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This paper examines the potential role o f prepayment in the publicly financed de­
livery of health care to the poor under the Medicaid program. After briefly, review­
ing the theoretical advantages o f prepayment fo r each o f the principal partici­
pants: provider, funder, and user, the major implementation issues fa ced  over the 
long term in actually realizing those advantages are discussed. The implementa­
tion issues are drawn from the experience gained in negotiations fo r conversion o f  
the Martin Luther King, Jr ., Neighborhood Health Center (M LK ) in N ew  York 
City to prepaym ent fo r its M edicaid population, supplemented by the results o f the 
two large-scale Medicaid prepayment programs now in operation in N ew  York Ci­
ty and California. The principal issues include (I) enrollment growth and rate of 
turnover, (2) underutilization of services, (3) out-of-plan use of services, (4) re­
gulations o f the quality o f care, and (5) failure o f the prepayment economic incen­
tive. Two basic approaches to dealing with these issues are presented: a strong 
contractual agreement between the public agency and provider, and regular 
evaluation o f the program. The major features of the Medicaid prepayment con­
tract recently negotiated with M L K  which attempts to ease these problems are re­
viewed in detail.

Prepayment of medical care has been strongly advocated as an ef­
fective approach to controlling the spiraling costs of health care. 
While prepayment can have beneficial impacts on quality of care as 
well, its dominant selling point has been the creation of a cost- 
control mechanism which relies on the “ hidden hand” of economic 
incentives within the health delivery system, instead of an ex­
ternally imposed regulation. The use of prepaid financing for this 
purpose in the Medicaid program is no longer a new concept. As of 
the end of 1973, New York City had had seven years of experience 
with prepayment of a limited benefit package in a contract with the 
Health Insurance Plan of Greater New York (Health Insurance 
Plan of Greater New York, 1972). Nationally, over 280,000 
Medicaid-eligible people had been enrolled in prepaid plans in 12
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states (Department of Health, Education, and Welfare [HEW], 
1971; 1972a) with California alone having over 200,000 enrollees in 
50 plans (California Department of Health Services, 1974).

Limited information on the utilization experience and costs of 
Medicaid prepayment programs have begun to appear (Shapiro et 
al., 1967; Greenlick et al., 1972; Gaus et al., 1972). However, as 
will be seen, all of this experience comes from special pilot or de­
monstration programs which have important differences from full- 
scale operations. Also, the experience published so far concen­
trates on the results of the demonstrations and gives little insight in­
to the issues involved in establishing and operating the program 
successfully (Valiante, 1971; Colombo et al., 1969). What informa­
tion is currently available from the large-scale California and New 
York programs, and what light can these results shed on the im­
plementation of Medicaid prepayment on a significant scale? All of 
the attempts to establish Medicaid prepayment have encountered 
the familiar delays and multiple barriers associated with the red 
tape of public agencies. The questions which this paper tries to 
answer are, first, do implementation issues exist which cut across 
the particular idiosyncrasies of individual bureaucracies and are 
generic to the operation of large-scale Medicaid prepayment pro­
grams? Second, if such issues exist, what tools are available to deal 
with them, and, in particular, what is the role of the contract 
between the public agency and the provider?

The central theme of this paper is simple. Medicaid prepay­
ment functions differently in many important ways from privately 
financed prepayment. The issues faced by the city of New York 
and an existing neighborhood health center in converting to 
Medicaid prepayment are developed in the section “ Medicaid 
Prepayment: Implementation Issues” of this paper. The more im­
portant differences include the following:

1. Enrollment and Turnover o f Members. Establishing, then 
maintaining an enrolled population is much more difficult for a 
combination of reasons. The Medicaid enrollee has no fiscal incen­
tive to enroll because he pays no out-of-pocket costs; most of the 
providers offering the prepaid option will continue to provide care 
on a fee-for-service basis, so enrollment does not usually provide 
access to a better delivery system, etc. The problems in attracting 
new members are even more acute considering the high turnover in 
enrollment experienced by the large-scale programs. This turnover
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is probably the greatest single threat to the concept of Medicaid 
prepayment. The attrition of members, often due to changes in 
eligibility that have nothing to do with the plan’s performance, not 
only creates a greater demand for new enrollment, but more im­
portantly makes it difficult if not impossible to educate enrollees on 
how to use the Health Plan and to provide continuity of treatment.

2. Controls on Quality of Care. The traditional quality con­
trols in a prepaid group practice are much weaker for a Medicaid 
population. The public sector consequently bears a greater 
responsibility for regulating quality of care, yet there is real ques­
tion about its ability to do so. None of the agencies responsible for 
Medicaid are capable today of monitoring to an adequate degee the 
quality of care delivered by a large-scale, multi-group, and geo­
graphically dispersed prepayment program.

3. Fiscal Incentive. The fiscal incentives which are supposed 
to spur the prepaid plan to better performance have yet to be effec­
tively established in the public sector on a large-scale basis. The 
capitation rate which provides the target for the management of 
Medicaid prepayment plans to reach is being set in ways which 
leave them with questionable, if any, incentives. In addition, the 
termination clauses in the contract need to be modified to place the 
plan at greater risk.

The basic tool available to deal with these problems is the 
Medicaid prepayment contract entered into by the provider and the 
various agencies responsible for the Medicaid program. In the re­
view of its Medicaid prepayment program, New York City has at­
tempted to face explicitly the more important implementation is­
sues by requiring a detailed contract supported by the necessary 
fiscal and quality of care monitoring. The contract, which as of July 
1974 was still under review by the state, is the focus of the section 
“Dealing with Implementation Issues: The Medicaid Prepayment 
Contract.” The contract incorporates explicit performance stan­
dards for the delivery of care, spells out how those standards are to 
be monitored both by the plan and by the city, and provides the 
sanctions for enforcing them. The fiscal incentives provided in the 
contract protect the plan from risk of loss in the first year of opera­
tion, but are intended to be revised after one year’s experience. 
The problem of turnover due to eligibility changes is reduced, but 
not eliminated, by a guarantee of six months' enrollment.

The implementation issues discussed in this paper highlight 
two common misconceptions about Medicaid prepayment. First,
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the impression that Medicaid prepayment is self-regulating is simp­
ly not supported by either theory or experience. It is often assumed 
that once a prepaid plan is established it can be essentially left to 
itself, that the contracting agency has only minimal responsibilities 
for monitoring the operation of the program. This assumption is not 
only false, it is dangerous. Prepayment does not eliminate the 
potential for abuse, it simply changes the form. Thf now familiar 
specter of overutilization in the fee-for-service program is replaced 
by the potential for underutilization and exclusion from needed 
care. Even setting aside the issue of deliberate abuse, the suc­
cessful operation of prepayment depends upon key changes in the 
attitudes of the enrollees which have been difficult to promote in a 
well-educated middle-income population. The problems in reach­
ing the medically indigent are even greater. Unless the need for re­
gulation of both finances and quality of care is explicitly re­
cognized, the prospects for successful introduction of Medicaid 
prepayment are remote.

