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This paper i s  an overview o f  t he  hea l th  f inanc ing system i n  the  Uni ted States. 
It begins by reviewing tohe breakout o f  insurance coverage w i t h i n  the  hea l th  care 
system f o l 1  owed by where Americans obta in  t h e i r  hea l th  insurance coverage. 
Subsequently, there  i s  a shor t  discussion o f  hea l th  insurance companies and 
hea l th  bene f i t s  plans. A 1 arge segment o f  the paper i s  devoted t o  an explanation 
o f  the  var ious types o f  cost  con t ro l  measures developed f o r  hea l th  bene f i t s  plans 
over the  past two decades i n  response t o  l a rge  cost  increases. These inc lude 
u t i l  i z a t i  on management systems, pre fer red provider organizat ions and hea l th  
maintenance organizat ions. The paper concludes w i t h  a b r i e f  review o f  some of 
the advantages and disadvantages of the US hea l th  f inanc ing system. 

Health System Insurance Coveraqe 

The American hea l th  care system i s  f inanced through t he  p a r t i c i p a t i o n  o f  mu1 t i p l e  
payers. Par t i c ipan ts  are both pub1 i c  and p r i v a t e  organizations. The p r i va te  
organizat ions may be e i t h e r  p r o f i t  o r  .no t  f o r  p r o f i t .  Sixty-two per cent o f  
Americans are covered by employer sponsored hea l th  insurance. Goverrrment covers 
19% o f  Americans. The government program f o r  o lde r  people c a l l e d  Medilcare covers 
12% and a ~ r : t : ~ e r  6% use a d i f f e r e n t  government program f o r  poor people ca l led  
Medicaid. 1 small f r a c t i o n  o f  people have coverage through a government run 
veterans program. S i x  per cent o f  Americans purchase t h e i r  own hea l th  care 
coverage. F i na l l y ,  14% have ,no insurance co:#erage a t  a1 1. These people, the 
uninsured, have t o  pay f o r  hea l th  services from t h e i r  own resources. 

Employer based hea l th  bene f i t s  plans cover a l a rge  po r t i on  o f  the American 
populat ion. Heal th insurance i s  funded through hea l th  insurance premiums t h a t  
are pa id  i n  combination between the employer and employee. A l l  hea l th  care 
providers are :.vail able f o r  care. However, i n  recent  years, new hea l th  insurance 
product o f f e r i ngs  have been l i m i t i n g  tl:? a v a i l a b i l i t y  o f  a l l  providers through 
t h e i r  managed care i nq i  ti at ives.  Health insurance conilphnies t h a t  s e l l  hea l th  
bene f i t s  p l  ans t o  employers are regulated by s t a te  inss4ance departments. Each 
o f  the  f i f t y  s ta tes  creates t h e i r  own set  o f  regulat ions.  Insurance companies 
t h a t  wish t o  s e l l  insurance i n  a l l  f i f t y  states must be approved and abide by 
each s ta te 's  regulat ions.  The regu la t ions deal w i t h  f i s c a l  solvency o f  the 
insurance company and establ  i s h  minimum heal th  bene f i t s  coverages. IQ general, 
employer based p l  ans incorporate deducti  bles, coinsurance payments, out  o f  pocket 
maximums, and 1 i f e  t ime maximums i n t o  t h e i r  coverages. Providers are pa id  t h e i r  
charges on a fee  f o r  serv ice  basis meaning f o r  each u n i t  o f  serv ice  performed. 
The usual payment mecha~:sm i s  f o r  the pa t i en t  t o  pay the  physic ian and submit 
a c la im t o  t he  hea l th  iinsurance company o r  the admin is t ra tor  o f  the hea l th  p lan 
and rece ive reimbursement. Hospi ta ls usua l l y  b i l l  t he  insurance p lan o r  c l  aims 
admin is t ra tor  d i r e c t l y .  

Medicare i s  a f e d e r a l l y  regulated program t h a t  i s  funded by a t a x  on employers 
and employees and participant premiums. The program i s  f o r  a1 1 Americans aged 
65 years o r  older and a small number o f  disabf ed. Coverage i s  ?or a Yederatty 
def ined se t  o f  services- cu r ren t l y  encompassing hosp i ta l  services, s k i l l e d  
nurs ing f a c i l  i t ies ,  home hea l th  agencies and physic ian services. Coverage i s  not  
loo%, bu t  includes dleducti bles, coinsurance amounts and day 1 im i ta t ions .  
Coverage can be sought a t  any Medicare p a r t i c i p a t i n g  provider.  These providers 



have t o  meet cer tain regulatory requirements. Virtually a l l  acute care medical 
surgical hospitals par t ic ipate ,  b u t  a more 1 imi ted number of physicians 
participate.  Hospital s are paid on the basis of diagnostic re1 ated groupings. 
These are  diagnostic based categories tha t  are grouped by similar resource usage. 
Hospitals have t o  accept the Medicare payment as payment in  full and not b i l l  the 
patient f o r  anything other than deducti bles and coinsurance. Physicians are paid 
by Medicare a t  80% of the physician's usual and customary charge. Physicians who 
agree t o  accept assignment are  not allowed t o  b i l l  the patient f o r  the difference 
between the  physician fee  and the Medicare allowable fee. Other physicians will 
b i l l  the patient for the difference (called balance b i l l  i ng )  . Insurance claims 
are processed by f iscal  intermediaries contracted by the Medicare program t o  
handle the administrative functions. 

