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Two contradictory ideas threaten the future success of American physicians and health systems.
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Second, the idea that everything in healthcare is changing so fast, physicians need to be aligned
with hospitals, and so systems need to integrate as quickly as possible, choose a single model,

YR GKSy a3Si

dKAy3a

R2y So¢

Either extreme can lead to failure. Leaders who choose the first will be unable to reap the
benefits, or avoid the penalties, inherent in payment reform. Those who choose the second will
quickly discover that, for most community hospitals, it is notgilole to employ all of the

physicians needed to sustain the occupancy rates of their hospitals. Successful health systems
need a way to employ physiciaaadto effectively align with physicians who choose to remain
independent (or whom the hospital mapnwant to employ).

The Rise & Fall of Hospital — Physician Integration

Managed care drives
hospitals to
economically align
with physicians

Hospitals acquire
primary care
physician groups
and/or employ
physicians

Traditional, independent
medical staffs

Few employed
physicians

In many markets,
managed care
promise [ threat
unfulfilled

Hospitals unwind

New (and old) alignment

vehicles

+ Primary care employment
« Specialist employment

+ Joint Ventures

» Clinical integration

Joint ventures forming primary care groups
around ASC, MRI, / Health
lithotripsy, etc. * Expensive deals
+ Poorly performing care
groups
Lo oad Payment
Ark concerns lea New pressures on
to unwinding many hospital / physician Reform
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+ Competition for
ancillary services
« Specialist shortages
+ Consumer choice
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With this paper we seek to drive thought leadership to the center: integration is necessary,

there are many models, and physicians and hospitals need to discover the right models for their
market, organizational culture, andrategic imperatives. No one model will work for all
systems and few systems should be working with a single model.

Shifting to Value Based Payment

Payments

Why is this important now?

Health care stands at the brink of change. In the pasthave been paid fquiecework, and so
we focused on unit price and maximizing the number of units. In the future, the focus on
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Payment Changes

+ Care Coordination

+ Bundled Payments

¢ Gainsharing

+ Shared Savings

+ "Medicare Advantage”
for Delivery Systems

GKS Ozaia
tFeYSyi

Structural Changes

« Further Shifting Care
Away from Inpatient

* “Medical Home"

» Care in the Home

» Physician-Hospital
Integration

* Accountable Care
Organizations

Necessary Tools

« Physician Leaders

¢ Clinical Information
Technology

* Next Generation
Physician Networks

« Clinical Effectiveness
Research

¢ Close Cost Accounting
¢ Primary Care Manpower
* True Clinical Integration
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While it is not clear how this shift will occur, there is already a great deal of experimentation.
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efficiency and quality bonuses. Congress is considering passilmgidpendence at Home Act
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which will give providers 80% of the savings they produce when keeping chronic care patients

out of the hospital.
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In addition, other payment reforms, for example Medicare payment penalties / rewards linked
to readmission rates, will be difficult to manage successfully without clinically aligned
physicians.

Thosepayment changewill necessitatestrudural changes A freestanding hospital cannot take
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any kind of care coordination payment that is paid only to doctors, or only to hospitals. The

payment fomulas will push providers to change the structure of delivery and to develop new

organizational models. The difficulty for strategists is to make that structural transition to the

new bundled payment without losing the profitability from the current fee $ervice payment.

How to get from A to B?

Paralyzed by the Crevasse

FEE FOR SERVICE BUNDLED PAYMENT

=Seems so “90s”

=Got burned on this 15 years ago
=How much of this business will
there be?

=Will our system really get the
upside of keeping patients out of
the hospital?

=A system we know - all about
“butts in beds”

=Low margin, but it works
=Contribution margin analysis
always puts hospital at center
*Need only to provide a great
operating environment for MDs -
not true integration

Whither Margins?
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volume/ pricing strategy that we have employed for the last several decades. No one argues

that CMS and the payers will simpliypfa switch to bundled payment. The transition wél b
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between fee for service paymeand bundled payment.