Second, much of the published research on the results of 
Medicaid prepayment is of limited utility to large-scale operations. 
The vast majority of Medicaid prepayment contracts and all of the 
formal evaluations to date have been for small-scale programs. Ex­
cept for California and New York City, the contracts have been de­
monstration programs involving one health center and a few 
thousand Medicaid enrollees. The special concessions made in set­
ting up the demonstrations, e.g., guaranteed eligibility of all 
enrolled for the duration of the project, and the problems which 
only appear when the problem reaches a certain scale, make these 
demonstrations of very limited use in anticipating the implementa­
tion problems in state-wide or city-wide operations.

The observations presented here are tentative, and by no 
means definitive. They will certainly evolve with the anticipated 
improved evaluation of existing programs, the expansion into a 
wider variety of settings, and tighter administration by local agen­
cies. On the basis of experience to date, properly monitored pre­
payment plans do offer the potential of improved health services to 
the medically indigent at lower cost. However, whether or not they 
will continue to offer significant cost savings, particularly in the 
face of tighter administration of fee-for-service hospital use 
through utilization review, remains to be seen.
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Medicaid Prepayment: Implementation Issues

The essential characteristics of Medicaid prepayment are:

1. A comprehensive benefit plan, including inpatient and out­
patient care

2. Prepayment of costs on a per capita basis
3. An enrolled population which agrees to obtain its medical 

care directly from, or under the supervision of, the prepaid health 
plan’s doctors

Comparing this list to the typical neighborhood health center 
(NHC),the only ingredient missing is prepayment of costs to pro­
vide the desired financial incentives. The NHC already exists with 
the facilities and staff needed to deliver comprehensive services 
and the registered population to receive them. This greatly eases 
most of the start-up problems and provides an ideal site for testing 
prepayment with an indigent population (Borsody, 1972).

Because of the existence of several well-established NHCs in 
New York City, efforts on creating Medicaid prepayment focused 
on the possibility of converting the Medicaid financing of one of 
them from fee-for-service to prepaid capitation. After several 
months of exploring the feasibility at a number of centers, the work 
soon concentrated on the Martin Luther King, Jr., NHC (MLK) in 
the South Bronx.

The Medicaid contract referred to repeatedly in this paper is 
the agreement drawn up between New York City and MLK. The 
contract was designed as a model to be used in the future both for 
further conversions of existing centers, and for the development of 
new plans. The review of previous experience with Medicaid pre­
payment together with the extensive negotiations with the 
representatives of MLK that went into the creation of a sound 
model contract provided the foundations for this paper. However, 
as was stressed in the introduction, the discussion which follows 
has set aside the problems peculiar to New York City and MLK 
and centers on issues generic to large-scale Medicaid prepayment 
in any urban setting.

Theoretica l A dvan tages o f  M edicaid P repaym ent
The advantages offered by conversion to prepayment are quite dif-
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ferent when viewed from the perspectives of the various primary 
actors involved. Yet, the full cooperation of all four of them—the 
providers, the consumers, the health plan, and the local agency— 
are required to make prepayment work. The providers, e.g., the 
medical group, hospital, etc., are not necessarily affected one way 
or the other and can play a neutral role. They can continue to be 
paid in the same way as before, although tighter standards and 
various incentives plans may be established by the plan to improve 
over-all performance.

In contrast, the consumers, particularly the current registrants 
of the center, are in a position of having to sacrifice something 
which may be quite important to them for very limited gains. 
Formally enrolling in a prepayment plan means giving up the 
freedom they now have of using Medicaid providers other than the 
Neighborhood Health Center when necessary or convenient. In re­
turn they receive no improvement in benefits, although schemes to 
give enrollees first priority in certain services are being considered. 
New registrants at the center will have the added inducement of re­
ceiving improved continuity of care through the center; however, it 
is not certain whether all new registrants can be required to 
become prepaid.

For the health plan, prepayment offers simplified administra­
tion because of the elimination of individual Medicaid claims, and 
the prospect of a regular, stabilized cash flow. Potentially, the ex­
perience gained with the Medicaid program would place it in a 
favorable position for the new HMO funding when and if that 
becomes available. However, prepayment definitely does notease 
the funding squeeze created by the gradual cutbacks in funding of 
federal grants. Medicaid prepayment may offer slightly greater 
funds than Medicaid fee-for-service billing because of the elimina­
tion of disallowed claims and the potential for a modest incentive 
surplus. However, conversion to prepayment is essentially one 
funding source being substituted for another, not supplementing it. 
The issue of how to finance the care of the medically indigent who 
do not meet Medicaid eligibility requirements will have to be re­
solved in some other fashion. It will not be solved by Medicaid pre­
payment.

For the city, prepayment appears on the surface to offer 
nothing but positive effects. In theory, it should sharply reduce ad­
ministrative loads by eliminating the processing and review of in­
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dividual claims. However, the problem of out-of-plan use and 
monitoring of services already mentioned may just substitute a dif­
ferent type of need. The city also finds attractive the promise of 
more accurately targeted and more continuous medical care.

Granted that these effects are important, the major appeal 
from the city’s perspective is the prospect for significant cost sav­
ing. Table 1 gives a detailed breakdown of the comparison between 
how Medicaid funds for the Aid to Dependent Children category 
were spent under fee-for-service, versus how they would be al­
located under prepayment. As expected, the improved ambulatory 
care results in a total increase in per capita outpatient costs from 
$147 under fee-for-service to $205 under prepayment. However, 
this is more than offset by the reduction in inpatient care, yielding a 
net annual saving of $46, per enrollee even without compensating 
for two years of inflation.

Long-Term  Im plem enta tion  Issues

The implementation issues encountered in trying to realize the im­
provements just described can be divided into two classes: initial 
start-up and longer-term operations. Start-up problems for 
conversion to Medicaid prepayment are much smaller than for the 
typical full-scale development of a new organization from scratch, 
since there is the obvious advantage of having a facility, staff, and 
cash flow from the fee-for-service operations. However, the in­
evitable problems in changing a system from one structure to 
another still exist. They include legal obstacles, initial capital fund­
ing, initial enrollment, estimation of the capitation rate, etc.

Numerous technical assistance volumes (Department of 
Health, Education, and Welfare, 1972b) and articles (Valiente, 
1971; Greenberg and Rodberg, 1971) have already been published 
detailing the steps involved in HMO development, so these pro­
blems will not be elaborated here.

