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This article identifies factors that influ­
ence health maintenance organizations’ 
(HMOs) decisions about of fering a 
Medicare risk product in rural areas; 
describes HMOs’ recent experiences serving 
rural Medicare risk enrollees; and assesses 
the potential impact of Medicare program 
changes on the future willingness of HMOs 
to of fer a Medicare risk product in rural 
areas. Data for the analysis were collected 
through interviews with a national sample 
of 27 HMOs. The results underscore the 
importance of adjusted average per capita 
cost (AAPCC) rates in HMOs’ decisions to 
of fer Medicare risk products in rural areas, 
but also indicate that other factors influ­
ence these decisions. 

Although the number of HMOs serving 
rural Medicare beneficiaries has increased 
since 1990, Medicare risk enrollment in 
rural areas still lags far behind urban areas 
(Moscovice, Casey, and Krein, 1998).  Most 
rural Medicare beneficiaries do not have the 
option of enrolling in a Medicare risk plan 
(Physician Payment Review Commission, 
1997), and rural Medicare risk enrollment is 
concentrated in a small number of States 
and health plans. The Balanced Budget Act 
of 1997 contains several provisions designed 
to reduce geographic variation in AAPCC 
payment rates for Medicare risk plans. 
However, it is unclear whether these 
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changes will encourage HMOs to serve 
more beneficiaries in rural areas through 
Medicare risk contracts. 

The results of a recent study conducted 
by the University of Minnesota Rural 
Health Research Center may suggest the 
future direction of the HMO response. 
This study had three purposes: first, to 
identify factors that influence HMOs’ deci­
sions whether or not to offer a Medicare 
risk product in rural areas; second, to 
describe HMOs’ recent experiences serv­
ing rural Medicare risk enrollees; and 
third, to assess the potential impact of 
changes in the Medicare program on the 
future willingness of HMOs to offer a 
Medicare risk product in rural areas.1 

The relationship between AAPCC rates 
and Medicare risk enrollment in urban and 
rural areas has been examined by several 
national studies (Physician Payment 
Review Commission, 1995, 1996, 1997; U.S. 
General Accounting Office, 1997; 
Congressional Budget Office, 1997; Rural 
Policy Research Institute, 1997).  In 1990, a 
Mathematica Policy Research study identi­
fied low and volatile AAPCC rates, the high 
fixed costs of marketing and administering 
Medicare risk plans, difficulty contracting 
with rural physicians, and HMOs’ percep­
tions that they were more likely to 
encounter adverse selection in rural areas 
as deterrents to Medicare risk contracting 
in rural areas (Serrato, Brown, and 

1 Rural areas were defined as counties located outside of metro­
politan statistical areas (MSAs).  The Office of Management and 
Budget defines an area as an MSA if it includes at least one city 
with 50,000 inhabitants or an urbanized area with at least 50,000 
inhabitants and a total metropolitan population of at least 
100,000. 
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Bergeron, 1995).  The current study 
focused on the decisionmaking and experi­
ences of HMOs currently serving rural 
Medicare beneficiaries under risk con­
tracts, and the rural implications of 
changes in the Medicare program.  It also 
assessed whether the barriers identified by 
the Mathematica study continue to dis­
courage HMOs from serving rural 
Medicare risk enrollees. 

METHODS 

Data for the analysis were collected 
through structured phone interviews with 
a national sample of 27 HMOs. The sur­
veyed HMOs include 15 HMOs currently 
serving rural Medicare risk enrollees, 1 
HMO that recently dropped its Medicare 
risk contract to serve rural enrollees, and 
11 HMOs that have commercial enrollees 
in 5 or more rural counties, but no rural 
Medicare risk enrollees.  The study also 
analyzed secondary data on HMO charac­
teristics, Medicare risk enrollment, and 
AAPCC rates. 

