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COMPTROLLER GENERAL'S EFFECTIVENESS OF GRANT PROGRAMS
REPORT TO THE CONGRESS AIMED AT DEVELOPING HEALTH
MATITNTENANCE ORGANIZATIONS AND
COMMUNITY HEALTH NETWORKS
Department of Health, Education,
and Welfare
Office of Economic Opportunity

DIGEST

A health maintenance organization provides
specific services to its members--either
directly or through others--on the basis of
prepaid rates. This provides a financial
incentive for an organization to emphasize
preventive medicine, reducing the overall
cost of health care.

The Health Maintenance Organization Act of
1973 authorized $325 million for fiscal
years 1974-77 to help develop health main-
tenance organizations. The act provided,

in detail, the definition of and require-
ments for a health maintenance organization.

Earlier programs for planning and developing
health maintenance organizations consisted
of grants and contracts of the Department of
Health, Education, and Welfare (HEW) total-
ing about $31 million and grants of the Of-
fice of Economic Opportunity totaling about
$43 million to plan, develop, and operate

14 community health networks intended to be
~similar to health maintenance organizations.

GAO reviewed 38 projects under these earlier
programs in California, Colorado, Illinois,
Kentucky, Maine, Maryland, Massachusetts,
Montana, New Hampshire, New Jersey, New York,
Ohio, Pennsylvania, and Rhode Island that had
been awarded about $33.4 million.

As of October 1974, 11 of the 14 Office of
Economic Opportunity community health net-
works were either operational or in the.
developmental stage. Only four were provid-
ing services on a prepaid basis, Prepaid
enrollments ranged from 1,400 to 5,800 and
totaled about 14,600. (See p. 8.)
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The first goal of the program was to plan
and operate health care organizations,
similar to health maintenance organizations,
in low=~income areas serving 100,000 to
200,000 persons. Accomplishments have been
minimal. (See p. 15.)

Based on an October 1974 status report,

35 HEW projects given financial assistance
under the earlier program to develop health
maintenance organizations had been desig-
nated as "operational." (See p. 9.)

Total enrollment was 200,000. About two~
thirds of the projects were either serving
less than 5,000 or primarily the poor, whose
premiums were ‘prepaid by Federal or State
programs. (See p. 92.)

Accomplishments and problems of the 38 proj-
ects reviewed by GAO provide guidance on how
HEW can better administer the new health
maintenance organizations and continuing com=-
munity health network programs. The follow-
ing practices contributed to the success of
some projects: '

-~Although many began to deliver services
with fewer prepaid subscribers than fore-
cast, the adverse impact of this situation
was sometimes minimized by testing and re-
vising marketing strategies based on ex-
perience. (See p. 13.)

--The experience of the most promising proj-
ects that used incentive-type third party
marketing arrangements was more favorable
than other grantees that also used third
parties for marketing, but without similar
financial incentives for successful per-
formance. (See pp. 25 and 30.)

Conversely, some practices or conditions con-
tributed to the uncertain or unsuccessful
status of other projects:

--Qverreliance by HEW projects on the Medic-
aid program as the initial primary source
of health maintenance organization enroll-
ees and financial support. (See p. 45.)
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~-The simultaneous provision of Federal
financial support to two or more health
maintenance organizations competing in
the same areas for the same markets.
(See p. 47.)

--The unsuccessful use of generator con-
tracts by organizations to help other
entities develop health maintenance
organizations. (See p. 56.)

--The permitting of contractors and grantees
to operate outside the scope of their
agreements and providing continuing fi-
nancial support to projects making little
or no progress under their initial grants.
(See p. 67.)

Community health network projects of the Of-
fice of Economic Opportunity were designed
for low-income areas. A major factor slowing
their development on a prepaid basis was the
lack of access to the Medicaid enrollment
market,

Financial management of Federal funds by
grantees needed improvement, and HEW has
taken action to more closely review financial
aspects of grants, including making preaward
assessments of grantee accounting systems and
increased audits. (See p. 69.)

‘HEW should:

--Reduce the impact of unanticipated under-
enrollments of developing health mainte-
nance organizations by (1) emphasizing pre-
operational marketing and enrollment ac-
tivities and/or (2) making operational
loans conditional upon an organization
reaching a minimum enrollment level within
a specific time. (See p. 15.)

