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C
ongress and a number of state gov
ernments have recently taken steps 
t o encourage the formation of 
p rov ide r / i n su re r networks and 
o ther forms of what may be 

described as "direct contracting" by providers 
with consumers. These legislative and regulatory 
initiatives fall into three general categories: 

• Initiatives that make it easier for provider net
works to take on full-risk contracts with little or no 
insurance licensing and less regulatory interference, 
as long as those contracts operate through legiti
mate existing insurance entities 

• Initiatives that permit provider networks to 
contract directly with self-insured employers and 
other self-insured organizations, as long as such 
organizations meet certain definitions and insur
ance standards 

• Initiatives that would permit direct contract
ing between provider networks and consumers 
either outright or through some as yet unnamed 
type of insurance facility 

Congressional efforts to enable provider net
works to contract directly with Medicare or 
Medicaid recipients culminated in the Medicare 
provider-sponsored organizations (PSO) provi
sions of the Balanced Budget Act of 1997, subject 
to guidelines to be developed by the Health Care 
Financing Administration (HCFA). Other efforts 
pending in Congress relate to the commercially 
insured population, specifically enabling provider 
networks to contract directly with self-insured 
employers under the aegis of the Employee 
Retirement Income Security Act (ERISA), again 
superseding state insurance departments. 

Some states have not waited for Congress to 
act. A number of states are already seeking (or 
have sought) permission from the federal govern
ment to "direct contract" for Medicaid with 
provider networks. Other states have determined 
that provider networks may contract directly With 
self-insured employers without obtaining a state 
insurance license, as long as the employer (or a 
combination of the employer and the providers) 

S u m m a r y Congress and a number of 
state governments have recently taken steps to 
encourage the formation of provider/insurer net
works and other forms of "direct contracting" by 
providers with consumers. No group is better posi
tioned than Catholic hospitals and medical cen
ters, with their common heritage, not-for-profit sta
tus, and history of community service, to take 
advantage of direct contracting opportunities. 

Provider/insurer configurations fall into three 
categories: self-policing networks that assume full-
risk contracts from payers; joint ventures between 
provider networks and existing insurance compa
nies or HMOs: and provider networks that estab
lish their own insurance capability. Anticipated 
changes in many states' insurance application pro

cesses will make it easier for providers to choose 
the latter option. 

The keys to a successful provider/insurer plan 
are differentiation from other insurance products in 
the market and a strong, consumer-friendly image. 
The involvement of physicians is vital, and the 
majority of physicians on any one hospital's staff 
should be members of the provider/insurer network. 

Currently, the Medicare population, rather than 
the commercial sector, is a good choice for a 
beginning provider/insurer network to cover. While 
such networks may be driven by either physicians 
or hospitals, a joint initiative by physicians and 
hospitals is preferable. Successful implementation 
of highly evolved medical management systems 
and related operational support is also key. 
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has the proper insurance safeguards in place guar
anteeing the insurance program itself. 

How are providers responding to this more per
missive legislative and regulatory climate? Across 
the United States, very few truly comprehensive, 
regional provider networks even exist, let alone 
have the capability to become provider/insurers at 
this time. Still, this important legislation places 
heretofore unavailable opportunities at the feet of 
providers, and such opportunities may galvanize 
providers—especially hospitals and physicians—to 
make a determined effort to become more region
ally effective and to develop direct contracting 
capabilities of one son or another. 

CATHOLIC HOSPITALS' UNIQUE POSITION 
No other group is better positioned than not-for-
profit Catholic hospitals and medical centers to 
seize on the range of direct contracting opportu
nities, for several reasons: 

• Catholic hospitals have a common religious 
and philosophical heritage. 

• Catholic healthcare organizations have a clear 
history and mission of community service. 

• Catholic hospitals are not-for-profit; they do 
not distribute dividends to stockholders. 

• Many Catholic hospitals have loyal medical 
staffs. 

• Catholic hospitals are connected to the overall 
Cathol ic communi ty , inc luding , in most 
metropolitan areas, an archdiocese as well as a 
large number of Catholic-affiliated charitable 
organizations. This establishes a regional pres
ence. 

