 
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10,000 members—about 30,000 less than the center's capacity. 
The HMO now estimates that by December 1981 it will have 
about 20,400 members, or about 20,000 members less than 
capacity. This means the HMO has been paying for unused 
space since it opened and will continue to pay for excess 
capacity for at least several years. 

As of June 1976, the HMO's balance sheet showed that 
it had purchased furniture and office equipment with Federal 
grant funds at a cost of about $12,600. All medical equip­
ment and some office equipment used by the HMO had been leased 
from the partnership; however, neither the HMO nor the part­
nership could provide an equipment inventory listing which 
segregated grant-purchasing equipraent from partnership equip­
ment. As a result of poor control over equipment, about 
$2,300 of grant-purchased equipment had been mistakenly in­
cluded in the equipment lease agreement between the HMO and 
the partnership. The HMO, therefore, had been paying rent 
on its grant-purchased equipment. To correct the error, the 
partnership agreed to lease an additional $20,000 of equip­
ment to the HMO at nd charge for about 1 year. 

CONCLUSIONS 

Eight of the HMOs we evaluated have a fair to good 
chance of achieving financial independence within 5 years 
after qualification, and 6 have a poor chance. Our evalua­
tions focused priraarily on their managerial adequacy and 
ability to break even within 5 years. However, it should be 
remembered that an HMO may not generate enough surplus after 
breaking even to repay its Federal loan, replace facilities, 
or finance future growth. HMOs which cannot achieve financial 
independence within 5 years after qualification will probably 
need continued Federal financial assistance. 

The 14 HMOs generally encountered a cost floor of about 
$30 to $35 per member per month, and we believe some HMOs 
are too optimistic about their ability to maintain monthly 
costs near the $30 level through 1980. Unless the HMOs can 
achieve efficiencies and economies of scale which may be 
available by reducing their dependence on the fee-for-service 
system, their costs per member generally will rise during 
1978-80, In addition, some HMOs may have endangered their 
financial soundness by underpricing their services over a 
relatively long period in order to be competitive. As a 
result, some HMOs which have been qualified for as long as 
3 years face the prospect of having to raise subscriber 
rates substantially to overcome not only inflation, but 
a wide gap between costs and revenues per member. 
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Based on our evaluations, we have reached several gen­
eral conclusions about factors which affect the ability of 
HMOs to become financially independent. 

—HMOs which depend heavily on health care resources 
in the fee-for-service sector lack control over a 
significant portion of their costs. HMOs may con­
trol their utilization of these resources, but do 
not control managers in the fee-for-service sector 
who make decisions affecting cost, efficiency, and 
effectiveness. 

—An HMO's pricing strategy is as important as cost 
control. Consistently underpricing services to be 
competitive may be expedient in the short term but 
can lead to difficulties in the long term. In our 
opinion, in the short term, an HMO generally should 
be able to establish subscriber rates which will 
generate at least enough revenue per member to cover 
variable costs. If because of competitive pressures 
an HMO cannot establish rates which will cover vari­
able costs, the HMO may eventually face a gap between 
revenues and costs so large that it cannot increase 
its rates enough to close the gap and break even. 

—Effective management is critical for an HMO's success. 
As an independent enterprise, an HMO must be able to 
adequately control costs and utilization, budget and 
plan for the future, and market its services. Fed­
eral loans should not be used to subsidize poor 
management but to establish well-planned, well-managed 
business entities. Properly trained managers are 
needed. 

—Although third-party relationships may aid HMOs, the 
relationships may present possibilities for abuse 
which could harra an HMO's financial soundness. The 
potential for miniraizing adverse effects of third-
party relationships on an HMO's operations exists 
through public disclosure. 

RECOMMENDATION TO THE 
SECRETARY OF HEW 

The Secretary of HEW should develo? guidelines governing 
tnird-party relationships in HMOs. 
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RECOMMENDATION TO THE CONGRESS 

S. 2534 proposes a training program to develop HMO 
managers. We recommend enactment of this program. S. 2534, 
and S. 2676, and H. R. 11461 propose requirements for public 
disclosure of third-party relationships or transactions which 
could adversely affect an HMO's financial soundness. We 
recommend enactment of such requirements. (See p. 62 for 
comments on provisions which would expand the HMO loan program 

AGENCY COMMENTS AND OUR EVALUATION 

In its general comments, HEW stated that it believed 
that our projections regarding the HMOs' likelihood of success 
was made at too early a stage of their progress to firmly 
determine their ultimate success. We recognize the uncer­
tainties inherent in attempting to predict whether develop­
ing organizations can achieve financial success. However, 
we believe that the financial and managerial issues which 
we identified in reviewing the 14 individual HMOs provide 
a basis for reaching conclusions as to whether an HMO has 
a reasonable chance of achieving financial viability. 

Moreover, with regard to the six HMOs about which we 
expressed doubts as to their ability to achieve financial 
independence, HEW stated that it had issued notices of non­
compliance to three of the six HMOs based on their failure 
to maintain fiscally sound operations and that it was re­
evaluating the other three HMOs and had asked them for up­
dated financial reports. 

HEW concurred with our recommendation that guidelines 
should be established for third-party relationships. HEW 
stated that written rules are now being developed and will 
be published in the Federal Register as they are approved. 

EEW also concurred with our conclusion that there is a 
need for a training program to develop HMO managers, but 
it did not concur with our recommendation that the Congress 
enact the training program proposed by S. 2534. HEW believes 
the training can be accomplished under existing authorities. 

We continue to believe that good manageraent is such an 
important part of the continued development of the HMO con­
cept that it warrants the enactment of a special program 
to develop highly-skilled HMO managers. 
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CHAPTER 5 

WHAT IS THE EFFECT OF DUAL CHOICE ON EMPLOYERS? 

Section 1310 (the dual choice provision) of the HMO Act, 
as amended, requires certain employers to offer their employ­
ees the option of enrolling in a qualified HMO. The provision 
applies to employers who (1) employ at least 25 persons in 
the service area of a qualified HMO, (2) are required to pay 
the minimum wage, and (3) offer a health benefit program 
to their employees. An employer does not have to contribute 
more to the cost of an HMO plan than it contributes to other 
health benefit plans. 