Implicationsfor health systems
While the rate of traniion in these trends varies by market, they lead to the need for a new
vision of hospital / physician strategy.
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Hospitas and health systems that do not have real integration with substantial components of
their physician workforce will be at a sigréfit disadvantage as market power evolves in favor

of large physician groups and other largale specialty providers that differentiate themselves

based on efficiency, quality and/or service.

In markets where there are no dominant physician groupshlimtspitals and physicians have a
significant challenge: how will they organize in such a way that they can take bundled
payments?

We would argue that sustainable competitive advantage in this evolving market depends on
four critical factors:
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¢ Adequate indispensability to exert influence in contract negotiations with large payers,

ie.,payersmus FSSt (GKFG GKSANI LINPRdzOG6avy g2yQi
group or system

e Consumer (and employer) preference driven by real or perceived differentiation in
guality (satisfaction, outcomes, and safety) and price / cost performance

o Suffigently aligned and motivated human capital (physicians, nurses, technicians) to
consistently deliver the above
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enough in creating fundamental alignment of indets between hospitals and physicians.

NEXT GENERATION PHYSICIAN NETWORKS

Winners Move First

Building the Bridge
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* Next Generation Physician Networks

FEE FOR SERVICE BUNDLED PAYMENT
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"Build physician base
=More primaries
=PCP ancillaries

=Build IT Ability
=Clinical Effectiveness
=Cost Accounting
=*True Integration

=Build Systems

=Focus on Doing the Right

Thing for the Patient

=Profits from Higher
Quality Care in Home
Setting

»Longitudinal Payments
for Chronic Care
=Bundled Payment for
Implantables

= Joint Contracts with
Payers

"Focus on Data
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While specific strategies vary based on market circumstances, all markets will need to move
G26FNR I abSEUG DSYSNIGA2Y tKEBAAOALY bSGg2N) d¢

e Plurdistic modelg Next Generation Networks need tlilexibilityto accommodate
LIKe@aAOAlIyaQ @FINBAYy3 202S0GAGSa sAGK NBaLISOI
in these networks range from exclusively employed to largely independent. Most often
the key is to involve a combination of hospita¥ned medical groups, independent
groups (who agree through lortgrm contracts to share support services and to
delegae contracting authority to the dtwork), and affiliated independent physicians
who partigpate in the Network on a neaxclusive basis.

e Extensive support servicesThe Network provideextensive support services
participating practices, some optional and some mandatory. All participating practices
are expected to participate in an inteaged clinical information system with a shared
electronic health record. All practices delegate contracting, contract administration,
and medical management. Participating groups delegate billing and collections for
contracted services. Other practioeanagement and support services can be made
available on am la cartebasis (e.g., malpractice insurance, financial management,
benefits administration, practice administration, etc.).

¢ Physician governance Physician governands critical to developing culture that is at
the same time responsive to physician needs, accountable for performance, and aligned
with health system objectives. Majority physician membership on the Network board,
coupled with health system reserve powers, is a good way to gglisimthis objective.

¢ Clinical and economic integratiog The real and only value of a Network in the market
is directly proportionate to itability to achieve superior performance in terms of access,
guality, and efficiency of careSuperior performancequires both process integration
and economic incentives to meaningfully align otherwise independent physicians and
medical groups around common clinical objectives. A shared clinical information
system, common clinical protocols, a medical managenmdrastructure, and an
economic incentive system tied to clinical performance are all required components.

Understanding what is possible in your environment

The design and implementation of a Next Genemafhysician Network can vary significantly
basedon market circumstances and the objectives of the health system. Before beginning a
development process, we recommend undertakingtgsician Strategy Assessmenestablish

a factbased understanding of the market and organizational consensus aroratdgt and
objectives. The key study questions that should inform such an assessment include:

e What is the current state of medical practice in the markefhy physician strategy
needs to begin with a clear understanding of the economics of currentipeactWhat
business pressures are physicians exposed to? Are incomes growing or declining? What
is the current reimbursement from commercial health plans? What are physicians doing
to improve their economics (e.g., joining groups, expanding their sebpervices)?

\
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Which practices are trying to grow? What specialties are in short supply? Where are
there excesses? What new groups have formed or are forming?

