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Ta b 1 e 4 

Sa te 11 ite Mode 1: Monthly Cost Da ta for 1979 

Tota 1 Total Average I\verage Average 
Number Variable Fixed Total Variable Fixed Tota 1 

Enrollees Cost Cost Cost Cost Cost Cost 

500 $ 7,350 $6,30IJ $13,650 $14.70 U2.60 $27.30 

550 8,085 6,300 14,385 14.70 11. 45 26.15 

600 8,820 6,300 15,120 14.70 10 . 50 25 . 20 

650 9,555 6,300 15,855 14.70 9. 69 24.39 

700 10,290 6,300 16,590 14.70 9.00 23.70 

750 11,025 6,300 17,325 14.70 8.40 23.10 

800 11, 760 7,967 19,727 14.70 9. 96 24.66 

850 12,495 7,967 20,462 14.70 9.37 24.07 

900 13,230 7,967 21,197 14.70 B.85 23.55 

950 13,965 7,967 21, 932 14.70 8.39 21.09 

1,000 14,700 7,967 22,667 14.70 7.97 22.67 

1,050 15,435 7,967 23,402 14 . 70 7.59 22.29 

Total variable cost is calculated by multiplying the number of en

rollees by the per capita variable cost of $14.70. It thus varies 

linearly from a low of $7,350 at 500 members to a high of $15,435 at 1,050 

enrollees . Summing fixed and variable costs yields total cost, which 

reaches a maximum of $23,402 at an enrollment of 1,050. 

Average variable cost, or cost per enrollee, is assumed to remain 
constant at $14.70 at all membership levels. In contrast, average fixed 

cost declines from a hiqh of $12.60 to a low of $7.59 at enrollments of 

500 and 1,050, respectively . Average total cost, which is used directly 

in breakeven analysis. is the summation of average fixed and variable 
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expenses. It varies by approximately $5.00 between the highest and lowest 
enrollment levels, equalling $27.30 and $22.29 at 500 and 1,050 members, 

respectively. 

Revenue data. Representative premium rates for the satellite model 

were based on the same data sources and were calculated by following the 
identical procedure and assumptions used for the IPA model. A wide 
distribution of family premium rates also characterizes satellite HMOs. 
The highest 1979 rate was approximately $170, with an average of $108 

and a low of $73. The monthly premium rates selected for analysis were: 
family, $90.50; two-person, $79; single person, $36. Applying the same 
three-step procedure used for the IPA model to these rates yielded an 

average revenue of $26.56, which is used directly in breakeven analysis. 

ANALYSIS 

The purpose of the following analysis is to assess the financial 
viability of each HMO model. Initially a benchmark model depictinq the 
financial position of each HMO at a particular enrollment level is estab

lished. This benchmark model serves as a reference point for further 

analysis. In particular, sensitivity analysis is used to determine the 
effect of changing the utilization rate of a key health care service on an 
HMO's financial position. This procedure changes the value of one cost 

item while maintaining all others at a predetermined level, thus permit
ting an assessment of its relative importance to the HMO's financial 
viability. Sensitivity analysis is applied to selected health care 

services for each HMO model. In the IPA they are: inpatient hospital 
services, in-plan outpatient physician visits and outpatient referral 
visits. Inpatient hospital services and outpatient referral visits are 
then examined in the satellite model. 

Individual Practice Association Model 

Benchmark model. Breakeven analysis is typically presented using 
total revenue and total cost data to calculate profit (loss) at various 
output levels. However, average revenue and average cost data are used 

to determine breakeven enrollment levels in the HMO models analyzed 
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herein. The advantage of this approach is that the effects of revenue, 

cost, and utilization rate changes can more readily and meaningfully be 

assessed on a per enrollee basis. Once this information is ascertained, 

only one additional calculation is required to determine the effect on 

total net returns. 