• Most Catholic hospitals have sufficient finan
cial resources as well as access to additional capital. 

Three defining elements in combination could 
make a Catholic-sponsored healthcare provider/ 
insurer network more competitive than any other 
network: 

• Not-for-profit status 
• Community image 
• Ceographic and population coverage 

PROVIDER/INSURER CONFIGURATIONS 
The spectrum of provider/insurer possibilities can 
be divided into diree levels. At the low end of the 
spectrum is a provider network that assumes full-
risk contracts from pavers and can be considered to 
be "self-policing," or able to assume "delegated 
authorities" from payers in areas such as credcntial-
ing, utilization management, peer review, and qual
ity assurance. Examples are hospital-independent 
practice association joint venture arrangements. 

I 

Although most experts do not consider this low 
end of the spectrum to constitute a provider/ 
insurer network, the assumption of a full-risk con
tract—especially with delegated authorities—is an 
excellent way for physicians and hospitals to pre
pare for the evolution into a provider/insurer. 

The middle end of the spectrum represents a 
joint venture between a provider network and an 
existing insurance company or health maintenance 
organization (HMO). In some markets this kind 
of arrangement can have advantages for both the 
providers and the insurance entity. A provider net
work that enters into a joint venture with an exist
ing insurer docs not have to obtain its own insur
ance license. In addition, the existing insurer can 
presumably process claims, conduct marketing, 
and undertake other support activities that the 
provider network would otherwise have to devel
op from the start. 

However, the significant disadvantage of such a 
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venture is that the provider network may limit its 
flexibility and marketing presence by tying itself to 
an established insurance entity. This disadvantage 
can be mitigated if the provider network and the 
insurance entity give their insurance program a 
new name. 

At the high end of the provider/insurer spec
trum is the establishment by a provider network of 
an insurance capability in its own right. This can 
be accomplished either through independent 
start-up licensing in a given state or through the 
full-scale acquisition of an insurance company by a 
provider network. 

There are other variations besides these three. 
For example, one not-for-profit hospital system in 
southern California located a small California health 
insurance company from which the provider essen
tially "rented" an insurance license. The insurance 
company takes 10 percent of premiums for the 
rental of the license and the performance of claims-
processing activities; the provider's team does all 
credentialing, quality assurance, and marketing. 
The insurance products themselves are "private-
labeled" and marketed as proprietary products. 

The provider system did this because the insur
ance application process was so lengthy and costly 
in California. However, the insurance application 
process will be changing in many states. First, 
with the passage of Medicare direct contracting, 
Congress has instructed HCFA to develop nation
al guidelines for capitalization, reserves, reinsur
ance, and other elements of Medicare direct con
tracting programs. Although provider networks 
will still have to apply for a state insurance license 
in order to market the Medicare direct contracting 
programs, the new legislation makes it clear that if 
a state imposes regulations that are more strict 
that those of the federal government or if a state 
delays in respect to a provider network's applica
tion, the provider network can apply directly to 
HCFA for a waiver from a state licensing require
ment. This waiver provision will most likely cause 
state standards to mirror the federal standards and 
engender widespread uniformity with respect to 
the underlying qualifications of provider/insurer 
networks that wish to create their own Medicare 
insurance products. 

National uniformity is nor expected to proceed 
as quickly in the commercial sector, partly because 
the insurance industry has successfully lobbied 
against passage of federal legislation similar to that 
passed with respect to Medicare. Thus the states 
are still expected to have purview over the licens
ing of commercial health insurance products, 
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including licensing to provider networks. The 
good news, however, is that several states either 
have permitted or are about to permit direct con
tracting between provider networks and self-
insured employers without requiring the provider 
network to obtain a state insurance license. 