¢ How will the healthcare market continue to evolve (i.e., consumer / employer
requirements, pagr roles, managed care product evolution)Phe payer environment
will play an important role in influencing physician alignment options. What are the

A0NFX 0S3IASa 2F GKS 1Seé KSHEGK LIXIlIyas FyR K2g
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relationships? Whatisilsti S 2 ¥ S @ 2-fordziSANZFy2 N2v# yoOSée Ay OSy Gd A @S
tied to improvement in clinical and service quality? Which plans would serve as the best
partners in developing physician alignment vehicles?
e 2KI G Aa GKS OdzNNBy( aith ifls phydclnstT& developad 6 SYQa NB-
future-oriented physician strategy, management needs to start with a clear
understanding of what ties its medical staff to it todafrom their point of view. How
do key practices feel about the relationship? What @salo they get from the
relationship, relative to others they might have? How important is the system to their
LINF Ot A OSakK l2¢g afz2elfée INB GKS& Ay GKSANI IR
change? What physicians are currently competing trighsystem, and what current
plans could increase competition in the future?

¢ How are changes in technology, consumer preferences, and provider economics
changing site of care, and what are the implications for physician strategyGw are
service delivey sites (inpatient vs. outpatient) changing by service line and physician
ALISOAlLT ek 2 KAOK aASNBAOSa Oly 2N gAiAftft 0SS aR
0KS LIKe&a&aaOA Il y QastandifgfosafoBs? A\Nat arel tReStiatedieN B S
medical goups with respect to delivery of ambulatory diagnostic and treatment
services? What are the potential implications for the system?

e To what degree is the system differentiated from its competitors based on patient
safety, access, quality, and/orcost?vh G A &4 (GKS Od2NNBy Ul  S@St 27F
performance, and how does it compare to local competitors and national benchmarks?
Does the system need to improve its scores on patient safety, access, quality, and
2dzi O2YSak | 26 ¢St RBaeforiatdmahagemerk S aeadSyQ
infrastructure (e.g., information technology, medical management, compliance with
evidencebased practice guidelines, chronic disease management programs)? What
strategies should be considered to improve performance?

¢ What ovenll strategic vision should guide physician relationgfow does physician
AGNFGS38 NBEFHGS G2 (GKS agdadasSyQa YAraarzy
NBflFGA2yaKALI Y2RSfa yR aGNXdS3aASa Aa A
greates overall competitive advantage?
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For many hospitals and health systeraddressing these questions will result in a significant
transformation in physician strategy, leading to a relationship with physicians more
fundamentally rooted in partnership.
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The decline of risk contracting and the demise of messenger model negotiation strategies
rocked the IPA and PHO network world. Many have been dismantled. The loss of these
important vehicles for aligning around shared objectives arateggies has left many hospitals

and physicians adrift.

Hospitals and physicians are inexorably interdependent with closely related needs. As described
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priorities, and engaged in the program development, clinical quality and process improvement
efforts that can only be successful when approached as partnerships. Physicians need high
guality and efficient clinical environments and sufficient leverage in paydmprofessional

liability coverage negotiations to ensure sustainable practice economics. Without alignment
neither can achieve the market or mission success both need.
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practices

¢ Deliver high quality, differentiated

C Strong referral relationships

Hospital¢ Physician Alignment

What Physicigl &

o Provide competitive access to patients e Provide competitive access to patients
C Adequate capacity, coverage
C Contracts wth all key payers

e Manage utilization (e.g., LOS) ¢ Provide an efficient place to practice

medicine (e.g., i

residency programs)

o Operate effective, financially healthy e Operate a financially healthy delivery

system

C Good financial management C Sufficiently profitable to fund capital
e Be good business partners e Be a good business pagn
C Refer patients within the system C Minimize competition with

C Minimize competition with hospital physicians
C Provide opportunities to share gains

¢ Provide high quality, differentiated
OSy i SNE GNBFSNNI £ OSy i SNE
C Consistent high quality standard C Consistent
C Embrace new technology