Breakeven analysis, as shown in Table 5, will be conducted by sub

trac t ing average total cost from average revenue to determine net returns 

on a per enrollee basis. This figure is then multiplied by the corres

ponding number of enrollees to calculate total net returns. The bench

mark model breakeven enrollment level, as indicated in Table 5, occurs at 

3,657 enrollees . Thus, based on the IPA's particular cost and revenue 

structure it must enroll at least this many individuals to remain finan

cially viable. Below 3,657 enrollees the IPA incurs monthly losses of 

$385 and $1,610 at memberships of 3,500 and 3,000 , respectively. Con

versely, beyond the breakeven point the IPA becomes progressively more 

profitable, earning Sll , 500 monthly with 10,000 enrollees . 

Sens itivity Analysis 

£ifects of changi ng the inpa ti Rnt hosoi taZ service utiLization rate. 

Inpatient hosp i tal services is the largest single expense for the IPA 

equallin~ $10 . 42 i n the benchmark model and constituting 47 percent of 

average variable cost . Therefore an unanticipated increase in the 

utilization rate of this service may substantially affect the IPA's ability 

to cover all its costs. The 1979 national IPA averaqe utilization rate of 

. 500 was used in the IPA benchmark model. However, this rate ran~ed 

nationally from a low of 62 per 1,000 enrollees to a maximum of 1,310 per 

1,000, indicating its potentially large variability. In order to assess 

the effect of an unanticipated change in this expense, its utilization rate 

is conservatively increased in a two-step incremental process from .500 to 
.538 and then to .575. 

When the utilization rate is increased from .500 to .53R, holding all 

other variables constant, the cost of inpatient hospital services rises 

from ~10.42 to $11.21, or an increase in average total cost of $.79. This 

seemingly small change substantially alters the IPA's profit position as 
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Table 5 
IPA Benchmark Model: Net qeturns Per ~onth 

at Selected Enrollment Levels, 1979 

Number Ave ra ge Avera,]e Averaoe Tota 1 
Enro 11 ees Revenue Total Cost Net Returns Net Returns 

3,JJOO $24.56 ~25. 10 - $.54 - $ 1.620 

3,500 24.56 24.67 .11 3fl5 

3,657* 24.56 24.56 

4,000 24.56 24.35 + .21 + 840 
4,500 24.56 24.10 + .46 + 2,070 
5,000 24.56 23.90 + .66 + 3,300 
5,500 24.56 23.74 + .82 + 4,510 
6,000 24.56 23.60 + .96 + 5,760 
6,500 24.56 24.10 + .46 + 2,990 

7,000 24.56 23.95 + .61 + 4,270 
7,500 24.56 23.83 + .73 + 5,475 
8,000 24.56 23.73 + .83 + 6,640 
8,500 24.56 23.63 + .93 + 7,905 
9,000 24.56 23.54 + 1.02 + 9,180 
9,500 24.56 23.47 + 1.09 + 10,355 

10,000 24.56 23.40 + 1.16 + 11 ,600 

*Represents the breakeven enrollment level. 
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illustrated in Table 6. The breakeven enrollment level has increased 

markedly from 3,657 to 5,399 members. In addition, although the IPA makes 

a modest profit of $1,020 with 6,000 enrollees, it now must serve 9,000 

to 10,000 members to attain a stronger financial position. If the IPA is 

to serve an enrollment of 6,500 to 10,000 it incurs increased fixed costs . 
Within this enrollment range, as depicted in Table 6, Its net returns 

vary from negative to positive with a new breakeven point at 7,792 members. 

A second incremental rate increase from . 538 to . 575 would place the 

IPA In an even more precarious financial situation. Its monthly hospital 

service cost would now be $11.98, a $1.56 increase over the .500 bench

mark utilization rate. The IPA would incur a loss at every enrollment 

level, as shown in Table 6, with a minimum loss of $3,600 at an enrollment 

of 6,000. These examples illustrate how critical this particular expense 

is to the overall financial success of the IPA model . Should the IPA's 

projected utilization rate be even modestly exceeded, the IPA may incur a 
loss. 