Two stratified random samples of HMOs 
were selected for the study.  The “risk sam­
ple” consisted of HMOs serving 100 or 
more rural Medicare risk enrollees as of 
December 1995, stratified by the number 
of rural Medicare risk enrollees.  The 
“commercial sample” consisted of HMOs 
that had five or more rural counties in their 
commercial service areas, but were not 
serving rural Medicare risk enrollees as of 
December 1995; this sample was stratified 
by census region.  Two Minnesota HMOs 
were chosen as pre-test sites.  Interview 
protocols were developed using the litera­
ture on HMOs and Medicare risk con­
tracts, including the 1990 Mathematica 
study, and consisted of open-ended ques­
tions and probes regarding the HMO’s 
decisionmaking, experiences, and future 
plans regarding Medicare risk products in 

rural areas.  At each HMO, one or more 
senior managers who were knowledgeable 
about the HMO’s Medicare risk product or 
the HMO’s decision not to offer the prod­
uct were interviewed.  The interviews 
were conducted from May through early 
September 1997. 

Three of  the HMOs in the risk sample 
had pre-Tax Equity and Fiscal 
Responsibility Act (TEFRA) of 1982 
demonstration projects, five HMOs began 
their Medicare risk contracts between the 
mid-1980s and 1991, and eight HMOs 
signed contracts after 1993. These HMOs 
range in age from 8 to 51 years, with a 
median age of 13 years (Table 1).  Six are 
mixed-model HMOs, seven are individual 
practice associations (IPAs), one is a group 
model, and one is a staff model.  Ten are 
for-profit entities.  Their rural Medicare 
risk enrollment ranges from just over 200 
to almost 15,000 enrollees.  The 11 HMOs 
in the commercial sample are younger 
than those in the risk sample, and a greater 
percentage are IPA models (Table 2). Only 
2 of these plans have more than 100,000 
enrollees, compared with 12 of the 15 plans 
with rural Medicare risk enrollees.  The 
percentages of for-profit HMOs and non­
profit HMOs in the two groups are similar.  

Compared with HMO plans nationally 
(InterStudy, 1996), the HMOs in the risk 
sample are older, have larger total enroll­
ment, are less likely to have for-profit tax 
status, and are more likely to be mixed-
model HMOs. Their organizational char­
acteristics resemble those of all HMOs 
with Medicare risk contracts (Physician 
Payment Review Commission and 
Prospective Payment Assessment 
Commission, 1995). The risk sample 
HMOs represent more than one-fourth of 
the 50 HMOs nationally that were serving 
at least 100 rural Medicare risk enrollees 
at the end of 1995. Therefore, we are rea­
sonably confident that the study results are 
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Table 2
 

Characteristics of Participating HMOs With Rural Commercial Enrollment, But No Rural 

Medicare Risk Enrollment 


Plan Age Total 
(years) Model Type Tax Status Enrollment 

DAKOTA CARE, SD 10 IPA For-profit 19,819 

Advantage Care, KY 3 Group/IPA For-profit 21,818 

Trigon Blue Cross Blue Shield, VA 10 IPA For-profit 21,583 

United Health Care of Texas, Inc., TX 10 IPA For-profit 34,103 

Welborn Health Plans, IN 9 Staff For-profit 35,082 

North Central Health Protection Plan, WI 24 IPA Non-profit 40,969 

Rockford Health Plans, IL 16 Network For-profit 44,995 

HealthSource Maine, ME 10 IPA For-profit 66,011 

Blue Plus, MN 21 IPA Non-profit 70,201 

Physicians Health Plan, MI 14 IPA Non-profit 190,231 

Blue Shield of California HMO, CA 8 Group/IPA Non-profit 277,815 

NOTES: HMO is health maintenance organization. IPA is individual practice association. 

SOURCE: InterStudy Competitive Edge, August 1996. 

generalizable to all HMOs that were serv­
ing rural Medicare risk enrollees when the 
study was conducted. However,  the 
results may not be fully generalizable to 
new health plans, e.g., provider-sponsored 
organizations (PSOs), that develop to con­
tract with the Medicare program on a risk 
basis in the future. 

RESULTS 

Decisions to Serve Rural Areas 

Most of the risk sample HMOs cited a 
combination of factors in their decisions to 
serve rural Medicare risk enrollees. These 
HMOs are all well-established plans with 
large commercial populations, and several 
indicated that their decision to offer a 
Medicare risk product in rural areas was 
influenced by their experiences offering 
commercial products in those areas.  

Seven HMOs cited the presence of sig­
nificant senior populations in some rural 
areas as a motivating factor for offering the 

Medicare risk product.  For six HMOs, 
having an established provider network in 
rural areas was a major factor.  Six HMOs 
reported that employer demand for retiree 
coverage was an important incentive. The 
HMOs were especially interested in con­
tracting with major employers with large 
numbers of retirees in rural areas.  They 
were also interested in retaining commer­
cial members who retired. 

