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            Historical Underpinning 
of Insurance 

 The health care insurance industry in the United 
States is arguably the most maddeningly complex 
and confusing system in the world. Other chapters 
will examine some of the quality, equity, access, 
and consistency challenges of America’s hydra-
headed approach to health insurance; this chapter 
attempts to reduce the complexity by tracing the 
historical origins and examining the structure and 
processes of our health insurance system. 

 We begin by providing a basic glossary of 
terms (Table  4.1 ) that will help you understand this 
 system. Like many complex systems, the health 
insurance industry has its own language and 
 jargon, and this table will serve as a basic English 
to “health insurance language” dictionary. Next, 
we provide background on the history of health 
insurance in this country from its origins in the late 
1920s to its expansion and sophistication today. 
While the focus of this chapter is on private com-
mercial insurance, we also refer to Chapters   2     and   3     
and the interconnection of the private insurance 
system with publically funded insurance pro-
grams. We will then segue into the rise of health 
maintenance organizations and managed care in 
the 1980s, which morphed into a variety of cover-
age options in the 1990s, including Preferred 
Provider Organizations (PPOs), Administrative 
Services Only (ASOs), and some degree of return 
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  4      Breaking Down Health Care 
Insurance from HMO to PPO 
and Beyond 

           David     Polakoff        and     Audrey     Smolkin      

 Learning Objectives 

  After completing this chapter, the reader should be able to answer the following questions:   
•  Understand the history of the health care insurance industry in the United States.  
•   Understand how the development of health maintenance organizations (HMOs) and the managed 

care industry affected the US health  care system.  
•   Understand what caused the decline of HMOs and the affect this had on the health care 

landscape.  
•   Understand the effect on the future of the health care industry of the introduction of Accountable 

Care Organizations (ACOs) and payment reform initiatives.    
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to Fee-For-Service (FFS)/indemnity plans. Finally, 
we will examine the degree to which we may have 
moved “back to the future” with the  current dis-
cussions and movement toward accountable/inte-
grated care organizations.

   Health insurance in the United States, and 
elsewhere, is a relatively recent concept. Several 
factors contributed to the lack of health insurance 
offerings before the twentieth century including a 
lack of expensive (and effective) health interven-
tions and the lack of interest by insurance compa-
nies. For example, it was only in 1895 that X-rays 
were invented and they were not in routine use 
until 1917 during World War I in aid stations and 
hospitals [ 1 ]. X-ray services were not covered by 
Blue Cross Blue Shield or other insurance pro-
viders until the 1930s [ 1 ]. The fi rst vaccine for 
polio came in 1955. Most women had children at 
home; for example, only half of the US births 
were in hospitals in 1938; by 1955, 99 % of 
women were giving birth in hospitals as a result 
of the expansion of private health insurance [ 2 ]. 
Well into the twentieth century, surgery was a 
relatively rare intervention. It would be many 
years before the explosive advances in medical 
and pharmaceutical technology would lead to 
interventions that people would want and need. 
For much of the period through World War I, 
families needing medical assistance paid for it 
out of pocket and, if anything, purchased “dis-
ability” insurance that would provide income 
supplementation or replacement in the event of 
crippling illness or accident [ 3 ]. 

 Even for families interested in paying for this 
concept of “health insurance,” most commercial 
insurance companies were uninterested in offer-
ing such a product. The prevalent line of thought 
was that health was not an insurable commodity 
as a result of two concerns that continue to com-
plicate health insurance discussions even today: 
moral hazard and adverse selection. Moral  hazard 
is the notion that individuals would engage in 
more dangerous (or hazardous) activities because 
they believed they were covered by a safety net 
(in this case, the safety net being that insurance 
would cover any medical costs arising as a result 
of risky behavior). Insurance companies wanted 
to avoid covering people who would then be free 

to treat their health as risk that someone else 
 covers the cost of treating. Today, one will often 
hear it said that “the consumer/patient must have 
skin in the game.” Adverse selection is the con-
cept that the most unhealthy, and thus costly, 
individuals would disproportionately purchase 
insurance, making it diffi cult to correctly calcu-
late risks and determine appropriate pricing con-
sidering the variation in baseline health and needs 
of the intended population. 

