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Introduction

The cost of providing health care benefits to employees for political subdivisions within the State of
Texas as well as legislative obligations to provide health care to indigent citizens, continues to soar with
double digit increases. With the current atmosphere of uncertainty of proposed federal legislation to
expand health care to the nation’s uninsured, many political subdivisions are seeking and preparing for
alternatives. With unprecedented budgetary constraints, and a restive electorate, political subdivisions
within the state are peeling back the onion of health care cost drivers, and seeking common sense
remedies. This current environment has intensified the scrutiny of purported managed care savings
impact on health care in general as well as the role of health care intermediaries.

This report focuses on and identifies what we perceive to be some of the key cost driving issues within
our health care delivery system as well as common sense solutions that have been implemented with
success by certain political subdivisions within Texas. These common sense solutions have reduced
health care costs 40% or more without reducing benefits or access to care.

Preferred Provider Organizations (PPO) — Cost Savers or Cost Drivers?

Since the early 1980's, the health care delivery system has been driven by the concept of managed care.
Preferred Provider Organizations (PPO) were launched by third party payers and enterprising
entrepreneurs to provide lower cost through a select grouping of health care providers. The premise
was valid —in return for increased patient load, participating providers agreed to lower their fees.

To provide steerage to these lower cost providers, health care plans began offering a two tier benefit
program. Accessing a preferred provider would reward the patient with a lower out-of-pocket expense
while accessing a non-network provider would “punish” the insured with a higher out-of-pocket
obligation. Managed care ushered in an era of low co-pays, first dollar coverage and low out-of-pocket
exposure. Little effort was expended in maximizing medical care outcomes. Economies of scale became
the accepted underlying scheme.

Initially, the PPO concept worked efficiently to the benefit of the parties involved. Employees were
content and supportive since their out-of-pocket expenses were limited to small co-pays, such as $15 for
a physician office visit. Plan sponsors were supportive since empirical data appeared to show real
savings. PPO contracts proved to be “cost savers” in the eyes of many. However, the opposite would
become clear as PPO’s morphed through the late 1980’s and into the 1990’s. “Managed Care” became
synonymous with “Managed Money.”

PPO’s eventually transformed from “cost savers” to “cost drivers.” Managed care began to have a
pernicious influence based on synthetic reasoning.

With consumer demand to expand their networks, PPO’s began contracting with every willing provider
in every geographic area. As a result, providers became less inclined to significantly discount their fees
for service. Why should they, since almost all providers were joining PPO networks, and steerage
became problematic and illusory.



Proprietary PPO networks owned and operated by several major health insurers, not only contracted
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with willing providers, they also contracted with non-willing ones. Those who agreed to “play ball” and
discount their fees for service, were designated “Participating Providers”, or “Par” providers. Those who
were not willing to discount their fees for service (mostly rural practitioners) but willing to accept
assignment of claims only, were labeled “Non-participating Providers”, or “Non-Par” Providers. This
strategy gave the carrier’s a distinct marketing advantage without giving their clients a financial
advantage. With the advent of these APO’s (All Provider Organization) costs increased despite touted

PPO discounts.

Consumers became immune and isolated to the costs associated with receiving health care. Enhanced
PPO benefits incorporated a co-pay system wherein the consumer was obligated to pay only a small fee
for services. (For example, physician office visits access for $15). The consumer was thus shielded from
knowing the true cost of care and had little incentive to question costs and shop for services. We have
documented average charges per encounter exceeding S750 (per visit) or more with health care plans
sponsored by political subdivisions within the state. This is not uncommon.

Unfortunately, as third party beneficiaries of PPO contracts, consumers were precluded from knowing
the cost basis for their health care negotiated upon their behalf by health care intermediaries. Contract
negotiations between providers and PPO networks took place behind the curtain and were deemed
confidential by the parties involved. As a result, Texas political subdivisions relied on the representations
of health care intermediaries, accessing PPO contracts without knowledge or understanding of the true
cost basis for claims to be paid. Prevented from reviewing specific PPO contracts, these plan sponsors in
effect were “gifting” public funds through confidential contracts to which they were not a party.

Since PPO contracts are proprietary and confidential, beneficiaries, such as political subdivisions within
the State of Texas, may be surprised at some of the common elements within these contracts. These
serve to drive costs up, year after year, guaranteed. Parties to the contract benefit primarily, with
secondary regard to the financial well being of potential third party beneficiaries i.e., a county
government which provides a health care benefit plan to their employees. PPO’s do not want the public
to know what is in their contracts and guard these secrets aggressively. They have a vested and financial
interest in continued secrecy.

For example, every PPO contract we have reviewed has an annual escalator clause averaging 8-12%,
although we have seen several at 4-6%. Through an Evergreen clause, on each contract anniversary the
provider is assured of increased revenue for each fee for service. Since medical trend has averaged 10-
12% consistently, common sense would dictate that PPO contracts are a significant contributing factor.
Over a five year span, the compounding effect of medical care costs can increase as much as 75%.

Other cost drivers within some PPO contracts include provider re-pricing fees. These fees are as high as
4%. PPO’s track claim utilization by provider and an accounting is performed periodically. For example,
PPO “A” tracks re-priced claims for their members at Healthy Clinic Incorporated. In the month of
September the PPO books $10,000,000 in gross claims at this clinic, re-priced down to $5,000,000 as per
the PPO contract with the clinic. An invoice is then generated for 4% of the re-priced amount. The clinic