E[ fe ats of cha-aging the u tilization rate of in-cLan outoatient 

chysiaian visits. In the IPA benchmark model, monthly in-plan outpatient 

physician visits are projected to cost 54 . 00 per enrollee, approximately 

18 percent of average variable cost. This expense is based on an annual 

utilization rate of three visits per enrollee and an average cost per 

visit of $16.00. Since the substitution of ambulatory services for in

patient hospital services is considered to be a major source of savings 

for HMOs, this particular cost must be carefully monitored. 

Outpatient physician visits in 1979 ranged nationally from a low of 

0.6 to a high of 7.4, wi th the average being 3.4. Incremental increases 

in this utilization rate are examined in a two-step process, moving from 

3.0 to 3.4 and then to 3.8. The monthly cost of outpatient physician 

visits rises from $4.00 to $4.53 when the utilization rate is increased 

from 3.0 to 3. 4. On an annual basis this means that physician encounters 

have increased from 3,000 to 3,400 per 1,000 enrollees, a 13 percent rise . 

When compared to the benchmark model Table 7 indicates that net returns 

are reduced at all enrollment levels . As a result, the breakeven enroll

ment level is increased by approximately 1,000 members, from the 
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Table 7 

IPA Model: Effect on Monthly Net Returns of an Increase in the 

Utilization Rate of In-Plan Outpatient Physician Visits, 1979* 

Number 

Enrollees 

Average 

Revenue 

Utilization Rate = 3.4 Utilization Rate - 3.8 

Average 

Total 

Cost 

Average 

Net 

Returns 

Total 

Net 

Returns 

Average 

Total 

Cost 

Average 

Net 

Returns 

Total 

Net 

Returns 

3,000 $24.56 $25.63 - $1.07 - $3,210 $26.17 - $1.61 - $4,830 

3,500 24.56 25.20 - 0.64 - 2,240 25.74 - 1.18 - 4,130 

4,000 24.56 24.88 - 0.32 - 1,280 25.42 - 0.86 - 3,440 

4,500 24.56 24.63 - 0.07 - 315 25.17 - 0.61 - 2,745 

4,663** 24.56 24.56 -- --    

5,000 24.56 24.43 + 0.13 + 650 24.97 - 0.41 - 2,050 

5,500 24.56 24.27 + 0.29 + 1,595 24.81 - 0.25 - 1,375 

6,000 24.56 24.13 + 0.43 + 2,580 24.67 - 0.11 - 660 

6,500 24.56 24.63 - 0.07 - 455 25.17 - 0.61 - 3,965 

7,000 24.56 24.48 + 0.08  + 560 25.02 - 0.46 - 3,220 

7,500 24.56 24.36 + 0.20 + 1,500 24.90 - 0.34 - 2,550 

8,000 24.56 24.26 + 0.30 + 2,400 24.80 - 0.24 - 1,920 

8,500 24.56 24.16 + 0.40 + 3,400 24.70 - 0.14 - 1,190 

9,000 24.56 24.07 + 0.49 + 4,410 24.61 - 0.05 - 450 

9,352**     24.56   

9,500 24.56 24.00 + 0.56 + 5,320 24.54 + 0.02 + 190 

10,000 24.56 23.93 + 0.63 + 6,300 24.47 + 0.09 + 900 

 

*All revenue and costs are benchmark model data except the in-plan outpatient 

physician visit expense, which is calculated by varying the benchmar utilization 

rate of 3.0 to the rates indicated in this table. 

**The enrollment levels 4,663 and 9,352 represent breakeven points for in-plan 

outpatient physician visit utilization rates of 3.4 and 3.8, respectively. 
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An additional increase in the use of outpatient referrals to an 

annual rate of 300 visits per 1,000 enrollees would raise the average 
monthly expense to $1.00 and the breakeven point to 5,029 members. Net 

receipts, as shown in Table 8, would be reduced further compared to the 

benchmark model. Note that in this example a second breakeven point 
exists at an enrollm€nt of 7,241. This occurs because fixed costs were 
incrementally increased at a level of 6,500 members. Although this 

expense is only a small portion of total cost, shifts in its utilization 
rate may nevertheless contribute to a noticeable reduction in the IPA's 
net receipts. A similar experience might also be expected to occur for 

utilization rate changes of other oroportionately small expense items. 

