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Health maintenance organizations (HMOs)! have demonstrated an
ability to provide comprehensive health care of satisfactory quality at a
cost significantly below that of providing similar care through the pre-
dominant “fee-for-service” system.? HMOs’ success in this regard flows
largely from their contractual undertaking with enrollees to provide
comprehensive care in return for a fixed, prepaid premium. This com-
mitment induces a level of cost-consciousness in the organization that
is not matched in the fee-for-service sector, where services are paid for
individually, in large part by health insurers or by government rather
than by patients themselves. In general, HMOs have achieved their cost
savings by departing from traditional resource utilization patterns in
medical care, de-emphasizing acute care rendered in hospitals in favor
of early treatment and ambulatory care.-Amidst growing concern about
the accessibility, quality, and rising cost of health care, the HMO con-
cept has received much attention,® including a measure of congressional
blessing in the Health Maintenance Organization Act of 1973.4
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1. See text accompanying notes 8-9 infra.

2. M. RoeMeR, R. HETHERINGTON, C. HoPkIns, A. GERsT, E. Parsons & D. Long,
HEeALTH INSURANCE EFFECTS: SERVICES, EXPENDITURES, AND ATTITUDES UNDER THREE TYPES
oF PLaNS 43-49 (1972); Donabedian, An Evaluation of Prepaid Group Practice, 6 INQUIRY
3, 16-17 (1969). But see note 30 infra, on how HMOs may be, or appear to be, a higher-
cost alternative. Although doubts are still occasionally expressed as to the substantiality
of HMOs’ actual cost savings, the desirability of HMOs does not depend solely on empiri-
cal proof that existing plans are uniformly cheaper. Existing HMOs may offer qualitative
benefits which make them a better buy at the same price. Or their cost-saving potential
may not have been fully exploited because of professional conservatism, weak competitive
pressures, poor management, or other factors. HMOs’ incentive to conserve resources,
together with evidence of their generally satisfactory performance, warrants conferring on
them a degree of freedom which they have not yet been given.

3. See, e.g., Nixon, National Health Strategy, T WEEKLY COMPILATION OF PRESIDEN-
TIAL DOCUMENTS 244 (1971) (Message to Congress, Feb, 18, 1971), reprinted as Health
Message from the President of the United States, H.R. Doc. No. 49, 92d Cong., 1st Sess.
(1971). See also HEaLTH SERVICES ADMINISTRATION, U.S. DEP'T oF HEALTH, EDUCATION &
WELFARE, SELECTED ANNOTATED BIBLIOGRAPHY ON HEALTH MAINTENANCE ORGANIZATIONS AND
Orcanizep HeautH CARE SySTEMS (1973).

4. Health Maintenance Organization Act of 1973, 42 U.S.C. §§ 300 et seq. (Supp.
10T, 1973). .
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Attractive as they seem to be in theory, HMOs have had many
problems in getting started or surviving in the marketplace.’ Now, a new
potential problem for HMOs has appeared in the form of Professional
Standards Review Organizations (PSROs), recently conceived by Con-
gress® in an attempt to stem the rising cost of federal health care pro-
grans. PSROs are representative groups of local physicians charged with
reviewing the necessity for and quality of health services provided to
federal beneficiaries in their areas. Their regulatory jurisdiction, ini-
tially limited to institutional care under federal programs, is potentially
all-encompassing, and the sanctions available to back their judgments
already seem sufficient to make a substantial impact on medical prac-
tice.

Although PSROs and HMOs will probably agree on the need to
prevent over-utilization of expensive institutional services, conflict can
be expected over what constitutes “quality,” where and how services
should be delivered, and when a comparison of costs with possible bene-
fits may justify omission of particular tests or procedures. Moreover,
PSRO standards can be expected principally to reflect the dominant
fee-for-service practice rather than patterns developed in HMOs. Fur-
ther, the PSRO statute and implementing guidelines give PSROs wide
discretion in setting and enforcing standards, thus creating a potential
for inadvertent or intentional interference with the internal affairs and
priorities of HMOs and impairment of HMOs’ efficiency and competi-
tive effectiveness.