To determine the effect of the dual choice requirement 
on employers' costs, we interviewed 247 employers, 187 of 
whom were offering dual choice. We also contacted officials 
of 20 local unions to determine their views toward the HMO 
concept or the act. 

The employers we contacted reported no significant 
effect on their costs from offering dual choice, and HMOs 
have not relied heavily on the dual choice requirement to 
market their plans. Unions' reactions toward HMOs were 
mixed but mostly favorable. 

ECONOMIC EFFECT ON EMPLOYERS HAS BEEN NEGLIGIBLE 

As of June 1977, 13 of the HMOs we reviewed had signed a 
t o t a l of 1,458 group c o n t r a c t s with employers who had 25 or 
more employees. V The employers had a t o t a l of about 
706,000 employees; about 49,000 were e n r o l l e d in the HMOs. 
The HMOs' success in e n r o l l i n g i n d i v i d u a l s who work for 
employers with 25 or more employees i s summarized on the 
fol lowing page . 

VWe included no da ta for one HMO because information on 
~ nurabers of employees was extremely l i m i t e d . For another 

HMO, da ta i s for June 1976, because June 1977 da ta was not 
r e a d i l y a v a i l a b l e . 



Size of 
firm (by 
number of 
employees) 

25-49 
50-99 
100-249 
250-499 
500-999 
1,000 or 
more 

Total 

Number of 
firms 
offer­
ing dual 
choice 

325 
319 

-. 346 
197 
130 

141 

1,458 

Total 
number of 
employees 

11,473 
21,943 
53,191 
67,881 
87,939 

463,947 

706,374 

Number of 
employees 
enrolled 

in 
the HMOs 

2,402 
3,221 
6,036 
5,906 
6,258 

25,107 

48,930 

Percentage 
of 

employees 
enrolled 

in 
the HMOs 

20.9 
14.7 
11.3 
8.7 
7.1 

5.4 

6.9 

Offering dual choice has not significantly affected 
employers' costs for employee health benefit programs. Of 
the 187 employers who offered dual choice, 159 said their 
contributions for employees' participation in health benefit 
plans had remained the same or decreased. One hundred 
thirty-three employers indicated that they made fixed con­
tributions regardless of which plan employees chose. 

Only 22 employers claimed that dual choice had increased 
administrative costs of their health benefit programs. How­
ever, most employers had noticed no change in administrative 
costs. Some employers stated that administrative costs had 
decreased because they no longer had to process insurance 
claims for employees enrolled in HMOs. 

Because the HMO concept embraces 
employers with employees who join HMOs 
benefit indirectly through decreased i 
ployee absences. However, none of the 
viewed provided any evidence that HMO 
less because of illness. It should be 
that about 70 percent of these employe 
choice for less than 2 years and over 
than 1 year. In our opinion, several 
necessary before a meaningful absence 

preventive medicine, 
theoretically could 

llness-related, em-
employers we inter-

members were absent 
recognized, though, 
rs had offered dual 
50 percent for less 
years' experience is 
trend could be developed 

Dual choice has ̂ ot significantly affected employers' 
relationships with alternative health benefit plans. Only 
3 of 187 employers said that relationships with alternative 
plans had been affected adversely. 
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KMGS HAVE NOT EMPHASIZED THE 
DUAL CHOICE REQUIREMENT 

HMOs generally have not emphasized employers' legal 
obligation to offer dual choice. Only 2 of the 187 employers 
said that an HMO had used the dual choice requirement to 
pressure them into offering the HMO. Under HEW regulations, 
an employer is not required to offer dual choice unless an HMO 
has requested in writing that the employer offer the HMO as 
a health benefit option. 

All of the HMOs had sent some written requests to em­
ployers. The number of requests ranged from 3 to 3,000. 
Some HMOs had written all employers subject to the act, 
while others had written only reluctant employers who re­
quired "encouragement." After gaining access, the HMOs 
generally had stressed their plans' benefits and requested 
employer support, probably because an HMO will enroll few 
employees without it. None of the HMOs had taken formal 
legal action to force employers to offer dual choice. 

We believe the dual choice requirement has helped HMOs' 
marketing efforts. Forty-three eraployers said they had of­
fered dual choice primarily or solely because of the re­
quirement. Of 60 employers who were not offering dual 
choice, 20 said they would offer dual choice only because 
of the law. 

Thirty-eight employers resented the dual choice require­
ment. Some characterized the requirement as additional Fed­
eral "interference" in their businesses. 

UNIONS' ATTITUDES TOWARD HMOs 
ARE GENERALLY FAVORABLE 

Section 1310 of the act, as amended, does not compel 
unions to offer dual choice to union members. It directs 
employers to offer dual choice to employees' collective 
bargaining representatives; however, the representatives 
are not required to accept the offer. 

Of the twenty unions contacted, seven did not express 
either favorable or unfavorable opinions. Thirteen favored 
the HMO concept or the act because it: 

—Stresses preventive medicine and potentially can 
reduce .medical care costs. 

—Gives employees the ability to choose the health 
plan best suited ta their health needs. 
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Five unions had been instrumental in the initial develop­
ment and/or funding of three HMOs we evaluated. Another 
union planned to sponsor a federally qualified HMO by mid-1978 

One HNO we evaluated had experienced significant problems 
with unions. Local unions' officials said unions in the HMO's 
service area had expressed strong resistance to the HMO be­
cause of conflicts between the HMO and the unions' officials, 
not weaknesses in the HMO plan or the HMO Act. Only two 
unions had group contracts with the HMO, and only about 
600 members were eligible under these contracts. The unions' 
officials said they knew of no restrictions that would pre­
vent them from offering dual choice. They mentioned that 
one union had presented the HMO plan at a membership meeting, 
but that after a local union leader said local policy per­
mitted selection of only one health plan, union members 
chose their present carrier. 

