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The Adviser’s Guide to Healthcare, Second Edition is a comprehensive resource and referenc
professionals seeking a working knowledge of the myriad factors involved in consulting with
practices. Developed by two of the foremost consultants in the healthcare industry, Robert Ja
Todd A. Zigrang, this Guide is founded on their seasoned knowledge and industry experienc
two-volume set is built around a new taxonomy framework for approaching economic val
industry—the Four Pillars of reimbursement, regulation, competition, and technology. Th
is carried throughout each of the two volumes that comprise this book:

Volume I: An Era of Reform—The Four Pillars provides in-depth discussions of th ’ ¢
reimbursement environment, the regulatory environment, the impact of the competitive forces, technology
and the landmark legislation that has contributed to the current healthcare environment.

Volume II: Consulting Services introduces different models of emerging healthcare organizations, details industry
subspecialties in terms of the Four Pillars framework, and addresses issues related to consulting services for
healthcare practices, including valuation services for enterprises, assets, and services.

Keep up with the changing face of healthcare services and consulting practices with The Adviser’s Guide to
Healthcare!

The complex organizational structures of the U.S. healthcare delivery system continue to evolve, increasing the
demand for consulting services to help healthcare practices navigate industry obstacles that confidently translate
healthcare consulting theory into practice within this complex environment. Advise your healthcare professional
clients confidently with the consulting expertise in Consulting Services, Volume Il of AICPA's Adviser’s Guide to
Healthcare, Second Edition. This detailed reference tool provides you with a comprehensive understanding of
medical specialty practices. Consulting Services is your one-stop source for navigating the current and emerging
trends in the healthcare practice arena.

In this volume, you will find:

¢ A primer on consulting and advising strategies for healthcare industry clients.

Benchmarking strategies for healthcare practice and valuation of healthcare industry businesses.
e Compensation and income distribution strategies.
e Financial valuation of healthcare enterprises, assets, and services.

Physician practice analyses.

A new paradigm for organizational structures of healthcare service delivery.
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Notice to Readers

The Adviser’s Guide to Healthcare, Second Edition: Consulting Services does not represent an official position of
the American Institute of Certified Public Accountants, and it is distributed with the understanding that the author
and publisher are not rendering, legal, accounting, or other professional services in the publication. This work offers
a detailed treatment of basic characteristics related to various statutes and regulations that address topics within the
healthcare professional practices industry. This book is intended to be an overview of the topics discussed within,
and the author has made every attempt to verify the completeness and accuracy of the information herein. However,
neither the author nor publisher can guarantee the applicability of the information found herein. If legal advice or
other expert assistance is required, the services of a competent professional should be sought.

Copyright © 2015 by
American Institute of Certified Public Accountants, Inc. New York, NY 10036-8775

All rights reserved. For information about the procedure for requesting permission to make copies of any part of this
work, please email copyright@aicpa.org with your request. Otherwise, requests should be written and mailed to the
Permissions Department, AICPA, 220 Leigh Farm Road, Durham, NC 27707-8110.

1234567890SP198765
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Appraiser (CBA)

were courses provided by the IBA; and must have
completed a five-hour, proctored CBA written exam
covering the theory and practice of business accreditation,
as well as peer review of demonstration business appraisal
reports.

go-iba.org/filessy CBA_MCBA _
Applicants Handbook 4-25-14
Final.pdf (Accessed 2/27/15).

Concept
Key Concept Definition Citation Mentioned on
Page #
“401(k) Resource Guide—Plan
itl(z)ltii(gss:riz Harbor A written notice provided by an employei participating in Spgnsors—401(k) Plan Overview”
Internal Revenue a 401(k) safe harbor plan to employees similarly involved | United States Internal Revenue
. of the employee’s rights and obligations under the plan, Service, http://www.irs.gov/
Service or NCDR . - . 21
Notice of Change the safe harbor method in use, and how eiigible employees Retirement-Plans/Elan-Sponsor/
to Director’s Rules | 21 makg elfectors, as well as otlier plans involved. There 40lk-Resource-Guide-Planj
Letters are also timing and content requirements. Sponsors-401k-Plan-Overview
(Accessed 3/26/15).
“Mission and Objectives of the
ABYV Program” By the American
Institute of Certified Public
Accountants, 2010, http:/fvs.aicpa.
org/Memberships/Mission+and+
ABYV designation is awarded to CPAs who demonstrate Objectivest+oftthe+ABV+
Accredited in (1) AICPA membership and good standing, (2) valid and Credential+Program.htm (Accessed
Business Valuation | unrevoked CPA certification, (3) a passing score on the 3/18/10); “A Guide to the AICPA 36
(ABV) ABYV examination, (4) payment of the $350 credentialing | Accredited in Business Valuation
fee, and (5) meet recertification requirements. Credential,” by the AICPA, 2010,
http://fvs.aicpa.org/NR/rdonlyres/
6F13D4DC-97EF-4F0F-88B2-42
F3562D3A63/0/ABV_application_
kitfinal 012710.pdf (Accessed
3/18/10).
AM accreditation from the American Society of
Appraisers is available to valuation professionals with at “The ASA Membership and
Accredited Member least two years of full-time apprais.al experience, have Accieditation Prqcess” American
(AM) passed an ethics exam and the National Uniform Society of Appraisers, www. 37
Standards of Professional Appraisal Practice exam, and appraisers.org/Membership/join-asa
have provided proof of education, an appraisal experience | (Accessed 2/17/15).
log, and appraisal reports.
The ASA designation, awarded by the American Society “The ASA Membership and
of Appraisers, designates appraisers who are held not only | Accreditation Process” American
to a Society standard of ethics, but also to standards of Society of Appraisers, www.
Accredited Senior professiQnal practic; promulgated l?y th<.a Appraisal appraisers.org/Membership/join-asa
Appraiser (ASA) Foundation. Requisites for this designation include (Accessed 2/17/15); “Why Choose 37
pp extensive coursework and testing to build a solid ASA” American Society of
knowledge foundation, thorough peer-evaluation of Appraisers, http://www.appraisers.
appraisal reports, and 10,000 hours (or five years) of org/Membership/why-choose-asa
experience to receive the ASA designation. (Accessed 3/2/15).
S?:(liyisrisazoms (1) summarization, (2) benchmarking, (3) forecasting, and N/A 3233
Engagement (4) complex or compound
CBA designation, recognized by Institute of Business
Appraisers, suggests that the holder excelled at completing
a rigprous review process. Requisites include thi.it the “CBA/MCBA Applicant’s
applicant hold a four-year college degree or equivalent; - . .
. Handbook” Institute of Business
Certified Business must have completed at least ninety classroom hour.s of Appraisers, June 2014, www.
upper level course work, at least twenty-four of which ; ’ 37-38
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Key Concept Definition Citation Mentioned on
Page #
The CCA credential distinguishes coders by exhibiting “Certified Coding Associate
commitment and demonstrating coding competencies (CCA®),” American Health
Certified Coding across all settings, including both hospitals and physician | Information Management a3
Associate (CCA) practices. CCA examination candidates must have a high Association, http://ahima.org/
school diploma or equivalent and, although not required, certifications/cca (Accessed
at least six months of coding experience. 2/27/15).
“Commission on Certification for
Health Informatics and Information
Management (CCHIIM) Candidate
. . . . . o . Guide,” American Health
Certified Coding CCSs are professionals skilled in classifying medical data .
Specialist (CCS) from patient records, generally in the hospital setting Information Management 43
’ ’ Association, http://www.ahima.org/
~/media/ AHIMA/Files/Certification
/Candidate_Guide.ashx (Accessed
2/27/15).
“AHIMA Home - American Health
Information Management
Association” American Health
Information Management
Awarded by The American Health Information AsAsoc1at10n, ht.tp:// http://www.
Management Association, CHDA certification designates ahima.org/certification/chda
Certified Health . i .. (Accessed 2/27/15); “Certified
professionals who have demonstrated expertise in health
Data Analyst . . . . . Health Data Analyst (CHDA) 44
(CHDA) data analys.ls, including clinical, financial, and operational Examination Content Outline”
data. Candidates must successfully complete a three and a . lth Inf i
half hour comprehensive exam. American Hea ftormation
Management Association,
http://www.ahima.org/~/media/
AHIMA /Files/Certification/CHDA _
Content_Outline.ashx?la=en
(Accessed 2/27/15).
“Certification” National Society of
Certified Healthcare Business
Certified National Society of Certified Healthcare Business Consultants, www.nchbce.org/
Healthcare Consult.ants (NSCHBC) members may become a CHBC certiﬁcation/index.cfm (Acc;ssed
Business by passing a NSCHBC examination, demgnstratmg an 3/2/.15); “Meml?ershlp,” National 42
Consultant (CHBC) understanding of the “total healthcare business Society of Certified Healthcare
environment—both practice and financial management.” Business Consultants, www.nschbc.
org/membership/index.cfm
(Accessed 3/2/15).
CHFP® is designed for mid-level healthcare finance
professionals who aspire to the executive level or desire
Certified confirmation of ﬁnancAial mgnagement expertise ip US. “Certification” Healthcare Financial
Healthcare healthcare. CHFP certification demonstrates qualifications iation. http:/
Financial related to the profession, as well as the maintenance of up- Management Association, http: 41-42
. . . L www.hfma.org/Content.aspx?
Professional to-date skills and knowledge. The CHFP designation is id=508 (Accessed 3/2/15);
(CHFP) available to Healthcare Financial Management ’
Association (HFMA) members following successful
completion of the CHFP examination.
This certification demonstrates a concentration on the “Certified in Healthcare Privacy and
Certified in privacy and security aspects of health information Security (CHPS®)” American
Healthcare Privacy | management and signifies competence in the design, Health Information Management 4344
and Security implementation, and administration of comprehensive Association, http://ahima.org/
(CHPS) security and privacy programs in various healthcare certifications/chps (Accessed
organizations. 2/27/15).
(continued)
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Certified Merger & The Alliance of Merg(?r & Acqulsltlpn Advisors awards “AM&AA: Alliance of Merger &
L the CM&AA designation to professionals who have o e A
Acquisition . S Acquisition Advisors” Alliance of
. mastered practical expertise in middle market corporate . .
Advisor . . . . . Merger and Acquisition Advisors, 40
. . financial advisory and transaction services. Candidates .
Certification must complete an intensive five-day training program and www.amagonline.com/cmaa
(CM&AA) prete &-day tramning prog (Accessed 2/27/15).
a comprehensive exam to receive this designation.
Certification is open to candidates who (1) graduate from
an approved medical program (either through the Liaison
Committee on Medical Education, American Osteopathic
Association, or Educational Commission for Foreign
Medical Graduates), (2) hold a valid license, (3) have “Eligibility” Certifying
. .. three years of experience, (4) hold board certification ina | Commission in Medical
Certified Physician . .
. medical specialty area, (5) complete 150 hours of Management, www.ccmm. 4041
Executive (CPE) . oL
management education and a graduate management org/eligibility/index.aspx
degree (in areas including business, medical management, | (Accessed 3/2/15).
science, health administration, or public health), (6) have
one year of medical management experience, and
(7) provide a letter of recommendation confirming
management experience. Referred to as diplomats.
“FAQs - Become a CPA” The
American Institute of Certified
Public Accountants, http://www.
aicpa.org/BecomeACPA/FAQs/
A CPA is a financial advisor who has taken 150 semester | Pages/FAQs.aspx#cpa_answer2
Certified Public hours of college coursework, passed the Uniform CPA (Accessed 3/26/15); “What Does It 36
Accountant (CPA) Examination, and gained licensure from the state in which | Take to Become a CPA?” The
he or she practices. American Institute of Certified
Public Accountants, retrieved from
http://www.aicpa.org/BECOME
ACPA/GETTINGSTARTED/Pages
/default.aspx (Accessed 3/26/15).
CVA certification is available to licensed CPAs or those
who have both a business degree and “substantial
experience” in business valuation (e.g., two or more years
of full-time or equivalent experience in business “Qualification for the CVA:
valuation; or having performed 10 or more business Certified Valuation Analyst
Certified Valuation | valuations; or are able to demonstrate substantial Designation” National Association 38
Analysts (CVA) knowledge of relevant theory, methodologies, and of Certified Valuation Analysts,
practices). All applicants must submit references and pass | www.nacva.com/certifications/
a comprehensive, five-hour, multiple-choice, proctored C_cva.asp (Accessed 2/27/15).
exam. In the alternative, they can attend an optional five-
day training session if it is decided that they have a level
of expertise deemed credible by NACVA.
The CFA charter .des1gnates the kngwledge apq learneq “Become a CFA Charterholder”
skills needed for investment analysis and decision-making ) )
. X . o Chartered Financial Analyst
. . in today’s global financial industry. Requisites include an . . NP
Chartered Financial . Institute, http://www.cfainstitute.
agreement to a code of ethics and standards of 39
Analyst (CFA) . . org/programs/cfaprogram/
professional conduct, the successful completion of three :
. . charterholder/Pages/index.aspx
levels of rigorous examinations, as well as four years of
. . . (Accessed 2/27/15).
qualified investment work experience.
This certification is only available to those who have
Fellow of the already received the CHFP designation and have (1) five
Healthcare years total as a regular or advanced HFMA member; (2) a | “Certification” Healthcare Financial
Financial bachelor’s degree or 120 semester hours from an Management Association, http:// 4
Management accredited college or university, (3) a reference from an www.hfma.org/Content.aspx?
Association FHFMA or current elected HFMA chapter officer, and 1d=508 (Accessed 3/2/15);
(FHFMA) (4) volunteer activity in healthcare finance within three

years of applying for the FHFMA designation.
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Advanced certification is gained through completion of “Fellow, Academy for Healthcare
Fellow, Academy . . " » s,
the introductory course as well as completion of additional | Management” America’s Health
for Healthcare . X .
coursework in governance and regulation, health plan Insurance Plans, www.ahip.org/ 44
Management . . .
(FAHM) finance and risk management, network management, and ciepd/options/fahm.html
medical management. (Accessed 2/27/15).
Credentialed through the Financial Forensics Institute, (a
subsidiary of NACVA), MAFFs are specialists in one of
five areas: Con.lr.ner.mal Damages and Lost Profits; “Qualifications for the MAFF -
Matrimonial Litigation, Bankruptcy, Insolvency, and - .
. . . S . Master Analyst in Financial
Master Analyst in Restructuring; Business Valuation in Litigation; Business A . .
. . . . . Forensics” National Association of
Financial Forensics | and Intellectual Property Damages; Forensic Accounting; . . 39
. . Certified Valuation Analysts,
(MAFF) and Fraud Risk Management. Applicants must possess a . .
revious credential, varying levels of experience www.nacva.com/eertifications/
P . PRI . C_maff.asp (Accessed 2/27/15).
depending on specialization, one business and two -
professional references, and a passing grade on a four-
hour, proctored exam.
MCBA de51gnat10n, recognized by Instlt}lte of Business “CBA/MCBA Applicant’s
Appraisers, is reserved for the most qualified and » .
. . . . Handbook”, June 2014, Institute of
Master Certified experienced CBAs. Requisites include that the applicant . . .
. . . . . Business Appraisers, www.go-iba.
Business Appraiser | must have a current Certified Business Appraiser . 38
. . org/filessfCBA_MCBA_Applicants_
(MCBA) designation that has been held for not less than 10 years :
and must have 15 years of full-time experience as a Handbook_4-25-14_Final pdf
. . (Accessed 2/27/15).
business appraiser.
“Organizational Change and
Modalities of (1) continuity services, (2) annuity services, and Development, By Karl E. Weick
Consulting Activit (3) episodic servi and Robert E. Quinn, Annual 6
onsulting Activity CpIsodic services Review of Psychology, Vol. 50
(1999), p. 367-82.
Professional, Certification is given by the AHM after completion of the | “Professional, Academy for
Academy for course “Healthcare Management: An Introduction,” which | Healthcare Management”
Healthcare covers the basics of health insurance plans, healthcare America’s Health Insurance Plans, 44
Management providers, as well as operational, regulatory, legislative, www.ahip.org/ciepd/options/pahm.
(PAHM) and ethical issues. html (Accessed 2/27/15).
Stages of the (1) Suspect Stage; (2) Prospect Stage; (3) Target Stage;
Engagement . N/A 29-31
Process and (4) Client Stage
The Phases of a .
Consulting (1 proposal,.(Z) research, (3) analysis, and N/A 3134
Engagement (4) presentation
The Records Sy . . .
Management and (1) 1der}t1ﬁcat10n, (2) classification, (3) storage, and N/A 34
. (4) retrieval
Archiving Process
“Proposed Statements on Standards
Three Typ es of (1) financial statement compilation, (2) financial statement for A.ccotl’ntlng and Review .
Financial Statement . . . Services,” By AICPA Accounting 10-11
. review, and (3) financial statement audit ; . .
Preparation and Review Services Committee,
April 28, 2009, p. 17.
Types of Research (1) specific and (2) general (as defined in Chapter 2, N/A 3

Benchmarking)
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OVERVIEW

Rapidly changing regulations, reimbursement issues, competitive forces, and technological
advancements have created opportunities for those seeking to provide consulting services to
healthcare professional practices. Despite the 2009 economic downturn, the healthcare
consulting industry earned approximately $10.8 billion in 2014, with revenues expected to grow
5.5 percent per year, on average, through 2019.'

As the healthcare industry has evolved during the past several decades, demand has increased for
consulting services related to assisting healthcare professional practices in navigating
complicated industry obstacles, such as reduced reimbursement for physician’s professional
services, increased competition, costs associated with technological advancements, as well as
regulatory pitfalls. This increased need for healthcare consulting services has been met by
professionals who have entered the consulting arena from a diverse array of previous experience
and backgrounds, including, for example, accounting, finance and economics, insurance, law,
health administration, medicine, nursing, academics, and public health.

Although healthcare consulting requires a large body of specialized knowledge, healthcare
professional practices are also businesses and are subject to many of the same regulations and
market forces as businesses in non-healthcare industries. (Although no longer the case, a well-
known adage in the healthcare profession is that one should refrain from considering a
professional practice as a business, or anything other than as a learned profession, at risk of
offending the physician owner). As a result, similar consulting methods and, therefore, processes
related to non-healthcare businesses are applicable to healthcare professional practices. This
chapter will discuss various opportunities for healthcare consulting, as well as the general
principles and processes that are useful in many consulting engagements.

CONSULTING ACTIVITIES

MODALITY OF CONSULTING ACTIVITY

Consulting services may be offered through several different modalities, i.e., on a continuous
basis, annually, or episodically on a case-by-case basis. Typically, the nature and scope of the
required service determines the modality of the consulting activity, e.g., management
consultation often requires continuous monitoring and tax issue consultation typically requires
attention only once a year. Healthcare consultants will also find an array of discrete engagements
based on one-time needs of professional practice clients, for example, implementation of an
electronic health records (EHRs) system or the valuation of a practice upon its dissolution. A
description of the different areas and modalities in which consulting services may be offered is
set forth in Table 1-1.

1 “IBISWorld Industry Report OD5496, Healthcare Consultants in the US” By Jocelyn Phillips, IBISWorld, Inc., September 2014, p. 3-4.
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Table 1-1: Categorization of Healthcare Consulting Services

Areas of . .
: " Description Type Modalit
Consulting Services P yp y
Bookkeepi Fi ial -
ookkeeping or Financia Continuity
o Accounting
Slmllgr to other r}on-healthcare Financial Statement Preparation,
. professional prgctlces, healthcare Auditing Services, or Assurance Continuity
Accounting and Tax consultants assist their healthcare Services
Related Services practice clients through financial
statement auditing processes and Tax Services Annuity
tax filings.
Management or Cost Accounting Continuity
Assist healthcare professional . . Annuit
atcare protes Coding and Charting fnuity or
practices 1n navigating Episodic
reimbursement and regulatory
R 1 ters t ly code and L . . -
evenue Cycle paramerers to property code an Billing and Claims Resolution Continuity
Services charge for services rendered and
then to obtain payment through the
claims resolution and collections Reimbursement Yield Enhancement Episodic
process.
Corporate Compliance Audit Episodic
Assist healthcare professionals to Risk Management Episodic
avoid running afoul of strict -
Regulatory Related regulatory restrictions, in addition Prov.lde.r
Services to aiding in the acquisition and Accreditation, Accreditation,
maintenance of accreditations, Certification Cert{ﬁcat{on, or Episodic
; ; ; . L Licensing
certifications, and licenses. or Licensing
Certification of
Need
Structure Assist in practice start-up activities, Practice Start-Up Services Episodic
’ such as staffing and marketing, as Y
Governance, and Organizational Development L
o well as the development of a . Episodic
Organizational . o Services
Tti practice mission to ensure staff — -
Structure Consulting buvy-in Physician Compensation and L
y-1n. A Episodic
Income Distribution
ly-Si Purchasi L
Supply-Side or Purchasing Episodic
Consulting
Insurance Consulting Episodic
Practice Operational Continuit
Consultation on basic business and Management Services ontinuity
Operational practice management, as well as . )
Management implementation and management Information Systems or Ipformatlon Episodic
Consulting of healthcare information Technology Services
technology. Facilities Assessment Episodic
Operational Throughput Episodic
Turnaround or Management L
. > Episodic
Restructuring Services
Provid . i Financial or Investment Planning Annuity or
r9v1 © eXpe.rt 1se to clients . and Retirement Services Episodic
regarding physician successorship,
Transition Planning retirement planning, and valuation Successorship or Exit Planning Episodic
of a practice upon sale, liquidation, Valuation Services Episodic
merger, and so forth. - - —
Intermediary Services Episodic

(continued)
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Areas of

Consulting Services Description Type Modality

Assist clients in strategic planning Marketing Analysis Episodic
activities in an effort to maintain
profitable business structures in the

Strategic Planning

and Business midst of constantly changing Feasibility Analysis Episodic
Development .
regulatory and reimbursement
environments. Service Line Analysis Episodic

Use of consulting expertise to
support legal counsel in their Expert Witness Episodic
litigation engagements by
providing healthcare consulting
services or expert witness Nontestifying
testimony.

Litigation Support
Annuity or
Episodic

Continuity Services

Consulting services that typically are provided on an ongoing basis are commonly referred to as
continuity services. Many types of continuity services exist, including:

(1) Financial statement auditing services for both regular business services and compliance
with specific healthcare related laws and regulations;

(2) Assistance with the practice’s billing and claims resolution process;

(3) Cost management advisory services for healthcare professionals without substantial
business experience; and

(4) Operational management services for healthcare professionals looking for more in-depth
assistance in managing their practices.

Examples of services provided on a continuing or annual basis: auditing services, coding and charting audits,
financial planning and retirement services, management advisory services, practice management services, and
tax services.

This type of consulting generally provides a source of recurring work and a stable stream of
income for the healthcare consultant.

Annuity Services

In contrast to continuity services, healthcare consultants also may assist their professional
practice clients on an annual basis by providing annuity services. Although annuity services may
not provide the constant stream of work that continuity services do, annuity services still often
represent a relatively regular income stream for a healthcare consulting practice, particularly
when positive client rapport generates a long-term relationship between the healthcare consultant
and the professional practice. Services that typically are provided on an annual basis include:

(1) Coding and charting audits and process review;
(2) Financial statement auditing;
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(3) Tax filing services;

(4) Financial planning and retirement services both for the practice as a whole and for the
healthcare professionals associated with the practice (note that these services are also
often requested by clients to be provided on an episodic basis);

(5) Employee Stock Option Plan (ESOP) valuation Services for Financial Reporting; and

(6) Impairment testing of goodwill and other intangible assets.

Episodic Services

In addition to services provided on a continuing or annual basis, healthcare consulting services
also may be provided on an episodic, or discrete, engagement basis. Each episodic project will
have separate distinct deliverables and project timetables, and often they will have different
engagement agreements detailing the terms of each project. Although episodic engagements may
not provide the regular revenue stream that continuity and annuity services do, these
engagements are extremely important to a healthcare consultant because they are often the means
by which the consultant may build relationships with a particular client, thereby securing a
valuable source of both future work and referrals, which may assist in expanding the consultant’s
client base. The following services typically are provided on an episodic basis:

(1) Providing corporate compliance and risk management audit services for a wide variety
of legal and regulatory issues;
(2) Advising the practice on revenue cycle issues related to reimbursement yield
enhancement;
(3) Assisting with the practice’s accreditation, certification, and licensure;
(4) Implementing information systems or information technology projects or hardware or
software upgrades;
(5) Providing practice start-up and organizational development services;
(6) Advising for physician compensation and income distribution services;
(7) Providing turnaround or management restructuring services;
(8) Providing transition planning services, for example, successorship planning,
intermediary, and valuation services;
(9) Providing strategic planning services, e.g., marketing, feasibility, and service line
analysis;
(10) Providing litigation support services; and
(11) Providing valuation consulting services related to the purchase price allocation for tax
and/or financial reporting purposes resulting from the transfer of ownership interest in
the physician professional practice.

Examples of services provided on an episodic basis: corporate compliance and risk management, technology
implementation, organizational development, restructuring services, and valuation services.

CONSULTING PROFESSIONALS

Consulting professionals come from diverse educational and experiential backgrounds and offer
unique knowledge, skills, abilities, and perspectives from their respective areas of expertise to
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their professional practice clients. Although not an exhaustive list, healthcare consultants include
professionals such as certified public accountants (CPAs), management consultants, transactional
consultants, insurance professionals, legal consultants, investment professionals, computer
technologists, coding professionals, and valuation professionals. Depending on a given
professional’s credentials and core competencies, various niche markets may exist within the
larger healthcare consulting arena, which allow professionals with experience in other industry
sectors to enter into healthcare-related consulting submarkets.

BUSINESS AND FINANCIAL CONSULTING SERVICES

“Do your duty and then collect your money” is the physician’s motto. “Be sure of your money before you
deliver the goods” is the perfectly proper motto of the business man.

John B. Roberts, 1908

As previously mentioned, healthcare consultants provide a wide variety of business-related
consulting services to healthcare professional practices. Understanding the basic principles
related to business and financial consulting in the healthcare sector is an important step in order
to successfully enter this subfield of the consulting market, as steady growth in business advisory
services is expected to correlate with improving economic conditions, continued M&A activity,
and reinvestment in information technology.?

ACCOUNTING AND TAX RELATED SERVICES

Financial Statement Preparation and Auditing Services

There are three types of financial statement preparation that may be applicable to a professional
practice:

(1) Financial statement compilation - sets forth financial performance and economic status
information in a format that can be easily reviewed by stakeholders. However, a
financial statement compilation contains only the representation of the practice’s
management (i.e., owners), without undertaking to express any assurances on the
accuracy or veracity of the financial statements.’

(2) Financial statement review - which expresses, with limited assurances, that there are no
material modifications that should be made to the financial statements in order for the
statements to be in conformity with standard accounting practices, such as GAAP.*

(3) Financial statement audit—which expresses the opinion of the consultant of the fairness
with which the practice presents, in all material respects, its: (1) financial position;

2 “IBISWorld Industry Report 54161, Management Consulting in the US” By Jeremy Edwards, IBISWorld, Inc., June 2014, p. 9-11.

3 “Compilation and Review of Financial Statements” The American Institute of Certified Public Accountants, December 1978,
http://www.aicpa.org/download/members/div/auditstd/AR-00100.PDF (Accessed 03/18/10), p. 1409.
4 “Compilation and Review of Financial Statements” The American Institute of Certified Public Accountants, December 1978,

http://www.aicpa.org/download/members/div/auditstd/AR-00100.PDF (Accessed 03/18/10), p. 1410.

10



Chapter 1: Healthcare Consulting

(2) results of operations; and (3) cash flows in conformity with standard accounting
practices, such as GAAP.’

Compilation of unaudited financial statements is defined under the Statements on Standards for
Accounting Review Services Section 60.05 as:

“...a service, the objective of which is to assist management in presenting
financial information in the form of financial statements without undertaking to
obtain or provide any assurance that there are no material modifications that
should be made to the financial statements in order for the statements to be in
conformity with the applicable financial reporting framework. Although a
compilation is not an assurance engagement, it is an attest engagement.”’
Financial statement review services typically include, “... through the performance of inquiry
and analytical procedures, a reasonable basis for expressing limited assurance that there are no
material modifications that should be made to the financial statements in order for the
statements to be in conformity with generally accepted accounting principles”’ [Emphasis
added].

While most non-healthcare professional practices do not audit their financial statements,
healthcare professional practices and enterprises may be required to comply with more stringent
financial and accounting auditing requirements than other non-healthcare businesses. Auditing of
the financial statements of healthcare enterprises is often necessary to ensure compliance with
federal, state, and local regulations, as well as to assist the professional practice in its
consideration of future financial and management decisions. Healthcare professional practices
may also desire independent audits of their corporate compliance or risk management programs,
or a review of the auditing work of a previous advisor.

Tax Services

Consulting opportunities exist for providing tax-related services to healthcare professional
practices and other related enterprises. Healthcare professional practices may require a consultant
for such services as: (1) the preparation of state and federal tax forms and filings; (2) year-end
tax projections; and (3) audit support services. Additionally, nonprofit healthcare enterprises may
seek the assistance of a consultant in fulfilling additional federal, state, and local financial
reporting standards. Further, organization of healthcare professional practices may vary
significantly with each structure having its own unique tax implications, providing opportunities
for tax consulting services when these diverse legal organizations merge, set up joint ventures,
strategic alliances, or create other cooperative arrangements.®

5 “Responsibilities and Functions of the Independent Auditor” The American Institute of Certified Public Accountants, November 1972,
https://www.aicpa.org/download/members/div/auditstd/AU-00110.PDF (Accessed 3/18/10), p. 41.

6 “Statements on Standards for Accounting and Review Services” Section AR §60.05 (June 2014), http://www.aicpa.org/Research/
Standards/CompilationReview/DownloadableDocuments/AR-00060.pdf (Accessed 3/4/15), p. 1625.

7 “Compilation and Review of Financial Statements” The American Institute of Certified Public Accountants, December 1978,
http://www.aicpa.org/download/members/div/auditstd/AR-00100.PDF (Accessed 03/18/10), p. 1423.
8 “Tax Services” Healthcare Management Consultants, http://www.healthcaremgmt.comt/tax.html (Accessed 7/28/09).

11
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Management or Cost Accounting

With the advent of healthcare reform, cost management is becoming an increasingly important
consideration for many professional practices. Implementation of a cost accounting system that
enables management to properly track, review, and understand the costs associated with the
operation of the practice at the diagnostic or treatment procedure level can often assist
administrators with: (1) negotiating with payors who reimburse on a case basis; (2) planning
service expansions more strategically; (3) improving the processes for monitoring physician
efficiency by providing data on individual treatment protocols; and (4) securing quality- and
cost-based reimbursement enhancements.” Various ways of conceptualizing cost exist (e.g.,
direct variable costs, direct fixed costs, indirect overhead costs, and so forth), and healthcare
consultants, particularly those with accounting experience, may be able to assist in the
implementation of an appropriate cost accounting systems and, in the utilization of the selected
system, to identify cost-saving and/or quality enhancing opportunities. Through improved
understanding of the various elements comprising a practice’s cost structure, a healthcare
professional practice is better equipped to implement an effective management accounting
system which considers both financial and operational information in order to more effectively
focus the practice on achieving specified objectives. "

Relevance of this Guide

Although auditing, tax, management, and cost accounting services primarily rest upon the
consultant’s accounting knowledge, skills, and abilities, a basic knowledge of the healthcare
industry as a whole can be an important component in the provision of these services by allowing
the consultant to maintain a contextual understanding of the subject enterprise, the sources of the
data and information provided, and an insight into how the data is being generated. Chapter 3:
Regulatory Environment in An Era of Reform—The Four Pillars addresses tax law as well as
audits of corporate compliance and risk management programs. Additionally, Chapter 2:
Reimbursement Environment in An Era of Reform—The Four Pillars may be a useful reference
for management or cost accounting services because it details a professional practice’s revenue
cycle and breaks down reimbursement and policy implications by payor.

REVENUE CYCLE SERVICES

Optimization of the revenue cycle is important to the success of any healthcare professional
practice, whether a solo-practitioner practice, a group practice, or a hospital-based practice. The
revenue cycle has many elements that should be understood thoroughly (both as discrete
elements as well as in the aggregate) in order to avoid a potential reduction in revenue.
Healthcare professionals, who may be too focused on a single part of the revenue cycle, may be
well served by a consultant who may provide assistance through a more comprehensive
understanding of the entire revenue cycle.

9 “Issues in Cost Accounting for Health Care Organizations” By Steven A. Finkler, Gaithersburg, MD: Aspen Publishers, Inc. (1994), p. 6-7.
10 “Management Accounting” By Anthony A. Atkinson et al., 4th ed., Upper Saddle River, NJ: Pearson Prentice Hall, 2004, p. 3.
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The components of the revenue cycle include, but are not limited to the following:

(1) coding and charting procedures;
(2) charge capture;

(3) reimbursement policies;

(4) billing procedures; and

(5) claim resolution methods.

By developing an understanding of the specifics of the revenue cycle the better prepared the
consultant will be to assist their clients.

Coding and Charting

The first step in the healthcare revenue cycle is with the charting of the diagnostic and treatment
services provided to each patient by the physician. This process involves converting this
information to a system of codes that are utilized in billing payors and patients at a
predetermined contractual rate. Significant unrealized revenue can exist when patient services
are being improperly charted or coded. Accordingly, consulting opportunities exist related to
reviewing coding policies and charting guidelines to ensure that practitioners are being
reimbursed the full and correct payment amount for the services they provide. Additionally, as
further described in Corporate Compliance and Risk Management Services, healthcare
consultants may conduct audits of past medical records to ensure that sufficient documentation
supporting the coded amounts exists (for example, ensuring that “bundled” procedure codes are
not reported individually) and that no over- or under-payments are being made to the practice.’

Reimbursement Yield Enhancement

Effective charge capture and payment collection involves not only proper coding procedures, but
also an understanding of how different payors reimburse providers. Chargemaster consulting is a
process by which a consultant can assist a healthcare professional practice client by ensuring
their code lists are up-to-date and are being properly utilized. By analyzing the charge
description master (CDM), or a professional practice’s charging mechanism, a healthcare
consultant can assist practice administrators in identifying services for which the practice
receives less reimbursement than the procedure cost to deliver, as well as assisting the practice in
revising its CDM to appropriately recover all costs associated with each service, thereby
maximizing cash flow to the practice.'