However, when a Medicaid prepayment program becomes 
operational and enrolls its initial population, its trials are begin­
ning, not ending. The center must successfully induce its members 
to use the services available. It must maintain its enrollment in the 
face of a geographically mobile population with ever changing 
eligibility for benefits. Finally, it must successfully manage the
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TABLE 1
Comparison of Medicaid Expenditures: 

Prepaid vs. Fee-for-Service

1972
Fee-for-Service 

M edicaid Program  
$ %

1974 Prepaid 
M edicaid Plan 
$ %

Benefits in Prepayment Package

Outpatient and physician care
Physicians 69a 16.9 72 19.9
Optical 5 1.2 8 2.2
Lab and X-ray 16 3.9 16 4.4
Drugs 24 5.9 12 3.3
Administration15 28 6.8 70 19.3
Otherc 5 1.2 12 3.3

Total outpatient 147 35.7 205 56.5

Inpatient care 187 45.7 110 30.3

Unaccounted fee-for-serviced 27 6.6 - -

Total cost: Benefits in prepaid package 361 88.3 315 86.8

Exclusions from Prepayment6

Dental 16 3.9 16 3.9
Hospitalizationf 30 7.3 30 7.3
Appliances _ 2 • 2

Total exclusions 48 11.7 48 11.7

Total cost: All benefits 409 100 363 100

a Includes $6 .5 4  fo r  p o d ia tr is t, $0 .8 2 fo r visiting nurse, and $6.34 for other
personnel.

k T he figure fo r  Fee-for-Service A d m in is tra tio n  is on ly  OPD overhead and cannot 
be com pared  to  overhead  in th e  p rep ay m en t plan .

c Includes tra n sp o rta tio n , em ergency  care, ou t-o f-area  care, research and evalua­
tio n , e tc .

d O nly 93.4%  o f  all ex p en d itu re s  w ere a cco u n ted  fo r on th e  D ep artm en t o f  Social 
Services re im b u rsem en t fo rm s.

e T he cost o f  ex c lu d ed  b en efits  are assum ed to  be th e  sam e under b o th  programs. 
T he m ix o f  costs will change, b u t th e  to ta l  sh o u ld  rem ain  co n stan t.
f

E xclusions fo r  h o sp ita liza tio n  in p rep aid  p lan  include  a lcoholism , drug addic­
tio n , tubercu lo s is , congenital d e fec ts , and  ch ro n ic  psy ch ia tric  d isorders.
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volume and quality of medical care delivered. The local agency, on 
its part, must monitor the performance of the plan and be prepared 
to periodically renegotiate the capitation rate. In areas with readily 
accessible public hospital systems, it must eliminate the use of out- 
of-plan service by prepayment enrollees.

The long-term problems of implementation described below 
flow from two major differences between prepayment in the 
private sector compared to prepayment in the public sector. First 
the significant changes in the incentives and mechanics of enroll­
ment have been a persistent, troublesome problem. The obvious 
direct impact of enrollment difficulties is to slow the growth of the 
plan and threaten the financial stability of its operation. However, 
the damage to the delivery of medical care and to the basic incen­
tives in the plan are equally serious. If, as has been the experience, 
the Medicaid enrollees turn over relatively quickly so that the plan 
does not have a stable population to work with and it finds itself 
losing enrollees because of changes in eligibility completely 
beyond its control, then the whole concept of prepayment is 
threatened. Both the financial and medical success of prepayment 
depend upon techniques which require time to absorb and con­
tinuity of population to be effective. Many of the difficulties with 
out-of-plan use and low utilization described below can be traced 
partially to enrollment and turnover problems.

The second difference, the greater need for accountability 
when dealing with public funds, creates problems principally 
because agencies are still only beginning to develop the capacity to 
meet their responsibilities. The basic tension operating in prepay­
ment comes from the opposition of two forces: the financial incen­
tive to reduce cost working against the moral imperative of main­
taining reasonable standards of accessibility and quality of care. In 
Medicaid prepayment, the public agencies have a major role in 
maintaining both of these forces and ensuring that they remain 
balanced. Distinct problems in doing this have already appeared. 1

1. Enrollment Growth and Turnover. A center being converted 
from fee-for-service to prepayment begins with a group of patients 
familiar with the center. However, it still faces major problems in 
convincing that population to enroll in the prepaid plan. Enroll­
ment is not automatic. Each individual recipient, or the person 
legally responsible for him, must voluntarily join the plan by sign-
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ing a written agreement. The key clause in the agreement, and the 
reason for reluctance if the enrollee understands what he is doing, 
is a commitment to seek medical care only at the center. The cen­
ter’s staff may refer him elsewhere, but the patient can no longer 
exercise his own free choice and use his Medicaid card for drugs 
and services anywhere he chooses. For populations which have 
had poor access to care, or access to only poor care, this may not 
be a difficult sacrifice to make. But the center’s currently re­
gistered population has had the best of both worlds—access to the 
center on a fee-for-service basis when they wanted, and also the 
discretion to use other providers when convenient. There is a valid 
question as to what old patients have to gain by enrolling in prepay­
ment under such circumstances.

The problems encountered in enrolling Medicaid recipients in­
to prepaid plans have been of two main types: first, the widely 
publicized enrollment abuses experienced in the California Medi- 
Cal program during the last two years (State of California, 1973), 
and, second, the problem of high turnover in enrollment. The pro­
blems are related, but each of them has different roots.

At one level the enrollment abuses in the Medi-Cal program 
were the result of special conditions which can be avoided. Better 
screening of the applicants for prepaid health plan contractors 
could weed out more of the groups entering the program for a quick 
financial gain. More reasonable limits on level of competition could 
avoid the debacle of 12 separate plans competing for enrollees in 
the same service area. These two simple remedies should eliminate 
some of the forces which created the problems in California. 
However, even with these steps the fundamental problem remains: 
the incentives to the patient to enroll in a prepaid plan which is not 
radically different from his existing source of care are nil. If 
Medicaid prepayment is primarily a financial change, converting 
an existing neighborhood health center or loosely affiliated medical 
group to capitation financing, enrollment problems are likely to 
create a strong incentive for abuse.

The aggressive competition between plans is one of the ex­
planations for the high turnover in the Medi-Cal prepayment pro­
gram enrollment (an average of 6 to 8 percent per month depending 
upon whom you talk to). However, even if the voluntary losses 
were completely eliminated, the turnover rate in the Medi-Cal pro­
gram would still be in the range of 3 to 4 percent per month because 
of disenrollments due to loss of eligibility. This agrees with past ex­
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perience in New York City where the Health Insurance Plan of 
Greater New York (HIP) has frequently complained about the level 
of involuntary disenrollments. The city’s Department of Social 
Services estimates that only 70 percent of the ADC case load is 
continuously eligible for one year. Making a modest allowance for 
voluntary disenrollments, and considering that the turnover rate 
for HIP's regular population was 18 percent per year in 1971, the 
turnover of Medicaid enrollees is likely to be a minimum of twice 
as large as the non-Medicaid population.

A number of the Medicaid prepayment demonstration projects 
have solved this problem by guaranteeing enrollment for a 
minimum period ranging from six months to three years. Given the 
initial effort involved in enrolling, providing deferred medical care, 
and educating new subscribers, six months should be a minimum 
enrollment and one year would be preferable. While state welfare 
departments are willing to agree to such arrangements on a de­
monstration basis, the increasing impetus for economy in public as­
sistance and Medicaid programs makes them quite firm in refusing 
it on any large scale.

