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FOREWORD 

This report on health maintenance organizations was 
produced by the LBJ School of Public Affairs. The project 
seeks to combine the training of students for public service 
with an important and useful piece of research in public 
affairs . 

Generally , the project is sponsored by a governmental 
agency and seeks to produce a product that the agency can 
use . The final responsibility for the project rests with three 
faculty members of the LBJ School. But the project report 
is the product of faculty and students. Two of the faculty 
members are not necessarily from the LBJ School and 
usually represent different disciplines than the project 
leader in order to focus a wide range of knowledge and 
skills on the problem involved. In addition to faculty, the 
project usually consists of 15 students. 

The selection of the research project topic results from 
numerous considerations, including faculty and student 
interest and competence; feasibility; and the interest, 
financial support, and needs and sponsorship of a local, 
state , or federal agency. The basic material and approach of 
the report are developed over a single academic year. 

The study of health maintenance organizations was one 
of two undertaken in 1973-74 by the State Insurance 
Policy Research Project at the request of the Texas State 
Board of Insurance and its chairman, Joe Christie. The first 
study, of the feasibility of no-fault automobile insurance 
for Texas, has been previously released. 

In conducting these two research projects, the students 
in the seminar were divided into two groups. The students 
who comprised the group on health maintenance organiza
tions were Franklin Scott Curtis, Robert Keith Hopson, 
Beverly V. Hovenkamp, Cynthia Keever, Robert Ellison 
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Meadows, Greta S. Rymal , William John Thomson, Marc 
Francis Wiegand, and Diana Marie Zuniga. 

Faculty associated with the study of health maintenance 
organizations (as well as the no-fault insurance study) were 
Jared E. Hazleton, associate professor of the LBJ School of 
Public Affairs; Lynn F . Anderson, associate professor of 
public affairs and project coordinator subsequent to 
Hazleton's leave of absence ; Jerry D. Todd, associate 
professor of insurance, Graduate School of Business, The 
University of Texas at Austin; and Sarah Haynie , attorney, 
Texas Legislative Council, Austin. 

As customary with research projects , several persons 
acted as consultants to the seminar. These individuals are 
identified in an Appendix to the study. It should be 
emphasized that they are not responsible for the contents 
of this publication 

Finally, to repeat, the research project is an official 
activity of the school , and the school is, therefore, 
responsible for it. However, in order to obtain the best 
quality , projects have broad freedom , limited only by 
rigorous requirements of accuracy, objectivity, and truth. 

The project report may or may not point to or support 
particular proposals for policies or programs; whether it 
does or not depends on the facts collected and on the 
intelligent analyses of them. The school , however, does not 
advocate particular policies or programs. Whether the 
conclusions and recommendations of a given report should 
be adopted is not a matter for the school to decide or 
promote; that is a matter for decision by the public. 
Hopefully, the outcome of the project will be useful for 
that purpose . 

William B. Cannon, Dean 
Lyndon B. Johnson School 

of Public Affairs 





PREFACE 

The traditional and prevailing method of delivering 
health care to Americans is through a group of independent 
individuals and organizations which includes physicians
general practitioners and specialists of many kinds, 
hospitals, pathology laboratories, convalescent facilities, 
dentists, and druggists. While few would deny that the 
quality of health care delivered by these individuals and 
institutions has increased markedly with medical and 
scientific advances of recent decades, concerns have been 
mounting that the arrangement is not cost effective, does 
not maximize concern for the overall, integrated care of the 
individual patient, and discourages regular health mainte
nance and preventive medicine in favor of dealing with 
medical problems on an ad hoc basis after problems arise. 
There is also no question that costs of health care have 
skyrocketed in recent years, with the consequence that 
members of the consuming public and their elective 
representatives in government have begun to ask probing 
questions about the efficacy of the present system and to 
seek viable alternatives. 

These actions are reflected not only at the federal level, 
where a system of national health insurance has been in the 
limelight and where a law encouraging health maintenance 
organizations was passed in 1973, but also at the state level 
where basic regulatory powers over health and insurance
related matters are traditionally exercised. In Texas, for 
example, unsuccessful legislation relating to health mainte
nance organizations (HMOs) was considered during the 
regular session of the legislature in 1973, and the State 
Board of Insurance, in the absence of specific regulatory 
authority, attempted to accommodate the formation of a 
limited version of HMO in 1973 and 1974 before the next 
regular session of the legislature convened in 1975. As 
explained more fully elsewhere in this study, however, the 
latter actions precipitated an adverse opinion of the 
Attorney General. 

In this environment of growing interest and desired 
change, the State Board of Insurance through its Chairman, 
Joe Christie, requested the Lyndon B. Johnson School of 
Public Affairs to conduct a study of the feasibility of HMOs 
in Texas. The study was charged with examining the legal, 
medical, financial, marketing, and regulatory aspects of 
HMOs, both in concept and comparative practice, and to 
make appropriate recommendations on their feasibility for 
development in this state. The study was one of two 
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undertaken during the 1973-74 academic year by one of 
the School's policy research project seminars, a regular 
organizational component of the School's academic pro
gram structured with three or four faculty members and 
fifteen graduate students. In the instant case, with two 
major projects to accomplish, the graduate students were 
organized into two task groups, with nine members being 
assigned to the study of HMOs and six members to the 
no-fault insurance study. The names of students nad faculty 
associated with this study of no-fault insurance are indi
cated on the following page with the exception of Jared E. 
Hazleton, Associate Professor of Public Affairs. Professor 
Hazleton initially coordinated the project, but undertook a 
leave of absence at the end of the fall semester and is not, 
therefore, associated with or responsible for the findings 
and recommendations of this report. 

Since health care delivery systems are far reaching in 
their impact, it was both inevitable and fortuitous that 
there would be a high level of interest on the part of many 
individuals and groups who have professional, economic, 
social, and individual interests in the matters under study in 
this project. Every effort was made to contact such persons 
and groups and to elicit their experiences, individual points 
of view, and recommendations. The results of these efforts 
were most beneficial to the project undertaking and its 
ultimate product as presented here. Without in any way 
ascribing responsibility for the content and recommenda
tions of this study to all who assisted us, we wish to express 
our gratitude for their generous and valuable contributions. 
These persons are too numerous to mention here, but they 
are listed at the end of the study. 

The faculty and students associated with this project 
wish to express their gratitude to the State Board of 
Insurance, and particularly Chairman Christie, for the 
challenging opportunity to conduct this research project 
and to interact with an important area of contemporary 
public policy development in such a meaningful way. Our 
appreciation is also extended to Chairman Christie and his 
staff for providing able and generous technical support on 
many occasions and to the State Board of Insurance for 
providing a portion of the financial resources required to 
complete this study. Lastly, we gratefully acknowledge the 
contribution of the Ford Foundation in funding a part of 
the costs involved in this research effort. 

Lynn F. Anderson 
Project Coordinator 
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CONCLUSIONS AND RECOMMENDATIONS 

This study examines and evaluates the potential for 
health maintenance organizations in Texas. This research 
project viewed health maintenance organization as a generic 
term describing a variety of organizational forms including: 

Any organized system of health care which accepts 
the responsibility to provide or otherwise assure the 
delivery of a contractually specified set of health 
maintenance and treatment services for a voluntarily 
enrolled group of persons in a geographic area and is 
reimbursed through a pre-negotiated and fixed 
periodic payment made by or on behalf of each 
person or family unit enrolled in the plan. 

On the basis of their research, members of the policy 
research project reached the following general conclusion: 

-Health maintenance organizations are a viable alterna
tive for the delivery of health care and the State should 
permit them to be established. 

The report also analyzes some of the major concerns 
associated with health maintenance organizations, such as 
organizational and legal issues, financial planning, market
ing, and regulation. The following conclusions and recom
mendations are based on these aspects: 

1. If properly organized, managed, and regulated, health 
maintenance organizations could provide an impor
tant option for the delivery of health care in Texas. 
• Enabling legislation should be enacted to authorize 

the creation of health maintenance organizations in 
Texas. 

• This legislation should neither promote nor pro
hibit any particular type of health maintenance 
organization so as not to restrict the availability of 
various alternative organizations for health care 
delivery. 

• The legislation should include provisions which will 
minimize those legal problems discussed in the text 
of this report relative to definitions of insurance, 
restrictions on the corporate practice of medicine, 
coverage of antitrust laws, and limitations on 
advertising. 

2. Since health maintenance organizations have exten
sive responsibility for and control over both medical 
and financial aspects of health care delivery for an 
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enrolled population, there is a potential risk of 
delivery of poor quality care, mismanagement, or 
insolvency which warrants some form of state regula
tion. Although there may be only a few health 
maintenance organizations during the initial period of 
development, regulation of this new industry is 
essential to prevent abuses. A review of state agencies 
reveals no compelling justification to place the 
regulatory responsibility with any of them. At the 
same time, the essential characteristics of a health 
maintenance organization-such as professional 
competence, efficient financial management, and 
effective organizational arrangement-require a desig
nated regulatory agency. 

· Health maintenance organizations should be regu
lated by a state board composed of representatives 
of those existing agencies having competence in the 
various aspects of the health maintenance organiza
tion's operations and development; this could 
include representatives of the State Department of 
Health, the State Board of Insurance, the Attorney 
General's Office, the State Board of Medical 
Examiners, and the Governor's Office of Compre
hensive Health Planning. In addition, the board's 
membership should include at least three private 
citizens, appointed by the governor with the advice 
and consent of the Senate, to represent broader 
public interests. 

· A small administrative staff should initially be 
provided to the board. In addition, the board 
should be permitted to contract with other existing 
agencies either for the direct performance of 
certain activities or for the use of personnel and 
equipment. 

3. There are several areas in which the regulatory board 
will most usually be required to act, and these are 
described below. 
Advertising. While many states prohibit advertising 
for health care services, it is generally accepted as 
essential to expand enrollment in order to spread risk 
effectively and achieve economy. 

· Recognizing the possibility of abuse, advertising 
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should be regulated by the board. The board should 
consider prohibiting advertising the professional, 
non-quantitative aspects of health care services. The 
board might further requ{re that advertising ma
terials meet its apprm,al before distribution. 

Ucensure of Solicitors. It has been argued that 
licensing persons soliciting memberships for a health 
maintenance organization is necessary to differentiate 
between health maintenance organizations and tradi
tional health insurance plans. Furthermore, the fact 
that at least a part of solicitors' incomes is from 
commissions would suggest licensing in order to con
trol hard-sell techniques and related abuses. 
• Although there is potential for abuse in soliciting 

enrollees for health maintenance organizations, the 
initially small numbers of HMOs together with the 
availability of other regulatory procedures which 
may serve the same purpose indicate that Texas 
should not control the qualifications of solicitors 
through licensing unless serious problems develop. 

Membership Contracts. Regulation of membership 
contracts in health maintenance organizations is 
essential to assure that both parties meet their 
contractual responsibilities and that the contract is 
legitimate and understandable. 
• Texas should strictly enforce and control the 

membership contracts through the certification and 
monitoring of health maintenance organizations. 

Membership Rates. The objective of rate regulation in 
the HMO is to protect both the enrollee and the 
HMO from the financial consequences of over
charging or underselling health care services. How
ever, to regulate rates at the outset of the develop
ment of HMOs would seriously undermine their 
ability to compete as a viable alternative to the 
present health care delivery system . 
• The need to assure that membership rates of an 

HMO are reasonable to support its operations, 
together with an interest in permitting the flexible 
development of HMOs in Texas, implies that 
regulation of membership rates might more appro
priately be addressed in a manner less restrictive of 
HMO development- possibly in the certification 
process. 

Financial Solvency. There is some disagreement as to 
the desirability of capital reserve requirements as a 
method of assuring delivery of services and overall 
solvency. The basic argument concerns the definition 
of HMOs as "insurance"; that is, whether HMOs 
provide a service as opposed to indemnity , making 
certain fiscal requirements applicable to insurance 
companies inappropriate for HMOs. 
• The unencumbered development of various types 
of HMOs in Texas dictate against the application of 
strict, uniform reserve requirements. The objectives 
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of assuring some degree of financial solvency could 
be adequately met through other mechanisms, such 
as the certification process. 

Auxiliary Corporations. HMOs have several compo
nent services which may be contracted to auxiliary 
corporations. If HMOs are to be effectively regulated, 
it is also necessary to regulate these auxiliary 
corporations. 
• The board must have access to and authority over 

contracting auxiliary corporations in regulating 
HM Os. 

4. The most desirable approach to regulation of HMOs 
in Texas is one that protects the public interest and 
encourages the development of all types of HMOs. 
The following description offers a regulatory scheme 
which consists of three complimentary measures: 
certification, monitoring, and disclosure. 
Certification . Certification by the recommended 
board would provide a method for determining the 
organizational and financial viability of a proposed 
HMO. The establishment of certain minimum require
ments and careful review of various aspects relating 
to an HMO would be essential to certify it for 
operation. The regulatory agency can then require 
prospective HMOs to make adjustments prior to 
commencing operations. By requiring appropriate 
information and documentation, the certification 
process can establish the reasonableness of rates and 
fiscal soundness without imposing rate regulation or 
reserve requirements. 
• Legislation which authorizes the creation and 

operation of health maintenance organizations in 
Texas shoul.d require a certification process for all 
prospective HM Os before they can legally begin 
operations. 

Monitoring and Recertification. Monitoring and 
periodic recertification assures that minimum stan
dards continue to be met by collecting and evaluating 
information on the HMO's current organization, 
services, and financial condition. 
• Monitoring and recertification are necessary to 

insure the health maintenance organization's con
tinued compliance with. certification requirements 
and shoul.d be required by statute. 

Public Disclosure. Public disclosure, a third measure 
of the regulatory system, is designed to provide 
enrollees and potential enrollees with the most 
accurate and complete Information necessary for 
informed decisions. In the long run, public disclosure 
could reduce the need for stringent governmental 
regulation by relying instead on informed competi
tion in the marketplace. 
• Public disclosure shoul.d be required by statute of 

all certified HMOs. 
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CHAPTER I 

HEAL TH CARE IN TEXAS: 

A BRIEF OVERVIEW 

The status of health care in Texas is not dramatically 
unlike that in other parts of the United States, and this 
study includes a survey of the geographic and economic 
conditions affecting health , the availability of health 
resources such as manpower and facilities , the cost and 
methods of payment for medical care, and the accessibility 
for various groups of the population. 

All these problems suggest an important role for health 
planning in the development of appropriate and effective 
health care delivery systems. Efforts to bring the distribu
tion of resources and services more into balance with needs 
requires comprehensive and continuous planning. Creation 
of the Office of Comprehensive Health Planning in the 
Office of the Governor in 1969 was an important beginning 
in this regard. 

GEOGRAPHIC AND ECONOMIC CONDITIONS 

Texas provides populations which need health care both 
in urban counties, such as Harris with its 1,741,912 
inhabitants and a median family income of $10,346, and in 
rural counties, such as La Salle with 5,000 inhabitants and a 
median family income of $4,055. 1 Rural counties face 
different health care problems than those dominated by 
urban centers. In the more remote rural communities, the 
unavailability of health care services can have considerable 
effect on a community's health status. 

The economic situation can create problems in providing 
and receiving adequate health care. In a report of the Texas 
Department of Community Affairs' Office of Economic 
Opportunity, Poverty in Texas , the higher incidence of 
illness and lower level of health care found among 
low-income groups was attributed to a variety of circum
stances, including limited financial resources with which to 
purchase health care, lack of knowlege about medical help, 
and lack of transportation and time to utilize facilities. 2 

Among persons with family income of less than $2,000 a 
year, the OEO study reported that approximately 29 
percent have chronic medical conditions which limit their 
activity as contrasted with less than 7.5 percent among 
persons with a family income of $7,999 or more. In one 
year. the report stated, a larger portion of persons in 
low-income families have more multiple hospital episodes 

than those in higher income groups. 3 Nearly 20 percent of 
the families in Texas would fall into this group. The 
percentage of families below the poverty level is highest in 
Starr County with 51.9 percent.4 

Other measures of community health status include 
infant and total death rate and ratio of hospital beds and 
doctors to total population. Infant morbidity statistics 
reveal circumstances hostile to life, and an environment in 
which high rates of illness, faulty nutrition, poor conditions 
for birth, and unhealthy mothers exist. From 1968-1970 
the infant death rate in the United States declined. The 
Texas rate , higher than the national average, also declined, 
but at a slower rate. 5 Selected Health Characteristics of 
Texas (Appendix A) lists some of the mariy variables which 
affect sickness and health. 

Communicable diseases is another measure of the 
physical well-being of a community. In 1968 Texas ranked 
among the top four states in incidence of five communi
cable diseases. With 5.5 percent of the total U.S. popula
tion, Texas reported 50 percent of all diptheria cases, 42 
percent of all poliomelitis cases, 32 percent of all leprosy 
cases, 23 percent of all measles cases, and 17 percent of all 
pertusis (whooping cough) cases, (See Appendix B) 

MANPOWER SHORTAGES 

One of the most important factors in the problems of 
the health care system is limited manpower. The shortages 
of trained personnel extend to all categories of health 
professionals , although the lack of physicians is most 
frequently cited as the major manpower problem. While 
some have questioned the efficiency of traditional solo 
practice by physicians, most physicians in Texas apparently 
prefer practicing medicine alone or in partnership with 
another physician. In 1969 only 20 percent of the doctors 
in Texas were engaged in group practice .6 

Group practices are expanding, however , as younger 
physicians perceive the market for one-stop health care. 
The clinic approach is growing in all of Texas' urban 
centers. But even in areas where the physician-per-1,000-
inhabitants ratio seems adequate , the trend toward speciali
zation sometimes makes primary care a scarce commodity. 

Primary care, according to the American Medical Asso-
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ciation. refers to the medical treatment and services 
provided by those physicians whom the public generally 
consult directly rather than through referral from another 
physician. Physicians involved in the delivery of primary 
care include general and family practitioners, internists, 
pediatricians, and obstetrician-gynecologists. Projected 
figures show that the primary care group will decline by 
1980 from 37 percent of practicing physicians to 33 
percent. 7 

In 1972 there were 14, 192 non-federally employed 
physicians practicing in Texas. Of those, 12,258 were 
involved in patient care. Over half of that number, 6,491, 
were practicing in the three largest urban centers, Dallas, 
Bexar, and Harris Counties. Eighty-three counties had fewer 
than five practicing physicians. 8 In June 1973, 1 7 counties 
with a combined population of 29,064 did not have 
doctors.9 (See Appendix C) 

The concentration of physicians in urban areas and a 
shortage in rural areas is acknowledged by the medical 
profession but is explained as part of the overall shift to 
the cities. Attempts are being made to provide incentives 
for young doctors to spend their first years after medical 
school in rural service in return for financial assistance 
while in school. The 1973 legislature created the State 
Medical Education Board to provide financial assistance to 
students who agree to practice in areas where service is 
otherwise unavailable. The hope is, according to Dr. 
Charles Dryden, President of the Texas Medical Associa
tion, that young doctors and their families will appreciate 
small town life and remain there. Optimism for this plan is 
limited, however, and Dryden points to wives' dissatisfac
tion with country life as an important factor in physician's 
decisions to move to the cities. 1 0 

Other suggestions for improving the medical manpower 
situation include strengthening ·the paramedical training 
programs. Paramedical staffs operating under a physician's 
supervision can assume many routine office tasks as well as 
contributing substantially to smoothing out hospital pro
cedures. Paramedics include a physician's assistant and 
nurse practitioners. 

The physician's assistant typically has a bachelor's 
degree in natural science plus advanced work in bio
medicine. Baylor College of Medicine, Southwestern 
Medical School of the University of Texas, and the 
University of Texas Medical Branch at Galveston have 
training programs for physician's assistants, but the use of 
these individuals in the medical care delivery system is still 
in its infancy. 

The nurse practitioner is a registered nurse who has 
received advanced academic or clinical training. Working 
under a physician's supervision, the nurse practitioner can 
expand the capacity of the physician to administer primary 
level care in such areas as diagnosis and trauma. 

A shortage of nurses is among the most acute problems 
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of health care. Some critics blame low wages and long hours 
for the lack of nurses; others point to the sometimes 
subservient role nurses must assume with physicians. A 
more solid reason for the shortage, however, has been the 
overcrowded clinical teaching program. According to a 
1973 report on health care in rural Texas by the Texas 
Rural Development Commission, university nursing schools 
are now producing more qualified applicants than teaching 
hospitals can accommodate.11 

As of March 1972, there were 25 ,868 active registered 
nurses (RNs) and 28,972 licensed vocational nurses (LVNs) 
in Texas. In December 1972, of the 50,907 registered 
nurses in Texas, 25,554 or 50 percent were employed.12 

Dr. Shirley Dooling, dean of the University of St. Thomas 
Nursing School, indicated to a convocation on health 
problems in Texas that many nurses drop out because they 
are not allowed to practice the type of nursing for which 
they have been trained. 

Facilities 

Hospitals fall into several categories as defined by the 
Texas Hospital Association. Community hospitals are non
federal, short-term, general or other special hospitals whose 
facilities and services are available to the entire community. 
This category includes hospitals in the following service 
area: general; pediatric; orthopedic; maternity; osteopathic; 
dental; cancer; and ear, eye, nose, and throat. 

Long-term hospitals provide care to patients requiring 
prolonged stays. Psychiatric, tuberculosis, mental, alco
holic, rehabilitation, and geriatric hospitals are in this 
category. 

The final group is federal hospitals, which include 
military, veterans administration, and public health service 
hospitals and federal correctional institutions. 

The County and City Data Book reported 556 hospitals 
in Texas in 1970 with a bed capacity of 75,481.13 The 
Texas Almanac reports that in 1969 Texas hospitals 
employed 120,386 persons and had payrolls totaling more 
than $585 million. Admission to short-~m hospitals were 
1,668,111 or 90.4 percent' of all hospital admissions. Total 
hospital assets in Texas were reported at $1,450,382,000 or 
4 percent of total U.S. hospital assets. 14 

Distribution of hospitals in .Texas is increasingly 
weighted in favor of urban areas. The Texas Hospital 
Association reported that 48 percent of the 4 77 shortterm 
hospitals are located in Texas' 25 metropolitan areas. 
Additionally, rural hospitals are closing down regularly-
1,880 ceased operation between 1966 and 1969, in large 
part due to the personnel and service requirements of 
Medicare. 1 5 

In 1973 the Texas Hospital Association analyzed ques
tions from the American Hospital Association Annual 
Survey of Hospitals for 1972. The THA report presented 



information for. each of Texas' 24 health planning regions 
(Appendix D). Forty-four categories of facilities and 

·services were listed by THA as desirable, and they are listed 
in Appendix E. All 44 categories of facilities and services 
are reported as available in the state and those provided by 
the largest percentage of short term hospitals were: post
operative recovery room (83 .6%); inhalation therapy 
(80 .6%); emergency department (78 .7%); and physical 
therapy (72.2%). 

Appendix F shows the region, the number of counties in 
each region, 1970 population, number of THA-member 
hospitals , number of hospitals responding to survey, facili-
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ties and services offered, short-term hospital admissions and 
average length of stay . All information except population is 
for 1972. 

Also providing health care services in Texas are 70 city 
and county health departments. These public health units 
assist residents in 76 counties and five cities with about 80 
percent of the state's population. The residents of the 
remaining 178 counties do not have access to public health 
facilities. To extend the public health program to these 
areas , the State Health Department has devised a 10-region 
program to provide all counties with basic routine health 
services. 1 6 
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CHAPTER II 

PRESENT HEALTH CARE DELIVERY SYSTEM: 
FUNDAMENTAL CHARACTERISTICS 

The existing system for delivering health care is funda
mentally a non-integrated, compartmentalized operation. 
The providers of care-doctors, hospitals , specialists-often 
function independently of those financing that care, 
whether it be private insurers or government programs. 
There is further fragmentation between the providers, who 
deliver health care with little or no coordination of their 
services. Last and perhaps most critical is the patient, who 
is outside the entire system and yet must combine the 
pieces to obtain the most appropriate, economical, quality 
care. Thomas G. Moore Jr., executive director of the 
California Council for Health Plan Alternatives, illustrates 
the problem: 

I ask you for a moment just to suppose that you got 
educational services the way you get health care. 
Think of it this way, instead of going to a school 
where an organization has been developed and there 
are professionals brought together to work on educa
tional needs, you'd go out and shop around the 
neighborhood-they would be the affluent neighbor
hoods, probably- and find a history teacher in one 
place and a math teacher someplace else. You try to 
get this combo together the way you've got to put 
together a pediatrician, an internist and a neurologist, 
say. To get into the gymnasium you'd have to go 
through a P.E. man who would pJ;"obably charge you a 
fee every time he came by to see how your basketball 
form was doing. The gym would bill you at the basic 
rate for your using it , plus fees for shower, towels, 
and locker. 1 

Not surprisingly, solutions which reinforce this separateness 
by addressing only one component of the system have 
inevitably proven unsuccessful- the most notable example 
being Medicare and Medicaid programs, which give more 
people more money to buy health care without changing 
the delivery of the care. 

However, to say that health care delivery suffers from 
compartmentalization is not to describe a one dimensional 
problem. In fact, it is the root explanation for most 
problems associated with the present delivery system. The 
fact that doctors, hospitals, insurers, and patients function 
independently has an enormous effect on all other aspects 
of the delivery system, the economic incentives which 
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influence the way health care is delivered, and the 
accountability that keeps the delivery system in check. 

STRUCTURE 

The present structure for providing health care services is 
characterized primarily by its fragmentation. The small, 
simple form of organization, characteristic of the health 
enterprise of the past, grows by accretion without a 
necessary restructuring. 2 Consequently, increasing numbers 
of separate primary physicians and specialists practice in 
solo or small group practices, as well as growing numbers 
of separate hospitals and nursing homes. 

The following sections analyze the effect of fragmenta
tion on other related aspects of the structure. 

The Distribution of Health Care Resources 

Fragmentation gives rise to concern over the manner in 
which health care resources-namely manpower and facili
ties-are distributed to meet health care needs. A descrip
tion of some of the major problems of distribution follows : 

1. Health manpower is poorly distributed by specialty. 
There is a severe imbalance of primary physicians and 
specialists in terms of health needs. While estimates indicate 
that 55-60 percent of all physicians should practice primary 
medicine (that is, family or general practice, internal 
medicine, and pediatrics), only 45 percent currently prac
tice primary medicine and less than one-third of those in 
training (residencies) are in primary medicine. 3 At the same 
time, there is a surplus in certain specialties, most notably 
in surgery. 

2. Health manpower is poorly distributed geographic
ally. Attracting the necessary manpower to rural areas and 
inner cities is a paramount problem in health care delivery. 
There are large geographic variations in the ratio of 
physicians to population, with significant shortages in 
metropolitan ghettos and in rural counties.4 Communities 
that lack access to physicians tend to underuse health care 
facilities , such as hospitals. Therefore, the geographic 
location of health manpower determines whether health 
care resources are adequately distributed. 

3. Health care resources are often improperly managed. 



Numerous studies show that many tasks performed by 
physicians and dentists could be done by paramedical 
assistants or nurses. Estimated savings from improving the 
productivity of health professionals are enormous. 5 Fur
thermore. medical facilities are frequently used inappro
priately . There are endless examples of patients who are 
hospitalized or placed in extended care facilities where 
outpatient facilities would be adequate. Finally, it is 
common to find several hospitals maintaining sophisticated 
facilities which incur great expense and may actually pose a 
risk to the patient if they have deteriorated from non use . 6 

Cost Management 

The term "cost management" refers to maintaining costs 
at the most effective level that will provide quality health 
care. In any system characterized by separate units per
forming separate functions which are , in turn, separately 
financed , it is highly unlikely that the total cost implica
tions are fully understood. The lack of such cost
consciousness seriously impairs the health care delivery 
system's ability to manage costs effectively . 

I. The separation of health care delivery and health 
care financing inhibits cost management. Since providers of 
health care operate independently of those who finance the 
care organizational responsibility for cost management is 
slight. In a system of third-party payments, the providers 
are relatively unconstrained by cost considerations and thus 
may be inclined to greater use of medical resources. As long 
as private insurers and the government pay for services 
without regard to the means of delivering those services, 
they act as an inflationary stimulus. 7 Until this organiza
tional fragmentation is overcome, and a mutual responsi
bility for delivering high-quality care at reasonable cost is 
established, the health care delivery system cannot manage 
costs. 

2. While physicians have extensive control over the 
health care services which are provided, they do not neces
sarily bear financial responsibility for those services . This 
problem is clearly a contributing factor in the difficulty of 
managing costs within a fragmented delivery system. Since 
the patient generally is unable to make an informed choice 
of necessary services, the doctor must decide which services 
are needed. Among other services, the patient may require 
hospitalization or specialist care. The doctor is often in the 
peculiar position of controlling demand not only for his 
services but for those of other providers as well. William 
Shearer of the Ross-Loos Medical Group offers this 
analysis: 

Economists tell us that doctors' incomes represent 
about 20 percent of the total medical dollar ex
pended. But-and here is the expandable area-our 
doctors also are responsible for ordering for their 
patients additional health care services that represent 
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possibly another 70 percent of the medical dollar. As 
you can guess , this includes hospitalization, extended 
care , drugs, supplies, and hundreds of other items 
supplied by "other providers" but initiated by your 
doctor. 8 

This in itself does not nullify cost-consciousness,9 but 
combined with the fact that the units of service are 
separate, it promotes decisions which may be divorced from 
costs. Moreover, the existence of third-party payment 
almost completely mitigates whatever cost-consciousness 
might be possible from the provider's concern for the 
consumer's ability to pay. In order to manage costs effec
tively, health care delivery must be integrated to the extent 
that service providers share the financial risk for those 
services. 

By definition, effective cost management should provide 
the most economic care that is appropriate . However, in an 
organization in which the units of services are separate and 
independent, savings in one unit are not transferable to 
another. An illustration of this problem is where home care 
might be substituted for hospitalization , if it is medically 
appropriate. The savings from using home care accrue only 
to the home care unit and the insurer who does not have to 
pay for hospitalization ; but the hospital realizes no benefit. 
Similarly, savings created by the doctor who provides more 
primary care services, thereby avoiding eventual hospitaliza
tion, are realized primarily by the insurer and not the 
physician or the hospital. This fra~entation fosters incen
tives which operate at cross-purposes with cost manage
ment. 

The predominance of the solo practitioner form of care 
is also cited for economic inefficiencies. Of 140,000 
physician's offices, approximately 116,000 were main
tained by a single physician. 1 0 Thus, a major portion of the 
health care delivery system functions without the economic 
benefits associated with developing economies of scale and 
cost-sharing arrangements . Fragmented health care may also 
threaten the effectiveness of the services by potentially 
allowing harmful duplication and providing episodic rather 
than continuous care. 

Patient Satisfaction 

The existence of small separate units of care may have 
advantages , such as personalized individual medical atten
tion; but this is available only to those persons who have 
the services available and who can afford them. The 
question remains as to whether this type of system provides 
patients the most accessible quality health care. In a 
fragmented delivery system there is no way to prevent 
persons from getting lost betw(;en the units of care . There is 
no place within the system which accepts responsibility for 
initially introducing the patient into the health care system 
at an appropriate point, or for monitoring his treatment . As 



Health Maintenance Organization 

a result, patients must manage their own medical treatment , 
and generally are uninformed of their medical needs. 
Moreover , the system exacerbates the problem of conti
nuity of care. With extensive referrals to other health care 
providers , there is an increased possibility of duplication of 
services or even conflicting treatment. This lack of coordi
nation is reinforced because each provider maintains sepa
rate medical records and histories. As a result , patients are 
virtually at the mercy of a complicated maze of referrals. A 
notable illustration is the increased use of hospital emer
gency rooms by persons who simply do not know where 
else to go . A study in 1971 by Ira Greenberg and Michael 
Rodburg found that "In the past twenty years hospital 
emergency room visits have increased 250 percent , and only 
about one-third of the people treated in them are true 
emergency cases. 11 At present then, the health care 
delivery system is unable to coordinate an effeetive 
comprehensive health care program for patients. 

It seems safe to assume that it is in the patient's best 
interest to receive care which could reduce potential future 
illnesses. This requires not only specific health services, but 
thorough follow-up care to insure that the various services 
are keeping the consumer healthy. However , health mainte
nance is a meaningless term as long as units of care remain 
separate and independent and there are no means to assure 
that this care will help prevent future illness. 

ECONOMIC INCENTIVES 

The way the health care delivery system is structured 
greatly influences the operation of that system. Perhaps 
equally important are the incentives which direct how 
people operate within the health care delivery system. It is 
not enough to understand how health care delivery is 
structured; we must also understand what motivates the 
system. 

Public concern about health care has been generated 
largely by the rising cost of medical services. Since World 
War 11, medical costs have increased until in the last decade 
they have become much higher than the average of all other 
consumer prices. Statistics of the U.S. Social Security 
Administration show that while 52 percent of the total 
increase in personal health-care expenditures from 1965 to 
1972 resulted from price rises, 38 percent was due to 
inc~eased per capita utilization of care. 1 2 Further , "utiliza
tion and prices for health care typically have risen with 
additions to resources. When extra personnel or equipment 
are added, whether they are needed or not, utilization 
adjusts to the increase in resources , and the fees and charges 
rise accordingly; insurance and government payments 
follow suit." 1 3 Thus, the present health care delivery 
system seems to encourage greater utilization of ever 
expanding and more costly resources. 

There are essentially two economic incentives which 
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figure prominently in this situation. First, the economic 
rewards associated with the fee-for-service approach to 
reimbursement operate to motivate providers to deliver 
more services and more expensive services. Second, the 
third-party payment mechanism insulates providers and 
patients from most of the financial consequences of their 
decisions, and offers no incentives to manage rising costs. 

Fee-For-Service Reimbursement 

Although fee-for-service as a method of payment is most 
commonly associated with physicians, it applies to most 
other providers as well. Under fee-for-service, income 
accrues to the providers in pmportion to the number of 
contacts or services given. This means that the providers are 
rewarded financially for the patient's sickness. As medical 
technology becomes more sophisticated, the provider has 
potentially greater resources to apply to the patient's care. 
Whether or not providers abuse the prerogative to deliver 
more and more expensive services is not nearly so critical as 
the fact that the incentives operate in that direction. 
Consequently, reimbursing the provider for every service 
encourages over-utilization and over-treatment. 

Hospital utilization also is encouraged by the fee-for
service payments. Of the total increase in health care costs, 
the increase in hospital charges is the greatest contributing 
factor . 

Some of the factors contributing to the increased 
hospital charges are: 

Increased wages for nurses, interns and residents. 

The service worker-to-patient ratio has increased, 
especially with the increased number of aged persons 
(due to Medicare) who require more care. 

Hospitalization has become the predominant mode for 
extended health care, although many patients could use 
clinics and other less costly health care facilities if they 
were available. 

Inefficient hospital management. For example , the 
federal Public Health Service has reported that 776 
hospitals maintained facilities for open-heart surgery in 
1967, but that only 31 per~ent had used their facilities 
within the year. 1 4 

Any reduction in hospital utilization would probably 
provide a significant savings for the patient, insofar as it did 
not deteriorate the quality of health care . However, 
fee-for-service reimbursement creates just the opposite 
incentives-namely to increase the use of hospitalization. 
Hospitals are paid on the basis of cost. Fees for services are 
assessed according to how much it costs the hospital to 
deliver those services. There is no incentive for reducing 
prices. 

A hospital administrator may prefer to provide more 



inexpensive care to patients. which necessarily means 
reducing hospitalization. However, in doing so he would act 
against the financial self-interest of his institution. Main
taining a high level of hospital utilization is not only 
necessary to the hospital's financial well-being, but it also 
produces essential cash flow. Until this economic incentive 
is reversed. medical wsts can be expected to continue to 
escalate. 

Third-Party Payments 

Another factor which has contributed to increasing med
ical costs is the third-party payment. By divorcing cost from 
services, the indemnifying third-party effectively eliminates 
organizational cost-consciousness and becomes an infla
tionary stimulus. Health insurance, public or private, 
transfers from the medical patient to an insuring agent most 
of the risk of financial loss due to medical costs. This severs 
the direct financial relationship between the patient and 
provider of medical services, and promotes increased service 
utilization (especially hospitalization) causing health care 
costs to rise. 

Demand for health care services will remain approxi
mately the same in spite of cost increases. This phenome
non is particularly true for those people with sufficient 
incomes to purchase health insurance. Although Medicare 
and Medicaid programs operate as other health insurers and 
produce similar incentives, they have had particular impact 
in the health care system. When instituted by the federal 
government in 1966, these programs introduced to the 
health care market a population (the aged and the poor) 
who would not otherwise have been able to purchase 
extensive health care. The practical effect of these programs 
has been to increase significantly the demand for medical 
services without simultaneously increasing the supply. 

Basically, then there are two problems that affect health 
insurance and medical services in health care delivery 
today: excessive hospitalization and over-treatment. Since 
most insurance plans provide extensive coverage only if the 
insured is hospitalized, the insured has an incentive to be 
hospitalized in order to receive payment for his treatment, 
whether hospitalization is necessary or not. Once a patient 
is hospitalized, the hospital has an incentive to maximize 
the length of stay. Each of these incentives is encouraged 
because the consumer does not pay directly for services. 

Health insurance is structured so that it contributes to 
the use of more expensive health care. Because a third 
party, the insurer, pays for the performance of medical 
services, control over costs that the consumer normally 
exerts in a free-market situation is largely forfeited . The 
health care provider can deliver services without serious 
concern for cost, which, combined with the fee-for-service 
incentives, means there is no practical constraint on in
creased utilization beyond availability of resources. There -
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fore , there is virtually no part of the health care delivery 
system rationally considering costs with relation to services. 

Although the insured may be required to pay a portion 
of his expenses in private health insurance and Medicare 
and Medicaid programs, it has little practical effect. The 
deductible has not been effective in controlling inflation
perhaps because the insurer exercises no similar financial 
control over the provider. 

ACCOUNT ABILITY 

Accountability in the way health care services are 
delivered is gaining increasing attention from patients and 
government. Rising medical costs are undoubtedly the 
prime source of concern, but there are many other 
problems, such as availability and accessibility. Yet, the 
health care system continues to function with the same 
weaknesses, largely because it is structurally unable to 
locate where change is required ~ 

Accountability in a system is the capability to be 
responsible for performance, and further, to know why it 
performs as it does. The basic compartmentalization of the 
health care delivery system nullifies such responsibility. 
Physicians, hospitals, and insurers all interact separately 
with consumers. No central entity assumes responsibility 
for whether or not the entire system efficiently and 
effectively maintains or improves the consumer's health. 

There has recently been more and more public pressure 
for accountability to be imposed by government regulation 
of the health care industry. The federal government's 
involvement in health care has grown considerably in the 
last several years, although its role has been primarily 
limited to financing medical care. As the government begins 
to finance a greater portion of health care, and assuming 
the rate of inflation persists', it is inevitable that the 
government will get into the business of regulation-at least 
attempting to control rising costs. 