--Give strong consideration to requiring ap-
plicants for initial development assist-
ance that contemplate the use of third
parties for marketing, to give third par-
ties financial incentives for successful
performance. (See p. 25.)

&
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--Avoid situations where the project's
starling marketing strategy is geared
solely or principally to Medicaid re-
cipients. (See pp. 48 and 49.)

--Avoid simultaneously funding the develop~
ment of two or more competing health main-
tenance organizations in the same area
where the organization concept is not al-
ready accepted by the community. (See
p. 49.)

--Assure that sufficient progress has been
made in meeting project objectives before
providing additional funds or time for
feasibility studies and planning projects.
(See pp. 67 and 68.)

HEW generally agreed with the thrust of GAO's
suggestionst and emphasized that many had al-
ready been adopted in connection with the ad-
ministration of the Health Maintenance Organ-
ization Act of 1973. '

iv



CHAPTER 1

INTRODUCTION

A health maintenance organization (HMO)l provides
specific health services to its members--either directly or
through others--and is compensated on the basis of predeter-
mined prepaid rates. This feature distinguishes HMOs from
most health care providers that charge for each service
rendered. ‘

Although growing in number, HMOs represent only a small
portion of the health care and health insurance industry.
Statistics published in February 1974 by the Social Security
Administration (SSA), Department of Health, Education, and
Welfare (HEW), show that in 1972, HMOs received about 4 per-
cent of the total subscription and premium income of about
$22.3 billion for all types of private health insurance.
Blue Cross/Blue Shield plans received about 44 percent; com-
mercial insurance companies, such as Aetna and Travelers,
received about 49 percent; and other independent plans, such
as employer-employee union groups, received 3 percent. Of
the approximately 160 million people enrolled in private

health insurance plans, only about 4 percent were enrolled in
HMOs.

Of the 6.7 million people enrolled in HMOs in 1972,
about 2 million belonged to employer-employee union groups,

lAccording to a May 1974 statement of the National Academy

of Sciences, the term "health maintenance organizations"

was coined in 1970 as part of a health policy proposal aimed
at strengthening the role of competition in the health care
system and minimizing the role of regulation and planning.
The term was subsequently adopted in the President's health
messages to the Congress in 1971 and 1972. Although there
are several statutory definitions for the term, it is gener-
ally used in this report in a broader sense to mean an organi-
zation that accepts, in exchange for a fixed advance capita-
tion payment for voluntary enrolled subscribers, responsi-
bility to provide specific health services, including at

least ambulatory and hospital physician services and hospital
care.



which generally served only employees or union members. Of

the remaining HMO enrollees, about half, or 2.5 million,

were enrolled in six Kaiser Foundation plans in Oakland and

Los Angeles, California; Portland, Oregon; Honolulu, Hawaii;

Cleveland, Ohio; and Denver, Colorado. HMOs with more than

100,000 enrollees in 1972 were the Health Insurance Plan of

Greater New York (about 737,000 enrollees); the Group Health

Cooperative of Puget Sound in Seattle, Washington (about

169,000 enrollees); and the Ross-Loos Medical Group in Los g
Angeles, California (about 103,000 enrollees). According to
SSA, Blue Cross/Blue Shield had 756,000 subscribers, and
commercial insurance companies had 64,000 subscribers
enrolled in HMOs.

According to data compiled by HEW's Health Services
Administration (HSA) in February 1974, the national enroll-
ment in HMOs--exclusive of HMOs sponsored by employer-
employee union groups--had increased by about 900,000 enrol-
lees since the end of 1972, due in part to new HMOs.

NEW LEGISLATION TO DEVELOP HMOs

The Health Maintenance Organization Act of 1973 (Public 5
Law 93-222) approved December 29, 1973, amended the Public
Health Service Act to provide a trial Federal program to
develop alternatives to the traditional forms of health care
delivery and financing by assisting and encouraging the
establishment and expansion of HMOs.

The act authorized $325 million for fiscal years 1974-77
for an HMO demonstration program to be carried out by

--grants and . contracts to public or private nonprofit
organizations for HMO feasibility studies, planning,
and/or initial development;

--loans to public or private nonprofit organizations
for initial operating assistance; and

~--loan guarantees to non-Federal lenders on loans made
to private profitmaking organizations for planning,
initial development, and/or initial operating assis-
tance of HMOs serving the medically underserved. 3

Further, the act authorized $50 million for certain research
and studies on quality of care.