It would be unfortunate, and a bit ironic, if HMOs and PSROs,
both giving promise of improving the functioning of the health services
industry and lowering health care costs, should prove seriously incom-
patible. This article considers the probable interactions between PSROs
and HMOs and the implications of these interactions for health policy’
and concludes that PSROs will indeed impair HMOs’ capacity to inno-
vate and control costs, thus precluding HMOs from providing a needed
stimulus for better performance by the fee-for-service sector and by
PSROs themselves. This expectation rests on concerns more fundamen-
tal than on a simple fear that PSRO doctors will actively conspire
against HMOs, although that is a possibility.

5. See generally INsTITUTE OF MEDICINE, NAT'L AcADEMY OF Sciences, HMOs: To-
wARD A Fair Marxer TEst 19-49 (1974) (policy statement); Rhein, HMOs: Threat or
Opportunity?, 16 Mep. WorLp News 53 (Jan. 27, 1974); Holly & Carlson, The Legal
Context for the Development of Health Maintenance Organizations, 24 STan. L. Rev, 644
(1972); Note, The Role of Prepaid Group Practice in Relieving the Medical Care Crisis,
84 Harv. L. Rev. 887 (1971).

6. Social Security Amendments of 1972, 42 U.S.C. §§ 1320c et seq. (Supp. III, 1973).

7. Any reevaluation of relations between PSROs and HMOs drawing upon this
article’s analysis would be timely. Regulations under the PSRO law have not yet been
issued, and the chapter on HMOs in the quasi-regulatory PSRO Manual now being used
has not yet been written. See notes 39, 48, & 53 infra.
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I. HMOs anp HeaLtH PoLicy
A. Ways of Thinking About HMOs

The term “health maintenance organization” is a new name?® for an old
concept—the provision of comprehensive health care by one organiza-
tion to a defined population for a fixed per capita price paid in advance.?
HMOs can take many forms, but all share the essential, prepayment-
induced incentive to economize by keeping subscribers healthy, curing
them quickly, and using medical resources efficiently. As used herein,
however, the term “HMO” excludes the so-called “foundations for med-
ical care,”'® as well as most plans under the HMO Act of 1973 which

8. The term was coined and popularized by Dr. Paul M. Ellwood, Jr. See P.
ELLwoop, N. ANDERsON, J. BiLungs, R. CarLsoN, E. HaaceerG & A. McCLURE, THE
HeaLtH MAINTENANCE STRATEGY (1970), reprinted in 9 MepicaL CARE 291 (1971) and 118
Cone. Rec. 32,458 (1972). First the Nixon administration and later others adopted it for
use in legislative proposals.

9. This article concentrates on HMOs which receive prepayment under the Medi-
care and Medicaid programs even though surprisingly little care now rendered by HMOs
under these programs—and therefore subject to PSRO scrutiny—is in fact prepaid. Where
HMOs serve federal beneficiaries, payment is frequently on a cost-reimbursement basis.
Although the 1972 Social Security Amendments provided for prospective payments to
qualified HMOs under the Medicare program, 42 U.S.C. § 1395mm (Supp. I, 1973); 2
CCH Mepicare & Mepicaip GUiDE 11 13,945-80, 24,483 (1974) the restrictions imposed on
HMOs participating in this way have discouraged nearly all HMOs from electing to accept
federal prepayment. See McNeil & Schlenker, HMOs, Competition, and Government, 53
MiLank MEM. Funp Q. 195, 213 (1975); Vohs, Anderson & Straus, Critical Issues in HMO
Strategy, 286 New ENG. J. MED. 1082 (1972) (a prospective assessment of the then-pending
legislation). The same legislation also permitted states to waive “statewide” and “com-
parability” requirements that had previously impeded their contracting for prepaid Medi-
caid services, 42 U.S.C. §§ 1396(a)(10), (23) (Supp. III, 1973); 2 CCH MEDICARE & MEDI-
cap Gue 14,515 (1974), and a number of states have begun to encourage HMOs to
enroll Medicaid beneficiaries for a fixed fee paid by the state. See, e.g., Hester & Sussman,
Medicaid Prepayment: Concept and Implementation, 52 MiLeank MeM. Funp Q. 415
(1974); Schneider & Stern, Health Maintenance Organizations and the Poor: Problems
and Prospects, Nw. U.L. Rev. 90 (1975).