Given the present structure of health care delivery, 
government regulation may be a very ineffective means of 
introducing accountability. For just as a fragmented, 
non-integrated structure is ill-equipped to provide for 
organizational accountability, it is similarly not conducive 
to government regulation. As McClure of Interstudy de
scribes the problem: 

This regulation is bound to be ineffective. You 
cannot regulate the present health care system. It is 
too fragmented, and the pieces are too independent. 
The only way to effectively regulate medical care is at 
the level of every individual medical transaction and 
that is virtually impossible. 1 5 

The reason for emphasizing the importance of account
ability is that health care is delivered in an essentially 
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noncompetitive market. The normal market pressures 
toward accountability- namely , competition and customer 
choice-are simply not operational. The two realistic 
options for making the health care delivery system account
able are either government regulation or a restructuring of 
the system. The effectiveness of the first approach is 
apparently dependent on the second, and the following 
discussion deals primarily with structural problems that 
inhibit accountability within the health care system. 

As noted earlier, the health care system is composed of 
autonomous specialized units of care. Coordination be
tween these units of care usually comes through a fairly 
informal process of referrals. 

Apart from the implications this has on the delivery of 
quality care, the Jack of coordination also eliminates any 
ability to trace responsibility for the care finally provided. 
Such problems as potential service duplication and dis
jointed record keeping-byproducts of a fragmented , un
coordinated system-are nowhere more damaging than in 
establishing accountability . If the health care delivery 
system is ever to measure the quality of services it renders, 
it must at the very minimum begin to integrate and 
coordinate the units of care. 

Additionally, so long as the providers making decisions 
on how health care services are to be delivered bear little or 
no financial responsibility for those decisions, it will be 
virtually impossible to determine if the system is delivering 
cost-effective care. Effective accountability can only be 
built into the system when the providers of care bear a 
more direct financial risk in the delivery of services. 

Health care statistics and their availability constitute a 
major problem area in the health field. Data collection 
necessarily responds to its organizational framework, which 
in most cases means that those entities that are more tightly 
organized are more conducive to data-gathering efforts. 
Since the predominant characteristic of the present health 
care system is fragmentation and Jack of coordination, not 
only is the process of gathering information more difficult, 
but the usefulness of the information is itself questionable. 

A system which proposes to be accountable for its 
performance requires considerable information and feed
back. Sound data collection and analysis are crucial to the 
system's ability to evaluate its effectiveness and to direct 
necessary changes. The health care system desperately lacks 
important information about the efficiency and effec
tiveness of health care services. 
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CHAPTER III 

HEALTH MAINTENANCE ORGANIZATIONS: 
AN ALTERNATIVE 

DEFINITION OF THE CONCEPT 

The term "health maintenance organization" (HMO) 
does not describe a single prototype. Rather, HMO is a 
generic term referring to a variety of organizational models 
having certain common characteristics. Thus, it is more 
appropriate to describe the HMO as a concept defined as : 

An organized system of health care which accepts the 
responsibility to provide or otherwise assure the 
delivery of a contractually specified set of health 
maintenance and treatment services for a voluntarily 
enrolled group of persons in a geographic area and is 
reimbursed through a pre-negotiated and fixed peri
odic payment made by or on behalf of each person or 
family unit enrolled in the plan . 

On a practical operational level, the HMO is an arrange
ment made up of four key elements : a delivery system, an 
enrolled population, a financial plan and a managerial 
organization.1 

Delivery System 

An HMO must provide for an organized health care 
delivery system which includes manpower and facilities 
capable of providing, or at least arranging, for the health 
services of an enrolled population. The HMO must be able 
to assure its members certain services when and where they 
need them within the geographic-service area. Further, the 
HMO must provide appropriate, continuous care to the 
enrollee. 

Enrolled Population 

An enrolled population made up of individuals or 
families and groups must make a voluntary decision to join 
an HMO. They contract with the HMO for a range of health 
services which the delivery system agrees to make available. 
In return for these services, enrollees agree to pay, or have 
paid on their behalf, a fixed sum to the HMO. The 
agreement is normally made in advance of any determined 
need for health care . In effect, the enrollee agrees to pay a 
certain fixed premium and the HMO agrees to meet the 
enrollee's principal health care requirements . 
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Financial Plan 

Another essential element of the HMO is the develop
ment of a sound financial plan which includes capital 
financing for start-up, and the capability to underwrite 
costs of services for the enrolled population . The financing 
required for the planning, development and initial start-up 
of the HMO will vary according to whether the HMO must 
start "from scratch" or convert facilities which are already 
in existence. The HMO's financial plan underwrites the cost 
of a contractually established set of services on a pre
negotiated and prepaid per person or per family basis. 

Management 

There is probably no other single element of an HMO 
which determines its viability to the extent that sound 
management does. An HMO must have an administering 
organization which is capable of assuring legal, fiscal, 
public, and professional accountability. The management 
vehicle must at the very least provide for adequate report
ing data and management information systems, evidence of 
adequate fiscal viability, and internal quality and utiliza
tion review mechanisms. 

There is virtually no limit, short of possible legal 
restrictions, on how a particular HMO chooses to put these 
four elements together. In fact, proponents of HMOs 
encourage a variety of sponsorships and organizational 
approaches. Beverlee Meyers , of the U.S. Department of 
Health, Education, and Welfare, describes these various 
possibilities for organizing an HMO: 

All four of these elements must be present in an 
HMO, and all must play an active role. Any one 
element may assume the corporate focal point for 
organizing and managing an HMO. For example, 
physician groups, medical societies, or hospitals may 
initiate HMO development, or consumers may spon
sor them; (sic) or insurance companies or industrial or 
management corporations may take the initiative to 
organize the other three elements into an HM0.2 

Potential Impact 

The paramount modification of the health care delivery 
system resulting from the organization of an HMO is the 
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unification of the system's components . The providers , 
insurers. and patients are linked together in a corporate 
framework . This unification is accomplished by the HMO 
contract. The contract unites persons who finance health 
care with those who provide it , making them jointly 
responsible for the effective organization and the delivery 
of health care services. The contract also shifts the burden 
of assembling and coordinating the most appropriate, 
cost-effective mix of services from the individual customer 
to organized health care . At the same time , the enrollee has 
responsibility under an HMO con tract. Every person en
rolled in an HMO is obligated to pay in advance for health 
care services. By implication, the person is bound to use 
those services as will contribute to his own health mainte
nance. 

STRUCTURE 

Probably the most identifiable change under the HMO 
form of health care delivery is in structure . HMO services 
are comprehensive and at a minimum should include 
physician and hospital care. All medical personnel and 
facilities are integrated under one organizational frame
work. A subscriber may not receive all his medical care in 
a single facility; however, he is assured of a comprehensive 
range of medical services whenever he requires them. 

The Distribution of Health Care Resources 

The HMO concept has just recently gained significant 
public attention, and it is estimated that only some 7 
million persons are enrolled under this form of health care 
delivery. 3 Because of limited development, problems such 
as maldistribution of health manpower are not likely to be 
improved dramatically in the near future by HMOs. HMOs 
provide , however, the opportunity for health care resources 
to become better balanced with need . The existence of a 
defined population for which services are made available 
permits an important measure of predictability whereby 
resources can be carefully matched to needs . The HMO 
concept also could bring about other more general changes 
in the present pattern of resource distribution. Most 
statistical evidence shows a need to increase primary care 
physicians. Because the HMO is contractually bound to 
provide services to subscribers within a fixed budget, there 
is an economic as well as a medical basis for providing more 
primary care. Such care will tend to reduce costs by 
preventing future , more expensive medical treatment. Thus , 
it is not surprising to find that the specialty composition of 
most HMOs is about one-half to two-thirds primary care 
physicians , including those in family practice, internal 
medicine and pediatrics.4 This seems to indicate that 
should HMOs continue to expand , manpower devoted to 
the primary care specialties may increase. 
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HMOs also should improve the efficient utilization of 
health care resources. The HMO concept requires that a 
single management supervise the operations of comprehen
sive , interrelated services. This gives the HMO the ability to 
influence directly the utilization of its resources, which is 
essential to improved distribution. First, the HMO can 
assess the relative cost-effectiveness of alternative uses of 
medical facilities and manpower. For example, if an HMO 
owns a hospital, the HMO can schedule the movement of 
patients between the hospital and out-patient center 
according to cost-effective care and quality. 

In addition , the HMO can more efficiently allocate 
manpower. The HMO is, at the very least, capable of freeing 
physicians and other health pr'ofessionals from administra
tive and management duties, thereby increasing their 
medical productivity . The HMO also can utilize supportive 
allied health personnel better. One measure used to 
compare physician productivity is the doctor-patient ratio. 
Figures indicate that "the national practitioner to patient 
ratio is about 1 physician to 700 people; the prepaid group 
practice physician ratio .. . is currently about one to 1000 
patients."5 More efficient physician utilization also may 
improve the care provided . HMO physicians who can devote 
their full effort to medical services, who have time for 
continuing education , and who have greater access to 
professional consultation can · reasonably be expected to 
provide better care than those' physicians who must divide 
their time between patients and the management of a 
medical practice. 

Cost Management 

Another major innovation of HMOs is the elimination of 
the division between the financing and the delivery of 
health care. The HMO has a contractual responsibility to 
provide for a range of quality health care services at the 
most reasonable cost . Through prepayments, the provider 
and the financing functions are integrated to develop an 
organizational cost consciousness. The HMO must consider 
costs if it is to meet its contractual obligations to deliver 
comprehensive services. Cost management does not infer 
that care will be inexpensive ; rather , it implies an adminis
trative ability to contain costs at the most reasonable level 
for quality health care delivery. 

Any HMO whose con tract specifies a number of services 
for a predetermined amount of money faces the possibility 
that the cost of services will be greater than income over a 
particular period of time . The HMO always bears the risk of 
delivering services to the enrolled population, and its ability 
to underwrite the cost of the services may be significantly 
determined by its ability to deliver the most cost-effective 
health care . 

The HMO is financed on a prepaid per capita basis, so 
regardless of whether physicians are paid by salary or 



fee-for-service. there are fixed dollars available for physi
cians. As a result. physicians share the risk for underwriting 
health care costs. Since physicians share financial responsi
bility with the HMO, it behooves them to be aware of the 
cost implications of their decisions. In this way the HMO 
lays the groundwork for effective cost management where 
it is most necessary - at that point where most decisions 
regarding utilization of health care resources are made. The 
1967 report of the National Advisory Commission on 
Health Manpower supports the importance of HMOs in 
making physicians more cost-conscious: 

In the final analysis, it is the individual physician who 
has the most influence on the cost of medical care. It 
is he who determines how much and what kind of 
medical services the members receive. Kaiser has been 
able to achieve substantial savings because it has been 
able to get individual physicians to control the costs 
of providing medical care. The Kaiser physicians 
operate in a setting which makes them constantly 
aware of the costs associated with providing medical 
services and which exerts pressure on them to avoid 
waste.6 

In an organized delivery system such as the HMO, it is 
easier to locate the most economically efficient care that is 
medically appropriate ; it is easier to manage health care 
costs. But more importantly, savings are shared across the 
organization. The HMO establishes mutual interests by 
maintaining lower costs among doctors, hospitals, and 
specialists. It is in their interest that the most economic 
care is provided, and as a consequence, prepaid health plans 
make greater use of extended care facilities and home-care 
facilities than the present health care system. In a prepaid 
health plan, the ability to manage costs will almost 
certainly improve as more services are included, because the 
HMO will be able to control more of the costs. 

In a large HMO, economy is possible through separation 
of medical and management skills; elimination of duplica
tive services and facilities, and more appropriate use of 
services and facilities. Efficiencies can be realized through 
centralized record-keeping, data collection, computerized 
data processing, central billing and purchasing. An HMO's 
ability to render cost-effective care does not stem from its 
ability to provide services at a lower cost. The technology 
and personnel required to diagnose and treat patients are 
equally expensive whether they are provided by a large 
HMO or by a solo practitioner. The HMO, however, is much 
better equipped to manage associated health care costs . 

The most popular example of potential savings in a more 
comprehensive HMO is the hospital-based HMO . An HMO 
need not own its own hospital; it may purchase hospital 
services. The expensive duplication of high-cost equipment, 
personnel, and services in hospitals and in ambulatory 
facilities is eliminated with hospital ownership. An HMO 
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which owns a hospital also establishes a single management 
system over ambulatory and hospital services. 

In conclusion, a "large" HMO is not necessarily a 
"better" HMO, as far as economy is concerned. The 
benefits developed by an HMO depend primarily on what 
an organization can support financially relative to the 
community's health needs. For example, hospital owner
ship may be financially feasible for just a few organizations. 
Whatever the extent of coverage, some efficiencies will 
accrue to the HMO simply because an organization whose 
services are comprehensive and integrated is inherently 
better able to manage costs. Regardless of whether the 
HMO provides comprehensive services through its own 
resources or by contractual arrangements, it "creates a 
decisionmaker with both the knowledge and the incentive 
to discriminate on the basis of price and value in the 
purchase of needed goods and services. " 7 

Patient Satisfaction 

The introduction of prepaid, organized comprehensive 
health care for defined populations represents the first real 
health care option for patients. The HMO does not 
contribute to patient satisfaction by replacing the solo 
practitioner, fee-for-service arrangement, but it gives the 
patient the opportunity to select which pattern of health 
care best fits his needs. 

There are other aspects of HMOs which give patients 
more convenient, effective health care. The person who 
contracts with an HMO can expect relatively convenient 
access to a broad range of services. Generally , HM Os must 
make these services available within a certain geographic 
area on a 24-hour-a-day, seven-day-a-week basis. The 
HMO-not the patient-must coordinate services and health 
professionals to provide continuous quality care. 

In addition, the HMO must see that each enrollee is 
introduced into the health care system at an appropriate 
point. A primary physician or some other health profes
sional will direct each patient through the system in a 
manner which will assure that the patient receives proper 
care. The HMO contract assures enrollees that referrals will 
be medically appropriate and conducted efficiently. 

This comprehensive coverage, together with its ability to 
render continuous care, promotes preventive medical care. 
While health insurance indemnifies patients against financial 
loss from medical services such as surgery and hospital care, 
the HMO provides for services which are much more 
comprehensive, including physicians services, hospital and 
emergency care, and outpatient services. Such services are 
more convenient since they tend to be geographically 
localized, prompting earlier contact with the health care 
system . Obviously , the earlier one is brought into the 
system, the greater the opportunity to provide a preventive 
medical care program. Also, because the HMO offers 
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comprehensive coverage free of insurance barriers, financial 
restraints to those seeking preventive care are removed. 
Under health insurance, a patient is most often indemnified 
for health care services which treat the more serious 
illnesses. By contrast. the HMO's coverage includes primary 
care and other health maintenance services which may give 
the patient a better chance for early detection and 
treatment. 

Because HMOs represent a new mode of health care 
delivery , the initial concern of most educational programs is 
"to bridge the unfamiliar, allay concern, and teach sub
scribers how to make the most of a new service structure ."8 

HMOs depend on appropriate utilization if they are to 
succeed, and they must carefully project rates for services 
when they establish monthly or annual subscription fees. 
Once rates are set, an HMO has a vested interest in seeing 
that enrollees make proper use of the health care services. 
One of the best means of assuring appropriate utilization is 
to educate enrollees about the use of the health care 
services. The HMO can readily offer such an educational 
program and improve the chances of appropriate utiliza
tion . 

In regards to patient satisfaction, the HMO offers the 
patient the opportunity to become a knowledgeable , 
informed purchaser of health care services. Greater patient 
participation implies a greater capacity to make health care 
more responsive to the patient's needs. Secondly, patients 
who are well-informed about the best use of the health care 
system are more likely to achieve good health maintenance 
than patients who remain unfamiliar with the system. The 
HMO makes it possible for a patient to learn more about 
the health care which best meets his particular health 
needs- all of which contributes to preventive health care. 

ECONOMIC INCENTIVES 

The HMO system rewards the most efficient and 
economical use of resources. It has two unique organiza
tional features which act as incentives to reduce the 
utilization of expensive resources: prepayment and a 
system compensation that eliminates the reinforcing rela
tionship between income and services. 

Another feature which reverses the economic incentives 
of the present delivery system is the HMO contract. The 
contract is fundamentally different from an insurance 
contract. Health insurance is designed to serve as a financial 
buffer between the consumer and the provider. The HMO 
contract restores traditional market incentives whereby 
persons can choose health care services that are medically 
effective and lower in price. 

Prepayment 

Prepaid health care is not new; it is the financial 
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arrangement commonly used in third-party payment 
mechanisms. But prepayment in HMOs is distinguished in 
that it is a direct service. A person who prepays for health 
coverage from an insurance company simply pays for a 
financial intermediary who will process and pay claims for 
specified health care services. It remains the individual's 
responsibility to secure those services. Under an HMO, the 
enrollee pays a fixed monthly sum for health services that 
he can use as often as necessary. The consumer does not 
pay for every service that is offered; the amount paid each 
month is independent of the services and how often they 
were used . With prepayment, an HMO maintains costs 
within a specified, budgeted income, a remarkable change 
from the fee-for-service system . Prepayment fundamentally 
reverses the traditional fee-for-service pattern of income 
rising in direct proportion to services rendered. The income 
of an HMO is not related to the number of services, but 
rather to the number of persons in the plan; every service 
represents cost to the HMO, not income. If income is to be 
maintained or increased, costs must be held at the lowest 
practicable level. If it is possible to deliver sound health 
care more economically, the HMO will be inclined to do so. 
The lower rate of hospitalization under HMOs supports 
these conclusions. (The effectiveness of HMOs in reducing 
hospitalization costs-the single, largest factor in health care 
costs-may be seen in Appendices G, H, and I.) 

Finally, the HMO's assumption of risk dictates that it 
carefully acquire health care resources in strict approxima
tion of the health needs of its subscribers. Economic 
incentives discourage unnecessary facilities, unnecessarily 
sophisticated equipment or an excessive number of special
ists. The HMO also can often maximize cost-effectiveness 
through the centralization of diagnostic and therapeutic 
facilities . Data indicates that "some HMOs are saving as 
much as 15 percent on their elderly enrollees, in compari
son with costs under traditional modes of practice."9 (See 
Table I). 

Probably the greatest criticism of health insurance is that 
it provides "sickness" insurance, rather than health insur
ance-that is, the financial incentives tend to discourage 
greater use of primary, ambulatory care. HMOs, in offering 
more outpatient services, remove financial barriers to 
persons seeking early consultation and diagnosis. Alan 
Bloom of the VJ . Department of Health, Education and 
Welfare found that "the financial implication of the HMO 
trend, from the data that have been presented is obvious: a 
shift toward investing greater resources for ambulatory 
care."10 Since HMOs must operate on fixed revenues , they 
benefit by keeping enrollees healthy. "Available research 
studies show that HMO members are more likely than other 
population groups to receive such preventive measures as 
general checkups and prenatal care, and to seek care within 
one day of the onset of symptoms of illness or injuries." 11 

Economic incentives also motivate the physician to provide 



early treatment and prescribe the most appropriate care. 
In prepaying for coverage that is unrelated to utilization , 

a patient's health care expenses will tend to be reduced. 
The benefits of preventive medical care under existing 
insurance plans generally require considerable out-of-pocket 
expense. The HMO, by offering a broad range of medical 
services that emphasize the use of lowe.r costs, tends to 
reduce the total dollar outlay by the health care customer. 
Table II illustrates the potential savings that a family can 
realize under an HMO. 

Provider Reimbursement 

The HMO concept requires that some measure of risk be 
taken by physicians, and generally, this takes the form of 
pooling physician income and distributing it according to a 
formula that does not relate income to services. In 
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principle, hospitals and physicians are reimbursed on the 
basis of some prearranged payment schedules which dis
courages provision of unnecessary or uneconomical services. 
In an HMO, providers have no incentive to overtreat, 
because their income is no longer directly proportional to 
their services. Also, in making reimbursement dependent on 
the enrollment fees of all patients, the HMO is better able 
to control inflationary tendencies in physicians' fees. In an 
HMO there is no incentive toward prescribing hospitaliza
tion, because inpatient services receive a greater portion of 
the budget (subscribers' fees), and physicians' incomes 
must be proportionately reduced. 

Hospitals similarly lack economic incentives for exces
sive hospitalization in an HMO since, in a hospital-based 
HMO; there is an assured, predictable cash flow based on 
consumer fees. HMO hospitals do not have to maintain a 

TABLE 1 

AVERAGE MEDICARE BENEFIT PAYMENTS PER PERSON FOR 
HMO AND NON-HMO BENEFICIARIES IN TWO REGIONS, 1968 

Region One 

non-HMO persons 
HMO persons 
HMO as a percent of non-HMO 

Region Two 

non-HMO persons 
HMO persons 
HMO as a percent of non-HMO 

(Data standardized by age and residence.) 

Medicare Payments 

$388 
330 

85% 
(15% savings) 

$399 
379 

93% 
(7% savings) 

SOURCE: Social Security Administration, Office of Research and Statistics. 

particular occupancy rate to remain financially solvent. 
Kaiser, for example, can maintain only 1.7 hospital beds 
per 1,000 population "without unfortunate consequences" 
while the national average is 3 .9 hospital beds per 1,000 
population.12 In an HMO, hospitals which unnecessarily 
raise their occupancy rates are merely increasing their costs 
without increasing their income. 

In an HMO providers and patients stand to benefit from 
the good health of the enrolled population. The greater the 
frequency of illness among the enrollees the larger the 
number of services required-a fact which will eventually be 
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reflected in a diminishing net income for the provider. 
Therefore, the provider is encouraged to increase preventive 
measures, and the preventive care and the associated savings 
which are encouraged under the HMO are in the enrollee's 
best interest both medically and economically. Conse
quently, for the first time, the interests of the patients and 
providers are systematically merged in a mutual concern for 
high-quality, low-cost health care. 

The contract between providers and patients, which is 
unique to the HMO, reinforces this mutuality of interest. 
Under the traditional health care system the provider 
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TABLE 2 

COMPARATIVE PERFORMANCE OF HMOs ON COST 
Annual Health Costs Per Family 

HMO 

Premium costs $122 

Out-of-pocket costs 

Total costs 224 

Insurance 
Plan One 

$115 

137 

252 

Insurance 
Plan Two 

$110 

149 

259 

(Data standarized for age , sex, location, family size, and occupational class.) 

SOURCE: "Family Medical Care under Three Types of Health Insurance," Columbia University School of Public Health, 1962. 

operates primarily at the patient's initiation . In an HMO, 
however, once a person is enrolled, both the consumer and 
the provider share a contractual obligation to make the 
most appropriate use of the health care services. Physicians 
can act positively to provide careful follow-up care and 
preventive medical services. The initiative for securing 
medical services is no longer left solely to the consumer, 
but is a shared responsibility on the part of the provider 
and consumer. An HMO may, as a result, contribute 
significantly to a new orientation in health care delivery
one approaching that described below: 

The objectives of health care often have been cast in 
passive terms of providing more medical treatment 
for those who present themselves. A health-delivery 
system must 'be more affirmative and dynamic; it 
must seek out the untreated and encourage them to 
use the resources that are available . In reorganizing 
the nation's health care services it is important to 
move beyond more medical attendance into a positive 
system of health care. 1 3 

Accountability 

The contractual relationship makes the HMO directly 
accountable for adequate health services ; this account
ability is formally and precisely defined. The HMO is legally 
responsibile for delivering quality health care. In making 
the organization directly responsible to the patient, the 
HMO must account for health delivery on an important 
personal level-an accomplishment that is virtually impos
sible under the present fragmented health care system. The 
contract gives the HMO an advantage in that it permits the 
organization to specify what it intends to be held account
able. Evaluations are more meaningful because the HMO's 
performance is measured against the contract. 

The HMO, should it eventually be realized on a larger 
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scale , will almost surely inject competition into the health 
care delivery system. The pressure of this competition
whether it be between the traditional solo practice, 
fee-for-service system and HMOs, or between different 
organizational forms of HMOs- should make the health care 
system more sensitive to the patient and consequently 
more accountable. 

Until the development of the HMO, the patient had no 
choice among health care systems. If the traditional system 
performed badly, the patienr had no alternative. With 
HMOs, however, patients should have the opportunity to 
express their preferences. The HMO should make the health 
care industry directly accountable to the consumer for high 
quality, low-cost health care. If all the various HMOs are to 
succeed, each must prove that it is delivering the most 
effective care for the most reasonable price. 

Why HMOs Are More Accountable 

The HMO must be able to determine how effectively and 
efficiently it delivers health care services. Part of this ability 
to trace responsibility will depend on the competence of 
the HMO's management. Also, by incorporating health care 
components into an ordered framework, the HMO can 
develop concern for the health of a particular clientele. 

The unification of the financing and delivery functions 
in an HMO eliminates the accountability problems resulting 
from medical providers acting without cost-consciousness. 
In addition, the HMO eliminates the problem of divided 
medical accountability, which tends to characterize the 
present solo practitioner form of health care. In a multi
specialty group practice, activities of the medical providers 
are coordinated to permit continuity of care. Such coordi
nation makes it easier to assess the cumulative quality of 
health care. 

By making an administering organization responsible for 



the total HMO operation, the HMO can better assure legal, 
fiscal , and medical accountability. One of the more 
important benefits is that it is able to standardize informa
tion requirements . The HMO management also can cen
tralize the collection and processing of data, which greatly 
enhances the overall accuracy. As an illustration, by making 
one medical record available to all the HMO's medical 
providers, the HMO centralizes the information relating to a 
patient's progression in the health care system, which is 
crucial to the accuracy of medical evaluations. This could 
lead to the development of more meaningful health care 
statistics for larger populations and areas which are critical 
to a knowledge of the effectiveness of various health care 
delivery systems. 

Other aspects of accountability are internal quality and 
utilization review mechanisms. A review of the utilization 
of services is necessary to forecast the organization's 
financial requirements. Physician peer review is the most 
common and familiar approach of the internal quality 
revkw mechanisms. Peer review is easily instituted in the 
group practice arrangement of the HMO. Moreover, because 
the HMO cm:npels a fairly close working relationship among 
its physicians, peer review is generally Jess intimidating. As 
Greenberg and Rodburg point out in their study , "It 
(physician review] is, moreover , present in more than a 
purely formal sense, since, in most groups, 'review' takes 
place whenever doctors collaborate on any given 
patient. " 14 

Most HMO managements also establish consumer griev
ance procedures through grievance panels, health councils, 
or an ombudsman . The important point is that the HMO 
must be particularly concerned with enrollee satisfaction , 
since any drop in enrollment means possible financial 
failure. For this reason, the HMO will generally make a 
more concerted effort to provide communication between 
the organization and the enrollees than is necessary under 
the traditional form of health care. 

ORGANIZATIONAL FLEXIBILITY 
OF THE HMO CONCEPT 

Just as HMOs are not necessarily the single best solution 
to health care problems, no one HMO organizational model 
promises universal success. The most remarkable charac
teristic of HMOs is their incredible variety . Flexibility and 
diversity are encouraged to increase the choices of health 
care. As one insurance executive states, "While HMOs 
presently lack concise definition , this can be a virtue in 
keeping the doors open for experimentation and in making 
it possible for alternatives to come into being .. . . There
fore, the case is not made for the exclusion of one approach 
in favor of another, but rather for a pluralistic 
approach." 1 5 
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Implications of a Pluralistic Approach 

Although organizations such as the American Medical 
Association , the insurance industry and the federal govern
ment praise the pluralism of HMOs, there are differing 
interpretations of what this pluralism entails. Health care 
professionals recognize deficiencies in the present system 
and a need to develop alternatives-alternatives that have 
been carefully scrutinized by professionals. Thus, the health 
professionals advocacy of the pluralistic approach tends to 
be cautious, as reflected in this American Medical Associa
tion statement: 

... the AMA believes that there is much that is good 
in our present system, but also that there are some 
persons not receiving adequate care today .... We 
believe that the path for the future should be built 
upon the basic, proven system's best features , that 
there should be continuing experimentation with new 
concepts, and that only tested and proven new 
approaches should be widely adopted, with perhaps 
some adaptations that will meet the needs of indi
vidual communities. 1 6 

Others, most notably Dr. Paul Ellwood, advocate a market 
approach to health care. Ellwood's so-called "health main
tenance strategy" proposes a variety of competing organ
ized delivery systems from which the consumer would 
purchase health care . Such a market setting, he argues, 
would encourage and promote organizations which provide 
more economical and more effective health care services. 
To illustrate this idea of pluralism in health care, Ellwood 
says: 

Under the health maintenance strategy, the consumer 
would be able to purchase health maintenance ser
vices from a variety of competing organizations. 
These organizations would bring together in effective 
working arrangements whatever professional per
sonnel, facilities, and equipment may be necessary to 
maintain the health of their clients. Federal concern 
would focus on the performance of the HMO, not on 
its organizational structure. No health maintenance 
organization would be granted exclusive territory.1 7 

The HMO has made important inroads in the development 
of delivery systems which can provide more efficient and 
effective health care , but there is no ideal health care 
system, "only better health care systems for particular 
groups and patients, providers, and communities." 18 The 
HMO does not merely represent one choice to the health 
care customer but rather the beginning of a much wider 
selection. 

Need for New Skills 

As these organizations begin to proliferate, there will be 
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a corresponding movement to increase a professional 
expertise in the management of HMOs. Until the HMO 
was introduced, the health care professionals were respon
sible for organizing health care. The expansion of HMOs 
means that a new health professional must emerge if the 
HMO is to remain an effective option. Sound management 
is an essential ingredient in organizing an HMO which 
provides efficient, economical, quality care to a subscriber 
population. A report by the Committee for Economic 
Development states: 

As is increasingly clear, the key to the success of a 
health system is its management .... There has been 
little application to the field of health care of such 
managerial and administrative techniques, which are 
commonplace in business and industry and increas
ingly utilized in government. We believe that the 
introduction of the principles of organization and 
management . . . will enormously improve the func
tioning of any health-care system.19 

Unfortunately, there is a critical shortage of persons with 
management expertise . If these skilled personnel are not 
adequately increased, the expansion of HMOs may be 
jeopardized. 2 0 

PROFILE OF EXISTING HMO PROTOTYPES 

There are certain HMOs which have evolved as proto
types. However, there are many possible variations, and the 
descriptions are not meant to imply that an HMO must 
exist in one of these forms. 

We initially differentiate between prepaid group practice 
and the foundation for medical care as two distinct 
organizational forms. The prepaid group practice is some
times described as the centralized HMO, while the founda
tion for medical care is decentralized. In prepaid group 
practice physicians are physically grouped in integrated 
facilities. In the foundation for medical care, participating 
physicians are administratively linked, but they practice in 
their individual offices. In both cases the organizations 
provide for prepayment from subscribers, but only the 
prepaid group practice provides for per capita reimburse
ment of providers. The fee-for-service pattern for reim
bursing providers is preserved under the foundation ap
proach. 

Prepaid Group Practice 

The HMO is historically based in the prepaid group 
practice model. Prepaid group practice dates back to 1929 
and Elk City, Oklahoma, where Dr. Michael Shadid began 
the Farmer's Union-Cooperative Health Association.21 

Since then several other organizations have adapted this 
approach: the Group Health Association of Washington, in 
1937; the Kaiser Foundation Health Plan , in 1942 (with 
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antecedants to 1933); the Group Health Cooperative of 
Puget Sound, 1946; and the Health Insurance Plan of 
Greater New York, 1946. 22 

Although these organizations were structured differ
ently, they all operated on the same principles-group 
practice , prepayment, voluntary enrollment, comprehensive 
benefits, and per capita reimbursement. Prepaid group 
practice represented the first effort in health care to 
combine a financing mechanism-prepayment-with a par
ticular form of delivery- group practice. The structures 
used to accomplish this range from a centralized corpora
tion owning or controlling all necessary health personnel 
and facilities to an organization that simply functions as a 
financial and contractual intermediary between the separate 
professionals, hospitals, and subscriber groups. A descrip
tion of some of these organizational types follows: 

1. Hospital-Based, Centralized Control Model. An 
example of this is the Kaiser-Permanente Program, where 
the HMO owns its own hospital. The organization is a 
nonprofit corporation controlled by a board of directors. 
The corporation obtains professional medical services from 
a group of physicians on a negotiated, contractual per 
capita basis. The corporation contracts with employment 
groups or with individuals to provide medical care. Hospital 
facilities are obtained from a nonprofit charitable organiza
tion, which is established separately from the central 
corporation for tax purposes. 

A variation of the Kaiser plan is the Group Health 
Cooperative of Puget Sound (Wash.). It differs from Kaiser 
in that all employees, including · physicians, are employed 
by the HMO, and the board is elected by the HMO 
membership. 

2. Non-Hospital-Based Model. This type of HMO either 
employs or contracts for medical services, but it uses the 
hospital(s) of other organizations. This type of HMO 
cannot exercise the same control over health care providers 
as the hospital-based model because it has no control over 
hospital costs. Members are sent to hospitals where HMO 
physicians are staff appointed. The hospital charges are paid 
by the HMO. An example of this type of organization is the 
Group Health Association of Washington, D.C. 

A variation of the above requires that enrollees carry 
their own separate hospitalization insurance. An example of 
this is the Health Insurance Plan of Greater New York. This 
HMO operates a centralized emergency service program, but 
hospital stays are covered through enrollee insurance. 

3. Variations . 
(a) University Medical School Plan. Medical teaching 

centers have shown interest in affiliating with prepaid group 
practices, and generally, medical-school participation has 
followed one of three patterns: 

I) university-conceived and organized plan marketed 
to the community ; 

2) an independently established community organiza-



tion affiliated with a university medical center; and 
3) a joint venture between community and university. 

The Harvard Community Health Plan is an example of 
the first type, although community participation was 
invited at later stages of planning. A nonprofit charitable 
corporation, Harvard Community Health Plan, Inc., offers 
health care through contracts with employment groups and 
through government subsidy for the poor. It contracts with 
the teaching centers to obtain medical services. Insurance 
carriers are used to market and underwrite the plan . 

An example of the second pattern is Community Health 
Care Center Plan, Inc., of New Haven, Conn., a 
community-sponsored corporation affiliated with Yale 
University and the Yale-New Haven Medical Center. This 
self-financed plan does its own underwriting. Blue Cross is 
used as financial agent for reimbursing the hospital. 

Columbia Hospital Clinic Foundation, Inc., represents 
the nonprofit corporate entity for a Columbia, Md. 
plan affiliated with Johns Hopkins University and Johns 
Hopkins Hospital. It is the result of a joint venture of a 
medical school, an insurance company, and the community. 
The foundation contracts with the Columbia medical group 
for professional staff and services and contracts with Johns 
Hopkins Hospital and Johns Hopkins University for 
hospitalization. Connecticut General Life Insurance Co. has 
provided the necessary funds, and together with other 
participating carriers, will underwrite the startup costs and 
losses during the initial five years. 

(b) Physician-Run Plan. This is a partnership of physi
cians with an executive committee and an executive partner 
who administers the plan. Subscription is largely employ
ment-related. Hospitalization is covered by supplemental 
and mandatory hospital insurance, marketed directly by the 
clinic. An example of the plan is the Ross-Loos Medical 
Group in Los Angeles. 

(c) For-Profit HMO. The potential profit ofHMOs seems 
considerable; the risks in forming an HMO also are 
substantial. Under these circumstances, it is doubtful 
whether the voluntary nonprofit sector or government 
will be capable of generating either the funds or the 
entrepreneurial talents necessary to make rapid HMO 
growth a reality. Possibilities for securing funds include the 
conventional stock market or debt financing. HMO Inter
national went public in 1969 through a merger with 
Meuicalab Management Corp. of Los Angeles. It became the 
first HMO to use the stock market. Most critics, however, 
contend that profit-seeking HMOs would be under pressure 
from shareholders too interested in economic gains, and 
legislation in several states favors nonprofit HMOs. 

(d) Primary Responsibility Organizations (neighborhood 
health centers). These are essentially part-time group 
practices, which take responsibility for the surrounding 
population's primary health needs and direct patients 
through the more sophisticated levels of the health 
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system. A program in Massachusetts-Health, Inc.-provides 
a single management vehicle for primary care centers, 
hospitals, nursing homes, and physicians. The population 
may use the services on almost any payment basis
prepayment contracts, fee-for-service, or Medicare and 
Medicaid. The providers themselves are reimbursed only by 
the system . 

Foundation for Medical Care 

The foundation for medical care is a physician
controlled organization, usually spons.ored and organized 
by a local, state, or county medical society. In the 27 states 
where such foundations exist, approximately 18 operate on 
a statewide level and 43 on the county medical society 
level. The foundation approach was a response to competi
tion from prepaid group practice. The first foundation for 
medical care originated in San Joaquin County, Ca., 
in 1954 to provide comprehensive health care for local 
labor groups. Specifically, it was the local physicians' 
response to the threat of losing patients to the Kaiser 
system. 2 3 The first foundations were established as sepa
rate corporations of county medical societies because the 
medical society charters generally prohibited the delivery of 
a set of comprehensive services. 

Unlike the prepaid group practice model, the founda
tions attach prepayment to the traditional individual or 
solo practice method of delivery. The other major dis
tinguishing feature of the foundations is their "dedication 
to an incentive reimbursement system for participating 
physicians in which income is received in direct proportion 
to the amount of medical services delivered" (i.e., fee-for
service ).24 The foundation approach is designed primarily 
to cope with the administrative difficulties associated with 
prepayment, while preserving much of the character of 
present physician-patient relationships. 

The foundations have basic operating principles. They 
offer comprehensive coverage to an enrolled population, 
which may or may not include hospital services. The 
physicians agree to accept a fixed fee schedule, and, most 
notably, there is peer review. Generally, committees of 
fellow physicians are responsible for reviewing the appro
priateness and quality of care rendered by participating 
physicians. 

The foundations for medical care may be one of two 
h . " " l . . .. 2 5 different types: "compre ens1ve or c aims review. 

The comprehensive foundations for medical care have two 
major functions-designing and sponsoring prepaid health 
insurance programs and performing peer review. The 
"claims-review" foundation does not design or sponsor 
prepaid health programs, but rather is a partner to the 
insurance companies which are involved primarily in claims 
processing and initial screening. The activities of this type 
of foundation are essentially restricted to peer review, 
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" consisting of reviewing payment claims that fall outside of 
established norms and are re ferred by fiscal inter
mediaries . " 2 6 

The primary source of contention regarding whether or 
not the foundations for medical care technically qualify as 
HMOs concerns the question of risk assumption. Only the 
comprehensive foundation for medical care has the capa
bility of sharing some portion of the underwriting risk of 
the prepaid benefits package. The most common pattern 
for risk assumption in these cases is that physicians be 

insured by an insurance company for 90 percent of the risk 
while retaining l 0 percent of the risk. Nevertheless, the fact 
that the fee schedules are determined within a per capita 
payment framework does to an extent put the physicians at 
risk. Should the HMO begin to lose money , the physicians' 
fees would have to be reduced correspondingly . Thus, the 
economic incentives toward more efficient care do operate 
in the foundation approach, although less directly than in 
the prepaid group practice model. 
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CHAPTER IV 

ORGANIZATIONAL ISSUES 

In developing an HMO , among the most important 
organizational issues are whether and to what degree 
lay participation will be allowed; whether profit-making 
will be allowed; what type of internal evaluation will be 
made of services ; whether there will be an open or closed 
panel ; and how cost management will be handled . 