Additionally, consultants can aid their healthcare professional practice clients by effectively
communicating the intricacies of different payor reimbursement models and demystifying the
payment rates available under these alternative models, which may allow the clients to enhance
their reimbursement yield through optimization of their fee structures by employing up-to-date
reimbursement rates and methods. "

11 “Dermatology Coding Services” DermResources, http://www.dermresources.com/coding.html (Accessed 07/28/09).
12 “Charge Master Consulting” T.T. Mitchell Consulting, Inc., http://www.ttmitchellconsulting.com/chargemaster.html (Accessed 01/08/10).
13 “Financial Management of the Medical Practice” By Max Reiboldt, 2nd ed., American Medical Association, 2002, p. 17-18.
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Billing and Claims Resolution

Proper submission of claims to payors is an integral step in the revenue cycle, which may the
deciding factor in whether a practice receives reimbursement for the medical services rendered to
the patient. Claim submission is governed by individual payor requirements, which vary
substantially among payors and, which, if not assiduously conformed to, have the potential to
present numerous opportunities for claim denial. Many times, claim denial can be traced back to
errors committed by the practice, such as failure to verify insurance coverage prior to service,
failure of the primary care physician to send a referral to the payor, failure to verify coverage for
particular services, failure to use updated and proper coding and charting procedures, and/or
errors in charge capture or charge entry." Understanding payor reimbursement guidelines (such
as Medicare’s National Coverage Determinations) is the primary means by which physician
enterprises can avoid claim denial. Consultants can assist healthcare professionals by explaining
the different reimbursement policies used by Medicare, Medicaid, and the various private and
commercial payors, differentiating between claims decisions made by the primary payor and
those made by local intermediaries, each of which use their own medical review policies."

In the event that a denied claim is appealable, healthcare consultants can assist professional
practices by being well versed in the payor claims denial appeals processes, the potential pitfalls,
and effective strategies for obtaining a favorable outcome from the process.' Additionally, a
consultant can perform an analysis of the grounds given for payor denial of a claim and suggest
methods of re-engineering the practice’s revenue cycle to avoid future denials.'’

Relevance of this Guide

As previously mentioned, Chapter 2 and Chapter 3 of An Era of Reform—The Four Pillars
provide an overview of reimbursement and regulatory considerations of which healthcare
consultants should generally be aware in order to effectively advise their professional practice
clients on matters related to the revenue cycle, such as proper charting and coding requirements
and regulations regarding the bundling of procedure codes. Because reimbursement schemes and
regulatory structures are constantly changing, healthcare consultants should keep abreast of the
pronouncements from various federal, state, and local governing bodies, namely the Centers for
Medicare and Medicaid Services (CMS), i.e., Medicare and Medicaid, as well as the commercial
and private payors. For example, consultants assisting healthcare professional practices in their
billings and claims resolution processes may wish to review the most recent payor guidelines,
e.g., Medicare’s National Coverage Determinations.

14 “The Physician Billing Process: Avoiding Potholes in the Road to Getting Paid” By Deborah L. Walker, Sara M. Larch, and Elizabeth W.
Woodcock, Englewood, CO: Medical Group Management Association, 2004, p. 114.

15 Ibid, p. 118.
16  Ibid, p. 118.
17 Ibid, p. 120.
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REGULATORY RELATED SERVICES

Corporate Compliance or Risk Management Services

Healthcare providers are under constant scrutiny from regulatory agencies at the local, state, and
federal levels, as well as from private organizations such as insurers, payors, and investment
groups. Improperly maintained and managed policies and procedures can lead to significant
fines, revocation or suspension of licenses or certifications, mandatory reporting, exclusion from
state and federal reimbursement programs, and potential civil and criminal penalties.
Accordingly, a healthcare provider’s corporate compliance program requires continuous
monitoring and updating. Healthcare consultants may assist professional practices with this task
by providing risk assessments and, in turn, developing and implementing a compliance program,
which may include staff training programs, policy and procedure manuals, and auditing
support.'®

Accreditation or Certification Consulting

The healthcare industry is laden with complicated accreditation, certification, and licensing
requirements for healthcare professional practices. A provider’s failure to meet certain of these
requirements may result in the practice facing certain restrictions regarding the provision of
patient services, for example, if required by the particular state in which a healthcare practice
operates, a provider may be restricted from operating a computed tomography scanner in his or
her office without first obtaining a Certificate of Need (see Chapter 3: Regulatory Environment
in An Era of Reform—The Four Pillars). Additionally, certain payors may refuse to reimburse
providers who are not certified or accredited. Healthcare consultants can assist in this arena by
understanding how state certification and licensing requirements, as well as other accreditation
requirements, may affect their healthcare professional clients and assist them in appropriately
meeting these requirements.

Relevance of this Guide

Chapter 3: Regulatory Environment in An Era of Reform—The Four Pillars gives a brief
overview of federal and state laws and regulations related to corporate compliance, as well as of
licensing and accreditation requirements. Chapters 7, 8, 9, and 10 of Consulting Services provide
more details related to the licensing standards for physician professionals, allied health
professionals, mid-level providers, and technicians and paraprofessionals, respectively, while
chapters 3, 5, and 6 in Consulting Services discuss the implications of laws applicable to each of
the various business structures that healthcare professional practices may choose to employ.
However, it also may be useful to consult additional sources of information, such as state
licensing and certification standards, up-to-date news and literature, and existing and proposed
actions of relevant federal and state authoritative agencies.

18  “Healthcare Management Corporate Compliance” The Rehmann Group, 2009, http://www.rehmann.com/pdfs/SellSheets/
he_compliance.pdf (Accessed 5/27/10).
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STRUCTURE AND GOVERNANCE CONSULTING

Practice Start-Up Services

Healthcare providers are not required to have any educational background in business or
management. Numerous opportunities, therefore, exist for consulting professionals to assist
healthcare professionals with practice start-up services. Such opportunities include: (1) advising
the professional practice client on matters related to obtaining insurance; (2) selecting, setting up,
staffing, and maintaining an office; (3) marketing the practice to the public and other
professionals; (4) complying with local, state, and federal regulations; and (5) developing
procedures for day-to-day operational management and accounting practices, among many other
issues. Further, should two or more providers seek to integrate their practices into an independent
practice association or another type of integrated provider entity, healthcare consultants may
provide market research and analysis to determine if the integration would adversely affect
competition in a particular service area (i.e., raise antitrust concerns) and work with each
practice’s legal counsel to structure the integration in an equitable and legally permissible
manner.

Organizational Development Services

Organizational development in the healthcare professional practice setting often involves
assisting a professional practice in developing an organizational mission and vision, ensuring the
staff’s acceptance of these principles, and structuring each segment of the professional practice
to fit within the principles upheld by the practice mission and vision." This type of consulting
typically requires identification of core competencies of the organization and alignment of the
practice’s business strategy to complement them.”

Physician Compensation and Income Distribution

Development of physician compensation and income distribution plans involves identification of
the appropriate methods by which to compensate the practice’s physicians for their professional
services based on practice revenues and expenses. As discussed in depth in Chapter 3:
Compensation and Income Distribution, physician compensation plans may:

(1) Contribute to the incentive and performance feedback system;

(2) Assist in driving performance to achieve goals; and

(3) Facilitate more effective identification and communication of an organization’s values,
dynamic, productivity objectives, and performance expectations.'

19  “Organizational Development: An Overview” Organizational Development Consulting & Training, http://www.orgdct.com/overview.htm
(Accessed 11/25/09).

20 “Total Performance Organization Development” Organization Development Consultants, Inc., 2009, http://www.od-consultants.com/
hpod.htm (Accessed 11/25/09).

21  “Physician Compensation: Models for Aligning Financial Goals and Incentives” By Kenneth M. Hekman, New York, NY: McGraw-Hill,
2000, p.156-157; “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, New
York, NY: Medical Group Management Association, 2006, p. 9-10.
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Several internal indicators, or practice characteristics, are suggestive of the success (or failure)
of an existing compensation plan, such as: (1) practitioner perceptions, (2) practice productivity,
(3) financial standing of the enterprise, and (4) the current level of compensation in comparison
to similar enterprises.”> While the mechanical details of the compensation development process
may vary due to the diverse array of practice types and provider arrangements, the role of the
healthcare consultant may be to assist the practice with an evaluation of the existing
compensation system, provide financial modeling of alternative plans, and to participate in the
proposal of alternative plans to the practice’s physicians.

Relevance of this Guide

Several chapters contained in this Guide may be particularly useful for a healthcare consultant
providing advisory services related to business structure and governance, including:

* Chapter 2 of An Era of Reform—The Four Pillars, which discusses reimbursement and the
healthcare revenue cycle;

e Chapter 3 of An Era of Reform—The Four Pillars, which highlights legal issues relevant to
the healthcare professional practice;

o Chapter 4 of An Era of Reform—The Four Pillars, which discusses the competitive trends
in healthcare as they may affect decisions related to changes in business structure and
governance;

 Chapter 5 of An Era of Reform—The Four Pillars, which discusses developments in
clinical technology as well as practice management technology;

 Chapter 5 of Consulting Services, which describes the basic structure of the professional
practice;

* Chapter 6 of Consulting Services, which outlines the characteristics of integrated provider
groups and other emerging trends;

 Chapters 7 through 10 of Consulting Services, as they relate to the type or types of
professionals that characterize the subject practice;

* Chapter 3 of Consulting Services, which describes compensation and benefits issues related
to healthcare professionals; and

* Chapter 4 of Consulting Services, which more thoroughly outlines the valuation process of
provider compensation agreements, particularly as they are regulated by state and federal
fraud and abuse laws.

OPERATIONAL MANAGEMENT CONSULTING

Practice Management Services

Practice management consulting involves a breakdown of the day-to-day operation of the
healthcare professional practice and analysis of the existing processes in order to identify areas in
need of improvement. This type of consulting service is fairly broad in nature and may be related
to the other consulting topics discussed in this chapter, e.g., coding and charting, auditing,

22 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, New York, NY: Medical
Group Management Association, 2006, p. 10.
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corporate compliance, information systems and information technology, tax and accounting
services, and organizational development, among others.

Information Systems and Information Technology Services

As of June 2014, information technology (IT) strategy represented 20.2 percent of the
management consulting industry.> This subsector is ideal for consultants with experience in
information systems, especially those specific to the healthcare industry.

Numerous advances in healthcare information technology have been made in recent years
allowing healthcare practices to reduce errors, streamline the healthcare delivery process, and
reduce associated costs.”* In addition, legislation incentivizing practitioners to move toward the
use of advanced technology such as EHRs has also been enacted, including the 2009 HITECH
act, which assists physician practices in financing EHR systems through incentive payments,
provided the physician practice can prove meaningful use of an approved EHR system.” Privacy
regulations, such as those found in the Health Insurance Portability and Accountability Act of
1996 and the Red Flags Rule, also regulate the secure storage and transmission of private health-
related or other identifying data, which may require special equipment and programming or
reprogramming of old equipment to comply with these regulations.

Consultants can provide an array of services in this arena, including the implementation of
information security systems; installation and configuration of medical enterprise resource
planning systems; assistance in the transition to EHRs, telemedicine and e-prescribing; assisting
with maintenance of the organization’s data network; and development of a website or other
advanced marketing tools.*®

Facilities Assessment

Numerous factors may arise when planning the construction of a new facility or the expansion of
an existing facility, which require knowledge of general business and architectural concepts as
well as knowledge of the overall healthcare industry and healthcare-specific design
considerations. First, it is necessary to understand the patient market to insure that the proposed
facility can make the necessary adjustments to properly accommodate the needs of the patient
population. Second, the facility should be assessed with regard to location, the use of space
within the facility, and the physical condition of the structure itself. Other important factors to
consider in this facilities assessment analysis include: (1) the visibility and accessibility of the
facility; (2) zoning restrictions which may limit the ability to expand; (3) the impact of the
location on the practice’s ability to grow; (4) how easily traffic moves through the interior space
of the facility; (5) the proximity of facility entrances to patient parking areas; (6) the positioning
of furniture and equipment to make the most efficient use of the space; (7) occupancy costs of

23 “IBISWorld Industry Report 54161, Management Consulting in the US” By Jeremy Edwards, IBISWorld, Inc., June 2014, p. 14.

24 See Chapter 5: Technological Development in An Era of Reform—The Four Pillars for further discussion regarding the implementation of
EHRs.

25 “American Recovery and Reinvestment Act of 2009” Pub. L. No. 111-5, § 13001, 123 Stat. 115, 226 (February 17, 2009).

26 “iMBA Healthcare Information Technology” Medical Business Advisors, Inc., 2009, http://www.medicalbusinessadvisors.com/services-
information.asp (Accessed 11/03/09).
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the facility; (8) facility security; and (9) whether the appearance of the facility projects an image
that indicates a high quality of care.”’

Operational Throughput

The number of patients passing through a healthcare professional practice is often crucial to the
financial viability of the practice. Often healthcare professional practices do not efficiently
manage patient throughput, resulting in a reduction in practice revenue. Healthcare consultants
can provide valuable assistance to healthcare practices by assessing a facility’s existing
throughput with an analysis of patient flow, patient safety, customer (patient) satisfaction,
staffing ratios, triage practices, exam room capacity vis-a-vis utilization, and so forth.”
Healthcare consultants with a background in clinical practice or operations management may be
particularly adept at assisting clients in optimizing operational throughput due to their
understanding of how the various factors previously indicated are likely to affect patient flow
through the practice.

Insurance Consulting

Numerous legal liability pitfalls exist within a healthcare professional practice. As with other
non-healthcare businesses, healthcare professional practices typically maintain insurance against
loss of property due to fire, theft, or other similar occurrence, as well as insurance to cover loss
of income due to a key person’s disability caused by sickness or accident.” Also, similar to other
businesses, healthcare professional practices typically obtain premises liability insurance, some
sort of employee health insurance plan, and possibly employee fidelity bonds.” Perhaps the most
important insurance issue for healthcare providers, however, is maintaining professional liability,
or medical malpractice, insurance, the cost of which varies from provider to provider depending
on factors specific to the physician, such as age, specialty, and the provider’s history of
malpractice claims. Professional liability insurance is often a significant expense for a healthcare
enterprise.’’

Healthcare consultants, particularly those with experience in the insurance industry, may provide
invaluable services by assisting physicians and other healthcare providers in understanding how
to protect themselves from both professional liability and financial losses to their professional
practice. As many types of insurance, particularly professional liability or malpractice insurance,
can be costly, the healthcare consultant can also help the healthcare professional develop an
insurance coverage scheme best tailored to the physician or practice’s specialty, the services
provided, location, and potential for liability.”* Healthcare consultants can also provide assistance
to a professional practice by assessing the adequacy of the professional practices current medical
malpractice insurance coverage and reviewing options for additional or alternative coverage.
Further, as insurance providers change their policies to reflect changes in laws governing

27 “Developing Ambulatory Healthcare Facilities: For Medical Groups, Hospitals, and Integrated Delivery Systems: A Practical Guidebook”
Madison, WI: Marshall Erdman and Associates, Inc., January 1996, p. 67.

28  “Emergency Department Throughput Evaluation” Quorum Health Resources, http://www.qhr.com/consulting/clinical _operations/
emergency_department_throughput_evaluation/ (Accessed 1/14/10).

29  “The Business Side of Medical Practice” Milwaukee, WI: American Medical Association, 1989, p. 45.

30 Ibid, p. 48-52.

31 Ibid, p. 46-47.

32 Ibid, p. 47.

19



Adviser's Guide to Healthcare

malpractice claim awards, healthcare professional practices may seek the services of a consultant
to assist them in keeping abreast of changing policies and emerging trends which may be
applicable to the healthcare provider and their professional liability insurance coverage.

Turnaround or Management Restructuring Services

In the evolving regulatory, reimbursement, competitive, and technology environments, as well as
in the ever-changing economic climate, many healthcare professional practices may find it
difficult to maintain historical profit levels due to the maintenance cost of excessive debt, both
personally (e.g., education loans) and professionally (e.g., due to decreased reimbursement, the
increasing complexity of the regulatory environment, and changes to the practice patient base).
Healthcare consultants may assist professional practices by providing services such as a billing
process assessment, collections evaluation, fee schedule review, benchmarking analysis of office
efficiency, and proposals for reducing office expenditures and employee overhead expenses,
among many others services.

Relevance of this Guide

Because many areas of the professional practice business are being scrutinized for inefficiencies
and possible improvements, the following chapters in this Guide should prove useful to a
healthcare consultant who is identifying potential areas of concern, as well as developing
resolutions to address these concerns:

* Chapter 2 of An Era of Reform—The Four Pillars
* Chapter 3 of An Era of Reform—The Four Pillars
* Chapter 4 of An Era of Reform—The Four Pillars
* Chapter 5 of An Era of Reform—The Four Pillars
* Chapter 6 of Consulting Services
* Chapter 7 of Consulting Services

TRANSITION PLANNING SERVICES

Financial Planning and Retirement Services

Healthcare professional practices deal with many of the same financial and retirement planning
issues as other businesses. As with other non-healthcare enterprises, care must be taken to ensure
retirement planning complies with the provisions of the Employee Retirement and Income
Security Act. Consulting opportunities exist for healthcare consultants to:

* Review or design financial and retirement plans for owners and employees of a healthcare
enterprise;

* Work with a professional practice concerning the adoption or alternation of financial and
retirement plans;

* Preparation of tax filings in relation to these financial and retirement plans;

* Projection of contributions midyear;
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* Conducting allocations or accountings for these financial and retirement plans;

* Coordination of qualified domestic relations orders;

» Maintenance of disbursements or loans from retirement plans;

* Insuring compliance with fiduciary requirements under applicable regulations related to
these financial and retirement planes;

 Generation 401(k) safe harbor notices and Internal Revenue Service or Notice of Change to
Director’s Rules letters; and

« Generation of summary annual reports related to these financial and retirement plans.”

Successorship Planning Services

A substantial portion (over 43 percent) of the physician workforce is over the age of fifty-five,
indicating a reasonable likelihood that a large number of physicians will be exiting the profession
within the next decade. Coupled with the fact that physician perspectives on work-life balance
have shifted in recent years, leading to different workload expectations, this data emphasizes the
importance of strong succession plans so insure the practice’s continuity after the departure of
one of its physicians.” Healthcare consultants may advise the practice on issues related to
physician retirement and the resulting effect on the practice’s operating expenses and revenue, as
well as how the shareholder, partnership, or employment agreement should be restructured to
accommodate a physician who is contemplating only partial retirement.”® More generally, a
succession plan may seek the services of an advisor regarding restructuring the practice,
including adjustments to the practice’s income distribution plan, provider on-call responsibilities,
and employee recruitment activities.

In the case of a solo practitioner, a successorship plan is vital to insure the continuity of medical
services to the solo practitioner’s patients. In this circumstance, the healthcare consultant may
assist the practice in performing market research necessary to locate an interested buyer or to
identify target practices that may be interested in a merger.”’

Valuation Services

Events such as purchases, sales, liquidations, dissolutions, and the settling of claims of a
healthcare professional practice are governed by federal, state, and local regulations requiring
that transactions involving assets comprising a healthcare enterprise be valued under the
valuation premise of value of fair market value and that the transaction overcome the separate,
but related, threshold of commercial reasonableness. The requirement of an appropriate practice
valuation in these situations provides opportunities for healthcare consultants with backgrounds
in finance, accounting, appraisal, or even general business. These opportunities include
assignments for practice valuation, identification of potential buyers based on market research,
negotiation of transaction terms, collaboration with legal counsel to prepare documents related to

33  “Retirement Plan Administration” Healthcare Management Consultants, http://www.healthcaremgmt.com/rpa.html (Accessed 5/27/10).

34 “Physician Characteristics and Distribution in the US” By Derrick R. Smart, 2015 Edition, Chicago, IL: American Medical Association,
2015, p. 9.

35  “Succession Planning and the Physician Practice: Is Your Practice Prepared?” By Jon-David Deeson, The Journal of Medical Practice
Management, Vol. 22, No. 6 (May/June 2007), p. 323-324.

36 Ibid.

37 “Taking Down Your Shingle: Developing and Implementing an Exit Strategy” By Vasilios J. Kalogredis and Neil H. Baum, The Journal of
Medical Practice Management, Vol. 22, No. 6 (May/June 2007), p. 359.
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the transaction, completion of a due diligence overview, and provision of assistance with
financing arrangements, among other things. Knowledge of the healthcare industry is critical to
an appropriate valuation of such transactions, because the value of a healthcare enterprise
depends on several factors exclusive to the healthcare industry, and healthcare consultants who
understand these factors may be well positioned to capitalize on these opportunities.

Intermediary Services

Due to the ever-evolving competitive, regulatory, reimbursement, and technological
environments in which healthcare professional practices operate, many enterprises are forced to
examine the manner in which they deliver their services in a continuous search for more efficient
and cost effective methods of treating patients. For many professional practices, consolidation,
merger, strategic alliance, and, in some cases, timely divestiture can be the keys to survival. In
such cases, the healthcare consultant can provide valuable services acting as an intermediary
between the client and its legal and financial advisors by: (1) conducting market research and
feasibility analyses; (2) developing potential strategies for the future of the client practice;
(3) structuring governance and operation of newly created enterprises; and (4) presenting new
potential ownership strategies.

Relevance of this Guide

For the purpose of providing transition planning services to healthcare professional practices, it
will be useful to have a general understanding of the unique characteristics attributable to the
subject practice (Chapter 7 of Consulting Services), in addition to having knowledge of how the
competitive marketplace (Chapter 4 of An Era of Reform—The Four Pillars), reimbursement and
regulatory environments (Chapters 2 and 3 of An Era of Reform—The Four Pillars), and
technological developments (Chapter 5 of An Era of Reform—The Four Pillars) affect a practice.
Understanding how to appropriately structure both the practice itself (Chapters 5 and 6 of
Consulting Services) and physician compensation plans (Chapter 3 of Consulting Services) will
be necessary whenever a physician decides to reduce his or her workload or retire. Finally,
Chapter 4 of Consulting Services will be a useful tool for understanding how to value a
healthcare professional practice.

STRATEGIC PLANNING AND BUSINESS DEVELOPMENT

Marketing Analysis

The marketing of healthcare services is distinct from marketing in other industries because often
the purchaser of healthcare services is not the actual consumer, i.e., third-party payors typically
pay for services rendered to patients, who are responsible for only a portion of the cost of the
services provided. As such, patients are attracted to healthcare professional practices based on
motivations other than cost, e.g., non-financial amenities, such as perceived quality of care,
convenience, and reputation. Further, under many employer-based insurance programs,
physicians are chosen in conjunction with an insurance plan due to the restrictions on physician
access inherent in most managed care plans. Therefore, marketing activity may be aimed
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primarily at the employer and, only subsequently, directly to the patient.”® Healthcare consultants
with a background in business and marketing, coupled with an understanding of the healthcare
marketplace, can assist healthcare professionals in creating a marketing scheme, which, if aimed
at the appropriate audience, should enhance the practice’s revenue-generating capabilities.

Feasibility Analysis

A feasibility analysis is useful when determining the value impact to the physician practice of a
strategic initiative, such as whether to invest the physician’s capital to open a new practice,
develop a new service line, or expand an existing practice, service line, or facility. Healthcare
consultants can provide the invaluable market research required for an accurate and
comprehensive feasibility study. Further, consulting professionals with the appropriate
experience may actually develop the feasibility analysis by studying the (proposed) capital
investment project, assessing the competitive marketplace for the enterprise, analyzing the data,
and developing a report for the client’s consideration.

Service Line Analysis

The healthcare industry is strongly influenced by market forces (i.e., the four pillars:
reimbursement, regulatory, competition, and technology), which can be used to evaluate the
future profitability and financial success of the service line(s) which comprise a physician
practice. The consultant, by compiling existing and projected industry data (using the four pillars
framework) can separately assess the service line(s) provided by a healthcare practice and
compile data that demonstrates industry-wide and regional trends specific to those service
line(s). In reviewing these trends, the consultant and client can analyze the scope, supply and
demand, provider demographics, reimbursement and regulatory environments, and market
competition relevant to each service line in order determine the resulting effect of these forces on
the projection of the financial performance and economic condition of the relevant subject
service line and the resulting impact on the enterprise as a whole.

Relevance of this Guide

An understanding of the healthcare competitive marketplace is a significant requirement for
providing services in strategic planning and business development.’® Typically, the success of a
healthcare professional practice’s marketing efforts will heavily depend on having an accurate
and complete understanding of the practice’s “products” or services, which are discussed in
Chapters 6 through 10 of Consulting Services. Further, Chapter 2: Benchmarking in Consulting
Services discusses the different modes of benchmarking, which can be a useful research tool for
consulting professionals who wish to conduct market research for a feasibility analysis. Finally,
in order to properly evaluate a particular service line, a healthcare consultant should have a
working understanding of the driving forces of the healthcare industry, with particular attention
paid to the four pillars, discussed in Chapters 2 through 5 of An Era of Reform—The Four
Pillars.

38  “Healthcare Marketing in Transition: Practical Answers to Pressing Questions” By Terrence J. Rynne, Chicago, IL: Irwin Professional
Publishing, 1995, p. xi.
39  See Chapter 4 of An Era of Reform—The Four Pillars for more on the healthcare competitive marketplace.
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LITIGATION SUPPORT SERVICES

Healthcare consultants may utilize many of the previously described consulting services when
providing litigation support services. In this role, the healthcare consultant may solely provide
advisory services to assist the healthcare enterprise’s legal counsel throughout the litigation
engagement with the preparation of opposing expert deposition and trial questions. Additionally,
the healthcare consultant may be engaged to provide expert witness testimony services during
the deposition and trial. The expertise of the consultant will typically determine the scope of his
or her expert opinion and may include such topics as the value of a practice, industry standards
of care and corporate compliance, typical revenue cycle procedures and billing practices, and so
forth.

A consultant must meet various thresholds to qualify as an expert witness in a court of law,
which thresholds are based upon both Federal Rule of Evidence 702 and the United States
Supreme Court opinions rendered in the William Daubert v. Merrell Dow Pharmaceuticals, Inc.
and Kumho Tire Company et al. v. Patrick Carmichael, et al. cases.” Federal Rule of Evidence
702 states:

“If scientific, technical, or other specialized knowledge will assist the trier of fact to
understand the evidence or to determine a fact in issue, a witness qualified as an expert
by knowledge, skill, experience, training, or education, may testify thereto in the form of
an opinion or otherwise, if (1) the testimony is based upon sufficient facts or data, (2) the
testimony is the product of reliable principles and methods, and (3) the witness has
applied the principles and methods reliably to the facts of the case.”'

To determine whether expert testimony is the “product of reliable principles and methods™ and,
therefore, admissible, the Daubert court determined that courts must verify whether the theory or
technique:

(1) Can be and has been tested;
(2) Has been subjected to peer review or publication;
(3) Has:
(a) A known or potential rate of error; and,
(b) Standards controlling the technique’s operation; and
(4) Enjoys general acceptance within a relevant scientific community.*

Six years later, the Supreme Court clearly decided in the Kumho Tire case that Daubert was to be
applied to nonscientific testimony as well. However, given that the gatekeeping obligation in
Daubert, as it relates to nonscientific testimony situations, may never “fit” the enumerated
factors, the Kumho Tire decision encouraged judges to be “flexible” when determining
admissibility.*

40  “William Daubert et al. v. Merrell Dow Pharmaceuticals, Inc.” 509 U.S. 579, 581 (SCOTUS, 1993); “Kumho Tire Company, Ltd., et al., v.
Patrick Carmichael, et al.” 526 U.S. 137, 138-139 (SCOTUS, 1999).

41 “Testimony By Experts” Federal Rule of Evidence 702 (December 1, 2006).

42 “William Daubert v. Merrell Dow Pharmaceuticals, Inc.” 509 U.S. 579, 592-594 (1993).

43 “Kumho Tire Company, Ltd., et al., v. Patrick Carmichael, et al.” 526 U.S. 137, 141 (1999).

24



Chapter 1: Healthcare Consulting

Although most state courts typically follow the Federal Rule of Evidence 702 related to expert
witness testimony, some states have imposed additional requirements, for example, restrictions
on expert testimony in medical malpractice cases, prohibiting expert testimony by physicians
who dedicate too much of their time to testifying as experts in personal injury cases.*

ACO RELATED SERVICES

The advent of healthcare reform initiatives has re-focused the healthcare delivery system in the
United States on achieving the twin objectives of meeting higher quality standards and reducing
healthcare expenditures. One method being employed to achieve these objectives are
Accountable Care Organizations (ACO). The shift among healthcare providers to the ACO
delivery model has opened new opportunities for the healthcare consultant, as well. Much like
more traditional healthcare delivery systems, ACOs will require a wide array of expertise to
assist in the development and management of these new entities, including episodic and
continuity services.

Episodic Consulting Services

Episodic consulting services that are particularly important for the development, implementation,
and operation of an ACO, include:

(1) Capital formation advisory services, e.g., assisting healthcare enterprising in leveraging
their existing position within the healthcare industry to access both public and private
capital markets to finance the creation of an ACO or ACO joint venture;

(2) Feasibility analysis, including the creation of pro-forma financial forecasts in support
of a healthcare enterprises creation or participation in an ACO. Several metrics exist to
assist the management of a healthcare enterprise in determining the financial feasibility
of an ACO investment, including:

a. Payback and Discounted Payback Methods;
b. The Average Accounting Rate of Return;

c. The Net Present Value (NPV) Method;, and
d. The Internal Rate of Return (IRR) Method,

(3) Value Metrics analysis, which provides the healthcare enterprise with information
regarding the likelihood of success for an ACO and an objective methodology for
selecting between various possible ACO partners;

(4) Transaction planning and intermediary services to assist with mergers and
acquisitions, transfer, lease, or otherwise contracting for an ACQO’s participants, a
provider/supplier, or a healthcare enterprise in the formation and structuring of an
ACO;

(5) Valuation (financial appraisal) of specific enterprises, assets, and services involved in
the transactions in the formation and structuring of an ACO;

44 “University of Maryland Medical System Corporation v. Rebecca Marie Waldt et al.” 983 A.2d 112 (Md.Ct.App. 2009); “Maryland High
Court Validates Rule Setting Minimum Requirements for Expert Witnesses” By Amy Lynn Sorrel, American Medical News, November 26,
2009, http://www.ama-assn.org/amednews/2009/ 11/23/prsk1126.htm (Accessed 1/14/10).
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(6)

(7

®)
)

Legal services, providing financial expertise for the development of organizational and
governance structures and for the preparation of final transaction documents related to
the formation and structuring of an ACO;

Consulting assistance with provider credentialing, accreditation, certification, and
licensure, including tracking and determination of primary care provider status and
beneficiary assignment;

Consulting assistance with the calculation, allocation, and documentation of ACO
shared savings for their distribution across providers;

Turnaround/management restructuring services,

(10) Strategic planning services, i.e., marketing, feasibility and service line analysis; and
(11) Litigation support services.

Continuity Services

Consulting services that are typically provided on an ongoing basis are commonly referred to as
continuity services. There are several types of continuity services that may be provided to ACO
participants, including:

(1) Financial statement preparation services for the ACO or the ACO affiliated management

2)
3)

services organization;

Assistance with revenue cycle, coding, billing, and claims resolution process for the ACO
or the ACO affiliated management service organization;

Cost management: supply side and cost center analysis and performance improvement
services for the ACO or the ACO affiliated management services organization;

(4) Information systems/information technology project implementation or hardware or

&)

(6)

software upgrades for the ACO or the affiliated ACO participants;

Operational management services for both the coordination and maintenance of the
informatics requisite for quality and cost reporting metrics in documenting an ACO’s
achievement of required benchmarks and achievement of targets for shared saving

payments; and

Corporate compliance and risk management audit services for monitoring a wide variety
of legal and regulatory issues on a consistent basis (important for ACOs as with most
other healthcare provider organizations).

Some continuity services are provided on a particular recurring timeframe, typically annual, and
are known as annuity services. Annuity services can generate a long-term relationship between
the healthcare consultant and the healthcare entity. Services that are typically provided on an
annual basis include:

(1) Financial audit and attestation services - important for ACOs as with most other

2)
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healthcare provider organizations, these annual audits review the financial condition and
solvency status, as well as the historical performance of the ACO, identifying and
commenting on items such as financial profitability, as well as operational efficiencies of
revenue cycle elements - coding, billing, and claims resolution process; and

Tax filing services—for federal, state, and local taxes, including provider taxes in certain

markets.
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CONSULTING METHODS

CONSULTING SKILLS

Two classes of skill sets are useful for effective healthcare professional practice consulting:
strategic thinking and organizational management.

Two classes of skills are required in consulting: strategic thinking and organizational management.

Strategic Thinking

Strategic thinking in the healthcare industry requires a sound understanding of general business
principles, as well as a specialized knowledge of the healthcare market. This knowledge can be
derived from both research (specific and general)®* and experience (e.g., education, professional
experience, training, and so forth). An accurate understanding of the depth of a consultant’s
experience is crucial to the decision to accept engagements relating to unique or specialized
topics.

Organizational Management
The process of organizing and planning for each aspect of the engagement is important to the
successful completion of a consulting engagement. The tools presented in this chapter, along

with an understanding of a few sound project management principles, can serve as a basis for
such a process.

BUSINESS DEVELOPMENT FOR CONSULTING SERVICES

Consultants in the healthcare industry face competition from established consulting firms, as
well as an expanding field of new entrants. In order to identify potential clients for consulting
engagements, a consulting firm must have a pre-engagement plan for dealing with healthcare
professional practices. This plan may range from informal efforts to a well-articulated, extensive
client “recruitment” program. Regardless of the selected scope, the efficacy of these programs
crucially depends upon the quality of their planning and design. Ideally, such a program would
involve the evaluation of potential clients using considered selection criteria, such as the
methodology discussed in the following sections.

45  Asdiscussed further in Section Research, below, and Chapter 4 of Consulting Services.
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The Engagement Checklist
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(1

)

3)

4

)

(6)

(7

®)

Evaluate whether to accept the engagement.

(a) Identify all parties to prospective engagement, for example, client, subject
company or practice, company or practice owners, or hospital affiliations.

(b) Perform a conflict search to disclose any potential conflicts to client and obtain
permission or agreement before proceeding.

(c) Perform a capabilities, resources, and skill sets assessment.

(d) Prepare a schedule and timetable review.

Develop an estimate of required chargeable hours and fees.

(a) Fee indicators include the number of FTE providers, number of locations, and
gross revenues.

(b) Consider the complexity of legal structure and the availability and sufficiency of
data.

(c) Define the purpose, scope, and format of report.

Prepare and submit to client a proposal letter and engagement agreement with schedule

of professional fees.

(a) Determine the fee basis (for example, straight hourly, hourly with cap, or flat fee).

(b) Set forth required retainer and expense requirements.

(c) Send two original agreements. The agreement letter should include instructions for
the client to sign both originals and return both to consultant.

Submit a preliminary request for documents and information in the proposal package

as appropriate.

Obtain a signed engagement agreement and retainer from client.

(a) Sign both originals after they are returned from client with client’s signature.

(b) Receive one original (with both signatures) for client’s records; the other will be
kept in consultant’s secured records.

Develop a detailed work program.

(a) Assign tasks to appropriate staff based on skill sets, experience, and availability.

(b) Complete a preliminary budget.

(c) Identify project milestones and estimated date of completion schedule in
conformity with client needs and expectations.

(d) Discuss with client; set up telephone conferences if necessary and appropriate.

Collect and analyze the data appropriate for the engagement methods to be used.

(a) General data includes economic, demographic, industry, specialty, managed care
environment, utilization demand, and physician or population ratios.

(b) Specific data (obtained from subject company) includes financial statements, tax
returns, inventory list, staff listing, and other relevant data.

(c) Discuss appropriate means to obtain data with client (for example, directly from
subject company, from accountant(s), attorney(s), and so forth).

File all documents in project binder(s) separated by numbered indices.

