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Having spent the past four
years reducing expenses
and pushing back against

managed care rates, hospi-
tals are finally seeing im-
proved financial perfor-
mance. Attention is turning
to growing market share
and expanding services, and
some hospitals are again

thinking about entering into
noncore businesses. Of
course, a number of hospi-
tals never eliminated some
of their noncore businesses
for fear of the impact on the
inpatient business or loss of

important strategic posi-
tioning.

For these hospitals, two
noncore businesses that
they may own, and contin-
ue to struggle with, are
physician practices and
managed care organiza-
tions. Although there 
continues to be numerous
reasons why financially
distressed hospitals should
not own noncore business-
es, the following will be
helpful to those organiza-
tions that have decided to
make a strategic investment
in these programs. 

Physician Practices

There are a number of rea-
sons why hospitals believe
they should own physician
practices, including:

• There is an under-
supply of key physician
specialties;

• Competing hospitals are
purchasing practices;

• The uninsured are 
not being adequately
medically managed;
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With growing pressures to
meet HIPAA deadlines, im-
prove patient safety, and
address consumer demands

for on-line healthcare ser-
vices, hospitals are placing
increased emphasis on the
value and return on invest-

ment of their IT decisions.
In this type of environment,

EXHIBIT 1: IT EXPENDITURES, MARGIN GROWTH

Hospital Margins IT Expenses as a Percentage of Total Expense
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• Private practice physi-
cians will not provide call
coverage for important
service lines; and

• Ownership can provide
leverage when negotiat-
ing with managed care
companies.

The first step in minimizing
your losses is to understand
how much you are actually
losing.

Evaluate the direct and
indirect cost of owner-
ship. There is no set
methodology for evaluating
the benefit of owning physi-
cian practices. The most
important thing is setting
up an objective methodolo-
gy that everyone can agree
to and that directly address-
es the reasons for owning
the physician practices.

For example, if the practices
are owned for use as a
leveraging point with man-
aged care organizations,
then compare your rates
with the market rates. If you
believe your inpatient rates
for a specific payer are $200
per day higher because you
own the physician practices,
and you have 3,000 admis-
sions per year from this
payer, that is a benefit of
$600,000. Then compare
this figure with your operat-
ing losses for the practices.
Which is greater? If you own
more than seven practices,
the odds are the loss associ-
ated with practice owner-
ship is greater than the
$600,000 in benefit.

If your goal is to reduce aver-
age length of stay (LOS) with
a hospitalist program, then
measure the change in aver-
age LOS directly. Calculate the
hospital’s average cost per
day for an uninsured patient
and compare the average LOS
for the hospitalist’s patients
and the uninsured seen by
other physicians. Is the 

reduced average LOS multi-
plied by the cost per day
better or worse than the cost
of the program?  An adjust-
ment also can be made for
improving your medical staff
satisfaction, since they do not
need to handle these
patients.

Minimize losses. The
average owned practice
loses $89,480 per physician
before indirect benefits, yet
practices not owned by a
hospital have an average net
income of $1,202.a Why
such a difference? 

In nonowned practices, the
physicians are at risk for the
profits and tend to act in
their own best interest.
Therefore, the first step
toward minimizing losses is
to make the physician re-
sponsible for the financial
performance of the prac-
tice. Physician practices that
are not owned by hospitals
made 39 percent more
medical revenue, $156,754,
than owned practices, ac-
cording to a 2001 Medical
Group Management Associ-
ation survey. Simply tying
physician productivity or
profitability of the clinic
directly to physician com-
pensation can have a huge
impact on performance. 

One compensation model
that has proven successful
is the “net income” model,
in which physicians are paid
100 percent of earnings
after direct practice costs,
direct professional costs,
and allocated billing costs.
Implementing this model

can significantly improve
the bottom line. Many
providers discover a portion
of the savings results from
particularly low-producing
physicians who realize that
their income will soon de-
crease and decide to work
elsewhere.

Hospitals also can minimize
expenses by:

• Moving the scheduling
center away from the
physicians’ offices to
minimize their attempts
at “blocking” time slots
or complaining about the
workload;

• Outsourcing billing and
collections to agencies
that have a core compe-
tency in it; 

• Working with the human
resources department to
make sure the compen-
sation offered is in line
with the market (physi-
cians traditionally pay
nurses less and offer few,
if any, benefits compared
with hospitals); and

• Trying to keep offices of
owned physicians that
aren’t hospital-based
away from the hospital’s
campus to leave room
for other non-owned
physicians.