LAY PARTICIPATION 

Lay participation within an HMO may be divided into 
two categories-management and enrollee or subscriber 
participation. Non-physician professionals traditionally 
manage the business and financial functions in the 
organized forms of delivery of health care. In solo practice , 
the physician is usually his own business manager . 

HMO enrollees also make policies, but this role is more 
recent and controversial. The purpose of lay participation is 
not to make medical decisions, such as diagnoses, but to aid 
in the areas of policy formulation and management, where 
lay persons are capable . 

Lay Participation in Management 

The upward spiral of health care costs has emphasized 
the need for professionals to manage health resources. Lay 
management, therefore, is desirable if the HMO is to 
provide enrollees with quality care . 

Enrollee or Subscriber Participation 

The role of subscribers in HMOs has been debated 
considerably. Proposed legislation in Texas has spanned the 
spectrum from requiring the governing board to be com
posed solely of physicians to a board with 51 percent 
non-physician enrollees. 1 This portion of the report will 
describe a variety of roles subscribers might play in an 
HMO. The belief that only physicians are qualified to make 
judgments about health care is an extension of the 
"physician-patient relationship." Confidentiality and trust 
in the physician 's judgment have placed physicians in a 
position of respect and esteem that is almost unparalleled in 
western society. Some feel, however , that there are health 
care problems within the scope of lay participation. In a 
special issue of Public Administration Review, L.C. Howard 
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asks, "Why is citizen participation important to health?"2 

He suggests that health care is a reflection of society. He 
concludes that health care should include participants other 
than just physicians. 

Clearly, the required strategy for health care is 
outside the realm of medicine, while better medical 
treatment depends on professionalism, the health 
agenda is in the realm of public affairs. The means for 
improvement is not professionalism but politics.3 

Congressman William Roy (D-Kan .), a licensed physician 
and co-sponsor of HMO legislation, testified before the 
House Subcommittee on Public Health and the Environ
ment, that "the consumers are able to judge to some great 
degree the availability , the accessibility and the continuity 
of care ... we share the view that they are not able to judge 
well the quality of care ."4 While it is widely accepted that 

physicians and professional administrators are 
generally more capable of making responsible 
decisions about the medical needs of patients and the 
necessity of new equipment or facilities,5 

there are other decisions to be made by the HMO. Enrollees 
might determine rates, use of co-payments, location of 
clinics, and whether extra services such as dental care 
should be included. These policy decisions could be made 
without interfering with the medical decisions. The HMO 
offers greater possibilities for lay participation than private 
practice, and subscribers have expressed their desire to 
participate in the decisions of HM Os. 

The second aspect of enrollee participation concerns 
where in the HMO structure enrollees might enter the 
decisionmaking process. One author has presented a 
"Ladder of Citizen Participation," with the following 
rungs :6 

5 Citizen Control 
4 Delegated Power 
3 Partnership 
2 Consultation 

Informing 

Degrees of Citizen Power 

Degrees of Tokenism 

The first level, where the public is merely informed of 
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decisions, is where most lay persons participate . At a 
slightly higher level, consultation . the lay persons' views 
may be heard . with out assurance that their views will be 
followed. The Texas Medical Association (TMA) favors 
advisory boards of this nature . In its Resolution on Prepaid 
Health Care Delivery Systems , the TMA went on record 

as supporting among other forms a prepaid health 
care delivery system which . .. places absolute control 
of the practice of medicine in the hands of an 
individual group or non-profit corporation authorized 
under the law with all the members holding a license 
to practice medicine in Texas; . .. 7 

Dr. James Sammons, past president of the TMA, does 
suggest that lay advisory boards be utilized. 8 In the Greater 
Marshfield Community Health Plan, members meet 
monthly to 

(I) provide local community direction and responsive
ness to existing conditions ... 

(2) recommend policy to the Operating Board (the 
Clinic, Hospital, Blue Cross and Surgical Care Blue 
Shield) 

(3) provide an avenue of communication from members 
to the operation of the program.9 

The upper levels of lay participation represent greater 
enrollee power. In a partnership, enrollees may negotiate 
their policy ideas with those of the more traditional 
policymakers. In a profit-making corporation, members 
could purchase shares in the corporation, either individually 
or in groups. In a non-profit corporation such as the Kaiser 
Foundation Health Plan and the Kaiser Foundation Hos· 
pitals, members could be represented on the board of 
trustees as could other lay persons representing insurance 
companies or other investors in the plan. 

"Delegated power" and "citizen control" are the highest 
levels of lay participation . Such control exists in the Group 
Health Cooperative of Puget Sound. The policymaking 
board is composed of enrollees, elected from the entire 
HMO membership. The board makes the pertinent organiza
tional decisions, but medical decisions are made by physi
cians. 

In traditional employer-employee group insurance plans, 
member groups influenced their insurance programs 
through committees who have negotiated rates and services . 
Thb influence has often been limited to organized groups, 
and the HMO could extend this greater participation. 

Should enrollee participation be required in HMOs? To 
qualify for federal grants or loans, the Health Maintenance 
Organization and Resources Development Act of 1973 
(P.L. 93-222) requires that at least one-third of the 
individuals in the policymaking body must be members of 
the HMO . Former Secretary of Health , Education, and 
Welfare , Elliot Richardson , testified against such a require
ment. 
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The Administration strongly supports consumer in
volvement either as direct sponsors of an HMO or as 
advisors to the HMO management. But we see no 
need to establish a statutory requirement for a 
policymaking role for consumers: an HMO by its very 
nature must be responsive to consumer desires in the 
location of facilities and provision of benefits in order 
to attract and retain member.s. IO 

Many consumer groups disagree. They feel that mandatory 
requirements are necessary to insure that members' views 
are not cast aside . Dr. Ernest W. Saward, associate dean and 
professor at the University of Rochester Medical School 
and president of the board of directors of the Group Health 
Association of America, suggests that enrollee participation 
is important but not critical, and that statutory require
ment of enrollee participation could cause unnecessary 
turbulence. 11 

Two additional items should be considered. To place 
arbitrary quotas on policymaking boards could limit the 
flexibility of HMOs and the desire of group practices or 
other physician organizations to form HMOs. Finally, 
attitudes may be the most important aspect in member 
involvement. Thirty-three percent, or even forty-nine per
cent, enrollee membership on a board in which the majority 
is consistently opposed to the minority will not guarantee 
that enrollee participation will be meaningful. Appropriate 
lay participation is an important aspect of enrollee satis
faction, which is essential for maintaining and expanding 
the population served by the HMO. 

INTERNAL EVALUATION 

Although external evaluation by government of pro
fessional agencies may aid in quality assurance,12 internal 
evaluation can also be a valuable form of ongoing review of 
existing facilities and practices. Dr. Paul Ellwood, noted 
authority on HMOs , says: 

The consumer of health services is often poorly 
advised about the nature and quality of health care, 
and is not capable of making an informed choice 
between competing sources of care. Under these 
conditions, poor sources of care are just as likely to 
attract consumers as good ones. Disparities in the 
distribution of income gives consumers an unequal 
command over health care services that are in short 
supply.13 

Ellwood suggests that this problem could be reduced if: 

Health maintenance contracts would be awarded only . 
to responsible organizations whose structure , re
sources and performance demonstrate the capacity to 
provide quality health services. 

A performance reporting system of proven reli-



ability would be developed and installed to provide 
both individual consumers and quantity buyers (eg. 
HEW) with accurate information on the comparative 
performance of alternative sources of health care 
(HMOs would be required to make such information 
available.) 14 

Internal evaluation of performance within the HMO may 
be conducted by grievance procedure and peer review. 
These methods could be combined to present the "perform
ance reporting system" advocated by Ellwood . Grievance 
procedure focuses on the negative aspects of HMO perform
ance. primarily from the enrollees' viewpoint, while peer 
review may encompass the entire range of the physicians' 
and related technicians' practices. 

Grievance Procedure 

A grievance procedure would enable enrollees to express 
their dissatisfaction without either changing physicians 
within the HMO or leaving the plan . The grievance 
procedure also could assist management in locating sources 
of organizational stress, such as waiting lines or persistent 
complaints about the performance of individual personnel. 
Although such a procedure can be mandatory, the concept 
of compulsory arbitration for HMOs is presently untested. 
Rick Carlson of the American Rehabilitation Founda
tion/Health Services Research Center, testified that 

Our research has not uncovered any formal programs 
of arbitration to resolve enrollee grievances in existing 
HMOs. Many HMOs, however, have established in
ternal grievance systems, but in no case are we aware 
of the existence of an absolute right by an enrollee to 
appeal a grievance to binding arbitration if that 
grievance is not resolved satisfactorily, to the en
rollee, by the HMO. Is 

Berkely V. Bennett, executive vice president of the 
National Council of Health Care Services, proposes that an 
"ombudsman" should represent the enrollee in grievance 
matters, 1 6 a more flexible method perhaps than compul
sory arbitration. Most agree that grievance committees 
should meet regularly, fairly frequently, issue written 
findings, have a method of appeal (arbitration is most often 
suggested), make annual reports and allow enrollees to help 
deveiop the procedures to be used. The Health Maintenance 
Organization and Resources Development Act of 1973 
requires that HMOs must institute and maintain "meaning
ful procedures" for hearing and resolving grievances 
between the organization and the membership 1 7 in order 
that the HMO be eligible for federal grants and loans. 

Peer Review 

Other means of monitoring quality include the tradi-
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tional methods and the more recent "peer review." 
There is a tendency to view quality of medical care as an 

intangible, not subject to measurement. Traditionally, 
quality has been monitored through social and institutional 
mechanisms such as: 

I . personnel standards-e.g. licensure 
2. facility standards- e.g. accreditation 
3. control of drugs and appliances 
4. organization frameworks-charters 
5. disciplinary measures 
6 . continuing education 
7. judicial controls 
8. comprehensive health planning18 

In addition, "tissue committees" have long been estab
lished within hospitals to review reports of tissues or organs 
removed in surgery. Physicians who are found to have 
removed normal tissues, beyond a reasonably acceptable 
level established for error, may be subject to disciplinary 
measures. However, with the exception of these tissue 
committees, which are limited to the practice of surgery, 
the system of control is general in scope and "tends to rely 
upon oversight of the qualifications and characteristics of 
individual practitioners and individual facilities. 19 

Once physicians are licensed, they are usually allowed to 
practice without restriction. Medical specialty boards cer
tify certain specialties, but this is not a universally practiced 
method of control. 

Since the traditional methods of monitoring quality have 
not been entirely satisfactory, peer review has been 
instituted in many hospitals and clinics and applies to all 
areas of medicine including diagnoses, treatment , labora
tory procedure, and fees . It has not had a great impact on 
the many physicians, however, who are engaged in solo 
practice. 

Peer review may either focus on diagnosis and treatment, 
or on the outcome of medical care. In some instances the 
two methods have been integrated in order to provide for a 
more comprehensive review. Peer review also may focus on 
the fees a physician charges, as in the medical foundation 
structure. Fees above certain acceptable amounts may be 
reviewed to determine if they will be totally paid by the 
HMO . 

Peer review is implemented, depending on the size and 
the structure of the HMO. Usually a panel of physicians 
representing each specialty of the HMO or a committee for 
each specialty reviews patient files at random. Most 
authorities suggest the following guidelines for the review: 

1) that all members of the physician staff serve on a 
rotating basis so that all are aware of the actual 
procedure ii1 practice; 

2) that patient records be selected for review on a 
random basis ; 

3) that patient records are coded for confidentiality of 
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both the patient and the physician. until conclusions 
have been made: and 

4) that physicians be allowed a method of appeal or 
representation if his actions are considered to have 
been inappropriate or subject to disciplinary 
measures. 

Peer review may be coordinated with computer methods 
of cost management to enhance the efficiency of the HMO. 
In the San Joaquin Foundation for Medical Care, "final 
distribution of benefit dollars (to the physician) depended 
upon approval, not by a third party payer (lay and remote), 
but by one's own local peers in medical practice."20 

Therefore, a peer review committee could provide a means 
for discouraging unwarranted treatment by a physician. 

Additionally, peer review allows physicians who serve on 
the review committees to see how others practice. It may 
also make the physician more aware of the total care given 
a patient, since the entire record is reviewed, and of the 
overall expenses of the patient. 

One criticism of peer review is that it is costly in 
physician's time. The HMO offers an advantage, however, in 
that the physician could have specific time allotted for 
participation. Furthermore, the HMO should offer a more 
professional management staff for the day-to-day upkeep of 
records. 

Congress, in the Health Maintenance Organization and 
Resources Development Act of 1973, required HMOs who 
wish to apply for either grants or loans for HMO develop
ment to have an internal quality assurance program which 
stresses health outcomes. 

CLOSED PANEL AND OPEN PANEL 

This involves the question of whether or not the prepaid 
group practice or HMO will cover treatment rendered to 
members only by participating physidans (closed panel), or 
whether the plan covers services from physicians outside 
the organization (open panel). One of the few definitions of 
the closed panel is included in an American Dental 
Association policy statement. "A closed panel practice is 
established when patients eligible for (dental) services in a 
public or private program can receive these services only at 
specified facilities by a limited number of (dentists)."21 

T o110 major problems arise regarding open or closed 
panels: the first concerns the extensiveness of compre
hensive care, sometimes called the scope of benefits, and 
the second involves the doctrine of "free choice of 
physician." 

Comprehensive Coverage 

Where an HMO is able to offer a great variety of services 
and support a large number of specialized physicians, a 
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closed panel operation would not appear restrictive. 2 2 

The enrollee could reasonably expect all the care he 
required without having to procure services outside the 
program.23 

An open panel arrangement is more likely in a smaller 
organization with fewer benefits. In order to provide 
comprehensive services, a small HMO must obtain special
ized care not contained within the organization. The 
responsibility for assuring good quality, appropriate care 
becomes much more problematic for an HMO which must 
operate a sizable referral system. One author argues that 
"smaller HMOs, lacking in-house capacity to render hospital 
and some specialized physician services, would purchase 
these in the fee-for-service sector, introducing a knowl
edgeable purchaser who could control utilization and shop 
with regard to price. "24 While this type of HMO may not 
offer as much efficiency and low cost, as a large closed 
panel organization, it can offer health care with a great 
degree of personalized attention. 

In conclusion, whether an HMO operates under a closed 
or open panel arrangement is primarily a function of size 
and benefits. A sophisticated organization having a wide 
variety of services that can be economically supported by 
subscribers has little reason to reimburse outside coverage. 
An HMO serving a relatively small population which does 
not require such extensive coverage can probably provide 
more cost~ffective services under an open-panel organiza
tion. 

Free Oioice of Physician 

Since group practices began, die freedom of a patient to 
choose a physician which he can expect to continue to see 
has often figured in the success of that practice. In the same 
way, most closed panel HM Os are very sensitive to the 
importance of maintaining a personal relationship between 
doctor and patient. 

The validity of "free choice of physician" as a real 
policy consideration has been called into question on 
several counts: 

Theargument for absolute free choice of physician 
rests on several erroneous assumptions. It assumes 
that if a patient wishes care from a particular 
physician, that physician will serve him . But under 
conditions of physician shortage, free choice is 
limited by the physician's inability to serve all those 
who desire his attention. It also assumes that, apart 
from group practice, consumers would have free 
choice. Consumer choice, however, is limited by 
several other factors, such as union contracts, eco
nomic circumstances, location, and the like. The 
value of choice is further limited by the patient's 
inability to choose rationally from among alternative 
sources of care. 2 5 



One obvious recourse for the enrollee who feels un
necessarily confined in his choice of physicians is to 
withdraw his membership and locate a more satisfactory 
health care program. Also. there is no evidence to indicate 
that persons who are denied their choice of physicians 
receive poorer health care . Such notions have been disputed 
by the American Medical Association. 

FOR-PROFIT HMOs 

Probably no other question involving HMOs is as 
controversial as the issue of the profit-making HMO. Many 
of the free market advocates who say that pluralism is 
desirable in health care organizations would protest any 
restriction against HMOs making profits. Their position is, 
if the market is performing effectively, the profit-making 
HMO would have to meet its non-profit competitor or fail. 

Consequences of Prohibition 

There are substantial problems which must be under
stood if the profit-making HMO is to be permitted to 
compete with its non-profit counterpart , as allowed by 
recent federal legislation. For-profit HMOs "may distribute 
to investors other than the participating physicians all or a 
portion of whatever is left of the premiums after the care 
contracted for has been rendered. " 2 6 Beyond the more 
traditional debate over the influence of profit motive on 
quality care, there is a very real question as to whether we 
can afford not to permit for-profit HMOs. HMOs are a 
costly , risky enterprise demanding considerable capital 
investment, and nearly all the operational benefits of HMOs 
are not realized until they reach the " break-even" point
possibly a long time after they start. It is estimated that an 
investment of approximately $2 million, an effort of two to 
four years, and an enrollment of at least 20,000 are 
necessary for a new HMO to break even. 2 7 

Lack ~f sufficient investment sources could permit labor 
and employer groups to predominate in HMO initiatives, 
and more needy populations will not be served. Prohibiting 
development of for-profit HMOs could impair the growth 
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of HMOs . Potential investors in non-profit organizations are 
relatively few and tend to be participants in the present 
organization of health care. Paul Havighurst attaches great 
significance to the profit-making HMO in the success of 
HMOs. "What may be at stake is whether the HMO will be 
an occasional experimental curiosity or a serious contender 
for the role of family doctor for millions of persons at all 
levels of society in all parts of the country . " 2 8 

Perhaps the most important advantage to be derived 
from the participation of for-profit HMOs is the injection 
of better administrative and management policies which 
promote greater efficiency in health care organization . 

Cost Reductions 

The question , "At what point does cost-cutting become 
comer-cutting?" is raised in any criticism of the profit 
incentive. Overeconomizing is a very serious risk. This 
tendency is not limited to the for-profit HMO, but the 
profit motive could aggravate the problem. Several safe
guards are available, including consumer dissatisfaction. 
Whether the HMO is profit or non-profit, the patient has 
the option to discontinue membership or possibly file suit 
for malpractice. Both alternatives can cause economic 
hardship to the HMO and possibly inflict a disastrous loss 
of business. Internal professional review processes as well as 
enrollee complaint mechanisms are structural sanctions 
which are effective in reducing thi~ risk. 

The Question of Commercialism 

There is great concern about the potential com
mercialism of health care , but attempts to make health care 
organizations operate more like businesses is not to imply 
that they should tolerate hard-sell tactics. In addition, there 
does seem to be reasonable , ethical and social justification 
for curbing excessive profits. Again, however, if the HMOs 
were operating within a true market environment, the 
possibility for exploitation would be reduced as com
petition increased and consumers became more sophisti
cated . This, of course, would require that advertising be 
very closely regulated. 
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CHAPTER V 

FINANCIAL ASPECTS OF HEAL TH 
MAINTENANCE ORGANIZATIONS 

In all of its various structural configurations, the HMO 
performs two basic functions: (1) management of the 
medical resources (physicians, hospitals, etc.) to meet 
existing health needs; and (2) control of the distribution of 
revenues. The organization and structure of the HMO will 
determine how it allocates and manages its medical re
sources and distributes its revenues. 

To finance medical resources, the HMO receives income 
from enrollees. The income is primarily on a prepayment 
basis, but there are other sources of income. The HMO 
distributes a portion of these revenues to the health 
providers. 

The basic financial rule of an HMO is that it must 
control the cost and quality of its medical service through 
the efficient use of its revenue or it will face insolvency . 

The diagram below identifies the basic elements of a 
HMO and describes the interaction between them.1 

$ 

ENROLLEES HMO 

Demand 
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This chapter deals with financial planning, including 
rate-setting; major capital requirements; and analyzes the 
sources of public and private funds for HMOs. 

HMO FINANCIAL PLANNING 

This section identifies the major parts of an HMO plan 
that affect costs and resources. It also presents a simplified 
description of costs likely to be incurred by an HMO. 

Identifying the Potential Members of an HMO 

Identifying potential members is a fundamental step in 
financial planning and has a substantial impact on costs and 
revenues. Since revenues will be generated from dues and 
fees of the membership, the characteristics of this group 
must be carefully analyzed during the planning stage. 

Resource Control MEDICAL 
PROVIDERS 

--Physician Services 
--Hospitalization 
--Emergency Care 
--Special Treatment 
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To determine whether the population can support the 
HMO, the following should be examined: 

(I) Is there a sufficient population in the area to justify 
the proposed type of HMO? 

(2) Are the income levels sufficient to support the 
HMO? 

(3) Does the competitive situation permit the entry of 
an HMO? 

(4) Will the physicians in the area accept an HM0?2 

If the answers to these questions are affirmative, potential 
members should be surveyed regarding age and sex, family 
size, income level, urban/rural mix, and ethnic make-up. 

Identifying Potential 
Internal Sources of Revenue 

The majority of HMO revenues will be from membership 
dues; in current HMOs dues account for 70-100 percent.3 

Other internal sources of revenue which may provide 
additional income, include: 

(I) Co-payments, a fee charged by the HMO to its 
members for an office visit, exam, lab or x-ray service, 
maternity care or other benefit . (0-15 percent). 

(2) Fee-for-service, for care provided to a non-member. 
This method is often used during the early stages of an 
HMO when membership needs do not demand full-time 
attention of the medical staff. (0-20 percent). 

(3) Charges above costs for such Items as drugs and 

BASIC BENEFITS 

Hospital services 

Office visits 

Emergency care 

Home calls 

Surgical care 

Specialist care and consultations, 
including psychiatric diagnosis 

Maternity care, including delivery, 
prenatal, and postnatal care 

Well-baby care 

X-ray examinations and 
treatments 

laboratory tests 

Treatment of allergies 

Physical examinations 

Immunizations 

Physical therapy 

Anesthesia 
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therapeutic devices. (0-8 percent).4 

HMO membership dues may be paid in significant numbers 
from at least three governmental sources: 

(1) Medicare reimbursements by the federal government; 
(2) Medicaid reimbursements by the Texas Department 

of Public Welfare under the joint federal-state assistance 
program; and 

(3) Reimbursement for federal employees who have 
elected to join an HMO. 

An HMO should consider all sources of revenues in its 
financial planning, and evaluate each source according to 
overall goals. 

Structuring the Benefits Package 

During financial planning, decisions are made as to what 
the HMO will offer its members. The services offered, called 
the "benefits package," specifies the medical resources to 
be made available and establishes the areas in which the 
HMO will incur costs. The list of services is normally 
composed of two major classes: 

(1) Basic Benefits, which are considered essential to the 
health care of the members. 

(2) Optional or Supplemental Benefits, additional ser
vices normally selected to meet members' needs or to 
increase market acceptance. 

Below is a listing of health benefits normally found in 
each of the two classes. 5 

OPTIONAL BENEFITS 

Psychiatric treatment 

Treatment of alcoholism and 
drug addiction 

Eye examinations and 
prescriptions 

Ambulance service 

Visiting nurse service 

Dental Services 

Artificial limbs, eyes, and 
orthopedic braces 

Allergy drugs 

Prescription drugs 

Loan of crutches, wheelchairs, etc. 

Treatment of conditions requiring 
care in other than general hospitals 

Home health care 



It is not always necessary to include all of the basic 
services. Some HMOs do not offer treatment for allergies 
and psychiatric diagnosis. Before excluding any basic 
service from the benefits package, however , the HMO 
should consider the health needs of the community and the 
competitive offerings of other plans in the area . 

Another way to consider the benefits of the HMO is 
according to types of services. These classes can be 
summarized as follows : 

(I) Outpatient Care , which includes office visits , 
physical examinations, medical consultations, and labora
tory and diagnostic services; 

(2) Inpatient Care, which includes medical services 
provided in hospitals as well as the use of hospital and 
extended care facilities ; 

(3) Out-of-area and Emergency Care, which normally 
includes emergency care within the HMO area and emer
gency care and/or hospitalization while the member is in 
another geographic area ; 

( 4) Catastrophic Illness Care , which includes special 
medical services and hospital care which are required to 
meet unique health situations ; 
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(5) Drugs and Devices , which include prescription drugs, 
eye glasses, and other therapeutic or correctional devices; 
and 

(6) Special Care , which includes home health care, 
health education programs and physical therapy.6 

Identifying the Major Costs 

Major HMO costs can be classified into three categories: 
medical service ; hospitalization ; and administration.7 The 
relative level of total HMO costs incurred in each of these 
categories is dependent upon the structure of the HMO. In 
the table below, "Highly Structured" refers to an HMO that 
controls all major components of its system, i.e . owns its 
hospital, has broad range of speciality care capability, and a 
more complex administrative structure. "Loosely Struc
tured" refers to an HMO in which a group of physicians are 
affiliated through a common HMO administrative unit but 
(a) do not share inpatient or outpatient facilities and (b) are 
compensated for care to the membership on a fee-for
service schedule controlled by the HMO (medical founda
tion or society plan is an example). 8 . 

COST HIGHLY LOOSELY 
CATEGORY STRUCTURED STRUCTURED 

Medical Service 61-67% 

Hospitalization 30-35% 

Administration 

In general, there is an increase in medical service and a 
decrease in administrative cost as the plan becomes more 
structured. 

The three costs categories of an HMO and examples of 
each follow.9 Every HMO will not have each example. 

1. Medical Service Costs 
Salaries and fringe benefits for physicians employed 
or under contract. 

Charges for specialty care provided by non-HMO 
physicians on a referral or retainer basis. 

Salaries and fringe benefits for other health profes
sionals employed by the HMO, including nurses, 
aides, technicians, pharmacists, laboratory personnel 
and others. 

Claims incurred by the HMO for out-of-area emer
gency care for members . 

Purchase and dissemination of drugs and devices . 

Special benefits such as alcohol or drug abuse 
treatment , family planning, etc. 

2-3 % 
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43% 

40% 

17% 

2. Hospitalization Costs 

Room and board by HMO members for use of 
hospital facilities. 

Charges for laboratory, x-ray and other tests admin
istered while the member is in the hospital. 

Charges for special services such as intensive care , 
coronary care, and kidney dialysis while the member 
is in the hospital. 

3. Administrative Costs 

The charges for administration can be broken down 
into three sub-categories: 

a. Administrative Staffing costs are for salaries and 
fringe benefits for personnel engaged in the fol
lowing types of activities: 
-HMO Administration . 
-Business office including accounting, purchasing, 

claims review, and billing. 
-Marketing. 
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-Data processing. 
-Housekeeping, security , and custodial services. 
- Social and other non-medical services . 
-Part-time consultants . 

b. General and administrative costs include : 

- Payroll related expenses including social security, 
unemployment , etc . 

-Depreciation and amortization on HMO-owned 
facilities and equipment. 

-Facility rental. 
-Utilities, maintenance and repair. 
-Insurance for general property , liability, and 

medical malpractice. 
-Supplies. 
-Legal and audit costs. 
-Dues to professional associations. 
-Rental for any medical and/or business equip· 

ment. 
-Travel costs . 
-Miscellaneous . 

. c. Administrative Reserves costs include: 

-Bad debt reserves to cover unpaid premiums, 
co-payments, and fee-for-service charges. 

-Debt-service reserves for interest and principal on 
any borrowed funds. 

- HMO expansion reserves in those cases where 
growth is an objective of the HMO. 

-Contingency reserves used to protect against 
unprogrammed costs caused by catastrophic ill· 
nesses, epidemics, accidents, and other factors 
that would cause over-utilization of the HMO. 

Table III will give some of the estimated personnel 
needs for each 10,000 members in an HMO. This 
illustration does not imply that an HMO with a membership 
of 10,000 would be economically feasible. These estimates 
are taken from the composite figures from operational 
HMOs that are group practice plans. In actual financial 
planning for an HMO, personnel costs could be figures 
based upon projected enrollment and compensation rates 
for each type of personnel. The projections relate to the 
clinic practice of the HMO, 10 not a hospital. 

TABLE III 

ESTIMATED PERSONNEL NEEDS OF AN HMO 

TYPE OF PERSONNEL 

Physicians 

General Practitioner and 
Internal Medicine 

Pediatrics 
Obstetrics/Gynecology 
Surgery 
Opthalmology (Eye) 
Orthopedics (Bones and joints) 
Otolaryngology (Ear and throat) 
Dermatology (Skin) 
Other 

Non-Physicians 

Administrator 
Secretaries 
Bookkeeper 
Switchboard Operator 

(Appointments) 
Registered Nurse 
Other nurses and medical assistants 
Nurse Clinicians 
Receptionists 
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NUMBER REQUIRED PER 
10,000 ENROLLEES 

4.2 
1.8 

.9 

.7 

.3 

.3 

.2 

.2 
1.0 

1.0 
3.5 

.5 

1.5 
3.0 
6.0 
2.0 
5.0 



TABLE III (continued) 
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TYPE OF PERSONNEL 

Clerks 
X-Ray Technicians 
Laboratory Technicians 
Physical Therapists 
Maintenance 
Housekeeper 

Determination of the Premium Rates 

Once the costs of operation have been predicted for a 
new HMO or determined for an operational HMO, the HMO 
must then price its package of benefits. These costs are 
distributed among the HMO members usually as "a fixed 
fee, paid in advance, that provides a member with all the 
specified medical care and services."11 

If an HMO assigns an equal rate to each member, it is 
known as a "capitation rate," i.e. , the costs are allocated on 
a per capita basis. Most HM Os, however, adjust or "load" 
their capitation rate to reflect certain characteristics of 
their plan or population. The adjusted rating system is 
designed to make the HMO more attractive to families as 
some of the cost of family health care is shifted to single 
and two adult member units. 

There are two types of HMO rating systems. If rates that 
are determined on a per-person or per-family basis and are 
equivalent for all individuals and for all families of similar 
composition, the plan is said to utilize a "community rating 
system." 1 2 If the plan uses a variety of rate structures 
based on group utilization rates, it is an "experience rating 
system."13 The Health Maintenance Organization and 
Resources Development Act of 1973 requires an HMO to 
use community rating system to qualify for assistance. 

The membership fee .is important to HMO planning and 
operations. The premium must be competitive with the 
rates and premiums offered by other health insurance plans 
since most people will not pay much more than their 
current health care premiums even if the HMO offers better 
benefits. Therefore, if the HMO premium turns out to be 
substantially higher (estimated to be about $5 per month 
per family member unit) than the competition,14 the 
sponsors will have to make some hard decisions about 
reducing the benefits, increasing other sources of revenue, 
and/or operating at a deficit until enrollment is sufficient to 
cover costs. 

Insurance Against Risks 

Every HMO faces the danger of cost overruns from such 
factors as greater use of hospitals and medical services than 
expected; uncontrolled out-of-area coverage; over-use of 
extended care facilities; ineffective performance; cata
strophic illness or epidemics; enrollment of an unexpected 
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NUMBER REQUIRED PER 
10,000 ENROLLEES 

2.0 
1.5 
1.5 

.5 
1.0 
1.0 

number of members who require extensive medical care. 
Established HMOs such as Kaiser-Permanente, Ross

Loos, and Group Health of Puget Sound are so large and 
have accumulated so many that they face little risk. For 
example, Group Health of Puget Sound self-insures for all 
hospitalization, medical, ambulance, out-of-area emer
gencies, and referral services. The plan places 3.6 percent of 
its annual gross revenue of approximately $23 million into 
reserve to protect itself against these risks.1 5 The newer, 
smaller HM Os, however, must withstand periods in which 
there may be limited financial. resources to resist large 
fluctuations in cash flow, or negative decisions by physi
cians to accept significant levels of risk. Since physicians 
generally determine the use of services, physician salary 
arrangements should contain incentives to assure that 
patients are provided efficient and economical services. ~t 
is, therefore, appropriate that physicians share the responsi
bility for costs incurred by the HMO-a concept known as 
"risk -sharing." 

How HMOs should assume financial responsibility for 
expenditure overruns should be resolved before an HMO 
begins operation. The practice among new HMOs is to 
distribute the financial responsibility among the HMO, the 
medical group (if there is a contractual linkage between the 
HMO and a separate medical group) and an insurance 
company. "Reinsurance" is a contractual agreement be
tween an HMO and an insurance company which agrees, for 
a fee, to cover any costs of the HMO over a specified 
amount or for some special situation such as out-of-area 
emergency care for members. 

The various . types of agreements through which the 
HMO can "share the risk" with an insurance company can 
be fitted into three broad categories: 16 

1. Utilization Stop-Loss Agreements, in which losses due 
to unanticipated use of the HMO are shared with the 
insurance company. A figure is agreed upon between the 
two parties, and the insurance company shares or absorbs 
any losses over that projection. As an example, in an 
agreement between the Harvard Community Health Plan 
and Massachusetts Blue Cross, Inc. , if hospitalization 
exceeds 600 bed-days per 1,000 enrollees by IO percent or 
more, the insurance company reimburses the HMO at an 
average per-diem rate. 

2. Dollar Stop-Loss Agreements, in which fiscal loss or 
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HMO surplus is shared between the HMO and the insurance 
company. What is of concern is the actual cost in dollars of 
hospital bed-days and whether the HMO is making or losing 
money . The dollar stop-loss idea is similar to a "major 
medical" health insurance policy. There is a sharing of 
expenses between the insurer and the policyholder after a 
large deductible is surpassed. 

3. Limited Risk-Participation Agreements, in which 
entire categories of HMO services are guaranteed by the 
insurance company. 

CAPITAL REQUIREMENTS OF AN HMO 

Capital investment are requirements over and above the 
daily operational needs of the HMO. There are at least four 
separate and distinct demands on the HMO for capital. 

Adequate Developmental Financing 

The planning and development of an HMO may take up 
to three years, depending upon its medical, legal, actuarial, 
enrollment, and management requirements. Few organiza
tions have sufficient capital to support such a lengthy and 
complex developmental process without revenues. 

The investment to organize an HMO varies, based upon 
its sponsor and structure. A program with hospital or group 
practice sponsorship is the least costly to create and should 
be profitable at a relatively low enrollment figure. A model 
based upon the Kaiser approach of control of all aspects of 
the medical and hospital service is the most costly .1 7 

Initial Operating Losses 

Most HMOs experience · large capital outlays during the 
first two to three years of service. Early enrollment 
premiums do not produce sufficient revenue to meet all of 
the fixed costs. By the third or fourth year of operation, 
however, enrollment should produce enough revenue to 
meet costs. Factors affecting early losses include excess of 
medical and administrative staff, utilization of hospital 
facilities and rate of enrollment.18 Capital support for 
operating costs does not end when operations tum from a 
loss to an excess of revenue over operating expense. The 
cumulative operating losses must be financed until offset by 
a number of years characterized by net revenues. 

Facility Construction 

There are obvious advantages for the HMO to own its 
diagnostic clinic, hospital, and ambulatory care center. In 
the early stages, however, this may not be financially 
practical. During this time, the HMO needs assurance of 
facilities, usually obtained by a contractual agreement with 
an existing hospital(s) . When success is assured and planning 
can be more definite, the HMO can consider purchasing or 
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constructing its own facilities. It is at this stage that large 
investments are involved. The cost for clinic facilities was 
estimated to be about $6,500 per physician in 1970 by the 
Medical Group Management Association.19 A hospital to 
serve an HMO of several thousand members will cost 
millions of dollars. 20 

Adequate Membership Protection 
Against HMO Insolvency 

Any entity contracting with the public to provide a 
broad range of costly health services must have on hand 
money not allocated to normal operational costs. The 
traditional method of assuring the existence of these 
"reserves" is for the state to requi~e a large cash or 
securities deposit. This approach preser ts no problems to a 
large insurance company, but its effect upon hospitals, 
clinics or other potential sponsors of HMOs is usually quite 
different. Another approach would be to require a reserve 
only for those HMOs which do not have reinsurance 
protection against insolvency. 

SOURCES OF CAPITAL FOR AN HMO 

The objective of this section is to identify sources of 
HMO capital with which the requirements outlined above 
can be met. Some comment is mad& on the motivation for 
each source to offer its financial resource to the HMO. 

Public Financial Sources 

The federal government has three programs of potential 
benefit. 

1. The Health Maintenance Organization and Resources 
Development Act (P.L. 93-222). This law, passed in late 
1973, provided the first federal funding for HMOs. The 
following amounts were authorized by Congress: 

Fiscal Year Ending June. 30 

1974 
1975 
1976 
1977 

Amount 

$25 million 
$55 million 
$85 million 
$85 million 

The money includes funds to determine the feasibility of 
developing and operating a new HMO or expanding the 
operation of an existing HMO; and to offset operating 
losses incurred during the first three years of operation: 

2. Hill-Burton Program (HEW). This program authorizes 
money for construction of health care facilities.2 1 The 
program is administered through the Texas State Depart
ment of Health, which approves the applications for 
funding. The program consists of three t}'pes of assistance: 



grants up to 50 percent of the cost of a new facility; Joans 
up to 90 percent of the costs of a new facility if the 
applicant is a public body ; and guarantees on conventional 
mortgage Joans for new facilities. 

3. Group Practice Facilities Program (HUD-FHA). This 
program provides mortgage insurance on non-profit groups 
in three fields of medical care : medicine, dentistry, and 
optometry. Approved projects can be funded up to $5 
million for any one facility for a term of up to 25 years . 2 2 

The loan can be for 90 percent of the cost of the project 
and covers the value of the land, construction, equipment 
and furnishings, and other fees incurred during construc
tion. 

There are two basic reasons for federal support of 
HMOs: better health care and the economy. The potential 
savings for the federal and state governments in reducing 
expenses for Medicare, Medicaid and other health programs 
may more than offset the initial federal investment in 
HM Os. 

The director of the California Department of Health 
Care Services estimates that, if all 2,400,000 Medicaid 
patients in that state were covered under prepaid health 
plans, taxpayers would save up to $300 million per year.2 3 

Private Financial Sources 

Most HMOs have been developed through private capital. 
Although insurance companies have taken the greatest 
interest, several other private sources exist. Profit is the 
incentive for investment by private sources, and the extent 
of private investment indicates a belief by the business 
community that a well-planned HMO can be profitable. 

I . Insurance Companies. An insurance company with 
available capital resources may participate in HMO financ
ing at two levels: It may furnish financing for the HMO 
through debt instruments or equity financing with the 
control of the HMO remaining with the HMO owners; or it 
may establish an HMO as a subsidiary company, or it may 
purchase controlling or non-controlling interest in the 
HMO. 