 While moral hazard and adverse selection 
could have been addressed, at least in part, by 
making health insurance compulsory or publi-
cally funded (as many European nations did by 
the 1920s),  physicians and pharmacists strongly 
resisted this option as they believed it would sig-
nifi cantly reduce their power and profi ts. The dis-
interest of the  commercial insurance industry, the 
lack of demand from consumers, and the resis-
tance of the medical professionals combined to 
delay the formation of an active US health insur-
ance market. But slowly, things began to change.  

 Several demographic, scientifi c, and eco-
nomic advances accrued to make medical care 
more expensive, and the possibility of commercial 

  Workers’ Compensation and Health 

Insurance:  

 Workers in the late 1800s and early 1900s 
often faced diffi cult, unsafe, and life-
threatening conditions [ 4 ]. This was chal-
lenging both for the workers themselves 
and for their employers. In order to address 
this situation, the fi rst workmen’s compen-
sation law was passed, entitled the Federal 
Employer’s Liability Act in 1908 to protect 
 railroad workers. Slowly, individual states 
began to adopt workers’ compensation 
laws, and today all American workers have 
some type of compensation benefi ts includ-
ing provision of some medical costs and 
partial wages for work- related injuries. In 
this way, workers’ compensation was one 
of the earliest forms of health care insur-
ance in the United States. 
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insurance began to seem more profi table and 
 necessary. This section briefl y outlines some of 
those factors:
    1.    More faith in medicine: By the 1920s and1930s, 

breakthroughs in medicine and  science [ 5 ] made 
medical care more innovative, more trusted, and 
more expensive. With the rise of standardization 
in medical  education, medical schools became 
more costly, and these higher costs were passed 
through in the pricing of medical services. At the 
same time, hospital costs were also rising dra-
matically. In addition, many women began to 
choose hospitals to deliver their babies, at a sig-
nifi cant and uncovered cost for many families.     

 See Fig.  4.1  for an overview of US National 
Health Insurance Expenditures (1960–2010).

     2.    Rising incomes: Increasing incomes and a 
sense of general prosperity in the years before 
the Great Depression stimulated more demand 
for health care services [ 6 ].    

      The Baylor Plan and Blue Cross 

 While these factors were brewing, a group of 
 teachers in Dallas, Texas came together to make 
health insurance history. In 1929, Dr. Justin 
Kimball became an administrator at Baylor 

Hospital and, as a result of his prior experience 
as school superintendent, noted that many Dallas 
school teachers were unable to pay their bills. 
He created the “Baylor Plan” which allowed par-
ticipants to pay $.50 a month into a fund for care 
at Baylor Hospital. The plan was guaranteed to 
 provide 21 days of  hospital care for $6 a year. 

 The plan was limited and small and was 
 considered an experiment. Today, it is consid-
ered to be the origin of modern health insurance 
and quickly spread to other cities and towns 
under the name Blue Cross. This bold experi-
ment was considered a great success and was 
quickly spread and modifi ed in important ways 
including an expansion to multiple hospitals 
(the fi rst multi- hospital plan began in New 
Jersey in 1931). Within a decade, it further 
expanded to provide payment for medical ser-
vices under the name Blue Shield. Before we 
turn to the development of Blue Shield and the 
later merging of hospital (Blue Cross) and medi-
cal care (Blue Shield)  insurance programs, it 
should be noted that Dr. Kimball’s decision to 
link payment to a specifi c hospital put hospital 
care at the center of health insurance, a place-
ment that signifi cantly continues to shape health 
insurance, health care delivery, and health care 
costs today.   

  Fig. 4.1    US National Health Expenditures, 1960–2010 (Data from Centers for Medicare and Medicaid. National 
Health Expenditure Data. Washington, DC: Centers for Medicare and Medicaid; 2010)       
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    Blue Shield 

 Almost exactly a decade after Dr. Kimball began 
his grand experiment, the Blue Shield concept 
was developed by employers in the lumber and 
mining camps of the Pacifi c Northwest. While 
paying for services instead of hospital stays was 
different, the basic concept was the same. 
A monthly payment was made to “medical ser-
vice bureaus” that included groups of physicians 
who would provide all needed care. A key fea-
ture, and one that continues to shape the most 
basic  structure of American health insurance to 
this day, was that fees were paid by the employ-
ers, not the employees. This key new worker ben-
efi t made certain employers more appealing and 
also had the potential to reduce missed days of 
work for illness or disability. This fi rst offi cial 
Blue Shield Plan began in 1939, and in 1948, the 
symbol was informally adopted by nine plans and 
called the Associated Medical Care Plan, which 
was later renamed the National Association of 
Blue Shield Plans. It was not until several decades 
later, in 1982, that Blue Shield merged with the 
Blue Cross Association and formed the Blue 
Cross and Blue Shield Association.  