C Participate in outcomes monitoring

services (esp. nursing, ancillaries)
C Invest capital in new technologies

C Facility, staff capacity
C Contracts with all keygyers

C Streamlined, productive processes
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high quality clinical

ntensivists, hospitalists,
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The challenge is how to replace the riskbased networks of the 1990s with a more lasting and
fundamental integration that broadly aligns hospital and physician intergstsew type of

network built on clinical integration provides the answer. Clinically integrated provider

networks link hospitals and physicians together with the objective of improving patient safety,
clinical quality, clinical procesand outcomes. Thrumh shared information systems, clinical
protocols, and clinical quality management processes, independent providers work together to
create an integrated system of care. As an added benefit, careful design and implementation of
a clinically integrated mvider network can enable the network to engage in joint managed care
contracting. Regulatory guidelines provide comfort that networks based on clinical integration
or a combination of clinical and economic integration can engage in joint contractinghif s
arrangements are necessary for and ancillary to achieving the efficiency and quality goals of the
system.

Clinical Integration

-
Performance #" Performance

Incentives Improvement
¢ Network « Clinical Quality
e Individual « Efficiency

‘ Joint (

Contracting

The benefits of clinical integration
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management, contracting, etc.) brought physicians and hospitals together in formal, integrated
networks (IPAs and PHOs). With the demise of shared risk and joint contracting, the economic
viability of networks of affilisgd but independent providers has declined as well. The result is

that hospitals and physicians have lost their primary vehicles for developing and maintaining

strategic alignment, and both physicians and hospitals are feeling the consequgonsef

market differentiation and leverage, difficulty in establishing traction in clinical quality

improvement, and growing pressure on the economics of medical practice.

While insufficient economic integration has lead to the dismantling of many provider neswork
0§KSNB A4 Iy 2-th&SINddihitatintegrationiFederdalylrade Commission (FTC)
guidelines provide for both clinical and economic integration as the basis for joint contracting
among independent providers. At least one FTC Advisoryoopiaund that clinical integration
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by itself provided sufficient prgompetitive consumer benefits to offset the amtbmpetitive
impact of joint contracting.

Broao_l reaching _cIinicaI integration, Through a clinically integrated provider network,
focusing on the improvement of participating providers align around sharedbjectives and
patient safety, quality, and clinical systems, and in doing so improve competitiveness an

process, can offer the added benefit] create the opportunity for stronger financial performance
of market differentiationg

measurable improvements in qualityf Clinical Integration Benefits

and/or reductions in cost. With the B

right relationships with payers, Patients C Motivated physicians and hospitals

everyone in the market benefits ¢ Transparent measures and performan
C Improved clintal quality and patient

providers, consumers, health plans

. safet
and employers. Through pursuit of Y
mutual benefit, hospitals and Employers € Ability to incorporate own performance
physicians establish a stake in one measures
'y 2 0 KS HXWéhileTndadtaindy C Containment of health care cost
economic independence, providers inflation
align around shared clinical and 5
economic objectives. Health Plans C Higher member satisfaction
C Performancebased provider

Assuring patients that their medical . 'eimbursement

. . . C Production of objective data
care will be safe and efficacious is aj
priority for phyS|C|an§, hqspﬂals, Physicias C Joint contracting with health system
managed care organizations, ¢ Care management efficiencies
employers, the government and C Opportunity to earn incentive

consumers. New tools and compensation

technology make this an achievable C Higher quality care provided
goal. Clinicians have developed an 5
agreed upon evidenebased Hospitals C Joint contracting with physicians
guidelines for many of the common C Com.m.on objectives among independe
conditions and for prevention. _Physicians .
Claims data can be mined to identi ¢ Lower clinical cost; bher quality

C Market share growth or maintenance

peope who have a high probability
of experiencing a serious illness.
Technology makes it possilite share medical information rapidly and to avoid costly
duplication of tests and services. Disease management programs are now available for the
major chronicconditions such as diabetes, heart disease, hypertension, astamaahigh risk
prenatal care and deliveries.