As of January I, 1974, at least 52 insurance companies 
had become interested or involved in about 74 HMOs, of 
which 22 were operational in 23 communities. Over $28 
million has been invested, primarily in the form of 
mortgage financing (about 80 percent of the total) and also 
in the form of gran_ts and Joans. 24 

2. Investment and Trust Bankers. The investment banker 
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is a specialist in ratsmg money for situations which can 
provide an above-average rate of return for the banker and 
his clients. His interest would be to obtain an equity 
position in the HMO in order to share in its profits. If a 
for-profit HMO is interested in a public offering of its stock 
to raise capital, the investment banker is a necessity. Many 
investment bankers will be interested in investing in an 
HMO only after the HMO is operational, inasmuch as this 
type of financier is very conservative with his resources. 

The trust banker is a banker who normally invests for 
the large depositors and trusts of his institution. The HMO 
which is approaching operational status could be attractive 
to trust bankers if it were a limited, for-profit partnership 
in which losses could be passed to the high tax-bracket 
investors, up to the full extent of their original commit
ment. In future years, when the HMO is operating as a 
profitable organization, it could be changed from a limited 
partnership to a stock company. The original investors 
would receive shares of stock which could be offered 
publicly and which could give them a reasonable rate of 
return on their investment when combined with the tax 
write-offs provided by the earlier operational losses. This 
type of arrangement is conditional upon state legislation 
that would allow limited partnership tax shelters for HMOs. 

An alternative tax shelter arrangement and general 
investment opportunity is provided by the for-profit 
corporation, started as a limited partnership, which could 
provide laboratory, x-ray, administrative, and/or facility 
services to the HMO. This alternative is not as limited by 
state laws. 

3. Commercial Bankers. A commercial bank may provide 
the standard form of mortgage financing for a facility or 
equipment, or it could be the "interim fmancer" by 
providing money for construction, on a short-term basis, 
until long-term financing is secured from some entity like 
an insurance company. If the HMO is qualified to issue 
tax-exempt bonds, the commercial bank could underwrite 
the bonds and purchase a substantial portion of them. 
These tax-exempt bonds are valuable to banks because of 
the corporate income tax laws applicable to them. 

4. Others. There are several other potential sources of 
financial investment which merit mention: business corpo
rations wishing to control the HMO or to obtain a 
non-controlling interest; foundations ; pension and welfare 
trust funds, such as those of unions and other employee 
organizations; and HMO members themselves. 
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CHAPTER VI 

MARKETING 

Marketing attracts, maintains, and expands HMOs. The 
success of the HMO is directly related to the marketing 
program, since without an adequate number of members, 
the HMO fails. Many developing HMOs have made costly 
mistakes in not realizing the need for a marketing staff. 
Such mistakes cost time, energy, and money. Frustrations 
build up, momentum is lost and in many cases, the 
breakeven point in operations is delayed. 

HMO marketing approaches are as diverse as the organi
zational approaches. Whether care is delivered in a single 
facility or is available in the offices of local doctors has 
implications for marketing. The marketing methods are 
often dependent on who does the job. The methodology of 
a commercial insurer may differ from that of physicians or 
their employees. State and local laws, as well as the 
standards of the local and national medical associations, 
often limit who may do the marketing and how it is done. 
The location, as well as the type of potential customers, 
also will affect marketing. 

WHO DOES THE MARKETING? 

Every staff member of an HMO, receptionist, physician, 
nurse, etc., plays a "marketing" role in that he provides 
service and responds to the clientele's needs. Nevertheless, a 
marketing staff must be recruited. There are three methods 
by which the HMO can market its product . It can develop 
its own in-house marketing staff; contract with a third 
party, such as an insurance company or a marketing firm ; 
or combine the two. 

Third Party 

An HMO may contract with a professional marketing 
agency or an insurance company for its marketing. A 
marketing firm generally offers skilled personnel with an 
expertise in marketing strategies and techniques. Legal or 
ethical obstacles, however, may prohibit use of some of 
their common techniques. 

An advantage an insurance company has is a built-in 
clientele which can be offered the HMO option. A familiar 
name such as Blue Cross Blue Shield may attract more 
potential subscribers than a new HMO could by itself. As a 
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precaution, however , community attitude toward the in
surance company should be thoroughly researched before 
contracting with it. John Lanigan, director of enrollment 
for Group Health Association, Washington, D.C ., says: 

One thing to consider is the amount of adverse 
publicity being given to the Blues at this time. Blue 
Cross has reached the top and a lot of people are out 
to topple the empires. You have to consider the risks 
of going with the Blues weighted against the advan
tages they can give your plan.1 

Another advantage of contracting with an insurance com
pany is its initial ability to market the HMO more 
effectively at a lower cost. Still another argument in favor 
of insurer participation is the HMO's need of other services 
such as reinsurance, which may not be available unless an 
insurer is allowed to participate in determining the HMO's 
marketing strategy. 

There are several disadvantages, however, in contracting 
with an insurance company. The HMO may get neither 
access to the market nor professional competence. For 
example, the initial results of Harvard Community Health 
Plan's contract with insurance carriers was so disappointing 
that it was decided to establish an in-house staff.2 

Since the indemnity and prepayment plans have little in 
common from a marketing standpoint, the insurance 
salesman faces a formidable task in selling both simul
taneously . In an HMO, the salesman not only has to sell the 
employer but the employee. Although the standard health 
insurance plan knows no geographical boundaries, the 
enrollment of an HMO is circumscribed by the location of 
the medical facilities . Whereas the indemnity plan is 
marketed only to working people, the HMO is frequently 
marketed among subscriber groups, such as Medicaid, where 
people are unable to pay for services. An HMO salesman 
must be able to answer questions from the employer or 
prospective subscribers about physicians, staff, referral 
patterns and practices, clinic waiting times, and other 
operational procedures. 

Another disadvantage in contracting with an insurance 
company is that without incentives, the salesman will not 
place the HMO on his priority list and give the HMO the 
preferential treatment it needs to be successful. 
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In-House 

To avoid the difficulties of contracting with a third 
party, some HMOs have developed their own marketing 
departments. This in-house effort should yield better 
enrollment control and more autonomy. 

In building its own marketing staff. however, the HMO is 
duplicating expensive skills and increasing the costs to 
develop the HMO, which probably increases the plan's 
breakeven point. The HMO also may lose access to 
employer groups that would be available through the sales 
force of an insurance company. 

Combination 

Any combination of the preceding two methods is an 
acceptable alternative for the marketing of an HMO. For 
example, some HMOs are having their key in-house staff 
trained, supervised, and evaluated by a professional market
ing firm. On the other hand, some in-house staffs supervise 
the insurance salesmen's marketing efforts. Regardless of 
the method, the marketing team must be brought in during 
the development of the HMO. 

RESPONSIBILITIES 

The responsibilties of the marketing staff range from 
planning to subscriber education. 

Planning 

The planning task is a continuous process that must be 
initiated on the first day that a commitment is made to 
develop an HMO. Dan Maruna mentions that a "discussion 
of marketing strategy cannot be delayed until after (1) a 
name has been selected, (2) incorporation, (3) establish
ment of by-laws, (4) selection of a Board of Directors, (5) 
selection of an Executive Director and key personnel, ( 6) 
design of benefit packages and promotional material, (7) 
contract negotiations, and (8) selection of providers. " 3 

If an HMO premium is to be competitive, it must first be 
set near the cost of the existing health insurance plans. 
Existing packages must be investigated before an attractive 
HMO benefit package can be formalized. The importance of 
convenience and accessibility must not be overlooked. To 
make the planning decisions, a survey of the market should 
be conducted. 

The survey should examine the availability of existing 
health care in the community and acceptability of it by 
potential enrollees. The number of physicians serving an 
area. their specialties and projections of their numbers for 
the future must be known. Surveys of hospital beds, 
extended care facilities, neighborhood health centers , and 
other health care facilities are crucial. 

Although forecasting is useful in planning, predictions 
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may be questionable in multi-variable HMOs. Richard T. 
Burke warns that 

The multiplicity of variables affecting consumer 
choices and the difference in the relative importance 
of these variables from one group to the next are 
evidence that initial enrollment forecasts should be 
the grossest of estimates, and that planners should 
avoid trying to predict enrollment in individual 
subscriber units. As experience on the individual 
plan is accumulated, more accurate predictive devices 
can be devised to take into account the specifics of 
the local market, the characteristics of the individual 
HMO, and its marketing efforts.4 

Information 

An additional responsibility of an HMO salesman is that 
he must know all aspects of his product (the HMO), his 
market (the commnnity), and his competition (other health 
plans). 

The marketer must be able to answer such questions as, 
who is on the HMO board of directors, what are benefits 
and how is the plan funded? 

The HMO salesman must be familiar with the com
munity's ethnic composition, health attitudes, and other 
social indicators. Also, if the HMO plans to enroll Medicaid 
patients, the salesman must become aware of the special 
needs and problems of the poor. 

The HMO representative must be able to show the 
similarities and differences between other community 
health plans and the HMO. John Lanigan ofGHA says: 

Every new member of my marketing staff works out 
a benefit comparison of our programs, the Blues 
plans, and several of the commercials, and I have 
them redo it until correct. Since comparisons are 
quite difficult to do fairly, it is a lesson which they 
never forget . When a new product is placed on the 
market by our competitors, we do comparisons of 
them just to keep abreast of changes in our market.5 

Training Staff 

The marketing staff should train each HMO employee 
for a marketing role since they will constantly face 
questions from friends, relatives, and potential enrollees 
and members. Each employee should have some knowledge 
of the history, structure, benefits, and concepts of the 
HMO. 

The physician also must understand his function in a 
comprehensive prepaid health organization. 

Enrolling Members 

The primary responsibility of the marketing staff is to 
enroll members. The marketer knows that for a developing 
HMO it is imperative that a large number of subscribers be 
enrolled as quickly as possible. 



Subscriber Education 

The marketing team must teach the new subscriber and 
the potential subscriber how to use the facilities, what to 
expect of the HMO, and how to maintain his health. The 
harm to an HMO of one unhappy subscriber cannot be 
offset by I 00 happy ones as HMOs rely on word-of-mouth 
advertising. 

Maintenance 

An HMO cannot survive if for every member coming in 
the front door , two go out the back. The marketer must 
keep in touch with the subscribers to determine if they are 
having problems. Complaints should be promptly answered 
and supported with a personal visit . The marketing staff 
also should be instrumental in setting up a grievance 
committee to handle complaints. 

MARKETING TARGETS 

Targets for HMO membership include employees, em
ployers, individuals, and enrolled members . 

Employer 

Employers must be pursuaded to offer their employees 
the HMO along with other insurance health plans. If an 
employer has been under pressure from labor unions or 
employees to offer more benefits, he probably will be 
receptive to an HMO. The HMO's potential for keeping 
employees healthy and on the job may convince him to 
accept the plan. 

Employees 

Once the employer agrees to offer the HMO, the 
employees become the marketing target. The marketer 
should set up meetings at the employees' place of business, 
but he must be careful not to disrupt the employer's flow 
of work. The wife of the male employee should be urged to 
attend these meetings, since she plays an important part in 
the health care decision. 

Many HMOs prefer to aim their marketing efforts only 
toward large groups. For example, Master Care, a prepay
ment plan offered by the New Mexico Health Care 
Corporation in Albuquerque, N.M., directs its plan only to 
groups with over 100 employees. By limiting coverage to 
large groups, the marketer has access to more people with 
less effort and expense. 

Including small groups in the marketing plan is advisable, 
however, since a cancellation from a small group is not as 
fatal as a cancellation from a large group. 

Employees of federal, county, state, and local govern
ments also provide a desirable marketing target. In the case 
of federal employees, the HMO must have one year's 
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Marketing 

experience plus the approval of the Civil Service Commis
sion before it can participate in the Federal Employees 
Health Benefits Program. Recognition by the Civil Service 
Commission is believed to be the equivalent of the Good 
Housekeeping Seal of Approval, which in turn attracts 
other groups to the plan. 6 

Individuals 

Some HMOs feel that if they open their memberships to 
individuals, only the sickly will join. Kaiser Permanente has 
not experienced this, but each person joining Kaiser must 
first pass a physical examination. If an HMO chooses to 
market to individuals, it would probably want to consider 
the "open enrollment period" method used by Blue Cross 
associations. 

The Medicare and Medicaid population represent a 
substantial market, but they also present some challenges. 
Each group can cause over-utilization of HMO services. 

In addition, the marketing staff must keep in touch with 
HMO members to make sure they are satisfied with 
everything, especially the service. 

STRATEGY AND TECHNIQUES 

Among the variables available to the marketer are the 
structure and philosophy of the HMO, target population, 
cost, and manpower available. 

Dua/Option 

An HMO does not work properly if it consists of captive 
enrollees who do not have a choice in health care. Because 
of dual option, the potential enrollee is free to select a 
prepaid program or remain with his existing indemnity 
health program. 

If dual option is to be effective, an agreement must be 
reached to make certain that the insurance company will 
allow dissatisfied HMO subscribers re-entry, without 
penalty, into the indemnity plan at predetermined dates; 
not pull out if minimum enrollment level is not reached in 
an employer group; and guarantee subscribers re-entry into 
the indemnity plan should the HMO be unable to meet its 
contractual obligations. 

Facilities 

The facilities which provide health care should always be 
referred to as a "health center" and not as a "clinic," 
because "clinic" connotes impersonal service . When de
scribing the physical facilities, emphasis should be placed 
on personal aspects. A tour or an open-house should 
provide potential subscribers a chance to see what the 
facilities offer. The health center should have small waiting 
rooms, a warm decor, and personalized services such as a 
nursery. 
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Literature and Advertising 

When employees are receiving explanations and taking 
tours, any literature distributed should be easy to read. 
Literature can consist of benefit comparison sheets, ques
tion and answer sheets, and newspaper or magazine articles. 
A "member's handbook" and a summary of the plan's 
services should provide new subscribers with helpful infor
mation . Bilingual literature should be developed when 
appropriate . 

This literature will have to suffice until the mass media 
can be utilized for advertising. Although insurance pro
grams are widely publicized in commercial media, HMOs, 
because they deliver services, come under the American 
Medical Association's Restrictive Code of Ethics forbidding 
advertising. Physicians are also very sensitive about adver
tising. This attitude will probably have to change, and 
HMOs will have to develop appropriate personal advertising 
techniques. 

Personal Touch 

There is no substitute for personal contact in answering 

employees' questions. An employer's willingness to allow 
an HMO representative to make presentations to his 
employees on the company's premises lends credence to the 
plan . Questions arising after the initial presentation can be 
answered during lunch periods. Marketing staffers should 
never project an image of high-pressure salesmanship, but 
rather should convey the sense of persons who are well 
informed about prepaid health care concepts. 

Allies 

Historically, the labor movement has been a natural ally 
of prepaid group practice, and a word from a prestigious 
labor leader can work wonders on membership growth of a 
new HMO. The labor movement also can advance the HMO 
cause by gaining access to the employer groups during 
contract negotiations and through direct solicitation in 
asking the employer to offer his workers a dual option. 
Allies can also be gained from community leaders, but the 
HMO's best salesmen are employees who change jobs and 
become outstanding proponents for dual option on their 
new job. 

FOOTNOTES 
1 John Lanigan, "The Marketing of a Prepaid Group 

Practice," Marketing Pre-Paid Health Care Plans (Washing
ton, D.C., 1972), p. 52. 

2Robert L. Biblo, "Marketing and Enrollment Strategies 
for Prepaid Group Practice Plans," Marketing Pre-Paid 
Health Care Plans (Washington, D.C., 1972), pp. 23-24. 
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CHAPTER VII 

LEGAL ISSUES 

IS A HEALTH MAINTENANCE ORGANIZATION AN 
INSURANCE COMP ANY? 

This chapter attempts to determine whether Texas 
courts would consider health maintenance organizations a 
form of insurance, or to develop guidelines for making such 
a determination. 

There is no single satisfactory definition of insurance, 
nor does the HMO restrict itself to one form. There are 
several types of health maintenance organizations, and 
there are just as many definitions of insurance. The 
insurance nature of an HMO depends on its particular 
structure and on specific, technical details of the contract 
relationships among its component parts. 

The place to begin a search for a definition of insurance 
is the state insurance code, but unfortunately there is none. 
The next best source is in decisions of Texas' courts, but 
these offer no real consistency. In Denton v. Ware, 228 
SW2d 867/(1949) a Texas appeals court stated: "Broadly 
defined, insurance is a contract by which one party, for a 
compensation called the premium, assumes particular risks 
of the other party and promises to pay to him or his 
nominee a certain or ascertainable sum of money on a 
specified contingency." In Texas Association of Qualified 
Drivers, Inc., v. State, 361 SW2d 580/(1962), another 
Texas appeals court said that insurance was "an under
taking by one party to protect the other party from loss 
arising from named risks, for the consideration and upon 
terms and under the conditions recited." These definitions 
have been used in several other Texas cases and indicate 
how Texas courts might define "insurance" in future 
decisions. 

Jurisdictions throughout the United States have defined 
"ir.surance" in their own way. In 1943 the Texas attorney 
general stated that the statutory definition of insurance in 
the state of Washington was "substantially the same as that 
which obtains in Texas." {Tex. Attorney General Op. No. 
04986-A{l 943). Insurance is defined in Section I of the 
Insurance Code, Laws of Washington, 1911, C. 49, as 
follows: 

Insurance is a contract whereby one party, called the 
insurer, for a consideration undertakes to pay money 
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or its equivalent or to do an act valuable to another 
party called the insured or his beneficiary upon the 
happening of the hazard or peril insured against, 
whereby the party insured or his beneficiary suffers 
loss or injury. 

The Supreme Judicial Court of Massachusetts considers 
its state's statutory definition to resemble the common-law 
definition: 

It is an agreement by which one party for a 
consideration promises to pay money or its equiva
lent, or to do an act valuable to the insured upon the 
destruction, loss or injury of something in which the 
other has an interest. (Attorney General v. Osgood 
Co., 144 NE 371 (1931). 

A definition of health insurance, however, is spelled out 
in Texas law. Section 3, Article 3.01, of the Insurance Code 
states: 

A health insurance company shall be deemed to be a 
corporation doing business under any charter in
volving the payment of any amount of money or 
other thing of value, conditioned upon loss by reason 
of disability due to sickness or ill-health. 

The Insurance Code also says in Section (A) of Article 
3.70-1, that 

The term 'policy of accident and sickness insurance' 
as used herein, includes any policy or contract 
providing insurance against loss resulting from sick
ness or from bodily injury or death by accident or 
both. 

Additionally, the Texas attorney general has said that the 
following definition from the Di~trict of Columbia is 
applicable in Texas: 

Every corporation, joint stock company, or associa
tion not exempt herein, transacting business in the 
District of Columbia, which collects payments, dues 
or assessments from its members as holders of its 
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certificates or policies, and which provide for the 
payment of indemnity on account of sickness or 
accident, or benefit in case of death, shall be known 
as 'health, accident and life insurance company or 
association.' Section 653, D.C. Code, 1926. Title 5, 
par. 1 79 was quoted in Texas Attorney General Op. 
No. 0-4986-A, ( 1943). 

LEGAL OPINIONS 

Texas courts have not been asked to apply these 
definitions to organizations resembling HMOs, and we must 
turn to other states to see how courts have approached the 
problem. This section will discuss early cases dealing with 
activities organized much the same way as HMOs, but for a 
basically different purpose. More recent cases dealing with 
health care and two Texas attorney general opinions on the 
subject will be discussed. 

Organimtions Not in the Health Oue Area 

I . Commonwealth ex rel Hensel, Attorney General v. 
Provident Bicycle Association 36 A 197(1897). 

The question was whether the Provident Bicycle Associa· 
tion was an insurance company; the court decided that it 
was not. In return for payment of a periodic membership 
fee, the association agreed to service, repair, and replace the 
bicycle of a member. The servicing was to be performed on 
a regular basis; repair and replacement as needed. The court 
admitted that elements of insurance were present in the 
business, but since the members received services rather 
than money from the association, the association was not 
engaged in the insurance business. 

2. State ex rel Physicians' Defense Co. v. Lay/in, 76 
N.E. 567 (1905). 

In this case, physicians could pay a periodic fee and 
receive legal defense against malpractice suits without cost. 
Since the company provided legal services only, and did not 
agree to compensate members for losses incurred through 
judgments in malpractice suits, the court held that the 
Physicians' Defense Co. was not an insurance company. 

3. Physicians' Defense Co. v. Cooper, 199 F. 576, (CCA 
9th, 1912). 

This case involved a physicians defense company or· 
ganized in exactly the same manner as those in the previous 
case. The court concluded , however, that this company was 
engaged in the business of insurance. It held that an 
insurance company could provide benefits in the form of 
services, rather than money, in fact, as well as in the 
abstract. 

Health Care Organizations 

I. Fishback v. Universal Service Agency, 151 p. 768, 
(1915). 

The Universal Service Agency contracted with several 
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establishments to provide services, including those of 
physicians who had agreed to provide holders of an agency 
card with medical care in return for regular monthly 
compensation. The agency contracted with its cardholders 
to try to provide specified services for a periodic fee by the 
cardholder. The agency stated in its contracts that it did 
not guarantee to provide the services, only that it would use 
its best efforts to provide them. The agency further stated 
that it was acting only as an agent in this contractual 
scheme. 

The insurance commissioner of the state of Washington 
brought action against Universal Service Agency for 
operating an insurance business without complying with 
insurance statutes. The court dismissed the suit, holding 
that the agency was not in the insurance business. The 
court stated: 

Clearly there is no hazard or. peril whereby the 
purchasers of these contracts may suffer loss or 
injury, which the respondent insures against . It does 
not guarantee that any of the contracting parties, 
even the physician, will perform the services agreed 
upon. On the contrary, in the paragraph lettered 'V' 
of its offer of benefits it expressly declares that it 
'assumes no liability for the breach of any one or all 
of such contracts.' . . . There is therefore, as we see it, 
no hazard or peril insured against , and , the trans
action being lacking in this essential element, it is not 
engaging in the insurance business. 

2. McCarty v. King County Medical Service Corpora-
tion, 175P.2d653,(1947). ' 

The King County Medical Service Corporation con
tracted with the Seattle Chamber of Commerce to provide 
medical care to chamber employees. The corporation 
agreed to make individual contracts with employees, and 
the chamber would deduct a regular monthly fee from the 
employees' pay checks to pay the corporation. The 
corporation also contracted with physicians and hospitals 
to provide medical care to the employees, with the 
corporation paying for the care on a fee-for-service basis. 
The medical director of the corporation would always make 
the final decision as to what services would be provided in 
each individual case. The corporation said in its contracts 
that it was acting only as an agent for the other parties, and 
that it would not be held legally responsible for any breach 
of contract or malpractice, and that it did not guarantee to 
provide medical care to its members, only that it would use 
its best efforts to obtain it. 

The court held that the corporation was a principal 
party to the contracts because it controlled the disposition 
of funds and its medical director determined what services 
were to be provided each member. The court held that the 
corporation sold medical protection against the hazard of 
injury or illness and released both employer and employees 



from the responsibility and expense of employee health 
care . The corporation was held to be an insurance com
pany. 

3. Jordan v. Group Health Association, I 07 F2d 239, 
(1939). 

Group Health Association (GHA) was organized as a 
non-profit corporation composed of members elected by a 
board of trustees, who in turn were elected by the 
members, with the exception of two appointed by the 
Federal Home Loan Bank Board . In return for payment of 
a membership fee, the association undertook to provide 
members with medical services. Health care providers 
looked only to GHA for payments, which was a fixed 
monthly fee. GHA did not guarantee to provide health 
services; it only contracted to use its best efforts to obtain 
them. 

The court held that GHA was not engaged in the 
business of insurance for two reasons. First, since GHA did 
not guarantee health care there was no transfer of risk. 
Secondly, a good portion of the health care was preventive 
and was thus designed to remove the risk of ill health rather 
than transfer and distribute it. The object of the association 
was to provide continuous medical service to its members, 
rather than security from loss caused by illness or accident. 
The implication was that if the object of an organization 
was not insurance, it could not be classified as an insurance 
company even if there were some aspects of insurance in its 
operation. 

4. Cleveland Hospital Service Association v. Ebright, 45 
NE2d 157 (1942). 

The Cleveland Hospital Service Association (CHSA) was 
organized in much the same manner as the Group Health 
Association, and was declared to be an insurance company 
by the court. According to the laws of Ohio, 

The term 'insurance company' as used in this chapter 
includes every corporation, association and society 
engaged in the business of insurance of any character 
whatsoever, or engaged in the business of entering 
into contracts substantially amounting to insurance 
of any character, or of indemnifying or guaranteeing 
against loss or damage or acting as surety on bonds or 
undertakings. (Section 5414-8 of the General Code of 
Ohio). 

The court held that the language of the statute was so 
broad as to necessitate the classification of CHSA as an 
insurance company. 

5. Commissioner of Banking and Insurance v. Com
munity Health Service, 30 A2d 44, (Court of Errors and 
Appeals of New Jersey, January 22, 1943). 

The Community Health Service (CHS) was organized in 
much the same manner as GHA. Providers received a 
monthly compensation that varied with the number of 
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subscribers, but not with the amount of service . The court 
ruled that the CHS was not in the business of insurance 
because there was no risk or hazard involved. The providers 
received their compensation on a regular basis regardless of 
the incidence of utilization. 

6. People v. California Mutual Association. 441 P2d 97, 
(1968). 

The California Mutual Association (CMA) was very 
loosely organized, but its basic intent was to provide 
members with health care in return for a periodic fee. In 
sending the case back for a new trial, the Supreme Court 
said it felt that even though the principal object of CMA 
might have been to provide health care, there could have 
been a minority of members purchasing security against loss 
caused by illness or accident. If that were true, to declare 
that CMA was not an insurance company would remove the 
financial protection afforded the minority by the require
ment for adequate financial reserves. The court felt that the 
minority should be assured this financial protection regard
less of the primary object of the organization. 

Texas Opinions 

There have been no significant cases in Texas on whether 
HMOs are insurers. The only legal opinions on the subject 
in Texas are opinions of the attorneys general, and they are 
not legally binding. 

In Opinion No. 0-4986-A, dated March 25, 1943, the 
attorney general decided that the Cass County Rural Health 
Service was not engaged in the insurance business. The 
service contracted to provide its members, in return for a 
membership fee and without profit to itself, stipulated 
medical, dental, and pharmaceutical services. To provide 
these services, the service contracted with physicians, 
dentists, pharmacists, and others, who agreed to provide the 
members with the services and to be reimbursed by the 
health service. The members did not receive any contractual 
guarantees that service would be provided, only the promise 
that the health service would use its "best efforts" to 
obtain them. Depending solely on precedent (Fishback v. 
Universal Service Agency, 151 P 768/(1915), and Jordan v. 
Group Health Association, 107 F2d 239/(1939), the 
attorney general declared the association not engaged in the 
insurance business. 

More recently, the attorney general declared the Prepaid 
Prescription Plan, Inc. to be engaged in the business of 
insurance in Attorney General Op. No. WW-1475(1962). 
The prescription plan was a non-profit corporation. Its 
members paid a regular monthly fee in return for which the 
plan arranged with pharmacies to sell prescribed drugs to 
members at one-third to one-half the retail price. The plan 
agreed to pay the difference to the pharmacy. The attorney 
general contended that the risk insured against was the 
possibility that the subscriber's doctor would prescribe 
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drugs during the period of the agreement and that a portion 
of this risk was distributed to the plan . The member 
pharmacies assumed none of the risk since they would be 
fully reimbursed by the members and the plan for all sales. 

The attorney general stated two principles taken from 
law journals (53 Yale Law Journal 162 and 52 Harvard Law 
Review 809) he felt were applicable . First, prepayment 
must be recognized as distributing risk. Secondly, in the 
case of a cooperative health association " 'indemnification 
against medical cost rather than the unique services of the 
physician is the principal object of the relationship.' "The 
attorney general concluded that the Prepaid Prescription 
Plan was engaged in the insurance business. He added that 
this was not in conflict with the Cass County opinion 
because the health service was of the cooperative type . 

Recently , the Texas attorney general has considered 
whether prepaid health maintenance organizations are 
subject to the state's insurance regulatory Jaws. In Opinion 
Number H-344, the attorney general held that none of the 
described prepaid health care delivery systems fall within 
the definition of insurance in Article 3.01 of the Texas 
Insurance Code. Except for the general regulatory authority 
over insurance companies, there is no authorization for the 
State Board of Insurance to regulate these plans unless they 
meet the limited requirements of Article 3. 71, Chapter 20 
or some other article of the code. 

Conclusions 

It is impossible to say with certainty what sort of 
decisions will be encountered in Texas courts . There are, 
however, some general concepts to consider when 
attempting to decide whether or not a particular HMO is 
engaged in the business of insurance. 

In Risk and Insurance (p. 195), Mark Green has listed 
legal tests to determine whether a particular transaction is 
legally enforceable insurance : 

1. There must exist an insurable interest by the party 
seeking insurance. 

2. The agreement of insurance must conform to the 
legal requirements of a contract. 

3 . There must be some risk, some chance of Joss, some 
uncertainty as to loss. 

4. The assumption of Joss must be a part of a general 
scheme to distribute losses among a large group of 
persons bearing similar risks. 

5. The insurer must assume the risk of loss. Payment to 
the insured may be in money or in services. 

The first two requirements were not an issue in any of 
the legal opinions mentioned in the previous section-a 
person's health is obviously an insurable interest, and there 
is little doubt that an insurance contract must be legal to be 
enforceable. The last three requirements, however, are 
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crucial to deciding whether HMOs an: insurers. Many legal 
authorities agree: 

In holding a transaction amenable to the state 
regulatory laws, courts have pointed to the presence 
of the basic elements of insurance. In general, these 
elements are said to be the existence of economic loss 
to the promissee, its assumption by the promisor, and 
distribution of such risk over a group of people 
similarly subject to it. (Group Health Plans: Some 
Legal and Economic Aspects 53 Yale Law Journal 
162, 172).1 The elements of insurance traditionally 
have been (1) risk of loss to the promissee, (2) 
assumption of risk by the promisor, and (3) distribu
tion of costs over a group. (The Role of Prepaid 
Group Practice in Relieving the Medical Care Crisis. 
84 Harvard Law Review 887, 971).2 

Only one contradiction is obvious between these criteria 
and the definitions discussed in Section 11; in the Denton 
v. Ware/(supra.) decision payment was limited to money. 
None of the cases say that the insurer must assume the risk 
of the hazard insured against, although they imply that. 
None of the definitions, however, state or imply the 
necessity to distribute risk over a group. 

More importantly, the courts seemed to apply the fifth 
test almost exclusively. In so doing, the majority of courts 
found HMO-like activities not to be insurance. The fol
lowing guidelines show how Texas courts might view an 
HMO in the future: 

1. The most crucial factor seems to be whether risk is 
actually assumed by the organization for its members. In 
most cases this depends on the wording of the contracts; 
whether the organizations guarantee service to their mem
bers or only agree to use their "best efforts" to procure 
them. In one case , however, the wording of the contract 
was not taken at face value, and the organization was held 
to be in the insurance business even though its contract did 
not guarantee service. 

There is another distinction that could be made to 
determine the assumption of risk. If an organization 
possesses its own medical facilities and provides health care 
itself rather than contracting with other organizations for 
it, it would almost necessarily assume the risk of its 
members. The income from members would remain con
stant regardless of utilization of the organization's facilities; 
if the use is high, it still must provide services. If the 
organization does not possess its own facilities and con
tracts with physicians and hospitals to provide health care, 
the method by which the providers are reimbursed becomes 
crucial. If the provider receives a regular, periodic fee from 
the organization that does not vary with the amount of 
services, the provider is assuming the risk, not the organiza
tion . If the provider is reimbursed on a fee-for service basis 
by the organization, however, the organization is assuming 



the risk. because it must pay for services with income that 
is fixed. In either case , the member has transferred his risk 
to another by purchasing the right to as much medical care 
as he needs with a regular, fixed membership fee. 

If the organization does not contractually guarantee to 
provide services. and the court bases its decision on the 
contract. these considerations will be unimportant. It 
would be held that the organization was not engaged in the 
insurance business. 

2. In one case, the court thought it important to 
consider whether the organization was primarily providing 
health care to its members or protection against loss 
incurred because of illness or accident. The point was made 
that a good portion of a cooperative health association's 
effort was expended to prevent illness rather than to 
protect against loss. This distinction is tenuous for two 
reasons. First, it would be extremely difficult to determine 
the amounts of preventive and curative care provided. 
Secondly, it would be difficult to determine how much 
curative care would place an organization in the position of 
protecting a member against loss. If this was determined, it 
would be equally difficult to determine how much loss 
protection should be permitted without the additional 
security of financial reserves. 

3. To provide benefits other than money does not 
prohibit an organization from being considered an insur-. 
ance company. 

4 . None of the cases hinged upon the profits or 
non-profits of the organization. The exception is the 
attorney general's opinion involving Prepaid Prescription 
Service, but the opinion was unclear as to what bearing the 
service's profit- making character had in the case. 

5. None of the cases considered the question of risk 
distribution . Again, the exception is the Prepaid Prescrip
tion Service opinion, and again it was unclear as to the 
relevance of risk distribution. 

6. Cleveland Hospital Service Association v. Ebright/ 
(supra) should be considered a "fluke". The definition of 
an insurance company in Ohio statutes and used by the 
court in this case to make its decision is so broad it could 
conceivably include within the definition of "insurance 
company" any endeavor bearing the slightest resemblance 
to an insurance business. 

CORPORA TE PRACTICE OF MEDICINE IN TEXAS 

The legality of the corporate practice of medicine 
remains indefinite; even the concept of corporate practice 
remains ill-defined. In this section, the legal environment in 
Texas will be examined to determine how to deal with 
barriers to the establishment of health maintenance organ
izations. 

The term "corporate practice of medicine" is usually 
used to describe a corporation organized to provide health 
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care through salaried physicians employed by the corpora
tion. Patients pay the corporation rather than the phy
sician. In some cases, physicians are not employed by the 
corporation, but offer their services on a contractual basis. 
In others, the entity offering medical services is not a 
corporation, but a clinic owned and operated by a layman. 

Texas statutes do not discuss the corporate practice of 
medicine , so it has been left to the courts to make public 
policy in this area. The first decisions by Texas courts ruled 
against the prohibition of corporate practice, but the most 
recent decisions have prohibited such practice and reflect 
the prevalent opinion in Texas today. 

C:Ose Law 

Only four corporate practice of medicine cases have 
been decided in Texas. 

The first case, Republic Insurance Association v. Colgin 
Hospital & Clinic, 65 SW2d 286 (Tex. Comm. App. 1933) , 
did not set a lasting precedent. Colgin Hospital went to 
court to recover expenses for medical services, but the 
insurer contended that the hospital, a corporation, was 
illegally practicing medicine and could not legally recover 
the expenses. Colgin Hospital emp!Oyed physicians on a 
salaried basis, but the court did not agree that the hospital 
was illegally engaged in the practice of medicine. The court 
held that licensing requirements for physicians pertained to 
a physician's "authority to practice medicine upon human 
beings, and not to the character of his employer." Once an 
individual met the statutory requirements for a license, 
there was "nothing in the statutes which implied a 
prohibition against such person engaging his services to 
another." This finding was reaffirmed for the first and last 
time in an opinion written by the Texas attorney general in 
1941.3 
Woodson v. Scott & White Hospital 

The current trend in Texas began with Woodson v. Scott 
& White Hospital et al., 186 SW2d 720 (Tex.Civ. 
App.1945). Even though it found no one guilty of the 
corporate practice of medicine, the court stated its version 
of the corporate practice rule: "the general rule is that a 
corporation organized for profit cannot (practice medi
cine); nor employ physicians as its agents to do so for it." 
The court based its ruling on the contention that corporate 
practice would destroy the independence of the physician's 
professional judgment and lessen the responsibility of the 
physician to his patient.4 In 1948, the Texas attorney 
general extended the prohibition of medical practice by a 
corporation organized for profit to corporations in general, 
private associations , and non-profit hospitals . 5 

Rockett v. Board of Medical Examiners and Watt v. Board 
of Medical Examiners. 

Since Woodson v. Scott supra, Texas courts have handed 
down two pertinent decisions based on an indirect sta-
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tutory argument. 6 In both cases, the appellant was charged 
with violation of Section 12 of Article 4505, Revised Civil 
Statutes of Texas, 1925, as amended : 

The Texas State Board of Medical Examiners shall, on 
a form adopted by the Board and under rules 
promulgated by the Board, approve and certify any 
health organization formed by persons licensed by 
the Texas State Board of Medical Examiners upon 
application by the said organization .... 1 3 

Professional Associations 

In 1969, the Legislature passed the Professional Associa
tion Act (Article I 528f, Vernon's Texas Civil Statutes) 
which allows persons licensed to practice a profession to 
form an association to provide professional services and 
divide the income as they desire. All members must be 
licensed to perform the professional service for which the 
association was formed. 14 This was written specifically for 
tht medical profession; a similar act was passed permitting 
professional incorporation which specifically excluded the 
medical profession.I 5 Both acts were written for federal 
income tax considerations, since persons engaged in ren
dering personal services receive more favorable tax treat
ment if the business is conducted in corporate rather than 
partnership form. 16 It was not the primary aim to make it 
easier for a corporation or association to deliver health care. 

County Hospitals 

Another indication of the attitude of the legislature is 
found in the statutes outlining the procedures to be used in 
establishing public county hospitals. The commissioners 
cou.rt may appoint any six resident property taxpaying 
citizens of the county to serve as the board of managers for 
the county hospital. 1 7 The board manages the hospital, 
appoints the staff physicians and the hospital superin
tendent, and sets the salaries of the superintendent and all 
other officers and employees.1 8 In addition, the board may 
establish an outpatient clinic at the hospital with branches 
in all cities in the county of at least 5,000 population. The 
board appoints the physicians and nurses to serve at the 
clinic and fixes their salaries. 1 9 

Hospitals in General 

Many Texas hospitals are managed by lay people and 
salaried physicians are employed by these hospitals. There 
are many instances of corporate-like medicine in Texas 
hospitals and student health centers that have existed for 
years and have never been challenged in the courts. 

The Insurance Code 

The legislature also has opened the door to the corporate 

42 

delivery of health care to the public in the so-called 
"Blue-Cross" Chapter of the Insurance Code. Article 20.01 
of the Insurance Code states: 

Any seven or more persons, a majority of whom are 
superintendents of hospitals or physicians or surgeons 
licensed by the State Board of Medical Examiners, 
upon application to the Secretary of the State of 
Texas for a corporate charter may be incorporated 
for the purpose of establishing, maintaining and 
operating a non-profit hospital service plan, whereby 
hospital care may be provided by said corporation 
through an established hospital or hospitals, and 
sanitariums with which it has contracted for such 
care, as is hereinafter defined. 