MMF Q  /  Health and Society /  Fall 1974

2. Utilization o f Services.The concerns about levels of utilization 
under Medicaid prepayment are twofold. First, many of the 
medical and financial benefits of prepayment are conditioned upon 
shifts in the pattern of utilization. Studies over the last 20 years 
have established that prepayment for the non-poor leads to little 
change in the volume of ambulatory care (although the distribution 
among ages and services shifts), and significant declines in hospital 
use (Donabedian, 1969a; Klarman, 1971). Given a well-conceived 
prepaid delivery system, will Medicaid enrollees behave similarly? 
Second, one of the chief potential abuses under prepayment is the 
provider’s restricting access to care and thus limiting utilization. 
The restrictions can occur in a variety of ways and are not 
necessarily a sign of deliberate malintent. The concern here is, will 
the provider make the effort involved in educating its Medicaid 
enrollees about the benefits they are entitled to, and then actually 
make those services readily available?

Previously published evaluations have demonstrated that 
Medicaid prepayment can have similar impacts on utilization by 
the medically indigent as that found for the non-poor, at least on a 
pilot basis. Gaus et al. (1972) found significant changes in all four
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categories of utilization which he reviewed—physician encounters, 
hospital admissions, hospital patient days, and drugs and prescrip­
tions. The average number of physician encounters for the 
enrollees as a whole increased only slightly, from 3.64 visits/year 
before enrollment to 3.85 visits/year afterward, but the distribution 
of visits by age had major shifts. Hospital admission rates declined 
by 45 percent and patient day rates were reduced 31 percent to 608 
days per year per 1000 enrollees. Although these results were 
based on only six months’ experience under prepayment, a 
follow-up study using 18 months’ experience is producing similar 
results.

Similarly, two published comparisons (Sparer and Anderson, 
1972; Greenlick et al., 1972) of the experience of Medicaid 
enrollees to regular enrollees of the same plan show that prepay­
ment can lead to similar utilization behavior for both populations in 
small-scale demonstrations. (The conclusion is somewhat mislead­
ing since the Medicaid plans described in the studies below placed 
a priority on selection of larger, high-risk families with current ill­
ness or recent pregnancy. Thus, the Medicaid enrollees should 
have had a higher than average use of care.) Sparer and Anderson 
review 18 months’ experience at Kaiser-Portland, Kaiser-Fon- 
tains, Group Health of Puget Sound, and HIP/Suffolk County (a 
special demonstration program which should not be confused with 
the New York City contract). They show the expected pattern of 
use of physician services and hospital inpatient days at levels 
roughly comparable to regular subscribers, and a significantly re­
duced number of hospital inpatient days as compared to national 
levels. The data on the two populations is not strictly comparable, 
because the Medicaid and regular enrollees have different age dis­
tributions, but it should indicate the general results. Greenlick’s 
study of the experience of the Kaiser-Portland program again con­
firmed that the rates and patterns of utilization of physician 
services for Medicaid and regular enrollees were essentially 
similar.

One shortcoming of the above experience is that it is drawn 
from relatively small samples of consumers enrolled in only one 
group for each of the contracts. What happens when Medicaid pre­
payment is implemented on a large scale involving dozens of re­
latively independent medical groups? Furthermore, what happens 
if these groups must operate in the presence of a large medical
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system which has traditionally been the source of care for the 
medically indigent? The New York City-HIP contract provides one 
example, although the implications are limited, since HIP has not 
been responsible for hospital costs. Since 1967, HIP has had more 
than 50,000 Medicaid enrollees receiving services from a network 
of approximately 30 medical groups dispersed across New York 
City. The physician utilization by the Medicaid enrollees has been 
between one half and two thirds of that of regular HIP subscribers 
during the last five years of the program. Table 2 shows com­
parative age-specific utilization data for 1972, which indicates that 
the underutilization is most serious in the younger age categories, 
for whom preventive care is most important.

TABLE 2
Physician Utilization Rates (Services per Person per Year) by Age 

for HIP Medicaid and Non-Medicaid Enrollees, 1972

Age Medicaid
Non-

Medicaid

Ratio of 
Medicaid 
Rate to 

Non-Medicaid 
(%)

Total 2.3a 3.8 .62
0-4 3.0 5.3 58
5-14 1.2 2.5 46
15-24 1.4 3.0 45
2544 2.7 3.6 74
45-64 4.0 5.0 81

a Adjusted to the age-sex composition of the non-Medicaid enrollment below age 
65.

These data indicate a potentially serious underutilization but 
are insufficient to describe the problem adequately, much less ex­
plain it. For example, are the low average utilization rates the re­
sult of low utilization by everyone, or of extremely low use by a 
small fraction of the population and relatively normal use by the 
rest? It appears that the latter might well be the case, and the HIP 
Medicaid population is composed of two quite different groups.
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One group is active in the program and receives care like other HIP 
enrollees, while the other for all practical purposes is not 
participating in the program. (There is reason to suspect that some 
of them even believe that they have disenrolled from it.) Data on 
the distribution of frequency of use of services is now being col­
lected to clarify exactly what the problem is.

What are some of the possible causes for this low utilization? 
The high turnover in enrollment has already been discussed; the 
problem of out-of-plan use is discussed below. In addition, the 
basic flaw of the lack of commitment of a Medicaid enrollee who 
joins the plan just by signing his name with no real financial com­
mitment is a factor which cannot be overlooked. In discussing this 
problem with the city. HIP has cited the problems of enrollment 
turnover, and the difficulty in breaking the habit of using hospital 
emergency rooms.

3. Out-of-Plan Use o f Care. The physician utilization rates for HIP 
Medicaid enrollees of 2.3 visits per year is substantially below the 
norm for low-income groups in either New York City or the coun­
try. Are the enrollees simply not getting medical care, or are they 
going elsewhere? To answer this question, the city’s Department of 
Social Services ran a special check on a sample of outpatient 
claims submitted to it by Medicaid fee-for-service providers to see 
how many services were being delivered to HIP Medicaid 
enrollees. The claims had not necessarily been paid, because a 
computer check had been made to disallow fee-for-service claims 
made for prepaid-plan enrollees. However, the data on the volume 
of out-of-HIP services had never been aggregated before for the 
purpose of determining the magnitude of out-of-plan use.