The federal government also operates another health program called Medicaid i n  
coll  aboration w i t h  the s t a t e s  f o r  1 ow income (poor and disabled) people. Within 
broad parameters the federal government defines certain t,!l ig i  b i l  i t y  and services 
t o  be covered. The s t a t e s  can adjust e l i g i b i l i t y  and coverages as they see f i t  
within regulations. The services covered include hospital, physician, ski1 led 
nursing f a c i l i t i e s ,  and others tha t  are chosen by the s t a t e .  There are no 
copayments fo r  the Medicaid patient.  Nationwide, the federal government pays f o r  
approximately 56% o f  the costs and funds the program through a payroll tax. The 
actual federal participation fo r  each s t a t e  is s e t  by the federal government 
based on established economic indicators. State  funding is from t h e i r  general 
revenues. Medicaid recipients can only go t o  Medicaid participating providers. 
Like Medicare most of the inst i tut ional  providers par t ic ipate ,  but physician 
participation is  very limited. Medicaid payments are s e t  by each s ta te .  Some 
s t a t e s  have elaborate ra te  se t t ing  bureaucracies while others establ ish charge 
1 imits, day 1 imits, o r  fee  schedules. Providers have t o  accept the Redicaid 
payment as  payment in  full .  No balance b i l l ing  i s  allowed. Health care 
providers feel t ha t  both government programs do not cover t h e i r  costs f ~ r  
providing a service. Medicare is  f e l t  t o  do so more adequately than Medicaid. 

For approximately 800,000 veterans of the U. S. armed services, t h e i r  health care 
coverage is handled by the federally operated veterans health care system. Ti , i s  
government operated health care provider system includes ambulatory c l in i c s  allad 
acute care hospitals. Health care providers are paid government salar ies . .  The 
system is  funded through general revenues of the federal government. Non- 
veterans are not a1 1 owed access t o  the veterans faci  1 i t i  es. 

Some Americans purchase health insurance plans direct ly  from insurance companies. 
These people are usually self-employed o r  work a t  a company tha t  does not offer  
health insurance. Individual health plans are usually not very comprehensive 
e i the r  i n  services o r  dol lars  covered. These plans may be d i f f i c u l t  t o  obtain. 
Insurance companies usually require a medical review of each applicant (a 
practice known as medical underwriting) . Individual s with a current i l lness  or  
who are a t  high r i sk  t dr an i l l ness  may be denied coverage. Or, a pol icy may be 
written w i t h  exclusions t o  el  iminate coverage fo r  preexisting conditions. 

The 34 m!!?icn ?m!wrsd zre t aixtwe o f  !nOividu1s, S i x Q  per cent are  poor 
o r  near poor w i t h  family incomes a t  or  below two times the  federally established 
poverty level.  Four and a half million people, o r  14% of the uninsured, are 
self-employed. Only 6% of the uninsured are  unemployed leaving 80% of the 



uninsured employed. Only 16% o f  the employed uninsured work f o r  companies of 
more than 100 employees. Nineteen percent work a t  companies o f  26-100. Twenty 
two per  cent work a t  companies o f  10-25 employees. The l a rges t  po r t i on  o f  the 
working uninsured ,44%, work a t  companies o f  l ess  than 10 employees. Small 
companies f ee l  they cannot a f f o rd  t he  exorb i tant  ra tes  insurance companies charge 
f o r  t he  coverage and remain i n  business. 

Though the  uninsured have no insurance coverage, t h i s  l i m i t s  t h e i r  access t o  
care, but  does no t  e l  iminate it. Some pay f o r  care out o f  t h e i r  own pocket as 
i t i s  incurred. Many use services provided a t  no charge a t  f a c i l i t i e s  run  by 
s t a te  and l o c a l  governments funded through t h e i r  general revenue sources. 
Unfortunately, these services are usua l ly  viewed as being o f  substandard q u a l i t y  
and no t  as t echn i ca l l y  advanced. Physical p lan ts  are o f t en  o l d  and run  down. I n  
times o f  emergency, p r i va te  hosp i ta ls  and many physicians w i l l  a t tend t o  
pat ients.  Federal funding o f  hosp i ta l  construct ion i n  the 60s y ie lded  
requirements f o r  hosp i ta l s  t h a t  received these funds t o  t r e a t  a nltmber o f  
ind igent  pa t i en t s  a t  no charge. Non p r o f i t  i n s t i t u t i o n s  also d e l i v e r  a po r t i on  
o f  t h e i r  business as c h a r i t y  care ( f r ee  o r  reduced charges). However, the 
combination o f  c h a r i t y  care and underpayment by government programs creates an 
increment o f  hea l th  care provider charges t o  insured hea l th  bene f i t s  plans, 
Prices are increased t o  an amount greater  than the actual costs f o r  prov id ing the 
serv ice so as t o  rece ive increased reimbursement from those insurance plans o r  
i nd iv idua ls  who pay f u l l  charges on a fee  f o r  serv ice basis. This i s  a 
phenomenon known as cos t  s h i f t i n g .  