The legislature restricted such corporations to the rendering 
of services in a hospital. Article 20.12 of the Insurance 
Code outlines this restriction: 

Such corporations shall not contract to furnish to the 
member a physician or any medical services, nor shall 
said corporation contract to practice medicine in any 
manner, nor shall said corporation control or attempt 
to control the relations existing between said member 
and his or her physician, but said corporation shall 
confine its activities to rendering hospital service only 
through such type of hospitals with whom it has 
contracts, without restricting the right of the patient 
to obtain the services of any licensed doctor of 
medicine. In addition, such corporations are hereby 
authorized to provide benefits for medical and or 
surgical care on the basis of indemnity for expenses 
incurred.20 

Dental Practice 

The law regulating dentistry supports the point of view 
of the courts expressed in Rockett/(supra) and Watt/ 
(supra), stating: 

Any one who owns, maintains or operates any office 
or place of business where he employs or engages, 
under any kind of contract whatsoever, any other 
person or persons to practice 4entistry as above 
defined shall be deemed to be practicing dentistry 
himself, and shall himself be required to be duly 
licensed to practice dentistry as hereinabove defined, 
and shall be subject to all the other provisions of this 
Chapter, even though the person or persons so 
employed or engaged by him shall be duly licensed to 
practice dentistry as hereinabove defined. 21 

In Article 4551 b, Vernon's Texas Civil Statutes, how
ever, the legislature softened its position: 

The definition of dentistry as contained in Chapter 9 
of Title 71 of the Revised Civil Statutes of Texas 



(Article 45Sla, V.A.C.S.) as amended shall not apply 
to .. . (8) Dental Health Service Corporations legally 
chartered under Subsection (I) of Article 2.01 of the 
Texas Non-Profit Corporations Act. .. 

The State Board of Medical Examiners may refuse to 
admit persons to its examinations, and to issue 
licenses to practice medicine to any person, for any 
of the following reasons: ... ( 12) The impersonation 
of a licensed practitioner, or permitting, or allowing, 
another to use his license, or certificate to practice 
medicine in this State, for the purpose of treating, or 
offering to treat, sick, injured, or afflicted human 
beings. 

The appellants were licensed physicians employed by 
medical clinics in which no physician owned an interes.t. 
The clinics collected all the fees and paid the appellants a 
salary . The board of medical examiners charged that the 
appcllan ts were permitting the clinics to borrow their 
licenses for purposes of treating the sick and used R.C.S. 
Art. 4506 as authority to revoke the appellants' licenses. 7 

The revocations were appealed, but the court ruled in favor 
of the board in both cases. The attorney general noted in an 
opinion, following the decisions made in Rockett and Watt: 

... whenever a corporation employs a licensed physi
cian to treat patients and itself receives the fee, the 
corporation is unlawfully engaged in the practice of 
medicine and the licensed physician so employed is 
violating the provisions of Subdivision 12, of Article 
4505 , Vernon's Civil Statutes, and is subject to having 
his license to practice medicine in this State canceled, 
revoked, or suspended by the Texas State Board of 
Medical Examiners. 8 

Critique of Corporate Practice Rule 

A corporation obviously cannot take a patient's pulse, 
test his blood pressure, listen to his heart, or prescribe 
medicine to cure his ailment. It does not make sense to say 
that a corporation should have a license to practice 
medicine. It is difficult to believe that a legislature could 
intend to include "corporation" within the meaning of 
"person" when requiring a person to be licensed to practice 
medicine. 

Corporate Practice Rule Not Absolute 

In spite of its absurdity, the corporate practice rule has 
been used successfully at least twice in Texas. The rule has 
most frequently been used by the courts as a tool of public 
policy to prevent "the dangers of lay control over profes
sional judgment, of commercial exploitation of medical or 
other practice, and the consequent lowering of professional 
standards, and of division of the practitioner's loyalty 
between his patient and his profit-making employer."9 If 
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an organization is careful, the corporate practice, although 
technically applicable, may not be applied: 

But in all the cases we have examined in which the 
practice has been condemned, the profit object of the 
offending corporation has been shown to be its main 
purpose, and in no case were the circumstances 
precisely like those described in the indictment, i.e., a 
non-profit organization, conducted so that the proper 
doctor and patient relationship is preserved; pro
spective patients organized only for the purpose of 
providing a clinic and paying doctors and hospital 
service out of the members' dues ; a plan designed not 
to interfere with the doctor's loyalty to his patient so 
as to commercialize medicine in a way contrary to 
the best interests of patient or practice, or to subject 
the physician to the corporation's control and make 
his practice a corporate act . As thus described; it is no 
more than a group of persons, under corporate 
organization, contributing stated sums of money 
monthly for the payment of prospective medical 
services to the extent they may be required. In these 
respects, it differs from the medicine-practicing 
corporations which in many of the States have been 
held to be illegal. Without more, therefore, than now 
appears, we are unable to say that Group Health is 
illegally practicing medicine. 1 o 

The corporate practice rule is an obstacle to establishing 
health maintenance organizations; and could be extended 
to dentists, dental hygienists, optometrists, and nurses, as 
well as physicians. 

INTENT OF THE LEGISLATURE 

This section will attempt to determine what the Texas 
Legislature intended with respect to the delivery of health 
care to the public by a corporate type organization . 

Medical Practice Law 

In June 1971 , the Texas Legislature amended the 
physician licensing law by passing Article 4509a, Vernon 's 
Texas Civil Statutes, to provide for the formation of 
corporations organized to deliver health care to the 
public. 1 1 This is restrictive legislation in that the corpora
tion must be organized on a non-profit basis by persons 
licensed to practice medicine by the Texas State Board of 
Medical Examiners. Additionally, it is required that the 
directors and/or trustees of such a corporation be actively 
engaged in the practice of medicine, as well as possessing a 
license issued by the board. 

The constitutionality of the law being tested is presently 
in the federal courts. 1 2 The statute can be interpreted to 
mean that any organization incorporated to deliver health 
care to the public must be certified by the board of medical 
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examiners, but a literal reading indicates that only those 
organizations formed by persons licensed by the board of 
medical examiners need certification from the board: 

Subdivision (I) of Article 2.01 of the Texas Non-Profit 
Corporation Act (Chapter 9, Title 32, Revised Civil Statutes 
of Texas, 1925) states : 

Charitable corporations may be formed for the 
purpose of operating a Dental Health Service 
Corporation which service corporation will manage 
and coordinate the relationship between the con
tracting dentist, who will perform the dental services, 
and the patient who will receive such services where 
such patient is a member of a group which has 
contracted with the Dental Health Service Corpora
tion to provide dental care to members of that 
group ... A corporation formed hereunder shall have 
not less than twelve directors, nine of whom shall be 
dentists licensed by the Texas State Board of Dental 
Examiners to practice dentistry in this state and be 
actively engaged in the practice of dentistry in this 
state. 

Not only does this permit the formation of a corporation to 
provide dental care through contracting dentists, it allows 
three members of its board of directors to be laymen. 

Conclusions 

The corporate practice of medicine is possible in 
Texas-with many limitations. From the common law, it 
appears that a permissible "corporate practioner" would 
have to be non-profit and would have to avoid lay control 
of professional judgment, commercialization, and any 
reduction in the physician's loyalty to the patient. 
Statutory law indicates that the legislature is not against 
corporate practice. Some lay control is allowed in public 
and private hospitals, "Blue-Cross" corporations, and dental 
health service corporations. It is completely prohibited, 
however, in 4509a corporations and professional associa· 
tions. In only one case, the Professional Association 
Act/(supra), is profit-making allowed. 

Article 4509a is probably most directly applicable to 
health maintenance organizations, but its questionable 
constitutionality and ambiguous wording limit its relevance. 
Nevertheless, without more specific enabling legislation, it 
would probably be best to organize a health maintenance 
organization under the provisions of 4509a to avoid lengthy 
and costly litigation. 

ANTITRUST LAW 

The antitrust laws in Texas are very strong, and there is 
some danger that a health maintenance organization might 
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run afoul of them. The definition of a trust as stated by 
Texas law mentions restrictions of trade, commerce, manu
facture, transportation, sale, and purchase of personal 
property, and the business of insurance. ll 

Trust Defined 

(a) In this section, unless the context requires a 
different definition, "person" does not include munici
pal corporation. 

(b) A "trust" is a combination of capital, skill, or acts 
by two or more persons to 

(I) restrict, or tend to restrict, trade, commerce, 
aids to commerce, the preparation of tangible personal 
property for market or transportation, the free pursuit 
of a lawful business; or 

(2) fix, maintain, increase, or reduce the price of 
tangible personal property, the cost of insurance, or the 
cost of preparing tangible personal property for market 
or transportation; or 

(3) prevent or lessen competition in 

(A) the manufacture, transportation, sale, or 
purchase of tangible personal property; 

(8) the business of insurance; 

(C) aids to commerce; or 

(D) preparing tangible personal property for 
market or transportation; or 

(4) affect, control, or establish the price of 
tangible personal property, or the cost of transporation, 
insurance, or preparing tangible personal property for 
market or transportation; or 

(5) agree 

(A) not to sell, dispose of, transport, or prepare 
tangible personal property for market or transportation, 
or not to make an insurance contract, at a price below a 
common standard or figure; 

(B) to maintain the price of tangible personal 
property, the charge for transportation or insurance, or 
the cost of preparing tangible personal property for 
market or transportation at a fixed or graded figure; 

(C) to affect or maintain the price of tangible 
personal property or the cost of transportation, in
surance, or preparing tangible personal property for 
market or transportation in order to preclude free 
competition between or among themselves or others in 
the sale or transportation of tangible personal property, 
in the business of transportation or insurance, or in 



preparing tangible personal property fo r market or 
transportation : or 

(D) to pool , combine, or unite an interest they 
have in the sale or purchase of tangible personal 
property , or in the charge for transportation. insurance , 
or preparing tangible personal property for market or 
transportation, so that the price of the tangible personal 
property or charge for transportation , insurance , or 
preparing tangible personal property for market or 
transportation , might be in any manner affected ; or 

(6) regulate , fix , or limit the output of tangible 
personal property , or the amount of insurance under
taken , or the amount of work performed in preparing 
tangible personal property for market or transportation; 
or 

(7) refrain from engaging in business , or from 
buying or selling tangible personal property , partially or 
entirely in this state. 

The relevance of this law to health maintenance organiza
tions is most easily demonstrated by looking at Southern 
Health Association v. Harris Memorial Methodist Hospital , 
180 SW2d I 09 (Tex.Civ.App.1944). This case involved a 
contract between the two organizations in which the 
hospital gave Southern Health Association exclusive rights 
to write hospitalization policies, and the policyholders were 
restricted to hospital services in Harris Hospital. The court 
held that this agreement violated Texas antitrust law . 

If members of an HMO are restricted to the services of 
particular physicians and hospitals , grounds might exist for 
an tit rust action . If the hospitals involved restrict their 
services to members of the HMO , the grounds for antitrust 
action becomes more substantial. On the other hand , if an 
HMO were non-profit and considered to fall outside the 
legal definition of insurance, it would seem removed from 
the realm of business , commerce, and insurance, causing the 
application of antitrust law to be very tenuous. 

ADVERTISING 

Article 4505a, Vernon's Texas Civil Statutes, specifically 
prohibits the solicitation of patients: 

No physician , surgeon , osteopath, masseur , optom
etrist, or any other person who practices medicine or 
the art of healing the sick or afflicted, with or 
without the use of medicine shall employ or agree to 
employ , pay or promise to pay , or reward or promise 
to reward any person , firm , association of persons, 
partnership or corporation for securing, soliciting or 
drumming patients or patronage. No person shall 
accept or agree to accept any payment , fee or reward , 
or anything of value , for securing, soliciting or 
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drumming for patients or patronage for any physi
cian , surgeon , osteopath , masseur , optometrist, or 
any other person who practices medicine or the art of 
healing with or without medicine ... 

Article 4505b, Vernon's Texas Civil Statutes qualifies this 
prohibition : 

The preceding Article shall not be construed to 
prohibit the inserting in a newspaper of any advertise
ment of such person's business , profession and place 
of business, or from advertising by handbills and 
paying for services in distributing same. 

This appears to open the legal door to advertising in 
newspapers and handbills , but it has never been tested in 
court. The aversion to advertising by physicians, den
tists, and their professional associations would probably 
lead to legal action against any HMO carrying on an 
aggressive advertising campaign. It is impossible to know 
how the courts would react . 

HO SPIT AL STAFF PRIVILEGES 

Physicians involved with HMOs may become unpopular 
with some of their colleagues, and, as a consequence, 
attempts might be made to limit their practice of medicine. 
Denial of hospital staff privileges is one way to effect such a 
limitation. Courts have distinguished between rights to 
work in public and private hospitals : "one cannot be 
deprived of the right or privilege to practice in a public 
hospital by rules , regulations , or acts of its governing 
authorities which are unreasonable, arbitrary, capricious or 
discriminatory."23 The physician, however, "has no con
stitutional or statutory right, or right per se, to practice his 
profession in a public hospital."24 "In the case of private 
hospitals, it is generally held that the exclusion of a 
physician or surgeon from practicing therein is a matter 
which rests in the discretion of the managing authori
ties. " 2 5 

Section 1 7 of the Texas Hospital Licensing Act states: 

No person or provisions of this Act shall in any way 
change , or modify, the authority or power of the 
Board of Managers, Board of Trustees, Board of 
Directors, or Governing Body of any hospital, as that 
term is defined herein , to make such rules, standards, 
or qualifications for "Medical Staff" membership , as 
they in their sole discretion may deem necessary or 
advisable , or to grant or refuse membership on such 
"Medical Staff."2 6 

Texas physicians who are denied hospital privileges 
because of association with a health maintenance organi
zation may find legal action difficult . 
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treat patients, and itself receives the fee, the corpora
tion is unlawfully engaged in the practice of medi
cine. This is true because it has been universally held 
that a corporation as such lacks the qualifications 
necessary for a license, and without a license, its 
activities become illegal. It has also been said that the 
relationship of doctor and patient , well recognized in 
the law , would be destroyed by such an arrangement . 
On the other hand, some courts have drawn a 
distinction between practicing medicine and merely 
furnishing medical services. 

11 The pertinent portions of this law are as follows: 
Art. 4509a. Certification of certain health organizations. 

The Texas State Board of Medical Examiners shall, 
on a form adopted by the Board and under the rules 
promulgated by the Board , approve and certify any 
health organization formed by persons licensed by 
the Texas State Board of Medical Examiners upon 
application by the said organization and presentation 
of satisfactory proof to the Board that such organiza
tion is : 

(1) a nonprofit corporation under the provisions 
of the Texas Non-Profit Corporation Act (Article 
1396-1 .01 et seq ., Vernon's Texas Civil Statutes); 

(2) that the nonprofit corporation is organized for 



any or all of the following purposes: . .. the delivery 
of health care to the public ... 

(3) that the nonprofit corporation shall be 
organized and incorporated by persons licensed by 
the Board and, provided, further , that the directors 
and/or trustees of such organization and their suc
cessors in office shall be persons licensed by the 
Board, and actively engaged in the practice of 
medicine. 

12The constitutionality of this law was challenged in 
1973 by a group of individuals attempting to organize an 
association for the provision of health and medical care 
programs to Mexican-American, Black and other low 
income groups in Bexar County, Texas (Garcia v. Texas 
State Board of Medical Examiners, 358 F. Supp. 1016, 
1973). It was to be organized as a non-profit corporation 
and contracts were to be written with physicians to work as 
salaried employees of the corporation. None of the original 
board of directors was licensed by the Board of Medical 
Examiners. The Secretary of State refused to grant a 
corporate charter on the grounds that the incorporators 
were not licensed to practice medicine as required by 
Article 4509a V.A.C.S. 

The incorporators brought suit against the Secretary of 
State and the Board of Medical Examiners alleging that 
Article 4509a denied them equal protection under the 
Fourteenth Amendment and the right to assemble under 
the First Amendment to the United States Constitution. 
The court held that this was not the case, that Article 
4509a was well within the limits of the police power 
reserved to the states, and that, in fact, such legislation was 
only the fulfillment of the duty of the state to regulate all 
aspects of the practice of medicine in order to promote the 
general health and welfare of its citizens. 

The case is presently awaiting decision on appeal at the 
Fifth Circuit Court of Appeals at New Orleans. 

13 Article 4509a, Vernon's Texas Civil Statutes. 
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14section 2, Article l 528f, Vernon's Texas Civil 
Statutes. 

15 Article l 528e, Vernon's Texas Civil Statutes. 

16Hamilton, "Corporations and Partnerships," 24 
Southwestern Law 91, 94. 

17 Article 4479, Revised Civil Statutes of Texas, 1925 . 

18 Article 4480, Revised Civil Statutes of Texas, 1925 . 

l 9 Article 4481, Revised Civil Statutes of Texas, 1925. 

20 Another limitation that should be considered if 
establishing a health maintenance organization is contained 
in Article 20.18 of the Insurance Code: 

Such corporation shall not pay any of the funds 
collected from members or subscribers to any hos
pital until after said hospitals shall have rendered the 
necessary hospital care to such subscriber or member. 

21subdivision 4, Article 4551a, Vernon's Texas Civil 
Statutes. 

22 Article 15 .02, Business and Commerce Code of Texas. 

23 Annot. 24 ALR 850, 852 (1951). 

24/bid. 

25 Ibid. Entire paragraph based on Holley and Carlson, 
"The Legal Context for the Development of Health 
Maintenance .Organizations," 24 Stanford Law Review 644, 
660 (1972). 

26Article 4437f, Vernon's Texas Civil Statutes. 



CHAPTER VIII 

IMPACT OF RELATED LEGISLATION 

Of paramount importance to the development of health 
maintenance organizations in Texas is the Health Mamte
nance Organization and Resources Development Act of 
1973. Other significant areas are Medicare/Medicaid and 
workmen's compensation msurance programs. 

THE HEALTH MAINTENANCE ORGANIZATION 
AND RESOURCES DEVELOPMENT ACT OF 1973 

On December 29, 1973, President Nixon signed into law 
the Health Maintenance Organization and Resources Dev
elopment Act of 1973 (P.L. 93-222), making possible the 
establishment of new and innovative HMOs. The Secretary 
of the Department of Health, Education, and Welfare 
(HEW) is granted wide discretionary authority to carry out 
the statute's legislative mandate. Smee the Secretary has 
not, as of this writing, issued regulations, it has been 
impossible to comprehend fully the likely effect of the law. 
The only recourse is to provide one's own mterpretation of 
the major provisions of the law, iil an effort to estimate the 
potential mfluence on the development and operation of 
HMOs in Texas. 1 

Based on the apparent legislative mtent of the Congress, 
the law is not expected to preempt the corporate practice 
of medicine rule in Texas . 

The law's requirements relative to the mmimum benefit 
package, open-enrollment, and community rating could 
significantly increase costs and weaken the competitive 
position of HMOs in the health care market. 

The 1973 HMO law is limited to those organizations 
which receive federal financial assistance iil the form of a 
grant, contract, loan, or loan guarantee subject to P.L. 
93-222 or which qualify as HMOs under section 1310. 
Section 1310 provides that each employer who durmg any 
calendar quarter paid his employees the federal mmimum 
wage and who employed an average of not less than 25 
employees in that quarter include iil any employees' health 
benefit plan the option of jommg an HMO if there is one iil 
the area. No employer shall be required to pay more for 
health benefits, however, than otherwise would be required. 

Section 1310 HM Os would be reenforced by Section 
1311 , which provides that federally qualified HMOs be 
allowed to deliver health services regardless of certain state 
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restrictions, such as requirements that HMOs be approved 
by a medical society; that physicians constitute most or all 
of the HMOs governing body; that all physicians or a 
percentage of physicians in the locale participate or be 
permitted to participate in the provision of services for the 
entity; or, that the entity meet requirements for insurers of 
health care services doing busmess in that state respecting 
mitial capitalization and establishment of financial reserves 
against msolvency. 

While the new HMO law is generally praised as an 
important precedent which will likely encourage changes iil 
the traditional health care delivery system, three major 
provisions of the law are seen as potentially detrimental to 
the development of HMOs. The benefit package, the 
requirements of open enrollment, and community rating 
could "force up the costs of an HMO seeking to qualify 
under the law as much as 10 to 15 percent above HMO 
prices, which are already at the top of the market because 
HMO coverage is so much more comprehensive than most 
prevailmg msurance. "2 

The mmimum basic benefit package that a federally 
qualified HMO must offer is considerably more compre
hensive than most health msurance policies; and since 
health insurers are not required to operate with a mmimum 
range of benefits, HMOs are significantly disadvantaged. If 
price, not benefits, sell health msurance, this provision 
could push any federally qualified HMO out of the 
low-income market. 

To reach maximum efficiency an HMO need provide 
only a mmimal range of health services; preventive and 
therapeutic physician services, emergency and inpatient 
hospital services, and out-of-area emergency coverage. The 
HMO law, however, requires that iil addition to these, the 
following services must be offered: short-term mental 
health services, alcoholism and drug abuse services, thera
peutic x-ray services, home health services, preventive child 
dental care, child eye exammations, medical social services, 
and health education. 

The law requires qualified HMOs" to set aside a period 
each year durmg which it is required to accept, to its 
capacity, mdividuals iil the order in which they apply for 
enrollment. However, the Secretary of HEW may waive 
compliance if an HMO can demonstrate that open enroll-



men t will jeopardize its economic stability. 
Under open enrollment, experience shows that higher 

risk persons enroll, and the "cost of providing health 
benefits on ..... [this} basis will run at least 30 percent 
higher than the average cost for insuring the same benefits 
for employed groups." 3 "Most insurance companies and 
Blue Cross Plans across the country have learned that open 
enrollment is an invitation to financial disaster."4 

The law also requires that qualified HMOs must employ 
a community rating system to spread its cost equally among 
all enrollees, disregarding individual medical histories. This 
is an unattractive situation to large groups with good health 
experience since it is not competiti~e with insurance plans. 

As with open enrollment, the Secretary may grant an 
exception to the community rating requirement if it 
threatens an HM O's economic viability . If these exceptions 
are not interpreted and exercised liberally, the failure of 
most federally qualified HM Os is a certainty. 

THE RELATIONSHIP BETWEEN MEDICARE 
AND MEDICAID AND HMOs 

Medicare is a federally funded and controlled program, 
administered by the Social Security Administration. Under 
the Social Security Act, health maintenance organizations 
are required to contract with the federal government in 
order to provide medical services to Medicare beneficiaries 
who elect to receive the services. 5 A delay by the 
Department of Health, Education, and Welfare in promul
gating regulations, combined with the inhibiting character 
of the law, has created a situation where there are presently 
no HMOs under contract to provide such services. 

Medicaid is a program administered and funded by 
participating states and the federal government. Federal 
participation in the Medicaid program is carried out by the 
Medical Services Administration, an arm of Social and 
Rehabilitative Services of HEW. While the federal govern
ment does not become directly involved in the contractual 
arrangements between a state and an HMO which wants to 
serve Medicaid eligibles, it negotiates with the state to help 
establish parameters for the operation of such a program. 

HMOs and Medicare and Medicaid 

Since July 1, 1973, the Medicare program, has provided 
that eligible persons may receive hospital and ambulatory 
services through a health maintenance organization for a 
single periodic advance payment. This recent change in 
policy seems to represent the belief that the economy and 
efficiency of HMOs is greater than that of the present 
health care delivery system; therefore, the medicare pro
gram should take advantage of these potential savings. 

In outlining this program, Congress was aware of two 
areas of potential trouble with HMOs. While it is generally 
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acknowledged that the care delivered by large HMOs is 
highly professional, there is the possibility that such an 
organization might attempt to cut comers to maximize 
profits if the federal government were to pay a set sum in 
advance for services delivered to Medicare eligibles. It is also 
feared that HMOs might enjoy "windfall" profits by 
enrolling only good risks-the younger, healthier bene
ficiaries. 

To manage these problems, Congress developed a system 
which is composed of two types of contracts, risk sharing 
and cost reimbursement. The contracts are designed to 
protect Medicare beneficiaries and public funds by regu
lating the reimbursement payments made to HMOs for 
medical services delivered to Medicare eligibles. 

Risk-Sharing Contracts 

Risk-sharing contracts are solely for large established 
HMOs. To qualify, an HMO must have an enrollment of 
25,000 members and have had an enrollment of at least 
8,000 for each of the two preceeding years. However, if an 
HMO serves a nonurban area, it must have an enrollment of 
5,000 and have had an enrollment level of 1,500 for the 
three preceeding years. 6 

Reimbursement for HMOs is based on per capita 
estimates of operating costs and enrollment for the pro
spective contract year. This payment will be made monthly, 
in advance, and adjusted quarterly if necessary. 7 If, at the 
close of the year, the HMOs per capita cost for providing 
medical services is less than the adjusted average per capita 
cost, the HMO will share the savings with the federal 
government. Savings up to 20 percent are shared equally by 
the HMO and the federal government, and savings over 20 
percent belong to the federal government. However, should 
the HMO experience a loss it must be absorbed solely by 
the HM0.8 

Cost Reimbursement Contracts 

Any HMO that does not meet provisions required under 
risk-sharing contracts, does not have the capacity to risk 
possible financial losses, does not qualify as an HMO, as 
defined by P.L. 92-603, or qualifies for a risk-sharing 
contract but opts for this type of contract, may participate 
in the Medicare program subject to a cost reimbursement 
contract.9 

A cost reimbursement HMO also is paid on a per capita 
rate. However, these payments are subject to adjustment at 
the end of the contract period to reflect the actual costs of 
providing services.10 Therefore, even though the HMO 
would not suffer losses, it would not have the opportunity 
to realize a surplus. 

Unlike a risk-sharing HMO, if a cost reimbursement 
HMO is providing less than a full range of Medicare services, 
beneficiaries may receive these services outside of the HMO, 
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and they will be paid under regular Medicare provisions. 
However. these costs will be deducted from the per capita 
rate payment at the close of the contract year. 

Group Practice Prepayment Plans 

HMOs that are serving Medicare eligibles on a prepay
ment basis are doing so pursuant to Section 1833 of Title 
XVIII of the Social Security Act. Subject to Section 1833, 
some HMOs have been able to receive per capita payments 
for physician services under Part B of Medicare coverage, as 
Group Practice Prepayment Plans. However, all payments 
for institutional services, hospitals, and extended care 
facilities , are made directly under the Medicare payment 
system . This is the principal difference between a GPPP and 
an HMO . Health maintenance organizations are required by 
Section 1876, Social Security Act, to provide all of the 
services covered under Parts A and B of Title XVIII, of that 
act, that are available in the geographic area served by the 
HMO, and they receive per capita payments for this 
comprehensive service. 

Medicaid and HMOs 

In January 1968, Title XIX of the Social Security Act 
was amended to provide that eligible Medicaid recipients 
would be allowed to obtain medical services through 
organizations which provide such services, or arrange for 
their availability, on a prepayment basis. This situation , 
seemingly favorable to HMOs, was complicated by a 
statement in the law which required that all Medicaid 
eligibles were to receive the same scope of services, that 
those services were to be available throughout the state, and 
that Medicaid eligibles be allowed to choose where they 
would receive their medical attention. 

This prohibited many state agencies from engaging in 
prepayment arrangements with organizations such as HMOs 
to provide services to Medicaid beneficiaries because of the 
potential illegality of such action. The probable violation 
would occur because such an arrangement might only be 
available in certain areas of the state, thereby , allowing 
some recipients to receive broader coverage than others. 
Also , the services provided by an HMO are often broader in 
scope than those provided under Medicaid, thus, preventing 
uniformity throughout the state. 

The only conditions under P.L. 90-248 by which a state 
could enter into a contract with a 'prepayment' organiza
tion were if it was a demonstration project or if a separate 
premium note for the particular set of services was 
established. 

To correct this problem, P.L. 92-603 amended the Social 
Security Act to allow states to waive the state-wide 
uniformity and comparability (of services) requirements. 
Now a state is allowed to contract with an organization that 
agrees to provide health care and services over and above 
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tho~ provided by the regular state plan; however, the per 
capita payments to these organizations may not be higher 
than the per capita payments made for Medicaid bene
ficiaries in the same geographic area who do not choose to 
receive medical services from such an organization. 

HMOs and Medicare and Medicaid Under 
The Health Maintenance Organization and 
Resources Development Act of I 973 

The HMO Act of 1973 (P .L. 93-222) makes special 
provision for HMOs that qualify under the act to provide 
on a prepaid basis medical services to members who have a 
right to receive insurance benefits under Medicare or 
Medicaid. Specifically, an entity that meets the federal 
definition of an HMO and that serves Medicare and 
Medicaid beneficiaries is not required to provide services for 
which it may not be compensated under Title XVIII of the 
Social Security Act or a Title XIX state plan; nor is it 
required to provide those services subject to a community 
rating system. In addition, it is not required to assume full 
financial risk on a prospective basis for providing members 
health services that it is not required to furnish under Title 
XVIII or Title XIX state plan. 

The relationship between the Medicare and Medicaid 
programs and HMOs also is influenced by section 1302(7) 
of P.L. 93-222, which defines a "medically underserved 
population" as the population of an urban or rural area 
designated by the Secretary of HEW to have a shortage of 
personal health services or a population group designated by 
the secretary as having a shortage of such services. Since 
Title XVIII and XIX recipients are considered to have a 
shortage of medical services, they would be defined as a 
"medically underserved population.'' 

Section l304(c)(2) of P.L. 93-222 states that the 
secretary shall give priority attention to grant applications 
that contain or are expected to contain not less than 30 
percent of its members from a medically underserved 
population . It is likely that many HMOs that seek qualifica
tion under P.L. 93-222 will attempt to enroll Medicare and 
Medicaid beneficiaries in an effort to comply with this 
section. 

WORKMEN'S COMPENSATION 

The Texas workmen's compensation law provides the 
care an employer is responsible for if an employee is injured 
on the job, and it establishes a state-managed insurance 
program to provide for this care. 

If an employer subscribes to the program, his employees 
are automatically covered and waive all common law and 
statutory rights to legal action in case of injury on the job. 
If they decline to waive these rights, they forfeit all claims 
to insurance coverage. 



The problem with HMOs would occur when a member 
of an HMO receives an injury covered by workmen's 
compensation . The member has already paid for his health 
care, and it would be unfair for the HMO to accept 
additional payment for it. On the other hand, it would be a 
needless inconvenience to force the member to go to the 
HMO for care covered by workmen's compensation. The 
problem could be solved by reducing the member's rate to 
eliminate prepayment for care received under workmen's 
compensation. Such a process, however , would be an 
actuarial nightmare. 

Impact of Legislation 

Perhaps the easiest solution to the problem would be to 
revise Section 2 of Article 8309 of the workmen's 
compensation law. 11 This article permits any liability or 
accident insurance company to insure the same liability and 
pay the same compensation as the government program 
established by law. The article could be amended to permit 
an employer to provide membership in an HMO for his 
employees and to purchase insurance coverage to meet his 
other responsibilities under the workmen's compensation 
law. 

FOOTNOTES 

1 A summary of P .L. 93-222 appears in Appendix J. 

?.waiter McClure, "Expected Impact of the Health 
Maintenance Organization Act of 1973," A product of 
In terstudy, February I, 1974. 

3Joseph D. Hawkins, "Health Maintenance Organization 
Act of 1973 (Public Law 93-222)," Memorandum prepared 
by Hawkins and Associates for Mr. Joe Christie, March 20, 
1974. 

SParts A and 8, Title XVIII, Social Security Act, as 
amended. 

6social Security Act, as amended, 42 U.S.C. 1876 
(i)(2)(A). 

7 Ibid., Section 1876{a)(2). 

SI 

8Ibid., Section l 876(a){3){A). 

9Ibid., Section 1876 (i){2)(B). 

1 Oibid., Section 1876 {a){3){B). 

l l Section 2 of Article 8309, V.A.C.S.: 

Any insurance company, which term shall include 
mutual and reciprocal companies, lawfully transacting 
a liability or accident business in this State, shall have 
the same right to insure the liability and pay the 
compensation provided for in Part I of this law, and 
when such company issues a policy conditioned to 
pay such compensation, the holder of such policy 
shall be regarded as a subscriber so far as applicable 
under this law, and when such company insures such 
payment of compensation it shall be subject to the 
provisions of Parts I, II and IV and of Sections 10, 
17, l 8a and 21 of Part III of this law .... 



CHAPTER IX 

REGULATION OF HEALTH 
MAINTENANCE ORGANIZATIONS 

One purpose of government regulation is "to protect the 
members of the consuming public against market abuses 
over which they have little or no control." 1 In recent years, 
governmental intervention in the market place to protect 
the public from exploitation or abuse has become accepted 
as a legitimate function of government , and health mainte
nance organizations appear to require such regulation. 
Medical care is an area in which public ignorance gives the 
provider unusual control over the quality and type of care. 
Since there are potentials for abuse, and the nature of the 
service is vital , it is in the public interest that government 
intervene with some form of regulation . 

Actually , the key questions are : 
·At what level should the regulation take place? 
·Who should handle the regulation? 
·Which components of the HMO warrant regulation? 

THE APPROPRIATE LEVEL FOR REGULATION 

The discussion of the appropriate level for HMO 
regulation usually centers on three basic choices : exclusive 
state regulation , exclusive federal regulation , or concurrent 
federal-state regulation.2 

Exclusive state regulation is based on the general rule 
that under its police power the state is entitled to regulate 
business to protect the public welfare. 

While exclusive state regulation would allow the most 
freedom to experiment with regulatory schemes, it is 
untenable for several reasons. First, the provision for 
out-of-state coverage would involve areas outside the 
jurisdiction of a state. In addition , any plan in operation 
near the state border might have a sizeable number of 
enrollees living or working in the adjacent state. Another 
chdlenge to total state regulation of HMOs is the federal 
funding provided under recent federal HMO legislation. 
With these funds come federal controls. The fact that there 
are few important activities presently immune from at least 
some degree of federal regulation further supports the 
improbability of exclusive state regulation . 

The only basis for exclusive federal regulation is federal 
HMO legislation expressing the overriding need for uniform 
regulation . While such action is possible, it is unlikely. 
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Concurrent federal-state regulation is the most likely 
form to be chosen. States could exercise some degree of 
freedom while still operating under federal guidelines. 
Another compelling reason for federal-state regulation is 
the definition of HMO used in the federal legislation. Since 
many prepaid health care plans do• not qualify as HMOs 
under the federal definition, they would not be subject to 
federal regulation. It is necessary, therefore, that they be 
regulated by the state. 

STATE REGULATORY AGENCY 

Most states have no specific statutory provisions to 
regulate HMOs. Regulatory concerns are addressed through. 
the insurance laws, hospital and medical service corporation 
statutes, special legislation, or simply not addressed at aIL 

In most states which have specific HMO statutes, the 
regulatory authority is vested in the insurance commis
sioner, or the state health department, or both. In those 
states where the regulatory authority is divided, the 
insurance commissioner is charged with regulating fmancial 
matters, and the health department is responsible for the 
quality of care, licensing of providers, and related matters. 
Legislation proposed in Wisconsin in 1973 called for the 
creation of a new office with exclusive responsibility for 
HMO regulation. 3 

Theoretically, the question of who should regulate 
HMOs might best be answered by examining those aspects 
of an HMO which warrant regulation. Then, the assignment 
of regulatory authority could amount to simple delegation 
of authority to the body best able to handle it. For 
example , if disclosure is to be emphasized, regulation might 
best be handled by the attorney general. Fiscal matters 
would probably fall in the insurance board's area. If quality 
of care is essential, the health department would probably 
be best suited to regulate. Finally, if regulatory emphasis is 
to be placed on two or more of these aspects, regulation 
might be best handled by joint regulation or a new agency, 
board, or commission .4 

Experience indicates, however, that in most states with 
specific HMO statutes, the assignment of regulatory author
ity reflects the general poitical and legal climate of the 



state. 5 Texas should not be expected to be an exception. 
In Texas. there are a multitude of boards and agencies 

involved with HMOs, but the majority of these relationships 
are indirect. This is especially true of the various licensing 
boards, such as the boards which license nursing home 
administrators, physical therapists, optometrists , pharm
cists. podiatrists , dentists , nurses , and physicians. Two 
other groups with minimal claims on regulatory authority 
are the Hospital Advisory Council and the Hospital Li
censing Advisory Council , which advise the health depart
ment on hospital construction and licensing standards. 

There also are several boards and agencies which could 
be charged with regulation , such as the Division of 
Comprehensive Health Planning in the governor's office, the 
attorney general's office , the State Department of Health, 
and the State Board of Insurance . 

Although it is presumed that regulatory authority over 
HMOs has been denied by the Texas attorney general, the 
State Board of Insurance supported HMO legislation , the 
hearings on HMOs, the promulgation of its so-called 
"hybrid plan," 6 and the board at this time has more 
expertise with HMOs than any other state agency. 

Regulation is a problem, because HMOs are made up of 
several separate components, each of which has specific 
regulatory requirements. None of these agencies or boards 
is structured to handle the diverse HMOs. Each body has its 
own prejudices as to regulation, which, when applied to a 
"system," might be inappropriate for regulating several of 
the components. 

In many other states, regulatory authority is divided 
among two or more boards or agencies . While such a plan 
can combine areas of expertise, it also has serious draw
backs. Agencies are jealous of their responsibilities and 
clienteles, and division of regulatory authority might result 
in a competitive rather than a cooperative relationship . 
Also, the regulation of HMOs would only be a secondary 
concern of the agencies . 

Regulation could probably best be handled by an agency 
devoted solely to HMOs. But a new agency would have 
some disadvantages. Since HMOs involve considerable ex
pense and planning, their number and size will increase 
gradually in Texas. Creation of a new agency to work with 
only a few HMOs may seem inappropriate . Another 
disadvantage of regulation by a new agency is the tendency 
of industry to "capture" the agencies charged with their 
regulation . Additionally , there seems to be a conscious 
effort today to consolidate agencies, and if that is not 
possible, to prevent their further growth. 

The · best answer to the HMO regulatory question in 
Texas appears to be the creation of a combined agency . By 
properly mixing appointive and selected ex officio mem
bers, various interests could be represented without 
favoring a particular group. At the same time, expertise 
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would be provided in the various areas with which HMOs 
are concerned . Such an agency might be composed of the 
attorney general, chairman of the State Board of Insurance, 
commissioner of the State Department of Health , head of 
the Division of Comprehensive Health Planning, a member 
of the State Board of Medical Examiners, or their designees, 
and three members of the public who are not involved in 
health care or related industries . and who would be 
appointed by the governor for staggered six-year terms. 
This agency could be supported by a small staff whose 
exclusive responsibility would be to regulate HMOs. The 
board also could be authorized to enter into contracts with 
the insurance board, health department, state licensing 
boards, the attorney general, and other interested agencies 
to obtain expert services. Such an arrangement would 
reduce the operating cost to the state by providing the 
maximum use and benefit of present employees and 
facilities. 