CONCLUSION 

From statements given by employers contacted during 
our review, we conclude that the dual choice requirement 
has not had a significant effect on employers' costs. HMOs 
have not emphasized the dual choice requirement in marketing 
their plans, and unions generally have reacted favorably 
toward HMOs. 
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CHAPTER 6 

QUALITY ASSURANCE PROGRAMS 

Section 1301(c)(8) of the act requires HMOs to have 
organizational arrangements for an ongoing program to assure 
the quality of health services. HEW regulations state that 
quality assurance programs must 

—stress health outcomes to the extent consistent with 
the state-of-the-art; 

—provide a method for physicians and other health 
professionals to review health care delivery 
processes; 

—systematically collect data on services provided and 
patient results, provide interpretation of such data 
to practitioners, and institute needed change; and 

—meet standards of a Professional Standards Review 
Organization (PSRO) established under the Social 
Security Act for services provided L̂  hospitals and 
other operating health care facilities or organiza­
tions. 

The HMOs we evaluated had been certified by HEW as meet­
ing the requirements of the act and regulations; however, dur­
ing our evaluations, we noted that: 

—Quality assurance prograras varied araong HMOs. 

—HMOs' quality assurance programs were not necessarily 
in place when they began operating as qualified HMOs. 

—Standards for quality assurance programs were still 
in the development stage. 

QUALITY ASSURANCE PROGRAMS VARY 

The HMO Act and HEW regulations provide a broad frame­
work for designing a quality assurance prograra. The frame­
work emphasizes health outcomes, health care delivery processes, 
collection and interpretation of health care data, and PSRO 
standards. However, as discussed later, there is no body 
of knowledge from which HMOs can identify commonly accepted, 
specific ways for dealing with the first three areas. 
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In the fourth area, PSROs have not developed standards on 
the total care provided by HMOs. PSRO activities have focused 
mainly on short-term hospital care; however, the HMOs we 
evaluated do not control the hospitals which provide inpatient 
care to their members. They rely on local hospitals to fur­
nish inpatient care. Additionally, PSRO review of outpatient 
care is not required by law. HEW has funded several demons­
tration projects to develop guidelines for reviewing outpa­
tient care, but, as of January 1978, guidelines had not been 
completed. 

Lacking a comraon base of knowledge frora which to work, 
HMOs have incorporated a variety of features in their quality 
assurance programs, including peer review committees, out­
come review systems, pharmacy committees, automated data 
management systems, professional standards committees, clin­
ical data systems, drug profile systeras, and raerabershlp 
surveys. 

QUALITY ASSURANCE PROGRAMS NOT 
il^ PLkCt tkC)^ feEdflJNtNg 

At the tirae of qualification, each HMO had raade plans 
for an ongoing quality assurance prograra, but this does not 
raean that each had fully iraplemented its plans at the time 
it started operating as a qualified HMO. As of June 1977, 
oniy 7 of the 14 HMOs had fully implemented their programs. 
We recognize that it may be unrealistic to expect all HMOs— 
regardless of size or age—to have a fully functioning pro­
gram immediately after qualification. However, we believe 
that HEW should closely monitor each HMO's progress toward 
full irapleraentation and should establish a target date for 
each HMO to have its prograra fully implemented. 

STANDARDS FOR QUALITY ASSURANCE PROGRAMS 
ARE STILL IN THE DEVELOPMENT STAGE 

Although HEW is responsible for certifying that HMOs 
meet the requirements of the act, HEW has not finalized forraal 
procedures for deterraining whether an HMO's systera for assuring 
the quality of inpatient and outpatient services coraplies 
with the act. In early 1978, the Office of HMO Qualification 
and Corapliance prepared a draft version of standards dealing 
primarily with outpatient care and methods for assessing 
corapliance, but, as of March 1978, the final version had not 



been issued. V As of raid-February 1978, HEW had not made 
site visits to any qualified HMOs to assess their compliance 
with the quality assurance provisions of the act. 

Section 4 of the HMO Act authorized $10 million for HEW 
to contract for a comprehensive study of quality assurance 
programs with the following objectives. 

—Analyze past and present mechanisms for assuring 
quality health care, identify strengths and weaknesses 
of major prototypes of quality assurance systeras, and 
compare the costs of such prototypes. 

—Establish basic principles (the scope of systems, 
methods for assessing care, data requirements, 
specifications for developing criteria relating to 
desired outcomes of care, and ways to assess respon­
siveness of care to consumer needs) to be followed 
in effective quality assurance systems. 

—Assess programs designed to improve performance of 
health care providers and institutions. 

—Define the specific needs for a program of research 
and evaluation of quality assurance methods. 

—Provide methods for assessing quality of care frora 
the consumers point of view. 

HEW has awarded one contract under section 4. In June 
1975, HEW contracted with the Institute of Medicine of the 
National Academy of Sciences for a limited version of the 
study described in section 4. HEW awarded a 12-month, 
$300,000 contract to the Institute to accoraplish the follow­
ing objectives. 

—Describe and assess the effect of operational quality 
review prograras, based on existing written inforraation 
and supplemented by information obtained in selected 
site visits. 

—Review in detail literature on several topics designated 
as "priority areas" because of their importance in 

1/The draft version is based on an accreditation survey for 
outpatient care developed by the Accreditation Council for 
Ambulatory Health Care, a national organization representing 
health care orovider associations. 



determining (1) effectiveness of quality assurance 
programs and (2) the absence of reviews that integrate 
and analyze relevant information. \/ 

—Assess the reliability of certain hospital utilization 
data to determine its usefulness for evaluating the 
impact of PSROs. 

The Institute's final report, issued in Noveraber 1976, 
described existing quality assurance prograras and recomraended 
areas for further study. The report did not provide specific 
criteria for assessing the adequacy of quality assurance 
programs, but it set forth the following general character­
istics of an ideal quality assurance system: 

—The existence of an organizational entity for assess­
ing quality of care. 

—The establishment of standards or criteria against 
which quality is assessed. 

— A routine systera for gathering information on a 
representative sample of the total population of 
patients or potential patients, 

--A process for providing the results of review to 
patients, the public, providers, and sponsoring 
organizations. 