Source o f  Health Insurance 

Pr iva te  insurance coverage i s  usual l y  purchased through one's workpl ace. 
P r a c t i c a l l y  a l l  employers w i t h  more than 100 employees o f f e r  a t  l e a s t  one hea l th  
insurance option. Even i n  companies o f  25-49 and 50-99, 85% and 89%, 
respect ively,  o f f e r  hea l th  benef i ts  coverages t o  t h e i r  employees. As mentioned 
above, i t  i s  the  smal ler  companies t h a t  do no t  o f f e r  hea l th  insurance, Seventy 
three per  cent  of employers w i t h  10-24 employees and j u s t  27% o f  the 1-9 
employees provide hea l th  bene f i t s  plans. 

Another p o s s i b i l i t y  f o r  some employees i s  t o  purchtqe hea l t h  care from t h e i r  
union. These plans usua l l y  are negot iated w i t h  the  employer t o  obta in  a 
con t r ibu t ion  towards t he  cost. O r  they may be completely independent i n  terms 
o f  p lan design dependent on t he  resources o f  the union plan. 

Employees and i nd i v i dua l s  may also have the  opt ion o f  purchasing t h e i r  hea l th  
insurance from an associat ion o r  t rade group. These plans are usua l l y  comprised 
o f  people o f  a s i n ~ i l a r  background (doctors, lawyers, alumni o f  a col lege, etc.) 
o r  s i m i l a r  businesses. The professional  associat ion o r  organ izat ion representing 
m u l t i p l e  employers enters i n t o  a cont rac t  w i t h  an insurance ca r r i e r .  
Sol i c i t a t i o n  o f  pa r t i c i pan t s  may be done by the insurance c a r r i e r  o r  cont rac t ing 
organizat ion. 

Ind iv idua l  hea l th  insurance i s  purchased from an insurance agent o r  broker t o  
help him i d e n t i f y  the  p lan  t h a t  best s u i t s  h i s  purpose, I nd i v i dua l  plans are 
a1 so ava i l  able through special non-prof i  t p l  ans regulated by t he  government but  
independently operated ca l l ed  Blue Cross Blue Shield. I n  exchange f o r  t h e i r  



unique hea l th  care organizat ional  s ta tus  the  plans are allowed a specia l  discount 
on serv ices bu t  usua l l y  i n  exchange f o r  the  p rov is ion  o f  a community p lan t o  
cover uninsured ind iv idua ls .  

Many people have more than one hea l th  p lan  f o r  coverage. They may purchase 
ind iv idua l  plans as add i t i ona l  insurance t o  cover t he  copayments t h e i r  f i r s t  p lan  
does no t  cover. A l te rna t i ve ly ,  they may be covered by t h e i r  spouse's hea l th  
p l  an. Medicare supplemental plans are a lso a 1 arge market. When one i nd i v i dua l  
has more than one coverage ru l es  need t o  be establ ished t o  determine t he  
f i nanc i  a1 responsi b i  1 i t y  o f  each p i  an. These coordinat ion o f  bene f i t s  r u l e s  can 
be very complex. 

Health Insurance Companies 

The hea l th  insurance system has about 1,200 companies t h a t  s e l l  some type o f  
hea l th  insurance. The companies each develop t h e i r  own t a r g e t  markets and the  
products t h a t  they f ee l  w i l l  best answer the  needs o f  t h e i r  customers. The hea l th  
insurance indus t ry  i s  broken down i n t o  segments t h a t  ca te r  ' s p e c i f i c a l l y  t o  
c e r t a i n  types o f  employers. Usual ly  t h i s  i s  expressed i n  terms o f  size. 
Insurance companies may t a rge t  hand1 i n g  employers o f  a thousand employees o r  
greater .  The needs o f  the  l a rge  employer are very d i f f e r e n t  than t h e  needs o f  
the  small e r  empl oyer, Larger empl oyers usual 1 y have mu1 t i p l  e 1 oca t i  ons across 
the  United States meaning separate work forces t h a t  have d i f f e r e n t  concepts 
perhaps o f  what they want f o r  medical benef i ts .  Medical p rac t i ces  are a lso 
d i f f e r e n t  by locat ion.  ( I n  the U.S., hea l th  care u t i l i z a t i o n  f o r  s i m i l a r  
procedures var ies  by geographic area.) I n  t h i s  environment, t he  employer 
attempts t o  keep t he  hea l th  bene f i t s  consistent  across the  var ious areas so as 
not  t o  show favo r i t i sm  and t o  ease admin is t ra t ion o f  the  ove ra l l  plan. Thus t he  
1 arge employer creates unique demands associated w i t h  sheer volume o f  serv ices 
and complexi t ies o f  admini s t e r i ng  bene f i t s  uni formly.  

