
Pru-Aetna merger latest to hop on
industry consolidation bandwagon
Pay cuts for Pru providers likely if merger proceeds

Merger mania continues to strike the managed care industry,
with the proposed Aetna U.S. Healthcare-Prudential
HealthCare affiliation as the latest evidence of a trend that

strikingly mirrors the airline and banking industries of a decade ago.
The question consultants and practice leaders are pondering: Is bigger
necessarily better, or will health plan mergers precipitate the same one-
two punch of higher prices and fewer choices that has plagued the air-
line industry in its deregulation years?

The collective verdict from most practice leaders and consultants
interviewed by Physician’s Managed Care Report is that, despite objec-
tions from the Chicago-based American Medical Association (AMA),
the pending Aetna U.S. HealthCare-Prudential merger is not necessarily
bad news for physician practices.

“The concern is that as the number of payers decrease, they become a
dominant force in the marketplace. To the extent groups have to con-
tract with these payers, they become very vulnerable to the whims of
these payers as they change policies,” says Robert Wright, Jr., FACMPE,
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HCFA hatches capitated payment system

The Health Care Financing Administration is quickly moving 
to a new payment system that could change the medical reim-

bursement system more radically than anything since Medicare’s
Prospective Payment System was introduced. The new system
would incorporate “capitation DRGs” for both medical practices
and hospitals and would take effect next year. 

The new system would restructure Medicare’s current capitation
payment system, provide a more varied range of payments for capi-
tated services, and offer both more complexity and predictability,
sources say. A full analysis of the program is contained in this
month’s Physician’s Capitation Trends section, starting on p. 23.  ■



chairman of the board of
the Englewood, CO-based
Medical Group Manage-
ment Association and pres-
ident and chief executive
officer of University Health
Associates at West Virginia
Health Sciences Center in
Morgantown.

“It creates a position in
the marketplace that will
certainly reduce some
options for contracting,”
says T.J. Borschel, adminis-
trator for The Heart Institute
of St. Petersburg (FL).
However, Borschel says 
he believes his practice —
which has participated with
a local independent practice
association in a risk contract
with Prudential for a num-
ber of years — actually may
gain some contracting
strength if the Aetna U.S.
Healthcare-Prudential
merger goes through. That’s because of the
increased patient base the practice might gain due
to the addition of Aetna U.S. Healthcare members. 

“If you take a market with 75 cardiology prac-
tices and you’re part of [a provider network of]
20 practices, you have a market share that could
be enhanced if the same contracts stay in place,”
he says.

But does a merger mean changes are in store
for practices that traditionally have contracted
with Prudential? At least two managed care con-
sultants think so.

“The most onerous provisions of both contracts
will be the new contract” for providers in this
type of situation, predicts Michael Barrett, a
Winter Park, FL-based managed care consultant
with Advanced Managed Care Solutions. 

There is a danger of pay cuts for practices that
currently contract with Prudential, although this
may depend on local market conditions, agrees
Don Hamilton, a partner with Ernst & Young in
Chicago. “Prudential typically has been more
generous [in terms of reimbursement]. On the
other hand, Aetna U.S. Healthcare may grandfa-
ther [contract provisions] as they are going
through the transition,” he says. 

That transition period, probably on the order
of two years, could be a challenge for physician

practices contracting with Aetna U.S. Healthcare,
Hamilton says. Practices may have to put up
with problems such as slow payment or dupli-
cate documentation requests before the kinks are
worked out.

The combined entity could be formidable,
making Aetna U.S. Healthcare the country’s
largest provider of health benefits. The company
estimates that the Prudential acquisition will
give it approximately 6.6 million additional
members, bringing its total membership to 22.4
million. Of those 22.4 million members, 18.4 mil-
lion would represent managed care contracts.
Aetna U.S. HealthCare officials say the transac-
tion is expected to be completed in the second
quarter of 1999.

The Prudential purchase would be Aetna’s third
acquisition in less than a year, and one of several
prominent mergers announced among managed
care entities over the past two years. Aetna in the
past year acquired U.S. HealthCare and NYLCare, 
a regional managed care entity with a strong pres-
ence in the Southeast. Other prominent managed
care mergers in the past two years include the
PacifiCare-Foundation Health Plan union on the
West Coast, and Minneapolis-based United Health
Care’s acquisition of Reston, VA-based Metra
Health (which a year earlier had merged with
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The Blue Cross and Blue Shield Assoc. 84 14,649,987
Kaiser Foundation Health Plans Inc. 12 8,294,747
United Healthcare Corporation 43 5,342,116
Aetna U.S. Healthcare Inc. 23 4,232,826
Foundation Health Systems 18 4,139,655
PacifiCare Health Systems Inc. 11 3,860,414
CIGNA HealthCare Inc. 47 3,451,893
Prudential Health Care Plans Inc. 33 2,738,455
Humana Inc. 16 2,298,138
Oxford Health Plans 6 1,954,422
NYLCare Health Plans 10 1,443,188
Health Insurance Plan of Greater NY 4 1,114,979
Group Health Coop. of Puget Sound 2 811,443
Principal Health Care Inc. 17 742,740
Coventry Corporation 7 666,713

National Mana ged Care Firms Ranked
(HMO enrollment onl y)

Note: Total HMO enrollment is composed of group/commercial, Medicare, Medicaid,
open-ended (POS) and other supplemental, and other unidentified HMO products.