(a) Prepare a table of contents detailing contents of binder(s) according to the
numbering system.

(b) Reserve the first section for correspondence and the second section for copies of
client agreements (signed), copies of any invoices sent, and any work in progress
details.
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Follow up with client or subject company regarding documents still needed, if

necessary.

(a) Make copies before writing, particularly if marking or writing on data and
documents is necessary during the engagement process. Never write on original
client documents, because they may have to be returned to the client at the end of
the engagement.

(b) Consider obtaining a representation letter regarding accuracy and validity of data
submitted to consultant by client, if appropriate and possible.

Instruct staff members to use the consulting and analysis methods selected under the

supervision of an experienced consultant or supervisor.

Complete trend analysis and comparison to industry norms.

Perform ratio analysis of subject company and compare those ratios with industry or

specialty ratios. Describe and analyze these comparisons in the narrative report.

Prepare narrative to document and communicate to reader of the report all work

performed and conclusions reached in a manner that will allow the reader to replicate

consultant’s work.

Prepare a final discussion draft of the report.

(a) Update general industry and specific sources of documents used (located near the
end of report).

(b) Attach copies of subject company financial data utilized at the appendix of the
narrative report.

Perform a detailed review of the work papers and final discussion draft of the report.

Obtain an independent internal review of the work papers and report draft.

Resolve any internal professional disagreements relative to methodologies employed.

Prepare a tick and tie report. Correct any errors.

Discuss engagement findings and final report draft with client.

(a) Request that client disclose any errors of omission or commission that may have
been discovered in client’s review of the final discussion draft of the report.

Determine that all review points and open items have been cleared.

Prepare and bind the final report in multiple originals according to client agreement.

Sign and apply embossed certification seal, if applicable, to the multiple original

reports on both the transmittal letter and certification pages.

File all work papers, data sources, and other engagement-related documents for

secured filing.

Prepare and submit final billing for engagement to client.

Conduct a post-engagement review to evaluate staff performance and quality of final

work product.

THE ENGAGEMENT PROCESS

Suspect Stage

The Suspect stage, which is very broad in scope, is the process by which potential clients are
identified and information is collected to create Prospects for the consulting organization. The
Suspect stage begins with determining the minimum preliminary criteria required by the
organization to become a Prospect. This includes factors such as whether: (1) the practice is
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inside a feasible geographic area to allow the consultant to perform the engagement; (2) the size
and complexity of the practice in comparison to other clients the consultant has been able to deal
with successfully; and (3) possible consulting needs of the organization that would match with
any specialized expertise of the consulting organization. A database is then created identifying
all possible candidate professional practices with contact information and basic market research
for each of them. Information needed to convert the Suspects into Prospects is gathered from
each identified practice (for example, size of practice, location(s), specialty(s), services,
ownership, financial status, and so forth). This information can be obtained through public means
(for example, directories, electronic databases, publications, and so forth) or from the individual
professional practices themselves. This information is then organized in a format that allows the
consulting organization to screen the Suspects and determine which qualify for the Prospect
stage.

Prospect Stage

Although it is acknowledged that the consideration of specific professional practices necessarily
involves a level of subjective evaluation, it is advantageous to develop a methodology to enhance
the objective aspects of the consideration and selection process of specific professional practices
to be approached for client engagements. The criteria chosen for this process, although not
exhaustive of all significant aspects of a professional practice, reflects significant consideration
of a reasonable and manageable scope of comparative factors. Representative selection criteria
may include the following:

(1) Location or proximity of practice;
(2) Number and complexity of relationships with other practices or hospitals;
(3) Healthcare professional or practice reputation;
(4) Known consulting needs of the professional practice;
(5) Past or pending legal or professional action against the professional practice;
(6) Managed care payor relationships and insurance plan participation;
(7) Current stage in the professional practice lifecycle;
(8) Receptiveness of healthcare professionals to consulting conclusions;
(9) Practice size and patient volume; and
(10) Professional practice financial viability

Following the consideration and selection of specific professional practices as Prospects,

preliminary proposals may be prepared on a case-by-case basis, and these professional practices
can now be considered Targets.

Target Stage

The practices that qualify as Targets, given the criteria in the selection rating system matrix, are
then surveyed (in depth) to:

(1) Verify and gauge their level of interest in a consulting engagement;

(2) Measure the professional practice’s compatibility with the consultant’s organization
regarding consulting needs and philosophy;
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(3) Determine the extent of the consulting engagement that the professional practice
requires at this point;

(4) Determine the reasons and rationale for their consulting engagement;

(5) Discern the current areas of consensus, disagreement about the consulting engagement
inside the practice, or both; and

(6) Discuss the emphasis of each member’s participation in, and ownership of, steps of the
consulting process.

The surveyed Prospects that meet all of the qualifications become Target practices. Due
diligence and an analysis of any preliminary data received are then performed to prepare for
converting the Targets into Clients.

Client Stage

The Client stage of the process is the point at which the planning process and negotiated details
are memorialized by representatives of the client and consulting organization. Depending on the
type of consultation being contemplated, the Client stage could be limited to developing an
engagement agreement. Some of the tools utilized in this stage include follow-up requests for
production of documents, site visits, interviews, and confidentiality agreements.

VISION, STRATEGIC INITIATIVES, AND TACTICAL PLANS

An effective technique for organizing the strategic planning process is by employing the
following hierarchy: (1) vision; (2) strategic initiatives; and (3) tactical plans. It is important not
to confuse the scope and definition of these terms:

* Vision answers “why” and is long term. A client must first define or confirm their vision;
the resulting vision statement answers the long-term question: “Why are we in business?”

* Strategic initiatives answer “what” and “who.” Strategic initiatives are intermediate and
generally are objectives that, if met, would satisty the vision of the organization.

* Tactical plans answer “how,” “when,” and “where.” Tactical plans are short term and ever
changing. The details of the organization’s strategy must be addressed by defining tactical
plans. Tactical plans describe how, when, and where the strategic initiatives will be met.

THE PHASES OF THE CONSULTING ENGAGEMENT

The purpose of consulting work is the provision of an opinion. The consulting process consists of
four basic phases: proposal, research, analysis, and presentation.

The purpose of consulting work is the provision of an opinion.
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Proposal

The first phase, proposal, involves business development activities culminating in the delivery of
a proposal for specific consulting work. Business development is beyond the scope of this Guide,
but numerous considerations exist that pertain to the development of a proposal and acceptance
of an engagement that weigh heavily on the successful outcome of the project. A consulting pre-
engagement acceptance form can lead a consultant through many of the questions that must be
addressed before accepting an engagement, including the self-assessment of expertise, available
resources (personnel and financial), any conflicts of interest, and many other issues.

Research

Once the consultant accepts an engagement, the next phase, research, involves compiling the
necessary data to complete the assignment. The specific research consists of gathering
information from the subject healthcare professional practice, including financial, business,
operational, staffing, and other information. The other portion of this phase is the performance of
general research using materials that are available through published governmental and private
sources and may include information on topics such as the healthcare market, local economic
conditions, competitors, healthcare facilities, managed care organizations, benchmarking
statistics, reimbursement trends, specialty or industry trends, supply of practitioners and
facilities, and many other relevant topics.*

Analysis

The third phase of an engagement, analysis, involves summarizing and interpreting the
information gathered in the research phase and comparing the specific research with the general
research. This analysis can range from providing simple summaries of the compiled research to
an in-depth financial analysis. Consultants should understand a number of standard tools in
performing an analysis, discussed below.

Summarization

This includes graphs, tables, matrices, abstracts, and so forth, which are designed to allow for the
distillation of a body of information into one or more of its essential characteristics. These tools
provide readers with an overview or comparison of the collected information.

Benchmarking

Benchmarking refers to the comparison of specific research data on the subject with industry
norms. This may be as simple as a variance analysis on a single characteristic such as physician
compensation, or as complex as an analysis involving numerous variables and may be
incorporated within another, larger analysis.”’

46  Also discussed in Chapters 2 and 4 of Consulting Services.
47  See Chapter 2: Benchmarking in Consulting Services, for further discussion of the purpose of benchmarking and the various types and
techniques utilized in healthcare valuation and analysis.
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Forecasting

Forecasting generally involves trend analysis and aims to produce a prediction of future values
or performance metrics. Financial pro formas, budgets, demand analysis, and space or staffing
forecasts are all examples of this type of analysis.**

Complex or Compound Analysis

This is a type of multifaceted analysis that may incorporate several different tools to synthesize
an overall conclusion. A large proportion of consulting analysis falls into this category. The
following is an example of valuation engagement deliverables that would require a complex or
compound analysis.

(1) Space allocation
(a) Estimate of bed utilization based on average daily census
(b) Location of services
(2) Payor source evaluation
(a) Breakdown of payors
(b) Self-pay mission alignment
(3) Information systems needs assessment
(4) Financial statements
(a) Income and cash flow
(b) Projected volume utilization or current utilization
(5) Staffing ratios and management structure
(a) Staffing needs based on volume by discipline
(b) Management structure
(c) Efficiency of shift length
(6) Risk assessment
(a) Strengths and weaknesses
(b) Potential risks of a joint venture or merger
(7) Compliance assessment or gap analysis
(a) Compliance Review and Corrective Actions
(b) File Integrity Monitoring, medical record, or billing audit
(8) Organizational development
(a) Philosophies or vision

Presentation

The final phase of a consulting engagement is presentation, which involves the reporting of
results to clients or other designated third parties. Though presentation is nominally the final
phase, aspects of the presentation phase, such as progress reports, updates, interim reports, and
other intermediate communications will occur throughout the engagement. These reports may
occur in a variety of formats, including business correspondence, oral presentations, and written

48  Several sections in Chapter 4: Financial Valuation of Enterprises, Assets and Services detail forecasting approaches for professional
practice valuations.
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reports. Generally, final reports should be formal, written in a technical style, and include the
results of all analysis, as well as the opinion and recommendations of the consultant.

RECORD MANAGEMENT, MEMORIALIZING, AND ARCHIVING

The organization of any project requires diligence and planning in the maintenance of project
and business records. The first step in performing this duty by the consultant involves
memorializing events, discussions, correspondence, decisions, and records related to the
engagement. The process includes the creation and retention of agendas and minutes for all
meetings, results, or summaries of all appropriate decisions, options, lists, and other documents.
Memorializing this information serves a number of functions, most notably the legal concerns of
both the client and consultant, and provides a complete history of the events related to the
project, as well as providing evidence to facilitate the resolution of disputes that may arise during
the performance of an engagement.

The records management and archiving process consists of four consecutive functions:
identification, classification, storage, and retrieval. These steps provide a framework for the
design and maintenance of a records management system. Numerous document tracking systems
and software packages are available for these purposes. Beyond the obvious reasons for careful
design and upkeep of records management systems (such as internal project management
capability), numerous legal and ethical standards require the diligent preservation of client
business records.

THE ENGAGEMENT PROCESS

Each consulting engagement will include specific project tasks and steps; however, most
engagements will typically include certain standard procedures, as discussed below.

Professional Fees

It is important to discuss options for arranging professional fees and to understand how different
types of engagements require different fee arrangements. Countless factors can affect the amount
of time and resources an engagement requires and, therefore, have an impact on its profitability
to the consultant. Fee options range from flat fees, by which payment is fixed regardless of the
amount of work performed, to hourly rates, by which consultants are compensated based on their
time spent on the project. Consultants must learn what factors can affect the amount of time
spent on various engagement types and develop contracts using the appropriate fee
arrangements. Fee levels will depend on the consultant’s internal costs, as well as the value that
their work and experience can command in the marketplace. Six common types of professional
fee arrangements in consulting are shown in Table 1-2.

34



Chapter 1: Healthcare Consulting

Table 1-2: Fee Option Discussion Matrix

Billing Options Fee Option 1 | Fee Option 2 | Fee Option3 | Fee Option 4 | Fee Option 5 | Fee Option 6
Hourly Rate X X X X X
Retainer X X X X
No Cap X X
10% Cap Over Estimate X X X
Estimate at Client Expense X

Estimate at Limited
Client Expense

Estimate at
Consultant Expense

Flat Fee X

HEALTHCARE CONSULTING ORGANIZATIONS
AND ASSOCIATIONS

Numerous professional associations and organizations are related to the different types of
healthcare consulting professionals. The following sections provide a brief overview of some of
the most commonly recognized organizations and associations.

BUSINESS AND FINANCIAL CONSULTING GROUPS

American Institute of Certified Public Accountants (AICPA)

The American Institute of Certified Public Accountants (AICPA) is a national professional
organization for accountants who have achieved CPA licensure. The mission of the AICPA is to
work with state CPA organizations to provide its members with information, resources, and
leadership “that enable[s] them to provide valuable services in the highest professional manner to
benefit the public as well as employers and clients.”* The AICPA and its predecessor
organizations date as far back as 1887 and merged into its present form in 1936, at which time
the AICPA agreed to restrict its membership to CPAs only.” The AICPA provides national
representation for the promotion of AICPA members’ interests before governments and
regulatory bodies and seeks to provide the highest level of uniform certification and licensing
standards in pursuit of promoting and protecting the CPA designation, as well as promoting
public awareness and reliance in the integrity, objectivity, competency, and professionalism of
CPAs. Further, the AICPA provides recruitment and educational services, in addition to setting
performance standards for the profession.”’ As of March 2015, the AICPA’s membership was
comprised of approximately 365,466 “voting” members, including approximately 168,144

49  “AICPA Mission and History” The American Institute of Certified Public Accountants, http://www.aicpa.org/ABOUT/MISSION
ANDHISTORY/Pages/MissionHistory.aspx (Accessed 3/2/15).

50 “History of the AICPA” The American Institute of Certified Public Accountants, http://www.aicpa.org/About/MissionandHistory/
Pages/History%200f%20the %20 AICPA.aspx (Accessed 3/2/15).

51 “AICPA Activities & Major Programs” The American Institute of Certified Public Accountants, http://www.aicpa.org/about/missionand
history/pages/majorprograms.aspx (Accessed 3/2/15).
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members in public accounting, 131,568 members in management accounting, 47,511 “retired
and miscellaneous,” 10,964 in government accounting, and 7,309 in education accounting.52

Certified Public Accountant (CPA)

CPAs are professionals with a background in accounting who have met certain education and
experience requirements, including passing the Uniform CPA Exam.” Generally, CPAs are
financial advisors who assist individuals, businesses, and other organizations in developing and
achieving financial goals.”* CPAs include both chief financial officers of major corporations and
accounting advisors to small local businesses.” Services provided by CPAs may include such
public accounting activities as auditing, assurance services, environmental accounting, forensic
accounting, information technology services, international accounting, consulting services,
personal financial planning, and tax advisory services.”® As indicated previously, the CPA
credential requires certain educational requirements, including 150 semester hours of college
coursework in accounting, as well as passing the Uniform CPA Exam.”’

Accredited in Business Valuation (ABV)

The Accredited in Business Valuation (ABV) credential is designated to CPAs who are experts
in the field of business valuation.™® Requirements for ABV certification include: (1) AICPA
membership and good standing, (2) valid and unrevoked CPA certification, (3) a passing score
on the ABV examination, and (4) payment of a $360 credentialing fee.” Recertification
requirements must be met every three years and include (1) AICPA membership and good
standing, (2) valid and unrevoked CPA certification, (3) completion of at least sixty hours of
related lifelong learning during the preceding three years, and (4) electronic submission of intent
to maintain compliance with all recertification requirements.”’ The examination requirement may
be waived for those applicants who hold the Accredited Senior Appraiser (ASA) or Accredited
Member (AM) credential issued by the American Society of Appraisers.®'

52 “About the AICPA” The American Institute of Certified Public Accountants, http://www.aicpa.org/About/Pages/About.aspx (Accessed
3/2/15).

53 “What Does It Take to Become a CPA,” Steps to Becoming a CPA.pptx, retrieved from http://www.aicpa.org/BECOMEACPA/
GETTINGSTARTED/Pages/default.aspx (Accessed 3/2/15).

54 Ibid.

55 “AICPA - Frequently Asked Questions FAQs - Become a CPA” http://www.aicpa.org/becomeacpa/gettingstarted/frequentlyaskedquestions/
Pages/default.aspx (Accessed 3/2/15).

56  Ibid.

57  “What Does It Take to Become a CPA,” Steps to Becoming a CPA.pptx, retrieved from http://www.aicpa.org/BECOMEACPA/GETTING
STARTED/Pages/default.aspx, (Accessed 3/2/15).

58 “AICPA - Accredited in Business Valuation Credential” The American Institute of Certified Public Accountants, http://www.aicpa.org/
interestareas/forensicandvaluation/membership/pages/abvcredentialoverview.aspx (Accessed 3/2/15).

59 “Application Kit: A Guide to the AICPA Accredited in Business Valuation Credential” The American Institute of Certified Public
Accountants, http://www.aicpa.org/InterestAreas/ForensicAndValuation/Membership/DownloadableDocuments/ABV_Credential _
Application_Kit_web.pdf, (Accessed 3/4/15).

60  “Application Kit: A Guide to the AICPA Accredited in Business Valuation Credential” The American Institute of Certified Public
Accountants, http://www.aicpa.org/InterestAreas/ForensicAndValuation/Membership/DownloadableDocuments/ABV_Credential_
Application_Kit_web.pdf, (Accessed 3/4/15).

61 Ibid.
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American Society of Appraisers (ASA)

The American Society of Appraisers (ASA) is a global organization of appraisal professionals
and others involved in the appraisal profession. ASA is the oldest appraisal organization and the
only organization that represents all appraisal specialties.”” The ASA publishes a code of ethics
and principles of appraisal practice as well as a set of standards for business valuation.”’ The
ASA is also a sponsor of the Appraisal Foundation and works together with the foundation to
create and update the Uniform Standards of Professional Appraisal Practice, the standard
criteria that professional appraisers must follow.**

Accredited Member (AM), and Accredited Senior Appraiser (ASA)

Appraisers can be accredited in a variety of appraisal specialties, such as appraisal review and
management, business valuation, gems and jewelry, machinery and technical specialties,
personal property, and real property.” At least two years of experience are required to be an
Accredited Member and a minimum of five years appraisal experience is necessary before
consideration for Accredited Senior Appraiser status.® This must be supported by an appropriate
experience log.”” Accreditation also requires either a four-year college degree or double its
equivalent in additional work experience.” Additionally, applicants are required to have an
appraisal report or reports issued within the last two years that should support the experience
reported on the application.”

Institute of Business Appraisers (IBA)

Established in 1978, the Institute of Business Appraisers (IBA) is the oldest professional society
devoted solely to the appraisal of closely held businesses.”” The IBA offers education to group
members and the general public through seminars, media, workshops, and conferences. The IBA
also offers business appraisal education, industry research, and business appraisal certifications
including the following: (1) Certified Business Appraiser (CBA) and (2) Master Certified
Business Appraiser (MCBA). See the following sections for detailed discussion of each of these
certifications.

Certified Business Appraiser (CBA)
The CBA certification is a professional designation that signifies a level of competence attained

by accomplished business appraisers and grants its recipients special respect and esteem among
other appraisers, the courts, and the business appraisal community at large.”" To obtain CBA

62 “ASA Home” American Society of Appraisers, http://www.appraisers.org/Home (Accessed 3/2/15).

63  “Professional Standards and Ethics” American Society of Appraisers, http://www.appraisers.org/About/professional-standards-ethics
(Accessed 3/2/15).

64 Ibid.

65 Ibid.

66  “Accreditation” American Society of Appraisers, http://www.appraisers.org/Accreditation (Accessed 3/2/15).

67  “Join ASA” American Society of Appraisers, http://www.appraisers.org/Membership/join-asa (Accessed 3/2/15).

68  Ibid.

69 Ibid.

70  “About Us” The Institute of Business Appraisers, http://www.go-iba.org/aboutus.aspx (Accessed 3/2/15).

71  “Certified Business Appraiser” The Institute of Business Appraisers, 2015, http://www.go-iba.org/certification/ce http://www.go-
iba.org/certification/certifiedbusinessappraisers.aspxrtifiedbusinessappraisers.aspx (Accessed 3/2/15).
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certification, the applicant must hold a four-year college degree or equivalent.”” A five-hour,
proctored CBA written exam covering the theory and practice must then be successfully
completed.” Finally, the applicant must submit two demonstration reports that illustrate a high
level of skill, knowledge, and judgment as a business appraiser.”

Master Certified Business Appraiser (MCBA)

MCBA designation, recognized by Institute of Business Appraisers, is reserved for the most
qualified and experienced CBAs.” The applicant must have a current Certified Business
Appraiser designation that has been held for not less than ten years, and must have at least fifteen
years of full-time experience as a business appraiser.”®

National Association of Certified Valuation Analysts (NACVA)

The National Association of Certified Valuation Analysts (NACVA), established in 1990, is an
organization that supports practitioners of business asset valuation, intangible asset valuation,
and financial forensic services with training and certification for valuation professionals.”” They
provide training courses through the Consultants Training Institute, offer software support for
valuation in the form of their ValuSource software, and publish KeyValueData research for their
members to view and analyze the details of healthcare transactions.”® Membership requires at
least thirty-six hours of continuing professional education every three years in the areas of
accounting, tax, or financial analysis.79

Certified Valuation Analysts

CVA certification is available to licensed CPAs, or those who have both a business degree and
“substantial experience” in business valuation (e.g., two or more years of full-time or equivalent
experience in business valuation; or having performed ten or more business valuations; or are
able to demonstrate substantial knowledge of relevant theory, methodologies, and practices).*
All applicants must submit references and pass a comprehensive, five-hour, multiple-choice,
proctored exam, and can attend an optional five-day training session before one is decided to
have a level of expertise deemed credible by NACVA.®'

72 “CBA/MCBA Applicant’s Handbook”, Institute of Business Appraisers, June 2014, www.go-iba.org/files/CBA_MCBA_Applicants_
Handbook_4-25-14_Final.pdf (Accessed 2/27/15).

73 Ibid.

74  “Certified Business Appraiser” The Institute of Business Appraisers, 2015, http://www.go-iba.org/certification/ce http://www.go-
iba.org/certification/certifiedbusinessappraisers.aspxrtifiedbusinessappraisers.aspx (Accessed 3/2/15).

75 “CBA/MCBA Applicant’s Handbook”, Institute of Business Appraisers, June 2014, www.go-iba.org/files/CBA_MCBA_Applicants_
Handbook_4-25-14_Final.pdf (Accessed 2/27/15).

76  Ibid.

77 “Join NACVA: NACVA’s Beginnings” National Association of Certified Valuation Analysts, 2015, http://www.nacva.com/association/
beginnings.asp (Accessed 3/2/15).

78 “NACVA: Valusource,” National Association of Certified Valuation Analysts, http://nacva.valusource.com/ (Accessed 3/4/15).

79  “Recertification and Reporting Requirements” National Association of Certified Valuation Analysts, http://www.nacva.com/
recert/r_recert.asp (Accessed 3/4/15).

80  “Qualifications for the CVA —Certified Valuation Analyst Designation” National Association of Certified Valuation Analysts,
www.nacva.com/certifications/C_cva.asp (Accessed 2/27/15).

81 Ibid.

38



Chapter 1: Healthcare Consulting

Master Analyst in Financial Forensics (MAFF)

The MAFF credential is designed to provide assurance that the designee possesses expertise in
financial forensics. Specialty areas available to the applicant include commercial damages and
lost profits, matrimonial litigation, bankruptcy, insolvency, and restructuring, business valuation
in litigation, business and intellectual property damages, forensic accounting, and fraud risk
management.*” Basic requirements to obtain this designation dictate that the applicant must have
at least one prior NACVA-approved professional designation and must have professional
experience including at least ten engagements or at least 1,000 hours experience in one of the
aforementioned specialty areas.™

CFA Institute

The CFA Institute is an international, nonprofit association of investment professionals and
professional societies focusing on offering educational opportunities and promoting ethical
standards among its members.* Its mission is to “lead the investment profession globally by
setting the highest standards of ethics, education, and professional excellence.”® It also offers
certification as a Chartered Financial Analyst (CFA) and a Certificate in Investment Performance
Measurement (CIPM).*

Chartered Financial Analyst

A CFA is an investment professional who has passed all three of the CFA exams testing his or
her competence and integrity in managing portfolios and analyzing investments and fulfilled
other experiential requirements.*” To enter the examination program requires a bachelor’s degree
or a combined four years of education and relevant professional work experience.*® To become a
charterholder, an applicant must participate in an assigned curriculum, take the three levels of the
CFA exam sequentially, and have acquired four years of relevant investment industry work
experience.*’

Certificate in Investment Performance Measurement (CIPM)

A CIPM is an investment professional who has passed the CIPM exam testing his or her
competence in risk evaluation related to globally relevant and practice-based investment.”

82 Ibid.

83  Ibid.

84  “Mission & Vision” Chartered Financial Analyst Institute, http://www.cfainstitute.org/about/vision/Pages/index.aspx (Accessed 3/2/15).

85 Ibid.

86 “Programs” Chartered Financial Analyst Institute, http://www.cfainstitute.org/programs/Pages/index.aspx (Accessed 3/2/15).

87 “Become a CFA Charterholder” Chartered Financial Analyst Institute, http://www.cfainstitute.org/programs/cfaprogram/charterholder/
Pages/index.aspx (Accessed 2/27/15).

88 Ibid.

89  Ibid.

90  “CIPM Program” Chartered Financial Analyst Institute, 2015, http://www.cfainstitute.org/programs/cipm/Pages/index.aspx (Accessed
3/2/15).
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Alliance of Merger and Acquisition Advisors (AM&AA)

The Alliance of Merger and Acquisition Advisors (AM&AA) was founded in 1998 and is a
collection of CPAs, attorneys, and other corporate financial advisors who combine their
knowledge and experience to better serve the special needs of middle-market clients.”’ AM&AA
provides business research tools and a variety of opportunities for collaboration between
members as well as continuing education and credentialing programs.”

Certified Merger and Acquisition Advisor (CM&AA)

The Certified Merger and Acquisition Advisor certification is meant to maintain the AM&AA’s
standards of professional excellence and serve as a benchmark for professional achievement
within the corporate financial advisory and transactional services industry.” This involves
training and assessment in the areas of the private capital marketplace, merger and acquisition
(M&A) engagements, corporate M&A development, business valuation and M&A standard
practices, tax issues, legal issues, and growth and acquisition financing.”

HEALTHCARE CONSULTING GROUPS

American Association for Physician Leadership

The American Association for Physician Leadership, formerly known as The American College
of Physician Executives (ACPE), is an organization that assists physicians who hold or aspire
toward executive positions in their healthcare professional practices.”

Certified Physician Executive (CPE)

The CPE indicates that the designated MD or DO has training and expertise in medical
management.”” Board certification is issued by the Certifying Commission in Medical
Management, which requires that candidates (1) graduate from an approved medical program
(either through the Liaison Committee on Medical Education, American Osteopathic
Association, or Educational Commission for Foreign Medical Graduates), (2) hold a valid
medcal license, (3) have three years of experience, (4) hold board certification in a medical
specialty area, (5) complete 150 hours of management education or a graduate management
degree (in areas of business, medical management, science, health administration, or public
health), (6) have one year of medical management experience, and (7) successfully complete a
three and a half day certification program, including a written exam and a verbal video-recorded

91 “About Us” Alliance of Merger and Acquisition Advisors, http://www.amaaonline.com/about-us/ (Accessed 3/2/15).

92  Ibid.

93 “CM&AA” Alliance of Merger and Acquisition Advisors, www.amaaonline.com/cmaa (Accessed 2/27/15).

94 “CM&AA Credentialing Program” Alliance of Merger and Acquisition Advisors, www.amaaonline.com/cmaa (Accessed 2/27/15).
95  “About Us” American Association for Physician Leadership, http://www.physicianleaders.org/join/aboutus (Accessed 3/2/15).

96  “Certified Physician Executive” Certifying Commission in Medical Management, http://www.ccmm.org (Accessed 3/4/15).
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presentation to a panel of health care leaders.”” Physicians who receive the CPE designation are
referred to as diplomates.”

Medical Group Management Association (MGMA)

The Medical Group Management Association (MGMA), consisting of organizations representing
almost 280,000 physicians, seeks to improve the performance of medical group practice
organizations and the professionals they employ.” It began as the National Association of
Clinical Managers in 1926 and changed its name to the Medical Group Management Association
in 1963 to highlight the continued expansion in the diversity of management roles found in group
practices.'”

Healthcare Consulting Group

The MGMA Healthcare Consulting Group, with members averaging more than thirty years of
healthcare consulting experience, can consult group practices and professionals in the areas of
academic billing and coding, executive recruitment, information technology infrastructure
assessment, strategic planning and business development, revenue cycle analysis, patient care
systems and workflow solutions, and interim management.'"’

Healthcare Financial Management Association (HFMA)

The Healthcare Financial Management Association (HFMA) is an organization for healthcare
financial management executives and other leaders in the healthcare field."” The HFMA assists
these professionals by (1) providing education and analysis, (2) developing coalitions with other
healthcare associations to accurately represent the healthcare finance profession, (3) educating
key decision makers on the important aspects of maintaining fiscally sound healthcare
organizations, and (4) working with stakeholders to improve the healthcare industry by
overcoming deficiencies in knowledge, best practices, and standards.'” The HFMA’s vision is:
“To be the indispensable resource for healthcare finance.”'”* The HFMA offers two certification
levels, described in the following sections.

Certified Healthcare Financial Professional (CHFP)

The Certified Healthcare Financial Professional (CHFP) designation is achieved by professionals
with proven knowledge and expertise in healthcare finance.'” Requisites for this designation
include the successful completion of a proctored exam, which tests the candidate’s knowledge of

97  “CPE Flyer” American Association for Physician Leadership, http://www.physicianleaders.org/docs/default-source/web-documents/
cpe-flyer-web.pdf (Accessed 3/4/15).

98 Ibid.

99  “About Medical Practice Management” Medical Group Management Association, 2015, http://www.mgma.com/about/aboutmgma/
aboutmedicalpracticemanagement (Accessed 3/4/15).

100 “About the MGMA” Medical Group Management Association, 2009, http://mgma.com/about/ (Accessed 11/23/09).

101 “About the MGMA Health Care Consulting Group - MGMA” Medical Group Management Association, http://www.mgma.com/practice-
resources/consulting/about-the-mgma-health-care-consulting-group (Accessed 3/3/15).

102 “About HFMA” Healthcare Financial Management Association, http://www.hfma.org/about/ (Accessed 3/2/15).

103 Ibid.

104 Ibid.

105 “CHFP” Healthcare Financial Management Association, http://www.hfma.org/chfp/ (Accessed 2/27/15).
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the business of healthcare. The candidate must then successfully complete course assessment and
successful completion of module 2 case study exercises related to business challenges in the
healthcare industry. The requirements also include current and active HFMA membership'®

Fellow of the Healthcare Financial Management Association (FHFMA)

The HFMA'’s second certification level is the Fellow of the Healthcare Financial Management
Association (FHFMA). This certification is only available to those who have already received
the CHFP designation, and it represents exemplary educational achievement, experience, and
volunteer service to the healthcare finance industry.'”’” To qualify, an applicant must have (1) five
years total as a regular or advanced HFMA member, (2) a bachelor’s degree or 120 semester
hours from an accredited college or university, (3) a reference from an FHFMA or current
elected HFMA chapter officer, and (4) volunteer activity in healthcare finance within three years
of applying for the FHFMA designation.'”

National Society of Certified Healthcare Business Consultants

The National Society of Certified Healthcare Business Consultants was founded in 2006 as a
combination of the Institute of Certified Healthcare Business Consultants, the National
Association of Healthcare Consultants, and the Society of Medical Dental Management
Consultants."” The society now fulfills the combined missions of its parent organizations,
including the advancement the field of healthcare consulting, the establishment of standards of
qualifications and ethics for consultants, and the sponsorship of a certification program for its
members.'"” It also promotes its members to the healthcare industry and facilitates the sharing of
management techniques and individual skills and provides a wide variety of educational
programs and other benefits to its members.'"!

Certified Healthcare Business Consultant (CHBC)

A certified healthcare business consultant (CHBC) must pass an examination showing
proficiency in business planning and organization, coding and billing practices, legal liability and
compliance, employment issues, marketing and quality control, and financial aspects, including
accounting, valuation, financial planning, and tax issues.'’> These diverse areas are tested to
ensure that the CHBC has a broad understanding of the healthcare business environment.'"

American Health Information Management Association (AHIMA)

The American Health Information Management Association (AHIMA) dates back to 1928, when
the Association of Record Librarians of North America was founded by the American College of

106 Ibid.

107 “FHFMA” Healthcare Financial Management Association, http://www.hfma.org/Content.aspx?id=512 (Accessed 3/20/15).

108 Ibid.

109 “History of the NSCHBC” National Society of Certified Healthcare Business Consultants, http://www.nschbc.org/about/history.cfm
(Accessed 3/4/15).

110 Ibid.

111 Ibid.

112 “Certification” National Society of Certified Healthcare Business Consultants, www.nchbc.org/certification/index.cfm (Accessed 3/2/15).

113 Ibid.
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Surgeons, in recognition of the importance of importance of patient medical records.'”* In 1938,
the association changed its name to the American Association of Medical Record Librarians and
moved forward with the creation of standards and regulations that established its members as
medical records experts. In 1970, it became the American Medical Record Association before
becoming AHIMA in 1991.'"" The association now works toward addressing issues such as
implementation of EHRs in addition to working toward adopting and implementing clinical
coding systems per International Statistical Classification of Diseases and Related Health
Problems, Tenth Edition (ICD-10).""

The Commission on Certification for Health Informatics and Information Management is the
AHIMA commission responsible for ensuring the competency of professionals providing health
information management services.'"’

Certified Coding Specialist (CCS)

A certified coding specialist (CCS) categorizes medical data from patient records, mainly in
hospital settings.'" The CCS responsibilities include reviewing patient records and applying
proper numeric codes for each diagnosis, maintaining expertise in the ICD-9-CM and Current
Procedural Terminology coding systems, and possessing knowledge about medical terminology,
disease processes, and pharmacology.'"” The CCS credential exhibits a practitioner’s tested data
quality and integrity skills, ability, and a high level of coding proficiency."” CCS candidates
must have earned a high school diploma or have an equivalent educational background and,
although not required, at least three years of on-the-job experience.'*'

Certified Coding Associate (CCA)

The Certified Coding Associate (CCA) designation is often viewed as a starting point for a
person entering a coder career, and it demonstrates competency in the health information field
and a commitment to the coding profession.'” CCA examination candidates must have a high
school diploma or equivalent and, although not required, at least six months of coding
experience.'”

Certified in Healthcare Privacy and Security (CHPS)

The Certified in Healthcare Privacy and Security (CHPS) designation signifies competence in the
design, implementation, and administration of comprehensive security and privacy programs in

114 “AHIMA & Our Work” American Health Information Management Association, http://www.ahima.org/about/aboutahima?tabid=story
(Accessed 3/2/15).

115 Ibid.

116 Ibid.

117 “About CCHIIM” American Health Information Management Association, http://ahima.org/certification (Accessed 3/19/10).