Satellite Model 

Benchmark model. Results of breakeven analysis for the satellite 
benchmark model are presented in Table 9. The calculation of the average 

revenue and average total cost figures used in this table is described in 
the preceding presentation of data section. The satellite exactly covers 
all its costs at the low end of its enrollment �r�a�n�~�e�,� breaking even at 

531 members. As enrollment increases the HMO becomes progressively more 
profitable. with its net returns enualinq a maximum of $4,484 per month 

at 1,050 enrollees. 

Sensitivity Analysis 

Effects of changing the inDatient hosvital seY'Vices utilization rate. 

Inpatient hospital services equals $8.58 in the satellite benchmark model, 
representing 58 percent of average variable cost. The national annual 

average utilization rate of 412 hospital days per 1,000 enrollees was used 
in this calculation. However, there is a wide variation in rates nation
ally, ranging from a minimum of 92 to a maximum of 737 in 1979. Since this 

is the largest variable expense in the satellite model and may reasonably 
be expected to vary from its projected value within any given year, it is 
important to assess the financial impact of such variation. 

The effect of an unanticipated increase in this cost is investigated 
by incrementally raising the utilization rate in a two-steD process from 
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Table 9 

Satellite Benchmark '1odel: Net Returns Per Month at 

Sel ected Enrollment Levels, 1979 

Average Average Total 
Number Average Total Profit Profit 

Enro 11 ees Revenue Cost (Loss) (Loss) 

500 $26.56 $27.30 - ~ .74 - $ 370 

531* 26.56 26.56 

550 26.56 26.15 + .41 + 226 

600 26.56 25.20 + 1. 36 + 816 

650 26.56 24.39 + 2.17 + 1,410 

700 26.56 23.70 + 2.86 + 2,002 

750 26.56 23.10 + 3.46 + 2.5% 

800 26.56 24.66 + 1. 90 + 1,520 

850 26.56 24.07 + 2. 49 + 2,116 

900 26.56 23.55 + 3.01 + 2,709 

950 26.56 23.09 + 3. ~7 + 3,296 

1,000 26.56 22.67 + 3.89 + 3,890 

1,050 26.56 22.29 + 4.27 + 4,484 

*Represents the breakeven enrollment level . 

. 412 to .456 and then to .500. When the utilization rate is set equal to 

.456 the monthly per enrollee cost of inpatient hospital services increases 
to $9.50, a $.92 rise over the benchmark model cost. As a result the 

breakeven enrollment level increases from 531 to 576, as sho ... m in Table 10. 
Thus the HMO must now enroll 45 more members if it is to cover all costs 

without increasinq its premiums . Alternatively, if the satellite's 
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enrollment were to remain at 531, it would incur a monthly loss of $489 

instead of breaking even. 

A second utilization rate increase from .456 to .500 would further 

reduce the satellite's net returns and increase the breakeven point to 

629 members, as shown in Table 10. Compared to the benchmark model this 

utilization rate results in a $1.84 increase in average total cost at all 

enrollment levels. substantially reducinq net returns. More specifically, 

net returns decrease by approximately $2,000 per month compared to the 

benchmark model at the 1,050 membership level. Thus an unexpected in

crease in the use of inpatient hospital services may seriously impair the 

satellite's ability to remain financially viable. 

Effects of changing the utilization of outvatient refePral visits. 

rhe satellite makes outpatient referrals largely to specialists on the 

)arent HMO staff. Utilization of the satellite's own physician and 

lssistant(s) does not affect the variable cost structure since its staff 

is salaried, The benchmark utilization rate of the satellite (.200) is 

1igher than the IPA (.100) because all services other than primary care 

nust be referred outside the satellite clinic to specialists. 

A large variation in utilization rates characterizes outpatient 

·eferrals. For each additional 100 referrals per 1,000 enrollees annually. 