Source: The InterStudy Competitive Edge: HMO Industry Report 8.2. Bloomington, MN; 1998.

National managed care firm Number of plans Total HMO 
enrollment



Travelers Insurance’s health care division). And
despite the failure to consummate the proposed
United Health Care-Humana merger announced
in 1998, analysts expect Humana to be picked up
by another payer. 

These large national payers represent an
increasing percentage of total HMO membership
across the country. (See list of the country’s 15
largest HMOs, p. 18.)

All this activity leaves five national payer
giants: Aetna U.S. Healthcare, Humana, United,
Foundation, and CIGNA Health Plans. “If you
think the consolidation is over, you’re dead
wrong,” Barrett says. There will be further con-
solidation among these national leaders and
among regional payers, not to mention a continu-
ation of acquisition and merger activities that
have occurred among Blue Cross Blue Shield
plans in many states.

So what’s a practice to do? Barrett and
Hamilton predict that the merger mania will
serve as a wake-up call to physician practice
leaders about the need to organize and speak

with a cohesive voice. The idea is that a group of
physician practices has more bargaining power
than individual practices.

Barrett admits getting physicians to organize is
a formidable task.

“The physician business is a cottage industry
in its core element,” Barrett says. “Consolidating
any industry where you have independent
entrepreneurs who are highly trained experts in
their field can be frustrating. Anytown USA has
had at least half a dozen attempts at organizing
physicians. The vast preponderance of them
haven’t worked, but they have to continue. If
organized, physicians represent the power base in
health care.”

MGMA’s Wright says providers need to take this
concept one step further by extending coalitions to
include all parties in the health care continuum —
physician practices, hospitals, payers, and affiliated
providers such as nursing homes and pharmacists.
“We still haven’t figured out how to do that,” he
admits. “We’ve got to get to the phase where all
these parties can sit down together.”
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Good offensive strategy
aids in merger survival
Tips for coping with consolidations

It’s almost taken a scorecard to keep up with
all the changes among key players in the

managed care arena over the past two years
(see related story, p. 17). But physician prac-
tices don’t necessarily have to be in a defensive
mode to cope with these changes effectively,
consultants say.

The proposed Aetna U.S. Healthcare-
Prudential HealthCare merger offers a case in
point. Practices that currently contract with
Prudential should walk through the following
process, recommends Michael Barrett, a Winter
Park, FL-based managed care consultant with
Advanced Managed Care Solutions:

• Examine your current managed care con-
tract and look for the section that addresses
“assignment.” This term means the payer can
assign the contract to any successor it is
acquired by. Some contracts require health
plans to give notice of the change in owner-
ship, while others may not. “If there is an
assignment provision, your negotiation with

this entity is zero. If you’ve been able to negoti-
ate this point out, good,” Barrett says. If not, go
to step two.

• Perform an analysis of the competitive
strengths of each of the payers in question in
your market. Which plan has the strongest
market share locally? What products do they
offer? How are they perceived within the
employer and medical communities? Which
physicians and hospitals are included in their
provider networks? The larger payer nationally
may not necessarily dominate a given market,
Barrett points out. In Orlando, FL, for example,
Prudential HealthCare has a much stronger
market presence than Aetna U.S. Healthcare, so
Prudential will likely dominate. 

• Use information from your payer analysis
to determine what will happen as the merger
moves forward. How is your market likely to
evolve from a payer standpoint over the next 36
months to five years as this merger moves for-
ward? A long-term strategic plan can be invalu-
able to a practice, Barrett says. “You have to
have a Plan A and Plan B that clearly describes
and articulate when you need to execute Plan
B. Having these plans . . . can give you a great
deal of certainty in movements, and can help
you sleep better at night.”  ■



Wright says as practitioners begin to form
alliances, they need to decide what their priorities
are. Are they looking for financial security? For
clinical independence? For the ability not to have
to worry about the paperwork hassles associated
with practice administration? “Whatever model
you choose to go with, the players that are partic-
ipants need to add value to patient care. Ask
yourself what value each brings to the table to
make a more effective delivery system,” he says.
“Practices have to figure out how to develop
alliances in a collegial manner that doesn’t come
across as money-grubbing.”