118 “Commission on Certification for Health Informatics and Information Management (CCHIIM) Candidate Guide” American Health
Information Management Association, http://www.ahima.org/~/media/AHIMA/Files/Certification/Candidate_Guide.ashx (Accessed
2/27/15).

119 Ibid.

120 Ibid.

121 Ibid.

122 Ibid.

123 Ibid.

43



Adviser's Guide to Healthcare

various healthcare organizations.'” This certification demonstrates a concentration on the
privacy and security aspects of health information management.'*’

Certified Health Data Analyst (CHDA)

The Certified Health Data Analysis (CHDA) designation provides recognition of mastery and
expertise in health data analysis.'”® This certification ensures practitioners obtain the ability to
interpret and utilize relevant healthcare related data.'”’” The CHDA-certified practitioner
demonstrates broad organizational knowledge and communication skills with individuals and
groups at multiple levels.'”®

Academy of Healthcare Management

Founded in 1997 by America’s Health Insurance Plans and Blue Cross Blue Shield Association,
the Academy for Healthcare Management works to provide online education for healthcare,
business, or insurance professionals seeking education on the health insurance plan industry."*’

Professional, Academy for Healthcare Management

The first level of the academy’s certifications is the designation of Professional, Academy for
Healthcare Management.'” This certification requires completion of a course covering the basics
of health insurance plans, healthcare providers, as well as operational, regulatory, legislative, and
ethical issues.""

Fellow, Academy for Healthcare Management (FAHM)

The academy’s more advanced certification, Fellow, Academy for Healthcare Management
completes the introductory course mentioned previously as well as additional coursework in
governance and regulation, health plan finance and risk management, network management, and
medical management.'*

124 “Certified in Healthcare Privacy and Security (CHPS)” American Health Information Management Association, http://www.ahima.org/
certification/chda (Accessed 3/2/14).

125 Ibid.

126 “Certified Health Data Analyst (CHDA)” American Health Information Management Association, http://www.ahima.org/certification/chda
(Accessed 3/2/14).

127 Ibid.

128 Ibid.

129 “About the Academy for Healthcare Management” America’s Health Insurance Plans, http://www.ahip.org/ciepd/ahm/index.html
(Accessed 3/2/15).

130 “Professional, Academy for Healthcare Management” America’s Health Insurance Plans, http://www.ahip.org/ciepd/options/pahm.html
(Accessed 2/27/15).

131 Ibid.

132 “Fellow, Academy for Healthcare Management” America’s Health Insurance Plans, www.ahip.org/ciepd/options/fahm.html (Accessed
2/27/15).
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CONCLUSION

This synopsis of the modalities of healthcare professional practice consultancy, the
corresponding services that may be provided, the process of business development for
consultants seeking to provide such services, and the various organizations and associations that
represent professionals in healthcare consulting industry may be used, in conjunction with the
other chapters in this Guide, to assist in the understanding of subject enterprises (for example,
professional practices) within the context of the healthcare market. This Guide should not be
considered comprehensive or universal in its scope or applicability, but rather as a basic
framework and preliminary working knowledge which may direct more focused, specific, and
time-sensitive research on the issues that are pertinent to a particular client’s practice in order to
further tailor and bolster the credibility of consulting services rendered.

In the ever-evolving regulatory, research, competitive, and technological environments of the
healthcare industry, the knowledge required of a healthcare consultant may stem from a broad
range of educational and experiential backgrounds. Additionally, the wealth of certification and
additional educational opportunities for consultants in the healthcare field will contribute to
growing the field of healthcare consulting. Note that given the highly regulated nature of the
healthcare industry, consultants, although unable to offer a legal opinion, should be well versed
in the most up-to-date regulatory guidelines, and they may, in this respect, be likely to work
closely with healthcare attorneys. As new consulting opportunities arise in lieu of the ever-
increasing regulatory scrutiny regarding healthcare enterprise transactions and employment
arrangements, this type of collaboration is likely to become more and more commonplace.

Overall, within the context of the four pillars, the various modalities and types of healthcare
consulting activities discussed previously, three key areas will undergo significant growth (both
in quantity and type of consulting engagements): (1) competition and income distribution;
(2) benchmarking; and (3) financial valuation, each of which is discussed in further detail in the
subsequent Chapters in this book of the Guide.

Key Sources

Key Source Description Citation Website
“The Agency, Its Mission and
The IRS is a bureau of the United Statutory Authority,” Internal
States Department of the Treasury, Revenue Service,
and is the primary department that http://www.irs.gov/uac/
Internal Revenue . . A .
Service (IRS) acts as a tax admlnlstrator fqr the The-Agency,-lts-Mlss19n—and- WWW.Irs.gov
government with full authority to Statutory-Authority
administer and enforce the internal www.irs.gov/irs/article/0,,
revenue laws. id=98141,00.html (Accessed

March 16, 2015).

CMS administers the Medicare,
Medicaid, and Children’s Health
Insurance Program programs. CMS
is responsible for setting
reimbursement rates under

"Home - Centers for Medicare &

Centers for Medicare Medicaid Services," Centers for

and Medicaid Services Medicare and Medicaid. The CMS Medicare & Medicaid Services, www.cms.hhs.gov
(CMS) . o www.cms.hhs.gov (Accessed
website contains important

. . o 3/26/2015).

information for beneficiaries of

these programs, as well as for

guidelines for providers.
(continued)
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Key Source Description Citation Website
« “Benefits of Risk Management:
S tai?ﬁ;fgﬁﬁés,, Star}dard source covering About.Rl.\/IA | R.isk Management
ublished by the Risk practice financial statements Association,” Risk Management http://rmahq.org/
p M Y ¢ with industry averages for a variety Association, 2015, about-rma
Azrslgfijgzﬁ of industry categories. www.rmahgq.org/about-rma

(Accessed 3/26/2015).

“Financial Studies of
the Small Business”

Standard source covering
practice financial statements with

“Financial Research Associates,
LLC - Financial Conferences »
About Us,” Financial Research

www.frallc.com/

published by Financial industry averages for a variety of Associates, LLC, 2015, about.aspx
Research Associates industry categories. www.frallc.com/about.aspx
(Accessed 3/26/ 2015).
“Tax Statistics” Standard source covering tables, “Tax Statisics,” Internal Revenue
available through the articles, and data that describe Service, 2015, http://www.irs.gov/uac/
Internal Revenue and measure elements of the http://www.irs.gov/uac/Tax- Tax-Stats-2
Service U.S. tax system.

Stats-2 (Accessed 3/26/2015).

FactSet Research
Systems, Inc.

Resource for global merger and
acquisition market data.

“Mergers and Acquisitions —
FactSet Research Systems,”
FactSet Research Systems,
http://www.factset.com/about
(Accessed 3/26/2015).

http://www .factset.com/
data/company_data/
mergers_acq

Control Premium
Study

Quarterly series study that compiles

control premiums of publicly

traded stocks by attempting to
eliminate the possible distortion
caused by speculation of a deal.

Compiled by
Mergerstat/Shannon Pratt’s BV
Resources. “Mergerstat/ BVR
Control Premium Study -
Quantify Minority Discounts and
Control Premiums,” Business
Valuation Market Data,
http://www.bvmarketdata.com/
CPSAdvSearch.asp (Accessed
3/26/2015).

http://www.bvmarket
data.com/CPSAdv
Search.asp

Business Valuation
Resources (BVR)

“Every top business valuation firm
depends on BVR for authoritative
market data, continuing
professional education, and expert
opinion. Rely on BVR when your
career depends on an
unimpeachable business valuation.
Our customers include business
appraisers, certified public

accountants, merger and acquisition

professionals, business brokers,
lawyers and judges, private equity
and venture capitalists, owners,
CFOs, and many others. Founded
by Dr. Shannon Pratt, BVR’s

market databases and analysis have

won in the courtroom—and the
boardroom—for over a decade.”

“About Business Valuation
Resources,” Business
Valuation Resources,

www.bvresources.com/
(Accessed 3/26/2015)

www.bvresources.com

46




Chapter 1: Healthcare Consulting

Key Source

Description

Citation

Website

American Institute of
Certified Public
Accountants (AICPA)

“The American Institute of
Certified Public Accountants is the
national, professional organization

for all Certified Public
Accountants. Its mission is to
provide members with the
resources, information, and
leadership that enable them to
provide valuable services in the
highest professional manner to
benefit the public as well as
employers and clients. In fulfilling
its mission, the AICPA works with
state CPA organizations and gives
priority to those areas where public
reliance on CPA skills is most
significant.”

“AICPA - AICPA Mission and
History,” American Institute of
CPAs, http://www.aicpa.org/
ABOUT/MISSIONAND
HISTORY/Pages/MissionHistory
.aspx (Accessed 3/26/2016).

WWwWw.aicpa.org

Institute of Business
Appraisers (IBA)

“The Institute of Business
Appraisers is the oldest
professional society devoted solely
to the appraisal of closely-held
businesses. Established in 1978, the
Institute is a pioneer in business
appraisal education and
professional accreditation.”

“The Institute of Business
Appraisers,” Institute of Business
Appraisers, www.go-iba.org/
(Accessed 3/26/2015).

www.go-iba.org
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Associations
Type of Association Name Description Citation Contact Information
“About Us, The Story:
American College of b . I ¢
The ACPE is an Physician Executives” The American College o

National Organization

American Association
for Physician
Leadership, The
American College of

organization aimed at
creating superior
managers for
healthcare word wide,
assisting physicians
who hold or aspire

American Association
for Physician
Leadership by the
American College of
Physician Executives,
2015009, http://www.

Physician Executives
400 N. Ashley Drive
Suite 400
Tampa, FL 33602
Phone: (800) 562-8088
Fax: (813) 287-8993

Professional
Association

Physician Executives toward executive physicianleaders. . E-rna.ilz.
(ACPE) ... . . .. infoacpe@physicianleaders
positions in their org/join/about- acpe.org
hfealthcare . uswww.acpe.org/ www.physicianleaders
professional practices. Footer/AboutACPE.
acpe.org
aspx (Accessed
3/3/15).
The AHIMA works American Health
toward addressing “AHIMA & Our Information Management

American Health
Information
Management

Association (AHIMA)

such issues as
implementation of
electronic health
records in addition to
working toward
adopting and
implementing clinical
coding systems.

Work History” The
American Health
Information
Management
Association,
www.ahima.org.
(Accessed 3/2/15).

Association
233 N. Michigan Avenue,
21st Floor
Chicago, IL 60601-5809
Phone: 312-233-1100
Fax: 312-233-1090
E-mail: info@ahima.org
www.ahima.org

National Professional
Organization

American Institute of
Certified Public
Accountants (AICPA)

AICPA works with
state Certified Public
Accountants (CPAs)

organizations to
provide its members
with information,
resources, and
leadership “that
enable them to
provide valuable
services in the highest
professional manner
to benefit the public as
well as employers and
clients.”

“AICPA - AICPA
Mission and History”
The American
Institute of Certified
Public Accountants,
http://www.aicpa.org/
ABOUT/MISSION
ANDHISTORY/Pages
/MissionHistory.aspx
(Accessed 3/2/15);
“AICPA - AICPA
Bylaw Section 900,"
The American
Institute of Certified
Public Accountants,
http://www.aicpa.org/
About/Governance/
Bylaws/Pages/sec900.
aspx (Accessed
3/2/15).

American Institute of
Certified Public
Accountants
1211 Avenue of the
Americas
New York, NY 10036
Phone: 888-777-707
Fax: 800-362-5066
E-mail: service@aicpa.org
wwWw.aicpa.org
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Type of Association

Name

Description

Citation

Contact Information

Professional
Association

The Alliance of
Merger & Acquisition
Advisors (AM&AA)

The AM&AA is a
collection of CPAs,
attorneys, and other
corporate financial
advisors who combine
their knowledge and
experience to better
serve the special
needs of middle-
market clients and
provide business
research tools and a
variety of
opportunities for
collaboration between
members as well as
continuing education
and credentialing
programs. AM&AA
also offers continuing
education to members
in the form of
conferences,
programs, and the
Certified Merger &
Acquisition Advisor
credential, as well as
access to OneSource,
a Web-based business
and financial resource.

“About Us, AM&AA:
Alliance of Merger &
Acquisition Advisors”
Brochure, Alliance of
Merger and
Acquisition Advisors,
www.amaaonline.com
/files/about-us/
maabro09.pdf
(Accessed 3/2/15).

Alliance of Merger &
Acquisition Advisors
222 N. LaSalle Street,
Suite 300
Chicago, IL 60601
Phone: (877) 844-2535
Email: info@amaaonline.org
www.amaaonline.com

International
Professional
Organization

American Society of
Appraisers (ASA)

The oldest appraisal
organization, the ASA
is the only
professional valuation
organization
representing all
appraisal specialties.
ASA helped create the
Appraisal Foundation
and follows the
Uniform Standards of
Professional
Appraisal Practice,
the criteria followed
by professional
appraisers. In
addition, the ASA
educates, accredits,
and helps the public
and professionals
locate ASA accredited
appraisers.

“ASA Home”
American Society of
Appraisers,
WWWw.appraisers.org,
(Accessed 3/4/15):
“About Us” American
Society of Appraisers”
WWw.appraisers.org
About (Accessed
3/4/15).

American Society of
Appraisers
11107 Sunset Hills Rd.,
Suite 310
Reston, VA 20190
Phone: 800-ASA-VALU
and 800-272-8258
Fax: 703-742-8471
E-mail:
asainfo@appraisers.org
WWW.appraisers.org

(continued)
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Nonprofit Association

society.” The institute

offers the self-study

graduate level CFA

Program and the
Certificate in
Investment
Performance
Measurement
program.

www.cfainstitute.org/
utility/contact/Pages/
worldwide_contacts.
aspx (Accessed
3/4/15).

Type of Association Name Description Citation Contact Information
CFA Institute is
committed “to lead
the investment
profeSS{on globa}ly by “Mission & Vision”
promoting the highest .
? CFA Institute,
standards of ethics, . .
education. and www.cfainstitute.org CFA Institute
rofessi(;nal (Accessed 3/2/15); Americas Main Office
ex cpellence for the “Worldwide Contact 915 East High Street
International CFA Institute ultimate benefit of Information” CFA Charlottesville, VA 22902
Institute, Phone: 800-247-8132

E-mail: info@
cfainstitute.org
www.cfainstitute.org

Professional
Association

Healthcare Financial
Management
Association (HFMA)

The HFMA is an
organization for
healthcare financial
management
executives and other
leaders in the
healthcare field.
HFMA assists these
professionals by:
(1) providing
education and
analysis;

(2) developing
coalitions with other
healthcare
associations to
accurately represent
the healthcare finance
profession;

(3) educating key
decision makers on
the important aspects
of maintaining fiscally
sound healthcare
organizations; and
(4) working with
stakeholders to
improve the

healthcare industry by
overcoming
deficiencies in
knowledge, best
practices, and
standards.

“About HFMA”
Healthcare Financial
Management
Association,
www.hfma.org/about/

(Accessed 3/2/15).

Healthcare Financial

Management Association

32 Westbrook Corporate
Center, Suite 600700
Westchester, IL 60154
Phone: 800-252-4362,
708-531-9600
Fax: 708-531-0032
www.hfma.org
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Type of Association Name Description Citation Contact Information
The Institute of Business
. . “Company Profile” Appraisers
Establlshed in 1978, The Institute of 5217 South State Street,
the IBA is the oldest . . .
Business Appraisers, Suite 400

Independent

Institute of Business

professional society

http://www.

Salt Lake City, UT 84107

Nonprofit Association Appraisers (IBA) devotqd solely to the go-iba.org/aboutus. Phone: 800-353-4130
appraisal of closely aspx (Accessed Fax: 866-353-5406
held businesses. I .
3/2/15). E-mail: hgiba@go-iba.org
www.go-iba.org
MGMA strives to
improve the Medical Group
performance of “About the MGMA” Management Association
medical group Medical Group 104 Inverness Terrace
practice organizations Management East
Professional Medical Group and the professionals Association, Englewood, CO 80112
Association Management they employ through mgma.com/about/ Phone: 303-799-1111
Association (MGMA) | the American College about/about- Toll Free Phone: 877-
of Medical Practice mgma/about-medical- ASK-MGMA,
Executives, the practice-management (877-275-6462)
standard-setting (Accessed 3/4/15). E-mail: support@mgma.com
certification division Www.mgma.com
of the MGMA.
Medical Group
“Contact Us” Medical Management Association
. . 104 Inverness Terrace
Associated with the Group Management East
MGMA, the MGMA Association, Enelewood. CO 80112
MGMA Healthcare HCG provides Www.mgma.com/ & R
. X ) . Phone: 303-799-1111
Consulting Company Consulting Group consulting services to about/about- .
Toll Free Phone: 877-
(MGMA HGC) healthcare mgma/contact-mgma
. ASK-MGMA,
professionals and about/default. (877-275-6462)
organizations. aspx?id=74 E-mail:
(Accessed 3/4/15). .

support@mgma.com
WWW.mgma.com

Professional
Association

National Association
of Certified Valuation
Analysts (NACVA)

“NACVA’s Mission is
to provide resources
to members and to
enhance their status,
credentials, and
esteem in the field of
performing valuations,
financial forensics,
and other related
advisory services. To
further this purpose,
NACVA will advance
these services as an art
and science, establish
standards for
membership in the
Association, provide
professional education
and research, foster
practice development,
advance ethical and
professional practices,
enhance public
awareness of the
Association and its
members, and
promote working
relationships with
other professional

organizations.”

“The Association”
National Association
of Certified Valuation

Analysts, 2008,
www.nacva.
com/PDF/association
brochure.pdf
(Accessed 10/12/09),
p. 4.

National Association of
Certified Valuation
Analysts
1111 Brickyard Road,
Suite 200
Salt Lake City, UT 84106
Phone: 801-486-0600
Fax: 801-486-7500
E-mail: nacval @nacva.com
WWww.nacva.com
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Benchmarking

The fruit of healing grows
understanding. Without diagnosis
rational treatment. Examination com
Judgment, and then one can give help

KEY TERMS

Activity Ratio Generic Indicators
Benchmarking Global Benchmarking
Benchmarking to Industry Norms Historical Subject Benchmarking
Clinical Benchmarking Industry Benchmarking
Clinical Quality Indicators Institutional Quality Indicators
Collaborative Benchmarking Internal Benchmarking
Competitive Benchmarking Leverage Ratio

Competitor Benchmarking Liquidity Ratio
Disease-Specific Indicators Operational Benchmarking
Economic Benchmarking Performance Benchmarking
External Benchmarking Process Benchmarking
Financial Benchmarking Profitability

Financial Ratio Analysis Service Quality Indicators
Functional Benchmarking Specific Research

Functional Indicators Strategic Benchmarking
General Research The Joint Commission

Generic Benchmarking
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Concept
Key Concept Definition Citation Mentioned
on Page #
The idea that benchmarking is a developing science
and types of benchmarking were redefined over the “Strategic Benchmarking: How to
years based on shifts in industry and the gradual Rate Your Company’s
Generations of progression and recognition of best practices. The Performance Against the World’s 57
Benchmarking five generations of benchmarking are: (1) reverse Best,” by Gregory H. Watson,
engineering, (2) competitive benchmarking, John Wiley & Sons, Inc., 1993,
(3) process benchmarking, (4) strategic p- 5-8.

benchmarking, and (5) global benchmarking.

“Common Size Financial
Statements”, by NetMBA.com
(2007), www.netmba.com/ 57
finance/statements/common-size/
(Accessed 8/ 13/2009).

“Common size ratios are used to compare financial
statements of different-size companies, or of the
same company over different periods.” This provides
insight into how different companies compare.

Common Sizing

“Financial and Clinical
Benchmarking: The Strategic Use
of Data,” by HFMA, HCIA, Inc.,
1997, p. 58.

A subset of clinical benchmarking concerned with
the amount of resources used by a healthcare entity
and the impact of resource use on quality of care.

Clinical Resource

Utilization 62

OVERVIEW

Although many elements contribute to the success or failure of a healthcare professional practice,
the most significant is the practice’s ability to adapt within the rapidly changing healthcare
marketplace. Management entities that respond to market changes efficiently and effectively may
find that timely and informed decision-making can facilitate the temperate acclimation of their
practices. These informed decisions are bolstered by two types of research: general and specific.'
General research is not specifically related to the organization, practice, business, or enterprise
of interest and may be comprised of such elements as economic conditions, demographics,
compensation trends, transactions, and industry-specific trends. Specific research concerns only
the organization of interest and typically is obtained from that organization. General research is
gathered to provide a perspective for evaluating the specific data using a number of metrics,
which may include benchmarking or benchmark comparisons, which is, “a technique or a tool
for performance improvement and good quality practice by striving to be the best.”

HISTORY OF BENCHMARKING IN HEALTHCARE

Benchmarking was first employed by Xerox in 1979 as a method of finding and implementing
best practices in order to identify and achieve new goals and pursue a policy of continuous
improvement. Benchmarking techniques have been adopted by various industry sectors,
including healthcare, and are generally used to compare business processes, products, or both
against the “best” reported industry standards. Since the 1990s, projected trends have suggested
continued growth in the use of benchmarking strategies by healthcare organizations.” For

1 See also Chapter 4: Financial Valuation of Enterprises, Assets, and Services.
“Benchmarking: A General Reading for Management Practitioners” By Sik Wah Fong et al., Management Decision, Vol. 36, No. 6, 1998,
p. 407.

3 “An Introduction to Benchmarking in Health Care” By Harold R. Benson, Radiology Management, Vol. 16, No. 4, 1994, p. 35.
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healthcare entities, many benchmarking methods have been tailored to provide practices with a
foundation for quality improvement and total quality management (TQM), which will be
discussed in more detail in this chapter.* The use of benchmarking to enhance the quality and
efficiency of business processes and outcomes is expected to continue to increase with the twin
goals of decreasing spending and improving quality.’

It is important to recognize that healthcare expenditures in the United States are notoriously high
compared to other developed nations and that healthcare costs are continuing to grow, albeit at a
slower pace.” The Centers for Medicare and Medicaid Services (CMS) has projected that
national health expenditures (NHEs), which grew at an estimated 3.6 percent rate in 2013, is
expected to increase by 5.7 percent annually through 2023.” Traditionally, healthcare spending
has been largely attributed to the cost of personal healthcare, such as hospital costs and payment
for professional services (for example, physician or clinical services).® The continuous growth of
NHE in recent decades has prompted the introduction of several cost reduction initiatives, for
example, managed care and prospective payment systems, in an effort to curb the amount of
money spent on healthcare each year.” Anticipating a continued rise in healthcare spending
during the next decade, CMS suggested drastic cuts to physician payments in its proposed 2015
physician fee schedule in an effort to contain healthcare expenditures to a sustainable target
amount."” Physicians are expected to receive a 21.2 percent reduction in payments for services
furnished after March 31, 2015, which can only be averted through Congressional legislation."’
Despite these reductions, the administration of President Barack Obama feels that healthcare
reform will both reduce cost as well as improve healthcare quality and efficiency through pay-
for-performance programs, improved primary care coordination, and other payment reforms."
Therefore, the healthcare industry must rely on benchmarking techniques to reach these goals
within the confines of a “sustainable” budget.

The following sections will provide a brief overview of the benchmarking process as it applies to
the healthcare industry, including an introduction to the generally accepted types of
benchmarking (Types of Benchmarking) and the benchmarking process (The Benchmarking
Process). Subsequent sections will provide a more detailed look at the theory and application of
some benchmarking types (for example, operational, financial, clinical, and economic
benchmarking) that may be of specific use for the valuation of healthcare professional practices.

4 Ibid, p. 36.

5 Ibid, p. 35.

6 “Health Care Costs: Key Information on Health Care Costs and Their Impact” Kaiser Family Foundation, May 2012, https://kaiserfamily
foundation.files.wordpress.com/2013/01/7670-03.pdf (Accessed 3/20/15) p. 4, 7.

7 “National Health Expenditure Projections 2013-2023: Forecast Summary” Centers for Medicare and Medicaid Services, 2013,
http://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/NationalHealthExpendData/Downloads/
Proj2013.pdf (Accessed 3/20/15).

8 “Health Care Costs: Key Information on Health Care Costs and Their Impact” Kaiser Family Foundation, May 2012, https://kaiserfamily
foundation.files.wordpress.com/2013/01/7670-03.pdf (Accessed 3/20/15) p. 10.

“An Introduction to Benchmarking in Health Care” By Harold R. Benson, Radiology Management, Vol. 16, No. 4, 1994, p. 35.

10  “Medicare Program; Revisions to Payment Policies Under the Physician Fee Schedule, Clinical Laboratory Fee Schedule, Access to
Identifiable Data for the Center for Medicare and Medicaid Innovation Models & Other Revisions to Part B for CY 2015; Final Rule”
Federal Register, Vol. 79, No. 219, November 13, 2014, p. 67734.

11 1Ibid, p. 67742.

12 “Reducing Costs and Improving the Quality of Health Care” The White House, Economic Report of the President, 2013 Edition,
Washington, D.C.: U.S. Government Printing Office, March 2013, p. 161.
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PURPOSE OF BENCHMARKING

Financial operations are a significant source of risk for many healthcare enterprises. When
comparing the subject enterprise to industry norms, the adviser should grant careful
consideration to both the financial performance and economic condition of the subject enterprise.

In the current evolving regulatory, reimbursement, and competitive environments, there exist
multiple elements that determine the relative attributes of success or failure of a healthcare
enterprise. Paramount among those elements is the extent to which the subject entity’s
management is capable of making timely, informed decisions regarding the strategic operation
and financial performance of the organization. Benchmarking is among the most useful
management tools available to achieve this objective and is a well-established and long accepted
method of financial analysis that can aid managers, and their professional advisors, in promoting
a comprehensive understanding of the operating performance and financial status of their
healthcare enterprise.

Benchmarking techniques can also be utilized to illustrate the degree to which an enterprise
varies from comparable healthcare industry norms, as well as to provide vital information
regarding trends in the internal operational performance and financial status of the subject
enterprise. The successful application of benchmarking will generally reveal both favorable and
unfavorable areas of a business’ operations, which may then require further examination to
determine causality and planning for their remediation. Through this process, benchmarking
often assists not only in the identification of anomalous performance, but also in revealing their
underlying causes. Once the factors responsible for the performance deviating from the norm are
determined, they should be can be further researched to assess the potential weaknesses and risk
factors (as well as the potential benefits) they may pose for the enterprise going forward.

The benchmarking process can also be a powerful tool for advisers providing valuation services.
Benchmarking can provide a guide in developing expectations regarding the future financial
performance of a subject enterprise and can provide a smell test regarding the valuation results
arrived at through the application of the various valuation approaches, methods, and techniques.

Healthcare advisors, in providing valuation or financial feasibility services, often use
benchmarking to help assess the subject entity specific (non-systematic) risk of an enterprise by
comparing its relative strengths and weaknesses to normative financial performance data derived
from the financial performance of similar entities within its particular industry. Common
methods of applying benchmarking analyses to the valuation or financial feasibility process may
include:

(1) Adjustment of historical operating expenses as well as historical capital structure to
approximate industry norms;

(2) Adjustment of the discount rate or cost of equity for the enterprise, calculated utilizing
market data sources (subject entity specific risk premium);
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(3) Selection of the appropriate financial multiples or ratios to utilize for comparison and/or
valuation purposes (e.g., price/earnings, price/revenue, price/EBITDA); and

(4) Selection and quantification of applicable discounts and premiums (e.g., discount for lack
of marketability, control premium, minority discount).

Prior to performing a benchmark analysis, it is useful for the valuation analyst to common size
the data in order to account for inter-temporal differences in scope and scale that may skew the
calculated results.” Common size refers to expressing the historical financial metrics as a
percentage or ratio of some aggregate measure. Methods of common-sizing include expressing
items on income and expense statements in terms of:

(1) Percentage of revenue;

(2) Per unit produced — e.g., Relative Value Unit;

(3) Per Provider — e.g., physician;

(4) Per capacity measurement — e.g., per square foot; or
(5) Other standard units of comparison.

Successful financial and operational benchmarking can be divided into two categories:

(1) Internal Subject Entity Benchmarking; and
(2) External Benchmarking.

INTERNAL BENCHMARKING

Throughout the 1980s and 1990s, several different benchmarking models evolved. The concept
of ‘“generations of benchmarking,” proposed by Gregory Watson (1993), illustrates
benchmarking as a developing science; types of benchmarking were redefined over the years
based on shifts in industry and the gradual progression and recognition of best practices.'* Some
of the first benchmarking types and categories were formerly introduced by Robert C. Camp in
the late 1980s, and they are still widely respected.”” However, over the years, several different
classification schemes for benchmarking have been developed, some more complex than others.
G. Anand and Rambabu Kodali (2008) provide an extensive listing of classification schemes and
benchmarking types that have been introduced to formal literature over the years.'® Despite the
lack of consensus regarding a universal classification scheme, benchmarking models can most
easily be distinguished as subgroups identified by (1) who is being compared against, (2) what
they are meant to benchmark, and (3) the purpose for the relationship between the entities being
compared.'” Sik Wah Fong, Eddie W.L. Cheng, and Danny C.K. Ho (1998) were responsible for
the first classification scheme based on these three broadly defined categories.'®

13 “Common Size Financial Statements”, NetMBA.com, 2007, http://www.netmba.com/finance/statements/common-size/ (Accessed
8/13/2009).

14 “Strategic Benchmarking: How to Rate Your Company’s Performance Against the World’s Best” By Gregory H. Watson, New York, NY:
John Wiley & Sons, Inc., 1993, p. 6.

15 “Benchmarking Applied to Health Care” By Robert C. Camp and Arthur G. Tweet, Journal of Quality Improvement, Vol. 20, No. 5, May
1994, p. 229-231.

16  “Benchmarking the Benchmarking Models” By G. Anand and Rambabu Kodali, Benchmarking: An International Journal, Vol. 15, No. 3,
2008, p. 262-265.

17  “Benchmarking: A General Reading for Management Practitioners” By Sik Wah Fong et al., Management Decision, Vol. 36, No. 6, 1998,
p. 410.

18  Ibid, p. 409-410.
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Internal Subject Entity Benchmarking

Internal subject entity benchmarking compares the performance of an enterprise or property
during the current or most recently reported time period to its performance in the past, a process
which involves normalizing the subject entity’s historical operating performance, financial status
data, and information, and the comparison of the past data with the current period data.
Adjustment of past data may be necessary to create a common basis upon which to make
comparisons and avoid the complications of changing accounting/reporting measurement and the
anomalous results that have arisen over time within the entity, e.g., the existence of extraordinary
and nonrecurring events. Internal subject entity benchmarking examines the performance over
time of the subject entity with the intention of identifying performance changes within the entity
and providing a foundation for the projection of future performance going forward. Based upon
the Principle of Induction’s premise that the future is likely to be similar to the recent past,
internal subject entity benchmarking can assist the adviser, from a risk perspective, by
highlighting changes, both negative and beneficial, in the historical and current operations of the
subject entity and suggesting which of those trends require further investigation in determining
the probability of the continuity of the observed performance results.

External Benchmarking

The following four types of external benchmarking are based on whom an organization decides
to compare processes or products with; they are used to define the general process of
benchmarking, “as it is outlined in this chapter. The four types of external benchmarking include

(1) Competitor benchmarking (analogous to what Robert C. Camp refers to as “competitive
benchmarking”) is a type of external benchmarking used for comparing work processes
with those of that industry’s best competitor to determine new target performance
levels. This method allows an organization to develop a clear understanding of its direct
competition and to compare its own processes to industry best practices.

(2) Industry benchmarking is a type of external benchmarking process used to compare an
organization with its competitors, but it differs from competitive benchmarking in that it
utilizes both direct competitors as well as its industry non-competitors.

(3) Generic benchmarking, also known as generic process benchmarking or best-in-class
benchmarking, was developed as a byproduct of TQM processes. This type of
benchmarking focuses on the identification and comparison of key business processes to
those of the leading competitor(s). Due to the nonspecific nature of many of these
processes, generic benchmarking may be conducted with comparative organizations
regardless of industry or market differences.”

(4) Global benchmarking is a more recent phenomenon that expands the boundaries of who
can constitute a comparison organization and is based on geographic location. As with
any form of external benchmarking, but more noticeably so in global benchmarking,
cultural and definition differences must be taken into account.

19  See The Benchmarking Process section below.

20  “Benchmarking Applied to Health Care” By Robert C. Camp and Arthur G. Tweet, Journal of Quality Improvement, Vol. 20, No. 5, May
1994, p. 231.

21  “Benchmarking Applied to Health Care” By Robert C. Camp and Arthur G. Tweet, Journal of Quality Improvement, Vol. 20, No. 5, May
1994, p. 231; “Industrial Benchmarking for Competitive Advantage” By Bjgrn Andersen, Human Systems Management, Vol. 18, Nos. 3-4,
1999, p. 288.
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In addition to the five basic types of benchmarking based on who the subject entity is being
compared to, benchmarking also may be classified based on what elements are being compared,
including the following four classifications:

(1) Process benchmarking focuses on the identification of particular key business processes
or operational characteristics that require improvement. This relies on the establishment
of some standard of performance in that the metrics utilized for this type of
benchmarking do not necessarily include outcomes, but rather the underlying functional
and procedural traits of an organization that can affect outcomes.*

(2) Functional benchmarking is related to process benchmarking and is used to compare
two or more organizations via comparison of specific business functions.” Similar to
generic benchmarking, functional benchmarking does not require comparison
organizations to be direct competitors, nor are they necessarily within the same
industry.*

(3) Performance benchmarking utilizes outcome or output characteristics as benchmarking
metrics (for example, price, speed, and reliability) in contrast to process benchmarking.”

(4) Strategic benchmarking is based on the same concept as process benchmarking and is a
form of external benchmarking dependent upon identification of characteristics
underlying the observed successful (or unsuccessful) outcomes. However, strategic
benchmarking compares the strategies and decisions that precede business performance
instead of focusing on specific processes. Results of this type of benchmarking can
dramatically change downstream business processes, as opposed to slight alterations to a
specific operation.*

Fong et al. classifies two additional types of benchmarking based on the purpose for analyzing
the relationship between the two entities of comparison:

(1) Competitive benchmarking, not to be confused with competitor benchmarking, is used
for the purpose of gaining a measurable advantage over others (that is, competitors).’

(2) Collaborative benchmarking is benchmarking for the development of an atmosphere
that facilitates learning and the sharing of knowledge.” This type of benchmarking
appeals to healthcare organizations for the support it lends to the ideals of collaboration,
mutual benefit, and continuous improvement for all partners.”

22 “How Process Benchmarking Supports Corporate Strategy” By Gregory H. Watson, Strategy & Leadership, Vol. 21, No. 1,
January/February 1993, p. 13; “Beyond Outcomes: Benchmarking in Behavioral Healthcare” By Paul M. Lefkovitz, Behavioral Healthcare
Tomorrow, February 2004, p. 34.

23 “Benchmarking: A General Reading for Management Practitioners” By Sik Wah Fong et al., Management Decision, Vol. 36, No. 6, 1998,
p. 410.