The results are shown in Table 3. The sample data drawn in­
dicate that HIP has supplied approximately one third of the physi­
cian services received by its Medicaid enrollees. If it had paid the 
claims, the city would have paid other providers for claims a sum 
greater than the HIP capitation payments. Some of these services 
and claims are valid because the benefit package covered by the 
capitation contract does exclude some services, but this can only 
account for a small fraction of out-of-plan use shown in Table 3. It 
should be emphasized that the data in Table 3 are subject to some 
question. The total per capita utilization of almost six visits per 
year is higher than would be expected, even in New York City, and
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TABLE 3
Annual Out-of-Plan Utilization by HIP Medicaid Enrollees 

at Fee-for-Service Providers, 1973

Per C ap ita  
V isits

C ost per 
Visit T o ta l C ost

Out of HIP

1. Voluntary hospital clinics3 1.3 $29.40 $2,200,000
2. Municipal hospital clinics*4 5 .7 $28.40 $1,000,000
3. Private physicians*5 1.8 N/A N/A

Total 3.8 $3,200,000

In HIP 2.0 $34.50 $3,900,000

Total Utilization 5.8 $7,100,000
($127/enrollee)

a Estim ate based o n  o n e-m o n th  sam ple  o f  b ills 

k Estim ate based on  five-m on th  sam ple  o f  bills

is a sign that the sample was not representative. While the data 
should not be used as a measure of the exact magnitude of the pro­
blem, it is a reliable indicator that the out-of-plan use is substantial.

While leakage is a common problem in prepaid plans, the dif­
ference here is that once again, the Medicaid enrollee bears no 
cost. If a Kaiser member decides that he wants to use his old family 
doctor around the corner instead of traveling to the medical center, 
he personally pays the bill. If a Medicaid member makes a similar 
decision, the city usually ends up bearing the cost and effectively 
makes a double payment for the same service. Some have pro­
posed dealing with this by making the center responsible for the 
costs of all outside use, but its lack of control over outside pro­
viders makes this a dubious proposal.

4. Regulation o f Quality o f Medical Care. In theory, a prepaid
plan increases the quality of services by more effective central 
management of the care a patient received as he moves through the 
fragmented delivery system. Improved centralized medical re­
cords, continuity of physician care within the center and between
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center and hospital, increased preventive care, and other benefits 
are supposed to flow from prepayment. Whether they do or not 
when prepayment is introduced on a large scale no one knows, 
because neither New York City nor California has made serious at­
tempts to find out. From the limited information available, it would 
appear that these improvements have not materialized, if for no 
other reason that little attention was devoted to ensuring that they 
would when the contracts were initially written.

In New York City, the omission of hospital costs from HIP’s 
benefits greatly weakened HIP’s responsibility for one of the 
crucial transitions in the modern medical system, that from outpa­
tient to inpatient. HIP is still supposedly responsible for physician 
services in the hospital, but the data indicate that this is one of the 
areas of underutilization. In 1971 Medicaid enrollees received an 
average of .2 physician services in the hospital, compared to .4 for 
the non-Medicaid population under 65. The skew of the Medicaid 
age distribution toward a younger population would account for 
some difference in frequency of hospitalization, but it appears that 
the HIP Medicaid population is receiving approximately one half 
the HIP physician services in hospital of the non-Medicaid popula­
tion.

Statistics on utilization can at most provide crude indicators 
on the quality of services supplied to enrollees. Answering the 
question as to the adequacy of services delivered requires stan­
dards for care, utilization measures, and sophisticated reporting 
systems which are only beginning to be implemented on a pilot 
basis. They do not exist in either the New York or California pro­
gram. An exhaustive evaluation of care would have to be modeled 
to consider all facets—accessibility, comprehensiveness, continui­
ty, efficiency, quality, and responsiveness (Donabedian, 1969). 
Simple utilization measures, such as average physician visits and 
days hospitalized, are only a first step in such an evaluation. They 
measure only quantity, not quality.

New York City has recently begun a regular program of annual 
site visits by Department of Health evaluation teams, which in­
clude a very limited chart review. This program will greatly im­
prove the city’s understanding of the variations in the structure and 
operation of the HIP medical groups but is only a first step in trying 
to improve the monitoring and regulation of the quality of care de­
livered under prepayment. The steps being taken to incorporate ex­
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plicit standards of care into the prepayment contract which can be 
enforced by the city are discussed in the next section.

Some would argue that such explicit monitoring is the wrong 
approach. Alternatives such as internal regulation by the plan itself 
through peer review, effective consumer grievance processes, and 
dual choice allowing subscribers to leave the plan when dissatisfied 
are pointed to as more natural alternatives. These techniques are 
important, and if the plan is functioning correctly will in fact be the 
routine method for dealing with quality-of-care issues. However, 
they cannot always be relied upon to function automatically. For 
example, dual choice for Medicaid patients is often the choice 
between poor care or no care. Even if alternative providers are 
available, the bureaucratic obstacles to disenrolling severely limit 
its effectiveness as a check on poor services. Effective outside 
monitoring is necessary to ensure that internal controls are put into 
practice and continue to be effective over the long run. The debate 
over governmental4 ‘interference’ ’ in regulating quality of care paid 
for through Medicaid and Medicare has continued since the begin­
ning of the programs. The fee-for-service Medicaid program has 
already established the need for outside regulations (O’Rourke et 
al., 1969). The shift to prepaid financing only changes the nature of 
the task; it does not eliminate it.

5. Failure o f the Prepayment Economic Incentive. The essence of 
prepayment is risk; if the plan fails to deliver the services at cost 
within the agreed capitation rate, the plan must make up the dif­
ference. Behind this lies the assumption that the capitation rate 
was originally negotiated by fully informed parties with both the 
plan and the local agency agreeing on the levels of utilization and 
costs which were the basis of the capitation. Plans in operation for 
several years will periodically have to renegotiate the capitation 
rate as unit costs change or the plan’s understanding of the needs of 
its population evolve. The periodic renegotiations limit the risk to 
the plan because it is virtually impossible to distinguish costs for 
providing quality care from unnecessary costs. An effective 
negotiation presupposes the ability to make this distinction.

The initial estimate of a capitation rate for a Medicaid popula­
tion is just that, an estimate rather than a precise calculation. Dif­
ferent groups have taken widely different approaches to this pro­
blem, ranging from simply using the local per capita fee-for-service
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costs to detailed actuarial studies. Unfortunately, the latter gives 
an illusion of a high degree of precision in our understanding of use 
of services. In fact, the actuarial data available for utilization of 
health services is in much poorer shape than that for life insurance. 
The data which does exist is generally not applicable to the 
medically indigent, and especially not to a medically indigent 
population receiving services from a prepaid group practice. The 
Medicaid fee-for-service utilization data which many hope to use 
for such estimates is often not in a reliable usable form. Even if it 
were, it would provide little insight into the utilization patterns 
which should be expected under prepayment.

Under such circumstances it is difficult to put a plan at risk un­
til it has obtained some experience with its population. California’s 
use of its local per capita fee-for-service costs, or New York’s use 
of the city employee premium are as reasonable a starting point for 
a Medicaid capitation as utilization based estimates. However, 
after a year or two of operation, both the plan and the agency 
should be in a position to calculate a much more precise capitation 
rate. The failure to do so means that the need of the plan to manage 
the delivery of services to meet meaningful cost targets is greatly 
weakened and can be nonexistent.