REGULATORY ACTNITIES 

There are several areas related to HMOs that are usually 
considered in their regulation : 

Advertising 

The goal of regulating HMO advertising is the prevention 
of fraudulent or misleading advertisements. California has 
had problems with misleading advertising encouraging 
enrollment in prepaid health plans. 

In many states statutes prohibit health care services from 
advertising. It is generally accepted that these statutes 
should be waived for HMOs because of their unique nature. 
It is essential that an HMO be large, for it is only through 
large numbers that plans are able to incorporate the 
concept of risk spreading. Advertising enables a plan to 
reach enough prospective members to spread the risks and 
economize. 

HMOs should not be permitted, however , to advertise 
professional non-quantifiable aspects of health care 
delivery. Most states with HMO statutes make that distinc
tion and also require most forms of advertising material to 
be approved. 

Licensure of Solicitors 

Since HMO coverage is distinct from traditional health 
insurance plans, HMO solicitors possibly should be licensed 
to insure proper knowledge of these differences . Almost all 
door-to-door solicitors receive at least part of their income 
on a commission basis, and there are frequent problems 
with hard-sell techniques , if not outright misrepresentation. 
Licensing might provide a form of recourse against such 
abuses, but it might be best to wait until they develop. 



Health Maintenance Organization 

Membership Contracts 

Enrollees should be provided with legitimate, under
standable contracts, and both parties must meet their 
contractual obligations. These conditions are essential and 
should be strictly enforced. 

Membership Rates 

Those who argue that rates should be regulated to 
prevent overcharging or underselling feel such action would 
protect the enrollee and HMO from unsound ratesetting 
and adjustments. 

Since HMOs are designed to compete against the present 
health care system, however, rate regulation initially seems 
unwise. Ratesetting could be counter-productive in that the 
public would be deprived of knowledge as to which type of 
HMO was most financially desirable. An alternative means 
to prevent overcharging or underselling is tied into the 
certification process, which is discussed later in this 
chapter. 

Fiscal Condition 

There are conflicting optmons over whether HMOs 
should be required to maintain reserves to insure delivery of 
services and solvency. Some feel HM Os are a form of 
insurance and should be required to maintain reserves 
similar to those of insurance companies. However, even the 
National Association of Insurance Commissioners recog
nizes that HMOs are unique, that they provide a service and 
not an indemnity.7 

Since reserve requirements would affect HMOs in dif
ferent ways, and because all types of HMOs should be given 
a chance to perform, strict reserve requirements should be 
avoided. 

Auxiliary Corporations 

To be effective, the regulatory body must have access to 
the various components involved with an HMO. Often 
important areas are "contracted out" to auxiliary corpora
tions. When this happens, it necessitates the extension of 
regulatory coverage to the auxiliary corporations to insure 
adequate regulation . 

Quality of Health Que 

This is probably the most difficult area to regulate and 
the development of appropriate methods and standards for 
regulating the quality of health care has hardly begun. We 
are able to recognize illness, but are at a loss in attempting 
to define health care or measure it in a precise manner 
amenable to regulation. 

Certification of HMOs 

By requiring that standards be met, and that specified 
information be provided prior to certifying a plan a 
regulatory body can provide protection to the public and to 
the HMOs. Required information should include copies of 
the organizational documents and bylaws or internal 
regulations; information about key persons in the plan; a 
statement outlining the operational structure, enrollment 
process, area served, type of record system, and means of 
consumer involvement; a copy of all contract forms; a 
detailed financial statement; a description of marketing 
techniques; copies of proposed advertising material; a 
schedule of rates with supporting data; and other informa
tion the regulatory body considers necessary. 

By evaluating this information the regulatory body 
should be able to determine the fiscal soundness of the plan 
without requiring rate regulation or reserves. 

Monitoring of HMOs 

By regularly requiring information for certification, a 
regulatory body could stay abreast of an HMO's condition. 
To obtain its recertification, an HMO must continue to 
meet standards set by the regulatory body. 

Disclosure 

The public disclosure of information about HMOs is 
geared toward providing consumers with the best possible 
information on which to make their decisions. This move 
away from regulation by competition in the market place 
could lessen the need for governmental regulation. 

FOOTNOTES 

1Noll, Roger G., Reforming Regulation; An Evaluation 
of the Ash Council Proposals, p. vii. The President's 
Advisory Council on Executive Organization, known as the 
Ash Council for its chairperson, Roy L. Ash, was asked by 
the President to study the independent regulatory agencies 
of the federal government and recommend organizational 
improvements. The Council's findings are entitled A New 
Regulatory Framework: Report on Selected Independent 
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Regulatory Agencies (Government Printing Office, 1971). 

2"Legal Context for the Development of HMOs", 
Stanford Law Review, 24:674. 

3eata/og of 1973 State Health Maintenance Organiza
tion Enabling Bills, InterStudy, p. 6. 



4"The Role of Prepaid Group Practice in Relieving the 
Medical Care Crisis" Harvard Law Review, 84:982. 

5Harvard Law Review, 84:976. 

6This plan is summarized in Appendix F. The Attorney 

SS 

Regulation of HMOs 

General's Opinion which denied regulatory authority to the 
State Insurance Board is reproduced in Appendix G. 

7National Association of Insurance Commissioners 
Model HMO Act in 1974 Suggested State Legislation, Vol. 
XXXIII, p. 139. 



CHAPTER X 

SUMMARY, CONCLUSIONS 
AND RECOMMENDATIONS 

The purpose of this study has been to examine and 
evaluate the potential for health maintenance organizations 
in Texas. Consideration has been given to health care 
delivery in the nation as well as in Texas, and a careful 
examination has been made of the HMO concept in all of 
its various aspects . 

PRESENT HEALTH CARE DELIVERY SYSTEM 

The health care delivery system in the United States is 
plagued by skyrocketing costs, manpower shortages, and 
lack of control. Texas is not unlike the rest of the nation ; 
although the cost of health care has not risen as dramat
ically, many other problems exist. 

A major problem in Texas is the need to plan and 
coordinate the health care system, because without an 
understanding of the difficulties facing the present system, 
none of the suggested remedies can be completely suc
cessful. Creation of the Division of Comprehensive Health 
Planning in the governor's office signaled a beginning for 
planning and coordination , but there is still considerable 
need for a stronger effort. 

Much of the difficulty in working with the Texas' 
system is caused by the geographic, demographic, and 
economic differences within the state. The Texas' health 
care system must provide services to urban and rural 
populations, and the problems for these two groups vary 
greatly . Also, it is difficult to deliver health care to the 
poor, which involves the lack of money , knowledge, time to 
use available facilities, and transportation. 

Manpower shortages constitute another serious problem. 
Shortages of trained persons exist in all categories of 
trained health personnel. The trend toward specialization 
amrmg physicians tends to create a shortage of primary care 
doctors . However, no area of health care has such an acute 
shortage as that of nurse practitioners. Reasons cited for 
this shortage are low wages , long hours, and the subservient 
role nurses must assume, but an equally important reason is 
probably the overcrowded clinical teaching program for 
nurses . To relieve the overall manpower shortage, special 
programs to train paramedical personnel (physician's assis
tants and nurse practitioners) are being developed. 

Rising costs of health care also are a serious problem. 
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Some of the causes are inflation, population growth, rising 
cost per unit of service, greater per capita utilization of 
services, and the broader scope of services offered. With 
increased population, rising income, and more widespread 
insurance coverage, persons have been encouraged to seek 
physician and hospital services more often. Specialization 
has resulted in a decrease in the percentage of physicians 
available for primary care, thus driving costs higher. 

FUNDAMENTAL CHARACTERISTICS OF THE 
PRESENT HEALTH CARE SYSTEM 

The existing health care system is a non-integrated 
fragmented operation. The fact that doctors, hospitals, 
insurers, and patients remain separate and functionally 
independent affects all other aspects of the system, most 
particularly the structure, economic incentives, and ac
countability. 

Structure 

The present structure for providing health care services is 
fragmented, and this fragmentation has had considerable 
impact on the distribution of health care resources, and the 
ability to provide effective cost management and the public 
with readily accessible quality health care. 

Health manpower and facilities are not at present 
properly distributed to meet health care needs. Manpower 
diverted into specialities produces a shortage of primary
care physicians, and the inner cities. and rural areas have 
been unable to attract sufficient health manpower. 

Another area of concern is cost management. Fragmen
tation has resulted in a lack of cost-<;onsciousness, which 
seriously impairs the system's ability to manage cost 
effectively. Heal th care delivery and financing are 
separated, thereby undercutting any central organizational 
responsibility for cost management. Although physicians 
provide health care to the public, they do not necessarily 
bear financial responsibility for the services. Fragmentation 
discourages the use of economic care whereby one unit may 
pass on savings to another unit. 

A final aspect of health care delivery that is affected by 
fragmentation is consumer satisfaction. The health care 



system is structurally unable to locate responsibility for 
coordinating an effective comprehensive health care pro
gram. and this lack of a coordinated, integrated organiza
tion impairs the delivery of preventive health care. 

Just as the structure of the system influences its 
operation, economic incentives direct how health care 
providers and their patients operate within the system. 
There are two economic incentives which figure promi
nently in the present health care system. First , the 
economic rewards of a fee-for-service encourages providers 
to de!iver a more costly number of services. Secondly, 
third-party payments insulate providers and patients from 
most of the financial consequences of their decisions and 
offer no incentives to consider the costs of increased 
utilization. 

Although fee-for-service payment is associated with 
physicians, it also applies to other health providers. Income 
accrues to providers in proportion to the number of 
con tacts or services. Consequently, reimbursing the pro
vider for every service encourages over-utilization and 
over-treatment and rather than making income increase 
with the improved health of the patient, fee-for-service 
supports a system in which income accrues by his illness . 

Of the total increase in health care costs, the increase in 
hospital charges is the greatest single contributing factor . 
Fee-for-service reimbursement to hospitals encourages hos
pital utilization . Hospitals are paid on the basis of cost, 
with fees for services assessed according to how much it 
costs the hospital to deliver them. There is no incentive for 
reducing prices. Income rises as the number of services 
delivered increases. 

The other economic incentive which has contributed to 
rising medical costs is third-party payments. Health in
surance transfers from the patient to an insuring organiza
tion most of the risk of financial loss due to medical costs 
and severs the direct financial relationship between the 
patient and provider of medical services. The effects of this 
third-party system have been to encourage greater demand 
for and utilization of services and to mitigate against 
rational, systematic consideration of, costs. 

Accountability 

Fragmentation of the present system nullifies attempts 
to be responsible for performance and to learn why it 
performs as it does. The two options for making the health 
care delivery system accountable are government regulation 
or restructuring the system. 

There are several problems which inhibit accountability 
within the health care system, including the lack of a 
centralized organizational responsibility and effective co
ordinated data collection. 
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HEALTH MAINTENANCE 
ORGANIZATION- AN ALTERNATIVE 

Generally , an HMO may be defined as , 

An organized system of health care which accepts the 
responsibility to provide or otherwise assure the 
delivery of a contractually specified set of health 
maintenance and treatment services for a voluntarily 
enrolled group of persons in a geographic area and is 
reimbursed through a pre-negotiated and fixed 
periodic payment made by or on behalf of each 
person or family unit enrolled in the plan. 

The HMO is made up of four key elements-a delivery 
system, an enrolled population , a financial plan , and a 
managerial organization. 

Structure 

Regardless of the degree of centralization, all HMOs 
provide an organized concentration of health manpower 
and facilities in a specific area . In distributing health care, 
an opportunity is offered to better balance resources with 
need. The HMO requires a unified management system to 
supervise its services, so that it has the ability to influence 
the use of its resources . 

Another major innovation of the HMO is the elimination 
of the division between financing and delivering health care. 
There are several forces within the HMO which promote 
cost management. First, since the organization assumes the 
responsibility for providing payment of services from a 
predetermined amount of money, the HMO must manage 
costs if it is to provide services. Additionally, physicians 
within an HMO share a portion of the financial responsi
bility for delivering health care . The integration of the 
comprehensive services of the HMO promote the use of 
economic health care . Finally, the ability to manage costs 
should improve as more services are offered, because the 
HMO will administer more of the health care costs. 

Cost management does not mean that less expensive 
health care will result ; it means that the HMO can manage 
costs at a reasonable level. 

Since patients in Texas presently do not have a choice of 
health care systems, perhaps the most important contribu
tion that HMOs can make is to give patients a choice. 

In addition, by providing health care through a single 
organization and a single payment, the HMO affords the 
patient more convenient, continuous care. The HMO's 
comprehensive coverage, together with its ability to render 
continuous care, promotes preventive medical care. 
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Economic Incentives 

Rather than rewarding increased use of costly resources , 
the HMO rewards the most efficient and economical use of 
health resources. The HMO provides incentives to reduce 
the use of expensive resources in prepayments and through 
its system of provider compensation , which eliminates the 
relationship between income and services . 

Prepayment in HMOs is distinguished from other prepaid 
health care , because in HMOs the patient does not pay for 
every service provided . Prepayment for comprehensive 
services promotes preventive medical care and reduced costs 
to patients, and although the prepayment rate may ap
proximate present health insurance premiums, the prepay
ment will absorb the customary out-of-pocket expenses 
that occur with insurance. 

Accountability 

The contract between the health care delivery organiza
tion and the enrollee makes the HMO directly accountable 
for its health services; this accountability is formally and 
precisely defined. The HMO could restore a health care 
market in which accountability would be associated with 
success in the marketplace. The pluralistic approach of the 
HMO, should it be realized on a large scale, would almost 
surely inject more competition into the health care delivery 
system. 

Also, the HMO establishes a central, unified organiza
tional accountability and provides for management to 
administer the requirements of accountability. 

Organizational Flexibility 

HMOs have incredible organizational variety which can 
broaden the patient's choices of health care and provide 
innovations where they are most desparately needed in 
organized delivery systems. 

Some health professionals maintain a cautious approach 
by suggesting that only organizations sanctioned by profes
sionals be adopted. At the other end of the spectrum are 
those persons who encourage the development of any 
organization which can provide more economical and 
effective health care . 

As a result. of the organizational flexibility of HMOs, 
there will be inevitable need for a new professional 
expertise in the organization and management of HMOs. 
Sound management is essential to organizing an HMO 
which provides efficient, economical, quality care. Un
fortunately, there are few persons with the necessary 
management skills, and if these numbers are not increased , 
the expansion of HMOs may be jeopardized. 

PROFILE OF HMO PROTOTYPES 

Two basic, distinct, organizational forms for HMOs are 
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prepaid group practice and the foundation for medical care. 
Prepaid group practice is the centralized version of the 

HMO, while the foundation for medical care is the 
decentralized version. Prepaid group practice is centralized 
in that the physicians are grouped together in integrated 
facilities . In the foundation, physicians are administratively 
linked, but they practice individually. Although both 
provide for prepayment from subscribers, only the prepaid 
group practice provides for per capita reimbursement. 
Fee-for-services is preserved under the foundation form. 

Prepaid group practices operate on the same principles
group practice, prepayment, voluntary enrollment, com
prehensive benefits, and per capita reimbursement. Organi
zational structures which operate as prepaid group practices 
are hospital-based, centralized control models; non-hospital 
based models; university medical school plans; physi
cian-run plans; for-profit HMOs; and primary responsibility 
organizations (neighborhood health centers). 

The foundation for medical care is controlled by 
physicians, and it is usually sponsored by a local, state, or 
county medical society . Unlike prepaid group practice, the 
foundations attach prepayment to the traditional individual 
method of delivery. Foundations for medical care may be 
one of two types-comprehensive or claims review. 

Lay Participation 

Lay participation within an HMO may be divided into 
lay management and enrollee or subscriber participation. 
Lay management is the role non-physician professionals 
play in managing the business and financial functions. 
Enrollee or subscriber participation relates to participation 
in policymaking. 

Lay management is highly desirable as the HMO seeks to 
provide quality care under a budget based on pre
determined yearly enrollment fees. 

The delivery of health care traditionally has been the 
responsibility of medical professionals, but a new school of 
thought has developed which advocates that health care 
problems are within the scope of lay participation . The 
second aspect of enrollee participation concerns the degree 
to which enrollees may be involved in policymaking. 

A final question is whether enrollees should be required 
to participate. 

Internal Evaluation 

Internal evaluation of services performed by an HMO is 
very important, especially for the enrollee , who is entitled 
to assurance that the quality of the care he is to receive is 
acceptable . 

Internal evaluation may be conducted by two com
plementary methods: grievance procedure and peer review. 
Grievance procedure focuses on the negative aspects of 
HMO performance, while peer review may encompass the 



entire range of the physicians' and technicians' practices. In 
many HMOs enrollees may air their grievances against · 
management and physicians without being forced to change 
physicians or leave the plan. 

Other methods for monitoring the quality of health care 
include personnel standards, facility standards, disciplinary 
measures, continuing education, and tissue committees. 

Essentially an extension of the tissue committee, peer 
review has been applied to ail areas of medicine. It may 
focus on diagnosis and treatment or on the outcome of 
medical care. 

Oosed Panel versus Open Panel 

This issue is basically whether the HMO will cover 
treatment rendered to members only by participating 
physicians, or whether an enrollee can be reimbursed for 
services by physicians outside the organization. 

Where an HMO can offer a great variety of services and 
support a large number of specialized physicians, a closed 
panel would appear to be much less restrictive to the 
enrollee. The enrollee could expect to have access to all the 
care required without having to seek services outside the 
program. An open panel is more likely to be found in a 
smaller organization with fewer benefits. 

For-Profit HMOs 

Probably no other question involving HMOs is as 
controversial as the issue of whether profit-making HMOs 
should be permitted. Beyond the traditional debate over 
the profit-motive's influence on quality care, there is the 
question of whether prohibition of for-profit HMOs is 
advisable. Since HMOs are costly and tend to take a long 
time to break even, it may be necessary to allow profits so 
that more HMOs may expand to an efficient size. Pro
hibiting or limiting the development of for-profit HMOs 
could seriously impair the growth of HMOs. 

One criticism of the non-profit HMO is that cost-cutting 
may become care-cutting in an effort to enhance profits. 
Overeconomizing is a serious risk, but this problem is not 
limited to the for-profit HMO. Safeguards in controlling 
excessive cost reductions are enrollee dissatisfaction and 
internal professional review. If the HMOs are operating 
within a true market environment, the possibility for 
exploitation is reduced as competition increases and cus
tomers become more sophisticated. 

Also, since the present system of health care has always 
been operated on a profit basis, the question of profit 
becomes one of what is to be done with surplus funds. If 
the development of for-profit HMOs is restricted, an 
uncoordinated system in which profits are realized will be 
perpetuated without the benefits of cost control. 
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FINANCIAL ASPECTS OF HMOs 

An HMO must control the cost and quality of its 
medical services through the efficient use of revenue or it 
will face insolvency. 

The population to be served by the HMO must be 
analyzed for it to be a financial success. 

The benefits package is important because it provides a 
mechanism for cost control, and it determines the at
tractiveness of the HMO to potential members. 

Data indicate that more medical service and less adminis
trative cost is present in highly structured HMOs than with 
the medical foundation or society plans. 

The premium rate is important because members' fees 
(along with other sources of revenue) must be sufficient to 
meet the costs of the HMO. The prices of competitive 
health plans should be considered in setting premiums. 
Almost every HMO will incur losses the first two to five 
years, because the HMO cannot offer competitive rates and 
benefits until its enrollment is sufficiently high to meet 
costs. Sharing risks is important for an HMO to achieve 
financial success. The usual practice is to contract with an 
insurance company for protection against unforeseen, 
catastrophic costs. 

Capital requirements for the HMO can be categorized as 
developmental financing, financing of initial operating 
losses, construction costs, and membership protection 
against HMO insolvency. External sources of capital are 
usually needed to meet these requirements. Capital is 
available from the federal government through three pro
grams. The justifications for public investment of resources 
are to provide alternatives to the present delivery of health 
care and to save money for the government in its 
health-financing programs. The chief private source of 
capital has been the insurance company, but several other 
private sources exist. 

MARKETING 

Although all staff members of an HMO play a part in 
marketing the organization, a marketing staff also must be 
provided. An HMO may develop an in-house staff, contract 
with a third party, or combine the in-house staff with a 
third party. The marketing team should be brought in 
during the early stages of development. Also, a cost-benefit 
analysis should be done to determine what type of HMO to 
set up. 

The primary responsibility of the marketing staff is to 
enroll members. Its other duties include planning, develop
ing knowledge of the product, training employees for their 
marketing role, educating subscribers, and monitoring 
subscriber complaints and desires. It also must determine to 
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whom HMO services will be offered . 
Employers constitute a marketing target , because they 

may be persuaded to offer the HMO to employees. If an 
employer decides to offer the HMO, the employees become 
a marketing target. Meetings should be arranged with 
employees to explain the HMO, and the marketing staff 
should seek I 00 percent enrollment. 

Recruiting small , as well as large groups , is advisable , 
because cancellation of a small group is not as fatal to the 
HMO as cancellation of a large group. Other marketing 
targets include government employees and Medicare and 
Medicaid recipients. 

LEGAL ISSUES 

In determining whether HMOs may be established in 
Texas, legal problems must be resolved. These include 
whether HMOs are insurance ; whether the doctrine of the 
corporate practice of medicine or antitrust laws apply to 
HMOs ; should restrictions be placed on advertising; and 
what limitations could be placed on hospital staff privileges. 

Is An HMO Insurance? 

Although there is no definitive law or court decision in 
Texas indicating whether an HMO is insurance, in the 
majority of situations, the courts and the attorney general 
have found HMO-type organizations are not to be classified 
as insurance companies. 

The most crucial factor seems to be whether risk is 
actually assumed by the organization for its members. In 
most cases, this depends on the contracts and whether the 
organizations guarantee service to their members or only 
agree to use their "best efforts" to procure them. Another 
distinction to determine the assumption of risk is if the 
organization 'possesses its own medical facilities and pro
vides health care itself rather than contracting with others 
for it. If so, the organization would almost necessarily 
assume the risk of its members. If, however, the organiza
tion contracts with physicians · and hospitals to provide 
health care, the method by which the providers are 
reimbursed becomes crucial. If the provider receives a 
regular periodic fee from the organization that does not 
vary with his services, the provider is, in effect , assuming 
the risk, not the organization. If the provider is reimbursed 
on a fee -for-service basis by the organization, however, the 
organization assumes the risk because it must pay for 
services with income that is fixed . 

In one case, the court thought it important to consider 
whether an organization was primarily providing health care 
to its members or protection against loss incurred because 
of illness or accident. The method suggested for doing this 
would involve a determination of the relative amounts of 
preventive and curative services provided . This distinction is 
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tenuous because it would be extremely difficult to deter
mine the relative amounts of preventive and curative care 
provided, and how much curative care would place an 
organization in the position of protecting a member against 
loss. It would be equally difficult to determine how much 
loss protectio~ should be permitted without the additional 
security of financial reserves. 

Corporate Practice of Medicine 

Before HMOs can be successfully operated in Texas, a 
determination will have to be made of the legal barriers 
created by the concept of the oorporate practice of 
medicine. The term "corporate practice of medicine" is 
used to describe the activities of a corporation organized to 
provide health care through salaried physicians employed 
by the corporation. In some cases, the physicians offer their 
services on a contractual basis . In others, the entity offering 
medical services is not a corporation, but a clinic owned 
and operated by laymen. 

Texas statutes do not specifically discuss corporate 
practice of medicine, so it has been left to the courts to 
make public policy in this area. Although the first court 
decisions refused to prohibit the corporate practice of 
medicine, more recent decisions have prohibited such 
practice . The prohibition, however , is not absolute, and the 
corporate practice of medicine is possible in Texas, with 
many limitations. 

Antitrust Lows 

In Southern Health Association v. Harris Memorial 
Methodist Hospital, 180 S.W.2d 109 (Tex. Civ. App. 1944), 
the court found that a hospitalization policy which 
restricted policyholders to services in a particular hospital 
violated the Texas antitrust laws. The implications for 
health maintenance organizations are ominous. However, 
sould an HMO be organized on a nonprofit basis and should 
the HMO fall outside the definition of insurance, it might 
escape the application of the antitrust laws. 

Advertising 

Although there is a provision in the law which prohibits 
the solicitation of patients, there is another which qualifies 
this prohibition . This provision appears to open the door to 
advertising in newspapers and handbills, but it has never 
been tested in court. Physicians, dentists, and their profes
sional associations would probably file suit against any 
HMO canying on an aggressive advertising campaign. 

Hospital Staff Privileges 

Some physicians might try to deny hospital privileges to 
HMO physicians. Although the courts have protected 



physicians from unreasonable exclusion from public hos
pitals, they have not attempted to interfere with actions in 
private ho.spitals. Texas physicians who are denied hospital 
privileges because of association with an HMO may find 
legal action dilficult. 

IMPACT OF RELATED LEGISLATION 

Health Maintenance Organization and 
Resmlrces Development Act of 1973 

In December 1973, the Health Maintenance Organiz
ation and Resources Development Act (P.L. 93-222) 
became law. Under this federal law, a health maintenance 
organization is defined as a legal entity which provides a 
prescribed group of health services to each of its members 
in return for a prepaid, fixed, uniform fee. The basic health 
services are to be provided to members by professionals 
who are on the HMO staff or who are part of a medical 
group or individual practice association. 

To qualify under the act, an HMO must offer "basic 
health services" and, if available, supplemental health 
services. The payment for both services must be fixed, 
uniform, and prepaid on a periodic basis determined by a 
community rating system. 

Services must be available and accessible 24 hours a day, 
seven days a week. If services must be given a member 
before the HMO can provide them, the HMO must 
reimburse the member for his expenses. 

HMOs qualifying under the act are required to enroll 
persons representative of the various age, social, and income 
groups in the service area. 

Each year, the HMO must schedule at least 30-days to 
enroll up to its capacity, individuals in the order in which 
they apply. Once enrolled, the HMO cannot expel or refuse 
to re-enroll a member because of his health or requirement 
for health services. 

The act requires that a grievance procedure be estab
lished, that a quality assurance program be instituted, 
within the HMO, that medical social and health education 
services be provided to the membership, that the profes
sional staff receive continuing education, and that a system 
of information gathering be started. 

The Secretary of Health, Education, and Welfare is 
authorized to make grants and contracts for funds to 
determine the feasibility of operating new HMOs and 
expanding the operations of existing HMOs. None of the 
grants or contracts may exceed $50,000. The secretary also 
may make grants, contracts, and loan guarantees for 
planning projects not to exceed $125,000. 

Grants, contracts, and loan guarantees for the initial 
development of HMOs may not exceed the lesser of $1 
million of 90 percent of the costs of initial development 
( 100 percent for projects with medically underserved 
populations). 
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If an HMO is unable to obtain assistance from any other 
source to offset operating losses, the secretary is authorized 
to make loans and loan guarantees up to $1 million to 
offset these losses. 

For the next three years, the Congress has appropriated 
$325 million for the assistance programs under the new 
law. Twenty percent of these funds must be spent for rural 
HM Os. 

The new law exempts certain HMOs from restrictive 
state laws. 

Medicare and Medicaid 

The new federal HMO law, together with recent amend
ments to the Social Security Act, will allow persons eligible 
for medical services under Medicare and Medicaid to receive 
their benefits from a health maintenance organization. 
HMOs participating under the new Medicare and Medicaid 
amendments will do so under either risk-sharing or cost 
reimbursement contracts. The risk-sharing contracts are 
designed for large HMOs and will enable them to share in 
any savings with the federal government at the end of each 
year. Developing HMOs may participate in the program 
through cost reimbursement contracts. The HMO will not 
share in any savings, but will receive actual costs. 

Texas Workmen's Compensation Law 

Under the Texas workmen's compensation law, an 
employer who subscribes to the program provides coverage 
to employees who are injured on the job. Since coverage 
under workmens compensation and payment for HMO 
services would overlap, some change in the two programs 
should be made to make workmen's compensation benefits 
compatible . 

THE REGULATION OF HEALTH 
MAINTENANCE ORGANIZATIONS 

Since the health care offers potential for abuse, and the 
service is so vital, it is sometimes in the best interest of the 
public that government intervene through regulation. 

Who Should Regulate? 

Regulation may be handled exclusively at the state level, 
the federal level, or concurrently by both state and federal 
governments. Concurrent federal-state regulation offers 
states responsibility within federal guidelines. Should the 
states become part of the regulatory scheme, in Texas there 
are numerous boards and agencies to which regulatory 
authority could be assigned. 

These include the Division of Comprehensive Health 
Planning in the governor's office, the attorney general's 
office, the State Department of Health, and the State Board 
of Insurance. The legislature might assign the responsibility 
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to more than one board or agency or create a new board or 
agency. 

Which Components of an HMO 
Should be Regulated? 

Advertising is almost a necessity for attracting members 
to an HMO, but failure to control advertising may lead to 
abuse. Therefore, some form of legal restriction is neces
sary. 

The commission basis on which most solicitors work 
plus the complexity of the HMO, may require licensure of 
solicitors to assure that they do not misrepresent the 
benefits and cost of an HMO. There must be continuing 
assurance that the HMO contract is legitimate and under
standable and that both parties meet their obligations. Each 
state also must consider whether membership rates for 
HMOs should be regulated. Another basic question which 
must be answered is whether an HMO should be required to 
meet insurance company-type reserve requirements. Two 
other areas in which regulation may be necessary are the 
control over auxiliary corporations with which the HMO 
has contracts for services and, perhaps the most difficult 
and controversial of all, the quality of the health care. 

Through certification, the regulatory agency is able to 
monitor almost all aspects of an HMO. Even if the agency ls 
not granted specific authority to regulate activities or 
components of an HMO, it may do so indirectly through 
certification. Equally important , through this process the 
regulatory agency may disseminate information from the 
HMOs and thereby will be in a better position to inform the 
public on the capability and performance of these organiza
tions. 

Hybrid Plan 

As an initial effort in the regulation of HMOs, the State 
Board of Insurance adopted guidelines in 1973 for the 
organization of HMOs in Texas. Commonly known as the 
"hybrid plan," these guidelines were designed to assist 
proposed HMOs in avoiding legal problems, but they were 
recently made moot by an adverse opinion of the Texas 
attorney general. 

CONCLUSIONS AND RECOMMENDATIONS 

On the basis of careful examination of all aspects of 
health maintenance organizations during the course of this 
study, several conclusions have been reached regarding their 
potential and feasibility for Texas. 

I. Properly organized, managed, and regulated, health 
maintenance organizations would definitely provide a 
viable alternative for the delivery of health care in Texas, 
and their development should be allowed . It is recom
mended that enabling legislation be enacted to authorize 
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t?e cr~ation of all forms of health maintenance organiza
t10n~ ~n Texas. Consideration should be given to including 
prov1S1ons which will minimize the legal problems noted in 
this report. 

2. The state should regulate HMOs to protect the 
interests of enrollees and the public at large. Sound fiscal 
management, disclosure requirements, advertising techni
ques, and quality of care are a few of the areas which 
should be subject to governmental monitoring or regula
tion. 

The diverse characteristics and requirements of an HMO 
seem to point to the creation of a separate regulatory 
board. The following suggestions are made to minimize the 
problems in implementing this recommendation. 

The regulatory state agency should be a board composed 
of representatives of existing agencies which have a special 
interest in HMOs, such at the attorney general's office, the 
State Department of Health, the State Board of Insurance 
State Board of Medical Examiners, and the Division of 
Comprehensive Health Planning. Persons from these 
agencies could provide expertise without additional expense 
to the state. In addition, the board should include three 
private individuals appointed by the governor with the 
advice and consent of the Senate. A small administrative 
staff should be provided to assist the board in the initial 
stages of its operation. To supplement this staff, the board 
should be allowed to use personnel and equipment of other 
state agencies. Regulatory supervision and follow-through 
at the earliest stages of development will prevent abuses 
which could make regulation more difficult and more 
complicated at a later time. 

3. There are several areas in which the board regulating 
HMOs will be required to act. The following list of these 
areas includes recommendations as to how they should be 
handled in Texas. 

Advertising 

HMOs should not be permitted to advertise professional 
non-quantifiable aspects of health care delivery. One 
possible method of control is that adopted in other states in 
which they incorporate this distinction and require most 
advertising material to be approved by the regulatory body. 

Licensure of Solicitors. There is a possibility for abuse, 
misrepresentation, and misunderstanding in the marketing 
of HMOs and licensing has been suggested for controlling 
the qualifications of those who solicit memberships for an 
HMO. However, the small number of HMOs which will be 
developed initially, plus other regulatory procedures which 
may achieve the same purpose, indicate that the potenti;.i 
for abuse is minimal and should not be dealt with through 
the regulatory licensing scheme until such a problem does 
develop. 

Membership Contracts. Concern with membership con-



tracts centers on insuring that enrollees are provided with 
legitimate. understandable contracts , and that both parties 
meet their contractual obligations. These conditions are 
essential and should be strictly enforced. One method for 
controlling these contracts is through review in the certifi
cation and monitoring process. Enrollees have their own 
recourse through private lawsuits. 

Membership Rates. Regulation of rates at the outset 
seems unwise since HMOs will develop as a form of 
competition to the present health care delivery system. The 
fact that there are many different types of HMOs would 
make ratemaking counterproductive in that the public 
would be deprived of knowing which type of HMO is most 
financially desirable . Because of this argument and because 
an HMO will have to charge a rate which will maintain its 
operations and attract enrollees, it seems that the goals of 
rate regulation might best be served in another manner that 
would not stifle competition. 

Financial Solvency. As with rate regulation , adoption of 
a single method to insure delivery of services and overall 
plan solvency is subject to conflicting opinions. However, 
since reserve requirements or other similar stipulations 
would affect the different ways and because all types of 
HMOs should be given a chance to perform, strict reserve 
requirements should be avoided. The goals of those who 
favor requiring reserves may be met in other ways under a 
certification process. 

Auxiliary Corporations. To be effective, regulation of 
HMOs must include authority to regulate auxiliary corpora
tions to which the HMO has contracted out services. 

4 . In considering how an HMO should be regulated, 
three complimentary measures are deemed sufficient to 
protect the public interest and provide the regulatory 
flexibility which will encourage the development of HMOs. 

Certification . Any law authorizing the operation of 
HMOs within the state should require that the HMO obtain 
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a certificate from the regulatory board before it commences 
operations. The board should examine the following 
materials in determining whether the proposed HMO will be 
able to provide quality health care and to remain financially 
solvent: organizational documents; bylaws and internal 
regulations; information relating to key personnel; state
ments outlining operational structure, the enrollment pro
cess, the area served, the record system, and the mechanism 
of enrollment involvement; contract forms; detailed finan
cial statements; descriptions of marketing techniques; pro
posed advertising material; and schedules of rates. Careful 
study of the information presented during the certification 
process also should enable the regulator to judge the 
reasonableness of the rates and fiscal soundness without 
requiring rate regulation and reserve requirements. 

Through the certification process, the regulatory body 
can require the HMO to adjust its rate structure, financial 
basis, advertising or its membership contracts before the 
certificate will be granted. This system could also be 
followed up by requiring periodic recertification. 

Monitoring. Monitoring HMOs after certification is a 
natural outgrowth of the reliance on the certification 
process as a method of regulation. Through monitoring, the 
regulatory body can require periodic submission of the 
same information which is initially required for certifica
tion. 

Disclosure. A final component of the regulatory scheme 
is the public disclosure of information pertaining to 
certified HMOs. Disclosure is designed to provide enrollees 
and potential enrollees with accurate and complete infor
mation regarding HMOs. As such, it represents a move away 
from regulation in favor of informed competition in the 
marketplace, and it could lessen the need for stringent 
governmental intervention in attaining the improved health 
care delivery of which HM Os are capable. 
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APPENDIX A 

SELECfED HEAL TII CHARACfERISTICS 
TOTALS FOR THE ST A TE OF TEXAS 

1970 OR AS SPECIFIED 

GENERAL 
TOT AL POPULATION 1970 
LIVE BIRTHS {1969) 
DEATHS (1969) 
FETAL DEATHS (1969) 
CANCER DEATHS (1969) 
TB NEW CASES (1969) 
VD NEW CASES 
PHYSICIANS PER 1000 POPULATION 
DENTISTS PER 1000 POPULATION 
PUBLIC SCHOOL GRADES 1-8 
PUBLIC SCHOOL GRADES 9-12 
PUBLIC SPECIAL EDUCATION 
LICENSED HOSPITALS 
HOSPITAL BEDS PER 1000 
NUMBER RESIDENT MIGRANTS 
FEMALES AGE 15-44 
FERTILITY RATIO 

MENTAL DISEASE ADMISSION RATE PER 100,000 POPULATION 
ALCOHOLISM 
DRUG ABUSE 
SCHIZOPHRENIA · 
ORGANIC BRAIN SYNDROME 
MENTAL RETARDATION 
OTHER MENTAL ILLNESS 

RECEIVING SPECIAL CARE OR AID 
NEEDY BLIND 
FAMILIES WITH DEPENDENT CHILDREN 
OLD AGE ASSISTANCE 
PERMANENT TOT ALLY DISABLED 
VISUAL IMPAIRMENT CASES 
HEARING IMPAIRMENT CASES 
FUNCTION IMPAIRMENT CASES 
LOSS OF MEMBER CASES 
MENTAL IMPAIRMENT CASES 
OTHER IMPAIRMENT CASES 
BLIND COMMISSION CASES 
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TEXAS 
NUMBER OR RATE 

11,196,730 
227,029 
93,336 
3,138 

15,211 
2,988 

50,204 
1.149 

.361 
1,915,829 

761,438 
50,740 

570 
4.537 

282,924 
2,396,145 

.418 

145.605 
19.112 

296.175 
162.297 
53.587 

116.971 

7,978 
176,700 
505,208 

50,360 
76 

1,057 
5,457 

686 
15,475 
7,067 

12,644 



Health Maintenance Organization 

IMMUNIZATION PROGRAM FOR NEW BORN 
NOTICES DISPATCHED 
REMINDER NOTES DISPATCHED 
IMMUNIZATION SERIES STARTED 
REFERRED FOR FOLLOW-UP 

Source : Chart Prepared by the Texas Health Data Institute 

74 

84,782 
37,926 
29,914 

3,068 



APPENDIX B 

COUNT OF PHYSICIANS AND DENTISTS 
BY COUNTY IN TEXAS 
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COUNTY TOTAL NO. OF PHVSICIA~S NO. OF DENTISTS NO. OF osreo •. ~ 
POPULATION PHYSICIANS PER/THOU DENTISTS PER/THOU OSTEOPATHS · PER/THOU :;. 