For three HMOs, corporate mission 
influenced their decision. One HMO offi­
cial stated: “We wanted to have a well-
rounded offering, from a provider and con­
sumer perspective, by covering Medicare 
and Medicaid as well as commercial. The 
HMO has a corporate mission to serve all 
populations.” This HMO added that it did 
not enter the Medicare risk business think­
ing it would make money.  Two HMOs 
described HCFA’s requirement that a 
Medicare risk service area be contiguous 
as a factor in their decisions. Two HMOs 
specifically mentioned competition from 
other HMOs in rural areas as a motivating 
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force for serving rural Medicare enrollees. 
Geographic necessity, i.e., the desire to 
expand in a State that is mostly rural, 
played a role in one HMO’s decision to 
expand to rural counties. For one HMO, 
serving rural Medicare risk enrollees was 
a “secondary effect;” it chose to serve 
urban areas and “portions of the nearby 
rural counties just came with them.” 

Four HMOs described AAPCC rates as 
one of several factors they considered in 
their decisions to serve rural counties.  One 
HMO selected rural counties where AAPCC 
rates were “not outrageously low” compared 
with the urban counties in its service area; 
other HMOs indicated that they were serv­
ing rural areas in spite of low AAPCC rates. 
These HMOs balanced low rural AAPCC 
rates with other factors such as capacity in 
the provider network, provider willingness 
to work with the plan, the growing number 
of retirees in some rural areas, and a desire 
to establish their Medicare risk products in 
advance of the competition. 

For the commercial sample, AAPCC 
rates emerged as the most important fac­
tor in HMOs’ decisions not to offer a 
Medicare risk product in rural areas. 
Several HMOs described low AAPCC rates 
in rural counties as the only reason why 
they are not offering a Medicare risk prod­
uct in the rural portions of their commer­
cial service areas.  Other HMOs cited a 
combination of factors, including low 
AAPCC rates, inability to develop a suffi­
cient provider network, and small numbers 
of Medicare beneficiaries. 

These findings are in accord with 
research indicating that the rural counties 
currently  served by Medicare risk HMOs 
have significantly larger populations, higher 
population density, and higher AAPCC rates, 
and are more likely to be located adjacent to 
urban areas, compared with rural counties 
not served by Medicare risk HMOs 
(Moscovice, Casey, and Krein, 1998). 

Experience in Rural Areas 

The 15 HMOs in the rural sample have 
rural Medicare service areas that range in 
size from 1 county to 20 counties, with a 
median of 5 rural counties.  Twelve of these 
HMOs currently have a rural Medicare ser­
vice area that is smaller than their rural 
commercial service area. The differences 
between the HMOs’ Medicare and com­
mercial service areas range from one coun­
ty to the majority of rural counties in a 
State. These HMOs most frequently cited 
low AAPCC rates and difficulty contracting 
with providers in some counties as reasons 
for selective exclusion of rural counties 
from their Medicare service areas. 

Five of the 15 risk sample HMOs and 3 
of the 11 commercial sample HMOs identi­
fied HCFA’s access standards (which 
require that enrollees have access to pri­
mary and specialty care within certain dis­
tance or travel times) as Federal require­
ments that are more difficult for the HMO 
to meet in rural areas.  Other HMOs 
reported that provider “monopolies” in 
some rural counties (e.g., counties with a 
single IPA or hospital that refuses to nego­
tiate a capitated contract) make it more 
difficult to meet the access standards. The 
risk sample HMOs reported using a vari­
ety of reimbursement methods for their 
Medicare risk products, depending on the 
HMO model type, its ability to negotiate 
capitated contracts, and/or the volume of 
Medicare risk patients. Most frequently, 
these HMOs pay some or all rural physi­
cians on a discounted fee-for-service (FFS) 
basis, while capitating urban physicians. 

The risk sample HMOs reported varying 
degrees of competition from other HMOs 
in their rural Medicare risk service areas. 
Two HMOs described the rural environ­
ment for their Medicare risk products as 
“competitive.” Most of the HMOs, howev­
er, reported that competition is limited to 
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one or two other Medicare risk plans in a 
portion of their rural service areas, in con­
trast to the significant competition that 
exists in many urban areas.  For a few 
HMOs, competition in their rural service 
areas is primarily in the form of Medicare 
cost and/or supplemental products. 