Hospital-Owned HMOs

Today, few hospitals show
any interest in starting an
HMO. However, a number of
hospitals insist on maintain-
ing those already opened. In
fact, by 2001 there were still
over 700 hospital-owned
HMOs.b The most common

reasons hospitals have re-
tained ownership of HMOs
are primarily defensive in
nature. Providers tend to
argue that ownership is
necessary because:

• It prevents another payer
from gaining too much
control in the market-
place;

• A local competitor has an
HMO that appears to be
gaining volume;

• It helps organize and
manage the Medicaid
population; and

• The city, state, or other
large employer would
likely be upset if its 
insurance program were
eliminated.

Although there may be 
tangible reasons for main-
taining an HMO, providers
must always bear in mind
the large risk associated 
with ownership. Based on
experience, provider-owned
HMOs can easily lose $5
million annually and as
much as $50 million with an
average loss of $155 per
member per year.  Experi-
ence shows that in well 
over 50 percent of opera-
tional reviews of HMOs, 
the hospital would be 
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well-served to shut them
down or sell off a large por-
tion of the company to a
partner who has more expe-
rience in the business.

Still, for those hospitals 
that wish to maintain their
HMO, a few actions can
help increase return and
minimize risk.

Maximize revenues
whenever possible. If your
premiums are lower than the
market, you are putting the
HMO at risk and defeating a
strategic purpose for having
the HMO. If your HMO can-
not pay the hospital rates
that are equal to or higher
than the rates of the largest
HMO in the area, you are
actually harming yourself.
Also, make sure the coordi-
nation of benefits subroga-
tion is at least 1.5 percent 
of premiums.

Minimize risk, even if it
means losing business. A
health plan can act as a
steerage tool while limiting
the downside of exposure.
Unless you are committed
to growing your business to
the point that it can truly
manage risk and take all of
the losses associated with
the learning curve, it’s best
to play it safe:

• Increase premiums sig-
nificantly on high-risk
groups and consider
dropping them entirely.
Slight deviations from
the actuarial projections
can quickly make these
groups large money
losers;

• Shift from high-risk 
products to those with
lower risk, such as mini-
mum premium plans 
and defined contri-
bution models;

• To whatever extent possi-
ble, share costs with 
enrollees. Increased de-
ductibles and copayments

give members incentive
to reduce utilization on
their own. 

Focus on expeditiously
managing expenses, not
just cutting them. Your
largest expense—medical
loss—deserves your great-
est attention. Closely moni-
tor your utilization rates
and make sure they are in
line with the market as a
whole.

Some ways to reduce uti-
lization include:

• Enforcing prior autho-
rization rules on elective
procedures;

• Profiling and working
with physicians with high
admitting rates;

• Establishing physician
committees to monitor
average LOS and 
utilization.

Unfortunately, these tactics
may anger your physicians,
who also happen to be your
hospital’s most important
customers.

Make sure that communica-
tion with physicians is as
clear and open as possible.
And, when possible, resist
the temptation to cut costs
by lowering payment rates
to physicians below market
rates.

Although doing so can have
a positive impact on the
HMO, the long-term impact
of retribution on the hospi-
tal could be disastrous.

Consider outsourcing as
much of the operations
as possible. The best HMO
executives and resources are
not going to be within your
organization, so seek them
out and contract with them.
The most common excep-
tion to this premise is the
sales staff and some under-
writing/pricing capabilities.

Conclusion

Owning and operating 
noncore businesses 
can be risky. However, 
many hospitals see po-
tential for strategic 
advantage in doing so. 
If your hospital decides 
to acquire or develop 
a noncore business, make
sure that you provide 
regular evaluation of the
benefits being received
from the program and 
work to minimize the 
operating losses.  ■
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The use of gastric surgery
to control morbid obesity
is growing. And as proce-
dures become less inva-
sive, demand among pa-
tients is increasingly high.
Accordingly, many hospital
administrators are—or
soon will be—receiving
pressure from surgical staff
members and questions
from board members to
expand these services and
provide necessary support.

Although profitability can
be excellent when bariatric
services are managed ef-
fectively, it’s important to
proceed carefully before
committing your organiza-
tion to any type of pro-
gram—supplementary and
hidden costs can run high.
A top-quality bariatric pro-
gram requires extensive

and complex services be-
yond the surgery itself.
These services include
counseling before and
after the surgery, nutrition-
al education, and follow-
up services for the patient
and his or her family. Also,
the bariatric patient popu-
lation frequently has other
health and psycho-social
issues that require difficult
and costly treatment. If
you’re considering invest-
ing in a bariatric program,
be sure to account for the
costs and payment associ-
ated with all the services
involved, or you could end
up with a “lighter” bottom
line!

Source: ECG Management
Consultants, Inc., Seattle, 
Wash. and Wakefield, Mass.,
www.ecgmc.com

Use Care When Weighing a
Bariatric Service Line
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