Others aren’t so sure providers will benefit
from the Aetna U.S. Healthcare merger. The
AMA’s highly publicized letter to the Department
of Justice in late December challenged the pro-
posed merger, calling it anticompetitive and “a
threat to the freedom of patients and employers to
choose their health care plans.”

“Basically, Aetna is involved with some very
heavy-handed techniques in dealing with physi-
cians,” AMA Executive Vice President E. Ratcliffe
Anderson Jr., MD, tells Physician’s Managed Care
Report. “In the past, they have used implicit gag
clauses . . . [and] there have been provisions
which have given plans final authority of medical
necessity . . . provisions that compromise the
patient-physician confidentiality agreement. This
AMA action is unprecedented. We think these
giant health plans are Goliaths trying to dominate
the landscape. The AMA is the only David in the
valley.”

For its part, Aetna US Healthcare issued a
statement saying it was disappointed with the
AMA response. “Aetna’s proposed acquisition of
Prudential HealthCare will increase both con-
sumer choice and the quality of health care in
America,” the statement says. “There is vigorous
competition in each of the markets in which we
do business from national, state and local health
plans. Our inclusive network strategy offers
broad choice of physicians. Further, employers
typically offer their employees the opportunity to
choose from among different healthcare plans
and companies.”

Hamilton says he believes the Aetna U.S.
HealthCare merger will go through despite the
AMA’s objection. “If you’re going to have to live
with it [the merger], you’ll have to figure out the
best way,” he says. “They don’t own the world.
Probably most [provider] groups will be on most
of their panels. They have indicated that they will
sort by quality more than cost.”

For example, Hamilton says, Aetna U.S.
Healthcare has huge database capabilities that it
has been developing for almost a decade. The com-
pany distributes reports to each of its participating
physicians telling them how their treatment of
patients with specific medical problems compares
with that of their peers. This kind of information
can be valuable to a physician practice and can
reward practices that provide high-quality care.

“In the long term, [the merger] probably will
do some good,” Hamilton says. “But the transi-
tion could be pretty bad. Digesting three acquisi-
tions is a big act.”  ■

Proposed HMO regulations
ignite fire in Alabama
Physician-prompted changes add mandates

Alabama HMOs likely will be subject to
stricter regulations governing notification of

coverage decisions and explanations of denials,
thanks to regulations proposed by the state’s
Department of Public Health, which shares a gov-
ernance role over HMOs with the state’s insur-
ance department.

The proposed regulations are lauded by a
group representing Alabama physicians as neces-
sary to reflect marketplace changes, although an
HMO industry group has expressed concerns
about the regulations’ financial feasibility. 

“The current [HMO industry] regulations went
back to 1987. A lot has changed in the industry
since then,” says Cary Kuhlman, executive direc-
tor of the Medical Association of Alabama in
Montgomery. “One of the things we wanted to
try to understand better was in the case of with-
holds. Currently, the way some of the HMOs
operated was [in a] black box. Physicians didn’t
really understand if they received a withhold
[payment] what the payment represented, what it
was based upon.”

Issues such as this prompted the medical
association to appoint a third-party task force 
to suggest changes to the Department of Public
Health. The task force carried considerable clout
because 12 association officials are members of 
a committee on public health, which oversees
the Department of Public Health’s operations.
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The letter led to some proposed changes, which
have since been modified and were in the process
of being finalized as Physician’s Managed Care
Report went to press. Once finalized, the regula-
tions would require approval by the health depart-
ment’s board, followed by a required approval by
a state legislative committee. The proposed regula-
tions would take effect in March if adopted, says
Ray Sherer, director of the division of managed
care compliance for the Department of Public
Health.

The modified proposal will likely include:
• a requirement for HMOs to make withhold

payments within six months and explain to physi-
cians how the amount was calculated, or send out
a letter within that time period explaining why
the withhold payment is not being made and
when to expect a payment;

• a rule requiring HMO utilization management
officials to make utilization decisions within seven
calendar days from receiving the necessary infor-
mation from an attending physician, “unless the
attending physician indicates that the enrollee’s
life, health or ability to regain maximum function
could be seriously jeopardized”;

• a “prudent layperson” definition that estab-
lishes a condition for emergency care without
getting approval for treatment from a consumer’s
HMO;

• rules that define the various stages of mem-
ber inquiries, ranging from a simple question on
policy to a more formal complaint.

An executive with a state HMO association
declined to comment on the proposal for
Physician’s Managed Care Report. “Discussions
are still going on related to these issues, and
until we see what the board is called to vote on,
it’s not appropriate to comment,” says Byron
McCain, executive director of the Alabama
Association of HMOs. McCain had not been
informed of the content of the final proposal
when contacted. He did say medical malprac-
tice liability among HMOs constituted a major
sticking point. A reference addressing medical
malpractice insurance in the health depart-
ment’s original proposal was eliminated as the
proposal was modified because “staff had inad-
vertently included references to authorizations
for care . . . [and] whether a [health plan] medi-
cal director was practicing medicine or not,”
Sherer says.