    World War II and the Rise 
of Nationally Subsidized Employer- 
Based Insurance 

 While Blue Shield and similar plans were 
 beginning to spring up across the country, before 
World War II, few people were covered. However, 
during the war, the federal government placed a 
freeze on wages [ 8 ], making the ability to offer 

fringe benefi ts appealing. Employers began 
 offering health insurance as a key benefi t. The 
fact that this benefi t was not subjected to taxation 
for either the employee or the employer made it 
highly appealing. Today, the majority of 
Americans receive their health insurance as a 
nontaxable fringe benefi t of employment. 

 The seeds of the managed care revolution 
were planted about 10 years after Baylor was 
 beginning its grand experiment, by another 
inventive doctor named Sidney Garfi eld. This 
experiment took place in the late 1930s in mid-
dle of the Mojave Desert. 

 Dr. Garfi eld built the Contractors General 
Hospital in an effort to treat sick and injured 
 workers associated with the construction of the 
Los Angeles Aqueduct. Though some workers 
had health insurance, most did not. Dr. Garfi eld 
did not turn away any worker needing care. The 
result was a rise in hospital expenses. Harold 
Hatch, an insurance agent, advised insurance 
companies to pay Dr. Garfi eld a fi xed amount 
per day, per covered worker in advance, intro-
ducing the concept of prepayment. Thousands 
of workers enrolled for fi ve cents per day and 
received the treatment needed, making the 
Contractors General Hospital a success. 
Another massive construction project, the 
Grand Coulee Dam, signaled a need for a new 
 hospital and the recruitment of physicians in a 
“prepaid group practice” to provide care to 
6,500 workers and their families. This fi rst 
“replication” was again well received, and, 
hearing of Dr. Garfi eld’s success, Henry J. 
Kaiser created the ultimate test,  providing 
health care for 30,000 shipyard workers. The 
association formed between Dr. Garfi eld’s 
innovative health system and Kaiser’s extensive 
industries created Kaiser Permanente, the orga-
nization which still exists today [ 9 ]. See Fig.  4.2  
for a diagram depicting the development of 
employer-based health care plans.

       HMO Era 

 The development and history of health mainte-
nance organizations (HMOs) and other related 
managed care organizations in the United States 

  “A godsend to thousands.”  
 –Brian Twitty, Assistant to Dr. Justin 

Kimball regarding the Baylor Plan. 

 More than 1,300 teachers initially signed up 
for the Baylor plan, and within 5 years, 
more than 408 employee groups with more 
than 23,000 members were covered by this 
new type of plan [ 7 ]. 
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  Fig. 4.2    Development of employer-based health care plans       

span decades. The concept began to develop as 
early as 1929 with Blue Cross and 1937 with 
the Kaiser Foundation Health Plans and Group 
Health Association (GHA). It continued to 
evolve and expand in the 1960s and 1970s, and 
its infl uence in the delivery of health care 
peaked in the 1980s and 1990s. But by the late 
1990s, that infl uence on health policy began to 
decline as a direct refl ection of its failure to 
restrain growing health care costs. The cartoon 
in Fig.  4.3  depicts this.

      The 1970s 

 Since 1965 when President Lyndon B. Johnson 
signed amendments to the Social Security Act 
creating Medicare and Medicaid, the US econ-
omy continued to grow. Congress became frus-
trated with the combination of infl ation, 
uncontrolled health care costs, and utilization of 
the Medicare program. In 1971, President Nixon 
enforced control on wages and price freezes to 
curb further infl ation [ 10 ]. In an effort to limit 
further growth in the Medicare budget, the Nixon 
Administration requested the assistance of Dr. 
Paul Ellwood to present his ideas for reducing 

health care spending [ 11 ]. Dr. Ellwood was a 
close colleague of Dr. Philip Lee, Assistant 
Secretary of Health  during the Johnson 
Administration, and knew too well the health 
care situation that was unfolding. Dr. Ellwood 
proposed the concept of the health maintenance 
organization as a strategy to improve the existing 
health care system, using government funding to 
support the growth of prepaid health plans [ 12 ]. 
The underlying concept was essentially the same 
as that introduced decades earlier by Drs. Kimball 
and Garfi eld. A group of providers are “prepaid” 
a fi xed sum for all of the care required by an indi-
vidual. This creates an incentive for the doctors 
and other providers to keep that person healthy, 
limiting the amount needing to be spent on “sick 
care.” In insurance parlance, it also shifts the uti-
lization risk to the providers. 