The form of the contractual commitment provides a second 
factor which greatly reduces the risk to the plan. Most of the agree­
ments now in operation allow renegotiation of the capitation rate at 
any time and termination of the contract on short (thirty days) 
notice. The effective result is that if the plan finds that its cost are 
running in excess of capitation, it can terminate the agreement if 
the local agency refuses to increase the capitation rate. The risk un­
der such an agreement is minimal. It is infeasible to expect any plan 
to lock itself into a capitation rate until it has established some ex­
perience with its population. However, after one or two years' ex­
perience, it should be willing to guarantee a capitation rate for a 
year and put itself at risk, both for potential gains from good 
management and for losses due to poor control. In this case of non­
profit plans, the issue of who really carries, or should carry, this 
risk of loss is an unresolved ethical question. If the plan ends the 
year with a deficit, the group most likely to bear the brunt of the 
poor management is the fee-for-service registrants who will have to 
put up with service reduction as the center economizes. Is this fair?
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If not, what are the general implications for non-profit providers 
serving mixed prepaid and fee-for-service populations?

Dealing with Implementation Issues: The Medicaid Prepay­
ment Contract

The techniques for dealing with the longer-term problems outlined 
above do not necessarily have to be sophisticated or elaborate. An 
initial attack is yet to be made using two standard instruments: the 
contract establishing each Medicaid prepayment program and re­
gular evaluation of its operation. These two tools by themselves 
cannot resolve all the problems. Even if every provision of the con­
tract were fulfilled, it would still be only a partial solution. In 
particular, the issues of high enrollee turnover and effective 
monitoring of quality of care will persist. However, the combina­
tion of more carefully negotiated and enforced contracts, together 
with regular evaluation of their results, still offers much unrealized 
potential for understanding and controlling the operational pro­
blems in Medicaid prepayment.

The M e d ic a id  P r e p a y m e n t  C o n tr a c t

The Medicaid prepayment contracts in force today range from sim­
ple brief agreements of only a few pages which do little more than 
spell out the available benefits and the capitation rate, to massive 
documents running fifty pages or more. After a review of a dozen 
contracts, including a model contract prepared by a public-interest 
law group (Stem, 1973), it became clear that the price of brevity 
was ambiguity. Given the importance of monitoring such vague 
parameters as quality of care, this ambiguity was antithetical to the 
effective operation of the plan.

A contract is a compromise between parties with fundamental­
ly different perspectives and self-interest. Properly designed, it 
protects the interests of both parties in a mutually satisfactory 
way. The emphasis here is on the measures protecting the public 
interest in general and the enrollees in particular. During the
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negotiations with MKL equal weight had to be given to measures 
protecting the plan’s interests, particularly to ensure fair payments 
for their services and to give them recourse from arbitrary abuse by 
the sometimes vague standards written into the contract.

The New York City contract which resulted contains the usual 
expected sections spelling out benefits, enrollment and disenroll- 
ment procedures, provisions for payment of capitation, termina­
tion and/or renegotiation, etc. However, in addition it includes four 
provisions which are unusual enough to be described in more de­
tail. The intent of the clauses is to provide a tool for ensuring that 
the reality of Medicaid prepayment more closely approximates the 
theory, especially in large-volume programs where the informal 
controls on quality and costs which operate in a small-scale de­
monstration are no longer effective. Two of the provisions deal 
with the issue of quality of care, first by spelling out in detail 
performance and structural standards which must be met by the 
plan, then by providing for outside evaluation and financial sanc­
tions to enforce the standards. The third clause provides for a 
graduated set of penalties to enforce the contract. The fourth 
clause attempts to strengthen the financial incentive which is sup­
posedly the heart of prepayment. 1

1. Standards for Quality of Care. No one with any responsibility 
for regulating health care delivery would pretend that the standards 
or monitoring tools currently available are adequate to determine 
the quality of medical care being delivered to each of a significant 
number of the patients serviced by a health center. At best, the 
evaluator can only hope to establish the patterns of care delivered 
by the center by monitoring certain basic characteristics of its 
operation. The new Medicaid prepayment contract spells out ex­
plicitly what will be required of health care providers using stan­
dards based on indirect methods of evaluating delivery patterns, 
i.e., structure and process instead of the more elusive output 
measures. The clauses in the specific contract negotiated with 
MLK are not rigid codes to be applied across the board to every 
provider. Any one of the provisions could be substantially modified 
or even dropped without necessarily weakening the agreement; the 
elimination of all of them would, however, be a major change.

Their inclusion serves a number of purposes, with the first be­
ing the belief that structure and process are correlated with the
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quality of health care delivered. Second, even if the technical quali­
ty is not improved greatly, many of the provisions enhance the 
dignity of and amenities for the patients. In essence, the standards 
make the contract an enforceable agreement instead of a vague 
document in which one very specific quantity, the capitation rate, 
is exchanged for a very undefined one, “ high-quality medical 
care.” Since the indicators of the quality of performance of a 
health provider are so poorly defined, the negotiation of specific 
standards is one means of clarifying exactly what the center’s 
responsibilities are. The particular combination of provisions 
worked out for MLK is a compromise between what the Depart­
ment of Health evaluation teams believed was necessary and what 
the MLK staff believed was feasible and applicable to their specific 
facility. Both groups entered the negotiations with quite different 
positions on the basis for the evaluation of the center as a health de­
livery system. The contract negotiations have forced them to find a 
common ground, before the prepaid plan began operation.

An examination of the other Medicaid prepayment agreements 
now in force shows that virtually all of them have ignored this ques­
tion (California has a specific set of guidelines incorporated in Title 
22 of the California Administrative Code); other than requiring that 
the facilities and providers be licensed as required by state law, the 
only specific requirements they share is that the center maintain a 
minimum physician/enrollee ratio (usually in the range of one full­
time physician for each 1,000 to 1,500 enrollees). Although the 
quality of delivery of services is mentioned, it is usually limited to a 
brief phrase noting that “ services will be administered in ac­
cordance with accepted medical practices,” and that the center 
will ensure availability of services by maintaining adequate 
facilities and staff and operating the center in an efficient manner. 
Recognizing the danger of proliferating rigid codes and standards 
which take on a life of their own and can evolve into constraints 
which needlessly tie the hands of the provider, a contract must be 
more specific than that. Enough is known about the desirable 
operation of a modem health delivery system to introduce 
performance standards which provide meaningful indicators on the 
operation of the plan.

The standards included in the New York City prepayment con­
tract were based on three years of experience of the Department of 
Health Evaluation and Institutional Review Program teams which
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monitor providers throughout the city. The ambulatory-care 
performance standards in the prepayment contract deal with 
availability and accessibility of health services, efficiency of opera­
tions, health maintenance, and continuity of care. For example, the 
section on accessibility to care specifies that the center be open for 
service seven days a week, and has provisions ensuring ready ac­
cess to unit medical records, laboratory services, radiology 
services, pharmacy, and social services. The section on continuity 
of care spells out the use of primary health care, the integration of 
walk-ins into the normal delivery system, the use of an appoint­
ment system with maximum delays of two weeks for routine ap­
pointments, and waiting times of no more than one half hour.