Less than half of all HMOs now serve federal beneficiaries. HEALTH SERVICES
InrorMATION 3 (InterStudy, Oct. 21, 1974). Only very recently, however, have such benefi-
ciaries constituted a notable proportion of HMOs’ membership. They now average about
15 percent of HMO enrollment, but half of these individuals are concentrated in eight
plans which do not meet all the criteria of being an HMO. R. WETHERVILLE & J. NORDBY,
A Census or HMOs 8-9 (InterStudy, April, 1975). Moreover, it is not clear that all such
care is in fact prepaid. McNeil & Schlenker, supra.

HMOs which are not prepaid for federal purposes will not face exactly the same
potential conflicts with PSROs that prepaid HMOs can expect. Our concentration on the
problems of prepaid HMOs reflects our belief that the other form of paying an HMO is
anomalous and that only prepaid HMOs face the necessity and have the efficiency incen-
tives to allocate medical resources which are central to HMOs’ claims of superiority over
fee-for-service care. In addition, we look ahead to national health insurance, under which
HMOs will almost certainly be prepaid for all services.

10. “FMCs” are medical-society-sponsored plans designed to control utilization and
costs more effectively than have Blue Shield plans, which they otherwise resemble. See
C. StenwaLb, AN INTRODUCTION TO FounDATIONS FOR MEDICAL CARE (1971); Egdahl,
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provide services through “individual practice associations,”" on the
ground that those prepayment plans which are sponsored by local medi-
cal societies have substantially different implications from plans which
are independently organized.’?

Many observers believe that HMOs, if allowed to become an alter-
native available to most Americans, would contribute materially to the
solution of the health care system’s problems.”® Supporters of the con-

Foundations for Medical Care, 288 N. Enc. J. Mep. 491 (1973); Havighurst, Health Main-
tenance Organizations and the Market for Health Services, 35 Law & CoNTEMP. PROB. 716,
769-77 (1970); Sasuly & Hopkins, A Medical Society-Sponsored Comprehensive Medical
Care Plan, 5 Mep. CARE 234 (1967). Some FMCs are legally committed to provide care on
a prepaid basis and accept a real financial risk, not confining themselves simply to review-
ing claims for health insurers. These FMCs share the HMO’s incentive to economize and,
indeed, have been called “HMOs without walls.” Moreover, they can qualify as HMOs
(providing services through an “individual practice association”) under the HMO Act of
1973. 42 U.S.C.A. § 300e-1(5) (Supp. 1974).

Risk-bearing FMCs differ from HMOs in important respects, however. They are
loosely organized and are therefore unlikely to achieve the advantages of the HMO model
which flow from integration of services. Moreover, they may also differ fundamentally
from HMOs in the strength of their incentive to control costs. Whereas HMOs are com-
pelled to keep their enrollment fees competitive with health insurance premiums covering
fee-for-service care, the local doctors sponsoring the FMC participate in fee-for-service
practice generally and treat patients who are not FMC-plan members. They therefore may
have no substantial stake in keeping premiums low to insure the FMC’s success or growth
at the expense of other insurance plans. Such a stake would arise only (1) if local doctors
faced actual or potential competition from independent HMOs, which in turn would
stimulate them to take collective action to keep down the cost of health insurance, or (2)
if the FMC served, perhaps as a token of the profession’s good faith, to forestall govern-
mental efforts to deal with cost problems.