Other insurance companies may t a rge t  smaller s ized employers. This can be a 
p a r t i c u l a r l y  v o l a t i l e  f i e 1  d as these employers are very sens i t i ve  t o  hea l th  
insurance premi um p r i c e  increases. I n  the smal ler  employer markets there  are 
numerous competitors, bu t  the oppor tun i t ies  may 1 essen f o r  any one employer. Due 
t o  t he  smal ler  numbers involved i n  these groups i t i s  d i f f i c u l t  t o  a c t u a r i a l l y  
r a t e  t h e i r  experience. Small groups are more l i k e l y  t o  experience moral hazard 
( the  tendency t o  overuse hea l th  services) and adverse se lec t ion  ( the l i k e l i h o o d  
t h a t  a group i s  biased towards s i cke r  i nd iv idua ls )  . Consequently, these 
employers are more 1 i ke l y  t o  be subject  t o  medical underwr i t ing o r  p reex is t ing  
coverage excl  usions. 

Marketing i s  a s i g n i f i c a n t  po r t i on  o f  the  hea l t h  insurance sector. Employers can 
deal d i r e c t l y  with t he  hea l th  insurance company through t h e i r  sales agents o r  
purchase hea l th  care through brokers. Brokers represent m u l t i p l e  insurance 
companies and t r y  t o  match an employer w i t h  t h e  best  poss ib le  insurance plan. 
Brokers remain biased t o  a se lec t  number o f  insurance companies. Benef i ts  
c o n s u l t m t s  are l e s s  t ied t o  insurance companies and ob jec t i ve l y  analyze hea l th  
care experience and suggest hea l th  bene f i t s  opt ions f o r  t h e i r  employer c l  i ents. 
I n  t h l s  way each employer need no t  have t o  be cu r ren t  i n  a l l  t h e  l a t e s t  hea l th  
bene f i t s  laws and innovat ions i n  product design. Agents are a lso  used by 
i nd i v i dua l s  d i r e c t l y  purchasing p r i va te  insurance. 



Heal t n  Benef i ts  Plans 

Employers and employees share i n  the cost  o f  t he  hea l th  bene f i t s  plan. 
Contr ibut ions o f  employers and employees are no t  taxed by the  government. The 
actual  p a r t i c i p a t i o n  r a tes  are determined by t he  employer. An employer can 
purchase insurance o r  decide t o  se l  f- insure. When se l  f - insur ing,  an employer 
avoids the  costs o f  an insurance product (premium taxes, admin is t ra t ive  costs and 
insurance company p r o f i t )  and the  hea l th  bene f i t s  p lan coverage mandates o f  s t a te  
insurance departments. The employer funds the hea l th  bene f i t s  p lan expenditures 
o f  t h e i r  work fo rce  from operat ing revenues on a pay as you go basis. A company 
thus assumes t he  r i s k  t h a t  they w i l l  have enough cash f o r  t h e i r  hea l th  
expenditures. Unexpected expenditures can ser ious ly  erode t he  f inanci  a1 p o s i t i o n  
o f  a company i f  not  appropr iate ly planned f o r .  For t h i s  reason, employers may 
purchase stop l oss  insurance t o  insure against l a rge  unant ic ipated losses. Se l f -  
insured employers may a1 so purchase f inanci  a1 serv ices from insurance companies. 
Insurance companies and o ther  organizat ions a1 so market admin is t ra t ive  services, 
such as claims processing, t o  s e l f  insured employers. 

Employers devise a hea l th  bene f i t s  s t ra tegy t h a t  i s  consistent  w i t h  t h e i r  
va lua t ion  o f  t h e i r  employees tempered by t h e i r  a b i l i t y  t o  f inance the  costs. 
Acute care coverage i s  common. I n  the 60s the t rend  was t o  increase the coverage 
t o  inc lude f i r s t  d o l l a r  coverage and t o  expand t he  serv ices t h a t  were o f fered-  
psych ia t r i c  care, p resc r i p t i on  drugs, new procedures, dental  services, etc. 
Recent t rends have been a s t rugg le  t o  reduce coverage due t o  escalat ing costs 
whi le  attempting no t  t o  demoralize s t a f f  and p roduc t i v i t y .  When projected hea l th  
p lan costs are t oo  1 arge f o r  an employer t o  support, an employer has the opt ion 
t o  pass t h e  increased cos t  on t o  consumers o f  t h e i r  products, t o  reduce the wages 
o f  t h e i r  employees, increase t h e  employee con t r ibu t ion  t o  the premium, o r  
increase employee cost  sharing i n  t he  plan. A ma jo r i t y  o f  t h e  1 abor negot ia t ions 
o f  t he  past  years have centered around the  p rov is ion  o f  and employer 
con t r ibu t ions  towards hea l th  benef i ts .  Employers are f e e l i n g  unable t o  fund r i c h  
bene f i t  plans wh i le  employees want t o  mainta in t h e i r  insurance coverage a t  
h i s t o r i c a l  1 evel s. As empl oyee f i nanci a1 p a r t i c i p a t i o n  1 evel s increase, there  
i s  an increas ing f ea r  by employees t h a t  they w i l l  l ose  access t o  care o r  s u f f e r  
a lower standard o f  1 iv ing.  