McCain was quoted in American Medical News,
published by the Chicago-based American Medical
Association, as saying the original provisions could

cost the state’s HMO industry $14 million a year
and could “have the potential of driving the indus-
try out of business.”1

The proposal represents a major step for
Alabama physicians, says Nancy McConnell,
president of Gates Moore & Co., an Atlanta con-
sulting firm that advises physician practices.
“Historically, most doctors in Alabama outside
Birmingham felt managed care wasn’t coming,”
she explains. “They didn’t feel like they needed
to do anything.” 

But trends occurring over the last year have
forced them to take notice, she adds. One specific
action was a step taken by Blue Cross Blue Shield
of Alabama — which represents about 70% of the
state’s insurance market — to limit physician par-
ticipation in its preferred provider network.
Traditionally, physician enrollment in this pro-
gram was virtually unlimited, provided a physi-
cian met certain qualifications.

However, in 1998 the carrier decided to put a
cap on physician network participation in mar-
kets where it was determined that the existing
provider panel was large enough. Even if a new
physician joins a practice that participates in the
Blue Cross Blue Shield network, he or she is out
of luck if the provider network in the market in
question has been deemed at capacity by the car-
rier, McConnell says.

Reference

1. Page L. Alabama HMOs say new rules will put them
out of business. American Medical News 1998; 41:15.  ■

Aetna boosts product line
with POS/PPO blend
Consumers get more choice

Just when you thought you had a grip on all the
different kinds of managed care products, pay-

ers have come up with one more. The twist this
time is a product that combines the features of all
products along the health care continuum, from
traditional indemnity to PPO and HMO products
and even point-of-service (POS) plans.

In this model, the employer purchases one
product that lets the consumer choose at the
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point of service to access care using benefit cover-
age and provider networks associated with a tra-
ditional insurance, PPO, HMO, or POS product.
The copayment or deductible provisions that
come into play depend on which choice the con-
sumer makes.

Two payers have introduced products along
these lines. Blue Bell, PA-based Aetna US
Healthcare has introduced its US Access product
in 16 states, and plans to expand the product to
other states the plan does business in as well. 

Dallas-based Harris Methodist Health Plan
introduced a similar product late last year with
less success. The health plan pulled the product
from the market because it simply was not able
to make money with the concept, says public
relations manager Lisa Osteen.

Product well-received

However, Aetna US Healthcare says its US
Access product has been received extremely well.
“We’ve quoted close to 3,000 accounts [for US
Access], and that’s with the product only being
available in the last couple of months,” says
David Rocchino, head of core sales and market-
ing for Aetna US Healthcare. “About 500 of the
groups we’ve quoted on are groups with over 100
[lives].”

Aetna US Healthcare currently has 10,000
members enrolled in the product, he says.

US Access has different features from a POS
product because it incorporates several levels of
choice, Rocchino says. With a POS product, it’s
typically an all-or-nothing issue: Either you
access the physician network through a primary
care physician gatekeeper, or you go directly to a
specialist or outside the network with no copay
but with typical 70/30 coverage once a deducti-
ble is met.

With US Access, however, a consumer is eligi-
ble for several different coverage options. The
consumer may choose to access the HMO net-
work through his or her primary care physician
and incur a $5 copay. However, the member
could visit any participating physician in the
plan’s PPO network for a $15 copay, or go outside
the network with coverage similar to that associ-
ated with a standard indemnity plan.

Some of the states US Access is currently offered
in include Pennsylvania, Arizona, Colorado,
Delaware, Tennessee, and Virginia, Rocchino says.
Applications are being filed continuously to
expand the product to other markets.  ■

Key trends for 1999: 
The good and the bad

Projecting trends in the health care industry is
risky business, but some clear patterns are

emerging. When the clock strikes midnight at the
turn of the century, we are likely to have a much
better sense of the role providers will play in
health delivery. Until then, the following trend
lines point to an industry that in many ways
winds up looking like every other industry that
has been pressured, and even battered, by intense
competition and increasing customer demands.

• With premiums up about 8% on national aver-
age, employer coalitions are bound to be energized
to try to curtail more increases in premium prices.

• Physicians who participate in professional
and global risk are much more likely to see pay
increases that are commensurate with premium
increases. Physicians who contract for only pri-
mary care capitation rates are not as likely to see
raises because their negotiating power is minimal.