Self-insured employers do not fall under state 
insurance regulations. They fall under ERISA, 
passed in 1974, which explicitly supersedes state 
insurance regulations in this regard. Therefore, a 
provider network that contracts directly with a 
self-insured employer is, in effect, contracting 
with an entity that itself is exempt from state regu
lations as long as the self-insured employer meets 
federal standards under ERISA. The problem 
until now has been that many state departments of 
insurance have ruled that in a contractual situation 
between a provider network and a self-insured 
employer, even though the self-insured employer 
is not required to obtain an insurance license, the 
provider network would have to obtain such a 
license, or at least go through some form of state 
regulatory approval. There are two bills in 
Congress that would remove this roadblock to 
direct contracting with self-insured employers, 
one of which also expands the definition of "self-
insured employer" to include confederations of 
small companies that are able to band together to 
become, in effect, self-insured. 

When provider/insurer direct contracting in 
the Medicare and Medicaid programs becomes 
relatively widespread, pressure will increase to pass 
similar legislation on the commercial side. At that 
time, the Catholic Health Association and other 
Catholic-sponsored organizations will have an 
Opportunity to use their significant political lobby
ing influence, particularly if Catholic organiza
tions have demonstrated by that time their ability' 
to develop and administer consumer-friendly 
Medicare direct contracting programs. 

ESSENTIAL ELEMENTS TO PROVIDER/INSURER 
NETWORKS 
Providers considering starting a provider/insurer 
network must consider some general principles. 
First, the network itself must cover a geographic 
area and population large enough to make the 
effort wor thwhi le , for bo th cus tomers and 
providers. Furthermore, any effort of this kind is 
going to be expensive, requiring infrastructure 
and marketing dollars. 

Also consider the following guidelines: 
• In addition to the hospital, structure the 

insurance program as a not-for-profit entity, so 
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consumers understand 
that the providers are 
not making money in 
the insurance business 
but are compensated by 
providing medical care. 

• Make certain that 
the regional Catholic 
hospital network covers 
as much of the area and 
popula t ion within a 
specified region as pos
sible. By "network," a 
merger of Catholic hos
pitals is not meant or 
implied. The member 
hospitals can function 
as a confedera t ion , 
achieving cont rac t ing and market ing unity 
through an affiliated joint venture organization (a 
number of alternatives exist). If there are not 
enough Catholic hospitals to cover the entire 
region, other not-for-profit community hospitals 
may be invited into the project. 

• As early as possible in the planning process, 
recruit both consumer board members and physi
cian board members. The project will not be suc
cessful without participation from both con
sumers and physicians. 

• The insurance programs should stress com
prehensiveness of services, freedom of physician 
choice by patients, accountability for quality, 
and cost-competitiveness. Make it clear to con
sumers that (1) this is a not-for-profit venture; 
(2) consumers will share any b o n u s pools 
through either lower premiums or more com
prehensive services; and (3) freedom of physi
cian choice is emphasized. This will distinguish 
the network from for-profit HMOs that limit 
consumer choice. 

• The p rov ider / insure r network needs to 
obtain the broadest insurance licenses possible if it 
ultimately intends to extend beyond Medicare 
recipients and into the commercial sectors. Simply 
obtaining an HMO license is not enough; grow 
ing numbers of people have come to think of 
HMOs as structures that spend enormous time 
and energy attempting to limit patient care and 
infringe on the doctor-patient relationship. 

• The network should be self-regulating from 
the point of view of quality assurance and utiliza
tion management. This means establishing physi
cian committees by specialty to develop treatment 
protocols, specialty referral rules, and other poli

cies. In addition, task 
forces of physicians by 
specialty should work 
with hospital executives 
to develop relatively 
s tandardized critical 
pathways and reduce 
costs. 

• The network should 
include or be associated 
with at least one ter
tiary teaching medical 
center. 

One principle under
lies all these sugges
t ions : p roduc t and 
image differentiation. 
Would-be p r o v i d e r / 

insurers must keep two primary marketing ob
jectives in mind: 

• The establishment of a strong, consumer-
friendly image 

• The creation of insurance products that are 
significantly differentiated from other insurance 
products in the market 

Together these two elements give the provider/ 
insurer the highest likelihood of success. A 
provider/insurer network that has a good public 
image but inadequate products will fail, as will a 
network that has good products but does not have 
a positive public image. 