—Methods for instituting corrective action, 

CONCLUSIONS 

While the HMO Act and Federal regulations provide a 
broad framework for HMO quality assurance programs, HEW and, 
therefore, HMOs still lack specific, definitive standards 
for these prograras. As a result, HMOs have designed prograras 
which include a variety of features. To become qualified, 
an HMO must have a planned quality assurance program; how­
ever, many of the HMOs we evaluated had not fully implemented 
their programs at the outset of operations. As of early 1973, 
HEW had not made site visits to assess HMOs' comoliance with 

VThe "priority areas" included outcome-oriented approaches 
~ to quality assurance for outpatient care and long-term 

care, methods for changing behavior patterns of health care 
providers, and patient and consuraer involvement in quality 
assurance programs. 
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quality assurance requirements and had not finalized proce­
dures for assessing compliance. 

RECOMMENDATION TO THE SECRETARY OF HEW 

We recommend that the Secretary of HEW direct the Assist­
ant Secretary for Health to develop and disseminate guidelines 
for designing HMO quality assurance prograras and to implement 
a procedure for reviewing HMOs' compliance with the require­
ments. 

AGENCY COMMENTS 

HEW concurred with our recoraraendation and stated that a 
coraprehensive compliance plan, including guidelines for quality 
assurance, has been developed. HEW expects the guidelines— 
with appropriate forms, systems, and procedures—to be in 
place within 3 months. 



CHAPTER 7 

MORE NEEDS TO BE DONE TO 

IMPLEMENT THE HMO ACT 

In September 1976, we reported that several aspects of 
HEW's Implementation of the HMO Act had harapered prograra de­
velopment. The problems included (1) fragmented responsibility 
and uncoordinated efforts in implementing the program, (2) not 
enough staff with needed expertise to administer the program 
effectively, and (3) slow issuance of final regulations and 
guidelines for implementing and enforcing the act. 

In March 1978, in testimony before the Subcommittee on 
Health and Scientific Research, Senate Committee on Human Re­
sources, HEW acknowledged these problems and said that it had 
taken, or planned to take, steps to correct these probleras and 
revitalize the HMO program. However, because many of the cor­
rective actions were too recent for positive results to have 
developed, we still have some of the sarae concerns we reoorted 
in 1976. 

ORGANIZATION AND STAFFING 

The 1976 HxMO amendments required HEW to centralize all 
program responsibilities, except qualification and compliance 
functions, under one organizational unit. As stated in the 
House report on the 1976 araendments, V the central unit's re­
sponsibilities should include directing activities of regional 
personnel. In December 1977, HEW centralized the HMO head­
quarters program, including qualification and corapliance func­
tions, within the Office of the Assistant Secretary for Health, 
but the reorganization did not address regional office respon­
sibilities. Effective March 1, 1978, HEW appointed a director 
for the centralized headquarters prograra and one of his re­
sponsibilities will be to deal with the use of regional staff. 

HEW still does not have the numbers and types of person­
nel needed to impleraent the HMO prograra effectively. As we 
reported in 1976, few regional offices eraploy personnel with 
needed expertise because few people with this knowledge in 
marketing, actuarial analysi?;, and financial management, and 

VHouse of Representatives Report No. 94-518, dated Seot. 26, 
1975, p. 11. 
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with broad HMO knowledge are willing to work at the grade 
levels and salaries offered. This raises questions about 
the ability of regions—which are the initial contact points 
for potential HMOs—to monitor HMOs effectively and provide 
technical assistance. 

Lack of staff with needed expertise also has been a con­
tinuing problem in the headquarters operation. One publicized 
problem has been delays in the HMO qualification review proc­
ess. Several HMOs have had to wait for more than a year for a 
decision on their qualification applications. In mid-1977, 
HEW had a backlog of 51 pending applications, but by March 
1978, HEW had reduced the backlog to 29 by bringing in person­
nel from the regions and temporarily assigning grant and loan 
program personnel to this process. HEW plans to reduce the 
average waiting period for a decision on an application from 
180 to 120 days. 

Qualification delays have not only affected H.MO develop­
ment adversely, but have also increased program costs. Inves­
tigative staff of the House Appropriations Committee noted 
recently that almost $4 million in additional grant funds had 
been spent to sustain HMO grant projects until their qualifica­
tion applications could be processed. 

We also found probleras in loan prograra adrainistration. As 
of raid-February 1978, the HMO loan branch had no formal, uni­
form loan policy and had only two staff members—a loan officer 
and a program analyst—to review loan applications and prepare 
loan award documents. In addition, the chief of the compliance 
branch of the Division of HMO Qualification and Compliance 
which is responsible for monitoring the financial performance 
of HMOs with Federal loans said he does not have enough staff 
to systematically monitor qualified HMOs. He characterized 
the compliance function as one of "putting out fires," allow­
ing little time for advance planning and preparation. More­
over , as of mid-March 1978, HEW had not drafted regulations 
to impleraent the corapliance prograra required under the HMO 
Act. As a result, HEW's corapliance policy has evolved on an 
ad hoc basis, rather than in a systematic fashion. 

An important objective of the compliance program should 
oe to minimize fraud and abuse in the HMO prograra. The ira­
portance of this objective was highlighted in October 1977 
DV the enactment of the Medicare-Medicaid Anti-Fraud and 
Acuse Amendments (PuDiic Law 95-142) which apply to HMOs with 
.'ledicare or Medicaid contracts. HEW's compliance program 
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must assure that qualified HMOs serve Medicare and Medicaid 
recipients properly and effectively. 

In February 1978, the Senate Appropriations Committee ap­
proved HEW's request for 37 new HMO program positions, increas­
ing authorized positions from 138 to 175. Thirty-six of these 
positions are allocated to the qualification and compliance 
office and none to the loan branch. 

STATUS OF REGULATIONS 
AND PROGRAM GUIDELINES 

In 1976, we reported that delays in issuing final regu­
lations and guidelines had hampered HMO program development. 
In June 1977, to issue regulations impleraenting the 1976 HMO 
amendments, HEW issued interim regulations dealing with HMO 
organizational and operational requirements, qualification, 
and financial assistance. Interim regulations have the force 
of law and enable the HMO program to work while final regu­
lations are being prepared. As of June 8, 1978, final re­
gulations had not been issued. (See p. 60.) 