~ 
s· ... 

ANDt:RSON "' .. 27709 19 .664 6 .216 2 .072 s ::s A~DflE\lS 10372 6 .578 2 .193 0 .ooo (') 

"' ANC~LINA 49349 42 ·• 85 l 17 .344 0 .ooo c 
ARANSAS 0902 3 • 337 ·2 .225 1 .112 i ::s A~CH~R 5759 1 .174 0 .ooo 0 . • ooo i:1" AR:·\ STRONG 1895 0 .ooo 0 • ooo ... l .528 (3• 
AiASCOSA 186?6 3 .160 o· .ooo ::s 7 • 3 .. /4 
AUSTIN 13831 8 .578 4 .289 0 .ooo BAILEY 8487 3 .353 3 .353 0 .ooo 
B i\:-..ioe RA 4747 . 3 .632 0 .ooo 0 .. ooo ·8 AS .i RQ.P i.7297 7 .405 2. .116 0 • OCIC. BAYLOR 5221 2 .333 2 

i 
.383 0 .• ooo :a :;E 2 2 ·137 8 .3si s ( .220 1 .01~4 .BSLL 124483 . 191 1 ·.534 28 .225 o. . • ooo : 

:BEXAR 830460 10.46 1.260 271 .326 34 .041 , BLANCO 356'/: 
. 

2 . • 561 0 .ooo 0 .ooo ' 
-...! BO~DEN 608 0 .ooo 0 .ooo 0 .000 1 

°' .sosaue 10966 a .730 3 .z14 0 .ooo i 
. ' :so1·1 IE 6781'.3 7, 1.106 26 .383 ' .074 BRAZORIA 100312 63 .582 ·33 .. . ·305 2 . ~018 BRAZOS · 57979 38 ·.6S5 16 .276 l .011 .BRH/SiER 7730 7 .900 l .129 0 ·.ooo 

BRISCOE 279(. 0 .ooo 0 .ooo 0 .ooo 
B ROO:<S SOOS · 4 . .soo l .125 0 .·.ooo 
BRO\JN 25877 17 .657 . . 9 .348 0 ·.ooo 
BURLESON 9999 3 ·.300 2 .200 0 .ooo BURNET 11420 lo .876 2 .175 0 .ooo 
CAL Dl·lELL 21178 s .236 6 .283 0 .ooo C 1\ l. HOUN 1783i 7 .393 5 .200 0 .ooo 
CALLA~AN 8205 2 .244 1 .12a ·• 1 .122 CAMERON 140368 112 ·• 798 27 .192 2 ·.014 
CAMP 800~ 3 .3?5 2 . • 2.50 2 ·.2so 
CARSON 635 .B 0 .ooo . l. .. 157 . 6 .944 
CASS 24133 · 14 .sao 6 .249 0 .ooo CASTRO 1039it 4 ·.385 2 ·.191 · 0 .ooo G,HAMBERS 1218'7 5 ·.4iO 3 .24~ 0 .ooo 
CHEROKEE ·-- . 32008 36 i". l 2.5 11 .344 0 .ooo 



COUNTY TOTAL NO. OF PHYSICIANS NO.· ·QF DE~TISTS NO •. OF OS Tea·. · POPULATION PHYSICIANS PER/THOU DENTISTS PER/THOU OSTEOPATHS PER/THOU . 
CHILDRESS ... 6605 5 ·• 757 3 .454 0 .ooo CLAY 8079 3 ~ 31 l 1 .124 0 .ooo COCHRAN 5326 2 .376 0 .ooo 0 .ooo COKE 3087 2 .648 .o .ooo 0 .ooo co1.:::1AN i02G3 7 .630 2 • l 91t 1 .0.97 COLLIN 6()920 38 .566 " 22 .329 4 .o~o COLLINGSWORTH 4755 z • '>2 l 2 .421 ·o· .ooo c OLO~-~oo 17630 15 .a so 4 .a21 . l .057 COMAL 24165 17 .703 12 • '>97 1 .041 c o:·\ANCHe 11898 5 .420 2 .168 6 .504 CONCHO 293'7 1 .340 0 .ooo 0 .oon COOKE · 2347i l4 .596 9 .383 1 .. • 01+3 
CU~YEl..L 353li 7 ·• l 98 4 : I .113 1 .028 , 
COTTLE 3204 2 .624 2 .624 . 0 .coo CRANE 4172 1 • 21~0 1 .Z40 0 .ooo CROCKETT 3885 2 .515 2 .515 0 ~ooo -.I CROSBY 9oas . 

5 .550 2 .220 1 .110 -.I 

CULBERSON 3429 1 ·.292 l .292 o. ·.ooo DALLAM 6012 . . 3 e499 4 .665 0 .ooo DALLAS 132732i 2082 1.569 657" .495 216 ·.163 o·MJSON 16604 9 .542 . 
3 .1a1 0 .ooo DEAJ: SMITH 18999 9 ·.474 5 .263 0 .ooo DELTA '>927 3 .609 0 .ooo 1 .203 DENTON 15633 68 . ·• 099 Z7 .357 . ., 

.093 DE \'IITT 18660 lO 
. 

.536 6 .322 .ooo 0 DICKENS 373'7 1 ·.266 . 0 .ooo 0 .ooo DIMMIT 9039 5 .553 . 0 .ooo 0 .ooo DONLEY 3641 2 .549 1 .275 1 .2'75 DUVAL 11·122 ' ·.427 .o .ooo l ,oas EAST LANI) 18092 13 ..• 719 4 .221 1 ~oss ECTOR 91805 71 ·• 7'13 24 .?.61 2 .022 E QI·: ARDS 2107 1 ··'•75 0 .• ooo 0 ,ooo ELLIS 46638 21 ·.450 13 .?.79 0 ·.ooo :i... EL . PASO 359291. 320 ·.891 103 .287 12 .033 ~ 
ERATH 1814i li ·.606 4 . • 220 0 .ooo ~ 
·FALLS 17300 15 ·.867 s .289 2. .116 ~ 

t:tr FANNIN .. ~ 22705 a .352 4 .176 6 .264 



COUNTY TOTAL NO, OF PHYSICIANS No.· ·aF . DENTISTS NO, OF osrea· •. ~ 
I::. -POPUL.ATION PHYSICIANS PER/THOU OEN.TISTS PER/THOU OSTEOPATHS PER/THOU ;:;. 

~ s· .... 
FAYETTE .. 17650 12 ·.680 6 .340 2 .113 ~ ;::s FISHER 6;\44 5 ·• 788 1 . • 158 0 .ooo ~ FLOYD tl044 6 • Sit 3 2 .181 0 .ooo 0 

~ FOi\RD 2211 l • '•5 2 0 .ooo 0 .ooo i::; 
;::s FO~T BEND 52314 20 .392 9 .172 1 . • 019 ~· 

FRANKLIN 529i 2 ·.3?8 1 .l89 1 .189 .... 
cs· FREESTONE 11116 9 .a10 2 .1eo C) . • ooo ;::s 

FRIO 11159 5 • 4t. a 2 .179 (\ .ooo GAINES 11593 3 ·.2.59 2 • l 73 . 0 .ooo GALVESTON 169812 487 2'. 868 58. • 3'>2 2 .012 GARZA 5289 4 ·• 756 1 . .189 0 .ooo 
Gil.Lt:SPIE 1055~ 9 ·.853 4 .?>79 ·o ·,000 Gl.'-\SSCOCK 1155 0 

! .ooo 0 .ooo 0 .ooo 
GOLIAD 4869 3 .616 1 .zo5 · o .ooo GONZALES 16375 . 4 .244 5 .~os 3· ·.183 CRAY 269'>9' 23 .8.53 13 .482 0 ·.ooo 

-.J GRAYSON 83225 79 .949 30 ,360 4 ·.01>a 00 

GREGG 75929 88 . . l • . l 59 41 ,540 . .o .ooo GRIMES i 1855. 6 .506 . 4 
; 

,337 0 .ooo GUt\DAt.UPE 33554 13 ·.387 14 .417 0 .aoo HALE 34137 31 ·• 9(18 10 . ,293 4 .111 HALL 6015 4 .665 1 .166 1 .166 HAMILTON 7193 5 .695 4 ,556 0 .ooo HANSFORD 635i 2 
. 

.3i5 2 ,315 1 .157 HARDEMAN 679!5 3 • 'H't2 1 .147 0 .ooo HARDIN 29996 lO • 3~.3 7 . • 233 0 .ooo HARRIS 1741912 2743 1.575 800 .459 114 .065 HARRISON 4lt84 i 30 .669 13 ,Z90 0 .ooo Hl\R.TLEV 2702 0 ·.ooo 0 .ooo 0 ·.ooo HJ\SKELL . 8512 4 .470 2 .235. 0 .ooo HAYS 27042 16 • 5c/9 9 .326 0 ·.ooo HEMPHILL 3084 3 .973 2 .. • 649 0 .ooo H:; t~D E RSCN 26466 15 .567 6 .?.27 3 .113 HIDALGO 181535 °103 .567 26 .143 .5 .028 HILL 22596 17 ·• 752 6 .Z66. 0 .ooo HOC KL EV 2039b 8 .392 3 .11.7 o. .ooo HOOD 6368 1 .157 1 .157 ":J .471 



COUNTY TOTAL NO, OF - PHYSICIANS No.- o·F DENTISTS NO, OF OS TEO. POPUl.ATION PHYSICIANS PER/THOU DENTISTS PER/THOU OSTEOPATHS PER/THOU 

HOPKINS ··20710 lO ·• '•B3 6 ,290 1 • Ott8 HOUSTON 17853 .. 12 .672 8 • '•48 0 .ooo HOH ARD ~7796 42 l.lll .10 .265 i .026 HUDSPETH 2392 0 .ooo 0 .ooo 0 ,.ooo 1-iUNT 47940 30 .626 16 .334 6 • l :!5 HUTCHINSON 2l>lt43 14 .573 9 .368 0 . 1 0C\O IRION 1070 0 .ooo 0 .ooo 0 .ooo 
J.~Cl< 67ll 5 ~745 3 • 'J47 0 .ooo JACKSON i.2975 6 .462 3 .231 0 ,000 · JASPER 24692 l5 .607 ·9 ,364 2 ,081 . J[i=r= DAVIS 1527 0 .ooo 0 . .ooo 0 .ooo JEFFERSON 244773 274 l.li9 109 I .41-15 17 ,069 JIM HOGG 465lt 2 .430 0 

( I •. ooo 0 ·.ooo ~ 

JIM WELl.S 33032 17 .515 6 .iaz c .ooo JOHNSON 45769 28 .612 10 .218 3 . .066 JONES 16106 9 .559 4 .248 0 .ooo bl KAP-NES 13'•62 5 .371 4 . ,,97 1 .074 KAUf.MAN 32392 28 
, 

.864 10 ,309 1 ,031 KENDALL 6964 . 7 1.005 1 .144 0 . • ooo KENGDY 678 0 ·.ooo 0 .ooo 0 - .ooo KENT l 't 3i. o . .ooo 0 •. ooo .. 0 . .oco KERR 19454 27 i". 308 7 .360 2 ' .103 ·KIMBLE 390t. 2 .si.2 0 .ooo 0 . • ooo KING 464 0 .ooo 0 .ooo 0 .ooo KINNEY 2006 0 .ooo 0 .ooo 0 ·.ooo 
KLEBERG . J . :3316b 16 ·'•32 11 ,332 0 .ooo KNOX . 59·12 3 .502 2 .335 0 .ooo · LAMAR 3"606~ ·34 • 91t3 17 .471 z .055 LAMS 17770 11 .6i9 6 .338 2 .li3 L Al~PASAS . 9323 4 • '~29 2 ..215 1 .101 .LA SALLE 5014 2 .399 1 .199 0 .ooo LAVACA 17903 9 .503 7 .391 0 .ooo LEE eo1.e 2 .249 2 .249 0 .ooo :i... LEON 8738 4 .458 0 .ooo 0 .ooo ~ LIBERTY 33014 15 ·.454 7 .212 0 .ooo ~ 
LIMESTONE 18100 13 .718 s .276 1 .oss ·~ LIPSCOMB .3486 0 .OOQ 1 .287 0 ·.ooo ~ ... 



COUNTY TOTAL No. OF PHYSICIANS NOit ·OF DENTISTS No. OF asreo·. ~ 
~ P.OPULAT I ON PHYSICIANS PER/THOU DENTISTS PER/THOU OSTEOPATHS PER/THOU :;. 

~ s· .... 
LIV:: OAK ., 6697 3 .448 2 .299 0 .ooo ~ 

""' L!.ANO 6979 7 l.003 2· .287 0 ·.ooo ::s ,.., 
~ LOVING 164 0 .ooo 0 ,00"0 0 .ooo 0 

LUBBOCK 1"1929~ 184 1.026 63 .351 26 .145 ~ 
s:::i ::s LYNN 9107 2 .220 2 .220 0 ,000 ;::;· 
""' MCCULLOCH 8571 5 ,503 

I 

2 .233 1 .117 ::t. 
~ MCLC:MNAN 1475~3 138 .935 60 • '>07 3 . .020 
::s 

MCMULLEN 109!5 0 .ooo 0 .ooo 0 .ooo . Mi\D I SON 769] 5 ·.650 2 . .260 0 .ooo MARION 8517 4 .470 l .111 0 .ooo MAR.TIN 4774 0 .ooo 0 .ooo 2 .419 MASON 3356 2 ,59,6 1 I ,Z98 0 ,000 MA"ii\GOR04 2791] 20 .717 9 f • ,322 0 .ooo· 
MAVERICK 18093 9 . .497 1 .0.55 0 ·.ooo 
MEDINA 20249 9 .444 3 .148 o· ,000 MENARD 2646 2 ·• 756 l .378 0 .ooo 

~ MIDLAND 
. 

59 28 .428 , .046 6543~ ,902 
MILAM 20028 9 . 

• '>49 7 ,350 0 ·.ooo MILLS 4212 1 .237 2 .475 1 .• 237 
MITCHEt.L 907g 6 . ·.661 2 .220 . 0 .ooo-MONTAGUS 15326 7 ·• '>57 3 .196 3 ·.196 MONTGOMERY 49479 16 .323 9 .102 0 ,000 MOORE 14060 . 10. ·, 711 4 .284 1 · .o·n MORRIS 12310 8 ... 650 2 .162 1 .081 MOTLEY 2178 2 .9i.B 1 .459 0 .ooo 
NACOGDOCHES 36362 20 ·.sso 10 .275 0 ·.ooo NAVARRO 31150 30 .963 11 .353 l .03Z NEWTON 1°165., 3 .257 1 ,086 0 .ooo NOLAN 16220 ·10 .617 . . 7 .432 0 ·.ooo NUECES 2375l>4 300 . 1.ze,3 98 .413 30 .126 OCHILTRee 9704 7 ·• 721 5 .sis 0 .ooo 01.DHAM . 22:58 1 ·'•43 0 .ooo 0 .ooo ORANGE 7117~ 30 ·.422 22 '· .309 5 .010 PALO PINTO 20962 11 . .380 7 • a1.a , .104 PANOLA 15694 7 .440 4 .2s2 0 .ooo PARKER 33888 14 ·.413 ., .201 1 .030 PARMER 10.509 3 .285 2 .190 1 .09, 



CO UN TV TOTAL NO. OF PHYSICIANS NO. ·aF· DENTISTS NO, OF OSTED. POPUL.ATION PHYSICIANS PER/THOU DENTI .STS PER/THOU OSTEOPATHS PER/THOU 

ECOS .. 13748 6 .4~6 2 .145 0 ·.ooo 
01.K l '>'•57 6 .415 3 .ioa 0 .ooo O'fTER 90Sli 143 1.580 60 .663 18 .l99 R!:SIDIO 48!>2 2 .413 2 .413 1 .201 fdNS 3752 0 .ooo 0 .ooo 0 .ooo ANOAl.L · -53885 5 .093 3 .056 0 .ooo i! ;\GAN 3239 2 .oi7 l .309 o. .ooo .!EAL 2013 0 .ooo 0 .ooo 1 .497 I 

.:i.Eu RIVER 14298 7 •490 1 ,070 1 .010 
~!:EVES i.6526 7 ·• 424 s . .303 0 . • ooo 
~E~UG!O 9494 4 .421 2· .211 0 .ooo 
~OSER·rs 967 0 .ooo 0 

I .ooo l 1.034 
~09ERTSQN 14389 8 

. 
.556 4 

r 

.278 2 .139 
~OCKWALI. 7046 l. .142 1 .l4Z 2 .Z84 UNNELS 12100 4 .330 s .413 0 .ooo USK 34102 13 .381 6 .176 1 .029 

00 ~A!3INE 7187 2 .278 l .139 2 .278 - i\N AUGUSTINE 7858 4 . • 509 2 .255 0 .ooo llN JACINTO 6702 0 ·.ooo -. 
.298 0 .ooo 2 AN PAiRIC!O 47288 19 • 1>02 10 . . .211 9 ·.190 

~N SAB4 5540 3 • 542 .. l. . .1s1 0 .ooo 
CHL!:IC!iER 2277 l. .439 0 .ooo 0 .ooo cu:i.R v 15760 7 • '~'·4 4 I .254 0 .ooo HACKGLFORO 332~ 2 .602 1 .301 0 .ooo 

~HELSY 19672 7 ·• 356 s • 251+ 1 .051 
Ht:RMAN 3657 0 .ooo 1 .2?3 0 .ooo 

· MI TH 97096 127 1.308 45 .463 9 ·.093 
~O M r;RVEt..L 2793 3 1.074 0 .ooo 0 .ooo 
:ST~RR 17707 4 .226 0 ,000 0 .ooo 'SiEPHENS 8414 4 .475 3 .357 0 .ooo SIERLING 1056 l .947 0 ,000 0 ·.ooo STDNEWAl.,l. 239"1 0 .ooo 0 .ooo 2 ·• 634 SUTTON 3175 2 .630 2 .630 0 .ooo 

~ S~H SHER · 1037~ 4 .386 J .zs9 1 .096 ~ TARR.ANT 716317 656 .916 289 ·'•03 121 .169 "" ::s ,,TAYLOR 9785:3 105 1.013 46 ,470 2 .020 ~ TERRELL 1940 0 .ooo 0 .ooo 1 .sis ~ ' 



~ COUNTY TOTAL NO. OF PHVSICIA/\JS NO • . OF DENTISTS NO, OF osrea·. E.. 
~ PO?UL.ATION PHYSICIAll4S PER/THOU DENTISTS PER/THOU OSTEOPATHS PER/THOU ~ ;:;· 
~ TGRRY 14lla 6 ·• '>2 5 2 .142 l .011 I::> 
;:i .. 
<') THROCKMORTON 2205 2 .907 2 .907 0 .ooo ~ 

c TITUS 16702 9 .539 7 .419 6 . ,359 c;;i T 0 !·\ GR E EN 7104'7 · 34 i:::> .Sl l. lltO .479 2. ..028 ;:i 
;::;· T;{AVIS 295516 428 1. '>4 8 140 • 47'• 11 .037 I::> .... 

T~INITY 7628 5 .655 l .l3l 0 .ooo o· 
;:i TYLER 12'+17 4 .322 4 • 32.2 0 .ooo UPSHUR 20976 6 .2B6 , 5 .Z38 0 .ooo U?TOt~ 4697 3 .6S9 l .213 (.' .ooo UVALDE 17348 11 .634 6 • 3l~6 1 .osa VAL VERDE 2747i 12 ·.437 ' .1e2 1 .036 VAN ZANDT 2215.5 7 ·.3i6 4 

. 
.1a1 2 .090 VICTORIA 53766 56 i.01.2 Zl / I .391 1 .019 '· W 1\LKER 27680 13 .470 7 ~Z53 0 .ooo \·JAL L ER 14285 ' ·• 350 1 .010 () .ooo 

W~RD 13019 6 .461 3 .Z30 0 .ooo 00 

WASHINGTON 18842 12 ·.637 8 .425 2. .106 
IV 

~~ E 3 B 72359 40 ·• s1.9 l ,01,4 . ., .096 WHARTON 36729 40 1.009 14 .381 3 .oaz \·J 11 :: E L E R 6434 5 .• 777 1 .1ss 0 .ooo 
\'II CHI TA 121862 1·37· 1.124 . 56 .460 3 .025 WILBARGER 1535.$ 14 • 912 ' ~ ,391 0 .ooo HILlACV 15570 6 ·• 38.5 2 .128 2 .128 r: ILL I AMS ON 37305 22 .590 11 .295 0 ·.ooo WILSON 13041 6 • '~60 3 ,230 0 .ooo WIN:-<LER 96ltO 9 .934 2 .?.07 0 .ooo WISE 19687 8 ·.406 3 .152 1 ,051 \-1000 18589 8 .430 5 .Z69 8 ,430 YOAKUM 7344 2 ·• 2 .. /2 1 .136 1 .136 VQUNG 15400 

. 
14 ,909 7 .45.5 0 .ooo ZAPATA 4352 3 ·.689 0 .ooo 0 .ooo ZAVALA il370 4 ·.352 1 .oaa 0 ·.ooo 

Source: Texas Health Data Institute (based on 1970 Census U.S. Department of Commerce) 
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APPENDIX D 

FACILITIES AND SERVICES 

SHORT-TERM TEXAS HOSPITALS 

Percent of 
Total Having 

Facility 

CATEGORY TEXAS U.S. 

Post-operative Recovery Room 
Intensive Care Unit 
Intensive Cardiac Care Unit 
Open-Heart Surgery Facility 
Pharmacy with Registered Pharamcist 

Full-time 
Part-time 

X-Ray Therapy 
Cobalt Therapy 
Radium Therapy 
Diagnostic Radioisotope 
Therapeutic Radioisotope 
Histopathology Laboratory 
Organ Bank 
Blood Bank 
EEG 
Inhalation Therapy 
Premature Nursery 
Self-Care Unit 
Extended Care Unit 
Renal Dialysis 

Inpatient 
Outpatient 

Burn Care Unit 
Physical Therapy Department 
Occupational Therapy Department 
Rehabilitation Services 

Inpatient Unit 
Outpatient Unit 

Psychiatric Services 
Inpatient Unit 
Outpatient Unit 
Partial Hospitalization Program 
Emergency Services 
Foster and/or Home Care 
Consultation and Education 

Organized Outpatient Department 

85 

68.8 76 .0 
48.9 51.9 
23.6 48 .0 

7.7 7.6 

42.5 57.2 
23.6 25.8 
21.6 34.2 

9.9 13.2 
16.5 26.6 
32.3 39.5 
15 .5 20.9 
31.3 45 .4 

1.7 2.8 
44.5 61.8 
30.9 34.0 
61.5 60.6 
37.2 40.6 

1.7 4.5 
2.4 10.6 

7.2 10.2 
5.3 7.4 
2.1 2.2 

52.0 64.6 
8.7 15 .9 

2.4 6.3 
4.3 7.0 

11.l 15.2 
4.6 10.7 
4.1 7.2 

10.0 15.0 
0.2 0.7 
3.9 7.9 

15.3 29.0 



Health Maintenance Organization 

CATEGORY 

Emergency Department 
Social Work Department 
Family Planning Service 
Genetic Counseling Service 
Home Care Department 
Hospital Auxiliary 
Volunteer Services Department 

Percent of 
Total Having 

Facility 

TEXAS 

80.2 
13.4 
3.1 
1.2 
0.7 

52.5 
15.0 

U.S. 

88.7 
33.2 
6.6 
2.1 
6.7 

70.5 
30.8 

Source: Texas Hospitals, 1972: A Statistical Report By Geographic Planning Areas, Austin, Texas Hospital 
Association, Page 9. 
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00 
00 

Region 
(Number of counties) 

Alamo (l l) 

North East 
Texas (9) 

Brazos 
Valley (7) 

Capitol 
Area (IO) 

Central 
Texas (6) 

Coastal 
Bend (13) 

Population 

993,034 

101 ,198 

129,491 

446,602 

200,555 

433,822 

Hospitals Facilities 
Number in Number and Services 

region reporting (44 total) 

18 13 44 

13 l3 27 

IO 8 17 

18 16 37 

13 l l 36 

20 18 35 

Average 
Hospital Length of 

Admissions Stay 

102,516 7.6 

41 ,783 6.5 

13 7.6 

48,467 7.3 

27,781 7.5 

67 ,871 7.0 

COMMENT 

22 categories of facilities 
and services (f&s) available 
only in Bexar County . 

5 of 27 f&s available only 
in Bowie County . No open heart 
surgery facilities in 
region . 84.5% of hospitals 
had blood bank; 76.9% had 
inhalation therapy ; 
16.5% had physical therapy. 

Of the 497 beds in the 
region, 205 in Brazos County. 

No rehabilitation units 
reported in .the area and no 
psychiatric services except 
in Travis County .. One federal 
hospital in this region-40 
bed capacity. 

19 of 36 available services 
provided in Bell County alone. 

55% of population in Nueces 
County. 17 of the 35 f&s 
available only in Nueces County . 

~ 
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00 

'° 

Region 
(Number of counties) 

Concho Valley 
(14) 

Deep East 
Texas (13) 

East Texas 
(14) 

Upper Rio 
Grande (6) 

Golden 
Crescent (7) 

Population 

115,790 

245 ,832 

436,119 

379,261 

112,379 

Hospitals Facilities 
Number in Number and Services 

region reporting (44 total) 

15 13 28 

16 15 22 

28 23 35 

14 10 38 

12 11 39 

Average 
Hospital Length of 

Admissions Stay 

25 ,233 6.5 

35 ,674 6.9 

79,370 6.4 

59,588 7.0 

35 ,159 7.0 

COMMENT 

61 % population located in 
Tom Green County. 7 of23 f&.s 
available only in Tom Green 
County . 76 .9% of hospital had 
emergency rooms; 46.l % had 
post-operative recovery 
facilities . 

No renal dialysis services, 
rehabilitation units, out-
patient department, volunteer 
service or histopathology 
laboratories. 

Blood banks in only 9 of 14 
counties. No hospital reported 
in Rains County . 

95% of population living in 
El Paso County. 24 of 38 
available facilities and 
service provided only in 
El Paso County. Of the 1,693 
short-term hospital beds, 
I ;616 were in El Paso County . 
No hospital reported for 3 
counties. 

Excluding Victoria County with 
38% of the population the 
available services categories 
decrease to 13. :i... 
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Region 
(Number of counties) 

Heart of 
Texas (6) 

Gulf Coast 
(13) 

Lower Rio 
Grande Valley 

(3) 

Middle Rio 
Grande 
Development 
Council 

North Texas 
(12) 

Population 

237,631 

3,305,106 

337,473 

94,461 

22,526 

Hospitals Facilities 
Number in Number and Services 

region reporting (44 total) 

16 13 29 

68 61 44 

7 7 24 

6 6 13 

16 14 33 

Average 
Hospital Length of 

Admissions Stay 

37,372 7.8 

409,817 7.6 

38,421 6.0 

7,969 5.7 

33,527 7.6 

. 

COMMENT 

65% of population in McLennan 
County. No bum-care unit, family 
planning service or genetic 
counseling service in region. 
Only McLennan County reported 
providing one of the 6 
categories of psychiatric 
services. 

76% of population residing 
in Harris County (Houston). 
Two counties, Matagorda and 
Waller have no hospitals. 

Population decreasing overall. 
54% live in Hidalgo County. 
No rehabilitation or psychiatric 
services in region. 

57% of population reside 
in Wichita County. No open 
heart surgery facilities, 
renal, dialysis, bum-care 
or rehabilitation service. 
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Hospitals Facilities 
Region Number in Number and Services 

(Number of counties) Population region reporting (44 total) 

North Central 2,506,973 78 67 43 
Texas {16) 

\C 
Panhandle 330,316 21 15 36 
(25) 

Permian 304,326 20 18 37 
Basin {17) 

South East 315,943 8 8 37 
Texas (2) 

Average 
Hospital Length of 

Admissions Stay 

7.0 

51,633 6.5 

50,479 5.8 

59,675 7.2 

COMMENT 

53% of population residing 
in Dallas county-29% in 
Tarrant county. 20 of the 
43 available services pro-
vided only in Dallas and 
Tarrant. Over one-half 
reporting short-term 
hospitals have post-operative 
recovery rooms, intensive 
care units, full-time 
pharmacists, inhalation 
therapy and an emergency 
department. 

All 15 hospitals reported 
the existence of an 
emergency room . 66% of 
hospitals reported post-
operative recovery room ; 
60% had intensive care units 
and blood banks. 

Population concentrated in 
Ector County (30%); Midland 
County (22%). No rehabilitation 
services reported. 66.6% of 
hospitals has emergency 
room ; 55.5% has post-operative 
recovery room . 

No organ bank, bum-care 
unit or self care unit 
reported from region. 
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Hospitals Facilities 
Region Number in Number and Services Hospital 

(Number of counties) Population region reporting (44 total) Admissions 

South Plains 327,777 22 17 34 51,419 
(IS) 

South Texas 99,572 2 2 11 14,640 
(4) 

_ ..... 

Texoma 129,401 · 7 7 25 26,237 
(3) 

West Central 280,081 26 20 27 45,082 
(19) . 

Source: adapted from Texas Hospitals, 1972: A Statistical Report by Geographic Planning Areas, 
Austin, Texas Hospital Association. 

Average 
Length of 

Stay 

6.2 

5.4 

7.0 

7.0 

COMMENT 

55% of population residing 
in Lubbock County. No 
rehabilitation units, no 
self help units, or burn-
care facilities . 

No member hospital in 
Jim Hogg or Zapata Counties. 
There was no intensive care, 
x-ray therapy, cobalt therapy, 
histopathology lab, renal 
dialysis, rehabilitation, 
psychiatric, family planning, 
or home care unit in region. 

64% of population residing 
in Grayson County. Facilities 
and services not available 
in region include organ 
bank, renal dialysis, burn-
care unit, rehabilitation 
services, family planning, 
home care unit, and occu-
pational therapy department. 

35% of population in 
taylor County. No bum-
care unit, organ bank or 
rehabilitation services 
reported. Only Brown and 
Taylor Counties had 
psychiatric services. 
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APPENDIX F 
A SUMMARY OF PROVISION OF 

THE HEALTH MAINTENANCE ORGANIZATION 
AND RESOURCES DEVELOPMENT ACT OF 1973 

(P.L. 93-222) 
DEFINITION OF A 

HEALTH MAINTENANCE ORGANIZATION 

An HMO is a legal entity which provides a prescribed 
group of heal th services to each member of the organization 
in return for a prepaid, fixed, uniform payment. This basic 
group of health services must be provided by health 
professionals who are either members of the staff of the 
HMO or through a medical group or individual practice 
association. An HMO is also required to provide its 
members with an opportunity to contract for additional, 
supplemental, health services on a prepaid basis if it is 
feasible to make these services available. 

Furthermore, for an HMO to qualify for federal assis
tance under P.L. 93-222 it must meet certain requirements 
relative to the kinds of health services it will provide, 
payments for these services, who will provide the health 
services, and the manner in which it will be organized and 
operated. 

Services Offered by on HMO 

(Sec. 1302(1)] Basic health services. 

The basic health services which must be provided 
pursuant to the law are : 

a) physician's services (including consultant and re
ferral services); 

b) inpatient and outpatient hospital services; 

c) medically necessary health services; 

d) short-term outpatient evaluative and crisis
intervention mental health services; 

e) medical treatment and referral services for alcohol 
and drug abuse or addiction; 

f) diagnostic laboratory services and diagnostic and 
therapeutic radiologic services; 

g) home health services; and 

h) preventive health services (including voluntary 
family planning services, infertility services, preven
tive dental care for children, and childrens eye 
examinations conducted to determine the need for 
vision correction.) 
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(Sec. 1302(2)] Supplemental health services. 

Provided the health manpower needed to offer 'supple
mental health services' is available in a specific area, an 
HMO in that area must provide its membership with the 
opportunity to contract for such services. HMO members 
will be allowed to contract for one or more of the services. 
As defined by law, the supplemental services are: 

a) services of facilities for intermediate and long term 
care; 

b) vision care not included as a basic health service; 

c) dental services not included as a basic health 
service; 

d) mental health services not included as a basic 
health service; 

e) long-term physical medicine and rehabilitative 
services (including physical therapy); and 

f) prescription drugs prescribed by the HMO in the 
course of providing a basic or supplemental health 
service. 

Payment for Health Service 

[Sec. 130l(b)(l); Sec. 1302(8)] Basic health service pay
ment. 

Basic health services are rendered by an HMO for a basic 
health service payment which must be fixed, uniform, and 
prepaid on a periodic basis. The amount of the basic health 
service payment is fixed without regard to the frequency, 
extent, or kind of service (within the basic health services) 
actually furnished. These payments are to be determined by 
the HMO according to a community rating system and may 
be supplemented by additional nominal payments, co
payments, levied for specific basic health services. 

Co-payments are paid by the HMO member at the time 
he receives the service. The amount of an individual 
co-payment is set by the HMO in accordance with the 
Secretary's prescribed regulations. Co-payments are not 
allowed if they might prevent a member from seeking 
health care. They are intended to work as a market device 
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to enable HMOs to offer services on a competitive basis 
with other health care providers , and not as devices to 
reduce the utilization of health care services . 

[Sec. 130l(b)(2)] Supplemental health service payments. 

Supplemental health service payments are required of 
those HMO members who have voluntarily contracted with 
an HMO for those services. The supplemental health service 
payment is also prepaid, fixed, uniform, and determined 
according to a community rating system. 

Providers of Health Services 

[Sec. 130l(b)(3)(A,B)] Providers of basic and supple
mental health services. 

An HMO is required by law to provide its basic health 
services through health professionals who are members of 
its staff, or through one or more medical groups or 
individual practice associations. However, a service may be 
provided by health professionals who are not affiliated with 
the HMO if the Secretary has ruled that the health 
professional's service is an unusual or infrequently used 
basic health service. A basic health professional not 
affiliated with the HMO may be used if the service is a 
medical necessity which the HMO is unable to provide. 

It should be recognized that supplemental health services 
do not need to be provided through members of an HMO 
staff, medical groups or individual practice associations. 

(Sec. 130l(b)(3)(B)] Health professionals, as recognized by 
P.L. 93-222, are: 

a) physicians; 

b) dentists ; 

c) nurses ; 

d) podiatrists ; 

e) optometrists; and 

f) other individuals engaged in the delivery of health 
services, as the Secretary may by regulation designate. 

[Sec. 1302(4)] The new law defines a medical group as a 
partnership, association, or other group which is composed 
of licensed health professionals. It requires that: 

a) a majority of the members be licensed to practice 
medicine or osteopathy ; 

b) the members pool their income from their group 
practice and distribute it among themselves according 
to a prearranged salary, drawing account, or other 
plan ; 

c) the members share medical and other records and 
substantial portions of major equipment and staff; 
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d) the members use additional professional, allied 
health professional, and other health personnel as 
appropriate in order to deliver health services more 
effectively and efficiently; and 

e) the members encourage and arrange for continuing 
education for the members of the medical group. 

(Sec. 1302(5)(A,B)] Individual practice association (IPA) 

The term individual practice association means a partner
ship, corporation, association, or other legal entity which 
has entered into one or more service arrangements with 
licensed health professionals, a majority of whom are 
physicians. ' 

Health professionals entering into IPA arrangements 
must provide their services according to a compensation 
plan established by the IPA. If feasible, such professionals 
must use additional health professional, allied health 
professional, and other health personnel as appropriate in 
order to deliver health services efficiently, and must share 
their records, equipment, and staff. 

IP A's must encourage and arrange for continuing educa
tion programs for health professionals with whom they 
haYe service arrangements. 

Prescribed Organizational Requirements 
for HM Os Assisted under the Law 

(Sec. 1301(b)(4)) Availability of Services. 

. Within the geographic area served by the HMO, basic 
health services (and supplemental health services if a 
member has contracted for them) must be available and 
accessible to each member in a prompt appropriate manner 
which assures continuity of care. When medically necessary , 
these services must be available and accessible 24 hours a 
day , seven days a week. 

The HMO must reimburse a member for his expenses 
incurred in securing basic or supplemental health services 
through providers not affiliated with the HMO, if it was 
medically necessary that these services be rendered before 
the HMO could provide them. 

[Sec . 130l(c)(I)] Financial solvency. 

An HMO must be financially sound and must make 
adequate provision against the risk of insolvency which is 
satisfactory to the Secretary. 

(Sec.l30l(c)(2)(A,B,C)] Reinsurance. 

An HMO is required to assume the full financial risk of 
providing basic health services to its members, on a 
prospective basis, without the benefit of reinsurance. 
However, the law permits an HMO to reinsure for : 

a) the cost of providing basic health services which 



exceeds in the aggregate, $5 ,000 per member per 
year; 

b) the cost of providing basic health services to 
members when they are outside the HMO's service 
area; and 

c) not more than 90 percent of the amount of which 
the HMO 's costs for any fiscal year exceed l l 5 
percent of its income for that fiscal year . 

[Sec. 130l(c)(3)) Enrollment. 

An HMO must enroll persons representative of the 
various age, social, and income groups residing in the area it 
serves. However, an HMO having a medically underserved 
population located in its service area cannot enroll more 
than 75 percent of its members from the underserved 
population unless the HMO serves a rural area as designated 
by the Secretary. 

(Sec . 130l(c)(4)] Open Enrollment. 

Concommitant with the requirement for representation 
of local population groups, the law also directs the HMO to 
maintain a policy of open enrollment. In this respect, the 
HMO must have an annual open enrollment period of not 
less than thirty days during which the HMO is required to 
enroll, up to its capacity, individuals in the order in which 
they apply. 

The law permits the Secretary to waive the open 
enrollment requirement, on a case-by-case basis, if an HMO 
can demonstrate endangered economic viability caused by 
compelled enrollment of a disproportionate number of 
high-risk individuals during the open enrollment period. In 
addition, an open enrollment waiver may be granted if the 
HMO would be forced, during the open enrollment period, 
to enroll individuals who would cause the total membership 
of the HMO to be non-representative· of the population 
groups residing in the HMO's service area. 

The open enrollment waiver may be granted by the 
Secretary for three consecutive twelve-month periods. The 
Secretary is permitted to grant additional waivers if the 
organization continues to demonstrate the conditions for 
which the open enrollment waiver was originally granted. 

[Sec. 130l(c)(5)] Continuing membership. 

Once a member is enrolled in the HMO, the HMO cannot 
expel or refuse to re-enroll that individual because of his 
health status or requirement for health services. 

(Sec. 130 I ( c)( 6)(A,B)] Consumer representation. 

At least one-third of the individuals comprising the 
HMOs policy-making body must be members of the HMO. 
Jn addition, the medically underserved population groups 
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served by the HMO must have equitable representation on 
the policy-making body. 

[Sec. 1301(c)(7)] Grievance procedures. 