THE VITAL ROLE OF PHYSICIANS 
The involvement of physicians is absolutely essen
tial to the success of any provider/insurer net
work. There are a number of ways to accomplish 
such involvement. The goal is not to acquire med
ical practices on a large scale or dictate that prac
tices merge or reconfigure their organizations, but 
to have as many medical practices as possible as 
members of the contracting federation. This 
means the majority of the physicians on an indi
vidual hospital's medical staff should be members 
of the provider/insurer network. 

How is this accomplished? When faced with the 
concept of a joint venture, many physicians wonder 
how they can ever be treated fairly in such an 
arrangement. Such perceptions on the part of physi
cians are best mitigated by established relationships 
in which, in a fiill-risk contracting environment, the 
physicians have participated in a bonus pool and 
earned more than they would otherwise have 
received in the routine practice ot medicine. 

Some joint venture concepts envision giving the 

P 
product and image 

differentiation are 

the two elements 

necessary for success. 
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physicians majority W ^ "The Medicare popu-
ownership control of . lation tends to be retired 
the provider side of the ^ ^ ^ and live in specific hospi-

venture . O t h e r con- O C l l S l l l f f O H f l K i 1 tals' natural catchment 
cepts envision the ere- - ^ ^ ^ - C? areas. 
ation of a for-profit • Marketing to the 
medical services orga- -* w •*• « . Medicare populat ion 
nization (MSO), which J V l e C l l C a r C p O p U l a t l O I l cad be less expensive 
becomes the adminis- than marketing to the 
trative arm of the joint general commercial 
venture and in which p n 1 J L p a H v a t l t S CTPOl 1Q population, 
the physicians own a V-UU1U UC dUVcUlLclgCUU^ S o m c p rovider / in
significant amount of surer networks are also 

stock. • t /• targeting the Medicaid 
In structuring joint f o f P l X W l Q C r / l T l S U T C r S . population. Medicaid 

venture arrangements, * * recipients tend to re-
the parties need to rec- side in or near natural 
ognize that the finan- hospital service area 
cial potential of good medical management will boundaries, and many states are encouraging the 
encourage physicians to have different attitudes development by providers of Medicaid managed 
about the joint venture's potential than they do care programs and products. If the underlying 
about physician-hospital organizations (PHO) , reimbursement is structured properly and is 
risk contracts, and other structures. In addition, accompanied by other reasonable features, then a 
the fact that a joint venture is really an arrange- provider-sponsored Medicaid program can be 
ment among partners with the potential to partici- viable. 
pate in total premium dollars—not just premium Serving the commercial markets presents differ-
dollars after an insurance company has skimmed ent and, some would say, much greater challenges 
off its portion—differentiates provider/insurer than a t t emp t ing to serve the Medicare or 
joint ventures from other traditional contracting Medicaid markets. Provider networks that intend 
arrangements. to develop insurance products and market them 

to the commercially insured population need to 
WHAT MARKETS COME FIRST? be more comprehensive in scope and in member-
A provider network that wishes to become a ship, with respect to both hospitals and medical 
provider/insurer in its own right must identify practices. In order to market commercial health 
the specific segments of the consumer popula- insurance products to even one sizeable corpora
tion to which produc ts will be offered and tion, the network needs to cover the entire geog-
design the insurance products. With the passage raphy and population within a given region almost 
of Section 4001 of the Balanced Budget Act of from day one. 
1997, which contains the Medicare+Choice Provider networks just starting out are proba-
Program, there are several reasons why focusing bly well advised not to tackle the commercial 
on the Medicare population could be advanta- sec tor . It is more practical for mos t 
geous: p rov ide r / i n su re r networks to focus on the 

• Congress has, in effect, given its blessing to Medicare and Medicaid populations while build-
the entire concept of "direct contracting" in the ing up the under ly ing membersh ip in the 
Medicare program. Accompanying this will be the provider network so that it does, in fact, become 
development of national standards by HCFA that truly regional. Then the provider/insurer can 
will provide guidance to provider/insurer net- expand to include self-insured employers and 
works. other targeted populations. 