In 1976, we reported that HEW had not issued guidelines 
to clearly define requirements for HMOs. As stated in our 
report, an internal HEW study has noted that the absence of 
guidelines has hindered the program because "rules of the 
game" are not clear to HMOs. As of February 1978, HEW still 
had not issued the necessary guidelines. Examples of issues 
that HEW needs to address in guidelines are open enrollment 
and community rating. (See pp. 8 and 18.) 

CONCLUSIONS 

HEW has taken some steps to deal with HMO program man­
agement problems which we reported in 1976. However, most 
of the actions are either too recent to guage their effec­
tiveness or not comprehensive euough to correct the problems. 
That is, HEW has (1) centralized the headquarters prograra 
under a newly appointed director but has not resolved the 
question of regional staff use, (2) allocated new positions 
to the qualificction and corapliance office which is under­
staffed but no new positions were allocated to the loan 
branch which, we believe also is understaffed, and (3) issued 
interim regulations to implement the 1976 amendments but has 
not issued final regulations and guidelines defining require­
ments for HMOs. 
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STATCS QF HEALTH MAINTENANCE ORGANIZATION REGDLATIOSS AS OF JOWE 8, 1978 

HHO ACT OF 1973 

NPRM 
(nott •) 

b/5/ 8/74 

5/ 8/74 

5/8/74 

5/ 8/74 

5/ 8/74 
1/12/ 9/74 

Final 

10/18/74 

10/18/74 

10/18/74 

10/18/74 

10/18/74 
8/ 8/75 

HNO AMENDMENTS 
INIftAL UGUlAVtOsS 

NPRM 
(nott •) INTERIM FINAL 

-

-

-

-

-

«/ 8/77 

6/ 8/77 

6/ 8/77 

6/ 8/77 

«/ 8/77 
6/ 8/77 

-

-

-

-

-

OP 1976 

MthS*"" «<St;tA«d.Js 

(nott a) INTERIM FINAL 

(c) 

3/17/78 

2/10/78 (d) 

2/10/78 (d) 

2/10/78 (dJ 
- (f) 

TITLE OF SUBPART 
OF REGULATIONS 

A. Rcquiremtnts for an HMO 
B. Federal Financial Atsisc-

anct: Central 
C. Grants Cor F t a s i i s i l i t y 

Survtys 
D. Grant3 and Loan Guarantees 

Cor Planning and Initial 
Oevelopment Cotts 

C. Loans and Loan Guarantees 
for Initial 0peratin9 
Cosca 

F. Qualification of HMOs <̂  
G. Restrictive State Laws 

ana Practices 5/ 8/74 10/18/74 . - - - ( g ) 
H. Employee'3 Healtti aenetit 

Plans 2/12/75 10/28/75 - 4/25/78 - (d) 
I. Continued Regulation of 

HMOs and Otner Entities 9/17/76 - - - (c) 
J. Reconsiderations and 

Hearings 9/17/76 - - - ( h ) 

Adoitional Regulations for 
tne HMO Proqraa Or tg inal Revised 

Designation of .Medically 
Underserved Areas and 
Populacion Grouos 
(note i) 9/ 2/75 10/15/76 

Indian Health Prepayment 
Auchority 

Definition of Services 
and Paymencs for 
.Htdicare/.ied icaid 
Prograns 2/10/78 

a/Notice of Proposed Rulenaking. 

O/HEW oegar. ics grant award prograa after tne publication of thit notice, advising applicants 
~ tnat tney would oe bound ey tne final regulations. 

C/'PuDl icat ion expecced soon. 

a/Draft with Office of General Counsel. 

a/UEH oeqan its qualification program after publication of this nocice, but only Cor HMOs 
~ qualifying for initial development grant and loan guarantees co expand and for loan support 

ot initial operating costs. Applicancs were also advised o£ tneir coamitnent to canforis with 
the final regulations. 

^/Revision of Part 110.605 i s oting considtred witn respect to evaluation and determination of 
q u a l i f i c a t i o n . Changes w i l i depend on Subpart J. 

£/No changes under considerat ion. 

n/Neeo for regulat ions oeing considered in l i gh t of HNO afflendments. 

^/A l i s t of .nedically underserved areas and the methodology Cor their ident i f i ca t ion and a 
suminary oi tne comments of comorehensive healtn planning agencies on the appl icat ions of 
t.ie .^etnodology. 

SCTE: Interim and f inal regulations coth have tne force of law. Interim regulations jnliite 
f inal regulat ions , .lowever , are issued in order cc have some cornal r j l e s unti l final 
regulat ions ars C3r:iiuZace3. 
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RECOMMENDATIONS TO THE SECRETARY OF HEW 

HEW has committed itself to restructuring and revitaliz­
ing the HMO program, and, as part of this effort, we recommend 
that the Secretary of HEW 

—obtain additional staff with needed expertise for regional 
offices and the loan branch, as well as the qualification 
and compliance office; 

—issue all final regulations and guidelines needed to 
administer the nationwide HMO program more effectively 
and uniformly, with special emphasis on guidelines and 
regulations about compliance, open enrollment, community 
rating, and fraud and abuse; and 

—issue a formal, uniform loan policy for administering 
the loan program. 

RECOMMENDATIONS TO THE CONGRESS 

Amendments to the HMO Act proposed in S. 2534 and S. 2676 
would increase the ceiling on operating loans from $2.5 to 
$5.0 million. Additionally, S. 2534, S. 2676, H. R. 11461, 
H. R. 9788, and H.R. 11388 propose a loan program for HMO 
outpatient care facilities. An expanded loan program un­
doubtedly would help some HMOs, however, HEW has not developed 
a formal, uniform loan policy, nor has it effectively monitored 
HMOs' financial performance. As discussed in chapter 4, we 
have substantial doubts about the financial soundness of six 
of the HMOs we evaluated. We believe the Government should 
not be exposed to greater financial risk until HEW demons­
trates the ability to adequately manage the existing loan 
program. Accordingly, we recommend that the Congress defer 
action on proposals to increase total loans available to 
individual HMOs until HEW demonstrates that it can effectively 
administer the existing loan program. 

AGENCY COMMENTS AND OUR EVALUATION 

HEW concurred with our recommendations to the Secretary 
and made the following comments: 

—Recruitment of staff to fill the 37 new positions is 
underway, primarily to meet the needs of the qualifi­
cation and compliance functions, but additional posi­
tions (number unspecified) will be added to the loan 
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branch. Also, a high priority has been given to im­
proving the definition of the appropriate regional 
staff role. 