24 “Benchmarking Applied to Health Care” By Robert C. Camp and Arthur G. Tweet, Journal of Quality Improvement, Vol. 20, No. 5, May
1994, p. 231; “Benchmarking: The Search for Industry Best Practices That Lead to Superior Performance” By Robert C. Camp, Milwaukee,
WI: ASQC Quality Press, 1989, p. 63.

25 “Benchmarking: A General Reading for Management Practitioners” By Sik Wah Fong et al., Management Decision, Vol. 36, No. 6, 1998,
p. 410; “Industrial Benchmarking for Competitive Advantage” By Bjgrn Andersen, Human Systems Management, Vol. 18, Nos. 3-4, 1999,
p. 288.

26 “Benchmarking the Management of Projects: A Review of Current Thinking” By Elizabeth Barber, International Journal of Project
Management, Vol. 22, No. 4, 2004, p. 303; “Strategic Benchmarking: How to Rate Your Company’s Performance Against the World’s
Best” By Gregory H. Watson, New York, NY: John Wiley & Sons, Inc., 1993, p. 8.

27 “Benchmarking: A General Reading for Management Practitioners” By Sik Wah Fong et al., Management Decision, Vol. 36, No. 6, 1998,
p. 410-411.

28  Ibid.

29  “Collaborative Benchmarking in Health Care” By Doug Mosel and Bob Gift, Journal on Quality Improvement, Vol. 20, No. 5, May 1994,
p. 242.
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It is helpful to know the generally accepted basic benchmarking types because much overlap
often exists between different types of benchmarking due to the nature of the process and the
lack of universal classification schemes for benchmarking types.” In practice, it is often found
that the combination of two or more generic types of benchmarking can be beneficial, for
example, the combination of functional or generic benchmarking with process benchmarking,’'
and, accordingly, it is important to have an understanding of the fundamental benchmarking

types.

In practice, it is often found that the combination of two or more generic types of benchmarking can be
beneficial.

Bjorn Andersen, 1999.

In addition to the generic types of benchmarking described previously, there exist several types
not mentioned in this Guide, many of which were created for industry-specific purposes. In
particular, four additional types of benchmarking may be used to represent benchmarking
applications that are of specific significance within the healthcare industry: (1) operational,
(2) financial, (3) economic, and (4) clinical. Each model has a unique application within the
healthcare industry and will be discussed in further detail in subsequent sections.

Benchmarking to Industry Norms

Benchmarking to industry norms compares data from the subject enterprise to normative survey
data from other enterprises within the same industry sector and/or sub-sector.”> This method of
benchmarking provides the basis for the comparison of the operational performance and
financial condition of the subject entity, to that of similar entities, for the purpose of identifying
its relative strengths, weaknesses, and related measures of investment risk.

The process of benchmarking against industry averages or norms will typically involve the
following steps:

(1) Identification and selection of appropriate surveys to use as benchmarks, i.e., to compare
with data from the subject entity of interest. This involves, in part, answering the
question, “In which survey would this organization most likely be included?”;

(2) If appropriate, re-categorization and adjustment of the subject entity’s revenue and
expense accounts to optimize data compatibility with the selected survey’s structure and
definitions (e.g., common sizing); and

(3) Calculation and articulation of observed differences of the subject entity from the
industry averages and norms, expressed either in terms of variance in ratio, dollar unit
amounts, or percentages of variation.

30 “Benchmarking the Benchmarking Models” By G. Anand and Rambabu Kodali, Benchmarking: An International Journal, Vol. 15, No. 3,
2008, p. 260, 262-265.

31 “Industrial Benchmarking for Competitive Advantage” By Bjgrn Andersen, Human Systems Management, Vol. 18, Nos. 3-4, 1999, p. 289.

32  “Benchmarking: A General Reading for Management Practitioners” By Sik Wah Fong et al., Management Decision, Vol. 36, No. 6, 1998,
p. 410-411.
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The comparison of these metrics reflects, through both internal and external benchmarking, the
relative efficiency of the subject entity to its own historical performance, as well as its
performance relative to the industry sub-sector in which it operates. Several of the metrics that
may be utilized in the benchmarking process are described in the following sections.

Clinical Benchmarking Metrics
Clinical benchmarking addresses several aspects of clinical care, including:

(1) the continuous development and maintenance of quality health care;

(2) how best practices supports the attainment of targeted patient-focused outcomes;

(3) the compilation of all generally accepted evidenced-based benchmarks for best practices;

(4) evaluating the involvement of practitioners and multidisciplinary effort across levels of
care in benchmarking activities; and

(5) the dissemination of best practices.”

In employing clinical benchmarking techniques, a given organization is aiming to:

(1) improve the quality of clinical care and patient outcomes;

(2) obtain and/or maintain a particular standard of excellence; or

(3) increase the number of practices or processes that are founded in evidence-based
practice.™

Successful clinical benchmarking often results in the adoption and continued utilization of a best
practice approach to management, as well as the innovative progression of practices aimed at
improving patient outcomes and quality of care. Both the quantity, as well as the quality of the
data required to perform a clinical benchmark analysis will be directly related to the
practitioner’s effort in collecting the relevant information. Thus, practitioner’s buy-in to the
benchmarking process is a key step in implementing a benchmark analysis approach.”

In light of the dynamic evolving environment surrounding the movement from traditional fee-
for-service to value-based reimbursement (VBR), the adviser should investigate the healthcare
enterprise as to the status of their efforts to conform with this new paradigm and the possible
impacts of the healthcare enterprise’s qualitative value drivers, e.g., depth of management, that
might provide support for the subject entity’s ability to survive and prosper in the new
quality/value-driven reimbursement environment.

While the specific metrics employed may differ, the practices utilized in performing a clinical
benchmarking analysis are typically similar to those utilized for industry financial
benchmarking. As always, the applicability of a given metric is dependent upon the needs of the
organization; the fit of the proposed benchmarking metric to those needs; and the risks attendant
to: (1) the utilization of the selected benchmark metric (i.e. implicit and explicit costs) and

33 “Sharing the Evidence: Clinical Practice Benchmarking to Improve Continuously the Quality of Care”, by Judith Ellis, Journal of Advanced
Nursing, Vol. 32, No. 1, 2000, p. 216.

34 Ibid, p. 216-218.

35  “Sharing the Evidence: Clinical Practice Benchmarking to Improve Continuously the Quality of Care”, by Judith Ellis, Journal of Advanced
Nursing, Vol. 32, No. 1, 2000, p. 220.
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(2) the misinterpretation of result, which may be lead to a diminution of management’s
credibility among the practitioners.’® A few of the more commonly used benchmarking
indicators, e.g., clinical resource utilization and types of quality indicators, are discussed in
more detail in the following sections.

Measuring Clinical Resource Utilization

The increasing importance of clinical resource utilization is evidenced by the acceleration in the
implementation of healthcare quality initiatives, which include concerns related to the volume of
resources consumed by a healthcare entity and the impact of resource utilization practices on
patient outcomes and quality of care.”’ Current and proposed legislation regarding physician
payments, e.g., value-based purchasing initiatives, are also reflective of the importance of
measuring and benchmarking utilization rates.”® For example, Section 3001(a) of the Affordable
Care Act created the Hospital Value-Based Purchasing Program to provide incentive payments to
hospitals that satisfy quality performance standards in the hospital inpatient setting.” Similarly,
the American Taxpayer Relief Act mandated that CMS assume a utilization rate of 90 percent for
imaging equipment that costs more than $1 million.*” Comparatively, CMS assumes a utilization
rate of 50 percent for most equipment (i.e. the equipment is in use 50 percent of the time the
provider is open for business).” With this higher utilization rate, imaging services receive less
reimbursement per use of the equipment.

For hospital inpatient procedures, helpful tools in developing benchmarks for utilization rates are
Diagnostic Related Groups (DRGs), which may be collected from standard claim forms for
physician reimbursement.* Additionally, because submission of DRGs is regulated by the
Health Care Industry Association’s (HCIA) International Classification of Clinical Services
(ICCS) coding system, hospital-specific codes are converted to a universal system, standardizing
patient-level data across hospitals allowing for easy comparison.*’ Useful benchmarking
indicators for measuring clinical resource utilization also include average:

(1) length of stay (ALOS or LOS);

(2) pharmaceutical units or pharmacy cost;
(3) laboratory units/cost,

(4) imaging units/cost; and

36  The challenges associated with benchmarking includes: who establishes the benchmark; how the data is reported; and does the data take
into account statistical noise that may be seen as distorting the credibility of the message delivered. “How Can We Make More Progress In
Measuring Physician’s Performance to Improve The Value of Care” By Thomas P. Miller et al., Health Affairs, Vol. 28, No. 5, September/
October 2009, p. 1431.

37  “Financial and Clinical Benchmarking: The Strategic Use of Data” Healthcare Financial Management Association, HCIA, Inc.,
Westchester, Illinois: Healthcare Financial Management Association, 1997, p. 58.

38 “Patient Protection and Affordable Care Act” Pub. L. 111-148, § 3001(a), 124 Stat. 353 (March 23, 2010).

39  Ibid.

40  “Medicare Program; Revisions to Payment Policies Under the Physician Fee Schedule, Clinical Laboratory Fee Schedule & Other
Revisions to Part B for CY 2014; Final Rule” Federal Register Vol. 78, No. 237, p. 74238-74239 (December 10, 2013); “Equipment
Utilization Rate Changes Adversely Affect Patients and Radiologists” American College of Radiologists, 2013, http://www.acr.org/
~/media/ACR/Documents/PDF/Advocacy/Fed%20Relations/EquipmentUtilizationAssumptionRateIssueBrief.pdf (Accessed 11/12/2014).

41  “Medicare Program; Revisions to Payment Policies Under the Physician Fee Schedule, Clinical Laboratory Fee Schedule, Access to
Identifiable Data for the Center for Medicare and Medicaid Innovation Models & Other Revisions to Part B for CY 2015; Proposed Rule”
Federal Register Vol. 79, No. 133, p. 40327 (July 11, 2014).

42 “Financial and Clinical Benchmarking: The Strategic Use of Data” Healthcare Financial Management Association, HCIA, Inc.,
Westchester, Illinois: Healthcare Financial Management Association, 1997, p. 58.

43 Ibid, p. 61.
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(5) average routine charges, e.g., room and board costs per case/day, total ancillary costs,
operating room costs, anesthesia costs, and medical/surgical supply costs, which are often
designated as ratios (i.e., per case or per day).*

Measuring Quality

In recent decades, practitioners have voiced concerns regarding the ability of healthcare
enterprises to meet the healthcare reform initiative’s dual mandate of reducing expenditures and
increasing quality.* The balancing of patient, provider, and payor interests along with an
increased focus on improving quality of care while, at the same time, decreasing healthcare costs
and expenditures threatens to pose an almost intractable challenge. Selecting metrics to quantify
the quality of care is perceived as problematic due, in part, to the variability patient’s and
provider’s perceptions of the concept of guality. This lack of standardization has led to a variety
of conflicting methods to establish accepted healthcare quality metrics. Three general categories
of quality indicators have, thus far, been established: (1) institutional quality indicators;
(2) service quality indicators; and (3) clinical quality indicators.

Adherence to regulatory standards set by accreditation agencies, associations, and other
regulatory bodies can be utilized to form the foundation of institutional quality indicators.*®
Although institutional quality has traditionally been determined by measuring patient outcomes,
several organizations utilize measures of compliance that quantify adherence to regulatory
measures as an alternative measure.”’” Often minimum compliance standards are set and enforced
by third party and government oversight agencies, which require specific adherence rates to
achieve mandatory quality targets. Examples of these agencies include: (1) the Joint
Commission; (2) the College of American Pathologists (CAP) for laboratory operations; (3) the
Occupational Safety and Health Administration (OSHA) for workplace safety; and (4) the
National Council for Quality Assessment (NCQA), which measures quality of health plans.*®

Another quality-centered metric often required by oversight agencies are hospital scorecards,
which may be used to measure a range of performance indicators from clinical outcomes of
various specialties (e.g., Obstetrics: Cesarean delivery rate and post-delivery complication rate)
to hospital throughput data (e.g. number of cases, ALOS, etc.).” This data, once collected, can
then be used in a variety of ways at the discretion of the provider, e.g., as the foundation of a
consumer marketing plan, or to obtain additional and/or more favorable Health Maintenance
Organization (HMO) contracts.”

44 Ibid, p. 60.

45 “How Can We Make More Progress In Measuring Physician’s Performance to Improve The Value of Care” By Thomas P. Miller et al.,
Health Affairs, Vol. 28, No. 5, September/October 2009, p. 1431.

46  “Financial and Clinical Benchmarking: The Strategic Use of Data” Healthcare Financial Management Association, HCIA, Inc.,
Westchester, Illinois: Healthcare Financial Management Association, 1997, p. 47.

47  Ibid.

48  “Benefits of Joint Commission Accreditation” The Joint Commission, August 21, 2014, http://www.jointcommission.org/accreditation/
accreditation_main.aspx (Accessed 3/12/15); “2009 Programs and Initiatives Case Statement” National Committee for Quality Assurance,
April 2009, http://www.ncqa.org/Portals/0/Sponsor/2009_Case_Statement.pdf (Accessed 2/10/10); “Laboratory Accreditation Program”
College of American Pathologists, 2015, http://www.cap.org/web/home/lab/accreditation/laboratory-accreditation-program?_afrLoop=
76371699054611#%40%3F _afrLoop%3D76371699054611%?26_adf.ctrl-state%3Dprnp8fobd_109 (Accessed 3/20/15); “All About OSHA”
Occupational Safety and Health Administration, U.S. Department of Labor, 2014, https://www.osha.gov/Publications/all_about_OSHA.pdf
(Accessed 3/20/15).

49  “Financial and Clinical Benchmarking: The Strategic Use of Data” Healthcare Financial Management Association, HCIA, Inc.,
Westchester, Illinois: Healthcare Financial Management Association, 1997, p. 49.

50 Ibid, p. 49-50.

63



Adviser's Guide to Healthcare

Service quality indicators measure patient satisfaction regarding the healthcare services they
have received from providers.” While this may seem to be the most direct method to gauge
performance and the success of an organization’s customer service goals, results from patient
survey should be weighed against the variability of the respondent’s perceptions of quality. In
addition, surveys, particularly voluntary surveys, are prone to selection bias, as those patients
who perceive the service to be out of conformance with their expectations may, at an increased
rate, complete surveys, thereby skewing the survey results. The comparison of quality data
across organization may also be plagued by the lack of standardization with regard to quality
metrics. These issues may be mitigated as value based reimbursement continues to grow in
popularity and as third party payors seek a legitimate, objective, and comparable measure of
patient satisfaction. While regular assessment of patient satisfaction may be useful to the
management of a healthcare enterprise in improving long-term quality outcomes, it is often
impractical as a short-term or immediate outcome measure due to the delay between the
collection of the survey data and implementation of the desired changes.”

Clinical Quality Indicators can be grouped in to three general classifications:

(1) Generic indicators, e.g., morbidity and mortality or readmission, which are measures
based on a rate of occurrence within the patient population;

(2) Disease-specific indicators, which are used to classify patients with regard to either a
specific diagnosis or procedure (with varying degrees of specificity), e.g., the number of
patients undergoing an elective surgery; and

(3) Functional indicators, which are outcomes used as a proxy for patient quality of life or
overall population health and may include, for example, patient functional performance
following a procedure.™

The measurement of output quality through clinical quality indicators is accomplished through
the determination of whether the applicable quality standard was met in the provision of the
clinical care or treatment.”* With the advent of healthcare reform and accountable care, the
continued ability of healthcare enterprises to generate revenue going forward will be increasingly
tied to the healthcare enterprises ability to collect, report, and achieve minimum standards related
to the clinical and quality measures discussed above.

Ratio Analysis

An illustration of the various aspects of operational performance and financial condition for a
subject enterprise can be derived from a financial ratio analysis. These ratios are evaluated in
terms of their comparison to generally established industry and industry subsector norms, for
example, a current ratio (as described below) of below 1.0 for an enterprise might suggest that
the enterprise may have inadequate resources to meet current obligations; however, facts and
circumstances particular to the industry, which may obviate a rule of thumb, should also be

51 Ibid, p. 50.

52 Ibid, p. 50.

53  “Financial and Clinical Benchmarking: The Strategic Use of Data” Healthcare Financial Management Association, HCIA, Inc.,
Westchester, Illinois: Healthcare Financial Management Association, 1997, p. 57.

54  “The Guide to Benchmarking in Healthcare: Practical Lessons from the field”, by Arthur G. Tweet and Karol Gavin-Marciano, Quality
Resources, 1998, p. 25.
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considered, necessitating a comparison to ratios derived from survey data of comparable industry
sub-sector participants.

Common types of financial indicators that are measured by ratio analysis include:

(1) Liquidity ratios, which measure the ability of an organization to meet cash obligations as
they become due, i.e., to support operational goals. Ratios above the industry mean
generally indicate that the organization is in an advantageous position to better support
immediate goals.

(2) The current ratio, which quantifies the relationship between current assets and current
liabilities, is an indicator of an organization’s ability to meet short-term obligations.
Managers use this measure to determine how quickly assets are converted into cash.

(3) Activity ratios, also called efficiency ratios, indicate how efficiently the organization
utilizes its resources or assets, including cash, accounts receivable, salaries, inventory,
property, plant, and equipment. Lower ratios may indicate an inefficient use of resources
and assets.

(4) Leverage ratios, measured as the ratio of long-term debt to net fixed assets, are used to
illustrate the proportion of funds or capital provided by shareholders (owners) and
creditors to aid analysts in assessing the appropriateness of an organization’s current level
of debt. When this ratio falls equal to or below the industry norm, the organization is
typically not considered to be at significant risk.

(85) Profitability, which indicates the overall net effect of managerial efficiency of the
enterprise. To determine the profitability of the enterprise for benchmarking purposes, the
analyst should first review and make adjustments to the owner(s) compensation, if
appropriate. Adjustments for the market value of the replacement cost of the professional
services provided by the owner are particularly important in the valuation of professional
medical practices for the purpose of arriving at an economic level of profit.

Figure 2-1: Commonly Utilized Financial Ratios, below, displays some of the commonly utilized
ratios in each of the above categories:

Figure 2-1: Commonly Utilized Financial Ratios

Commonly Utilized Financial Ratios

Ratio Formula

Profitability Ratios

. . . Operating Profit
Operating Profit Margin _

Net Revenue

. EBITDA
EBITDA Margin

Net Revenue

Liquidity Ratios

. Total Current Assets
Current Ratio

Total Current Liabilities
. . Working Capital
Working Capital to Revenue e TP
Net Revenue
Working Capital — Current Portion of Interest Bearing Debt
Net Revenue

Working Capital (excluding current portion of Interest Bearing Debt) to Revenue

(continued)
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Activity Ratios

Accounts Receivable

Days in Accounts Receivable Net Revenue
365

. P rty and Equi t (net
Net Property & Equipment to Net Revenue Property and Bquipment (net)

Net Revenue

Net Revenue

Total Asset Turnover Total Assets

Leverage Ratios

. Total Liabilities
Debt Ratio —_

Total Assets

Interest Bearing Debt

Interest Bearing Debt to Book Value of Total Capitalization (Intorest Bearing Debt+ Net Worth/Equity)

Interest Bearing Debt
(Interest Bearing Debt + Market Value of Equity)

Interest Bearing Debt to Market Value of Total Capitalization

The advisor should be aware that the above listed financial ratios are an illustrative subset of the
possible financial indicators that may be employed by an enterprise and not an exhaustive list of
those available. The selection of the appropriate ratio(s) for a particular enterprise to consider
will be largely driven by the facts and circumstances specific to the operation of the subject
enterprise, e.g., a key metric within the health insurance industry sub-sector is the medical loss
ratio,” which is not likely to be applicable in other industry sub-sectors. The fullest, most robust,
picture of the subject enterprise’s financial performance and economic status in comparison with
its industry subsector can be most effectively achieved through the inclusion of as many
industry-specific benchmarking metrics as are available.

Of concern in developing a financial ratio analysis is the homogeneity of the available
benchmarking data sample. Intra-organizational data from mature enterprises typically prove to
be less variable across longer time horizons. However, the introduction of data from external
enterprises for comparison purposes tends to introduce increased variability in the selected
metrics through idiosyncratic measurement methodologies and procedures by different
organizations. The use of a standard chart of accounts for a subject enterprise, or the recasting of
the subject enterprise’s historical financial data into an industry standard format that conforms
with the organization of the selected benchmark sample data, can effectively mitigate these
comparison issues and allow for an appropriate comparison of the subject enterprise’s operating
performance and financial status to industry normative survey data.

For the purposes of benchmarking, healthcare industry normative survey data of this type may
be obtained from several sources, both publicly available and proprietary, enabling the adviser to
compare detailed financial, operational, and clinical performance data to similar data collected
from the subject enterprise’s peers. Within the ever-changing healthcare environment, it is
important to ensure that the selected survey data is as current as possible, and it should be noted
that delays of a year or more in the publication of survey data are not uncommon. In the
healthcare industry’s rapidly changing reimbursement and regulatory environment, where year-

55 The Medical Loss Ratio is the relationship of medical insurance premiums paid out for claims. “Dictionary of Health Insurance and
Managed Care” Edited by David Edward Marcinko and Hope Rachel Hetico, Springer Publishing Company, New York, 2006, p. 181.
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to-year change may be significant and material, mismatching data from different years due to the
delay in availability may result in shortcomings as to the efficacy and validity of the benchmark
analysis and the valuation process.

ECONOMIC BENCHMARKING

Generally, market forces can be understood by utilizing a research technique referred to as
economic benchmarking. More specifically, economic benchmarking is the comparison of
business operation efficiency based on economic principles, or how operating efficiencies are
impacted by the characteristics, or changes in the characteristics, of a particular market.”® An
economic benchmarking analysis can be utilized to:

(1) improve the average performance of a given entity within the marketplace;
(2) improve the performance of poorly-performing organizations; or
(3) reduce the gaps in performance between organizations.”’

To some degree, the patient base and earnings of a healthcare enterprise are correlated with the
demographic make up of the area in which the enterprise operates. For example, high population
growth and turnover rates within the market service area for an enterprise may act in the short
run to increase demand for the services provided by the enterprise; however, over the medium to
long term the demographic makeup of the market service area may be perceived as attractive to
new competitive market entrant medical practices.™ The entrance of new competitors in a market
place will tend, all other relevant factors remaining constant, to apply downward pressure on
profit margins in response to supply and demand forces.

One particular demographic which may be relevant to healthcare enterprises in assessing
utilization demand for certain medical specialties and sub-specialties is the age distribution of a
given market services area’s (MSA) potential patient population. The general trend, driven by
the aging population of baby boomers, is toward increased demand for certain medical
specialties, e.g., practitioners of cardiology, geriatric medicine, ophthalmology, and orthopedics.
In contrast, a specific market service area that may be trending toward a younger population base
will typically be more reliant on, and therefore raise the demand for, practitioners of pediatrics,
obstetrics, family medicine, and neonatology.

Economic benchmarking is generally utilized to provide basic information as to where a given
enterprise stands with regard to its effectiveness and/or efficiency within the competitive market
service area in which it operates.” This information provides a foundation for further subject
entity-specific analysis for the purpose of benchmarking the subject entity’s relative riskiness as
related to: (1) operational and clinical performance; (2) financial status; (3) efficiency; and
(4) function in the marketplace.

56  “Economic Benchmarking and its Applications”, by Virendra Ajodhia, Konstantin Petrov, and Gian Carlo Scarsi, KEMA Consultants, p. 1.

57  “In Search of a Benchmarking Theory for the Public Sector”, G. Jan van Helden and Sandra Tillema, Financial Accountability &
Management, Vol. 21, No. 3 (August 2005), p. 341.

58  “Research for Valuations: The Theory and Practice of Industry Data Gathering”, by Anne P. Sharamitaro, NACVA, January 26, 2007, p. 29.

59  “In Search of a Benchmarking Theory for the Public Sector”, by Jan van Helden and Sandra Tillema, Financial Accountability &
Management, Vol. 2 No. 3 (August 2005), p. 339.
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ECONOMIC BENCHMARKING INDICATORS AND SOURCES

There are a variety of national, regional, and local sources that provide some of the more
common economic indicators, including: (1) unemployment; (2) labor statistics; (3) inflation;
(4) new housing starts; (5) household income; (6) inflation rates; (7) interest rates; (8) Gross
National Product (GNP); (9) the Composite Index of Leading Economic Indicators; (10) return
rates for government securities; and (11) financial market data and indexes, among others.

ASSESSING RISK THROUGH THE 4 PILLARS

The culmination of the benchmarking process is the development of a risk assessment of the
subject entity informed by the internal, external, and economic benchmark analyses described
above. In developing the assessment of risk, the valuation analyst should also consider the
subject entity’s operation within the context of the four pillars, ie., (1) regulations;
(2) reimbursement; (3) competition; and (4) technology, as discussed below.

Regulatory Risk

Perhaps arising from dual trends of increasing corporatization of healthcare provision on one
hand and the rapid expansion of government financing of the U.S. healthcare delivery system on
the other, the regulatory environment in which healthcare enterprises and providers operate has
become significantly more complex and intense in its scrutiny. Severe penalties, both civil and
criminal, exist related to health care enterprises and their management, who enter into
transactions and arrangements that may subsequently be found to be legally impermissible. With
the passage of the 2010 Patient Protection and Affordable Care Act (ACA, also known as
Obamacare), the government has adopted a cost reduction policy that seeks to eliminate fraud
and abuse to help finance the reform initiative. Providers are facing increasing scrutiny regarding
compliance with healthcare regulations and the strict prosecution of any fraud and abuse
violations. Despite the June 2012 U.S. Supreme Court decision upholding the constitutionality of
the ACA and the related implementation of the act, issues related to the regulation of healthcare
enterprises, assets, and services on both federal and state levels are yet to be resolved. The
sweeping nature of the ACA will continue to drive ongoing changes in the structure, operation,
and financing of many healthcare provider enterprises.

The future performance of a healthcare entity is diminished as the level of uncertainty related to
healthcare business and capital structures; operations; and current marketing plans increases in
response to the evolving regulatory environment. The increasing level of uncertainty may result
in an increased the perception of risk regarding the ability of a healthcare entity to continue to
generate a projected flow of economic benefit. The adviser may assist the healthcare enterprise
by mitigating the risk related to regulatory uncertainty by providing timely analysis and
assistance in monitoring shifts in the regulatory environment.
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Reimbursement Risk

A significant source of revenue for a healthcare entity is Medicare reimbursement. Annual
changes in Medicare reimbursement policies can significantly affect the perceived level of risk
related to the forecasted financial performance of a healthcare enterprise. With Medicare’s
conversion to a prospective payment system (PPS), the projection of payment for services was
provided a relative certainty. Further, commercial payors typically indexing their payments for
services rendered to the rate established by the Medicare PPS similarly provided a level of
certainty in the commercial market. While Congress changes Medicare reimbursement rates on
an annual basis, this constitutes, to some degree, a predictable change, which does not act to
increase the perception of uncertainty. However, the opportunity for Congressional action
regarding reimbursement does raise the specter of the potential for a change of position on
healthcare reimbursement. Recent rumblings regarding the possibility of a permanent doc fix
leaves lingering uncertainty regarding the eventual path of future healthcare reimbursement. This
uncertainty regarding reimbursement under the prospective payment systems is only
compounded by the unease associated with the accelerating shift from fee for service payments
to VBR.

The adviser can assist in mitigating the uncertainty related to reimbursement for a healthcare
enterprise by monitoring developments within the reimbursement environment and providing
timely information to decision makers.

Competitive Risk

In recent years, consumer-driven healthcare has increased due to the shift away from defined
benefits to defined contributions of premium coverage plans. This shift has placed more of the
burden of premium payment directly on the insured patients. As a result, economic pressures
from this new paradigm have incentivized greater direct-to-consumer advertising by both
medical providers and pharmaceutical companies.”” Competition within the healthcare industry is
also complicated by those unique characteristics of the healthcare industry that hinder the
traditional notion of economic behavior. For example, because the relationship between price
and quality of care is generally defined by payors rather than the direct consumers, information
asymmetries lead to patients who are less equipped to make informed healthcare purchase
decisions in comparison to consumers in other non-healthcare related markets. Also, the indirect
application of price to consumers may lead to excess utilization of non-essential services, as the
relatively fixed price (i.e., premium plus any co-pays or deductibles) paid by the consumer fails
to efficiently ration the healthcare resources.

Despite these anomalies in the healthcare marketplace, the competition among healthcare entities
can become intense as these entities endeavor to add new services or expand to new markets.
The development of ACOs may lead to a reduction the totally number of competitors in a given
market and may serve the purpose of consolidating the fractious healthcare industry.

60  “The Cost of Pushing Pills: A New Estimate of Pharmaceutical Promotion Expenditures in the United States” By Marc-Andre Gagnon and
Joel Lexchin, Public Library of Science, Vol. 5, No. 1, January 2008, p. 0029.
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The adviser should carefully review the competitive environment within the specific MSA in
which the healthcare enterprise operates to assist the enterprise in determining the likelihood of
changes to the firms comprising the competitor base of the enterprise.

Technological Risk

The increased emphasis on advancements and utilization of new technologies is emblematic of
the current era of healthcare reform, with change constantly on the horizon. The style of
medicine practiced in the U.S. exhibits an intensive technological focus which is unparalleled
elsewhere. U.S. society generally favors the application by providers of ever more advanced
medical technologies and the drive to technological advancement is often perceived as a source
of professional prestige among providers. The future direction of patient care services will
undoubtedly be shaped by these technological advancements in the clinical treatment of patients,
as well as, by a reimbursement environment that rewards providers based on quality over
quantity.

The continual turnover in technology required within the healthcare industry lends predictability
to the level of technological change in that, while not specific with respect to the type of new
technology, it is constant in its effect on the delivery of healthcare services. The additional risk
for healthcare entities is not only the change in technology (which may render some providers
obsolete) within the industry, but it is also in the inability to foresee the arrival of new
technologies for a subject entity’s specific services, as well as the unanticipated demand for
capital to fund their acquisition, implementation, and operation of cutting edge technologies.
The old adage, “No Bucks, No Buck Rogers,” is particularly pertinent to this capital adequacy
risk factor. Accordingly, the valuation analyst should be aware of the technological trends within
the particular industry sector and sub-sector, as well as the particular specialty and sub-specialty
of the subject entity.

SOURCES OF BENCHMARKING DATA

Healthcare industry survey benchmarking data may be obtained from several publicly available
sources; this data enables an analyst to compare the financial, operational, and clinical
performance data for a particular healthcare entity to peer group (industry-specific) data. The
most current possible survey data should always be utilized, but it should be noted that survey
data publication delays of a year or more are not uncommon. In the rapidly changing healthcare
reimbursement and regulatory environment, there are often significant annual changes, so
utilizing data from different years due to publication delays may affect the efficacy and
applicability of the analysis.

There exists a wide variety of national and regional sources of published data available for the
comparison of the financial, clinical, economic, and operational performance of healthcare
enterprises with the historical performance of industry peers. The surveys presented in the next
few sections represent some of the more widely known and generally accepted sources in the
industry.
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BENCHMARKING SURVEYS WITH COMPENSATION AND
EXPENSE DATA

See tables 2-1 and 2-2 to identify several criteria provided in the various compensation and
production surveys described in this section.

Table 2-1: Types of Compensation and Production Survey Criteria

AMA""t AMGA"t MGMA*t NSCHBCt SCAt ZABKAt
Types of Revenue Data
Accounts Receivable X X
Collections X X X X X
Compensation X X X X X X
Gross Charges X X X X
Compensation Criteria
Demographic Classification X X
Employment Status X X
Gender X
Geographic Section X X X X X
Group Type X X X X
Hours Worked per Week X
Medical Specialty X X X X X X
Method of Compensation X X
Percent of Capitation Revenue X
Size of Practice X X X X
Weeks Worked per Year X
Years in Specialty X
Gross Charges Criteria
Employment Status X
Gender X
Geographic Section X X X X
Group Type X X
Hours Worked per Week X X
Medical Specialty X X X X X X
Method of Compensation X
Percent of Capitation Revenue X
Size of Practice X X
Weeks Worked per Year X X
Years in Specialty X

* Survey includes cost data.

** Survey includes expense data.

7 AMA: American Medical Association; AMGA: American Medical Group Association; MGMA: Medical Group Management Association; NSCHBC:
National Society of Certified Healthcare Business Consultants [formerly known as National Association of Healthcare Consultants (NAHC)]; SCA:
Sullivan, Cotter and Associates, Inc.; ZABKA: John R. Zabka Associates, Inc.
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Table 2-2: Criteria of Surveys Including Cost and Expense Benchmarking Data

AMA""t AMGA"t MGMA"t NSCHBCt

Types of Expense Data

Accounting

Administrative Costs

ol el ke

Advertising

Automobile

Business Professional Fees

Dues and Education

Equipment

ik

Insurance X

Laboratory

Occupancy Costs

Other Expenses

Professional Promotion

Staffing Costs

ol kol ol Bl bl kel Esl B

1l el bl

Supplies

Taxes

ol Bl bl Eal el kel ko Bl ol el Bl Kol Kl Kl Ko

Telephone

Staffing Criteria

Administrative Support

Clinical Laboratory

Ll

Housekeeping, Maintenance, Security

Information Technology

Licensed Practical Nurses

Sl bl

Medical Assistants, Nurses Aides

Other Medical Support X

Radiology and Imaging

ol il bl el ksl el Bl ks

o

Registered Nurses

Retirement X X

Utilization Data

Total Relative Value Units

> [

Work Relative Value Units X

* Survey includes cost data.

** Survey includes expense data.

T AMA: American Medical Association;, AMGA: American Medical Group Association; MGMA: Medical Group Management Association; NSCHBC':
National Society of Certified Healthcare Business Consultants [formerly known as National Association of Healthcare Consultants (NAHC)].

American Medical Association (AMA) Surveys

The American Medical Association (AMA) maintains the most comprehensive database of
information on physicians in the United States, with information on more than 1.4 million
physicians, residents, and medical students in the U.S., including 411,000 graduates of foreign
medical schools residing and lawfully practicing in the U.S.°" Started in 1906, the AMA
Physician Masterfile, which contains information on physician education, training, and
professional certification information, is updated through the collection and validation efforts of
AMA Division of Survey and Data Resources.”” The following AMA surveys publish data
related to the demographics of the U.S. physician workforce:

61 “AMA Physician Masterfile” American Medical Association, 2015, http://www.ama-assn.org/ama/pub/about-ama/physician-data-
resources/physician-masterfile. (Accessed 3/20/15).
62 Ibid.
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(a) Physician Characteristics and Distribution in the U.S. is an annual survey based
on a variety of demographic information from the Physician Masterfile dating
back to 1963. It includes detailed information regarding trends, distribution, and
professional and individual characteristics of the physician workforce.”’