The provisions for continuity of care between the ambulatory 
center and hospital emphasize the creation of “ Affiliate Hospitals’’ 
which have made formal agreements with the Neighborhood 
Health Center covering reimbursement, transfers of patients and 
medical records, etc. These agreements are subject to review by 
the Commissioner of Health, and in addition the center must 
ensure that:

—not less than 75 percent of the full time and part time 
Neighborhood Health Center physicians shall have admitting 
privileges in at least one Affiliated Hospital.

—A Neighborhood Health Center physician shall be the physi­
cian of record, and a member of the primary health team responsi­
ble for the patient in the center shall be available to provide con­
tinuity of care of the patient while the patient is at an inpatient 
service.

—Total hospitalization of enrolled persons in non-affiliated 
hospitals shall not exceed 33 percent of total hospital days, exclud­
ing extended care facilities and out of area emergencies.

2. Monitoring of Quality of Care. The contract includes the stan­
dard techniques for monitoring the quality of care—establishment 
of peer review and regular review within the plan itself, well- 
defined consumer-grievance procedures, the operation of a con- 
sumer/provider committee and review by the Department of 
Health of agreements with other providers. It also outlines a 
scheme for regular reporting on utilization of services, emphasizing 
information which will allow both the plan and the local agency to
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know who is not receiving care. Average utilization figures ob­
tained by dividing total use by total enrollment can mask unusual 
distributions of care among the population as a whole and specific 
age groups. Most of the data to be submitted by the plan emphasize 
gross statistics which are of little use to either the managers of the 
plan or the local agency in evaluating performance. Utilization data 
on the distribution of frequency of ambulatory services (how many 
enrollees have used the plan no times last year, how many used it 
15 times or more?), on the age-specific use of ambulatory services, 
and on rates of hospital admissions and inpatient days by age 
groups and for specific diagnosis are not ultimate measures of 
quality of care, but they can indicate potential problems.

In order to monitor the performance standards discussed 
above, as well as follow up on potential problems identified 
through statistical reports, consumer grievances, or other means, a 
full-scale site visit to the plan's facilities will be made on a regular 
basis. New York City's Department of Health has been developing 
the capability to conduct such evaluations for hospital outpatient 
departments, nursing homes, private practitioners, and group 
practices which are financed through a variety of public programs. 
The exact format and protocol for the visit varies with the facility 
being evaluated but consists basically of a team of approximately 
six professionals spending one to two days at a facility interviewing 
its staff, collecting data on the operation of the center, and doing a 
limited review of medical charts. The administration of the center 
has to prepare some of the data in advance, and the results are 
based on about one month of analysis and interpretation of the data 
after the site visit. The contract mandates a minimum of one site 
visit a year, but visits can be scheduled more frequently if needed.

3. Enforcement o f Standards: Partial Default. Given standards for 
the delivery of care and some initial tools to begin monitoring 
them, the third component of an enforcement system is a fair pro­
cess for administering them. The contract specifies that the city has 
the right to declare the plan in partial default and withhold funds on 
thirty days’ notice if it believes that the plan is not delivering the 
services as specified in the contract. If the plan disagrees with the 
city’s judgment, it has the option of appealing to an outside arbitra­
tion board. California’s standard contract contains provisions for a
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wider variety of sanctions, for example, restricting new enroll­
ment. However, New York City believed that the simple fiscal 
sanction was more than adequate.

4. Prepayment Economic Incentive. On a superficial reading it 
would appear that the New York City Medicaid prepayment con­
tract explicitly incorporates both the potential for financial gain 
and the risk of losses on the part of the plan. In its clause dealing 
with excess funds and payment deficits, the contract provides that 
if the center is successful in keeping its costs at the end of the con­
tract year below the capitation rate it can retain the excess (up to 5 
percent of the total capitation) for the purpose of providing addi­
tional and improved services within the center. Since the contract 
is a demonstration, the risk of the plan for bearing losses is reduced 
by capitalization of a reserve fund (equal to 10 percent of the total 
capitation paid under the contract) that can be used for absorbing 
losses if the contract is terminated or canceled. Any deficits 
beyond the 10 percent reserve have to be borne by the plan. After 
the first year or so of operation, the intent is to eliminate or sub­
stantially reduce the reserve so the plan will be at greater risk.

These clauses are not nearly as effective as might appear, 
however. First, the plan has the option of canceling the contract on 
only one day’s notice. If at any time it believes its experience is 
becoming unfavorable, it can end the agreement well before ex­
hausting the reserve. Second, the crucial factor determining the 
risk of the plan is, of course, the capitation rate. If it is set high 
enough, the center is almost guaranteed to have excess funds and 
no risk at all of a deficit. One of the rationales for the demonstra­
tion contract was to establish the experience and costs for the 
enrolled population, so that the capitation could be set more pre­
cisely in the future and the plan would have real targets to meet in 
administering the plan. Doing this will be difficult however, 
because the Medicaid enrollees are going to be only one portion, 
and a minority at that, of the plan’s total users. It will continue to 
deliver services to Medicaid-eligible registrants who do not elect to 
enroll in the prepayment plan, and to the non-Medicaid medically 
indigent whose care is paid for by HEW funds. The utilization of 
the prepaid enrollees can be separated out, but making any precise 
estimate of the costs of providing those services will be difficult. A
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fiscal reporting system which allows the city to separate out the 
costs of the prepaid enrollees is now being designed, but the flex­
ibility to allocate costs among three different sources of funds 
makes the prospects for a precise accounting small. This problem 
is being worked on now. Its importance will not be known for cer­
tain until more information is available on the size of the prepay­
ment enrollment, the exact nature and magnitude of the classes of 
expenditures where the plan has great latitude in allocating costs, 
and the differences in use of services by each group.

R e g u la r  E v a lu a t io n  o f  M e d ic a id  P r e p a y m e n t

The health economics literature has a great variety of analyses of 
prepayment, but with few exceptions very little of this work is 
transferable to Medicaid prepayment. Direct research on Medicaid 
prepayment has been limited to utilization analyses in small-scale 
projects. It has not been designed to represent either a full evalua­
tion of those projects or to shed light on the importance of the pro­
blems arising in large-scale programs. Neither of the two large- 
scale Medicaid prepayment programs now operating in New York 
City and California has yet produced a significant evaluation.