Section 1301 of the act provided, in detail, the
definition of and requirements for an HMO. The act speci- a
fied (1) the basic and supplemental health services to be %



provided to the enrollees, (2) the basis for fixing the
basic prepaid capitation rates, (3) the conditions for mem-
bers making nominal supplemental payments, (4) the condi-
tions for reinsuring the HMO's financial risks of providing
services on a prepaid basis, and (5) certain organizational
requirements for an HMO.

In June 1975, because of lack of progress in developing
HMOs under Public Law 93-222, legislation was introduced
(H.R. 7847, H.R. 9019, and S. 1926) aimed at enhancing the
ability of HMOs to competitively market their services to
the public. The proposed amendments would make the formation
of HMOs more attractive to potential sponsors and incorporate
certain changes to improve administration and flexibility of
the law. The proposed amendments would also extend the
funding of HMOslfor 2 years in recognition of the delays in
implementation.

AUTHORITY TO CONTRACT WITH
HMOs UNDER MEDICARE

The Social Security Amendments of 1972 (86 Stat. 1329),
approved October 30, 1972, authorized the Secretary of HEW--
effective July 1, 1973--to contract with HMOs to provide
Medicare services to beneficiaries who are enrollees. The
amendment included certain quality assurance and financial
responsibility standards for participating HMOs and provided
for reimbursement limitations based, in part, on an HMO's
cost of providing services.

PRIOR GRANT PROGRAMS TO DEVELOP HMOs

In his February 1971 and March 1972 health messages to
the Congress, the President encouraged the establishment of
HMOs as an alternative to the traditional fee-for-service
health care delivery system. Consistent with this objective,
HEW, during fiscal years 1971-74, and the Office of Economic
Opportunity (OEO), during fiscal years 1971-73, awarded
grants and contracts totaling about $73.6 million to organi-
zations to provide financial and technical assistance in (1)
planning and developing HMOs, and (2) developing and subsi-
dizing organizations to provide health care for the poor
under the HMO concept.

H.R. 7847 and S. 1926 would amend Public Law 93-222 to
enable private organizations to obtain federally guaranteed
loans for planning initial development and/or initial
operating assistance to serve populations other than the
medically underserved.



Because these projects were initiated and usually
funded before the enactment of Public Law 93=222, they were
not necessarily designed to meet the definition of and
requirements for an HMO in that act.

We have been mandated by section 1314 of Public Law
93-222 to evaluate the operations, differences, and health
impacts of HMOs which comply with the act's definitions and
requirements. However, such evaluations are basically con-
tingent on HEW accomplishing a primary goal of the act--the
creation or expansion of HMOs. We are reviewing the progress
and problems HEW is encountering in implementing the act and
expect to give Congress information on

~=-an updated status of HMO dévelopment as an alterna-
tive health care delivery system;

-~-HEW management actions needed to accomplish congres-
sional objectives efficiently and effectively;

~--HEW's implementation of program reporting and evalua-
tion requirements; :

--legislative changes, if any, needed to accomplish °
objectives for HMO development; and

--the status of required GAO evaluations.

HEW's grant and contract efforts

During fiscal years 1971-74, HEW awarded about $22.3
million to 110 projects. The money was divided as follows:

--84 organizations were given grants totaling about
$17 million to plan and develop HMOs.

--4 organizations were given generator contracts total-
ing about $1.2 million to assist organizations in the
same dgeographic area interested in developing an HMO.

--6 organizations were given experimental health service
delivery system contracts totaling about $1.2 million
to examine and formulate innovative approaches to
health care delivery, including the HMO concept.

--8 organizations were given grants totaling about
$0.7 million to evaluate aspects of health care de-
livery related to the HMO concept.



--8 organizations were given grants or contracts total-
ing about $2.2 million to provide technical resources
and perform research related to the HMO concept.

Some of these organizations also received funds under other
HEW health programs as well as under OEO's Comprehensive
Health Services program.

In addition, HEW awarded contracts totaling about $8.7
million to 43 organizations during fiscal years 1971-74 to
(1) provide technical assistance, (2) evaluate program
efforts, (3) study HMO resources nationally, and (4) identify
key factors in HMO development.