Most employers o f f e r  more than one hea l th  bene f i t s  op t i on  t o  t h e i r  employees. 
These opt ions inc lude a standard indemnity p lan  (fee f o r  service), an indemnity 
p l  an with managed care programs and/or a hea l th  maintenance organizat ion. Some 
employers provide a 1 arge number o f  options. For example, t he  federal  government 
o f f e r s  over 200 d i f f e r e n t  opt ions nationwide w i t h  an employee i n  the  Washington, 
D.C. area facea w i t h  a choice from 26 d i f f e r e n t  hea l th  bene f i t s  plans, As t he  
number o f  opt ions increases there  are more admini s t r a t  i v e  needs f o r  the  empl oyer. 
M x t  empl oyers h i  r e  a hea l th  bene f i t s  administ rator  t o  exp la in  and administer 
each o f  t h e  d i f f e r e n t  p lan  options. Employees are g i w n  t h e i r  choice o f  hea l th  
bene f i t s  opt ions when they f i r s t  j o i n  the company. Employers a lso o f f e r  cur rent  
employees t he  a b i l i t y  t o  s h i f t  between hea l th  bene f i t s  opt ions through an annual 
re-enrol lment period. On a d a i l y  basis, the hea l th  bene f i t s  administ rator  i s  
responsib le for  ensuring the  equ i tab le  operat ion o f  the  p lan and t h a t  pa id  
benefi ts are consistent  w i t h  s ta ted  bene f i t s  and regulat ions.  



Health Benefits Cost Control s 

Insurance companies have addressed employer cost increase concerns thrcugh the 
development of a ser ies  of cost control measures known today as  managed care. 
These measures are incorporated fnto health benefits plans by creating benefit 
d i f f e ren t i a l s  based on whether the care was medically necessary or  not. They 
usually require some third party review or involvement i n  the decision t o  obtain 
care. 

The f i r s t  mana;ad care options s tar ted as simple programs t h a t  required second 
opinions f o r  cer tain surgical procedures that  were be1 ieved t o  be over ut i l ized.  
Thus,  the benefit plan would 1 i s t  a procedure, e .g . , open heart surgery , as 
requiring a second opinion. To receive fu l l  benefits f o r  this  procedure the 
patient would have t o  go t o  another cardiac surgeon t o  obtain a professional 
opinion of the need f o r  the surgery. The insurance company would arrange t o  have 
a l i s t  of other physicians t o  go to ,  establish a procedure f o r  receiving the 
report of the second physician and pay for the consultation. Other types of  
programs included 1 imiting emergency room benefits t o  a dol la r  amount in 1 ine 
with an of f ice  v i s i t  i f  the emergency room of a h o s ~ i t a l  was used for  a non 
emergency service. Pre-admi ssion tes t ing  rules s ta ted t h a t  t e s t s  done w i t h i n  two 
days pr ior  t o  a hospital admission on an outpatient basis would not be reimbursed 
again when repeated in the hospital on an inpatient basis. Weekend admissions 
were not covered as treatment was rarely in i t ia ted  on a weekend day. Finally, 
pre-cer t i f icat ion programs were created tha t  attempted t o  l imi t  the entry of a 
patient into the hospital. Each time an admission t o  a hospital was contemplated 
the physician was required t o  ca l l  a central phone number where reviewers 
(usually nurses) given the pa t ien t l s  age, sex, diagnosis and proposed treatment 
plan would eval uate whether the admt ss i  on was medical l y  necessary using 
establ ished standards maintained i n  manrials or computer systems. Physicians who 
disagreed with the reviewers1 determination were given an appeal mechanism tha t  
would entai l  a physician. Failure t o  obtain approval would lead t o  reduced o r  
no coverage by the plan. 

The early pre-certt f i  cation programs have evolved into util i za t i  on management 
programs tha t  incorporate a1 1 the separate programs. Second opinions, 
preadmission tes t ing  and weekend admissions are handled through the pre- 
ce r t i f i ca t ion  process. Once a hospital stay i s  approved i t  receives a s e t  number 
of days. Util ization management systems follow the patient i n  the hospital with 
concurrent review which monitors the  patient 's  s ta tus  t o  determine i f  the stay 
limit should be altered due t o  a change in medical conditions. For medical stays 
t h a t  have been completed, the util ization management program performs a 
retrospective review. The medical chart i s  obtained from the hospital and 
medical necessity i s determined by the reviewer. Insurance companies a1 so use 
the medical chart  t o  perform a medical b i l l  audit tha t  matches charges w i t h  the 
medical records t o  identify any hospital b i l l  ings tha t  are inappropriate. Though 
successful in reducing hospital lengths of stay, util ization management programs 
have created controversy over whether t h e i r  surveillance is appropriate and 
f rus t ra t ion  w i t h  the administrative demands placed on physician off ices  and . 
hospital s t a f f .  