Iverage total cost increases by $.21 . Thus at a utilizatior rate of .300 

:his expense rises from $.42 to $.63 and the breakeven enrollment level 

ncreases by 10 members. from 531 to 541. If the utilization rate were to 

louble to . 400 from the benchmark level of .200 monthly outpatient re

erral cost would be $.84 per enrollee. As shown in Table 11 the breakeven 

oint would increase to 551 members. In addition, the positive net return 

f $226 monthly at 550 enrollees in the benchmark model would now be 

educed to zero. 

COMPARISON OF THE TWO HMO MODELS 

The IPA and satellite models can be compared on the basis of their 

inancial and physical accessibility to the potential enrollee population. 

he health care coverage provided by each HMO model can reasonably be 
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Table 10 

Satellite Model: Effect of an Increase in the Utilization ~ate 

of Inpatient Hospital Services on 

Monthly Net Returns, 1979* 

Utilization Rate = .456 Utilization Rate = .500 
Average Average Total Avera~e Average Total 

Number Average Total Net Net Total Net Net 
Enro 11 ees Revenue Cost Returns Returns Cost Returns Returns 

500 $26.56 $28.22 - $1. 66 - $ 830 $29.14 - $2.58 - $1,290 

550 26.56 27.07 - 0.51 - 280 27.99 - 1.43 786 

576** 26.56 26.56 

600 26.56 26.12 + 0.44 + 264 27.04 - 0.48 288 

629** 26.56 

650 26.56 25.31 + 1.25 + 812 26.23 + 0.33 + 214 

700 26.56 24.62 + 1. 94 + 1,358 25.54 + 1. 02 + 714 

750 26.56 24.02 + 2. 54 + 1,905 24.94 + 1. 62 + 1,215 

800 26.56 25.58 + 0.98 + 784 26.50 + 0.06 + 48 

850 26.56 24.99 + 1. 57 + 1,334 25.91 + 0.65 + 552 

900 26.56 24.47 + 2.09 + 1,881 25.39 + 1.17 + 1,053 

950 26.56 24.01 + 2.55 + 2,422 24.93 + 1. 63 + 1,548 

1,000 26.56 23.59 + 2.97 + 2,970 24.51 + 2.05 + 2,050 

1,050 26.56 23.21 + 3.35 + 3,518 24.13 + 2.43 + 2,552 

*All revenue and costs are benchmark model data except the inpatient 
hospital services expense, which is calculated by varying the benchmark 
utilization rate of .412 to the rates indicated in this table. 

**The enrollment levels 576 and 629 represent breakeven points for in
patient hospital services utilization rates of .456 and .500 respec
tively. 
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assumed to represent an improvement over typical existing patterns of 

rural health care, which are often fragmented and less than comprehen

sive . 

Table 11 

Satellite Model: Effect of an Increase in the Utilization 

Rate of Outpatient Referral Visits on 

Monthly Net Returns, 1979* 

Number 
Enrollees 

Average 
Revenue 

Average 
Total Cost 

Average Total 

500 

550 

551** 

600 

650 

700 

750 

800 

850 

900 

%0 

1,000 

1,050 

$26.56 

26.56 

26.56 

26 . 'i6 

26.56 

26.56 

26.56 

26.56 

26.56 

26.56 

26 . 56 

26.56 

26 . 56 

$27.72 

26.57 

26.56 

25.62 

24.81 

24.12 

23.52 

25.08 

24.49 

23.97 

23.51 

23.09 

22.71 

Net Returns. __ --'N.:..:e:..:t=----:..:R.o:.e..::.tu::..:r....:.n=s 

- $1.16 

0. 01 

+ 0.94 

+ 1.75 

+ 2.44 

+ 3.04 

+ 1. 48 

+ 2.07 

+ 2.59 

+ 3 . 05 

+ 3.47 

+ 3.85 

- $ 580 

5 

+ 564 

+ 1,138 

+ 1,708 

+ 2,280 

+ 1, 184 

+ 1,760 

+ 2,331 

+ 2,898 

+ 3,470 

+ 4,042 

*Al1 revenue and costs aY'€ benchmark model data except the outpatient 
referral visit expense, which is based on a utilization rate of .400. 