• The momentum for mergers and acquisitions
among carriers is likely to continue. The industry
may wind up like other industries with three big
competitors, like the Big Three in the auto indus-
try, and other carriers as niche players. This con-
solidation is forcing provider organizations to
look at how they can shore up their negotiating
clout. Columbia/HCA took a turn at becoming
the national hospital giant and wound up falling
flat on its face. Physicians will have to turn to IPA
management firms or PHOs to have a chance to
match the carrier powerhouses. Fortunately, con-
sumers still see physicians as their strongest ally,
and that may win the day, with politicians inter-
ested in keeping constituents happy.

• The reduced number of carriers has an upside
and a downside for provider organizations. The
good news is that providers will see more unifor-
mity in protocols; the bad news is that the remain-
ing carriers could use their increased enrollee
volume to try to make provider organizations
acquiesce to unreasonable demands. The recently
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announced proposed merger of Aetna and
Prudential will be a litmus test of how a titan car-
rier chooses to act toward provider organizations.
At-risk physician organizations may well hold the
trump cards in some markets if carriers want to
ensure both their margins and greater provider
and patient satisfaction.

• Industry analysts have begun to view carriers
in two camps: those more likely to try to handle
medical management within their own organiza-
tion, such as United Healthcare and Aetna, and
those more likely to look to at-risk provider orga-
nizations to keep the medical loss ratio in line,
such as Humana and CIGNA. However, several
carriers, such as United, saw red ink in their bot-
tom lines last year and may choose to look at
other options to improve medical loss ratios.

Medical directors gaining R-E-S-P-E-C-T

For many reasons, health insurance carriers are
giving medical directors more influence in their
organizations, whether it is an IPA, a PHO, or an
insurance carrier. Three crucial reasons for the
position’s improved stature are: 

— the critical impact the medical loss ratio has
on the financial success of the organization;

— political pressure at the state and federal
level to give consumers more rights within their
health care systems;

— increased ability of medical directors to find
their way through corporate labyrinths and influ-
ence the direction of health care delivery organi-
zations. Here is what is behind those changes:

• Medical directors can help lower medical
loss ratios.

Medical management is the single strongest
determinant of whether money will be left over
from premium revenue to fall into the carrier’s
net income bucket. More carriers are trying to
improve this ratio through tighter provider rela-
tionships with IPAs and PHOs that have learned
how to control the health care dollar and provide
patient satisfaction.

Physicians should not mistake the recent jump
in premium rates as offering long-term relief for
the carrier industry. Nor should physicians be
lulled into thinking they will derive even short-
term benefits from these premium increases,
though participants in risk contracts are in a
much better position to negotiate corresponding
compensation hikes.

At some point, perhaps in the near future,
physicians and provider organizations will see a
backlash against higher-priced premiums, and
that backlash will likely be supported by employ-
ers and a growing number of employer coalitions.
The carrier industry itself also will force rates to
level off or will even put downward pressure on
premiums as carriers aggressively try to cut into
each other’s market share with competitive pre-
mium rates and new product benefits. 

With markets maturing and competition among
carriers intensifying, more carriers will merge or
move out of unprofitable markets. At that point,
the health care industry will have more leverage 
to increase prices, but under any circumstance,
providers will continually feel pressure from carri-
ers to force costs down even further and increase
their profits.

• Medical directors help physicians lessen
consumer concerns.

Once the Senate and House are done wran-
gling with impeachment proceedings, two issues
are expected to surface: Social Security and health
care reform. At the state level, health care reform
is already at the top of the list. The impact of con-
sumer rights legislation, whether already enacted
or even at the proposal stage, is causing the car-
rier industry to fear declining medical loss ratios.
The fear may be warranted as specific legislation
moves to the congressional floor.

Of course, physicians are not likely to speak
positively about a carrier unless the carrier is pro-
viding them with economic incentives to deliver
quality care efficiently.

Physicians participating in at-risk IPAs and
PHOs are more likely to think positively about a
carrier because of their upside, which likely will
influence the physician to speak positively about
the plan when talking with patients.

• Medical directors are becoming more confi-
dent in working with managed care. 

Another factor contributing to the growing role
of medical directors in shaping managed care is
their developing sophistication in the corporate
environment. Physicians are graduating from
MBA programs in significant numbers, but just as
importantly, physician leaders with authority and
responsibility in clinical management are learn-
ing the ropes in the halls of insurance carriers and
provider organizations.

For all the above reasons and more, medical
directors are likely to enjoy increasing clout and
influence in the year 2000 and beyond. Ideally,
they will have the advantage of working with
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provider organizations that are incentivized 
to deliver quality with efficiency. Working with
at-risk IPAs and PHOs will give carriers the
opportunity to truly partner with physicians,
and that will result in the best use of the pre-
mium dollar to care for patients and a healthy
bottom line for carriers. To develop such a
strong partnership with physician organiza-
tions, carriers like Aetna and United may need
to get over their fears about working more
closely with physicians, and that may not hap-
pen until POs take a stand on behalf of them-
selves and their patients.