Far from resembling an HMO, the FMC which is primarily engaged in reviewing
claims and which faces neither financial risk nor competitive challenge closely resembles
a PSRO. Indeed, PSROs were modeled after FMCs. See, e.g., 116 Cong. REc. 29,603 (1970)
(remarks of Senator Bennett). One important difference between such FMCs and PSROs
is that PSROs’ statutory power to regulate HMOs reduces the chances that HMOs will
supply the kind of competitive stimulus to PSROs’ effective cost and quality control which
HMOs have on occasion given to FMCs. See Havighurst, Speculations on the Market’s
Future in Health Care, in REGULATING HEALTH FaciLiTiEs CONSTRUCTION 249, 257-63 (C.
Havighurst ed. 1974); Sasuly & Hopkins, supra.

11. 42 U.S.C.A. § 300e-1(5) (Supp. 1974); 42 C.F.R. § 110.101() (1974). “IPAs” are
loosely organized physician organizations which pay doctors on a fee-for-service basis
while imposing some controls on utilization and claims. Although foundations for medical
care are the prototypical IPA-type plans, IPAs could be operated independently of local
medical societies, perhaps by a health insurer. See note 10 supra.

12. The principal difference is their significantly weaker efficiency incentives, espe-
cially where, as is common, a medical society sponsored FMC or IPA has enrolled nearly
all doctors in a region and there are no independent HMOs. See note 10 supra. Such
groups cannot be expected to be or long remain innovative and cost-reducing; indeed, one
may expect them to be quite conservative in serving the interests of fee-for-service medi-
cine.

13. See, S. Rep. No. 93-129, 93d Cong., 1st Sess. (1973); Hearings on S. 3, S. 191,
S. 836, S. 987, S. 1376, S. 1490, S. 1598, & S. 1623 Before the Senate Comm. on Finance,
92d Cong., 1st Sess., 229-50 (April 26-28, 1971) (testimony of H.F. Newman); P. ELLwoob,
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cept admire HMOs for their ability to provide a locus of responsibility
for the subscriber’s health, an accessible point of entry into the system,
comprehensive coverage of a wide range of health needs, and a setting
potentially conducive to good-quality care," as well as for their cost-
conscious emphasis on preventive care, patient education, early detec-
tion of disease, and appropriate use of paramedical personnel. Such
HMO virtues result not only from the efficiency incentives of a fixed
budget, but also from organizing the delivery of care so as to integrate
disparate types of facilities, personnel, and services and to achieve avail-
able economies of scale.

Although HMOs’ qualitative and economic virtues are supported
by the experience of a number of prototypical HMOs,* proponents have
been accused of overselling the concept. In particular, they are said to
exaggerate both the availability of economies of scale in the rendering
of personal services'® and the value of most preventive care!” and screen-
ing," while underestimating both the possibility of diseconomies (in-

supra note 8; INsTITUTE OF MEDICINE, HMOS, supra note 5; W. Roy, THE Prorosep HEALTH
MAINTENANCE ACT OF 1972 (1972); Havighurst, HMOs, supra note 10; MacLeod & Prussin,
The Continuing Evolution of Health Maintenance Organizations, 288 N. ENg. J. MED. 439
(1973); Saward & Greenlick, Health Policy and the HMO, 50 MiLBank MEM. Funp Q. 147
(1972). -

14. InsTITUTE OF MEDICINE, HMOs, supra note 5, at 52. In summarizing some of
HMOs' “positive implications . . . for the quality of care,” the Institute of Medicine has

noted:
The grouping of physicians in an HMO setting provides both the environment

and the incentives for effective peer review and continuing education, formal and
informal. Close relationships and mutual advantage also encourage appropriate
consultations and referrals, and opportunities for specialization within an inte-
grated organization can increase quality assurance. Technical efficiencies are avail-
able in the maintenance of medical records, the prescription and dispensing of
drugs, and the use of personnel and equipment, and should contribute to quality
as well as economy. The economic incentives to practice preventive medicine also
point toward potential improvement in the health of the enrollee population. In
view of these considerations and actual performance of some existing HMOs, there
is reason to expect that HMOs will give care of good quality.
Id. See also note 32 infra.

15. See, e.g., M. ROEMER, supra note 2; Donabedian, supra note 2, at 4-24; Roemer
& Shonick, HMO Performance: The Recent Evidence, 51 MiLBank MeM. Funp Q. 271
(1973); The Role of Prepaid Group Practice, supra note 5, at 921-33.