 By 1973, health care costs increased from 4 % 
of the federal budget in 1965 to 11 % [ 10 ]. The 
discussions with Dr. Ellwood laid the ground-
work for the Health Maintenance Organization 
(HMO) Act of 1973. Signed by President Nixon 
in December 1973, the HMO Act provided start-
up funding in the form of grants and loans for 
new HMOs and access to employer-based insur-
ance markets [ 11 ]. The Act provided $325 million 
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in appropriations, spread over 5 years, a fraction 
of the $3.9 billion proposed during initial dis-
cussions. It also assisted new HMOs with mar-
keting, initial operating costs, and facility 
design [ 13 ]. 

 However, the establishment of the HMO Act 
of 1973 and further amendments in 1976 did not 
accomplish the initial vision of Dr. Ellwood and 
President Nixon’s HMO strategy. Health care 
spending did not decline. The Act caused HMOs, 
particularly federally funded HMOs, to be heav-
ily regulated by federal and state regulations and 
legislation [ 13 ]. The HMOs that were established 
through federal funding were limited. Rather 
than continue to support additional spending, 
Congress passed a bill in 1981 to phase out and 
end both the grant and loan programs created by 
the HMO Act of 1973. Though federally funded 
HMOs were limited in number and enrollment, 
both government and nongovernment interests 

continued to search for a more effective and less 
expensive health care system. This led to contin-
ued and widespread development of HMOs with-
out federal assistance in the later part of the 1970s 
and early 1980s and generated new models of 
insurance, collectively referred to as “managed 
care” [ 13 ].  

    The Development of HMOs 

 The economic recession in the early 1980s 
 reinforced the need to control costs and expendi-
tures. HMOs were developed to reduce health 
care utilization and expenses and were widely 
adopted during the 1980s and 1990s. Beyond 
their original focus on prevention (health mainte-
nance), HMOs supported the imperative to 
reduce health care spending by controlling hospi-
tal utilization, the specialist referral process, and 

  Fig. 4.3    HMO cartoon (Used 
with  permission. Copyright © 
John McPherson J. Distributed 
by Universal Uclick via 
CartoonStock.com. That’s 
how much time your HMO 
allots for bypass surgery 
[image on the Internet]. 2005 
Dec 25 [cited 2012 Apr 17]. 
Available from:   http://www.
cartoonstock.com/cartoon-
view.asp?catref=jmp060725    )       
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selecting providers. Provider competition grew 
as HMOs implemented “selective contracting” 
with providers as an effective cost- containment 
strategy, limiting their subscribers to specifi c pro-
viders and hospitals and negotiating lower fees 
with those limited groups [ 14 ]. Many of the 
HMOs (formerly called prepaid group practices) 
that were developed during this era refl ected the 
models of the Kaiser Permanente and Group 
Health plans. Initially, this model led to reduced 
utilization, created some effi ciencies, and limited 
payments to physicians [ 15 ]. 

 As the pressures for cost containment contin-
ued, the managed care movement shifted from 
the management of care by a primary care physi-
cian (PCP) to the management of physicians by 
HMO administrators “intent on reducing costs, 
limiting services and increasing margin” [ 16 ]. 
This signaled a shift of authority and control 
from physicians to the HMOs as the managers of 
care and services. Many consumers perceived a 
transformation in health care into a “corporate 
industry” with HMOs working with employers to 
provide cost-effective health care to their 
employees through managed care plans. The 
employee benefi t created in the 1930s to attract 
and retain employees, in lieu of increased pay, 
had become an enormous and uncontrollable 
fi nancial liability for employers. Employer selec-
tion of the HMO model grew from 5 % in 1984 
to 50 % in 1993 as companies sought to control 
these costs [ 17 ].  

    The Rise of PPOs and POS Plans 

 With the rise in HMO adoption came a signifi cant 
backlash against the core features and manage-
ment techniques of this type of plan, as well as 
what many saw as excesses in their application. 
By 1985, managed care organizations began to 
restructure and evolve. The Preferred Provider 
Organizations (PPOs) and point-of-service (POS) 
plans that were created became competitors to 
HMOs in the provision of health care coverage. 
PPOs consist of a network of selected health care 
providers (such as hospitals and physicians) 
 working for a specifi c health insurance company. 