- Legislative authority for prior efforts

HEW awarded these grants and contracts under several
sections of the Public Health Service Act:

1. Section 314(e)--to provide grants to any public or
nonprofit private agency, institution, or organiza-
tion to cover part of the cost of (1) providing
services to meet health needs of limited geographic
scope or of specialized regional or national sig-
nificance of (2) developing and supporting, for an
initial period, new programs for providing health
services.

2. Section 304--to contract for research, experiments,
or demonstration projects for developing new methods,
or improving existing methods, of organizing, deliver-
ing, or financing health services.

3. Section 513--to use up to 1 percent of certain HEW
appropriations for evaluation, either directly or by
grant or contract, of various HEW programs.

4. Section 910(c)--to support research, studies, inves-
tigation, training, and demonstrations to maximize the
utilization of manpower in delivering health services.

HEW also used section 1110 of the Social Security Act, which
authorizes the Secretary of HEW to make grants to States and
to public and other nonprofit organizations and agencies, to
pay part of the cost of research or demonstration projects
which will help improve administration and effectiveness of
programs carried on or assisted under the Social Security Act.

Public Law 93-222 prohibits using funds appropriated
under all other authorities of the Public Health Service



Act for the HMO financial support authorized under the new
law. '

OEQ's grant efforts and legislative authority

Under the Comprehensive Health Services program, author-
ized by section 222(a) (4) of the Economic Opportunity Act,
OEO™ provided funds to develop organizations called community
health networks (CHNs) which were intended to have many
characteristics of HMOs. The goal of CHNs was to develop
systems to provide health care for a population of 100,000
to 200,000 in low-income areas. The network model, tailored
to meet local needs and conditions, was supposed to test
whether an agency composed of health care providers and con-
sumers could plan and operate a series of prepaid group prac-
tices in low-income areas. The CHNs were designed to market
prepaid plans to low-income, near-poor, and nonpoor Consumers.

During fiscal years 1971-73, OEO provided about $42.6
million to 14 organizations to develop and/or subsidize CHNs.
Two of these organizations also received funds from HEW under
its pre~Public Law 93-222 HMO development program.

HEW and OEO administration of prior efforts

The HEW grant program was administered principally by
HEW regional offices, under the direction of HSAZ2 and its
component health maintenance organizations. In administer-
ing its HMO development program, HEW relied heavily on tech-
ni¢cal assistance planning (TAP) contractors in each region to
provide expertise and technical assistance to HEW grantees
and to monitor and report to the regional offices on the
grantees' problems and progress.

The OEO grant program--except for a pilot program at the
OEO Philadelphia regional office--was administered by its
headquarters office in Washington, D.C. Effective July 6,
1973, the OEO grant projects were turned over to HEW for
administration by a delegation of authority by the OEO

lName of agency was changed from OEO to Community Services
Administration by Public Law 93-644, approved on January 4,
1975. :
2Established as an HEW agency pursuant to a reorganization
order, effective July 1, 1973. Before that time, the HMO
grant program was under the direction of the Health Services
and Mental Health Administration (HSMHA) which was abolished
by the reorganization order. 1In this report, references to
HSA also refer to its predecessor agency, HSMHA.



Director-Designate and approved by the President pursuant to
section 602(d) of the Economic Opportunity Act. HEW has
provided continued support to such CHNs under section 314 (e)
of the Public Health Service Act.

Projects we reviewed

We visited 38 projects in 14 States, with grants and
contracts amounting to about $33.4 million or about 45
percent of the demonstration grants and contracts awarded
by HEW during fiscal years 1971-74 and by OEO during fiscal
years 1971-73. Of the 38 projects, 29 were funded by HEW,
6 by OEO, and 3 by both.