16. E.g., Bailey, Economies of Scale in Medical Practice, in EMPIRICAL STUDIES IN
HeavrtH EcoNomics: PROCEEDINGS OF THE SECOND CONFERENCE ON THE EcoNoMIcs OF HEALTH
255 (H. Klarman ed. 1972).

17. See Group Health Association of America, Proceedings of 23d Annual Group
Health Institute 53-64 (1973) (remarks of Drs. Smillie, Nesson, Gardner, Peterson, Packer,
and Shapiro); The Role of Prepaid Group Practice, supra note 5, at 898.

18. See NUFFIELD ProvINCIAL HosPITALS TRUST, SCREENING IN MEDICAL CARE: REVIEW-
ING THE EvIDENCE (1968); Wilson, Principles of Screening for Disease & Pole, The Cost-
effectiveness of Screening, in Current Status and Value of Laboratory Screening Tests
[abridged], 64 ProceEpiNGs RovaL Soc’y MEep. 1255-57 (1971); Hearings, supra note 13,
at 240-41.
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cluding increased depersonalization®®) and the danger of undue commer-
cialization and profiteering leading to overeconomizing at the expense
of patients’ health.®? In general, however, there is wide agreement that,
although HMOs are not a panacea, they are an important and salutary
development, if only because of their ability to curb expensive hospital
utilization.”

HMO supporters fall into two camps. The first, typified by propo-
nents of the HMO Act of 1973, value HMOs as a model health care
system, providing a large population with comprehensive services of
good quality and plowing savings from efficiency in resource use back
into improved accessibility, better care, and more extensive services.?
Under this view, heavy subsidies are deemed appropriate to help create
such large, multi-service HMOs. The HMO Act makes such subsidies
available, but only for HMOs meeting very substantial requirements
and restrictions designed to foster those aspects of HMOs thought to be
desirable and to minimize potential bad aspects.”? To those who hold
this view, the HMO model is promising as a way of improving the
quality of care and getting more health care to people, particularly those

19. See, e.g., Halberstam, Liberal Thought, Radical Theory and Medical Practice,
284 N. Enc. J. MED. 1180 (1971).

20. See, e.g., H. ScuwaRrTz, THE CASE FOR AMERICAN MEDICINE 177 (1972) (noting an
HMO’s “strong economic interest in having its seriously ill patients die quickly and
inexpensively. Death is the ultimate economy.”). But see Havighurst, HMOs, supra note
10, at 748-59. Medi-Cal, California’s Medicaid program, which has experimented with
HMO care, has been severely criticized for allowing profiteering and inadequate care. See
generally COMPTROLLER GENERAL OF THE UNITED STATES, BETTER CONTROLS NEEDED FOR
Heavtd MAINTENANCE ORGANIZATIONS IN CALIFORNIA (1974); Hester & Sussman, supra note
9; Schneider & Stern, supra note 9, at 126.

21. Earlier studies showing HMOs’ large savings in hospital utilization, have re-
cently been confirmed. E.g., Donabedian, supra note 2; RiEDEL, FEDERAL EMPLOYEES
Heautn Benerirs PrograM: UriLizaTioN Stupy 18-30 (HEW Pub. No. (HRA) 75-3125,
1975); M. ROEMER, supra note 2. The other supposed HMO advantages, such as greater
preventive services, remain debatable, and some commentators contend that lower hospi-
tal use alone is not sufficiently important to justify embracing all-out federal promotion
of HMOs. E.g., Brook, Critical Issues in the Assessment of Quality of Care and Their
Relationship to HMOs, 48 J. Mep. Epuc. 114 (1973). In general, however, it is difficult to
deny the value of HMOs’ cost-control incentives and reductions in hospitalization, so long
as undue sacrifices of quality can be avoided, and experience does not suggest that HMOs
consistently deliver lower quality care than fee-for-service providers. See notes 14 supra
& 32 infra.