(b) Physician Socioeconomic Statistics, published from 2000 to 2003, was a result of
the merger between two AMA annuals: Socioeconomic Characteristics of
Medical Practice and Physician Marketplace Statistics.®* Data was compiled from
a random sampling of physicians from the Physician Masterfile into what is
known as the Socioeconomic Monitoring System, which includes physician age
profiles, practice statistics, utilization, physician fees, professional expenses,
physician compensation, revenue distribution by payor, and managed care
contracts, among other categories.65

Group Practice Associations Compensation and Production Surveys

The AMGA, formerly known as the American Group Practice Association, has conducted the
Medical Group Compensation and Financial Survey (known as the Medical Group
Compensation and Productivity Survey until 2004) for twenty-two years. This annual survey is
co-sponsored by Sullivan, Cotter, and Associates, Inc., which is responsible for the independent
collection and compilation of survey data.®® Compensation and production data are summarized
by capitation level, geographic region, and specialty grouping.®’

The Medical Group Management Association’s (MGMA) Physician Compensation and
Production Survey is one of the largest in the United States with approximately 4,100 group
practices responding as of the 2014 edition.”® Data is provided on compensation and production
for over 100 specialties.

Medical Practice Expense Surveys

MGMA'’s Cost Survey is one of the most well-known surveys of group practice income and
expense data, having been published in some form or other since 1955. It obtained more than
2,400 respondents combined for the 2013 surveys: Cost Survey for Single Specialty Practices
and Cost Survey for Multispecialty Practices.” Data is provided for a detailed listing of expense
categories and is also calculated as a percentage of revenue and per full-time equivalent (FTE)
physician, FTE provider, patient, square foot, and RVU.” The survey provides information on
multispecialty practices by performance ranking, geographic region, legal organization, size of

63  “Physician Characteristics and Distribution in the U.S.: 2008 Edition” By Derek R. Smart and Jayme Sellers, American Medical
Association, 2008, p. iii-iv.

64  “Physician Socioeconomic Statistics: Profiles for Detailed Specialties, Selected States, and Practice Arrangements” By John D. Wassenaar
and Sara L. Thran, 2003 Edition, American Medical Association, 2003, p. 1.

65 Ibid.

66 “2014 Medical Group Compensation and Financial Survey: 2014 Report Based on 2013 Data” American Medical Group Association and
Sullivan, Cotter and Associates, Inc., Alexandria, VA. 2014, p. 1.

67 Ibid, p. 1, 3.

68  “Physician Compensation and Production Survey: 2014 Report Based on 2013 Data” Medical Group Management Association, 2014,
p. 219.

69  “Cost Survey for Multispecialty Practices: 2013 Report Based on 2012 Data” Medical Group Management Association, 2013, p.ix;
“Cost Survey for Singlespecialty Practices: 2013 Report Based on 2012 Data” Medical Group Management Association, 2012, p. 16-25;

70  “Cost Survey for Multispecialty Practices: 2013 Report Based on 2012 Data” Medical Group Management Association, 2012, p. 16-25;
“Cost Survey for Singlespecialty Practices: 2013 Report Based on 2012 Data” Medical Group Management Association, 2012, p. 16-25;
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practice, and percent of capitated revenue.”' Detailed income and expense data is provided for
single specialty practice in more than fifty different specialties and subspecialties.”

The Medical Group Financial Operations Survey was created through a partnership between
RSM McGladrey and the AMGA and provides benchmark data on support staff and physician
salaries, physician salaries, staffing profiles and benefits, and other financial indicators.”” Data is
reported as a percent of managed care revenues, per FTE physician and per square foot and is
subdivided by specialty mix, capitation level, and geographic region with detailed summaries of
single specialty practices in several specialties.™

Statistics: Medical and Dental Income and Expense Averages is an annual survey produced by
the National Society of Certified Healthcare Business Consultants (NSCHBC), formerly known
as the National Association of Healthcare Consultants (NAHC), and the Academy of Dental
CPAs. It has been published annually for a number of years and the 2014 Report Based on 2013
Data included detailed income and expense data from more than 2,800 practices and 5,800
physicians in sixty specialties.”

BENCHMARKING SURVEYS BY CRITERIA

Table 2-3 illustrates a variety of available financial benchmarking data. Each category of data
(for example, revenue, expense, and utilization) is further divided into subcategories for a more
in-depth look into potential benchmarking metrics by criteria.

Table 2-3: Various Financial Benchmarking Criteria

AMA""1 AMGA"t MGMA™t NSCHBC*

Collections Criteria

Adjusted Fee for Service Collection (%)

X<

Fee for Service Collection (%)

Accounting Criteria

Accounts Receivable

Assets

Current Assets

Current Liabilities

Liabilities

kol Bl ol Bl kel e

Working Capital

Dues and Education Criteria

Conventions or Seminars X

Dues or Journals X

Insurance Criteria

Business X

Malpractice X X X

71  “Cost Survey for Multispecialty Practices: 2013 Report Based on 2012 Data” Medical Group Management Association, 2012, p. 16-25;

72 “Cost Survey for Singlespecialty Practices: 2013 Report Based on 2012 Data” Medical Group Management Association, 2012, p. 16-25;

73 2002 Medical Group Financial Operations Survey: 2002 Report Based on 2001 Data” American Medical Group Association and RSM
McGladrey: Inc., Alexandria, VA, 2002, p. 3.

74 Ibid, p. 3, 5.

75  “Practice Statistics” National Society of Certified Healthcare Business Consultants, http://www.nschbc.org/statistics/ (Accessed 3/27/15).
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AMA""1

AMGA"t MGMA™t NSCHBC*

Occupancy Cost Criteria

Building Depreciation

Building Interest

Janitorial

Rent

Utilities

1l il ke

Supplies Criteria

Clerical

Clinical

=
> [

Taxes Criteria

Income

Payroll

Other

Total Relative Value Unit (RVU) Criteria

Group Type

Hospital Ownership

Percent of Capitation Revenue

Physician Compensation per Total RVU

Physician Compensation per Total RVU by Group Type

ol Bl kel bl e

Work Relative Value Unit (WRVU) Criteria

Group Type

Hospital Ownership

Percent of Capitation Revenue

Physician Compensation per Physician wRVU

Physician Compensation per Physician wRVU by Group Type

ol tal el bl kol

* Survey includes cost data.
** Survey includes expense data.

7 AMA: American Medical Association;, AMGA: American Medical Group Association; MGMA: Medical Group Management Association; NSCHBC:
National Society of Certified Healthcare Business Consultants [formerly known as National Association of Healthcare Consultants (NAHC)].

BENCHMARKING DATA SOURCES FOR HEALTH SERVICE

SECTOR ENTITIES

Several sources of available data for the various entities in the healthcare industry exist. See
tables 2-4, 2-5, 2-6, and 2-7 for some representative samples of generally accepted
compensation, transaction surveys, and resources for differing healthcare organizations and

enterprises.

Table 2-4: Healthcare Support Service Businesses

Survey Title Publisher Frequency | URL
HEALTH INSURERS

I.nsure.r Ratings apd AM Best Co Annual http://www.ambest.com/sales/default.asp

Financial Information
. Medical Economics
HMO/PPO Directory Publishine Annual www.greyhouse.com/hmo_ppo.htm
HMO-PPO/Medicare- . . .
Medicaid Digest Aventis Pharmaceuticals Annual www.managedcaredigest.com
Market Overviews HealthLeaders-Interstudy Various hitp ://home.healthleaders-.mterstudy.com/
Market-Overviews
PULSE The Sherlock Company Weekly http://www.sherlockco.com/pulse.shtml

(continued)
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Survey Title Publisher Frequency | URL
BILLING
COMPANIES
Medical Coding Salary American Association of https://www.aapc.com/resources/research/
Survey / Healthcare . Annual . .
Professional Coders medical-coding-salary-survey/
Salary Survey
CONSULTANTS
Compensation Metrics Kennedy Consulting A | http://www kennedyinfo.com/consulting/research/
in US Consulting Research & Advisory fnua operatingmetrics/comp-2014?C=xwJm406sUblxkfbw
Various Healthcare . . http://www.pwc.com/gx/en/healthcare/
Industry Publications PriceWaterhouseCoopers Various publications/index.jhtml
Health & Life . . http://www.oliverwyman.com/insights/
Sciences Insights Oliver Wyman Various health-life-sciences.html
Insight Milliman Various http://us.milliman.com/insight/healthcare/

Table 2-5: Select Surveys Containing Healthcare E

ntity Transaction Data

Name of Survey

Source (Name of
Association/Publisher)

Website

Levin Associates

www.levinassociates.com

The Health Care M&A Report
Pratts Stats BVR http://bvmarketdata.com/
Bizcomps BVR http://bvmarketdata.com/
Goodwill Registry Health Care Group www.the}}ealthgaregroup.com/
c-5-goodwill-registry-online.aspx

Mergerstat Review

FactSet Mergerstat, LLC

https://www.mergerstat.com/newsite/bookstore.asp

www.vswebapp.com/

BVDataWorld Database ValuSource
Done Deals NVST, Inc. www.donedeals.com
http://thomsonreuters.com/en/products-
SDC Platinum Thomson Reuters services/financial/investment-banking-

and-advisory/sdc-platinum.html

Table 2-6: Select Surveys for Hospitals, Health Systems, and Physician Organizations

Survey Title Publisher Frequency | Website
HOSPITALS
American Annual,
AHA Hospital Statistics Hospital more than http://www.ahadatawewer.gorp/book-cd—
- sixty years products/ AHA-Statistics/
Association
of data
The Almanac of.Hosplt.al Financial and Optum 360 Annual https://www.optumcoding.com/Product/43409/
Operating Indicators
é\I a'[tlongl Annual,
The National Hospital Discharge Survey glezfthor began in http://www.cdc.gov/nchs/nhds/about_nhds.htm
Statistics 1965
AMBULATORY SURGERY
CENTERS (ASCs)
Ambulatory . L
ASCA Benchmarking Surgery Center Annual http.//Www.ascas§0c1at10n.org/resourlcecenter/
_ benchmarking/ascabenchmarking
Association
Intellimarker ASC Benchmarking Study VMG Health Annual http://vmghealth.com/publications/intellimarker/
DIAGNOSTIC IMAGING CENTER
Risk
Annual Statement Studies Management Annual http://www.rmahq.org/home
Association
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Survey Title Publisher Frequency | Website
COSMETIC AND AESTHETIC
MEDICINE CENTER
American
Plastic Surgery Procedural Statistics Society of Annual http://www.p lasticsurgg ry.org/news/
Plastic plastic-surgery-statistics.html
Surgeons
HOME HEALTH CARE
U.S. Centers http://www.cms.gov/R h-Statistics-Data-
Healthcare Cost Report Information System for Medicare p: OIS BOVARESCArc-STalISues-Lata
Data Set - Home Health Agency and Medicaid Annual and-Sy.stems/Downloadable-Publlc-Use—
. Files/Cost-Reports/HHA html
Services
Irregular,
National last .
Basic Statistics About Home Care Association for updated hitp ://www.nahc.org/advocacy-p olicy/
home-care-hospice-facts-stats/
Home Care November
2010
LONG-TERM CARE
Hospital and
Nursing Home Salary and Benefits Report Healthcarfe Annual http://www.hhcsinc.com/hcsreports.htm
Compensation
Service
PHYSICIAN GROUP PRACTICES
(MULTI- AND SINGLE-SPECIALTY)
http://www.mgma.com/industry-data/
Cost Survey for Single-Specialty Practices MGMA Annual survey-reports/mgma-surveys-cost-
revenue-and-staffing-surveys
http://www.mgma.com/industry-data/survey-
Cost Survey for Multispecialty Practices MGMA Annual reports/mgma-surveys-cost-revenue-and-
staffing-surveys
Medical Group Compensation and Mé?irirclzflg}ir;up Annual https://www.amga.org/store/detail.aspx?
Financial Survey Association id=COMPSRV_2014

Table 2-7: Select Surveys for Other Allied Health Providers

Survey Title Publisher Frequency URL
DENTISTRY
Statistics: Medical and NathHr:ghiOeret}éﬁfii::lﬁed
Dental Income and care Business Annual http://www.nschbc.org/statistics/
Expense Averages Consultants, and the
P g Academy of Dental CPAs
CHIROPRACTIC
Statistics: Medical and NatloHna;lliozlret}l;i)lfiizrtlﬁed
Dental Income and calthcare BusIness Annual http://www.nschbc.org/statistics/
Expense Averages Consultants, and the
P & Academy of Dental CPAs
OPTOMETRY
Caring for the Eyes of American Optometric L hitp://www.aoa.org/op tomgtrlsts/toqls-and-
. . Biennial resources/research-and-information-
America Association
center/survey-reports?sso=y
. . http://www.aoa.org/optometrists/tools-and-
. . American Optometric . .
Clinical Practice Survey . Annual resources/research-and-information-
Association
center/survey-reports?sso=y

(continued)
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Survey Title Publisher Frequency URL
PSYCHOLOGY
National Association of National Association of
Psychiatric Health Systems Psychiatric of Psychiatric Annual https://www.naphs.org/resources/home.aspx
(NAPHS) Annual Survey Health Systems
Statistics: Medical and NatloHnalltiomet}llgof.Certlﬁed
Dental Income and cafthcare Business Annual http://www.nschbc.org/statistics/
Expense Averages Consultants, and the
P g Academy of Dental CPAs
PHYSICAL THERAPY
APTA Evidence and American Phy§ 1§a1 Therapy — http://www.apta.org/EvidenceResearch/
Research Association
Statistics: Medical and NatloHna;lliozlret}éi)lfiiemﬁed
Dental Income and cafthcare BusIness Annual http://www.nschbc.org/statistics/
E A Consultants, and the
XPENSE AVErages Academy of Dental CPAs

SOURCES OF PHYSICIAN COMPENSATION DATA

Table 2-8 lists generally accepted industry sources for physician compensation data (including
clinical and on-call compensation).

Table 2-8: Physician Compensation Surveys

Name of Survey

Source (Name of
Association/Publisher)

Website

All Health Care Salary Survey

Abbott, Langer
Association

www.abbott-langer.com/index.cfm?title=
All-Health-Care-Salary-Survey&fuseaction=

SRSurveys.Salary-Survey& SurveylD=6&
participate=0&JF=N&AL=N&Countryld=193

Assisted Living and Long-Term Care
Salary Survey

Abbott, Langer
Association

http://salary-surveys.erieri.com/
?fuseaction=SRSurveys.Salary-
Survey&SurveylD=24294&Countryld=193

Health Care Providers Salary Survey

Abbott, Langer
Association

http://salary-surveys.erieri.com
/?fuseaction=SRSurveys.Salary-
Survey&SurveylD=24281&Countryld=193

Hospitals Salary Survey

Abbott, Langer
Association

http://salary-surveys.erieri.com/
?fuseaction=SRSurveys.Salary-
Survey&SurveylD=160&Countryld=193

Laboratory Services Salary Survey

Abbott, Langer
Association

http://salary-surveys.erieri.com/
?fuseaction=SRSurveys.Salary-
Survey&SurveylD=24280& Countryld=193

Medical Research Salary Survey

Abbott, Langer
Association

http://salary-surveys.erieri.com/?
fuseaction=SRSurveys.Salary-
Survey&SurveylD=60& Countryld=193

Mental Health Services Salary Survey

Abbott, Langer
Association

http://salary-
surveys.erieri.com/?fuseaction=SRSurveys.Salary-
Survey&SurveylD=24286&Countryld=193

Medical Group Compensation and
Financial Survey

American Medical Group
Association

https://ecommerce.amga.org/iMISpublic/Core/
Orders/product.aspx?catid=3&prodid=1489

Medicare Provider Utilization and
Payment Data: Physician and
Other Supplier

Centers for Medicare &
Medicaid Services

Data.CMS.Gov

National Emergency Medicine Salary
Survey: Clinical Results

Daniel Stern &
Associates

http://www.danielstern.com/
compensation-surveys/

ASC Employee Salary and
Benefits Survey

Federated Ambulatory
Surgery Association

https://members.ascassociation.org/eweb/Dynamic
Page.aspx?Site=ASC&WebKey=e¢1b0a66d-f0d3-
4894-a342-77d419ae716b

Physician Compensation Report

Hay Group

www.haygrouppaynet.com.
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Name of Survey

Source (Name of
Association/Publisher)

Website

Hospital Salary and Benefits Report

Hospital & Healthcare
Compensation Service;
John R. Zabka
Associates, Inc.

www.hhcsinc.com/hesreports.htm

Physician Salary Survey Report

Hospital & Healthcare
Compensation Service;
John R. Zabka
Associates, Inc.

www.hhcsinc.com/hesreports.htm

Physician Compensation and
Production Survey

Medical Group
Management Association
(MGMA)

wwwS5.mgma.com/ecom/Default.aspx?
tabid=138& action=INVProductDetails&args=
4610&kc=SURI10WE00

Modern Healthcare Physician
Compensation Review

Merritt Hawkins and
Associates

www.merritthawkins.com/pdf/2005_Modern
Healthcare Physician_Compensation Review.pdf

Physician Placement Starting
Salary Survey

MGMA

www5.mgma.com/ecom/Default.aspx?tabid=
138& action=INVProductDetails&args=
4609&kc=SUR10WE00

Academic Practice Compensation
and Production Survey for Faculty
and Management

MGMA

www5.mgma.com/ecom/Default.aspx?tabid=
138& action=INVProductDetails&args=4588&kc=
SURI0WEO00

Medical Directorship and On-Call
Compensation Survey

MGMA

www5.mgma.com/ecom/Default.aspx?tabid=
138& action=INVProductDetails&args=4623&kc=
SURI0WEO00

Northwest Health Care Industry
Salary Survey

Milliman

http://salarysurveys.milliman.com/industry_survey
s/healthcare surveys/northwest healthcare salary/

Physician On-Call Pay Survey Report

Sullivan Cotter and
Associates, Inc.

www.sullivancotter.com/surveys/purchase.php

Physician Compensation and
Productivity Survey Report

Sullivan Cotter and
Associates, Inc.

www.sullivancotter.com/surveys/purchase.php

http://thehealthcaregroup.com/p-18-staff-salary-

Staff Salary Survey The Health Care Group
survey.aspx
Warren Surveys, a
Warren Salary Survey division of DeMarco & http://www.warrensurveys.com/
Associates
Survey of Health Care Clinical & Watson Wyatt Data www.wwds.com/OurProducts/ProductDetail.asp?
Professional Personnel Compensation Services ProductID=18011&CatID=1

SOURCES OF HEALTHCARE EXECUTIVE COMPENSATION DATA

Many surveys and other sources of healthcare executive and administrative or management
compensation data exist. The following table, Table 2-9, lists several of the most prominent
sources.
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Table 2-9: Executive Compensation Surveys

Name of Survey

Source

Website

Medical Directorship
Compensation Report

Medical Group
Management
Association

(MGMA)

http://data.mgma.com/DataDive/rdPage.aspx

Hospital Salary & Benefits Report

Hospital &
Healthcare
Compensation
Service; John R.
Zabka Associates,

www.hhcsinc.com/hesreports.htm

Inc.
The American
.. . . College of www.acpe.org/membersonly/compensationsurvey/
Physician Executive Compensation Survey el . =
Physician index.aspx?theme=c
Executives
Integrated Health Networks William M.
Compensation Survey Mercer, Inc. ]
2014 Executive Pay in the Medical Top 5 Data www.topS.com
Technology Industry Report Services, Inc. ’ )
2014 Biotech/Pharma Industry Top 5 Data

Executive Pay Report

Services, Inc.

www.top5.com

Executive Compensation Assessor®

Economic Research

http://www.erieri.com/executivecompensationassessor

Institute
Hospital &
Multl-Facﬂlty Corporate Healthcar.e www.hhcsinc.com/hesreports.htm
Compensation Report Compensation
Service
LOMA Executive Compensation Survey LOMA www.loma.org/compexec.asp
Culpepper Executive Compensation www.culpepper.com/info/cs/durveys/Executive/
Culpepper
Survey default/asp
Northwest Health Care Exccutive o http://salarysurveys.mllhman.com/lndustry_survgys/
. Milliman healthcare_surveys/northwest healthcare executive
Compensation Survey - ey -
compensation/
. . - http://salarysurveys.milliman.com/regional_surveys/nort
Board of Directors Compensation Survey Milliman hwest surveys general/northwest board of directors/
. http://salarysurveys.milliman.com/regional_surveys/
Northwest Management and Professional Milliman northwest_surveys_general/northwest

Salary Survey

management and_professional/

Manager and Executive Compensation
in Hospitals and Health Systems
Survey Report

Sullivan Cotter and
Associates, Inc.

https://www.sullivancotter.com/healthcare-
compensation-surveys/purchase-surveys/

CONCLUSION

With the advent of healthcare reform, the demand for a uniform standard for benchmarking of
performance,
compensation measures seems to be increasing. Benchmarking will be used progressively more
frequently by healthcare organizations in order to facilitate reductions in healthcare expenditures

healthcare practices that

includes

quality,

productivity, utilization,

while simultaneously improving products and service quality.
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Benchmarking will be used progressively more by healthcare organizations in order to facilitate reductions in
expenditures while simultaneously improving products and service quality.

Harold R. Benson, Fall 1994.

From a management perspective, the use of benchmarking as a performance indicator will become
increasingly important in healthcare as quality assurance and effectiveness research becomes more
pronounced through pay for performance initiatives and increasingly stringent fraud and abuse
laws. From a valuation standpoint, as the Internal Revenue Service increases its initiatives,
including payroll audits, confirming the fair market value of compensation for executives,
physicians, and other practitioners through benchmarking data will become progressively more
important, especially for nonprofit hospitals wishing to retain their tax exempt status.”
Additionally, if healthcare spending continues to rise, consumers and regulators will continue to
view providers with increasing scrutiny, further emphasizing the importance of standardizing
comparative measures to benchmark utility and productivity of healthcare provider practices.

The wide range in benchmarking processes, indicators, and categorization schemes will
necessarily delay the implementation of a uniform system of reporting, but as the use and
reputability of entities, such as the Joint Commission, continue to grow, healthcare industry
benchmarking processes, and the necessary oversight and regulation of the benchmarking
process, will continue to improve.

Key Sources

Key Source Description Citation Website
“Benchmarking the
Ben’c’hmarklng Prov1de§ an §Xten51ve listing of “Benchmarking the Benchmarking Models”
Models” by G. Anand classification schemes and .
. . By G. Anand and Rambabu Kodali,
and Rambabu Kodali, benchmarking types that have . . n/a
. : . Benchmarking: An International Journal,
Benchmarking: An been published in peer-
. : . Vol. 15, No. 3 (2008), p. 260-61.
International Journal, reviewed literature.
Vol. 15, No. 3 (2008)
“Benchmarking
Strategies: A Tool f?’r Provides guidelines for how to “Benchmarking Strategies: A Tool for
Profit Improvement . . » :
. identify the correct Profit Improvement,” by Rob Reider, New
by Rob Reider, S ) . n/a
. performance indicator or York, NY: John Wiley & Sons, Inc., 2000,
published by John organizational benchmarkin; 17-19
Wiley & Sons, Inc., £ & p- ’
2000
Source of national economic “Bureau of Labor Statistics” Bureau of
U.S. Bureau of Labor .
Statistics data, for example, labor and Labor Statistics, www.bls.gov www.bls.gov
unemployment statistics. (Accessed 3/27/15).

Source of national economic
data, updated quarterly, that

. includes several economic . . .
“The National “National Economic Review.” Mercer

. . indicators of interest, for . . .
Economic Review” by > Capital, http://www.nationaleconomic

Mercer Capital examp le, employment, hopsmg, review.net/ (Accessed 3/27/15).
income, gross domestic

product, interest rates, and so
forth.

http://www.national
economicreview.net/

(continued)

76 “An Introduction to I.R.C. 4958 (Intermediate Sanctions)” By Lawrence M. Brauer et al., Internal Revenue Service (2002),
http://apps.irs.gov/pub/irs-tege/eotopich02.pdf (Accessed 12/28/09), p. 275-276; “Enforcement Efforts Take Aim at Executive
Compensation of Tax-Exempt Health Care Entities” By Candace L. Quinn and Jeffrey D. Mamorsky, 18 Health Law Reporter 1640,
(December 17, 2009), http://news.bna.com/hlln/display/batch_print_display.adp (Accessed 12/28/09).
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Citation

Website

Description

Key Source
“Survey of Current
Business” by the U.S.
Department of

Commerce

Resource for national economic

business data

“Survey of Current Business Online,”
Bureau of Economic Analysis,
www.bea.gov/scb/ (Accessed 3/27/15).

“United States Census Bureau” United

www.bea.gov/scb/

U.S. Department of the
Commerce’s Bureau of
the Census

Resource for national economic

business data

States Census Bureau, www.census.gov

(Accessed 3/27/15).

WWwWw.census.gov

Economic and
Statistics

Resource for national economic

data.

Administration, http://www.esa.doc.gov/

“Indicators” Economics and Statistics

content/indicators (Accessed 3/27/15).

www.esa.doc.gov/

Administration

U.S. Bureau of

Resource for national
economic data.

Bureau of Economic Analysis” Bureau of
Economic Analysis, http://www.bea.gov/

“U.S. Department of Commerce

www.bea.gov/

Claritas

U.S. Demographics..."

Economic Analysis
(Accessed 3/27/15).
Nielsen Claritas is "the most “SiteReports” Nielsen Claritas, http://www.claritas.
accurate online source for http://www .claritas.com/sitereports/Default. com/sitereports/
Default.jsp

jsp (Accessed 3/27/2015).

“Physician Masterfile”
by American Medical
Association

certification information, which

Data, updated annually,
regarding physician education,
training, and professional

is used to update various
American Medical Association
(AMA) surveys.

“AMA Physician Masterfile” American
Medical Association,http://www.ama-
assn.org/ama/pub/
about-ama/physician-data-
resources/physician-masterfile.page
(Accessed 3/27/15).

WWW.ama-assn.org/

https://commerce.

“Physician
Characteristics and
Distribution in the
U.S.” by American
Medical Association

Annual survey providing
physician demographic
information, based on the AMA
Physician Masterfile.

“Physician Characteristics and Distribution
2015” American Medical Association,
https://commerce.ama-
assn.org/store/catalog/productDetail.jsp?pro
duct_id=prod2530012&navAction=push

(Accessed 3/27/15).

ama-assn.org/store/
catalog/product
Detail.jsp?product
id=prod2530012&
navAction=push

“Medical Group
Compensation and
Financial Survey” by
American Medical

Annual survey providing
compensation and financial
data for medical specialties.

“AMGA 2014 Medical Group
Compensation and Financial Survey”
American Group Management Association,
https://www.amga.org/store/detail.aspx?
id=COMPSRV 2014 (Accessed 3/27/15).

https://www.amga.
org/store/detail.aspx
?id=COMPSRV _

2014

Group Association

“Physician
Compensation and
Production Survey” by
Medical Group

Management
Association

Annual survey providing
information on the “critical
relationship between
compensation and productivity
for providers.”

“Physician Compensation and Productivity
Reports” Medical Group Management
Association,

http://www.mgma.com/industry-
data/survey-reports/physician-

compensation-and-production-survey

(Accessed 3/27/2015).

http://www.mgma.
com/industry-
data/survey-
reports/physician-
compensation-and-
production-survey

http://www.mgma.

“Cost, Revenue, and

Staffing Surveys” by

Medical Group
Management
Association

Annual survey currently
published by type of practice,
providing data for various
medical expense data.

“Cost, Revenue and Staffing Survey,”
Medical Group Management Association,
http://www.mgma.com/industry-
data/survey-reports/mgma-surveys-cost-
revenue-and-staffing-surveys (Accessed
3/27/2015).

com/industry-
data/survey-reports/
mgma-surveys-cost-
revenue-and-
staffing-surveys

“Statistics: Medical
and Dental Income and
Expense Averages” by

National Society of

Certified Healthcare

Business Consultants

and the Academy of

Annual survey providing
income and expense data for
various medical and dental
practitioners and practices.

“Practice Statistics,” National Society of

3/27/15).

Certified Healthcare Business Consultants,
http://www.nschbc.org/statistics/ (Accessed

http://www.nschbc.
org/statistics/

Dental CPAs
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Associations
W GOl Description Citation Contact Information
Association | Association P
“MGMA provides the “About the Medical Medical Group Management
. . . Association
Medical essential education, Group Management
L. . Co . 104 Inverness Terrace
Group legislative information, Association,” Medical
. East Englewood, CO 80112-5306
National Management and data and career Group Management
. . . Phone: 303-799-1111 or
Association resources to help improve Association,
. . 877-275-6462
(MGMA) patient services and www.mgma.com/about/ .
. L, E-mail: support@mgma. Com
operational efficiencies. about-mgma
WWW.mgma.com
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Concept
Key Concept Definition Citation Mentioned
on Page #
A verse from Rudyard Kipling’s The Elephant’s “I Keep Six Honest Serving Men,” By
Child: . -~ .
. . . Rudyard Kipling, Kipling Society,
Six Honest I keep six honest serving-men; o .
. http://www kiplingsociety.co.uk/ 88-89
Serving-Men (They taught me all I knew); .
. poems_serving.htm (Accessed
Their names are What and Why and When and 3/26/2015
How and Where and Who )-
“Management Accounting,” By
Goal The alignment of individual employee goals with Anthony Atkinson, et. al., 4™ Edition, ]9
Congruence overall organizational goals Upper Saddle River, NJ: Prentice Hall,
2004, p. 319-320.
(1) Contribute to the incentive and performance
Role of feedback system, (2) assist in driving performance | “Physician Compensation Strategies,”
Physician to achieve goals, and (3) facilitate more effective By Craig Hunter and Max Reiboldt, 39-90
Compensation identification and communication of an 2nd Edition, Chicago, IL: American
Plans organization’s values, dynamic, productivity Medical Association, 2004, p. 53-56.
objectives, and performance expectations.
(1) base salary for the tasks, duties,
responsibilities, and accountabilities related to the “Principles of Personnel
position; (2) incentive pay (e.g., productivity Management,” By Edwin Flippo,
bonus, quality incentive bonus, signing bonus, Second Edition, New York: NY:
Components of . . .
i retention bonus) for job performance; and McGraw-Hill, 1966, p. 277,
Practitioner . « Lo . ’ 90
Compensation (3) benefits (e.g., health insurance plans, Publication 535: Business Expenses,
P educational expenses, life insurance plans, Internal Revenue Service, 2/12/2015,
retirement benefits, paid time off) “...provided by | http://www.irs.gov/pub/irs-pdf/
the organization [to] all or...groups of p535.pdf (Accessed 3/4/2015).
employees.”
“Physician’s Compensation:
Fraud and (1) Stark law, (2) False Claims Act, (3) Anti- Measuremenﬁt, Bsnchmarklng, and
Abuse Kickback statute, and (4) Internal Revenue Code Implementation,” By Lucy R. Carter 9495
Regulation ? and Sara S. Lankford, New York, NY:
John Wiley & Sons, Inc., 2000, p. 32.
Common “Physician Compensation Plans: State-
Mandate - . of-the-Art Strategies,” By Bruce A.
Physicians and practitioners must be compensated
Enforced by all at fai ket value rates and all Johnson and Deborah Walker Keegan, 95
of the Safe reazlo,;z,:ljll,; leev‘;alsue s commerciaty Englewood, CO: Medical Group
Harbor ’ ’ Management Association, 2006,
Provisions p. 147.
“The Compensation Plan Development
Process,” in “Physician Compensation
Plans: State-of-the-Art Strategies,” by
Compensation Phase 1: The Existing Plan; Phase 2: The Potential | Bruce A. Johnson, JD, MPA, and 99-100
Plan Life Cycle | Plan; and Phase 3: The New Plan Deborah Walker Keegan, PhD,
FACMPE, Medical Group
Management Association, 2006,
pp. 39-42.
Depends on (1) the size of the practice; (2) how Physician Comp? nsat.lon manS:
. . S S Models for Aligning Financial Goals
Duration of the | detrimental the redesign is to the organization’s S
. . and Incentives,” By Kenneth Hekman,
Development survival, legal compliance, or both; and (3) how Enelewood. CO: Medical Gr 100
Timeline difficult developing, transitioning, or both to a giewood, LJ: Ve oup

new plan will be.

Management Association, 2002,
p. 99-100.
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Concept
Key Concept Definition Citation Mentioned
on Page #
Step 1: Determining Governance, Goals, and
Principles
Step 2: Investigating the Available Options
Step 3: Benchmarking “Physician Compensation Plans: State-
Ten Steps to Step 4: Establishing a Framework of-the-Art Strategies,” by Bruce A.
Developing a Step 5: Detailing the Plan Infrastructure Johnson, JD, MPA and Deborah 100
Compensation Step 6: Generating a Financial Model Walker Keegan, PhD, FACMPE,
Plan Step 7: Defending Against Alternative Models Medical Group Management
Step 8: Outlining Transition and Implementation Association, 2006, p 24-37.
Steps
Step 9: Proposing the New Plan
Step 10: Arriving at a Consensus
Governance of Governance may be (1) top down (managerial) or Physician Compensatlpn ,I?Ians:
the S o State-of-the-Art Strategies,” by Bruce
. (2) bottom up (physicians and practitioners elected
Compensation to research alternative options). It can also follow A. Johnson, D, MPA, and Deborah 101
Plan . Lo . Walker Keegan, PhD, FACMPE,
Development (3) ele.c tion of a compensation planning Medical Group Management
Process commitiee. Association, 2006, p. 18.
(1) Aiding in the evaluation of the existing
system—identifying strengths, as well as
opportunities for improvement
(2) Offering knowledge and experience related to
the various arrangements and alternatives “Physician Compensation Plans: State-
available of-the-Art Strategies,” By Bruce A.
The Role of (3) Helping to establish goals and principles Johnson and Deborah Walker Keegan, 102
Consultants (4) Investigating the various foundational and Englewood, CO: Medical Group
specific options the practice may wish to entertain | Management Association, 2006,
(5) Assisting in financial modeling of the p- 29-30.
alternative plans
(6) Creating the materials needed for
communicating and presenting proposed plan(s)
(7) Launching the decision making process
(1) Incentivizing productivity
(2) Reinforcing involvement in professional
services, ancillary practices, outreach, leadership,
and other diverse and potentially nonclinical roles
General Goals (3) Encouraging teamwork and group solidarity .
- - “How to Join, Buy, or Merge a
Inherent to a (4) Guaranteeing that the system is fiscally sound S T,
Successful (5) Elucidating specific performance expectations Physician's Practice,” By Yvonne Fox 102
Compensation d ibiliti and Brett Levine, St. Louis, MO:
P anc responsiorities — — Mosby-Year Book, 1998, p. 127-129.
System (6) Easing the process of recruiting and retaining
practitioners
(7) Ensuring that compensation and
reimbursement methodologies complement each
other
(continued)
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Concept
Key Concept Definition Citation Mentioned
on Page #
(1) Unbiased measurement systems
(2) A concise number of performance metrics
(3) Clearly defined and methodically enforced
processes, expectations, repercussions, and
objectives
(4) Transparent documentation, communication, ) .
Cqmrpon and enforcement “Wagt? Incentive Methods: Their .
Principles of (5) Clear and simple processes, expectations, Selection, Installation, and Operation,
?:uccessfult. repercussions, and objectives %}II Célarlelsd ];)ytle, gew York,ll(\)lzzz 102-103
Pl(; rrrllspensa ron (6) Compensation stability . ; 1_;); ald Tress Lompany. ’
(7) Appropriate weighting of individual and team
accountability and responsibility
(8) A feasible transition plan from current to
future practices
(9) Financial responsibility
(10) Legal conformity
“Four Basic Principles of
Compensation,” in “Physician’s
Compensation Ensgring that a potential plan aligns wiFh external Compensati.on: Measurement, .
Plan Alignment and internal factors that must be taken into Benchmarking, and Implementation,” 103
consideration by Lucy R. Carter, CPA, and Sara S.
Lankford, CPA, John Wiley & Sons,
Inc., 2000, pp. 59-61.
Spectrum of
Physician . (1) team-oriented, (2) individualistic, and Physician Cor’r’lpensathn .
Compensation (3) muddled-middle ground Arrangements, A by.Damel K. Zismer, 111-112
Plan ' An Aspen Publication, 1999, p. 62.
Frameworks
“Designing a Physician Compensation
and Incentive Plan for an Academic
XYZ model Total Salary=X+X'+Y +Z Healthcare Center,” By Donna 91-92

Steinmetz, Medical Group
Management Association, 2006.