CHAPTER 2

OVERVIEW OF PROGRESS OF PRIOR PROGRAMS

The prior HEW program has had limited success in de-
veloping self-sustaining HMOs. The OEO~initiated program
has made very limited progress in developing CHN projects
into viable HMO prototypes, even on a subsidized basis. As
of October 1974, HEW and OEO had designated as "operational"
43 projects assisted under these programs. Generally, these
projects were having difficulty marketing their prepaid plans
to other than the medically indigent. HEW designated 35
projects as operational because they were providing services
to about 200,000 enrollees on a prepaid basis, and OEO or HEW
had designated 8 CHN projects as operational because they
were providing medical services. All 8 CHNs were providing
services on a fee-~for-service basis and 4 of these were also
providing services on a prepaid basis to about 14,600
enrollees. : '

OEQ PROGRAM

As of October 1974, 11 of the 14 organizations given
grants to develop CHNs were either operatienal or in the
development stage. - One CHN project with OEO grants totaling
about $2 million had been terminated by HEW without ever
becoming operational. HEW did not refund another operational
CHN project which had received OEO grants totaling $4.8 mil-
lion, and a third with $1.0 million in grants had been re-
directed to an ambulatory care center.

Of the 11 OEO-CHN projects, 4 (with grants totaling
$18.3 million) were providing services on a fee-for-service
and a prepaid basis and 4 (with grants totaling $11.4 million)
were providing services on a fee-for-service basis. The
remaining three (with grants totaling $5.1 million) were not
operational.

Total prepaid enrollment in October 1974 in the 4
CHNs was 14,646--ranging from 1,400 to 5,850. As shown by
the following table, HEW and/or OEO grants totally or par-
tially directly subsidized the monthly capitation premiums
of most of those enrolled in two of the four CHNs.

lrhe designation of a project as operational under the prior

programs does not mean that it meets the definitions of and
the requirements for an HMO contained in Public Law 93-222.



Premjum paid by,

Partially Enrollee or Total
CHN Government by Government employer Medicaid enrollees
Rochester Health
Network,
Rochester, N.Y. - - 2,736 - 2,736
Hunter Foundation,
Lexington, Ky. 1,678 1,444 1,538 - 4,660
Northeast Valley
Health Corporation,
Mission Hills,
Calif. 3,955 - 877 1,018 5,850
South Philadelphia ®
Health Plan,
Philadelphia,
Pa. - 32 1,260 108 1,400
Total 5,633 1,476 6,411 1,126 14,646

As of October 1974, three of the CHNs had been opera-
tional on a prepaid basis for over a year. The CHN in Phila-
delphia became operational in April 1974.

HEW PROGRAM

Of the 84 projects that received grants totaling $17.0
million to plan and develop HMOs, HEW had desigrnated 29 with
grants totaling $8.1 million as operational. HSA reported
in October 1974 that the 29 projects had 177,000 enrollees.l
- Eighteen projects with grants totaling $4.7 million were
still attempting to develop HMOs. Thirty-seven projects with
grants totaling $4.2 million had been terminated or expired
without developing HMOs. Six additional HMO projects with
23,000 enrollees that received technical assistance from HEW

grantees or contractors had also been designated as opera-
tional.

Based on an October 1974 HSA status report, the total
enrollees in these 35 operational HMOs were 200,094--ranging
from 233 to 36,628. Eight of these with enrollments totaling

According to an October 1974 HSA status report, seven opera-
tional projects and three ongoing projects had also re-
ceived grants totaling about $2 million under Public Law
93-222.
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36,132 were in nonmetropolitanl areas. Enrollment at three
of the eight was limited to individuals who were Medicaid
ellglbles or whose prem1ums were paid by the Government. The
remaining 27 HMOs were in metropolitan areas, and virtually
all the enrollees at 7 of these were Medicaid eligibles. The
enrollment of the 35 operational HMOs is summarized in the
.following table.

i ic_ Law 93.222 Supported
HMOs De51gnated Operational by HEW a3
of October 1974

Nonmetropolitan
OEO eligibles
Metropolitan or Medicaid only Total
Medicaid only Other {note a) Other nunber of
Number of Number Enroll- HNumber Enrcoll- Number Enroll- Number Enroll- operational
enrollees of HMOs ment of HMOs ment of HMOs ment of HMOs ment HMOs
Less than ‘ .
2,000 1 872 7 4,380 - - 3 4,425 11
2,000 through
4,999 2 4,103 4 12,908 3 8,524 - - o9
5,000 through
9,999 2 10,985 8 60,392 - - 1 7,883 11
10,000 through !
14,999 - - 1 11,694 - - - - 1
15,000 and ’ :
aover _2 58,628 - - - - 1 15,300 3
=; 74,588 20 89,374 3 8,524 S 27,608 35

aEnrollment generally limited to individuals or families with incomes meeting OEO
poverty guidelines.

lpublic Law 93-222 defines a "nonmetropolitan area" to mean

an area no part of which is within a standard metropolitan
statistical area as designated by the Office of Management
and Budget and which does not contain a city whose popula-
tion exceeds 50,000. Twenty percent of the funds authorized
by the act are to be set aside for projects in rural areas,
and at least two-thirds of the membership to be served by an

HMO requesting rural assistance must reside in nonmetropoli-
tan areas.