**Represents the breakeven enrollment level. 
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A comparison of per capita costs of providing care in each bench

mark model (see Tables 2, 4) reveals that neither HMO has a significant 

overall advantage. For instance, although the IPA's monthly average 

total cost of $25.10 is lower than the satellite's cost of $27.30 at their 

respective minimum enrollment levels, this situation reverses itself as 

enrollments increase. At the highest enrollment levels considered in 

each model the satellite is projected to incur a monthly per capita cost 
of $22.29, which is lower than the IPA's cost of $23.40. Thus no signi

ficant cost advantage can be attributed to either model. 

Although no significant advantage accrues to either model on the 

basis of comparing per capital costs, a marked difference in the composi
tion of each HMO's cost structure is evident (see Tables 2, 4). For in

stance, at each HMO's minimum enrollment level average variable cost 

comprises 88 and 54 percent of average total cost in the IPA and satellite 

models, respectively. This makes the IPA's cost of providing service 

potentially more variable and its financial position less stable than the 

satellite's. 

Fiaure 3 illustrates this basic difference between the two HMO's cost 

structures. Although the satellite's fixed cost is greater than the IPA's, 

the satellite's lower average variable cost (which equals marginal cost 

since average variable cost is constant) is reflected in the slope of its 
total cost curve, which is noticeably less steep than that of the IPA. In 

addition, Figure 3 also depicts a total revenue line and the resulting 
breakeven points for each HMO. Should an unanticipated increase of equal 
magnitude occur in the same variable cost item for each HMO, the IPA's en

rollment level would have to be increased proportionately more than the 
satellite's in order to breakeven. This conclusion is supported by pre
vious analyses of the effects ~f unexpected utilization rate changes. 

Graphically such an increase in variable cost \~ould be represented by an 
upward rotation of each HMO's total cost curve. It is evident from 

Figure 3 that the IPA's breakeven enrollment level would be increased 

proportionately more than the satellite's. Thus the lower variable cost of 

the satellite makes it less financially vulnerable to the risks of service 
overutilization or unit cost increases than the IPA. 
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Figure 3. A Comparison of the IPA and 

Satellite Models' Cost Structures 

TR 

TC IPA 

TC SAT 

Enrollees 

In addition to financial considerations, the or9anizational structure 
and physical accessibility of each HMO model are important and must be 

considered. It is apparent that the major requirement for satellite 
development. namely, an urban sponsor, may not necessarily be readily 
available. The satellite service area must be within one and a half hours 
of a major urban area that can support a large HMO. There may be very few 
urban areas in the country that are both contiguous to medically under
served rural areas and sufficiently populated for expansion purposes. 
Also, the urban H~10 must have reached a point in its development whereby 

expansion is beneficial. Also, the satellite must be accessible to a 
primary market of sufficient size to support itself. 
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Local physician disposition and the general environment for satellite 

development also must be assessed . Satellites refer a significant pro

portion of enrollees requiring hospitalization to their urban HMO 
affiliated hospital(s). This may contradict expectations of the local 

hospital administration, depending upon the level of expertise at that 

hospital. Arrangements that are not counterproductive to proper care for 

enrollees must be organized, and the local provider community, both 

hospital and physician, must not be disenfranchised. 

In contrast to the satellite, the service sites of the IPA are 

geographically dispersed, giving the IPA greater marketing opportunities 

than the satellite. The lower administrative and overhead requirements 

of the IPA are advantageous to expansion, as well. However, market 
feasibility and ease of expansion must be reinforced by development of 

support and cooperation of physicians from different geographic locations. 

Thus the quality of medical care when services are delivered over large 
areas must be carefully monitored and maintained. 