Patients are given strong fi nancial incentives to 
stay within this set network of providers. Care 
outside the network costs more, often signifi -
cantly more, in the form of higher deductibles, 
higher coinsurance rates, or non-discounted 
charges from the providers. From the provider 
perspective, PPOs may be appealing because 
patients not in the PPO network can still be seen, 
and providers may charge more than PPO 
 network providers for services. Providers agree 
to discounted rates for in-network services in 
exchange for increased volume of referrals. 
Though PPOs do not require referrals from the 
primary care physician for specialty care, this 
could promote uncoordinated care as patients 
may receive care from specialists without the 
knowledge of the primary care physician. 

 Another variant that developed at about the 
same time as the PPO was the point-of-service 
(POS) plan. A POS plan is a type of managed 
care that is a hybrid of the HMO and the PPO. 
Members of a POS plan do not have to decide 
which system (in network or out of network) to 
use until the point in time when the service is 
being used. However, as a managed care plan, the 
individual is required to choose a primary care 
physician (PCP) to be the main “point of service” 
and care coordinator. There are cost and conve-
nience incentives for the member to choose pro-
viders within the network, but either choice is 
permitted. See Table  4.2  for a listing of types of 
health insurance plans and their descriptions.

   As HMOs began to offer PPO and POS prod-
ucts, PPOs obtained HMO licenses, and HMOs 
contracted with employers on a self-funded rather 
than capitated or fully insured basis, shifting more 
risk back to employers [ 11 ]. The differences 
between the various types of managed care plans 
began to blur. 

 With this restructuring and rapid HMO growth, 
enrollment grew from 3 million in the 1970s to 13 
million in the early 1980s and to over 80 million in 
1995 [ 12 ]. While enrollment continued to increase, 
the number of licensed HMOs peaked in 1986 and 
has since declined [ 15 ]. The rapid growth in 
HMOs had outpaced their ability to manage costs. 
By the 1990s, the infl uence of HMOs began to 
diminish rapidly.  
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   Table 4.2    Types of health insurance plans   

 Type of plan  Key characteristics  What it means for providers 

 HMO  • Members must choose primary care physician 
(PCP) from provider network 

 • Shared fi nancial risk 

 • Referrals are required to utilize specialty services  • Medical group paid on 
negotiated rate 

 • Members pay fi xed monthly fee  • Primary care physician provides 
referral for specialty services 

 • Low out of pocket expenses  • May provide services to HMO 
and non-HMO members  • Various models: group, staff, network, individual 

practice association (IPA) 
 PPO  • Member not required to select primary 

care physician 
 • Payment incentives for 

providers (through a variety of 
mechanisms) 

 • Receive care from any physician in PPO network 
or out of network 

 • Prompt payment features for 
favorable payment rates 

 • No referrals from PCP necessary  • Utilization management services 
to control utilization and cost of 
health services provided 

 • Member may use non-PPO providers, 
at additional (usually higher) cost 

 • Members pay for services as they are rendered 
 POS  • Hybrid of PPO and HMO plans  • Reimbursement through 

capitated payments/fee schedule 
 • Member must choose a PCP  • Primary care physician 

“gatekeeper” of referral and 
medical services 

 • PCP provides referrals  • Physician payments paid upon 
achieving utilization and cost 
targets 

 • Resembles HMOs for in-network services 
 • Out-of-network services are reimbursed on fee 

schedule 
 ACO  • Group of providers responsible for group 

of patients 
 • Shared responsibility for 

treatment of a group of patients 
 • Provider payments based on the care the ACO 

as a whole provides to patients 
 • Providers must coordinate care 

with other physicians 
 • Providers share any cost savings 

received 

    The Fall of HMOs 

 There were a number of factors that contributed 
to the decline of HMOs in the late 1980s and 
1990s. Many providers objected to risk contract-
ing terms, which pressured them to take on more 
risk. Patient and provider backlash against man-
aged care business practices became widespread. 
New regulations to limit unfavorable HMO prac-
tices provided patients with more legal rights to 
sue HMOs. A number of class litigation actions 
were brought by consumers, physicians, and 
other providers against managed care business 
practices that included injury or death resulting 
from alleged decisions to withhold or limit 

 medical care. As a result, physician relationships 
with HMOs and managed care organizations, a 
descriptor that had become prevalent by the mid- 
1990s, soured sharply. 