22. See, e.g., American Public Health Association, Health Maintenance
Organizations, 61 AM. Pu. HeaLTh 2528 (1971).

23. 42 U.S.C.A. § 300e (Supp. 1974). For critiques of the Act’s requirements see
Hearings on Competition in the Health Services Market Before the Subcomm. on Anti-
trust and Monopoly of the Senate Comm. on the Judiciary, 93d Cong., 2d Sess., pt. 2, at
1036 (1974) (testimony of C. Havighurst); INSTITUTE OF MEDICINE, supra note 5; Dorsey,
The Health Maintenance Organization Act of 1973 (P.L. 93-222) and Prepaid Group
Practice Plans, 13 MEep. Care 1 (1975); Iglehart, Heralded HMO Programs Beset By
Unexpected Problems, 6 NAT'L J. REP. 1826 (1974); McNeil & Schlenker, supra note 9, at
213-20; Starr, The New Medicine: An Experiment Designed to Fail, THE NEw REp. 15
(1975); Note, The Health Maintenance Act of 1973, 27 Vanp. L. Rev. 1043 (1974).
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whose health needs have not been well served. Government support for
HMOs is also embraced as a means of restructuring the health care
delivery system along more rational lines. It is fair to say that, for this
group of observers, the challenges of improving quality and meeting
previously neglected health needs are paramount, and the problem of
containing the total volume of health services and their cost to the
nation is a secondary concern.

The other camp of HMO supporters is almost certainly a minority.
These observers? respond to all of the positive quality and access bene-
fits of the HMO, but see its cardinal virtue in its cost-consciousness and
its consequent potential for restoring effective price, as well as quality
competition, in the market for health services. They view such competi-
tion as supplying a needed brake on the health care system’s capacity
to consume, without considered justification, an ever-increasing share
of the nation’s resources.” They anticipate that fee-for-service provi-
ders, facing the active price competition which could be supplied by
HMOs, would be induced to keep health insurance premiums competi-
tive by curtailing overutilization of resources, perhaps through PSROs
or PSRO-like mechanisms.? Supporters of HMOs as a new competitive
force do not seek to obtain subsidies for them so much as freedom of
entry and a “fair market test,”” from which might emerge a mixed
system of fee-for-service providers and HMOs of many kinds, some em-
phasizing comprehensiveness and high quality and others offering some-
what lower quality, but adequate, care at less cost. Even imperfect
market competition among delivery systems is seen as the best available
way to steer a safe course between the Scylla of unnecessary care, overu-
tilization, and extravagance, which too often characterize fee-for-service
medicine, and the Charybdis of inadequate care, which might occur in
an excessively cost-conscious HMO. Holders of this view are simultane-
ously dubious that governmental or professionally imposed controls can
approach a proper balance between the cost and the value of health
services consumed by Americans.?

24. See, e.g., P. ELLwoOD, supra note 8; INstiTutE oF MEDICINE, HMOs, supre note
5; Havighurst, HMOs, supra note 10; McNeil & Schlenker, supra note 9; National Health
Insurance and the Cost of Medical Care (May 13, 1975) (address by Alain C. Entoven to
the Detroit Academy of Medicine).

25. See generally Havighurst & Blumstein, Coping with Quality/Cost Trade-offs in
Medical Care: The Role of PSROs, 70 Nw. U.L. Rev. 6 (1975). In fiscal 1974, health care
claimed 7.7 percent of the gross national product; in 1950, 4.6 percent; and in 1929, only
3.6 percent. Worthington, National Health Expenditures, 1929-74, 38 Soc. SEc. BuLL. 3,
5 (1975).

26. See note 10 supra for an explanation of how FMCs, for example, have been
employed by fee-for-service physicians for this purpose. See also Havighurst,
Speculations, supra note 10, at 257-63.

27. See, e.g., INsTITuTE OF MEDICINE, HMOs, supra note 5.

28. E.g., Ellwood, Models for Organizing Health Services and Implications of Legis-
lative Proposals, 50 MitBank MeM. Funp Q. 73 (1972); Havighurst, Regulating Health
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