OVERVIEW

The first half of the twentieth century marked the emergence of consolidated business
arrangements in healthcare professional practices. As a result, the means by which practitioners,
namely physicians, were compensated evolved as well. Each emerging type of compensation
plan became associated with certain benefits, as well as financial, legal, and clinical
repercussions. In this chapter, compensation planning is dissected to identify the fundamental
elements that are inherent to the development process, regardless of how future trends may
influence healthcare professionals and their practices. These basic elements can be presented as

they relate to Rudyard Kipling’s “Six Honest Serving-Men”:

9.1

1 “I Keep Six Honest Serving Men” By Rudyard Kipling, Kipling Society, http://www kiplingsociety.co.uk/poems_serving.htm (Accessed

3/26/2015).
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“I KEEP six honest serving-men

(They taught me all I knew);

Their names are What and Why and When and How and Where and Who” [Emphasis
added].

WHAT?—THE DEFINITION OF A PHYSICIAN
COMPENSATION PLAN

(13

A compensation plan is the means by which a firm provides “...adequate and equitable
remuneration [to] personnel for their contributions to organizational objectives.”” Both for-profit
entities, whose “...primary goal ... is to earn a profit by rendering services,” and not-for-profit
tax exempt entities, whose “...primary goal...is to provide goods or services that fulfill a social
need at the lowest possible costs,” > shape organizational objectives in the healthcare industry
[Emphasis added]. An effective compensation system should achieve goal congruence by
aligning both organizational and employee goals (see Figure 3-1: Spectrum of Goal Congruence
under Fee for Service Reimbursement).*

Figure 3-1: Spectrum of Goal Congruence under Fee for Service Reimbursement

100% No Base Salary with Incentive Pay Based on Organizational
Goal Attainment

No Fixed Base Salary with Incentive Pay Based on Physician
wRVU Productivity, Clinical Quality and Cost Containment
No Base Salary with Incentive Pay Based on

Physician wRVU Productivity

Fixed Annual Base Salary with Incentive Pay Based on Physician

WRVU Productivity, Clinical Quality, and Cost Containment

Fixed Annual Base Salary with wRVU

Productivity Incentive Pay

Fixed Annual Base Salary

0% 100%
Degree of Goal Congruence

% of Organizational Goals
Attained

0%)

A “..vital [function that] ...contributes directly toward the accomplishment of...major
organizational objective[s]...”” is served by physicians in their role as the primary provider of
professional medical services for healthcare enterprises. A physician compensation plan is a way
of determining an appropriate method of compensating professionals for the services they
provide and may involve allocating revenues and expenses from a healthcare enterprise in its

2 “Principles of Personnel Management” By Edwin Flippo, 2nd Ed., New York, NY: McGraw-Hill, 1966, p. 5.

3 “Principles of Financial & Managerial Accounting,” By Carl Warren and Philip Fess, 3rd Ed., Cincinnati, OH: South-Western Publishing,
1992, p. 647

4 “Cost Management: Strategies for Business Decisions” By Ronald Hilton, et. al, 2nd Ed., Boston, MA: McGraw-Hill Irwin, 2003, p. 874;
“Management Accounting” By Anthony Atkinson, et al, 4th Ed., Upper Saddle River, NJ, 2004, p. 319-320.

5 “Principles of Personnel Management” By Edwin Flippo, 2nd Ed., New York, NY: McGraw-Hill, 1966, p. 7.
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totality to individual physicians.’ In an increasingly labyrinthine marketplace of misaligned
priorities, physician compensation plans may: (1) contribute to the incentive and performance
feedback system; (2) assist in driving performance to achieve organizational goals; and
(3) facilitate more effective identification and communication of an organization’s values,
dynamic, productivity objectives, and performance expectations.” For example, a physician
practice that receives most of its reimbursement on a fee for service basis may benefit from
increasing the productivity incentive pay for individual physicians, while a physician practice
that receives most of its reimbursement on a capitation basis may benefit from increasing the
base salary for individual physicians.

Practitioner compensation is typically comprised of three (3) components: (1) base salary for the
tasks, duties, responsibilities, and accountabilities related to the position; (2) incentive pay (e.g.,
productivity bonus, quality incentive bonus, signing bonus, retention bonus) for job performance;
and (3) benefits (e.g., health insurance plans, educational expenses, life insurance plans,
retirement benefits, paid time off).® The total amount of compensation allocated to these three
components may be quantified in three (3) separate, yet related approaches: (1) the modified
point system;, (2) the factor-comparison system; and (3) the XYZ system.’

The modified point system uses a bottom-up approach based on the specific tasks and duties
provided by a physician to a practice to quantify the appropriate amount of compensation using
the following steps:'’

(1) Select job factors or characteristics for the practice’s current jobs based on: (a) skill
(e.g., physician specialty); (b) responsibility (e.g., supervision of midlevel providers);
(c) productivity (e.g., wRVU productivity and hours worked); and (d) seniority (e.g.,
years practicing medicine);

(2) Construct a yardstick of values for each job factor based on the current level of
compensation for each position (e.g., Dr. Smith receives $150,000 per year which is
allocated as follows: $40 per wRVU; $150 per hour for administrative and management
services; and $80 per hour for restricted call services);

(3) Evaluate all positions in terms of the job factors or characteristics (e.g., Dr. Smith
produces 5,000 wRVUs per year; Dr. Jones produces 6,000 wRVUs per year; and
Dr. Doe produces 4,000 wRVUs per year);

(4) Develop a wage standard for each job factor based on both internal (e.g., the average
compensation is $45 per wRVU for all practice physicians) and external benchmarks

6 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 9.

7 “Physician Compensation Strategies” By Craig Hunter and Max Reiboldt, 2nd Ed., Chicago, IL: American Medical Association, 2004,

p. 53-54.

8 “Physician’s Compensation: Measurement, Benchmarking, and Implementation” By Lucy R. Carter and Sara S. Lankford, New York, NY:
John Wiley & Sons, Inc., 2000, p. 62.

9 “Principles of Personnel Management” By Edwin Flippo, 2nd Ed., New York: NY: McGraw-Hill, 1966, p. 283; “Designing a Physician
Compensation and Incentive Plan for an Academic Healthcare Center” By Donna Steinmetz, Medical Group Management Association,
2006.

10  In atraditional point system, each job factor is assigned a point value relative to other tasks and then the total number of points is multiplied
by a single compensation factor. However, due to the variety of tasks and duties performed by physicians a plethora of data exists that
quantifies the perceived dollar value to market participants of each job factor. Therefore, rather than assigning a subjective point value to a
particular task or duty, a modified point system assigns a dollar value directly to each job factor in determining the total amount of
physician compensation. “Compensation” By Robert Sibson, Revised Ed., New York, NY: AMACON, 1981, p. 81.
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(e.g., the average compensation is $50 per wRVU for all physicians of a specific
specialty in a given locality);

(5) Design the wage structure to standardize compensation to align job factors with
organizational goals (e.g., standardized compensation at $45 per wRVU for professional
medical services or $125 per hour for administrative and management services); and

(6) Adjust and operate the wage structure for each position to align individual incentives
with organizational goals (e.g., increase Dr. Smith’s compensation from $40 per wRVU
to $45 per wRVU to incentivize higher levels of clinical productivity).

The factor-comparison system uses a top-down approach based on the specific accountabilities
and responsibilities assigned to a physician by a practice to quantify the appropriate amount of
compensation. The factor-comparison system typically uses the following steps:'

(1) Determine the job elements required to achieve the practice’s current level of output
(e.g., 15,000 wRVUs per year; 520 hours of administrative and management services per
year; and 2,080 hours of restricted call services per year);

(2) Develop standard jobs (e.g., staff physician or medical director) based on the required
job elements (e.g., 5,000 wRVUs for a staff physician);

(3) Construct compensation yardsticks for each standardized job using both internal (e.g.,
the average compensation for internal medicine staff physicians in the subject practice is
$200,000 per year) and external benchmarks (e.g., the average compensation is $230,000
per year for internal medicine staff physicians in a given locality);

(4) Allocate compensation to the practice’s positions based on the homogeneity between
each position and the standard job compensation (e.g., $150,000 for clinical staff
physician services and $100,000 for administrative and management services for
physician who provides both types of service);

(5) Evaluate wage structure to align standardized jobs with organizational goals (e.g.,
incentivizing a physician to spend more of his time providing clinical services);

(6) Adjust and operate the wage structure for each position to align individual incentives
with organizational goals (e.g., incentivizing the physician with the best management
skills to provide medical director services).

The most commonly used approach is a combination system, which utilizes parts of both the
modified point system and factor-comparison system to allocate compensation between job factors
and job elements.'” An example of a combination system may be the XYZ system, where:"

Total Salary=X+Y +Z

The XYZ model is considered among the oldest and most commonly used compensation and incentive. **

11 “Principles of Personnel Management” By Edwin Flippo, 2nd Ed., New York, NY: McGraw-Hill, 1966, p. 292-293.

12 “Compensation” By Robert Sibson, Revised Ed., New York, NY: AMACON, 1981, p. 82-83.

13 “Designing a Physician Compensation and Incentive Plan for an Academic Healthcare Center” By Donna Steinmetz, Medical Group
Management Association, 2006.

14 “Designing a Physician Compensation and Incentive Plan for an Academic Healthcare Center,” by Donna Steinmetz, MSHA, FACMPE, the
American College of Medical Practice Executives, Medical Group Management Association, September 2005; “Compensation and
Incentive Plans for Physicians,” by Charles Stiernberg, MD, MBA, November 2001, www.physicianspractice.com/ (accessed October 29,
2009).
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In this formula, X is the fixed and guaranteed base compensation (e.g., benefits or physical
presence in the office), Y represents a position specific compensation (e.g., staff physicians who
also provide administrative and management services), and Z represents a variable, incentive-
based salary component (e.g., wWRVU productivity bonus)."

In addition to the systems discussed above, a number of peripheral circumstances may influence
the total amount of compensation paid to any individual physician by a practice, including:

(1) Specialty-specific trends; '°

(2) The practice dynamic and business structure;'’

(3) An employee’s individual productivity;'®

(4) Quality outcomes;"

(5) Employee perceptions;*

(6) Geographic location;'

(7) Firm profitability;** or

(8) The four pillars of the healthcare industry (i.e., regulatory, reimbursement, competitive,
and technological environments);

WHY?—Is A NEwW COMPENSATION PLAN NEEDED?

If individual objectives are not aligned with the organization’s business objectives,” a new
compensation plan may be required. This misalignment may result from changes in either:
(1) internal factors and/or (2) external factors. **

INTERNAL FACTORS

Healthcare enterprises may evaluate the alignment between their business objectives and their
physician objectives based on several internal factors, including: (1) the existing level of
practitioner compensation, (2) organizational size; (3) practice productivity; (4) financial
standing; and (5) the tasks, duties, responsibilities, and accountabilities (TDRAs) for each
practitioner.”> The effectiveness of a physician compensation plan in aligning of individual

15 “Compensation and Incentive Plans for Physicians” By Charles Stiernberg, November 2001, http://www2.utmb.edu/otoref/Grnds/
Compensation_11-2001/Compensation_11-2001.pdf (Accessed 04/30/10), p. 2.

16  “Physician’s Compensation: Measurement, Benchmarking, and Implementation” by Lucy R. Carter and Sara S. Lankford, New York, NY:
John Wiley & Sons, Inc., 2000, p. 26.

17 Ibid, p. 63-64

18  “Principles of Personnel Management” By Edwin Flippo, 2nd Ed., New York: NY: McGraw-Hill, 1966, p. 277

19  “Physician’s Compensation: Measurement, Benchmarking, and Implementation” By Lucy R. Carter and Sara S. Lankford, New York, NY:
John Wiley & Sons, Inc., 2000, p. 61

20  “Principles of Personnel Management” By Edwin Flippo, 2nd Ed., New York: NY: McGraw-Hill, 1966, p. 280

21  “Publication 535: Business Expenses” Internal Revenue Service, 2/12/2015, http://www.irs.gov/pub/irs-pdf/p535.pdf (Accessed 3/4/2015).

22 “Principles of Personnel Management” By Edwin Flippo, 2nd Ed., New York: NY: McGraw-Hill, 1966, p. 277

23 “The Fundamentals of Human Resource Management” By Paula Zeiner and Stephen Fournier, Charlotte, NC: Council on Education in
Management, 2001, p. 1-4.

24 Ibid.

25 “Compensation” By Robert Sibson, New York, NY: AMACON, 1981, p. 233, 235-236, 238.
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objectives with organizational objectives*® may indicate a practice’s location on internal factor
spectrum.

If the majority of practitioners in an organization are content with the existing compensation
structure, then, by and large, the compensation plan may have achieved goal congruence.”’
Alternately, if the practice—provider dynamic is extremely fragile and there exists a trend of
unmet expectations, poor communication, and exclusion during the decision making process,*®
the compensation plan may not adequately align the practice’s business objectives with
individual physician’s objectives. Practices may exhibit characteristics that fall anywhere
between these two extremes and, therefore, tend to fall into one of three categories: (1) practices
that have adopted a perfectly aligned compensation plan, which adjusts dynamically to
continually align individual physician objectives with practice business objectives; (2) practices
that must seek an alternative compensation plans; or (3) practices that fall somewhere in
between, which could potentially benefit from a revised compensation plan but may not require a
brand new compensation plan.*’

It should be noted that all compensation plans should be evaluated based on the practice’s
current business objectives and, because of dynamic nature of business objectives, a
compensation plan that previously succeeded in aligning a practice’s past business objectives
with individual physician objectives may not be sufficient to ensure future goal congruence.”
For example, a practice that was previously reimbursed on a fee for service basis and structured
its physician compensation plan based on individual physician wRVU productivity may require a
revised compensation plan when joining an accountable care organization to align the individual
physician objectives with the practice’s business objectives.

EXTERNAL FACTORS (THE FOUR PILLARS)

In order to coexist symbiotically with an evolving healthcare industry, practices that wish to
succeed will likely need a dynamic physician compensation plan that responds to external
factors. As such, practices should assess the current (and projected) success or failure of a
physician compensation plan in light of changes in the four pillars of the healthcare industry (i.e.,
regulatory, reimbursement, competition, and technology). Generally speaking, practices may
want to review their existing compensation plan to ensure continued goal congruence in light of
economic and demographic changes in the physician workforce, the patient population, patient
health outcomes, community needs,’’ healthcare delivery (e.g., telemedicine), or new
reimbursement schemes (e.g., shared savings programs).

26 “Merritt, Hawkins, & Associates Guide to Physician Recruiting” By James Merritt, et al, Irving, TX: Merritt, Hawkins, & Associates, 2009,
p. 19-20.

27  “Case for Linking Clinical Performance to Compensation” By Al Truscott in “Measuring Clinical Care: A Guide for Physician Executives”
By Stephen Schoenbaum, Tampa, FL: American College of Physician Executives, 1995, p. 138.

28  “Merritt, Hawkins, & Associates Guide to Physician Recruiting” By James Merritt, et al, Irving, TX: Merritt, Hawkins, & Associates, 2009,
p. 14-15.

29  “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 9-10.

30 “The Fundamentals of Human Resource Management” By Paula Zeiner and Stephen Fournier, Charlotte, NC: Council on Education in
Management, 2001, p. 1-4.

31 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 24-25.
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Key Regulatory Considerations

As discussed extensively in Chapter 3: Regulatory Environment of Volume I: An Era of Reform—
The Four Pillars, the federal and state regulation of the corporate practice of medicine, fraud and
abuse, licensure, insurance, and other aspects of healthcare professional practice typically has
significant bearing on an organization’s compensation arrangements.’> Violations of these laws
may result in civil or criminal penalties (e.g., fines for impermissible remuneration).”

Fraud and Abuse

Fraud and abuse, as it relates to physician compensation, is regulated through a body of laws,

among the most notable being the Stark law, the False Claims Act, and the Anti-Kickback
34

statute.

The Stark Law

The Stark laws’ prohibit referral of designated health services (DHS) for Medicare and
Medicaid patients to entities (e.g., hospitals, physician groups, independent contractors, and
clinical laboratories) that are owned by, or have affiliation with, a referring physician.*®
Permissible physician or practitioner compensation arrangements must comply with the
exceptions listed under Stark law.”” In addition to the federal Stark laws, many states have
promulgated their own self-referral legislation.’® For a list of states with self-referral legislation,
see Chapter 3: Regulatory Environment of Volume 1: An Era of Reform—The Four Pillars.

False Claims Act (FCA)

Another enforcement measure used to combat healthcare fraud and abuse is the federal False
Claims Act (FCA). The FCA primarily targets fraudulent reimbursement claims (e.g., upcoding
or billing for unnecessary services).” Additionally, Stark law and Anti-Kickback statute
violations may serve as a gateway for pursuing FCA liability.*’

Anti-Kickback Statute

The Anti-Kickback statute forbids offering, soliciting, or paying remuneration in exchange for
the referral of federally funded patient services.”' Enforcement agencies as well as the federal

32 “Physician’s Compensation: Measurement, Benchmarking, and Implementation” By Lucy R. Carter and Sara S. Lankford, New York, NY:
John Wiley & Sons, Inc., 2000, p. 32.

33 “Medicare & Medicaid Patient & Program Protection Act of 1987” Pub. L. 100-93, §§ 3-4, 101 Stat. 680, 686 (August 18, 1987).

34 “Physician’s Compensation: Measurement, Benchmarking, and Implementation” By Lucy R. Carter and Sara S. Lankford, New York, NY:
John Wiley & Sons, Inc., 2000, p. 37.

35 Detailed in Chapter 3: Regulatory Environment of Volume I: An Era of Reform—The Four Pillars.

36  “Limitation on Certain Physician Referrals” 42 U.S.C. 1395nn(a)(1)(A) (2012).

37 “Exceptions to the Referral Prohibition Related to Compensation Arrangements” 42 C.F.R. § 411.357 (October 1, 2014); for more
information related to the Stark exceptions, see Chapter 3: Regulatory Environment of Volume I: An Era of Reform—The Four Pillars.

38 “Health Care Fraud: Enforcement and Compliance” By Robert Fabrikant, et al., New York, NY: Law Journal Press, 2007, p. 2-62- 2-64.

39  “Fraud Enforcement and Recovery Act of 2009” Pub. L. 111-21, § 4, 123 Stat. 1617, 1621 (February 5, 2009); “What is the False Claims
Act and Why is it Important?” The False Claims Act Legal Center, 2009, http://www.taf.org/whyfca.htm (Accessed 09/8/09).

40  “Anti-Kickback Statute and the Stark Law” Bernstein Liebhard LLP, http://www.bernlieb.com/whistleblowers/Anti-Kickback-
Statute/index.html (Accessed 3/31/2015); see Chapter 3: Regulatory Environment of Volume I: An Era of Reform—The Four Pillars.
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Environment of Volume I: An Era of Reform—The Four Pillars.
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courts have found the Anti-Kickback statute to be broadly applicable. The Office of the Inspector
General (OIG) adopted the one purpose test, which states that if only one motive (or purpose) of
an arrangement is to induce referrals, the entire arrangement violates the Anti-Kickback statute.*
Because many legitimate business arrangements may be affected, safe harbors and exceptions to
the Anti-Kickback statute have been issued that describe compensation arrangements that may be
permissible under the Anti-Kickback statute.”* In addition to incorporating the one purpose test,
the OIG routinely issues an advisory publication, “Special Fraud Alerts,” which highlights
questionable arrangements.** A common mandate enforced by all of the safe harbor provisions is
that physicians or practitioners be compensated at or below fair market value rates and that the
compensation arrangement is commercially reasonable.”> Compensation rates that exceed fair
market value or are not commercially reasonable may be evidence of payments for referrals.*
These presumed violations of the Anti-Kickback statute may result in civil penalties.’

Internal Revenue Service (IRS) Governance of Compensation

The Internal Revenue Service (IRS) requires that arrangements between tax-exempt, not-for-
profit enterprises and taxable entities not exceed the fair market value of the subject property
interest and must be commercially reasonable.*® Compensation rates that exceed fair market
value or are not commercially reasonable may be evidence of private inurement of benefit.

The Internal Revenue Code (IRC) provisions outline the tax-related implications of: (1) the tax
treatment of the compensation methodology (e.g., independent contractor compensation versus
employee compensation); (2) compensation methodologies themselves (e.g., including a
percentage of operating profits as incentive pay); and (3) compensation plan infrastructure (e.g.,
the mix of base salary and incentive pay).”’ Healthcare professional practices are subject to
different tax scenarios depending on the type of business structure (as defined and discussed in
Chapter 5: Organizational Structure) they embody, which may include:™

(1) Sole proprietorships;

(2) Professional partnerships;

(3) Professional corporations (Subchapter S corporation or Subchapter C corporations);
(4) Limited liability partnerships; and

(5) Limited liability companies.

42 “United States of America v. A. Alvin Greber” 760 F.2d 68, 69 (April 30, 1985).

43 “Exceptions” 42 C.F.R. § 1001.952 (2013); for a list of safe harbors and exceptions, see Chapter 3: Regulatory Environment of Volume I:
An Era of Reform—The Four Pillars.

44  “Special Fraud Alerts” Office of Inspector General, Department of Health and Human Services, Fed. Reg. Vol. 65 No. 194, (December 19,
1994), p. 59434.

45  “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 147; see Chapter 4: Financial Valuation of Enterprises, Assets, or Services.

46  “American Lithotripsy Society v. Thompson” 215 F.Supp.2d 23, 27 (D.D.C. July 12, 2002).

47  “Medicare & Medicaid Patient & Program Protection Act of 1987 Pub. L. 100-93 § 2, 101 Stat. 680, 680-684 (August 18, 1987);
“Medicare and State Health Care Programs: Fraud and Abuse OIG Safe Harbor Provisions” Federal Register Vol. 56 (July 29, 1991),
p. 35952.

48  “Excess Benefit Transaction” 26 C.F.R. § 53.4958-4(b)(i) (2012); “Excess Benefit Transaction” 26 C.F.R. § 53.4958-4(b)(ii)(A) (2012);
“Taxes on Excess Benefit Transactions” 26 U.S.C. § 4958 (2012); see Chapter 3: Regulatory Environment of Volume I: An Era of Reform—
The Four Pillars; for a list of several specific factors used to determine the fair market value and commercial reasonableness of a physician
compensation arrangement, see Chapter 4: Financial Valuation of Enterprises, Assets, or Services.

49  “A Guide to Buying Physician Practices” By George Bodenger, et al, Washington, DC: Atlantic Information Service, 1995, p. 71. 75-76.
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It should be noted that C-corporations consist of both for-profit taxable entities and not-for-profit
tax-exempt entities.

As a result of the Patient Protection and Affordable Care Act, not-for-profit hospitals must
satisfy additional reporting reqsulrements (e.g., Community Health Needs Assessments) to
maintain their tax-exempt status.” In order to demonstrate continued compliance, entities should
document their compliance programs and procedures and use third-party consultants to:
(1) routinely assess their compensation rates against current benchmarking data; (2) determine
whether the compensation exceeds fair market value; and (3) analyze the commercial
reasonableness of their compensation plans.>

Key Reimbursement Considerations

Because physician compensation may contribute considerably to the financial dynamic of
healthcare professional practices, changes in healthcare reimbursement methodologies may cause
practices to revisit their compensation plans.”® Aligning physician compensation plans with
reimbursement 1nstruments reinforces fiscal solidarity and incentivizes physicians to generate
revenue for the practice.”

Traditionally, public and private payors have reimbursed physician practices for each service
provided to a partlcular patient (1 e., fee for service reimbursement) based on a standardized
payment schedule.”> Beginning in the 1970s, health maintenance organizations (HMOs)>®
introduced a new form of reimbursement called capitation, a pre-pazd reimbursement method
that reimburses prov1ders a set price for providing medical services to a defined population for a
defined set of services.”’ Both of these reimbursement models failed to incentivize patient
outcomes and created conflicting incentives for healthcare enterprises; the fee-for-service model
incentivizes high utilization levels regardless of outcomes while the capitation model
incentivizes low cost regardless of outcomes. As a result, healthcare third-party payors are
shifting to pay-for-performance reimbursement models based on patient outcomes as a way to
foster high qualzly low cost healthcare services.”® While the exact reimbursement mechanisms
differ by model, in general, pay-for-performance reimbursement models pay a variable amount
based on the “achievement of specific clinical and practice efficiency measures.”

51 “Patient Protection and Affordable Care Act” Pub. L. No. 111-148, § 9007, 124 Stat. 119, 855 (2010).

52 “Enforcement Efforts Take Aim at Executive Compensation of Tax-Exempt Health Care Entities” By Candace L. Quinn and Jeffrey D.
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54  “Physician Compensation Strategies” By Craig Hunter and Max Reiboldt, 2nd Ed., Chicago, IL: American Medical Association, 2004,

p. 107.
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pages/frontline/shows/doctor/care/capitation.html (Accessed 3/5/2015).

56  “HMO Enrollment’s Downward Trend” By Debra A Donahue, March 29,2009, http://www.markfarrah.com/healthcare-business-
strategy/HMO-Enrollment's-Downward-Trend.aspx (Accessed 6/18/14); see Chapter 1: Historical Development of Volume I: An Era of
Reform—The Four Pillars.

57  “Capitation Models” Health Care Incentives Improvement Institute, 2012, www.hci3.ord/content/capitation-models (Accessed June 17,
2014); see Chapter 2: Reimbursement Environment of Volume I: An Era of Reform—The Four Pillars.

58 “Medicare to Rework Billions in Payments: HHS Secretary Burbell Wants 50% of Payments Based on Performance by End of 2018 By
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Quality Incentive Payments

Quality incentive payments are single lump payments (or the withholding of reimbursement) for
the achievement (or failure) of certain clinical measures and may (or may not) be paid
independent of the practice’s procedure volume. Examples of quality inventive payments include
withholding payment for never events, BCBS Alternative Quality Contract payments, and
physician value based payment modifier adjustments.*

Shared Savings Payments

Shared savings payments are annual payments from payors to physician practices for achieving
lower payor costs per patient in a fee for service reimbursement model, subject to the physician
practice maintaining certain quality metrics. Examples include the Medicare shared savings
program and commercial accountable care organizations.’'

Bundled Payments

Bundled payments are per patient payments from payors to healthcare service providers to treat a
single diagnosis; any savings (costs overruns) achieved accrue (are borne by) to the service
provider and are not shared with the payor. An example of a bundled payment model is the
Medicare Bundled Payments for Care Improvement Initiatives.”

Key Competition Considerations

The ACA’s individual mandate,” as well as the demographic time bomb resulting from the
aging U.S. population®* may result in a physician manpower shortage in the U.S.%* In 2010, prior
to the passage of the ACA, there was a shortage of 13,700 physicians across all specialties.’® In
2015, following the implementation of the ACA, this gap increased to up to 19,900 physicians.®’
The physician manpower shortage is expected to worsen through 2025 with non-surgical
specialists projected to experience a shortage of 5,100 to 12,300 physicians, surgeons projected
to experience a shortage of 23,100 to 31,600 physicians, and primary care physicians projected
to experience a shortage of 12,500 to 31,100 physicians.®® This gap between physician supply
and demand may increase competition between physicians and competition between midlevel
providers and physicians.

60 For additional examples see Chapter 2: Reimbursement Environment of Volume I: An Era of Reform—The Four Pillars.
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(Accessed 6/25/10).
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American Medical Colleges, June 2010, https://www.aamc.org/download/158076/data/updated projections_through 2025.pdf (Accessed
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Competition Between Physicians

Competition between physician practices has increased with greater access to specialists and
technological advancements, especially practlces prov1d1ng ancillary services and technical
component (ASTC) services, e.g., diagnostic imaging.® The advent of ACOs under the Medicare
Shared Savings Program (MSSP) Final Rule, Wthh governs Federal ACOs, is also likely to
increase competition among physician providers.”’ As discussed in Chapter 2: Reimbursement
Environment of Volume I: An Era of Reform—T he Four Pillars, under the MSSP, if a Medicare
beneficiary receives their primary care services from a specialist, that specialist i is, considered a
primary care physician for the purposes of benefi iciary assignment to the ACO.” In addition,
these specialists are restricted to only participating in one ACO per tax zdentzf cation number
(TIN), an exclusivity requirement generally reserved for primary care physicians.”

In addition to competition between physician specialties, competition for the employment of
physicians has also increased. Since 2003, the number of physicians in hospital-based practices
has increased significantly from 162,037 physicians (18.6 percent of active physicians) in 2003
to 208,982 physicians (20.0 percent of active physicians) in 2013, while the number of
physicians in office-based practices has declined, from 529,836 physicians (60.8 percent of
active physicians) in 2003 to 600,863 physicians (57.4 percent of active physicians) in 2013."

Independent practitioners and small group practices are increasing their alignment with
hospitals due reduced profitability caused by the downward pressure on reimbursement rates
and economic changes, e.g., the Great Recession.”

Competition with Mid-level Providers

In addition to competition among physician providers, there is also likely to be increased
competition among physicians and mid-level providers, as the scope of services these non-
physician practitioners may perform continues to expand.” An increased growth in patlent
demand for healthcare services along with the lagging shortage of physicians has resulted in
1ncreased volumes of non-physician practitioners prov1d1ng heretofore traditionally physician
services.’® For example, there has been an increase in the utilization of emergency department
nurse practitioners and physician’s assistants, which has reportedly been acceptable to patients,
as providing quality care, thereby alleviating the volume-induced pressure placed on emergency
departments and allowing for improved patient satisfaction and shorter wait times.”’ Several
studies have indicated that a physician assistant can perform approximately 80 percent of the

69  “Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services” By Robert Cimasi, MHA, ASA, FRICS, MCBA,
AVA, CM&AA, Vol. 2, Hoboken, NJ: John Wiley and Sons, 2014, p. 438.
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72 1bid, p. 67811.
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AVA, CM&AA, Vol. 2, Hoboken, NJ: John Wiley and Sons, 2014, p. 439.
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Journal of the American Academy of Dermatology, Volume 59, Number 5, (November 2008), p. 742
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services typically provided by a primary care physician.”® As the shortage of physicians
continues to grow, midlevel providers may relieve some of the competitive pressures between
physician practices.

Key Technology Considerations

The growth in both management and clinical technology has transformed the practitioner
performance dynamic’ and as such, it should be considered when determining the physician
compensation methodology Management technologies are the: (1) the software and devices
used by providers to organize patient encounters, charge entry, and the billing process, as well
as (2) the processes and procedures that support these efforts.”! Management technology
includes: (1) computerized physician order entry (CPOE); (2) billing software components;
(3) electronic health records (EHRs);** (4) accounting software; and (5) enterprise resource
planning (ERP) software. “Clinical technology encompasses any method or device utilized for
patient treatment procedures.””” Clinical technology includes: (1) minimally invasive
techniques; (2) pharmaceuticals; and (3) surgical devices.

WHEN?—THE COMPENSATION PLAN LIFE CYCLE

PHASE 1: THE EXISTING PLAN

The existing compensation methods employed by many practices that seek to reevaluate their
remunerative strategies are often rooted in their historical compensation plans.*” The original
compensation plan may no longer suffice to meet the needs of the professionals employed by or
affiliated with the organization®® as the practice grows in size and complexity. Naturally, practices
and their employees grow accustomed to the ingrained culture of the organization and, despite the
degree of unrest or dissatisfaction that may exist, they will, at least, struggle to identify the need
for change—if not resist it entirely. When a compensation plan fails to align individual objectives
with overall business objectives®’ due to changes in the Internal Factors and External Factors
(The Four Pillars), discussed earlier in this chapter, the practice may need to pursue a more
appropriate means of compensating its physicians and other healthcare professionals.
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PHASE 2: THE POTENTIAL PLAN: THE DEVELOPMENT TIMELINE

Larger or more complex practices typically may expect a longer timeline to implement
organizational changes, such as a revised compensation plan, than the average practice.*®
However, for most practices, three to six months may serve as an objective benchmark for the
duration of the typical compensation plan development process.”” Designing a compensation
plan may take between three and six months to complete (nine months for larger practices) and
implementing a new plan typically requires an additional three months.’® If the practice is
experiencing financial distress, or if it is out of legal compliance, the redesign process may need
to be expedited. In general, timelines that are longer than these standard durations are indicative
of deeper problems.”" In these instances, and depending on the specific circumstances, it may be
beneficial for practices to seek outside consulting advice.”

PHASE 3: THE NEwW PLAN

Depending on the magnitude of change needed and the ways in which the practice employees
and affiliates receive the proposed change, transitioning into and implementing a new
compensation plan in its entirety may take months longer than expected.” If there is a lack of
willingness by the healthcare entity to commit the resources necessary to implement the
proposed plan,”* organizational structure, culture, and managerial accounting systems can be
extremely difficult to change. Also, physician perceptions and attitudes attributed to an old
system might be difficult to relinquish and may persist long after the new plan is put in place.
Typically, it can take between three and five years for such issues to subside, although some
practices may endure even longer periods of unrest. >

How?—TEN STEPS TO DEVELOPING A
COMPENSATION PLAN

Although the mechanical details of the development process may vary due to the diverse array of
practice types and provider arrangements, the typical development process may include the ten
steps discussed in the following sections.
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STEP 1: DETERMINING GOVERNANCE, GOALS, AND PRINCIPLES

Before a practice attempts to identify existing problems and potential solutions, certain
foundational decisions should be made, specifically: (1) who will be included in this decision
making process and in what capacity; (2) what specific goals or objectives must be central to the
process; and (3) what principles must shape the development process and drive all of the
decisions that are made through to the implementation of an improved compensation plan.”’

Governance Options

When physicians and other providers within the practice play a significant role in the decision
making process, positive results from compensation plans development are more likely to
occur,” although alternative development options are available to the practice. Although
practices may seek assistance from external resources (i.e., attorneys, CPAs, and consultants),
awareness, concern, support, and commitment from a strong group of practitioners is considered
instrumental to the implementation and long-lived success of a new compensation plan.”
Practices have several options when choosing ownership and oversight of the compensation
development process; they may choose to adopt one method or choose a combination of
several.'” Some organizations may choose to take a top down approach to developing a new
plan, wherein the decision lies in the hands of management or a governing board.'”" Other
practices may wish to employ a bottom up approach, electing physicians to research alternatives
to the existing compensation system. ~ One common development strategy is the appointment of
a compensation planning committee.'” Both physician and non-physician consultants may be
recruited to facilitate the process. These consultants may function as part of a planning
committee or independently throughout the process.