—HEW has implemented a plan to issue all final regula­
tions and guidelines by about October 31, 1978. 

—Draft loan policies have been developed which are being 
reviewed by the Public Health Service loan policy of­
ficer. 

HEW disagreed with our recommendation that the Congress 
defer action on proposals to increase total loans available 
to HMOs until HEW demonstrates it can effectively administer 
the existing loan program. HEW pointed out that, although 
it has not developed a formal uniform loan policy and has not 
effectively monitored some HMOs' financial performance, im­
provements and changes are already in process. HEW also stated 
that: 

—The present maximum loan amount may be reasonable under 
present circumstances for operating losses. Additional 
loan funds should be available for construction or equip­
ment purchases, particularly in light of comments in the 
report pointing out that staff and group model HMOs are 
generally more effective in operation. These types of 
HMOs are the ones most in need of construction funds. 

—Its experience has shown that staff and group model HMOs 
are experiencing extreme difficulty in financing the 
construction and equipping of ambulatory care facili­
ties. Construction authority and increasing the maxi­
mum loan amount would significantly benefit these new 
HMOs. 

— It is also important to note that the available loan 
amount of $2.5 million was set in 1973 and has not 
been modified in spite of the fact that national health 
care expenditures have escalated from $77 billion in 
that year to about $140 billion last year. 

Although we concur with HEW that increased loan avail­
ability for HMOs would be beneficial, we continue to believe 
that the Government should not be exposed to additional fi­
nancial risk until HEW 

— issues a formal, uniform HMO loan policy; 

—demonstrates that it can effectively monitor HMOs' fi­
nancial performance; and 

—obtains needed additional staff for tne HMO loan branch. 



APPENDIX I APPENDIX I 

DEPARTMENT OF HEALTH. EDUCATION. AND WELFARE 
OFFICE OF THE SECRETARY 

W A S H I N O T O N . O.C. 20201 

JUN 2 2 1978 

Mr. Gregory J. Ahart 
Director, Human Resources 

Division 
United States General 
Accounting Office 

Washington, D.C. 20548 

Dear Mr. Ahart: 

The Secretary asked that I respond to your request for our 
comments on your draft report entitled, "Can Health Main­
tenance Organizations be Successful?—An Analysis of 14 
Federally Qualified Health Maintenance Organizations." 
The enclosed comments represent the tentative position of 
the Department and are subject to reevaluation when the 
final version of this report is received. 

We appreciate the opportunity to comment on this draft 
report before its publication. 

Sincerely yours, 

Tnomas D. Morris 
Inspector General 

Enclosure 
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COMMEOTS OF THE DEPARTMENT OF HEALTH, EDUCATION, AND WELFARE ON THE 
COMPTROLLER GENERAL'S DRAFT REPORT ENTITLED, "CAN HEALTH MAINTENANCE 
ORGANIZATIONS BE SUCCESSFUL? ~ AN ANALYSIS OF 14 FEDERALLY QUALIFIED 
HEALTH MAINTENANCE ORGANIZATIONS" 

GENERAL COMMENTS 

Wc agree wich many of che findings in Che reporc and chinic chac lc Is 
generally accurate In les evaluacion of Che 14 qualified healch main­
eenance orgaolzaclons (RMOs) ac Che clae chey were examined. However, 
we chink some of che projeccions regarding che likelihood of HMO success 
have been made ac coo early a stage in che HMOs' progress co firmly 
decermine cheir ulclmace success. While Che reporc Is valuable for 
hlghllghcing some Issues, we believe chac Che General Accouncing'Office 
(GAO) was required Co evaluate particular areas of operation before the 
HMOs had sufficient operacing experience upon which to base valid gener­
alized observacions. The reporc recognizes chac an HMO Is a privace 
business wich an Independenc board of direccors and, as such. Is subjecc 
CO problems typical of new enterprises. After three years of assessing 
organizations for qualification, we are now In a position to comprehen­
sively evaluate applicants using our past experience. A new organizational 
structure for the entire program, combined with recently approved additional 
positions for qualification. Is expected to result in a high HMO success 
rate. In addition, S1.8 miilion of existing funds has been reprogrammed 
for technical assistance and other support activities. 

GAO RECOMMENDATION 

We recommend thac the Secretary of HEW direct che Assistant Secretary for 
Healch co develop and dlssemlnace guidelines for use by HMOs In Implemenc­
ing che coamninlcy racing requirement of the HMO Act. 

DEP.̂ ŜTMENT COMMENT 

We concur. Although we have during che pasc 18 monchs consiscencly applied 
a proper Incerprecadon of communicy racing, chis Incerprecadon has noc 
been available In wriccen guidelines. Such guidelines are now being 
wriccen and will be formally dlscrlbuCed in approximacely 2 monchs. 

(UO RECOMMENDATION 

The Secrecary of HEW should direcc Chc Assiscanc Secrecary for Healch co 
develop crieeria for approving and disapproving requescs for waiver of che 
open enrollmenc requirement. 

DEPARTMENT COMMENT 

We concur. Such criteria are being escablished in che form of guidelines 
to cake effect July 1, 1978. 
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GAO RECOMMENDATION TO THE CONGRESS 

We recommend that the Congress defer action on proposols intended to stimulate 
Medicaid and Medicare enrollments until HEW demonstrates that it could effectively 
administer proposed chonges in the reimbursement methods and imple.-nent on ef­
fective compliance progratn. 

DEPARTMENT COMMENT 

We do not believe that the Congress needs to defer action on the proposed HMO re­
imbursement reform. 

The Department is publishing in the Federal Register a draft compliance plan and 
notice of a public hearing to take comments on the plan on July 5 and 6. By August i, 
a compliance plan will be finalized which will more than meet the statutory require­
ment. In addition, the Department has expressed support in its response to the Senate 
Permanent Subcommittee on Investigations of several new legislative authorities 
and plans to undertake administrative actions to strengthen our compliance program. 