SU~MARY AND CO~CLUSIONS 

This study used breakeven analysis to assess the financial feasi

bility of two HMO models which have received considerable support from 
health-care professionals as potentially viable orqanizations in rural 

areas. The two models analyzed, the IPA and satellite clinic, represent 

quite different organizational and financial structures. The rural 

satellite clinic is an expans ion of an existing, urban-centered HMO. It 

is designed to serve a 1 imited number of enrollees (500-1,fJ50) who reside 
in a small, rural geographic area within a one and one-half hour drive 

from an urban-based, parent HMO. In contrast, the IPA is oraanized to 

serve 3,000 to 10,000 enrollees who reside in a much wider geo~raphic 

region. The IPA does not require a clinic since participatino physicians 
utilize their existing practice sites. 

The financial viabil ity of each Hr10 model was assessed by util izin!] 

average national per unit cost and utilization rate data in conjunction 

with lower than average national premium rate data. Since rural income 

levels are historically low and may act to limit enrollment this 
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conservative approach was employed. Nevertheless, the comprehensive 
health care coverage of both HMO model s still can reasonably be assumed 

to represent an i~orovement over typical coverage available io most rural 

cOlTTlluniti es. 

Analysis revealed that the IPA benchmark model requires 3,657 en
rollees to breakeven. However. if key projected utilization rates are 

even modestly exceeded. this situation may change markedly. For instance, 
if the utilization rate of inpatient hospital services were to increase 

from .500 to .538 the IPA would have to enroll 5,399 persons to exactly 
cover its costs. This represents an increase of 1,742 individuals, or a 
48 percent change. Thus a relatively modest, unexpected utilization rate 

increase in a key expense may create a financial burden for the IPA. In 
contrast, if the satellite were to experience a similar unplanned increase, 
it would not be as adversely affected. For example, a comparable in

crease in its inpatient hospital utilization rate would raise the breakeven 

enrollment from 531 to 576, an B percent change. Thus the satellite is 
not as adversely affected as the IPA as the result of an unexpected 

utilization rate increase. 

The satellite's greater financial stability can be attributed to the 

fact that only 50 percent of its averaqe total cost is variable whereas 
the IPA's variable cost comprises 90 percent of its total. Thus the IPA's 
cost of providing service is potentially more volatile and its financial 
position less stable than the satellite's. Althouqh the composition of 
each HMO's cost structure differs significantly, the average total costs 
of providing care in each model are nearly the same. 

Accurate estimation of utilization rates and unit costs thus are 
prime determinants of future HMO financial feasibility. Unexpected 
increases in either item can only be counteracted by two measures. Either 
enrollment levels. premium rates, or some combination of both must be 
increased in order for the HMQ to cover its costs. The prospect of an 
enrollment increase in the short-run is unlikely given rural market 

limitations. Also, most HMO plans normally contract with subscribers to 

provide services at a previously agreed upon premium rate. Therefore. 
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particularly in the short-run, accurate projections of unit costs and 

util ization rates are prerequisites to HMO financial viabil ity. 

AlthoUQh the satellite exhibits greater financial stability than 

the IPA, its organizational requirements pose certain unique problems. 

It must have a primary market of sUfficient size to support itself and 
be located within one and one-half hours of its urban-based, parent HMO. 
Few urban areas exist that are both contiguous to medically underserved 

rural areas and are sufficiently populated themselves to undertake 
expansion. Since the satellite refers a significant proportion of its 

enrollees requirinp hospitalization to its parent H~O, care must be taken 

not to disenfranchise the local medical community. In contrast, the IPA's 
service sites are dispersed over a wider geographic area, qiving it 

greater marketing opportunities than the satellite. Also, its lower 
administrative and overhead costs are advantages for exoansion purposes. 