The implementation issues which have been detailed here are 
potentially serious, but no one can say with certainty exactly how 
serious. Determining the magnitude of their effects on the costs 
and quality of services produced, and comparing the results of pre­
payment versus fee-for-service financing of Medicaid can only be 
achieved through regular, well-designed evaluations of the opera­
tion of large-scale programs. Given the differences in the incen­
tives acting on both consumer and provider in Medicaid prepay­
ment, the significance of the impact of those differences in a varie­
ty of settings needs to be highlighted. This paper has only pointed 
out a number of the areas which have to be explored in such an 
evaluation because the information to do more than that simply is 
not available. The cry for meaningful evaluations of new social pro­
grams, and the dangers of neglecting that research have echoed re­
peatedly in the literature, conferences, and meetings with funding 
agencies. These calls have not been heeded, with the latest in­
dicator being Congress’s failure to fund the mandatory evaluation
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of prepayment called for in the recent HMO legislation. As matters 
now stand, Medicaid prepayment has a potential for providing 
another outstanding case study in the consequences of neglecting 
evaluation.

Conclusion

The pilot prepayment programs now operating are providing useful 
information on the effects of prepayment on the medically indigent 
in controlled settings. However, in considering the pros and cons 
of expanding .from a pilot to full-scale operation, the pilots provide 
only limited information on many major implementation issues. 
Several of the pilots have been able to guarantee enrollment for one 
year or longer, so they have not had to deal with the problems of 
high turnover due to involuntary disenrollment when eligibility 
changes. The same factor limits the value of the cost and utilization 
data obtained under the demonstration. If one half of the popula­
tion turns over during the year, the outreach, enrollment, and 
education costs will be significantly increased and the utilization 
patterns are quite likely to shift significantly. Finally, the strain on 
the local agency to monitoring quality of care in a dozen widely dif­
fering groups is much greater than a simple linear extrapolation of 
that involved in monitoring only one.

Neither of the two large-scale Medicaid prepayment programs 
now operating has supplied definitive answers on whether these is­
sues will eliminate the advantage of prepayment over fee for 
service medical care. While a formal evaluation is still forthcom­
ing, it is unlikely that either program is operating as expected. The 
exclusion of hospital costs from the old New York City program 
with HIP makes it an unfair test of the concept, and a com­
prehensive package is only now being implemented on a de­
monstration basis. The California program is too young, is not yet 
collecting the information required for a meaningful capitation rate, 
and has not effectively monitored quality of care, although that 
may improve in the next year.

The debate over the relative advantages of prepayment and 
fee-for-service care for regular enrollees has raged for decades. 
The issues in evaluating large-scale prepayment of Medicaid are
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similar enough in their complexity that they will need similar time 
to resolve. Yet, Medicaid prepayment is different enough that the 
information on regular enrollees is unlikely to contribute much in 
determining the value of prepayment as a policy for the poor.

One question which can be settled in the short term, however, 
is whether or not prepayment is a more effective approach to cost 
control in the Medicaid program than a well-designed utilization- 
review program. The bulk of the savings realized from existing pre­
paid plans come through lower hospital use. The explanation for 
the lower use has not been isolated yet and could be due to a 
number of factors: less access to hospital beds, successful preven­
tive techniques, better management of hospital stays, etc. If 
management is the key, conceptually, there is no reason why 
similar controls could not be applied in fee-for-service programs. 
Recent moves by Blue Cross, Medicaid, and Medicare show that 
the dominant financers of institutional care recognize this and are 
moving to institute them. Utilization review obviously has its own 
implementation issues, which cannot be discussed here, but during 
the next few years, it should be possible to test the relative effec­
tiveness of both techniques, prepayment and utilization review, as 
cost-control techniques.

Given the success of the medical foundations in adopting such 
controls and the experience of the Medi-Cal program in California, 
it would not be surprising to find that the hospital experience of 
prepaid plans begins approaching that of the fee-for-service pro­
viders. To date, the prepaid plans have been able to take advantage 
of the lax management of hospital care in the fee-for-service care. 
The competitive edge in costs may be disappearing soon, and if it 
does, prepayment will be at a major turning point in its develop­
ment in this country. However, it is safe to assume that in many 
circumstances, implementation problems will make utilization re­
view much less effective than prepayment as an approach to cost 
control. For the present, both options need to be explored to 
become more familiar with which of them is more effective under a 
variety of circumstances.

Each technique must be tried with a full awareness of the 
responsibilities of all parties, particularly the public sector. Often 
advocates of prepayment give the impression that all that is 
necessary to establish an HMO is to assemble the staff, facilities,
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enrolled population, and dollars. Given these preconditions, the 
“ hidden hand” of economic incentives will guide the operation of 
the program in the desired way. This simply is not so. To date there 
has been little public discussion of the taxing management skills re­
quired to administer a prepaid group practice, particularly once it 
decentralizes into a multiple concern, and of the demands on the 
public sector in controlling it. With the significant funding for 
HMO development passed by this Congress, it is time that these is­
sues be aired more thoroughly. Nothing could be more cat­
astrophic for the future of prepaid medical care in this country than 
the new practices funded by that legislation rushing into operation 
blind to the experiences of the existing groups. Medicaid and 
Medicare prepayment will be financial cornerstones of many of 
these new HMOs. We hope that they and the local agencies re­
sponsible for regulating them will have the benefit of the ex­
periences of New York City and the other existing prepayment 
plans which only so recently were at the same stage of develop­
ment, but which have learned some lessons worth passing on.
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E thical and E xistential D evelopm en ts  
in C ontem p oran eou s A m erican M edicine: 
Their Im plications for Culture and S ociety

RENEE C. FOX

Contemporaneous Western medicine is often depicted as a vast 
body of scientific knowledge, technical skills, medicaments, and 
machinery wielded by physician-led teams of hospital-based pro­
fessionals and paraprofessionals, garbed in uniforms of starched 
white, surgical green, and auxiliary pink or blue. Underlying this 
image is the conception that medicine is shaped primarily by scien­
tific and technological advances, and that its major impetus derives 
from a highly organized collective effort vigorously to preserve 
life, by attaining a progressive mastery over illness and preventable 
death.

However commonplace and accurate this notion of modern 
medicine may be in some regards, it is distorted and obsolete in 
others. It does not take into account a new and important set of de­
velopments in present-day medicine that seems to be gaining 
momentum. Over the course of the past fifteen years, in a number 
of European and American societies, concerned interest in ethical 
and existential issues related to biomedical progress and to the de­
livery of medical care has become both more manifest and 
legitimate in medical circles and in other professional and or­
ganized lay groups as well. This is a phenomenon that merits 
sociological attention for it suggests that a serious re-examination 
of certain basic cultural assumptions on which modern medicine is 
premised may be taking place.

This paper will identify some of the forms in which these moral 
and metaphysical problems are currently being raised in the 
medical sector of American (U.S.A.) society. It will also essay an 
interpretive analysis of the broader socio-cultural implications of 
the more general re-evaluative process that I believe is occurring in 
this fashion.

Recent advances in biology and medicine make it increasingly clear 
that we are rapidly acquiring greater powers to modify and perhaps 
control the capacities and activities of men by direct intervention in­
to and manipulation of their bodies and minds. Certain means are 
already in use or at hand—for example, organ transplantation, pre-
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