Based on our past experience with cost reimbursement under Medicare, we ore com­
mitted to developing methods which would result in prospective setting of reimburse­
ment rotes which ore reosonc^le. HMO rate setting methodology under ^iedicare 
and Medicaid should be based upon the foilowing principles: 

1. Prospective rote »c f fM Medicare and Medicaid HMO rotes should be pro­
spect ive.'TTieTCvi<TsRiouI31BeTul I y Ql risk and there should be no retroactive adjust­
ments to the rate oncie it has been established. 

2. Adiusted community rote setting - Medicare and Medicaid HMO rates should 
be based upon the community rote estooiished for the HMO's general population. 
The community rote should be adjusted to reflect the special benefits and demographic 
chorocteristics of the Medicare and Medicaid population. 

3. Rates established lower than corresponding fee-for-service costs - Federal 
and State governments should p.iy HMOs, on the overage, no more than they pay to 
the fee-for-service sector. 

4. HMO sovings should occrue to public beneficiaries - Some of the cost savings 
that will result from Medicare and Medicaid beneficiories choosing on HMO should 
be translated into increased benefits <nd/or tower costs to enrollees. This should 
provide a strong incentive to join HMOs and would reward beneficiaries for their 
choice of efficient delivery mechanisms. 

To this end, we proposed legislation which would mandate a standard method for 
determining rotes of reinnbursement to HMOs under Medicare and Medicaid which 
embody these principles. We hove discussed our proposed reimbursement method 
with several legislative stotf members and Members of Congress and ore considering 
revisions to meet their concerns. 

In addition, the Department has oftered assistance to States in the determination 
of a proper rote of reimbursement to HMOs under Medicaid. This assistance is being 
providea by a contractor. Further, a demonstration grant to the State of California 
has resulted in moiuals which will assist States in more accurately determining the 
fee-for-service costs for Medicoid enrollees. 

As stated elsewhere in rhe Department's comments, guiaelines for establishing com­
munity rates are now being written and wiil be formail/ aistributed in about two 
months. 
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GAO RECOMMENDATION 

The Secrecary of HEW should develop guidelines goveming chlrd-parcy 
relacionships in HMOs. 

DEPARTMENT COMMENT 

Wc agree chac wriccen rules should be escablished for allowable chird-
parcy relationships. Such rules arc now in process of developmenc and 
will be published in che Federal Register as they are approved. 

GAO RECOMMENDATION TO THE CONGRESS 

S. 2534 proposes a craining program co develop HMO managers. Wc recommend 
enactmcne of chis program. 

DEPAMMENT COMMENT 

We concur in chc need, but bclicvc Chac chc eraining can bc accomplished 
under exiscing auchorlelcs. 

GAO RECOMMENDATION 

Wc rccoomend Chac chc Secrecary of HEW dlrccc ehe Assiscanc Secrecary for 
Healch Co develop and dissMinacc guidelines for designing HMO quallcy 
assurance programs and eo Implemenc a procedure for reviewing HMOs' com­
pliance wich ehe requiremenes. 

DEPARTMENT COMMENT 

Wc concur. A comprehensive compliance plan, includin/j guidelines for 
qualicy assurance, has been developed. Wc expecc chcs>e guideliaes, 
vith appropriace forms, syscems and procedures, to be in place wiehin 
3 monchs. 

GAO RECOMMENDATION 

Wc rtcommcad the Secretary of HEW obcain additional icaff with needed 
expertise for rcgional offices and Che loan branch, as well as for chc 
qualificacion and compliance office. 

PEPARTMENT COMMENT 

Wc concur. Rccruicmcne of thc scaff co fill che 37 new posiCions is in 
progress, primarily to meet thc needs of the qualification and compliance 
funccions. Addieional posiCions will bc added eo the loan branch also. 
A high orlority has been given to the improved definition of the appro­
priate regionai scaff role as a basi9 for this analysis. 
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GAO RECOMMENDATION 

We recommend thc Secrecary of HEW issue all final regulacions and guidelines 
needed eo admlnlseer ehe nacionwide HMO program more effeccively and uniform­
ly, wich special emphasis on guidelines and regulacions regarding che subjeccs 
of eempliancc, open enrollmenc, comaunley racing, and fraud and abuse. 

DEPARTMENT COMMEOT 

A plan has been implemenced co complece issuance of all final regulacions 
and guidelines by approximacely Occober 31. 

GAO RECOMMENDAIION 

Wc recommend chc Secrecary of HEW issue a formal, uniform policy for adminiscering 
chc loan program. 

DEPARTMENT COMMENT 

Wc concur. Draft; Publle Healch Serviee (PHS) loan policies and specific HMO 
program loan policies have been developed and arc currendy being reviewed 
by chc PRS loan polley offieer. This review will be cxpcdlced as consiseenc 
wieh choroughncss and accuraey eo pcrmie early implcmeneaclon of ehese 
policies. 

In addicion, chc Department has made other legislative recoomcndations 
with respecc eo monicoring chc loan fund designed Co require loan 
raelpienes eo maincain funds in separace accouncs and eo reporc on 
expendieures of such fiinds eo chc Deparcmenc. 

GAO RECOMMENDATION TO THE CONGRESS 

Amendmencs Co ehe HMO Aee proposed in S. 2534 and S. 2676 would increase ehe 
ceiling on operaelng loan's from 12.5 Co IS million. AddiCionally, S. 2534, 
S. 2676, H.R. 11461, H.R. 9788, and B.R. 11388 propose a loan program for 
BMO ouepaelcne care faelUcies. An expanded loan program uodoubcedly would 
help some HMOs; however, HEW has not developed a formal, uniform loan policy; 
HEW has noc effeccively monlcored HMOs' financial performance; and, as dis­
cussed in chapcer 4, wc have subscaneial doubes abouc ehe flnanciai soundness 
of 6 of chc HMOs wc evaluaced. Wc believe chc Governmene should noc bc 
expoaed to greacer financial risk uncil HEW demonstraees che ability to 
adequately manage chc exiscing loan program. Aecordingly, wc reconmiend 
chae ehe Congress defer accion on proposals co increase total loans avail­
able to individual HMOs until HEW demonstraees ehae ic can effeccively 
admlnlseer the existing loan program. 