 Responding to pressures from purchasers (the 
employers who purchase most commercial health 
insurance on behalf of their employees) to con-
trol rising premiums, managed care organiza-
tions adopted a variety of techniques to limit 
utilization of health care services or shift their 
costs to consumers. Under the heading of utiliza-
tion management, health plans implemented 
prior authorization, specifi c benefi t restrictions, 
quantity limits, referral requirements, and retro-
spective review and denials. Among the cost-shifting 
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techniques that were developed or expanded dur-
ing this era were annual and  specifi c-service 
deductibles, copayments and coinsurance. While 
all were part of a rational effort to control the 
national rise in health care costs, the cumulative 
effect was perceived by consumers as intrusive 
and burdensome and by providers as an abroga-
tion of the  prerogatives reserved by law and tradi-
tion for the medical profession. Ultimately, this 
prompted a substantial backlash by a consumer 
movement and organized medicine. 

 This backlash prompted changes in the 
 business approaches of HMOs, which in turn 
signifi cantly transformed the business model of 
the health insurance industry. Anything that was 
perceived as a limitation on access to or choice 
of providers was softened or eliminated. On the 
other hand, use of all forms of cost shifting 
 intensifi ed and accelerated. These moves could 
be  portrayed as “consumers have access to any 
 provider or service they wish, as long as they are 
willing to pay for it.” Insurance product design 
also evolved further. More and more HMOs 
began to offer products that were similar to 
PPOs and POS plans [ 18 ]. The choice of provid-
ers was not limited to a fi nite  network. Cost 
shifting to the consumer took the place of utili-
zation controls. 

 Despite these changes in the business model, 
health plans did not succeed in restraining rising 
health care costs for very long. The annual percent 
change in per capita health care spending 
increased from 2 % in 1996 to 10 % in 2001 [ 17 ]. 
The retreat from traditional cost controls by 
HMOs resulted in a resumption of the previous 
growth curve in medical spending and a search 
for new ways to restrain it.   

    What’s Next for HMOs and 
Managed Care 

 In recent years, the persistent and inexorable rise 
in health care costs has become one of the United 
States’ most persistent and vexing economic 
issues. While previously much of the pressure to 
restrain rising costs had come from purchasers, 
cost shifting to consumers has activated them and 

increased the national level of frustration around 
health care. The nexus of these pressures from 
consumers, employers, providers, and govern-
ment regulators falls on health plans. A careful 
examination of the history outlined here revealed 
that among the cost control methods that have 
been successful in the US in previous decades 
were government price controls, capitation, and 
what was previously termed “managed care.” 
The former is unacceptable in contemporary pol-
itics. The second failed because providers were 
in many instances unprepared to accept and man-
age risk. And the latter, while successful in con-
trolling costs, ultimately sank under the weight of 
a mixture of corporate excesses in failed imple-
mentation. The next generation of cost control 
initiatives is drawing from the best of these, while 
learning from recent experiences.   

    Back to the Future: Accountable 
Care Organizations (ACOs) and 
Integrated Care Organizations (ICOs) 

 Among a wide number of sweeping changes, the 
Patient Protection and Affordable Care Act 
signed into law on March 23, 2010, contains a 
provision to develop accountable care organiza-
tions (ACOs) as one of the fi rst new payment 
reform initiatives. Though initially established as 
a new way of  paying for health care provided to 
Medicare benefi ciaries, there is signifi cant 
opportunity for pilot programs to test this pay-
ment model by private payers and Medicaid 
agencies [ 20 ]. ACOs are organizations comprised 
of physicians, hospitals, and other health care 

  “If all we’re doing is adding more people 
to a broken system then costs will continue 
to  skyrocket, and eventually somebody is 
going to be bankrupt, whether it’s the fed-
eral government, state governments, busi-
nesses or individual families.”  

 –President Barack Obama, White House 
Health Care Summit, 2/2010 [ 19 ] 
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providers who accept prepayment and risk to 
manage a group of patients. They are responsible 
(accountable) for all, or a contractually defi ned 
range, of health care services. As part of this 
management, they assume many of the functions 
previously performed by managed care organi-
zations or health plans, including utilization 
management, care and case management, and 
cost control. The reimbursement system often 
includes rewards for attainment of quality of 
care and outcome benchmarks, as well as cost 
control [ 21 ]. 