There is no doubt that consumer rights and
health care reform will be front-and-center issues
of the 2000 election campaigns. In many ways,
this political pressure will be felt in the offices of
medical directors because they are in the pivotal
position to help physicians balance patient rights
with appropriate utilization and protocols. A car-
rier looking for ways to address consumer rights
issues would do well to look to its medical direc-
tors as a communications conduit to physicians
and their patients. After all, it is within the physi-
cian-patient relationship that clinical decisions
such as utilization are decided.

By educating physicians about how to make
managed care work for their clinics and their
patients, medical directors can help create satis-
fied providers, and this has a positive ripple
effect toward creating patient satisfaction and
enrollee retention. Carriers’ typical top-down,
unilateral approach to communicating with
physicians will only generate criticism.

How medical directors communicate with
physicians, as well as what they discuss with
physicians, will go a long way toward creating
stronger relationships with physicians and their
patients. Medical directors need a well-thought-
out communications strategy for educating
physicians in a step-wise fashion about how to
make managed care plans work best for them-
selves and their patients. Currently, carriers are
justified in fearing that physicians often criticize
their plans when speaking with patients. This
negative communication encourages expensive
enrollee churn to other plans.

In 1999, we may see more physicians doing
just what physician groups did in Texas last year.
They told Aetna they’d had enough of Aetna’s
ways and they were not going to take it anymore,
and they drew a line in the sand. The outcome of
that stand-off will no doubt be telling for the rest
of the country.  ■

Houston physicians form
own insurance company
No gatekeeper, no preauthorization for care

Frustrated with managed care organizations
and the loss of control over their patients’

care, more than 1,400 Houston-area physicians
formed Physicians Inc., a physician-owned inte-
grated health care delivery system with its own
insurance company.

“Our primary purpose was to give the commu-
nity a solid alternative to the cookie-cutter
approach to medical care and insurance plans,”
says Paul Handel, MD, outgoing president of the
Harris County Medical Association and a founder
and stockholder in Physicians Inc., the umbrella
company for the insurance firm and its network
of physicians, hospitals, and ancillary providers.

When insured patients need health care, all the
decisions for their care are made by the physician
and the patient. There is no gatekeeper, no require-
ment for referral authorization or preauthorization
of care, and no retroactive denial of coverage.

The physician-owned insurance company
doesn’t have a medical director. Instead, more
than 150 volunteer physicians serve on the medi-
cal management team, reviewing admissions,
diagnostic studies, and treatment plans to make
sure each patient gets the best possible treatment.

Physicians Inc. includes Medical Community
Insurance Co. (MCIC), which offers Physicians
Health Plan (a fully insured group health plan) to
businesses, and Gulf Coast Independent Practice
Association, a network of more than 4,500 physi-
cians, most of whom are in independent practice
or small groups. (For details on how the com-
pany was formed, see story on p. 29.) MCIC
started insuring people on Jan. 1, 1998.

With a year of experience under its belt, the
company is growing steadily, with more 3,000
insured lives, a network of 4,500 physicians, more
than 70 hospitals, and more than 375 pharmacy
locations, as well as other ancillary services. 

The company’s long-term goal is to cover 15%
to 20% of the Houston market.

“With a new company, it takes time to establish
credibility. We spent a good deal of time in the
first year getting ourselves known,” says Michael
Manley, president and chief executive officer.

Houston physicians have been eager to sign up
with MCIC because of the company’s philosophy
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of putting decisions for care back into the hands
of the doctor, Manley says.

“MCIC is set up so that we do not second-
guess the doctor. We feel the patient and the doc-
tor together can make appropriate decisions as
far as care is concerned,” Handel adds.

The staff and shareholders of the company feel
it is in the best interest of patients, physicians,
and the company’s bottom line to pay for the care
the physicians feel the patients need, he says.

“Medical literature is replete with studies that
show the appropriate intervention at an appro-
priate time is the least expensive method of treat-
ment. You can’t make money by withholding
treatment,” Handel says.

Physicians’ reimbursement is based on
Medicare’s Resource-Based Relative Value Scale.
The reimbursement schedule puts Houston physi-
cians towards the low end of reimbursement for

PPOs, but HMOs in the area typically reimburse
physicians at lower rates, Manley says.

“We believe our reimbursement schedule is
equitable. I don’t think physicians are going to
get wealthy, but they will be able to maintain
their practices, and that is critical,” Handel says.

Handel points out that physicians may suffer
heavy losses if they accept managed care contracts
that pay them less than it costs to treat patients.

“We are trying to tell our doctors they have to
examine their contracts and study the reimburse-
ment rates. If rates aren’t adequate, they should
reject the contract. You can’t make up for low reim-
bursement with a high volume of patients. You’re
just losing money on more patients,” Handel says.