• Older people are more likely than many other The implication here is not that marketing to 
groups to be skeptical of HMOs and managed the Medicare sector is easy; a provider/insurer 
care. A provider/insurer network can convert this network that focuses on this market is certainly 
skepticism into a marketing advantage, especially not guaranteed success. Commercial insurers and 
if the network is not-for-profit, community ser- established H M O s are also creating consumer-
vice oriented, and consumer friendly, friendly Medicare managed care products, and 
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now that Congress has permitted Medicare direct 
contracting by providers, existing HMOs are not 
likely to wait around for new provider/insurer 
networks to encroach on their markets. 

THE ORGANIZATIONAL CHALLENGE 
In general, provider networks are either hospital 
driven or physician driven, but hospital-driven 
efforts have two general advantages over other 
kinds of efforts. First, hospitals tend to have more 
capital than many other providers. Second, hospi
tals are accustomed to establishing information sys
tems and other infrastructures, because of demands 
such as Medicare's prospective payment system. 

At the same time, hospitals do face obstacles to 
leading provider/insurer networks. One is the 
wide variation in governance and management at 
most community hospitals. Although Catholic-
hospitals share more common ground than other 
unaffiliated not-for-profit hospitals, getting hospi
tal medical staffs and boards to collaborate on 
projects of any kind is a big challenge. 

Hospitals also face physicians' skepticism 
about hospital-driven efforts. The early PHO ini
tiatives in the late 1980s and early 1990s did not 
help many hospitals in this regard, for too many 
hospitals tried to gain control over physicians. 
More recent PHOs, however, tend to be part
nerships between physicians and hospitals, with 
greater collaboration and physician autonomy. 

Some provider/insurer networks are physician 
driven. In a few cases, physicians have tried to 
start statewide HMOs as an offshoot of a state or 
regional medical society. Most of these efforts 
have not succeeded because physicians were un
willing to invest significant amounts of capital. 
Furthermore, the public image of a physician-
only provider/insurer network is weak. 

Consumers themselves have not taken the ini
tiative to create provider/insurer networks, except 
in one instance. The State Employees Union of 
the State of New York is in the process of attempt
ing to contract directly with providers ,UK\ create 
their own proprietary insurance program. 

A joint initiative by physicians and hospitals is 
the organizational structure of choice, since it 
can combine marketing and business practices 
with an unders tand ing of the relationships 
between hospitals and physicians. Only physi
cians can engineer proper medical management 
and make decisions about proper and prudent 
practice and utilization patterns. Physicians can 
also perform ail important marketing function 
for a provider/insurer network. 

Providers need not merge assets or corpora 
tions in order to function as regional provider/ 
insurer networks. In fact, hospital or organiza
tional mergers may detract from the main pur
pose, which is to establish a "contracting federa
tion" for the purpose of developing insurance 
products .\nd engaging in managed care con
tracting. 

THE OPERATIONAL CHALLENGE 
In the business of the assumption of risk by 
healthcare providers, success is measured in 
terms of the ability to install and utilize highly 
evolved medical management systems and 
related operational support. In other words, 
when it comes to assuming risk in one form or 
another, implementation is the key to viability 
and success. 

Elements essential to highly evolved manage
ment of patient care include: 

• A hospital-physician network that is large 
enough to cover a significant population and 
geography and accumulate capital, keeping the 
per unit investment as reasonable as possible 

• Comprehensive information systems and tools 
for both retrospective and prospective medical 
management 

• A unified patient medical record system, with 
systemwide retrieval capability 

• Strong physician-directed medical manage 
merit leadership 

• Enroilee management support services 
• Aggressive patient education, including pre

vention and wellness programs 
Each of these elements requires coordination, 

expertise, and money. 
In addition to the infrastructure and administra

tive support required to manage care for a defined 
population, the support and active participation of 
physicians—both leadership-level medical directors 
as well as rank-and-file physicians—is the defining 
ingredient necessary to recngineer medical delivery 
in a risk-assuming provider network. The mere 
aggregation of network participants is not enough, 
even if the network has installed sophisticated sup
port systems. It is the intelligent, proactive applica
tion of these systems toward highly evolved medi
cal management—responsibly implemented—that 
creates marginal value and permits the provider 
network to achieve economies and remain compet
itive over time. a 

4*<JT For more information, contact fames Unland at 
800-423-5157. 
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