It can be concluded that each model is potentially viable in a 

particular rural setting. Their success will depend in part on the extent 

to which they provide hiqh quality, cost effective basic coverage to a 
significant proportion of the population. 
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Appendix A 

BASIC BENEFIT PLAN 

AMBULATORY SERVICES 

- Physician office visits 
- Consultations with and treament by specialists 
- 24 hour emergency services in and outside the area 
- Immunizations and inoculations 
- Chronic ambulatory maintenance and follow-up 
- Pre and post natal care 
- Periodic screening and physical exams 
- Diagnostic services, such as laboratory and x-ray 
- Rehabil itation 
- Physio-therapy 
- Enrollee education 

Mental health services (usually limited to crisis care and diagno
sis, and cases with physical symptoms) 

- .I\mbulance services, if authorized 

HOSPITAL SERVICES 

- Semi-private accomodations 
- Use of operating, delivery, or treatment rooms 
- Anesthesia, medication, and oxygen 
- Use of special care units 
- Laboratory and x-ray examinations 
- Radiation and physical therapy 
- Psychiatric inpatient care, including alcoholism and drug abuse, 

not to exceed 31 days - cumulative in a year 

REINSURANCE 

- Covers ~edical expenses over $7,500, and up to $25,000 per indi
vidual for a calendar year 

MAJOR MEDICAL 

- Includes prescription drugs, prosthetiCS, oral surgery as the result 
of accidents, durable equipment 
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Appendix B 

SPECIFIC ASSUMPTIONS OF THE IPA MODEL 

ORGANIZATION 

- Non-profit, non-federally certified HMO of the IPA type 

SPONSORSHIP 

- Community-based 

RISl(-SHAJ?ERS 

- IPA physicians 

- Plan 
- Insurance company 

REIMBURSEMENT SYSTID1S 

Physicians 

- General capitation determined fund; payment on fee-far-service 
basis 

Hospital and Other Services 

- Usual billing rates unless modified by contractual arrange
ments 

Fixed Cost Expenses 

- Reinsurance 
- Administration 
- Contingency loading 
- Coordination of benefits 

ADMINISTRA.TIVE COST EXPENSES 

Personnel 

- Medical director (1 day per week) 
- Administrative assistant 
- Accounting 
- Two clerical staff (1 part-time; 1 full-time) 
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Appendix B (continued) 

S~ECIFIC ASSUMPTIONS OF THE IPA MODEL 

ADMINISTRATIVE COST EXPENSES (continued) 

Other 

- Space lease 
- Utilities 
- Office supplies 
- Janitorial 
- Travel 
- Financial consulting 
- Data processing 
- Legal auditing 

~KET STRUCTURE 

- Geographical population of service area: 
- Primary market population: 
- Range of enrollment population: 

COMPOSITION OF PHYSICIAN POPULAT.ION 

- Primary care; some specialists 

PHYSICIAN PRACTICE LOCATION 

- Individual physician's offices 
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Appendix C 

SPECIFIC ASSUMPTIONS OF THE SATELLITE MODEL 

ORGANIZATION 

- Non-profit, non-federally certified satellite clinic of the staff 
type 

SPONSORSHIP 

- Urban HMO (enrollment population: 20,000) 

RISK-SHARF:RS 

- Legal entitles associated with parent HMO 

REIMBURSEMENT SYSTEM 

Physician 

- Salaried 

Hospital and Other Services 

- Contractual through parent HMO; actual billing rates through 
1 oca 1 hosp ita 1 

Fixed Costs Shared with Parent HMO 

- Reinsurance 
- Administration 
- Contingency loading 
- Coordination of benefits 
- Supplies 

Direct Fixed Costs of Clinic Operation 

- Personnel: physician, physician's assistant, receptionist (part
time) 

- Clinic: lease, utilities 

MARKET STRUCTURE 

- Geographical population of service area: 
- Primary market population: 
- Range of enrollment population: 
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Appendix C (continued) 

SPECIFIC ASSUMPTIONS OF THE SATELLITE MODEL 

PHYSICIAN PRACTICE LOCATION 

- Satellite clinic 
- Parent HMO. satellite clinic 

COMPOSITION OF PHYSICIAN POPULATION 

- One primary care staff physician at satellite clinic 
- Physicians participating in parent HMO. mainly specialists 
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