The HMO must institute and maintain meaningful 
procedures for hearing and resolving grievances between the 
organization and the HMO membership. 

[Sec. 1301(c)(8)(A,B)] Quality control. 

An HMO must have an ongoing internal quality assur
ance program. The program must be designed and imple
mented according to the Secretary's re_gulations; however, 
the law requires the quality assurance program to be 
structured to emphasize the need to monitor and evaluate 
the results of the health services provided by the HMO to 
its members. In addition, the program must provide for 
physician and other health professional review of the health 
service delivery processes followed by the HMO in the 
provision of health services to its members. 

The quality assurance program is intended as a self
regulating mechanism to improve the quality of the HMO's 
health services and the overall ability of the HMO to offer 
high quality health care to its members efficiently and 
effectively . 

(Sec. 130l(c)(9)] Educational and social services. 

The HMO must provide medical social services and 
health education services for its members. Health education 
services must include education in the appropriate use of 
the HMO's health services and education to enable a 
member to contribute to his own health maintenance. 

(Sec. 1301(c)(IO)] Continuingeducation. 

The HMO must provide or make arrangements for 
continuing education for its health professional staff. 

(Sec. 1301(c)(l 1)) Information gathering and public ac
countability. 

In accordance with regulations of the Secretary, an HMO 
must establish effective procedures for developing, com
piling, and evaluating information in order to report to the 
Secretary concerning: 

a) operating costs; 

b) the patterns of utilization of services provided; 

c) the availability, accessibility, and acceptability of 
services provided; 

d) the change in the health status of members; and 

e) other matters.as required by the Secretary. 
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The procedures must be established in accordance with 
the Secretary's regulations. 

The Secretary is required to publish the information 
gathered and to distribute it annually. The HMO is also 
required to disclose the information to its members and the 
general public. 

ASSISTANCE PROGRAMS 

Feasibility Surveys 

[Sec. I 303(a)] Type of assistance. 

P.L. 93-222 authorizes the Secretary to make grants and 
contracts for public and nonprofit private entities to 
conduct surveys or other activities that will determine the 
feasibility of developing and operating a new HMO or 
expanding the operation of an existing HMO. 

Duration of program 

Grants and contracts for feasibility activities are autho
rized for the fiscal years 1974, 1975, and 1976. 

[Sec. 1303(c)] Priorities. 

Priority will be given to applicants who assure the 
Secretary that at least 30 percent of the HMO's members 
will come from medically underserved populations. 

(Sec. 1303(e)] Amount of assistance. 

The Secretary is to determine the amount of a grant or 
contract. No single grant or contract for feasibility may 
exceed $50,000. Entities may receive a second grant or 
contract if the Secretary determines it necessary for 
completion of the project. The aggregate amount of 
assistance for any feasibility project may not exceed 90 
percent of the costs of the project or l 00 percent for 
entities serving medically underserved populations. 

[Sec. I 303(d)] Period of assistance. 

A feasibility project should be completed in one year. 
The Secretary may allow up to two years if he determines 
more time is needed. 

(Sec. I 303(b)] Planning agency review. 

Applications for feasibility assistance must contain 
assurances that in carrying out the feasibility project, the 
applicant (1) will cooperate with the section 314(b) 
areawide health planning agency, if any, covering the area 
in which the project will be conducted, and (2) will notify 
the local medcial society of the applicant's plans and 
intentions with respect to the project. 
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[Sec. 1303(b)] Mannerofpayment. 

Payments under grants may be made in advance as a way 
of reimbursement and at such intervals and on such 
conditions as the Secretary finds necessary. 

Planning Assistance 

[Sec. 1304(a)] Type of assistance. 

P.L. 93-222 authorizes the Secretary to make: 

a) grants and contracts for public or nonprofit private 
entities for planning projects to establish new HMOs 
or to significantly expand the membership of, or area 
served by, an existing HMO; and 

b) loan guarantees to non-federal lenders on loans 
made to private profit-making entities for planning 
projects to establish or expand HMOs that will serve 
medically underserved populations. 

Duration of program 
Grants, contracts, and loan guarantees are authorized 

for the fiscal years 1974, 1975, and 1976. 

Priorities 

Priority is given to applicants who assure the Secre
tary that at least 30 percent of the HMO's members will 
come from medically underserved populations. 

[Sec. 1304(f)] Amount of assistance. 

The Secretary is to determine the amount of a grant, 
contract or loan guarantee. No single grant, contract, or 
loan guarantee for a planning project may exceed 
$125,000. Entities may receive a second grant, contract, 
or loan guarantee, if the Secretary determines it neces
sary for completion of the project. The aggregate 
amount of assistance for any project may not exceed 90 
percent of the costs of the project, or 100 percent for 
entities serving medically underserved populations. 

[Sec. 1304(b)(3)] Period of assistance. 

A planning project should be completed in one year. 
The Secretary may allow up to two years, if he 
determines more time is needed. 

(Sec. 1304(c)(l)] Planning agency review. 

Applications for planning assistance must contain 
assurances that in carrying out the project, the applicant 
(1) will cooperate with the section 134(b) areawide 
health planning agency, if any covering the area in which 
the project will be conducted, and (2) will notify the 
local medical society of the applicant's plans and 
intentions with respect to the project. 



Plans to be det1eloped in planning projects 
The law requires planning projects to include the 

development of plans for the marketing of the HMO's 
services. 

Limitations on loan guarantees 
The law prohibits the cumulative total of loans 

guaranteed for HMO planning projects to exceed limita
tions specified in appropriation acts . 

Initial De11elopment Assistance 

[Sec. 1304(a)] Type of assistance. 

P.L. 93-222 authorizes: 

a) grants and contracts for public or nonprofit private 
entities for projects to initially develop HMOs; and 
b) loan guarantees to non-Federal lenders on loans 
made to private profit-making entities for projects to 
initially develop HMOs serving medically underserved 
populations. 

Duration of program 
Grants, contracts, and loan guarantees are autho

rized for the fiscal years 1974, 1975, 1976, and 1977. 

[Sec. 1304( d)] Priorities. 

Priority is given to applicants who assure the 
Secretary that at least 30 percent of the HMO's 
members will come from medically underserved 
populations. 

(Sec. l 304(f)(2)] Amount of assistance. 

The Secretary is to determine the amount of a 
grant, contract, or loan guarantee. However, the 
aggregate amount of assistance for any initial develop
ment project cannot exceed the _lesser of: 

a) $1 million, or 

b) 90 percent of the costs of the initial development 
project, or 100 percent, in the case of a project for a 
medically underserved population. 

[Sec. I 304(b)(3)] Period of assistance. 

An initial development grant or contract can be made 
only for the costs of one fiscal year. Not more than three 
grants and contracts are permitted for any initial develop
ment project. A loan guarantee for initial development may 
be made for up to three years. 

[Sec. l 304(b )(2)] Scope of projects. 

The Secretary is directed to prescribe the purposes for 
which initial development assistance may be used. Ac
cording to the law these purposes may include: 
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a) implementaion of an enrollment campaign; 

b) design of an arrangement for the health services to 
be provided by the HMO; 

c) development of the administrative and internal 
organizational arrangements of the HMO, including 
the development of fiscal control and fund account
ing procedures; 

d) development of a capital financing program; 

e) recruitment of personnel for the HMO; 

f) conduct of training programs for HMO personnel; 
and 

g) payment of architects' and engineers' fees. 

The law defines the term "initial development", when 
used to describe a project receiving initial development 
assistance to include the significant expansion of the 
membership of, or the area served by, an HMO. In this 
respect, initial development assistance is intended to be 
used for significant increases or expansions of enrollment, 
service provided, or geographic area served by existing 
HMOs as well as to develop new HM0s. 

[Sec. 1304(c)(2)] Requirements for sufficient planning and 
feasibility. 

Initial development assistance cannot be provided to 
developing HMOs unless the Secretary determines that 
sufficient planning has been completed and the feasibility 
of the project established. 

[Sec. 1304(f)(3)] Limitations on loan guarantees. 

The law prohibits the cumulative total of loans guaran
teed for HMO initial development projects to exceed 
limitations specified in appropriations acts. 

[Sec. 1305(a)] Type of assistance. 

P.L. 93-222 authroizes the Secretary to make : 

a) loans (from a revolving fund) to public or 
nonprofit private HMOs to offset operating losses 
incurred during the HMO's first three years of 
operation. Loans can be made either for general 
operating losses, or for operating losses which can be 
attributed to significant expansions of the member
ship, services provided, or geographic area served by 
an HMO; 

b) loan guarantees to non-Federal lenders on loans 
made to private, profit-making HMOs for the pur
poses referred to above, but only if the HMO serves 
medically underserved populations. 

Initial operating assistance is intended as last-resort 
assistance. If the Secretary determines an HMO is unable to 
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obtain assistance from other resources to meet its initial 
operating losses, then he may make loans or loan guarantees 
under this program. An HMO cannot receive assistance 
under this program unless it has made all reasonable 
attempts to obtain aid from other available sources. 

Duration of program 

Loans and loan guarantees may be made for the fiscal 
years 1974, 1975, 1976, 1977,and 1978. 

(Sec . l 305(b)] Amount of assistance. 

The principal amount of any loan made or guaranteed, 
in any fiscal year, to a single HMO cannot exceed $1 
million. The aggregate amount of all initial operating loans 
made or guaranteed to a single HMO cannot exceed $2.5 
million. The cumulative total of all loans made or guaran
teed for initial operation under the legislation cannot 
exceed limitations specified in appropriations acts. 

Assistance for Rural HMOs 

A special assistance program for HMOs in rural areas is 
an integral part of the entire five-year program of grants, 
contracts, loans, and loan guarantees to develop and 
establish HMOs. In any fiscal year, 20 percent of all the 
funds appropriated or made available for projects for 
feasibility, planning, initial development, and initial opera
tion must be specifically set aside for HMOs in rural areas. 

An entity applying for rural assistance must meet all of 
the statutory requirements for non-rural applicants. In 
addition, at least two-thirds of the membership to be served 
by the HMO for which rural assistance is required must 
reside in non-metropolitan areas. 

(Sec. 1309) Authorization of appropriations. 

P.L. 93-222 authorizes a total of $325 million for grants, 
contracts, and loans for HMO projects. The law does not 
provide a separate authorization for grants and contracts 
for feasibility surveys, planning, and initial development for 
fiscal years 1974, 1975, and 1976. An aggregate appropria
tion for these programs is ·authorized as follows: 

Fiscal year 1974---------------$25 million 
Fiscal year 1975---------------$55 million 
Fiscal year 1976------------ - --$85 million 
For fiscal year 1977, an additional $85 million is 

authorized for initial development grants and contracts. 
For capitalization of the initial operating loan revolving 

funds, the law authorizes an aggregate $75 million, for 
fiscal years 1974 and 1975. 

General Provisions for Assistance Programs....., 
A Summary of Major Provisions 

(Sec. 1306(b)(3)) Special assurances. 
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The Secretary cannot approve an application for any 
HMO grant, contract, loan, or loan guarantee unless it con
tains an adequately detailed description of the existing or 
anticipated: 

a) population groups to be served by the HMO; 

b) enrollment of the organization; 

c) methods, terms, and period for enrollment ; 

d) nature and estimated costs per enrollee of health 
and educational services to be provided; 

e) sources of professional services and organizational 
arrangements for providing health and educational 
services; 
f) organizational arrangements for ongoing quality 
assurance programs; 

g) sources of prepayment and other forms of pay
ment for services provided; 

h) facilities available , additional capital investments, 
and sources of financing required to provide the level 
and scope of service proposed; · 

i) administrative, managerial, and financial arrange
ments and capabilities of the proposed HMO; 

j) planning and policy-making roles for enrollees; 

k) grievance procedures for members; and 

l) evaluations of (i) support for and acceptance of 
the organization by the populations served, (ii) 
sources of operating support, and (iii) the profes
sional groups involved or affected. 

Applicants for multiple assistance do not have to submit 
duplicate information. However, such entities must update 
the above required information in compliance with regula
tions. 

(Sec. 1306(b)(4)) Maximum enrollrrlent. 

Applications for HMO assistance must also contain 
assurances to the Secretary that the HMO will prescribe, 
enroll, and maintain an enrollment of the maximum 
number of persons it could serve effectively. 

(Sec. 1306(b)(5)] Section 314(a) and (b) agency review. 

Applications for proposed HMO assistance cannot be 
approved unless the section 314(a) or (b) health planning 
agency covering the area to be served has had the 
opportunity to review the application and to make recom
mendations regarding it. 

If a state law requires a 314(a) or (b) planning agency to 
approve an application for HMO assistance before it can be 
submitted to the Secretary, this state law will apply. 

(Sec. 1306(c)] Procedures for state review. 



The Secretary shall by regulation establish procedures to 
be used by the state and local review agencies. 

Priorities when funds are insufficient 

In any fiscal year, if funds available are insufficient to 
fund all approved applicants for feasibility, planning, initial 
development, and initial operating assistance, the Secretary 
is directed to give priority to those applicants that he 
determines are most like to be economically viable. 
However, the Secretary would continue to remain subject 
to the statutory priorities set forth concerning enrollment 
of medically underserved populations. 

Prohibition on transfer of funds 

Funds appropriated under any provision of the Public 
Health Service Act (other than new Title XIII) cannot be 
used for : 

a) grants or contracts for survey or other activities to 
determine the feasibility of developing or expanding 
an HMO or any other entity which provides, directly 
or indirectly, health care to a defined population on a 
prepaid basis; 

b) grants, contracts, or loan guarantees for planning 
projects to establish or expand such organizations or 
entities; 

c) grants, contracts, or loan guarantees for projects to 
initially develop or expand such organizations or 
entities; and 

d) loans or loan guarantees for initial operating costs 
of such organizations or entities. 

OTHER PROVISIONS 

HMOs with Medicare and 
Medicaid Members 

An HMO serving medicare and medicaid beneficiaries is 
not required to meet all of the statutory requirements of 
P.L. 93-222, in order to receive assistance under its 
provisions. Specifically, an HMO with members · who are 
medicare and medicaid beneficiaries is: 

a) not required to offer medicare and medicaid 
members each basic health service prescribed by P .L. 
93-222, unless the service is compensated under Titles 
XVIII or XIX of the Social Security Act, as amended; 

b) not required to community rate basic or supple
mental health service payments for medicare and 
medicaid members; and, 

c) permitted to reinsure for those basic or supple
mental health services for which reinsurance is per
mitted under Titles XVIII or XIX of the Social 
Security Act, as amended. 
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In all other respects, however, the HMO must provide 
basic and supplemental health services in a manner pre
scribed by P.L. 93-222, and must be organized and 
operated according to its statutory requirements. 

[Sec. 1310) Employees' health benefits plans. 

P.L. 93-222 enjoins every employer who : 

a) is subject to the minimum wage provisions of the 
Fair Labor Standards Act of 1938, as amended during 
any calendar quarter ; and 

b) employs at least an average of 25 employees during 
such quarter 

to include in its benefits plan offered to employees the 
option of joining a qualified HMO if such an organization is 
serving areas in which the employees reside . 

If areas are served by two different types of HMOs-one 
providing services through its staff or a medical group and 
one providing services through an IPA-then the employer 
must offer employees the choice of joining either. 

An employer does not have to pay more for the costs of 
an employee's membership in a qualified HMO than he pays 
for any other health benefit plan offered. 

Although not specifically stated in law, employers 
offering the dual option are not required to rewrite existing 
contracts for health benefit plans. They are required to 
change their plans to conform to the requirements of the 
law when an old contract is renewed or new one offered. 

[Sec. 1311] Restrictive state laws. 

Any HMO which has received financial assistance under 
P.L. 93-222, or is a qualified HMO under the employees' 
health benefit program, is permitted to operate in a state 
regardless of certain restrictive provisions in a state 's laws or 
regulations. Specifically, these restrictions would: 

a) require the services provided by the HMO to be 
approved by a medical society; 

b) require physicians to constitute all or a percentage 
of the HMO's governing body ; 

c) require a certain percentage of the physicians in 
the locale to participate in the rendering of services of 
the HMO ; 

d) direct the HMO to meet requirements as an insurer 
of health care services in that state regarding initial 
capitalization and the establishment of financial 
reserves; and 

e) prohibit advertising by a professional group in 
order to enroll members. 

[Sec. 1312) Continued regulation of HMOs. 

The Secretary is authorized to bring a civil action against 
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any HMO that receives financial assistance under P .L. 
93-222, or participates as a qualified HMO under the 
employee health benefits plan, if the HMO: 

a) fails to provide basic and supplemental health 
services to its members; 

b) fails to provide such services in a manner pre
scribed by P .L. 93-222 ; or 

c) is not organized or operated in the manner 
prescribed by P.L. 93-222. 

The Secretary may bring the action against an HMO to 
force it to comply with any assurances contained in its 
application for assistance under P.L. 93-222. 

The Jaw directs the Secretary to administer this program 
in the Office of the Assistant Secretary for Health, 
Department of Health, Education, and Welfare. 

(Sec. 1314) Program evaluation. 

The Comptroller General is directed to make three 
studies relating to provisions of P.L. 93-222. The first 
would require GAO to report to Congress on the operations 
of 50 HMOs that have received financial ~istance under 
P.L. 93-222. Evaluated HMOs would have to be in 
operation at least three years. The report would be due 
three months after at least 50 HMOs have been operating 
for the three-year period. The report must contain an 
evaluation of each HMO's ability to: 

a) operate on a sound financial basis; 

b) meet the requirements of the law regarding 
organization and operation; 

c) provide basic and supplemental health services as 
prescribed by law; 

d) include indigent and high-risk individuals in their 
membership; and 

e) provide services in medically underserved areas. 

GAO must make a second study to evaluate the 
economic effects on employers resulting from compliance 
with the provisions of P.L. 93-222, regarding employees' 
health benefit plans. This study must be submitted to 
Congress not later than December 29, 1976. 

In the third study, GAO must evaluate: 

a) the operations of distinct categories of HMOs in 
comparison to each other; 

b) HMOs as a group in comparison with alternative 
forms of health care delivery; and 

c) the impact of HMOs on the health of the public. 

This study must also be submitted by December 29, 1976. 

100 

(Sec. 1315] Seaetary 's annual report. 

The Secretary must make an annual report to Congress 
summarizing activities under each program authorized by 
P.L. 93-222. The report must include: 

a) summaries of each grant, contract, loan, and loan 
guarantee made and a list of HMOs determined 
qualified to participate in the employees' health 
benefits program; 

b) statistics and other information required by Jaw; 

c) findings regarding the ability of an assisted HMO 
to (i) operate on a financially sound basis without 
further Federal assistance; (ii) meet the prescribed 
requirements respecting organization and operation; 
(iii) provide basic and supplemental health services as 
prescribed; (iv) include indigent and high-risk indi
viduals in their membership; and (v) provide services 
to medically underserved populations; 

d) findings regarding (i) the operation of distinct 
categories of HMOs in comparison with each other, 
(ii) HMOs as compared to alternative forms of health 
care delivery ; and (iii) the impact of HMOs on the 
health of the public. 

(Sec. 5) Repon on medically underserved areas and 
population groups. 

By March 29, 1974, the Secretary is required to report 
to Congress the criteria used to designate medically 
underserved areas and population groups, as statutorily 
defined. 

By December 29, 1974, the Secretary must report to 
Congress on (i) the areas and population groups wbicli have 
been statutorily defined as medically underserved and 
designated as having a shortage of personal health services; 
(ii) the comments of state and areawide comprehensive 
health planning agencies regarding such designations; and 
(iii) the areas which meet the statutory definition of 
non-metroplitan. 

Sec 6 of P .L. 93-222. lndian and migrant health services. 

The Secretary, with the consent of the Indian people 
served, is authorized to contract with private or other 
non-federal health agencies or organizations to provide 
health services to Indians on a fee-for-service basis, or on a 
prepayment or other similar basis. 

In addition, the Secretary is authorized to arrange for 
the provision of health services to domestic agricultural 
migratory and seasonal workers and their families through 
HMOs. To make these arrangements, the Secretary is 
authorized to use any existing authority with the exception 
of Section 310 of the Public Health Service Act. 



Sec. 3 of P.L. 93-222. Quality assurance. 

P.L. 93-222 requires the Secretary, through the Assistant 
Secretary for Health, to conduct a program of research and 
evaluation to study the effectiveness, administration , and 
enforcement of programs for the assurance of health-care 
quality . 

Such research and evaluation is to be carried out in 
cooperation with the Department of Health, Education, 
and Welfare's Bureau of Health Services Research and 
Evaluation or other entity administering the health services 
research authority under section 304 of the Public Health 
Service Act. 

To conduct the program , the law authorizes the fol-
lowing appropriations : 

a) $4 million for fiscal year 1974; 
b) $8 million for fiscal year 1975 ; 
c) $9 million for fiscal year 1976; 
d) $9 million for fiscal year 1977 ; and 
e) $10 million for fiscal year 1978. 
In connection with this authority , the Secretary is 

required to make an annual report to Congress and the 
President on (i) health care quality in the United States, {ii) 
the operation of quality assurance programs, and {iii) 
advances made through research and evaluation of programs 
for quality assurance. The first report must be submitted by 
March 1, 1975. 

Sec. 4 of P.L. 93-222. Health care quality assurance study. 

P.L. 93-222 requires the Secretary to contract for an 
independent quality health care study. This study must : 

a) analyze all mechanisms used to assure the quality 
of health care ; 

b) identify strengths, weaknesses, and costs of current 
prototypes of quality assurance systems; 
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c) provide a set of basic principles to be followed by 
effective health care quality assurance systems; 

d) assess programs to improve the performance of 
health practitioners and health institutions; 

e) define specific needs for a program of research and 
evaluation in health care quality assurance methods; 
and 

f) provide methods for assessing the quality of health 
care from the consumer's viewpoint . 

The organization conducting this study must meet a very 
specific set of statutory criteria . It must be a non-profit 
private organization which {i) has a national reputation for 
objectivity in conducting studies for the Federal govern
ment, (ii) has the capacity to readily marshall the widest 
possible range of expertise and advice relevant to conduct a 
health care quality study, {iii) has a membership and 
competent staff with experience in government, and the 
health and social sciences, (iv) has a history of interest and 
activity in health policy issues related to quality health 
care , and (v) has extensive existing contracts with interested 
public and private agencies and organizations. 

The Secretary must contract for this independent study 
within 90 days after funds are appropriated. A final study 
must be submitted to the House Interstate and Foreign 
Commerce Committee and Senate Labor and Public Welfare 
Committee by January 31, 1976. An Interim study must be 
submitted by June 30, 1974. 

A $10 million appropriation is authorized, without fiscal 
year limits, to carry out the independent health care quality 
study. 
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SUMMARY OF THE STATE BOARD. 
OF INSURANCE HYBRID PLAN OF 

HEAL TH MAINTENANCE ORGANIZATION 

Basically the "hybrid plan" is a part of the regulations 
adopted by the State Board of Insurance in December 
1973. The purpose of these regulations was to provide a 
method for the establishment of HMOs in Texas. 

These regulations sought to avoid problems with restric
tive state Jaws by allowing the financing of HMOs to be 
channeled through insurance companies. At the heart of the 
plan were two separate bilateral contracts. One contract 
was to ·be between the enrollees and the insurance 
company, the other was to be between the enrollees and 
the providers. Such an arrangement was to create an "arms 
length" relationship between the enrollees and the pro
viders. 

According to the board's guidelines, an insurance com
pany was required to supply the board with specific 
information for review prior to the initiation of any 
services. Once approved, an insurance company was to keep 
a copy of all contracts offered on file with the board. The 
guidelines further stipulated that the insurer could not 
become involved in the selection of a provider group by an 
associated group of enrollees. An insurer was not even to 
enter into communications over terms, until the enrollees 
designated their choice of providers. 

In another requirement aimed at the insurers, the 
guidelines listed extensive contract requirements. These 
requirements limited the term of a con tract to one year, 
allowed the insurer to adjust premiums under an appro
priate cost and profit formula, covered the means of 
provider payment, prohibited the rejection of an individual 
who joined as a member of a group, prevented the 
placement of any insurance risk on any provider, delineated 
out-of-area coverage , prohibited payment for services a 
provider could not legally perform, and required that 
payments be made to providers for covered services 
whether or not that provider was under contract with the 
group. 

The guidelines also required that an insurer provide the 
board with an actuarial analysis of its premium rate and 
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further required that any insurer with a policyholders' 
surplus of Jess than one million dollars enter into a 
reinsurance agreement adequate to protect its solvency. 

The guidelines also applied to provider groups. These 
groups were prohibited from collecting funds directly from 
enrollees in a prepaid comprehensive health care plan 
except for services not covered by the plan. The contract 
could not imply that the members of the provider group are 
the exclusive performers of services covered, nor could it 
specify methods of treatment or quality of supplies, but it 
would recognize the duty to treat an enrollee under 
recognized medical standards. 

The guidelines stipulated that no provider group could 
blind the provision of its services to a certain insurer. The 
contract was also required to provide for internal physician 
review and a mechanism for handling consumer grievances. 
Finally, providers were prohibited from assuming any 
insurance risk, or in any_ way indicating that it was an 
insurer . 

The guidelines also covered participants' responsibilities 
and rights. Items included were open records for partici
pants, a requirement that non-naturally organized groups 
designate a representative to negotiate contracts, that 
participants in naturally organized groups (labor unions, 
etc.) elected the majority of officials who dealt with the 
plan , a stipulation that a complaint mechanism be estab
lished for each consumer group, and a prohibition against 
any group of persons implying that they insured or 
provided health care services. 

The final portion of the guidelines outlined the infor
mation which consumers were required to receive. Upon 
entering a plan a member was to receive a summary of his 
rights and duties. If that information was combined by the 
insurer and provider groups, the services of each were to be 
distinguished. This statement was to point out any special 
use fee as well as the regular periodic charges. Finally, any 
change or amendment to these matters were to be promptly 
provided to participants. 
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THE .~TTORNEY GENERAi .. 
OF T~~XAS 

AUSTIN. TEXAS '78'71.1. 

JOHN L. HILL 

ATTORNEY OBNll:RAL 

July 11, 1974 

The Honorable A. R . Schwartz 
Chairman, Senate Jurisprudence Committee 
State Capitol Building 
Austin, Texas 

Dear Senator Schwartz : 

Opinion No. H- 344 

Re: Whether prepaid health 
insurance plans are subject 
to insurance regulatory laws. 

Your letter on behalf of the Senate Jurisprudence Committee asking 
our opinion about prepaid health maintenance organizations and hereafter 
referred to as HMO' s for convenience, points to the great variety of such 
plans and asks us to assume various factual situations and to state whether 
in each instance the plan would constitute a transaction of the business of 
insurance (and thus require regulation by the State Board of Insu.rance) or 
would be outside the insurance laws. . 

The question you pose is one which has long bothered the courts 
of the United States. See for instance, Jordan v. Group Health Associa
tion, 107 F. 2d 239 (D. C. Cir. 1939); Cleveland Hospital Service As socia
tion . v. Ebright, 45 N. E. 2d 157 (Ohio App. 1942); Commissioner of 
Banking and Insurance v. Community Health Service, Inc., 30 A. 2d 44 
(N. J. 1943) ; California Physicians ' Service v. Garrison, 172 P. 2d 4 
(Cal. 1946) ; Malone_y v. American Independent Medical and Health Associa
tion, 259 P. 2d 503 (Cal. App. 1953) ; Complete Service Burea11 v. San 
Diego County Medical Society, 260 P. 2d 1038 (Cal. App. 1953) ; People 
v. California Mutual Associationz. 441 P. 2d 97 (Cal. 1968) ; Bloom v. 
Northern Pacific Beneficial AssodatiQ!!, 193 N. W. 2d 244 (N.D. 1971). 
And see annotati on "Validi ty and Nature of Group Medical and Hospital 
Service Plans , " 167 ALR 322, 323. 

In large part the problem has been compainded by the many and 
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varied definitions of what does constitute "insurance". See for instance 
Jordan v. Group Health Association,_ s~pra; Barmeier v. Oregon Physicians' 
Service, 243 P. 2d 1053 (Ore.1952); Epmeier v. U.S., 199 F. 2d 508 
(7th Cir. 1952); Metr~olitan Police Retiring Association, Inc. v. Tobriner, 
306 F. 2d 775 (D. C. Cir. 1962); Cleveland Hospital Service Association v. 
Ebright, 49 N. E. 2d 929 (Ohio 1943). 

In Attorney General Opinion 0-4986-A (1943) the question was 
whether a non-profit rural health service, incorporated for the purpose 
of promoting the health of its members, was engaged in the insurance 
business and thus subject to the supervision of the State Insurance Depart
ment. Members paid a membership fee in return for which they were 
furnished dental care, medical care, and drugs, etc., on a non-profit 
basis. The service had entered into agreement with .. various hospitals, 
physicians, dentists, and dr~stores whereby the latter would agree to 
render services to members at agreed and standardized fees. However, 
a member was free to obtain needed services from any of the contracting 
physicians. Citing the definitions of then Article 4716, V. T. C. S. (now 
Article 3. 01 of the Insurance Code), this office was unable to find that 
the health service fit the description of any type of insurance subject to 
state regulation and found that the service was not in the insurance business 
and was not subject to supervision of the State Insurance Department. 

Opinion 0-4986-A was ratified in Attorney General Opinion WW-14 75 
(1962) which held that a prepaid prescription plan under which a'member 
could have a prescription filled for less than its normal selling price 
was insurance. 

We agree with the conclusion of Opinion 0-4986-A insofar as we 
conclude that none of the variations of the prepaid health care delivery 
systems which you describe fall within the defined types of insurance of 
Article 3. 01 of the Insurance Code. 

In fact, we have found only two instances where our statutes purport 
to regulate health maintenance services. One authorizes plans written for 
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residents of the State who are 65 years of age, or older. Article 3. 71, 
Insurance Code, V. T. C. S. Another authorizes group hospital service 
plans under extremely limited circumstances. Articles 20. 01 to 20. 21, 
Insurance Code. 

Therefore, whatever the details of the proposed prepaid health 
delivery system may be, we find no authorization in the Insurance Code 
for the State Board of Insurance to regulate such a plan, unless it comes 
within the scope of regulation authorized by either of these two articles 
or by some other article of the Insurance Code such as those for the 
provision of life, accident, health or casualty insurance. 

In 1971 (Acts 1971, 62nd Leg., ch. 627, p. 2041) the Legislature 
adopted what appears as Article 4509a, authorizing the Texas State 
Board of Medical Examiners to approve and certify health organiza
tions upon certain conditions. Delivery of health care to the public 
is one of several purposes for which such organizations may be formed. 
We do not pass upon or express any opinion as to the validity of Article 
4509a in view of the fact that that very question is presently before the 
United States Court of Appeals for the 5th Circuit in Cause No. 73-2557, 
styled, Genaro Garcia v. Texas State Board of Medical Examiners, et al. 
See also Article 1396-2. 01, V. T. C. S., and Attorney General Opinion 
H-128 (1973) with reference to the organization of Dental Health Service 
Corporations. 

Whatever the val:idity of Arti cle 4509a, its enactment by the Legis
lature in 1971 evidenced the intention of the Legislature that such an 
organization be regulated by the State Board of Medical Examiners and 
not by the Board of Insurance. California Physicians' Service v. Garrison. 

We believe we may summarize what we have said as follows : While 
some of the plans which you have submitted to us may constitute the doing 
of an insurance business, there is no provision of the Code which would 
authorize the State Insurance Board to regulate or lay down guidelines for 
prepaid health delivery systems. The fact that the Legislature has enacted 

'\ 
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Article 4509a, whether invalid or not, is another indication of the intent 
of the Legislature that such plans not be considered insurance. 

While it has always been our practice to attempt to avoid answering 
hypothetical questions, we have answered your general question as well 
as we can because of the widespread interest in this important matter. 
However, it would be impossible for us to take each of the situations you 
pose and determine its validity. So too it would be impossible for us to 
answer the question you posed earlier in your letter as to whether there 
exist any so-called "legal barriers" to health care professional plans. 
We would only point out, as you are already aware, the limitations 
imposed by the Texas Medical Practice Act (Article 4495, V. T. C. S., 
et seq.) and the Hospital Authority Act, (Article 4437e, V. T. C.S.) as 
well as others of similar nature. Again, we express no opinion as to 
the validity of those limitations. 

SUMMARY 

Except as to possible general regulation of an 
insurance company involved in a health maintenance 
organization, the State Board of Insurance has no 
regulatory power over prepaid health care delivery 
systems. Whether or not other regulatory authorities 
may have an impact on such systems will depend upon 
the facts of each type of plan. 

Very truly yours, 

Attorney General of Texas 
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~~y 
DAVID M. KENDALL, Chairman 
Opinion Committee 
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GUEST SPEAKERS, CONSULTANTS, 
AND FIELD CONTACTS 

Anderson , Jerry , Manager of Administrative Services and 
Data Systems, Lovelace-Bataan Health Program, 
Albuquerque, New Mexico. 

Baden, Dr . Ervin , Acting Director, Office of Comprehensive 
Health Planning, Office of the Governor, Austin, Texas. 

Bailes, Dr. Brian , Legislative Aide, Congressman William 
Roy , Washington , D.C. 

Bird, David, Program Director, HMO Service; Department 
of Health , Education, and Welfare, Region Six, Dallas, 
Texas. 

Bredder , Roy, Assistant Director of Legislative Department, 
American Medical Association , Washington, D.C. 

Butterfield, Jay, Attorney General's Office, State of Cali
fornia , Los Angeles, California. 

Cardin , Michael, Ph. D., Assistant Professor , School of 
Public Health, The University of Texas, Houston, Texas. 

Case, Katherine A., Administrative Assistant, Group Health 
of Arizona, Tucson, Arizona. 

Chapman , Jack , Director of Public Relations, Kaiser Foun
dation Health Care Plan of Northern California , Oak
land, California . 

Clines, Robert, General Counsel , State Board of Insurance, 
Austin, Texas . 

Davis , C. Dean, Legal Cou.nsel, Texas Hospital Association, 
Austin, Texas. 

Dryden , Charles B., M.D., President, Texas Medical Associa
tion , Austin , Texas. 

Epstein, Steven B.. Attorney, under contract to the 
Department of Health, Education, and Welfare , Wash
ington , D.C. 
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Ferguson, Ken , Representative , Strider Systems, Austin, 
Texas. 

Gray, Paul D., Assistant Director, Office of Medical and 
Health Manpower, Texas Medical Association, Austin, 
Texas. 

Grossman, Stephen, Attorney at Law, 2500 Humbolt Ave., 
South, Minneapolis, Minnesota 55405 . 

Handsch-in, Richard, M.D., M.P.H., Research Director , 
Group Health Cooperative of Puget Sound, Seattle, 
Washington. 

Hembree , William, Director , Community Relations, Ross
Loos Medical Group, Los Angeles, California. 

Henderson, Marie, Assistant Division Chief for Health 
Benefits Insurance Program, Civil Service Commission, 
Washington , D.C. 

Hinsch, W.P., M.A.A.A., Vice-Chairman of the Board, 
American Security Life Insurance Company, San 
Antonio , Texas. 

Horn , Don, Executive Secretary, Harris County, AFL-CIO; 
Member, Board of Directors, Harris County Hospital 
District, Houston, Texas. 

Hudson, James, M.D., Director of Health Services, Associa
tion of American Medical Colleges, Washington, D.C. 

Hufsey, Jim, Associate Program Director-HMO Service , 
Department of Health , Education, and Welfare , Region 
Six, Dallas, Texas. 

Hunter, Harold, M.D., Director of Personal Health Services 
Programs, American Public Health Association, Wash
ington , D.C . 

Hurst, 0. Ray, CAE, President, Texas Hospital Association, 
Austin, Texas. 



Health Maintenance Organization 

Jensen. David , Director of Master Care , New Mexico Health 
Care Corporation , Albuquerque , New Mexico. 

Katy , Ron . Legislative Aide to Senator Lloyd Bentsen , 
Washington , D.C. 

Kellogg, David . Systems Consultant , Austin Doctor's 
Building Corporation and St. David's Hospital , Austin , 
Texas . 

Knisely, William H. , Ph.D. , Vice Chancellor for Health 
Affairs, The University of Texas System, Austin, Texas. 

Kretsinger , Don , Information Director , Office of Compre
hensive Health Planning, Office of the Governor, Austin , 
Texas. 

Lawton, Steven, Counsel to House Subcommittee on Public 
Health and the Environment, Washington, D .C. 

Lee , Hewett, M.D., Palo Alto Clinic , Palo Alto, California. 

Lewis, Stephen I. , Associate Legislative Counsel, GHAA, 
Group Health Association of America, Washington, D .C. 

McCormick, John, M.H.A., Assistant Administrator, 
Kelsey-Seybold Clinic, Houston , Texas. 

McCrory, Owen , Ph.D., Assistant Professor, School of 
Public Health, The University of Texas, Houston, Texas. 

McLeod, William, President , Communicare, Los Angeles, 
California. 

Morton , Timothy J., Associate Regional Representative, 
Health Maintenance Organizations, Department of 
Health , Education , and Welfare , Region Nine, San 
Francisco, California. 

Oseasohn , Robert , M.D., Associate Dean, School of Public 
Health , The University of Texas, Houston, Texas. 

Pace. Ray , Director, Alternative Delivery Systems, Texas 
Blue Cross-Blue Shield, Dallas , Texas . 
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Penna, Richard, Assistant Executive Director for Profes
sional Affairs, American Pharmaceutical Association, 
Washington, D.C. 

Pickens, Ace , Legal Counsel , Texas Medic3I Association, 
Austin, Texas. 

Raedy , Raymond, General Counsel, Health Insurance 
Association of America, Washington, D.C. 

Rappaport, Bernard, Executive Director, Bexar Co1mty 
Medical Foundation, San Antonio, Texas 

Seaubold, Frank, Ph.D., Acting Associate Bureau Director, 
HMO Service, Department of Health, Education, and 
Welfare, Washington, D.C. 

Shoemaker, Richard, Assistant Director, Department of 
Social Security, AFLCIO, Washington, D.C. 

Strobel, Jack, (former business manager, Texas Instruments 
Health Services) Now at Interstudy, Minneapolis, 
Minnesota. 

Sunderland, R .B., C.L.U., President, American Security 
life Insurance Company, San Antonio, Texas. 

Trickett, Paul, MD., Director, Student Health Center, The 
University of Texas at Austin, Austin, Texas. 

Wasson , John, Representative, Group Health Association of 
America, San Antonio, Texas. 

Watson, James, MD., MP.H., Member, Board of Directors, 
Harris County Hospital District, Houston, Texas. 

Willis, Marcia, Chief of Planning, City Health Department, 
Houston, Texas. 

Wilson, John, Assistant Director of Administration, Student 
Health Center, The University of Texas at Austin, 
Austin, Texas. 
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