Since January, the plan has had around 30 admis-
sions, with an average length of stay of 2.5 days.
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Physicians’ insurance
firm has 10-year history
Feasibility study determined need

The seed for Physicians Inc. and its health
insurance product was planted in 1986

when members of the Harris County Medical
Society in Houston formed a physician net-
work, Gulf Coast Independent Practice
Association, to monitor the evolution of man-
aged care in the Houston area and to be in a
position to contract with managed care.

In 1995, as managed care penetrated the
Houston market, the network commissioned
studies to determine whether a physician-
owned insurance company could compete in
the marketplace.

“Instead of designing a product and looking
for the market, we asked the market what they
really wanted,” says Paul Handel, MD, outgo-
ing president of the medical society and a driv-
ing force behind Physicians Inc.

Studies showed that, with the exception of
some large self-insured companies and multi-
state and multinational firms, 90% of the
Houston marketplace is small businesses,
Handel says.

Their research showed that people want to
be treated by doctors they know; to have easy
access to their doctors; and to get the care they

need without a tremendous amount of red tape,
says Handel.

“My own practice is a small business, and I
don’t have the luxury of having my employees
out trying to find medical care or driving across
town to find the cheapest imaging center. If an
employee gets sick, I need for her to get in to
see the doctor as quickly as possible, to have
the diagnosis rendered as quickly as possible,
and for her to be back to work as quickly as
possible,” Handel says.

In 1996, the medical society initiated a stock
offering, which raised more than $4 million in
initial funding for the insurance company. A
capital campaign in the spring of 1998 raised an
additional $3 million from physician investors,
plus an investment by a physician-owned mal-
practice insurer. A second stock offering in the
spring of 1998 raised an additional $1.5 million
in capital.

The vast majority of stockholders are physi-
cians. The company was set up so that only
physicians can have a voting share of common
stock, and there is only one vote per physician,
making it impossible for one physician or
group to dictate the progress of the company,
says Christine Hollinder, marketing director.

The insurance company contracts only with
physicians of Gulf Coast Independent Practice
Association. However, the physicians are free to
contract with other managed care companies,
and most do.  ■

(Continued on page 31)
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Physician-owned insurer
takes high-tech approach
Internet, ‘virtual business’ are keys to success

To succeed in a competitive market,
Houston’s Medical Community Insurance

Co. (MCIC), a subsidiary of physician-owned
Physicians Inc., has developed key business
strategies that distinguish it from most other
managed care companies and give it the poten-
tial to grow rapidly without a large expenditure
of capital.

The company’s strategies include heavy use
of the Internet and creating a virtual business
model, creating alliances with experts in the
field, and allowing the company’s staff to focus
on customer relationships and working with
network physicians on health management.

Giving quotes over the Internet

The company is in the process of building
one of the nation’s first Internet-based health
care companies. The firm’s Web site, www.
physiciansinc.com, includes a public sector
with general information about the company
and its insurance product, and separate sectors
(some of which are password-protected) for
physicians, members, employer customers, and
insurance agents. 

For instance, general insurance agents can
use an Internet application to get quotes on
groups of two to 50 employees and to enroll
them through the Internet. This allows the com-
pany to deal with an unlimited number of
quotes, says Christine Hollinder, marketing
director. 

The physicians’ area of the Web site has
copies of physician service agreements and fee
schedules, protocols for various diagnoses,
applications to certify patient eligibility and
advise of admission to the hospital, links to
Physicians Inc. committees, and a bulletin
board for physicians.

Medical Community Insurance Co. has cre-
ated strategic partnerships with other organi-
zations that allow it to have access to skills
and experience without the expense of hiring
full-time staff. For instance, the company has 
a strategic partnership with The Texas Medical

Association Insurance Trust, which is a
licensed third-party administrator that offers
customer service, claims administration, and
billing.

Other services provided by strategic part-
ners include physician education, risk man-
agement, marketing, actuarial, credentialing,
legal services, Internet services, and utilization
review.

“These strategic partnerships enable a new
company to have years of experience from day
one without the expense of developing its own
procedures or making big upfront investments
in systems,” Hollinder says.

Market must allow for growth

If the physicians in your area are interested
in starting a similar organization, here are some
suggestions from Physicians Inc.:

• Make sure your market is big enough to
support your company. For instance, the
Houston market has a population of 5 million.
Capturing just 10% of that market is big busi-
ness, points out Michael Manley, president
and chief executive officer.

“You have to be in a market that gives you
the possibility of growth. If your market is too
small, you can’t make it work,” he says.

• Make sure you have the support of the
physicians in your community. This will help
you develop a broad selection of physicians
and hospitals, which is the key to making an
MCO work, Manley says.