Util ization management programs attempt t o  control the number of services 
provided. To control the unit  cost of any health care service the preferred 



provider organization (PPO) was created. A preferred provider organization can 
be a prof i t  or nonprofit corporation. Many insurance companies sponsor PPOs while 
others are independent organiza'ti ons. A PPO contracts w i t h  health care providers 
fo r  a reduced r a t e  in exchange fo r  providing PPO participants (patients covered 
by the PPO) increased benefits when they obtain services from the preferred 
provider. Thus, an incentive is created through 'a lower out of pocket payment 
by the patient t o  use the preferred provider. Due t o  the increased volume of 
business, the provider is willing t o  reduce his normal fee f i g u r i n g  tha t  the 
increased volume will offset  any loss. Indeed the preferred provider should have 
an increase in income. The PPO has  t o  market the preferred provider network t o  
various purchasers. Purchasers include employers, unions, trade associations and 
insurance companies. An employer w i t h  a group insurance plan can obtain a 
preferred provider network from the i r  insurance company or  purchase d i rec t ly  from 
an independent PPO. PPOs are usually sold in conjunction w i t h  a u t i l iza t ion  
management program. An employee i s  offered the PPO as a benefit option a t  the 
time of health benefits enrollment. Once enrol led i n  the plan he has the choice 
each time he needs t o  obtain health services t o  decide i f  he wants t o  use a 
preferred or  non-preferred provider. The decision will affect  the extent of his 
out of pocket payments. The key marketing feature of the PPO i s  t h i s  freedom t o  
choose. 

PPO providers are  reimbursed on a variety of options dependent upon the 
individual negotiations of each re1 ationship. In general the 1 arger the en t i ty  
doing the contracting the greater the amount of business they represent t o  the 
provider the more advanced the reimbursement methodology. Hospital reimbursement 
options include a simple discount off of charges, per diem ra tes  (an a l l  
inclusive amount by day), case rates  determined by treatment category, o r  DRGs. 
Physicians can be paid a t  full charges, discounts, o r  fee schedules. More mature 
arrangements include risk sharing w i t h  the providers. Risk can be shared through 
withholds or  capitation. A withhold system keeps a portion of the ra te  which i s  
paid a t  the end of a reconcil iation period based upon ut i l  ization performance. 
Wi th  capitation the provider is  paid on a per covered individual r a t e  tha t  does 
not change no matter what the level of health care u t i l i za t ion . .  I t  i s  f e l t  that  
capitation ra tes  eliminate the tendency t o  over use health services noted in fee 
fo r  servi ce systems. 

Preferred provider networks have t o  cover the en t i re  spectrum of physician 
special t ies  within a defined geographic coverage area. The number of 
participating providers i s  1 imi ted. Providers wi 11 not provide reduced ra tes  i f  
every provider is contracted. PPOs also have d i f f i c u l t i e s  i n  contracting with 
providers t o  hand1 e a1 1 services especial l y  in anesthesiology, radiology, and 
pathology. To meet the P P O t s  1 ower cost objectives, providers' practice patterns 
are evaluated for  cost effectiveness and quality. This i s  usually done by 
analyzing a large data base and creating a quality measure from publicly 
avail able information. Some approaches t o  evaluation include professional 
cer t i f ica t ions  from medical organizations, hospital length of stays, s taff ing 
levels,  and other such measures. A key part  of any PPO is t o  maintain an 
adequate data base t o  evaluate and report on the savings and success of the i r  
network, Employers want t o  know i f  t h e i r  purchase of the PPO network has been 
treneiiciai. PWs wmrt to h spre that thy have selected tiw cost effective 
providers without sacr if ic ing the qua1 i t y  of the care del ivered. 



The PPO was a response t o  the development o f  a heal th  care organization regulated 
under a separate set  o f  s ta te  regulat ions ca l l ed  the heal th  maintenance 
organizat ion (HMO). An HMO represents a merger g i  a heal th care f inancing 
mechanism and a heal th  care provider del i ve ry  systelr i n t o  the same organization. 
The HMO assembles t h e i r  provider network i n  three m a j w  fashions. The f i r s t  i s  
t o  h i r e  the physicians and a n c i l l a r y  heal th  personnel as employees and pay them 
a sa lary  ( s t a f f  model). The sa lary  i s  independent o f  the number o f  pat ients  seen 
i n  contrast  t o  fee f o r  service medicine. Another approach i s  f o r  the HMO t o  
cont ract  w i t h  several 1 arge mu1 t i p l  e speci a1 t y  group pract ices (group model ) . 
(These are physicians o f  d i f f e ren t  spec ia l t ies  who have formed a corporat ion o r  
partnership t o  de l i ve r  heal th  services.) F ina l l y ,  an HMO can contract  w i t h  a 
ser ies  o f  ind iv idua l  physicians ( Ind iv idua l  Prac t i t i oner  Model, o r  IPA) who 
choose t o  have only a p a r t  o f  t h e i r  pract ice w i t h  HMO patients. Reimbursement 
t o  physicians i n  the HMO general ly  i s  by cap i ta t ion  f o r  the primary care 
physic ian and e i t h e r  cap i t a t i on  o r  reduced fees f o r  the  speci a1 i sts. Hospi ta l  s 
can be pa id  according t o  the  same range o f  options from f u l l  charges, per cent 
discounts, case rates, DRGs t o  capi tat ion.  FA 