Five HMOs did not know whether the 
utilization patterns of their rural Medicare 
risk enrollees differ from those of urban 
enrollees.  For most of these HMOs, rural 
enrollees comprise a small percentage of 
their Medicare risk enrollees, and they 
have not examined rural utilization pat­
terns separately.  A few HMOs have not 
observed any differences in rural and 
urban utilization patterns while others, 
including two HMOs with large numbers 
of rural enrollees, reported that utilization 
has been higher in rural areas. 

Of the 15 HMOs with rural Medicare 
risk enrollees, 8 HMOs were able to differ­
entiate between the financial experience of 
their Medicare risk product in rural areas 
and in urban areas. Five of these eight 
HMOs said their Medicare risk products 
were unprofitable in rural areas (and either 
profitable or breaking even in urban areas), 
while two HMOs said they were breaking 
even in rural areas and making a profit in 
urban areas. One HMO reported that its 
financial experience in both urban and 
rural areas has been “moderately positive.” 

One HMO did not describe its financial 
experience with the Medicare risk prod­
uct, and six HMOs described their overall 
financial experience without distinguishing 
between rural and urban areas. Two of 
these HMOs said their Medicare risk prod­
ucts were unprofitable overall, two HMOs 
said they were breaking even, and two 
reported that their financial experience 
varied from county to county within their 
service area.  In addition, the interviewed 
HMO that dropped its Medicare risk con­

tract did so because both the HMO and the 
rural clinic, its only provider in the area, 
were experiencing financial losses under 
the risk contract. 

No clear relationship emerged between 
the HMOs’ financial experience with 
Medicare risk products in rural areas and 
either the length of time the HMO has 
offered the product or the number of rural 
enrollees.  The HMOs that reported 
unprofitable Medicare risk products in 
rural areas include both HMOs that have 
had these products for several years and 
HMOs that began offering them more 
recently.  They also include some HMOs 
with large numbers of rural Medicare risk 
enrollees, as well as HMOs with relatively 
fewer rural Medicare risk enrollees. 
HMOs with low rural AAPCC rates (less 
than $375) were more likely to say their 
Medicare risk products are losing money 
in rural areas, while those with moderate 
rural rates ($375 to $499) were more likely 
to say they are breaking even or profitable.  

Future Plans 

Four of the 15 HMOs with Medicare risk 
products in rural areas plan to expand their 
rural Medicare service areas in the near 
future.  One of these HMOs plans to add 
two rural counties, and the other three 
HMOs plan to add several rural counties. 
One HMO is “likely” to add one rural coun­
ty, while another HMO will only add 
Medicare enrollees from nearby rural 
areas who obtain care in urban areas. 

Four HMOs have no plans to expand 
their rural Medicare service areas; one of 
these HMOs plans to drop some rural 
counties unless rates increase or contract­
ing requirements change.  For three 
HMOs, future rural expansion depends on 
AAPCC changes; one of these HMOs is 
also evaluating the status of some rural 
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counties in its current service area.  Two 
HMOs may expand their Medicare risk 
service areas in the future as they expand 
their commercial service areas. 

Among the group of HMOs not current­
ly serving rural Medicare risk enrollees, 
one of the two HMOs with urban Medicare 
risk enrollees plans to serve rural 
enrollees in the future, and the other plans 
to serve them if its rural AAPCC rates 
increase. Three HMOs in the commercial 
sample are considering Medicare risk con­
tracts, but have not decided whether to 
submit applications or which counties 
would be in their service areas.  Six HMOs 
have no plans to serve rural Medicare risk 
enrollees in the near future.  Two of these 
HMOs have submitted Medicare risk appli­
cations for urban service areas, and anoth­
er is preparing such an application. One 
HMO applied for a Medicare cost contract; 
a second was considering a Medicare 
cost or Medicare SELECT product, and 
a third was considering a traditional 
Medicare supplemental product.  Medicare 
SELECT is an individually purchased 
Medicare supplemental insurance policy. 