10



As of October 1974, 2 of the 11 HMCOs with less than
2,000 enrollees and 3 of the 9 HMOs with from 2,000 to 4,999
enrollees had been in operation for 2 years or more. For
‘example, Geisinger Medical Center, a nonmetropolitan HMO,
was designated as operational in July 1972 when it began to
enroll subscribers. It started to provide services in
September 1972 with 333 enrollees. As of October 31, 1974,
Geisinger had 1,611 enrollees compared with the original
target of enrollment of 5,000. The enrollees included 1,349
of its own employees and their dependents. The Rhode Island
Medical Society Physician's Service sponsored a metropolitan
HMO which was designated as operational in May 1972 and in
December 1972 had about 800 prepaid enrollees. A year later
it had 1,080 prepaid enrollees and in October 1974 HSA
reported it had 1,100 subscribers as compared with the
original target enrollment of 4,000.

UNDERENROLLMENT A MAJOR OBSTACLE
TO HMO DEVELOPMENT

Under its prior program, HEW designated HMOs operational
once they had enrolled their first member and/or began pro-
viding services. Under the program authorized by Public
Law 93-222, HEW has defined an "HMO" as an organization that
is "qualified" under section 1310(d) of the actl and is
delivering services in accordance with section 1301. (See p.
2.) Because initial enrollment campaigns for developing
HMOs have often been implemented at about the same time the
HMO became operational, we believe that HEW should have
flexibility dealing with the consequences of unexpected under-
enrollments after an HMO starts to deliver services.

Under Public Law 93-222, HEW is authorized to make
~-grants and contracts to public and private nonprofit
organizations for HMO feasibility studies, planning,

and/or initial development;

--loans to public and private nonprofit organizations
for initial operating assistance; and

Section 1310 of the act requires employers to include in
any health benefits plans offered its employees the option
to join one or more qualified HMOs. Section 1310(d) de-
fines a "qualified HMO" as one which meets or will meet

certain organizational and service requirements of section
1310.

11



-~-loan guarantees to private profit organizations
for planning, initial development, and/or initial
operating assistance for HMOs that serve residents
of medically underserved areas.

The loans and loan guarantees for initial operating
assistance cannot exceed $1 million for any one year and
$2.5 million for any single project. This assistance helps
new HMOs meet operating expenses from the time they become
operational until they obtain enough enrollees to break
even (i.e., income equals expenses), but this time is not
to exceed 3 years. Loans cannot be made unless HEW is
assured that the HMO can pay principal and interest and will
have the funds to complete the project. Loan guarantees
cannot be made unless HEW determines that loans would not be
available on reasonable terms and conditions without such
guarantees. HEW regulations provide that Ynly qualified HMOs
are eligible for loans or loan guarantees.

Neither the act, nor the conference report on it,
specify when an HMO is considered operational for loan
guaranty eligibility. However, HEW's regulations imple-
menting the act state that the 36-month period for which
loans and loan guarantees can be made begins with the first
day of the month during which an HMO first provides services
to members.

The marketing of' any form of health insurance is
facilitated when there is something in existence to sell--
€.9., the capability to provide needed services and pro-
tection against the costs of a serious illness. Therefore, i
under the prior HEW and OEO programs, the dates that actual
enrollment began were often closely correlated to or were
no more than a few months before the dates that the projects
started to deliver services. On the basis of prior programs'
experiences, it seems unlikely that the prerequisite
statutory assurances for qualifying for loans could be
unconditionally met.

Although a few newly operational HEW projects did ob-
tain significant enrollments upon or shortly after becoming
operational, many HEW and OEO projects began to deliver
services with fewer prepaid subscribers than forecast.

lFor the purpose of making loans and loan guarantees,

HEW may determine that an entity is a qualified HMO |
if it proposes. to become operational as a qualified HMO

within 6 months of such determination and provides certain

assurances to HEW.
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Examples of the expec