 The implementation of the ACO model will 
need to overcome several challenges to be suc-
cessful. The ACO will need to build trusting 
 relationships among physicians, payers, and 
other partners. This trust may prove diffi cult to 
reconcile as the turbulent relations between phy-
sicians, patients, and insurers during the late 
1990s created an unfavorable climate. Individual 
physicians may be reluctant to accept responsi-
bility for the care of an unselected panel of 
patients within an organization. Hospitals and 
health care organizations may experience diffi -
culty in aligning their medical staff to promote 
accountability [ 22 ]. And hospitals, the fi nancially 
dominant partners within an ACO, will be driven 
by confl icting incentives: reducing utilization to 
achieve savings and keeping their beds fi lled. But 
a full  collaboration among the provider, health-
care organization, patient, and payer is critical 
to the success of the ACO. Data management and 
data sharing present further challenges. 
Organizations will be required to develop data-
sharing agreements and exchange performance 
and fi nancial data between providers and payers 
[ 21 ]. These data will also be critical for providers 
to understand their patient populations and 
health care patterns and to establish performance 
measures. 

 The implementation of health information 
technology (HIT) is vital for ACOs. HIT, including 
electronic health records and care management 
systems, will be the basis for data sharing 

across providers, organizations, and payers [ 23 ]. 
Without such technology, the coordination of 
care, establishment of performance measures and 
metrics, and management of care spending will 
remain diffi cult. Health information exchanges, 
currently under development in many states, will 
support these efforts. But they are currently in 
their infancy. It will be critical to ensure that 
solutions to these challenges are available if 
ACOs will be successful. 

 At this time, the ACO as a payment model 
is relatively new; the benefi ts to improving the 
health care system and reducing health care costs 
are still undetermined. Pilot programs are being 
implemented between providers, health care 
organizations, and payers, both government and 
commercial, to determine the viability and cost 
effectiveness of ACOs as a payment and care 
model.  

    Conclusion 

 Since its earliest roots in the 1920s, health 
 insurance in the United States has evolved into 
the costliest and one of the most complex in the 
world. This chapter traces the history and evolu-
tion of the employer-based system of health 
insurance and documents shifts both into and 
away from a  managed care and health mainte-
nance systems (Fig.  4.4 ). The massive growth in 
number of plans and complexity of payment 
 systems has  contributed to higher costs and to 
some modest improvements in quality and access. 
The most recent shift, brought about by the pas-
sage and imminent implementation of the federal 
health care reform law (Patient Protection and 
Affordable Care Act) will signifi cantly shift the 
health insurance landscape toward a model based 
on some form of “accountable care organiza-
tions.” If past is prologue, the ultimate impact of 
the dramatic changes envisioned in the new law 
will surprise us and will not be fully understood 
for many years.
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insurance plan for school

teachers. This became the
ancestor of Blue Cross

plans.

1935:
Sulfa

developed.
Penicillin
begins

widespread
use in 1946.

1935:
Social

Security Act
passed by
Congress
includes
grants for

Maternal and
Child Health.

1940s:
Explosion in health

insurance market from
less than 20,000 in 1940
to over 142,000 by 1950.

(a)

1943:
War Labor Board rules wage

freeze does not apply to fringe
benefits such as health insurance

creating a large incentive for
employers to provide health

insurance to employees and de-
linking the user of services (the
employee and family) and the

pay or of services (the employer).

1944:
FDR outlines an
“economic bill of
rights” including
right to medical

care.

1965:
The Medicare and

Medicaid
programs signed.

1983:
Medicare introduces

Diagnostic Related Groups
(DRGs) as a prospective

payment system for hospital
payment, thereby keeping the

focus of payments and
treatments procedure based

versus comprehensive
payments.

2010:
President Obama signs the

Patient Protection and
Affordable Care Act (PL

111-148) requiring that all
individuals have health

insurance by 2014.

Indicates developments in healthcare

Indicates changes in public insurance/government interventions

Indicates changes in private health insurance

1990s:
Rise of
PPOs.

2010:
Accountable Care

Organizations
(ACOs) begin.

1980s:
Mass

expansion of
HMOs.

1973:
HMO Act of 1973 was
signed by President

Nixon providing funding
for new federally

funded HMOs and
access to employer-

based insurance
markets. These were

later phased out. 
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  Fig. 4.4    Health insurance development timeline (a: Data from Health Insurance Institute. Book of Health Insurance 
Data, 1965. New York: Health Insurance Institute; 1966)       
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