“You need a delivery system that gives
enough choice, but you also have to have
physician leaders who will be involved,” he
adds.

The plan has more than 150 physicians who
volunteer their time on hospital review teams,
governance of the health plan, and committees
to develop protocols.

• Develop a comprehensive marketing
strategy to make sure all stakeholders in your
market know about your company.

Marketing strategies include advertisements
in a weekly business journal, radio advertising,
direct mail, and special events for insurance
agents. In addition, physician members of the
network are encouraged to tell their friends
and contacts with small businesses about the
company.  ■



A volunteer medical management team of
physicians who practice at each hospital review
all admissions. If the panel finds that a physician
hasn’t delivered the appropriate treatment, the
doctor and hospital still are paid, but the physi-
cian is counseled on how more appropriate treat-
ment could be rendered, Handel says.

The second time it happens, the doctor is
warned in writing. If it happens a third time, 
the records of the three incidents are sent to an
independent review organization. If it finds the

treatment was inappropriate, the physician is out
of the network, Handel says.

The physicians on the medical management
team have developed best-practice treatments for
some common chronic conditions, such as hyper-
tension, asthma, and diabetes. The guidelines,
which are distributed to members of the network
and available on the firm’s Web site, are a sum-
mary of the latest in medical breakthroughs.  ■

HMO enrollment grows,
national study finds
Growth, profitability vary by market

The number of geographic markets with rela-
tively high managed care penetration is grow-

ing, a new study from Minneapolis-based
InterStudy Publications finds. However, HMOs
had have limited success in reducing their medi-
cal expense ratios, and per-member-per-month
(PMPM) medical costs are continuing to increase,
the study finds.

As of January 1998, there were 149 markets
with managed care penetration rates of 25% or
greater, according to InterStudy’s report, Regional
Market Analysis 8.2. This represents a substantial
increase from the comparable 1996 period, when
only 71 metro areas had managed care penetra-
tion above 25%. 

Heavy penetration

The data show managed care penetration
building in Pittsburgh (see chart, p. 32), one of
the most heavily penetrated large markets, with a
penetration rate of 53.5%. Pittsburgh’s penetra-
tion rate is well above the 75th percentile com-
pared to other large markets (cities with a
population of 1 million or more).

The three most highly penetrated large mar-
kets measured in the InterStudy report are
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Rochester, NY (71.4%), Sacramento, CA (66.1%),
and Buffalo-Niagara Falls, NY (64.8%), the study
finds. The three most highly penetrated medium
markets are Santa Rosa, CA (74.3%), Boulder-
Longmont, CO (71.5%), and Worcester, MA
(70%). The three most highly penetrated small
markets are Burlington, VT (79.7%), Springfield,
IL (72.8%), and Pittsfield, MA (63.2%).

Total PMPM revenue received by health plans
grew slightly for year-end 1997 compared to
year-end 1996, the report says. 

Another InterStudy report, The InterStudy
Competitive Edge, found that medical expense
ratios among health plans across the country
continue to average around 89% to 90%, while
average medical expenses for all metro areas
totaled $124 per member per month. Why are
these expenses still so high? “Managed care has
been around a while [in many markets], and a lot
of the fat has been cut out,” says Tammy Lauer,
research manager for InterStudy’s Competitive
Edge series. “Plans got to a place where they
couldn’t cut anymore. Even though premiums
have finally been raised in the last year, this is
basically making up for years of losses.”

For a copy of the InterStudy reports, contact
the company at (800) 844-3351.  ■
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Metro Markets Accounting for One-Third of HMO Enrollment Growth

Enrollees
Added Plans with Lar gest Growth

Rank Metropolitan Area ‘97 to ‘98 Enrollment Gains Products

1 New York, NY 958,088 Physicians Health Services, Oxford POS
Health Plans, CIGNA

2 Philadelphia, PA-NJ 648,843 Physicians Health Services, Keystone Medicaid,
Health Plan East, Aetna/US Healthcare Group, POS

3 Nassau-Sulffolk, NY 515,756 Physicians Health Services, Oxford POS
Health Plans, CIGNA

4 Boston, MA-NH 453,361 Tufts Health Plan, HMO Blue Group and POS

5 Los Angeles-Long Beach, CA 391,877 Pacificare, HealthNet, Kaiser of So. CA, Medicare,
CaliforniaCare, Blue Shield of CA Medicaid, Group

6 Pittsburgh, PA 378,458 Keystone Health Plan West POS

7 Chicago, IL 337,299 HMO Illinois, United Health Care of IL, Group and POS
Principal Health Care of IL

8 San Francisco, CA 283,388 Pacificare, HealthNet, Kaiser of No. CA Medicare,
CaliforniaCare, Blue Shield of CA Medicaid, Group

Source: InterStudy Publications, Bloomington, MN.