Improving the performance of our health care system requires clinical integration and
teamwork. Mayo Clinic and other leading group practicageliclinical integration embedded as
a bedrock part of their culture. Independent physicians or hospitgkician networks can
deliver clinically integrated care to their patienkit it requires commitment, mutual

L FTC Advisory Letter February 19, 2002 (MedSouth)
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agreement to comply with evidence bakguidelines and infrastructure to assure compliance.
This new role can be a natural evolution of fasd@sting networks or an opportunity to establish
a new one. Networks that can demonstrate sufficient improved clinical quality and patient
safety, or the potential of sufficient improvemenare able to jointly contract with managed
care organizations.

Standards ofntegration

In general, federal law consideralependent providers banding together for the purpose of

creating market power incdractne@ G A GA2ya (G2 o06S Iy alyiAO02YLISGAIDG
activity. There are circumstances, however, where the law and regulatory agencies believe joint

behavior on the part of independent providers, including joint contracting, may serve the

interests of ompetition. These circumstances can involve economic risk sharing, clinical

integrationor some combination of the two.

Usually, the RS NJ f ¢ NI} RS /2YYA&a&dA2y 6C¢/ 0 YR 20KSNJ NB:
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make joint contracting a permissible activity. Market circumstances and the facts surrounding

the integration inform the agencies evaluation of the arrangement. In general,

e Providers must be suffently integrated so as to not be considered competitors
conspiring to restrain trade.

e The contracting power of the integrated entity must not be so great as to determine
price.

e The integration activities and joint contracting arrangements must produceieftiies
that benefit consumers.

e Integration mustresultinprd® 2 YLISGA GA GBS o0SySTAGa (GKIFIG SyKFyO
motivation and ability to compete and offset any anticompetitive incentives in the
arrangement.

Economidntegration
Standards for economiategration have been relatively well defined, particularly in the context
of physician networks and risk contracting.

¢ Withholds must be networkvide, and the arrangements must involve collective risk,
where all participants are at risk for the perfornmmof the whole. The use of collective
performance incentives does not preclude the use of individual incentives.

e 2 A0KK2f Ra Ydzald NBLNBaSyid aairayAFAOLyGé NRAJ
behavior. They must be large enough to motivate prorsdd=or physician contracts,
GAAIYATFAOIYyGE ISYSNItfe -206bfjeas. s A GKK2f RaA Ay

e If performance goals are not met, withheld funds cannot directly or indirectly benefit
the network or its members.
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Clinicalintegration

Regulatory guidare regarding clinical integration is less well defined. There have been few
cases testing standards for cliniaalegration, and few formal advisory opinions describing
acceptable and unacceptable practicéfowever, areful reading of available reso@® does
provide some guidance

¢ Clinical integration must involve an active and ongoing program to modify the practice
patterns of participating providers, create interdependence and cooperation among
providers control costsgnsue efficiency, and assarthe quality of care.

e The program must be evidenced by significant investment of monetary and human
capital in infrastructure. The mere adoption of a common clinical information system
would be insufficient. The systems must be employed in the diss¢iminand
implementation of common clinical standards.

e The program must reflect rigorous and effective implementation with results that would
be difficult for individual providers acting independently to achieve.

e W2AY(d O2ydNF OUAY 3T YdBI TENI OHYRA A ROME R S G2%4
efficiencies and quality performance goals of the arrangement.
The combination of clinical integration with economic incentives such that participating
LINE GARSNRE |t KIFI@S aailAy ringhcelinipdveddntstieagthediBt | G A FS
the case in support of joint contracting activity.

BDC Advisors and Clinical Integration

Hospitals executives and proceduralist physicians have faced a dilemma for the past two
decades: we get paid for caring for patigit the hospitalvhen we are fully aware that many
of those patients could receive better care at lower costside the hospitalln fact, the best
care is that which allows them to stay at home. Value based paygiemarticular bundled
paymentsg would shift the incentives so that we would be paid to offer the highest quality,
lowest cost care.

2FTC Antitrust Enforcement Policy in Health Care, August 1996; FTC Advisory Letter dated February 19, 2002
S0HGB6RXWK’