67 



APPENDIX I APPENDIX I 

DEPARTMENT COMMENT 

GAO is correct thav a formal, uniform loan policy has not been developed, and 
that some HMOs* tinancial performance has not been effeccively monitored. 
However, we do not agree chac Che amendmencs should be deferred. Improvemencs 
and changes are already in process. 

The amendmencs are needed because publicacion of PHS and HHO program loan 
policies is inmlnenc. AcClve recrulcmcnc and eraining of addicional coa­
pliance officers is in progress. All regulacions for che program will bc 
issued and arrangemencs have been made wiehin ehe Offiee of HMOs eo expe­
dice thc issuance of new regulations and guidelines as chese are necessl-
Caced by new scaCuCory auchoricies. These needed amendmencs should noe 
be delayed. 

While che presene maximum loan amounc may be reasonable under presene 
circumscances for "operacing losses," addicional loan funds should be 
available for necessary conscruccion, equipmene, eC cetera. This Is 
parcicularly crue In the llghc of Che eonmiencs in Che reporC polhclng 
oue chae scaff and group model HMOs are generally more effeccive in 
operacion, and chey are the ones most in need of conscruccion funds. 

Our experience haa sho*̂ . Chae sCaff and group model EttO'3 *r* experiencing 
excreme difficulty in financing thc conscruccion and equipping of 
ambulatory care facilicies. Construction authority and increasing Che 
msTlmum loan amount would significandy benefic theae new Ĥ K)'s. 

Ic is also imporcanc to note that the available loan amount of $2.5 
million was sec in 1973 and has not been modified in spice of che face 
Chat nacional healch care expenditures have escalated from $77 billion 
in chac year Co abouc $140 billion lase year. 

Taken cogether, these factors argue stongly for an increased level of 
operating deficit support which must be coupled wich a higher level of 
compliance surveillance than has existed in the pasc. Thc compliance 
capacicy is now being builc. Wich che increased eeiling requested for 
operacing deficic loans, ic will be possible to attain the twiti goals 
of subscanelally Incrcased BMO service availability and proceccion of 
chc financial interests of the Federal Government. 

With respecc Co Che fiscal soundness of chc 6 HMOs abouC which GAO has 
doubc, the Department has issued a notice of non-compliance under Che 
provisions of Section 1312 to 3 of them, based on their failure to 
maintain a fiscally sound operation. These 3 are HMOs cited by GAO as 
having a poor chance of achieving breakeven. The 3 remaining HKOa are 
being reevaluated and have bean requested to fumiah updated financial 
reporcs. 
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EXAtgLIS o r rACTOM AfnCTIMC CAO COWCLUSIOWS ABOUT HMOa' ABILITY 

TO BeCOtg'FINANCIALLY LNDCPtNlieiff WITHIN 5 YtABS ATTtR QUALIFICATION 
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Projected coses per neaber 
per sonch during fifch ycar 
afcer qualification at 
different races of increase 
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33.91 

34.18 

10 per­
cent 

S47.94 
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41.85 

46.60 

37.32 

42.63 

38.93 

37.51 

15 p e r ­
cent 

$54.78 

47.19 

39.33 

47.15 

39.79 

42.32 

51.10 

50.19 

47.82 

53.25 

42.65 

50.93 

44.35 

41.00 

5 per­
c e n t 

13.3 

13.6 

10.7 

3 .1 

13.2 

14.0 

13.0 

*.7 

7.3 

7.3 

J .2 

10 .9 ' 

6.4 

14.4 

10 per­
cenc 

13.7 

24,2 

13.9 

U . 9 

16.3 

17.6 

16.6 

12.9 

iz.r 

12.7 

14.3 

16.2 

11.4 

13.0 

15 ner-
cene 

24.1 

29.9 

21.2 

15.7 

20.2 

21,1 

2 0 . : 

16.4 

17,5 

17. i 

19.7 

21.5 

16.5 

21.6 

Annuel percencage in­
crease in revenue neede<: 
CO break even in fifth 
yeer »t different rate. National average annual 

of increase percentage Inert..< 
(note c) la medical care 

1973 - 1977 

10.5 

10.5 

10.5 

10.5 

10.5 

10.5 

10 5 

10.5 

10.5 

10.5 

10.5 

10.5 

10.5 

10.3 

HMO expeccs 
additional 
fixed cosc 

Yes 

''•* 
Yes 

No 

Yes 

No 

No 

No 

Yes 

fca 

Yes 

Yes 

;*o 

Yes 

Percenc of 
coscs paid Co 

fee-for-service 
providers 
(note i ) 

48 

51 

46 

31 

24 

31 

69 

73 

42 

34 

36 

37 

79 

47 

Year 
5-year 
period 

ends 

1930 

1979 

1930 

1931 

1930 

1981 

1980 

1981 

1930 

1930 

1961 

1961 

1980 

1981 

71 



APPENDIX IV APPENDIX IV 

PRINCIPAL OFFICIALS RESPONSIBLE 

FOR ACTIVITIES DISCUSSED 

IN THIS REPORT 

Tenure of office 

SECRETARY OF HEW: 
Joseph A. Califanop 
David Mathews 
Caspar W. Weinberger 

Jr 

ASSISTANT SECRETARY FOR HEALTH: 
Julius Richmond 
Jaines F. Dickson (acting) 
Theodore Cooper 
Theodore Cooper (acting) 
Charles C. Edwards 

ADMINISTRATOR, HEALTH SERVICES 
ADMINISTRATION: 

George I. Lythcott 
John H. Kelso (acting) 
Louis M. Hellman 
RoDert Van Hoek (acting) 
Harold 0. Buzzell 

From 

Jan. 
Aug. 
Feb. 

June 
Jan. 
May 
Feb. 
Mar. 

Sept. 
Jan. 
Apr. 
Feb. 
July 

1977 
1975 
1973 

1977 
1977 
1975 
1975 
1973 

1977 
1977 
1976 
1975 
1973 

To 

Present 
Jan. 1977 
Aug. 1975 

Present 
June 1977 
Jan. 1977 
Apr. 1975 
Jan. 1975 

Present 
Sept. 1977 
Jan. 1977 
Apr. 1976 
Jan. 1975 
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