The key facet  t o  an HMO i s  i t s  cont ro l  o f  access t o  the heal th care providers. 
Each pa t ien t  i s  assigned a primary care gatekeeper. This gatekeeper i s  
responsible f o r  coordinat ing the care o f  the  ind iv idua l .  This means t ha t  the 
gatekeeper must approve the use o f  any spec ia l i s t  care o r  inpa t ien t  hospi ta l  
services. The pa t ien t  must be sure t o  obtain a r e f e r r a l  before rece iv ing 
services from a spec ia l i s t .  There are no costs t o  the  pa t i en t  when rece iv ing care 
through the approval o f  h t s  gatekeeper. The HMO pays nothing f o r  care not  
approved by the gatekeeper. 

It i s  t h i s  gatekeeper mechanism tha t  can reduce the  pat ient 's  access t o  care. 
HMO regula t ions address these access and q u a l i t y  o f  care concerns. HMOs are 
subject t o  provider s t a f f i n g  minimums se t  by the number o f  members covered by the 
plan, ru les  on the types o f  services t o  be provided and times t ha t  services must 

'be ava i l  able. Unl i ke the  usual heal th insurance p l  an, HMOs must cover preventive 
care v i s i t s .  Another requirement i s  the operation o f  a qua1 i ty assurance program 
t o  i d e n t i f y  and address any po ten t ia l  undertreatment o f  the pat ient .  

I n  addi t ion t o  the  services and provider review, the s ta te  insurance departments 
have oversight  over the f i nanc ia l  status o f  the  HMO. An HMO i s  more than j u s t  
a prov ider  network, it also assumes the  f i nanc ia l  r i s k  f o r  the heal th care o f  i t s  
members. Much 1 i ke an insurance company the HMO establ ishes and b i l l s  premium 
rates, pays f o r  heal th  care services, and markets t o  employers. Unl ike insurance 
companies, i t  usual ly  ra tes  i t s  products d i f f e r e n t l y  using a type o f  r a t i n g  
c a l l  ed community ra t ing.  General c l  asses o f  insured ind iv idua ls  are created and 
premi ums appl i ed i r respec t i ve  o f  empl oyers. Insurance companies usual ly  base 
t h e i r  premi ums on the experience o f  the actual  employer group (experience 
ra t ing) .  I n  another d i f fe rence  w i t h  insurance companies, claims are not  
submitted i n  the HMO environment . Arrangements f o r  b i  1 1 i ng are hand1 ed d i  r e c t l  y  
w i t h  the provider. O f  course, f o r  those services performed by providers 
reimbursed on a cap i ta ted basis there would be no invo ic ing  o f  services on a per 
u n i t  basis. I t  . i s  t h i s  l ack  o f  informat ion t h a t  has l e d  HMOs t o  have l ess  
h i o p e d  data bases and r q ~ u r t i n g  c a p a M l i t i e s  tnan tne mom sciphisticated 
insurance companies . 



As PPOs have grown i n  popu lar i ty ,  t he  HMOs have had t o  expand t h e i r  products t o  
inc lude a p lan  t h a t  incudes coverage when hea l th  care i s  received no t  a t  the  
d i r e c t i o n  o f  t h e  primary care gatekeeper. The constrained nature o f  the primary 
care r e f e r r a l  system was seen as a major drawback by a number o f  pa t ien ts  and 
employers. The a b i l  i t y  t o  e x i t  the HMO system and t o  have some coverage by the  
HMO has been a t t r a c t i v e  t o  these ind iv idua ls .  

The managed care f i e l d  i s  very dynamic. A l o t  o f  innovat ion i s  underway t o  f i n d  
the  best f inanc ing mechanism o r  prov ider  network t o  y i e l d  the most cost  e f f e c t i v e  
hea l th  care. Most experts f ee l  t h a t  i t  i s  t h i s  managed component o f  t he  
marketplace t h a t  w i l l  be growing i n  the  future.  I n  Ca l i fo rn ia ,  where managed 
care i s  t he  most advanced, some hosp i ta l s  already are seeing t he  ma jo r i t y  of 
t h e i r  revenues coming from contracts w i t h  managed care organizat ions. 