CONCLUSIONS 

The results summarized in this article 
underscore the importance of AAPCC 
rates as a factor in HMOs’ decisions to 
offer Medicare risk products in rural 
areas, but also identify several other fac­
tors that influence these decisions, includ­
ing the HMO’s experience with commer­
cial HMO products in rural areas, whether 
the HMO has an established rural provider 
network (or believes it can successfully 
develop one), employer demand for retiree 
coverage, the presence of sufficiently large 
senior populations, the HMO’s corporate 
mission, contiguous service area require­
ments, and competition from other HMOs. 

This article also shows that AAPCC rates 
and provider network considerations are 
important factors in decisions made by a 
number of HMOs to exclude rural counties 
in their commercial service areas from 
their Medicare risk contract service areas.  

These results suggest that the changes 
in the AAPCC payment methodology are 
most likely to affect the willingness of two 
groups of HMOs to serve rural Medicare 
risk enrollees. The first group is HMOs 
that have excluded rural counties in their 
commercial service areas from their 
Medicare risk contract service areas pri­
marily because of low AAPCC rates. The 
second group includes HMOs that serve 
rural commercial populations, but do not 
offer a rural Medicare risk product 
because of low AAPCC rates in those rural 
counties. HMOs that are serving rural 
Medicare risk enrollees unintentionally or 
only at the HMOs’ urban facilities appear 
unlikely to increase the number of rural 
enrollees they serve as a result of the 
AAPCC changes. 

Increases in rural AAPCC rates will not 
directly affect other factors cited by some 
HMOs as disincentives to Medicare risk 
product development in rural areas.  These 
include small numbers of rural Medicare 
beneficiaries or the unwillingness of rural 
providers to contract with the HMO on a 
capitated basis. However, the AAPCC 
changes may indirectly reduce some of 
these barriers.  For example, to the extent 
that increased AAPCC rates allow HMOs 
to offer rural physicians, hospitals, and 
other providers more favorable reimburse­
ment, the AAPCC changes may encourage 
previously reluctant rural providers to par­
ticipate in HMO provider networks. 
Alternatively, some of these rural 
providers may be motivated by increased 
AAPCC rates and the potential regulatory 
flexibility of Federal PSO standards to 
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develop PSOs, either in competition with 
HMOs or as joint ventures with HMOs or 
insurance companies. 

Although the majority of Medicare risk 
enrollees are individuals, this study indi­
cates that large employers seeking HMO 
coverage for retirees now play a growing 
role in encouraging HMOs to offer 
Medicare risk products in some rural 
areas.  This article also suggests that com­
petition in a few Medicare risk markets is 
motivating some HMOs to expand their 
Medicare risk service areas to include 
rural counties.  In another sign of potential 
near-term growth in the rural Medicare 
risk contract market, several HMOs 
described a proposed strategy of initially 
developing their Medicare risk product in 
urban areas where AAPCC rates are high­
er and contracting with providers is easier, 
and then expanding to rural areas. 

A number of HMOs, however, reported 
financial losses on their rural Medicare 
risk products, and nearly all of the HMOs 
currently serving rural Medicare risk 
enrollees indicated that their financial 
experience in rural areas has been less 
positive than in urban areas.  The for-profit 
HMOs interviewed have clear expecta­
tions that their Medicare risk products will 
be profitable or will not be continued.  A 
number of the non-profit HMOs suggested 
that they did not expect to make money on 
a rural Medicare risk product, however, 
they acknowledged the need to break even 
over the long term.  

Currently, most rural Medicare benefi­
ciaries have traditional supplemental poli­
cies. Some indemnity insurers with sub­
stantial numbers of rural Medicare benefi­
ciaries in supplemental products operate 
affiliated HMOs and are encouraging their 
rural commercial populations to move to 
managed care.  The future of Medicare risk 
contracting in rural areas may depend in 
part on whether these organizations decide 

to offer Medicare risk products through 
affiliated HMOs, and the degree to which 
they encourage their Medicare supplemen­
tal subscribers to move to managed care. 

The success of Medicare risk contract­
ing in rural areas also will depend on 
whether increased AAPCC rates allow 
HMOs to offer rural enrollees the type of 
Medicare risk products that have compet­
ed successfully with Medicare supplemen­
tal products in higher AAPCC urban mar­
kets, i.e., products with zero premiums or 
low premiums compared with supplemen­
tal products, as well as additional benefits 
such as prescription coverage.  
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