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HMO Act of 1973

Background

Rationale. This Act was part of a major Nixon administration cost containment
initiative. The Act was intended to be pro-competitive, pre-empting, for example, all state
laws or regulations that posed a barrier to HMO formation (even if there was no direct
conflict with the federal regulations).’

Statutory Authority. This act (which established Title XIII of the Public Health
Service Act), along with subsequent amendments in 1976, 1978 and 1981 and
implementing regulations at 42 CFR Part 110, established a number of conditions for
becoming a federally qualified HMO.

Key Elements. Conditions for becoming federally qualified include a minimum
benefits package, open enrollment and community rating. Some of the most costly
restrictions were later removed. Likewise, for selected employers (with more than 25
employees subject to federal minimum wage requirements), the original Act mandated
that those offering health benefits must offer an HMO option if a federally qualified
HMO in the local area requested it, but this provision was eliminated by 1995
(Havighurst, Blumstein and Brennan and 1998).

Theoretical Impact

Costs. In the aftermath of its passage, there were strong criticisms leveled at this Act
on grounds that the conditions required for federal qualification imposed costs on HMOs
that made them less competitive in the market (Mitka 1998).

Benefits. In theory, the Act was intended to reduce costs by eliminating other
regulatory barriers that inhibit HMO development and encouraging the proliferation of
what was viewed as a more cost-effective delivery system.

Empirical Evidence

Indirect Costs: Stringent Requirements Led to Few HMOs. One expert, Alan
Hillman, claims that “the HMO Act of 1973 didn’t have much impact—there were fairly
constraining requirements placed on them at that time and not many new ones came on
line. The HMOs didn’t start to take off until the early 1980s, when the constraints on
them were lifted” (Mitka 1998: 2059).

o Compliance Costs: Health Care Expenditures. In a study using data from all
operational non-Medicaid HMOs in the US between 1985 and 1993, the results
found that being a federally qualified HMO was associated with 6.6% higher
premiums. However, the study also found that federally qualified IPAs were
associated with 6.5% lower premiums. (Feldman, Wholey and Christianson
1996). However, another nationwide study of HMOs from 1990-1995 showed

! Full details of the Act are provided by Uyehara and Thomas (1975).



that, after controlling for a large number of plan characteristics, area
characteristics and regulatory factors, there was no significant difference in the
premiums for Federally qualified HMOs compared to others; such HMOs
constituted just over half of their sample (Feldman, Wholey and Christianson
1998).

Indirect Costs: Plan Proliferation. A study of HMO formation over the period
1977-1991 found that the requirement that employers offer an HMO was not a
significant determinant of HMO formation (Wholey, Christianson and Sanchez
1992).

Indirect Costs: Plan Survival. A study of all 81 HMO mergers that occurred in
the US between 1985 and 1992 found that being federally qualified was an
important organizational characteristic. Results showed that merged-into HMOs
were more likely to be federally qualified. In addition, federally qualified HMOs
are less likely to fail. However, mergers are not necessarily welfare enhancing
since there is some evidence that premiums rise when the number of competitors
in a market area falls (Feldman, Wholey and Christianson 1995).

Net Assessment

We have calculated the regulatory costs in the following fashion (minimum and
maximum parameter estimates are shown in parentheses: full details of methods and
sources are in Table E-1).

Government Regulatory Costs. We include no estimate of federal spending to
administer this Act.

Compliance Costs: Health Care Expenditures. In the context of the explosive
growth in managed care over the past decade, most of the evidence shows there is
no particular advantage to being federally qualified. Thus, even though the Act
remains in force, we conclude that currently it imposes no regulatory burden on
the health care system. However, as an upper bound, we use the Feldman,
Wholey, and Christianson (1996) results showing a 6.6 percent increase on
group/staff premiums and a 6.5 percent reduction for IPAs; we multiply these
times gross estimated HMO premiums of each type based on Interstudy survey
data showing that 40.3 percent are enrolled in IPA model plans. In the case of
premium increases, we assume these represent additional services of some value
to patients. But because it is free care to them, patients do not value it at its cost,
so we adjust the figure downward using RAND Health Insurance Experiment
estimates of the amount of “waste” involved in providing patients with free care
as a basis for this adjustment, i.e., 31%. Since this value is an average, it probably
understates the amount of waste at the margin. Therefore, for our upper bound
calculation, we assume the marginal amount of waste is double the RAND-
measured amount.

Indirect Costs: Plan Proliferation and Survival. We saw no obvious way to
translate the proliferation and plan survival findings into a monetized measure of
costs or benefits, so these effects have been excluded.

Social Welfare Losses: Efficiency Losses from Regulatory Costs. All industry
compliance costs, including additional uncompensated care induced by pools are
presumed to be roughly equivalent to an excise tax, i.e., raising prices and



reducing demand/output correspondingly. We therefore multiply these costs times
the marginal excess burden associated with output taxes, using 21% (15%, 28%)
as the expected value of MEB (see Table B-1 for details of how MEB is
calculated).

The overall expected cost of this Act in 2002 is $0 million (0, 8,330) while the
expected benefits are $0 million (0, 8,037).

Acronyms
HMO Health Maintenance Organization
IPA

References

Feldman, Roger, Douglas Wholey, and Jon Christianson. 1995. A Descriptive Economic Analysis of HMO
Mergers and Failures, 1985-1992. Med Care Res Rev 52, no. 2: 279-304.

Feldman, Roger, Douglas Wholey, and Jon Christianson. 1996. Effect of mergers on health maintenance
organization premiums. 171-89.

Feldman, Roger., Douglas. Wholey, and Jon. Christianson. 1998. Do Medicare HMOs cost shift? Inquiry
35:315-31.

Havighurst, Clark C., James F. Blumstein, and Troyen A. Brennan. 1998. Health care law and policy:
readings, notes and questions. New York, NY: Foundation Press.

Mitka, Mike. 1998. A quarter century of health maintenance. Journal of the American Medical Association
280, no. 24: 2059-66.

Uyehara, Esther, and Margaret Thomas. 1975. Health Maintenance Organization and the HMO Act of
1973. The Rand Corporation, Santa Monica, CA.

Wholey, Douglas R., Jon B. Christianson, and Susan M. Sanchez. 1992. Organization Size and Failure
among Health Maintenance Organizations. American Sociological Review 57, no. 6: 829-42.




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