Svstem Advantaqes and Disadvantaqes 

This b r i e f  review should g ive an impression o f  the vast  ar ray  o f  opt ions 
ava i lab le  f o r  hea l th  coverage i n  the United States. It i s  t h e  key strength o f  
t h i s  system t h a t  i t  i s  the marketplace t h a t  decides what w i l l  be offered. An 
almost unl  i m i  t e d  number o f  hea l th  bene f i t s  plans can be designed. This d i v e r s i t y  
establ ishes c rea t i ve  oppor tun i t ies  f o r  hea l th  de l  i v e r y  and hea l th  f inanc ing 
options. Ind iv idua l  choice i s  c r i t i c a l  t o  t he  system. This a b i l i t y  t o  choose 
creates a unique re1 a t ionsh i  p between t he  ind iv idua l  p a t i e n t  and provider. 
Incent ives are created f o r  both the  p rov ide r  and the employer t o  d e l i v e r  hea l th  
bene f i t s  i n  accordance w i t h  the ind iv idua l ' s  wishes. 

Health f inanc ing innovations are moving away from fee. f o r  serv ice  payment 
c reat ing a number o f  i n t e res t i ng  and promising opt ions f o r  cos t  e f f e c t i v e  
de l ivery .  Approaches l i k e  DRGs, per case rates, and cap i t a t i on  demand f o r  t he  
providers t o  de l  i v e r  hea l th  care e f f i c i e n t l y  and the  most cos t  e f f ec t i ve l y .  
Concerns about t he  d r i v e  f o r  lower costs no t  compromising t h e  q u a l i t y  o f  hea l th  
care have l e d  t o  t he  development' o f  qua1 i ty  assurance systems by hea l th  care 
providers, government, and insurance companies. Some o f  these systems are 
working on t he  development o f  c l i n i c a l  outcome measures i n  an attempt t o  measure 
the hea l th  s ta tus  e f f e c t  o f  the i n t e rac t i on  w i t h  the hea l th  care system. 

Many be1 ieve t h a t  t h i s  hea l th  f inanc ing s t ruc tu re  has been responsib le f o r  
f inanc ing t he  impressive medical advances o f  the past  decades. These advances 
have l e d  t o  an impressive reduct ion i n  the leng th  o f  s tay  a t  acute care 
hosp i ta ls .  Fewer days a t  a, hosp i ta l  can reduce instances o f  hosp i ta l  obtained 
medical 
i 11 nesses. 

The disadvantages o f  the U.S. hea l th  f inanc ing system are i n  many ways re l a t ed  
t o  i t s  advantages. A l l  t he  choice may y i e l d  too  much choice. For many people 
the a b i l i t y  t o  make an informed choice i s  hampered by t h e i r  l a c k  o f  informat ion . 
o r  understanding. As wel l ,  a l l  t he  options creates a complexity i n  t he  
admin is t ra t ion o f  hea l th  bene f i t s  plans which contr ibutes t o  admin is t ra t ive  costs 
for mplojiet~ and ptwkisrn. An e m p l o y e r m d s  a t  a m i n i m  an bdmi t r i s t ra tw  who 
i s  we1 1 versed i n  the  operat ion o f  t he  hea l th  bene f i t s  plan- who i s  covered, what 
i s  covered and the admin is t ra t ive  procedures necessary t o  rece ive payment. 



Health care providers hdve t o  hire individuals t o  interact with managed care 
programs, determine patient portions of the costs, and to  work through the maze 
of paperwork needed to  obtain reimbursement from the thousands of health benefits 
plans. 

Increasing costs have also been a problem w i t h  the current system. In 1990, 
health care costs in the United States were about $2,566 per capita the highest 
i n  the world. Twelve per cent of the 1990 gross domestic national prcduct i s  
spent on health care. Health care expenditures are increasing greater than the 
inflation rate for  other services. The costs are straining the budgets of 
government (bo th  federal and state) and employers . 
There i s  currently a l o t  of concern i n  the United States with the increasing 
number of uninsured. Even those with health insurance coverage are feeling a t  
r i sk  i n  the health care system, because they do n o t  feel that they can afford the 
increasing amounts of copayments that they are expected t c  pay. Consequently, 
there i s  a growing pub1 ic  o p i n  ;on that  a reform of the health care system i s  
necessary. 

The future of health care financing in the United States i s  under intense 
scrutiny. President-elect Bill Clinton has indicated he plans t o  address the 
problem of health care cost increases i n  the f i r s t  months of his administration. 
There i s  much speculation about what will be the end result. However, any change 
i s  1 i kely t o  be incremental and built  on the perceived strengths of the current 
system. Thus, there i s  only a small chance o f  creating a national health 
insurance program. However, it i s  1 i kely that coverage will be expanded through 
federal mandates for employers to offer health insurance w i t h  certain minimum 
coverages. Insurance companies may be asked to  limit thei r  medical underwriting 
and preexi s t i ng  exclusion practices. Small employers may be offered a standard 
insurance package from pooled plans operated, by either the federal government 
or contracted f iscal  intermediaries. The unemployed wlll be able t o  purchase 
health insurance from these pools using ei ther  funds or credits from the federal 
government. Incentives t o  use managed care plans and provider networks will be 
encouraged. 