The Compensation Planning Committee

A compensation planning committee is responsible for overseeing and executing the remaining
steps in the compensation planning process.'™* Compensation planning committees are usually a
collection of practice members that are representative of the practice population as a whole;
physician executives and practitioners of all levels and specialty areas are appointed to mirror the
practice distribution.'®

97  “Physician’s Compensation: Measurement, Benchmarking, and Implementation” By Lucy R. Carter and Sara S. Lankford, New York, NY:
John Wiley & Sons, Inc., 2000, p. 59-61, 133-138.
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The Consultant’s Role

Consultants, in this context, provide any third-party assistance to the development process,
addressing topics including, but not limited to, administration, human resources consulting,

accounting, and legal consulting.'” In general, the role of a consultant may include such tasks
107
as:

(1) Aiding in the evaluation of the existing system, identifying strengths, as well as
opportunities for improvement;

(2) Offering knowledge and experience related to the various arrangements and alternatives
available;

(3) Identification of potential problems and suggest solutions;

(4) Creating the materials needed for communicating or presenting proposed plan(s); and

(5) Launching the decision making process.

Setting Goals—Target Objectives

Establishing goals for the development process should be instrumental to the remaining steps and
are intended to reflect the practice’s culture, existing strategy, and future aspirations.'®®
Although the specific individual physician objectives of a practice’s compensation plan will be
unique, goal congruence generally occurs when the following are incentivized:'”

(1) Encouraging productivity;

(2) Reinforcing involvement in professional services, ancillary practices, outreach,
leadership, and other diverse and potentially nonclinical roles;

(3) Encouraging teamwork and group solidarity; and

(4) Ensuring that compensation and reimbursement methodologies complement each other.

Developing Principles—Ideal Characteristics

The governing members of the development process should choose certain design principles; the
principles typicallX represent those characteristics that the members hope will resonate from their
eventual design.'" Again, successful compensation plans are typically characterized by certain
mainstream qualities, such as:

(1) Appropriate weighting of individual and team accountability and responsibility;
(2) A concise number of performance metrics;
(3) Clear and simple processes, expectations, repercussions, and objectives;
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(4) Clearly defined and methodically enforced processes, expectations, repercussions, and
objectives;

(5) Transparent documentation, communication, and enforcement;

(6) A flexible transition plan from current to future practices; and

(7) Financial control.

STEP 2: INVESTIGATING THE AVAILABLE OPTIONS

The key to this step is ensuring that the plan committee, or other governing entity, is sufficiently
educated on the matters of healthcare structures, dimensions, and trends as they relate to the
practice in question. To ensure that proposed plans align individual physician goals with practice
organizational objectives, this step must involve analyzing potential compensation plan(s) in
light of existing internal and external factors,''> as well as weighing the organizational
structure, the culture, and the managerial accounting system dimensions

Compensation Plan Alignment
Internal Factors: Aligning with the Practice’s Goals and Principles

As previously discussed, in order to avoid settling on a plan that fails to align individual
physician goals with the practice’s business objectives, the available options should to be limited
to only those plans that may achieve goal congruence.'”” Important internal factors include such
considerations as:'"*

(1) The expected productivity of each individual;
(2) The profitability of the organization; and
(3) The perceptions of each individual.

In addition, the TDRAs associated with the services rendered by the physician may also be an
important internal consideration.'"

External Factors: Aligning With the Environment

Understanding the external factors that could potentially affect the implementation of a new
compensation plan is of similar significance as understanding the external indicators that suggest
the need for a new plan in the first place. Important external factors include changes in the four
pillars (i.e., regulatory, reimbursement competition, and technology) of healthcaresuch
considerations as:''®
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p. 19-20.

113 “Compensation” By Robert Sibson, Revised Ed., New York, NY: AMACON, 1981, p. 26-27.

114 “Principles of Personnel Management” By Edwin Flippo, New York, NY: McGraw-Hill, 1966, p. 277; “The Fundamental of Human
Resource Management” By Paula Zeiner and Stephen Fournier, Charlotte, NC: Council on Education in Management, 2001, p. 4-5.

115 See the Why?-Is a New Compensation Plan Needed? section for further guidance on internal factors in which alignment may be beneficial.

116 “A Guide to Buying Physician Practice” By George Bodenger, et al., Washington, DC: Atlantic Information Services, 1995, p. 72, 75; see
External Factors [The Four Pillars] .
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(1) Supply of physicians of similar specialty, skill, experience, and knowledge level in the
subject practice’s market service area;

(2) The rates of practitioner compensation seen in the healthcare market;

(3) The cost of living in the area; and

(4) Changes to reimbursement, health plans, or other financial drivers of the market.'"”

Spectrum of Physician Compensation Plans: The Impact of
Organizational Structure, Culture, and Managerial Accounting
Systems

In addition to the internal and external factors that may be beneficial to consider when
evaluating various available plan options, organizational structure, culture, and managerial
accounting dimensions are often significant components of the basic infrastructures from which
compensation plans can be derived. These dimensions are interrelated and can be evaluated
against each other to determine the feasible compensation plans from which the compensation
plan to be utilized is selected (see Figure 3-2: Feasible Compensation Plans).

Figure 3-2: Feasible Compensation Plans
@®)

All Possible Compensation Plans

®)
Compensation Plans (@)
Supported by the Practice’s Compensation Plans
Organizational Structure Supported by the

Practice’s Culture

(E)
Feasible
Compensation

Plans

()}
Compensation Plans
Supported by the Practice’s
Managerial Accounting Systems

117 See the Why?-Is a New Compensation Plan Needed? section for further guidance on external factors in which alignment may be beneficial.
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Organizational Structure Dimensions

Organizational structure is the formal means by which a practice delegates authority, divides
labor, and coordinates activities.''® Most businesses tend to fall into one of three basic
organizational structures: functional structures, market-oriented structures, and integrated
structures. Functional structures assign fiscal and operational TDRAs “...based on major
categories of work”'"?  Functional structures tend to build extensive expertise in the functional
area,”™ and avoid redundancy and reduplication of TDRAs. However, due to the limited
interaction between functional areas, communication between different departments may be
limited, resulting in a dysfunctional organization.'*'

Figure 3-3: Functional Structure for a Physician Practice

(A) Key:
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Market-oriented structures assign fiscal and operational TDRAs based on the patients served by
each of the practice’s physicians.'*> Market-oriented structures tend to build extensive expertise
in the particular market served and encourage collaboration between different functional

118 “Organizational Theory: Modern, Symbolic, and Postmodern Perspectives” By Mary Jo Hatch, New York, NY: Oxford University Press,
1997, p. 164-166.

119 “Organizational Behavior: A Diagnostic Approach” By Judith Gordon, 7th Ed., Upper Saddle River, NJ: Prentice Hall, 2002, p. 405; see
Figure 3-3: Functional Structure for a Physician Practice.

120 “Understanding and Managing Organizational Behavior” By Jennifer George and Gareth Jones, 2nd Ed., Reading, MA: Addison-Wesley
Publishing Company, 1999, p. 532.

121 “Organizational Behavior: The Management of Individual and Organizational Performance” By David Cherrington, Needham Heights,
MA: Allyn and Bacon: 1989, p. 517-518.

122 “Understanding and Managing Organizational Behavior” By Jennifer George and Gareth Jones, 2nd Ed., Reading, MA: Addison-Wesley
Publishing Company: 1999, p. 534; see Figure 3-4: Market-Oriented Structure for a Physician Practice.
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areas.'> However, due to the need for functional area experts for each physician, redundancy

and reduplication of TRDAs may occur, resulting in a loss of economies of scale and a higher
level of operating expenses.

Figure 3-4: Market-Oriented Structure for a Physician Practice
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Most physician practices are organized in an integrated (matrix) structure, which is a hybrid
model that incorporates elements of both functional and market oriented structures.'” Integrated
structures tend to communicate well across functional areas and achieve some economies of scale
by leveraging functional experts across multiple markets served.'** However, due to the increase
in managerial time in coordinating the activities of the organization, integrated structures have
higher levels of overhead than functional or market-oriented structures.'”” In addition, because
they lack a clear chain of command, integrated structures are subject to internal power
struggles.'*®

123 “Organizational Behavior: The Management of Individual and Organizational Performance” By David Cherrington, Needham Heights,
MA: Allyn and Bacon: 1989, p. 518.

124 “Organizational Behavior: A Diagnostic Approach” By Judith Gordon, 7th Ed., Upper Saddle River, NJ: Prentice Hall, 2002, p. 408.

125 “Understanding and Managing Organizational Behavior” By Jennifer George and Gareth Jones, 2nd Ed., Reading, MA: Addison-Wesley
Publishing Company, 1999, p. 538; see Figure 3-5: Integrated Structure for a Physician Practice.

126 “Organizational Behavior: The Management of Individual and Organizational Performance” By David J. Cherrington, Needham Heights,
MA: Allyn Bacon, 1989, p. 524-525.

127 “Organizational Behavior: A Diagnostic Approach” By Judith Gordon, 7th Ed., Upper Saddle River, NJ: Prentice Hall, 2002, p. 410.

128 Ibid.
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Figure 3-5: Integrated Structure for a Physician Practice
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Cultural Dimensions

Culture is the informal set of “...shared...meanings, assumptions, understanding[s], norms,
values [and] knowledge.”'*® Most organizations form around two areas of emphasis:'*

(1) Functional cultures, which focus on meeting individual practice leader needs; and
(2) Process-driven cultures, which focus on meeting organizational workflow needs.

129 “Organizational Theory: Modern, Symbolic, and Postmodern Perspectives” By Mary Jo Hatch, New York, NY: Oxford University Press,
1997, p. 204.

130 “Organizational Behavior: A Diagnostic Approach” By Judith Gordon, 7th Ed., Upper Saddle River, NJ: Prentice Hall, 2002, p. 375.
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Each of these cultures may be classified
Dimensions of Culture)."!

based on its value dimensions (see Table 3-1:

Table 3-1: Dimensions of Culture

Functional Cultures

Process Driven Cultures

Stability

Innovation

People-Oriented

Outcome-Oriented

Top-down communication

Bottom-up communication

Generalist training focus

Specialized training focus

Control

Sharing

Personality-focused recruiting

Skill-focused recruiting

Loyal to the organization

Loyal to the profession

Profitable Work

Interesting Work

Accountable to superiors

Accountable to peers

Autonomous decision making

Collaborative decision making

Advancement based on tenure

Advancement based on performance

The practice’s culture significantly influences everything about an organization including:
(1) strategy; (2) internal and external communications; (3) staffing; (4) setting organizational
objectives; (5) management style and, most importantly; (6) compensation.'*>

Managerial Accounting System Dimensions
Managerial accounting is “...a value-adding continuous improvement process of planning,
designing, measuring, and operating both nonfinancial information systems and financial
information systems that guides management action, motivates behavior, and supports and
creates the cultural values necessary to achieve an organization’s strategic, tactical, and operating
objectives” [Emphasis added].'”® The managerial accounting system is the information system
that assists practice owners in determining “...whether organizational level, business level, and
operational level, [and physician level] strategies... and objectives are being met.”"**
Managerial accounting systems range from the very simple, which only “...measure and monitor
actual spending against...budgets, "> to the very complex, where individual business units (e.g.,
individual physicians or practice locations) are treated as profit centers that “...buy and sell
products and services...as if [each business unit is an] independent company...creating an
internal market [that] improve[s] the motivation...and provides an effective way of evaluating
[individual business unit] performance.”"*® In general, simple managerial accounting systems are
inexpensive to implement and increase decision errors because of the low quality information
available, while complex managerial accounting systems are expensive to implement and reduce
decision errors because of the high quality information available."’ Practices tend to optimize

131 “Principles of Personnel Management” By Edwin Filippo, 2nd Ed., New York, NY: McGraw-Hill, 1966, p. 362-364; “Organizational
Behavior: A Diagnostic Approach” By Judith Gordon, 7th Ed., Upper Saddle River, NJ: Prentice Hall, 2002, p. 376-377; “Physician
Compensation Arrangements: Management and Legal Trends” By Daniel Zismer, Gaithersburg, MD: Aspen Publishers, p. 114.

132 “Physician Compensation Arrangements: Management and Legal Trends” By Daniel Zismer, Gaithersburg, MD: Aspen Publishers, p. 104;
“Organizational Behavior: A Diagnostic Approach” By Judith Gordon, 7th Ed., Upper Saddle River, NJ: Prentice Hall, 2002, p. 377-378.

133 “Management Accounting” By Anthony Atkinson, et al., 4th Ed., Upper Saddle River, NJ: Prentice Hall, 2004, p. 587.

134 Ibid, p. 283.

135 Ibid, p. 15.

136 Ibid, p. 12.

137 “Cost Management: Strategies for Business Decisions” By Ronald Hilton, et al, 2nd Ed., Boston, MA: McGraw-Hill, 2003, p. 144.
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the performance of their management accounting systems by simultaneously minimizing the
measurement costs and the decision error costs (see Figure 3-6: Trade-offs in Choosing a
Management Accounting System)."*

Figure 3-6: Trade-offs in Choosing a Management Accounting System'>’
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In particular, more complex management accounting systems enhance the practice’s ability to
pool different activities into separate physician profit centers,'*” thereby significantly increasing
the likelihood that physician practices may achieve goal congruence by allocating:

(1) Revenue by:

a. Dollar amount of individual physician collections;""!
Individual physician wRVU productivity;'**
Number of physicians;

Hours worked by physician;
Attainment of quality metrics;

Patient satisfaction measures;
Achievement of shared savings targets;

@ o Ao

138 “Management Accounting” By Anthony Atkinson, et al., 4th Ed., Upper Saddle River, NJ: Prentice Hall, 2004, p. 89.

139 1Ibid, p. 90.

140 “Cost Management: Strategies for Business Decisions” By Ronald Hilton, et al, 2nd Ed., Boston, MA: McGraw-Hill, 2003, p. 48-49.

141 “How to Join, Buy, or Merge a Physician’s Practice” By Yvonne Fox and Brett Levine, St. Louis, Missouri: Mosby-Year Book, 1998,
p. 145.

142 1Ibid, p. 146.
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Executive and management services;'
Call and coverage services rendered;
Research services;
Business development and community outreach;
Individual physician patient encounters; or
m. Any combination or permutation of the above allocation methods; and
(2) Expenses by:
Individual physician resource utilization;'**
Individual physician RVU productivity;
Number of physicians;'*
Support staff time or compensation;
Location hours or square feet;
Individual CPT resource utilization;
Patient encounter utilization; or
Any combination or permutation of the above allocation methods.

L

SRmo a0 o

It should be noted that frequently, in practice, organizations select a single driver (e.g., WRVU
productivity) and assign a conversion factor (e.g., wWRVUSs per hour) to capture activities not
accurately reflected by the single driver (e.g., executive and management services).

Effective use of managerial accounting systems allows physician practices to achieve goal
congruence by:'*

(1) Rewarding individuals (e.g., physicians) for their contributions to organizational
(e.g., practice or health system) objectives;

(2) Delegating organizational (e.g., practice or health system) control to individuals
(e.g., physicians);

(3) Measuring the impact of individual (e.g., physician) performance in meeting
organizational (e.g., practice or health system) goals;

(4) Setting clear performance standards for each individual employee;

(5) Emphasizing individual (e.g., physician) performance in meeting “mission critical ”
organizational (e.g., practice or health system) objectives; and

(6) Incentivizing individuals (e.g., physician) to coordinate their activities to meeting
organizational (e.g., practice or health system) objectives.

143 “How to Join, Buy, or Merge a Physician’s Practice” By Yvonne Fox and Brett Levine, St. Louis, Missouri: Mosby-Year Book, 1998,
p. 146.

144 1Ibid, p. 145.

145 1Ibid, p. 145.

146 “Management Accounting” By Anthony Atkinson, et al., 4th Ed., Upper Saddle River, NJ: Prentice Hall, 2004, p. 331-332; see Figure 3-7:
Impact of Managerial Accounting System on Goal Congruence Feasibility Under Fee For Service Reimbursement.
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Figure 3-7: Impact of Managerial Accounting System on Goal Congruence Feasibility Under
Fee for Service Reimbursement
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The Spectrum of Physician Compensation Plan Frameworks

The practice’s organizational structure, culture, and managerial accounting systems all interact to
determine whether the compensation plan should be based on the performance of: (1) individual
practitioners; (2) a cohesive team-oriented group; or (3) somewhere in-between, referred to as
the “muddled middle ground” (see Figure 3-8: Spectrum of Compensation Framework for
Physician Owned Practices).'"’

Figure 3-8: Spectrum of Compensation Framework for Physician Owned Practices
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Individualistic compensation plan frameworks emphasize individual practitioner performance.

Alternately, team-oriented compensation plan frameworks tend to be based on the organization’s
overall performance.'” Muddled middle ground compensation plan frameworks emphasize both
individual practitioner performance and overall practice performance."’

A well-developed compensation plan matches organizational structure, culture, and
management accounting systems to promote practice goals as well as rewarding individual

147 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 64-66.

148 “Compensation and Incentive Plans for Physicians” By Charles Stiernberg, November 2001, http://www2.utmb.edu/otoret/
Grnds/Compensation_11-2001/Compensation_11-2001.pdf (Accessed 04/30/10),

149 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 63.

150 Ibid.
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physician behaviors and activities."' As such, the physician compensation plan should emulate
the principles and goals defined in Step 1 of this process.'

Individualistic Frameworks

Individualistic frameworks compensate based on the each physician’s individual performance,
regardless of organizational goal attainment."® In individual frameworks, each employee (e.g.,
physician) focuses on how they can maximize their own individual compensation, regardless of
the overall group compensation level.™* As such, physicians seek to maximize their individual
control through market-oriented organizational structures, optimize their own performance by
creating a functional culture, and precisely measure their own performance through complex
management accounting systems.

Team-Oriented Frameworks

Plans characterized by a team-oriented framework lie on the opposite end of the spectrum and
only consider organizational goal attainment, regardless of individual performance.” In team-
oriented frameworks, all employees (e.g., physicians) focus on how they can maximize the
aggregate level of compensation level, regardless of individual performance.”® As such,
physicians seek to maximize organizational productivity through functional organizational
structures, optimize organizational performance by creating a process driven culture, and
minimize overhead costs by using simple management accounting systems.

Muddled Middle Ground Frameworks

The distribution of infrastructures across the spectrum, as it is discussed previously with regard
to the categorical extremities, is based on the tendencies associated with these types of
individualistic and team-oriented plans.””’ Plans classified as muddled middle ground
frameworks possess both team-oriented and individualistic attributes, and compensate individual
physicians based on both individual performance and organizational goal attainment."® There
are diverse arrays of muddled middle ground frameworks that exist and each plan has its own
strengths and weaknesses,””’ based on its compatibility with a practice’s organizational
structure, culture, and managerial accounting systems.

151 “Toxicity of Pay for Performance” By Donald Berwick in “Measuring Clinical Care: A Guide for Physician Executives” By Stephen
Schoenbaum, Tampa, FL: American College of Physician Executives, 1995, p. 138.

152 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 61; “Physician’s Compensation: Measurement, Benchmarking, and Implementation” By Lucy R.
Carter and Sara S. Lankford, New York, NY: John Wiley & Sons, Inc., 2000, p. 59-61.

153 “Compensation and Incentive Plans for Physicians” By Charles Stiernberg, November 2001, http://www2.utmb.edu/otoref/Grnds/
Compensation_11-2001/Compensation_11-2001.pdf (Accessed 04/30/10),

154 “Modern Labor Economics: Theory and Public Policy” By Ronald Ehrenberg and Robert Smith, 11th Ed., Boston, MA: Prentice Hall, 2012,
p. 364, 368-369.

155 “Labor Economics & Labor Relations” By Lloyd Reynolds, et al., 10th Ed., Englewood Cliff, NJ: Prentice-Hall, 1991, p. 194.

156 “Modern Labor Economics: Theory and Public Policy” By Ronald Ehrenberg and Robert Smith, 11th Ed., Boston, MA: Prentice Hall, 2012,
p. 365-366, 369.

157 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 99.

158 Ibid, p. 63, 91, 99.

159 “Case for Linking Clinical Performance to Compensation” By Al Truscott in “Measuring Clinical Care: A Guide for Physician Executives”
By Stephen Schoenbaum, Tampa, FL: American College of Physician Executives, 1995, p. 139.
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STEP 3: BENCHMARKING

Benchmarking is essential to the process of compensation planning; it involves the comparison
of key performance indicators (e.g., financial, productivity, and quality metrics) against a
performance standard for organizations of similar or the same kind.'®” Benchmarking, as part of
compensation plan development, serves such purposes as:

(1) Determining where a particular practice stands in comparison to similar practices in terms
of overhead spending, staffing and staff distribution, supply expenditures, and so forth;'®!

(2) Identifying problematic areas of operation in which a practice may wish to improve
efficiency;

(3) Comparing physician-specific rates of compensation for fairness;'®

(4) Comparing physician-specific rates of production;'®* and

(5) Comparing physician-specific rates of compensation to rates of production and determine
if there is appropriate correlation.'®

6

Benchmarking on the organizational and practitioner levels may be of significance,'®® as it

relates to compensation planning as discussed in Chapter 2: Benchmarking.

STEP 4: ESTABLISHING THE GENERAL FRAMEWORK

As discussed in Steps 2 and 3, the countless systems of physician compensation implemented in
the healthcare industry can be identified through extensive research and evaluated alongside
internal and external factors and benchmarking metrics.'®” Based on this research and evaluation,
the plans best suited for a given practice can be identified and the foundation, or general
framework, for a compensation plan can be developed.'®® The various combinations across the
cultural and financial dimensions serve to represent a significant number of feasible
compensation options from which a practice may choose as its general framework.'®” An
overarching system definition should be consistent with the goals and principles established in
Step 1.'"° This framework serves as a high-level blueprint of the proposed compensation plan,
ensuring that all the appropriate variables and alignment factors are taken into account before
delineating the plan details.'”!

160 “Cost Management: Strategies for Business Decisions” By Ronald Hilton, et al, 2nd Ed., Boston, MA: McGraw-Hill, 2003, p. 9; See
Chapter 2: Benchmarking for extensive discussion of benchmarking.

161 “Physician’s Compensation: Measurement, Benchmarking, and Implementation” By Lucy R. Carter and Sara S. Lankford, New York, NY:
John Wiley & Sons, 200, p. 20.

162 “Performance Management: The Joint Commission’s Perspective” By Paul Schyve in “Measuring Clinical Care: A Guide for Physician
Executives” By Stephen Schoenbaum, Tampa, FL: American College of Physician Executives, 1995, p. 51.

163 “A Guide to Buying Physician Practice” By George Bodenger, et al., Washington, DC: Atlantic Information Services, 1995, p. 72-73.

164 Ibid.

165 Ibid.

166 “Financial and Clinical Benchmarking: The Strategic Use of Data” Healthcare Financial Management Association, Westchester, IL: 1997,
p. 76-78.

167 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 32, 104-105.

168 Ibid, p. 32.

169 1bid, p. 83; see The Spectrum of Physician Compensation Plan Frameworks section above.

170 “Case for Linking Clinical Performance to Compensation” By Al Truscott in “Measuring Clinical Care: A Guide for Physician Executives”
By Stephen Schoenbaum, Tampa, FL: American College of Physician Executives, 1995, p. 138.

171 “A Guide to Buying Physician Practice” By George Bodenger, et al., Washington, DC: Atlantic Information Services, 1995, p. 76.
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STEP 5: DETAILING THE PLAN INFRASTRUCTURE

With an infrastructure established, the details of the plan can be determined by keeping the
following overarching questions and their subordinate considerations in mind:

(1) How will practitioners be compensated for the work that they do? When addressing this
question, the following activities must be taken into consideration:'’

Clinical;

Peer education;

Commercial research,;

Medical directorship;

Executive and administrative management;

Coverage and call;

Supervision of clinical staff; and

Community outreach.

S o e o

(2) What should rewards and incentives be based on? Key considerations include:'”
Volume;

Outcomes and quality;

Patient satisfaction;

Cost containment;

Overall enterprise profitability;

Leadership;

Clinical resource utilization; and,

Social benefit generated.

S e e o

(3) What should be the standard level of incentive and evaluation? Key levels to consider
include:'”
a. Individual employee level (e.g., the physician level);
Branch level (e.g., specialty group level in multispecialty practices);

c. Division level (e.g., entire practice);
d. Company level (e.g., entire regional health system); and
e. A combination of these various levels.

(4) How should incentive compensation be structured? Key considerations include:'”

a. Fixed price per unit of output (e.g., RVU, patient encounter, hour);

b. Fixed percentage per unit of output (e.g., percentage of shared savings realized,
percentage of collections, percentage of practice operating profits before physician
compensation);

c. Fixed dollar amount after an outcome threshold is reached;

172

173

174
175
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“How to Join, Buy, or Merge a Physician’s Practice” By Yvonne Fox and Brett Levine, St. Louis, Missouri: Mosby-Year Book, 1998,

p. 103-116.

“What Information Do Managers of Health Care Organizations Need to See: A Physician Manager’s Perspective?” By Charles Cutler in
“Measuring Clinical Care: A Guide for Physician Executives” Edited By Stephen Schoenbaum, Tampa, FL: American College of Physician
Executives, 1995, p. 27-39.

“Cost Management: Strategies for Business Decisions” By Ronald Hilton, et al, 2nd Ed., Boston, MA: McGraw-Hill, 2003, p. 872-873.
“Principles of Personnel Management” By Edwin Flippo, 2nd Edtion, New York, NY: McGraw-Hill, 1966, p. 302-309.
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d. Variable price per unit of output (e.g., $0/WRVU before a productivity threshold is
reached and $40/wRVU above the threshold);

e. Variable percentage per unit of output (e.g., 25 percent of operating below $400,000,
and 50 percent of operating profits above $400,000); and,

f. Variable dollar amount after an outcome threshold is reach (e.g., $0 for Consumer
Assessment of Healthcare Providers and Systems (CAHPS) scores below 90 percent,
$10 per basis point (0.01 percentage points) for CHAPS scores above 90 percent, and
$15,000 for 100 percent CHAPS scores).

(5) What is degree of goal congruence? Key considerations include:
a. Incentivizing employees (e.g., physicians) for their individual contributions to
organizational (e.g., practice) objectives;' "
b. Rewarding outputs (e.g., WRVU productivity) instead of inputs (e.g., hour worked);
c. Emphasizing the organizations’ critical success factors;'™ and
d. Rewarding coordination in achieving the organizations’ goals.'”

177

By addressing such key questions and considerations within the context of the practice setting,
the details of a plan customized to the needs of that practice can be outlined.'*

STEP 6: GENERATING A FINANCIAL MODEL

Mathematical modeling is “...a process that translates observed or desired phenomena into
mathematical expressions.”'®' A subset of mathematical modeling, prediction modeling
«...describe[s] or predict[s] events...given certain conditions.”'** Financial modeling is a type of
prediction modeling that projects free cash flow to capital holders (including government
entities) based on:'®

(1) Expected revenue, operating expenses, and capital expenditures;

(2) “...Prospective industry supply and demand...[as well as existing] capacity, demand, and
market share;”

(3) “...Historical financial data...[and] financial statements;”

(4) Non-cash expenses such as depreciation; and

(5) Changes in the request level of working capital required to operate the business.

A financial model of a projected compensation plan is typically generated by the accounting and
finance staff upon request of the compensation committee or other governing entities.'®

176 “Cost Management: Strategies for Business Decisions” By Ronald Hilton, et al, 2nd Ed., Boston, MA: McGraw-Hill, 2003, p. 889.

177 Tbid, p. 54.

178 “Management Accounting” By Anthony Atkinson, et al., 4th Ed., Upper Saddle River, NJ: Prentice Hall, 2003, p. 331.

179 “Case for Linking Clinical Performance to Compensation” By Al Truscott in “Measuring Clinical Care: A Guide for Physician Executives”
By Stephen Schoenbaum, Tampa, FL: American College of Physician Executives, 1995, p. 140.

180 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 33-34.

181 “Applied Management Science: Modeling, Speadsheet Analysis, and Communication for Decision Making” By John Lawrence, Jr., and
Barry Pasternack, 2nd Ed., Hoboken, NJ: John Wiley & Sons, 2002, p. 7.

182 Ibid, p. 8.

183 “Corporate and Project Finance Modeling: Theory and Practice” By Edward Bodmer, Hoboken, NJ: John Wiley & Sons, 2015, p. 20, 25.

184 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 33-34.
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Historical practice data and industry benchmarks should be used to make projections about the
practice’s compensation rates, > within the context of market-based compensation plan levels,
measures of productivity, and other performance indicators. A model can effectively demonstrate
practitioner shifts in compensation and progress towards organizational objectives.'*® It should
be noted that while financial models are at “...the core of most business plan[ning]...”"*’
including compensation planning, financial models “...are simply that — models of reality,”'*®
and “[n]o model is 100% accurate;”'® rather, financial model serve improve the information
available to those making the decisions and implementing policies.

The general frameworks of proposed plans typically are evaluated prior to assessing financial
models, because the committees and governing entities may wish to assess their plans without
compromising objectivity, which may be a concern when financial values are assigned to
individual members of the practice.'*’

STEP 7: DEFENDING AGAINST ALTERNATIVE MODELS

Not only is it important to model the changes that a proposed plan, or multiple proposed plans,
will encounter, but it is also necessary to compare these changes to the effect that alternative
models may have on the practice compensation plan as well."”' By comparing various models to
each other and removing any cause for bias by approaching the financial data in a “blinded”
manner, the committee will not be moved by any personal or misaligned motivations (e.g.,
removing individual physician names to ensure that compensation is not biased unfairly).'*

STEP 8: OUTLINING TRANSITION AND IMPLEMENTATION STEPS

Once the committee decides on a compensation plan to propose to the practice as best suited to
meet the group’s needs, a reasonable and thorough plan for transitioning from the old
compensation scheme to the new compensation plan must be developed.'”® As previously
mentioned, this process may be very gradual, depending on the amount of change that the
practice and its members are undertaking.'”* Such means of transitioning may include
incrementally planned changes to the plan infrastructure and mechanics over the course of
several months or years or the provision of data to practitioners a certain amount of time prior to

185 “Physician Compensation Strategies” By Craig Hunter and Max Reiboldt, 2nd Ed., Chicago, IL: American Medical Association, 2004,
p. 63.

186 “A Guide to Buying Physician Practice” By George Bodenger, et al., Washington, DC: Atlantic Information Services, 1995, p. 76.

187 “Financial Modeling” By Simon Benninga, 3rd Ed., Boston, MA: Massachusetts Institute of Technology, 2008, p. 135

188 “Applied Management Science: Modeling, Spreadsheet Analysis, and Communication for Decision Making” By John Lawrence, Jr., and
Barry Pasternack, 2nd Ed., 2002, p. 18.

189 Ibid, p. 24.

190 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 35.

191 “Physician Compensation: Models for Aligning Financial Goals and Incentives” By Kenneth M. Hekman, New York, NY: McGraw-Hill,
2000, p. 119.

192 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 36.

193 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 36; “Physician Compensation: Models for Aligning Financial Goals and Incentives” By Kenneth
M. Hekman, New York, NY: McGraw-Hill, 2000, p. 119.

194 “Physician Compensation: Models for Aligning Financial Goals and Incentives” By Kenneth M. Hekman, New York, NY: McGraw-Hill,
2000, p. 119.
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the actual implementation of the new plan.'” In doing so, the practice and its members are given
what has been determined as ample time to acclimate to the proposed change.'”®

STEP 9: PROPOSING THE NEW PLAN

The development process for a compensation plan includes the following elements:

(1) a concise statement of foundational goals, principles, and leadership;

(2) a succinct statement of the supporting rationale and research for those goals and
principles;

(3) consideration of the spectrum of the various options, as well as a detailed explanation as
to the elimination criteria by which the most appropriate plans were identified;

(4) comprehensible presentation of benchmarking data and financial models;

(5) substantiation as to the independent and unbiased nature of the planned evaluation
process;

(6) a statement of a detailed and reliable action plan for implementation;

(7) presentation of the planning process and the recommended plan by the planning
committee to the governing entities; and,

(8) presentation of the selected plan to the practice as a whole."”’

There must be both formal and informal means by which practice members can communicate
their questions, comments, or concerns to administrative authorities via e-mail correspondence,
through practitioner forums and one-on-one meetings, or by some other means of
communication.'”® Before presenting a proposed plan, the development committee or governing
entities can reasonably ensure that they have accounted for the primary facets of the development
process by utilizing the checklist found in the appendix.'®’

STEP 10: ARRIVING AT A CONSENSUS

Arriving at some form of a consensus is the final—and key—step to developing a new
compensation plan.*”’ The term consensus is used lightly in this context, because these plans
often are faced with skepticism by practice members.””’ The minimum threshold for a successful
proposal is mild approval and toleration by the majority of practitioners.””* In order for the

195 “Physician Compensation: Models for Aligning Financial Goals and Incentives” By Kenneth M. Hekman, New York, NY: McGraw-Hill,
2000, p. 119.

196 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 36-37.

197 Tbid, p. 37.

198 “Merritt, Hawkins, & Associates Guide to Physician Recruiting” By James Merritt, et al, Irving, TX: Merritt, Hawkins, & Associates, 2009,
p. 16-18.

199 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 46.

200 “Physician’s Compensation: Measurement, Benchmarking, and Implementation” By Lucy R. Carter and Sara S. Lankford, New York, NY:
John Wiley & Sons, Inc., 2000, p. 60-61.

201 *“Four Basic Principles of Compensation,” in “Physician’s Compensation: Measurement, Benchmarking, and Implementation,” by Lucy R.
Carter, CPA, and Sara S. Lankford, CPA, John Wiley & Sons, Inc., 2000, p. 56; “The Compensation Plan Development Process,” in
“Physician Compensation Plans: State-of-the-Art Strategies,” by Bruce A. Johnson, JD, MPA, and Deborah Walker Keegan, PhD,
FACMPE, Medical Group Management Association, 2006, p. 37.

202 *“Four Basic Principles of Compensation,” in “Physician’s Compensation: Measurement, Benchmarking, and Implementation,” by Lucy R.
Carter, CPA, and Sara S. Lankford, CPA, John Wiley & Sons, Inc., 2000, p. 56; “The Compensation Plan Development Process,” in
“Physician Compensation Plans: State-of-the-Art Strategies,” by Bruce A. Johnson, JD, MPA, and Deborah Walker Keegan, PhD,
FACMPE, Medical Group Management Association, 2006, p. 37.
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physicians to accept the compensation model, the model must be understandable, equitable, and
it must promote the best interests of the group.**®

The term consensus is used lightly in reference to compensation planning, because these plans are often faced
with skepticism to say the least. A proposal is considered successful if it is met with mild approval—regarded
as tolerable by the majority of practitioners.

Lucy R. Carter, CPA, and Sara S. Lankford, CPA, 2000,
Bruce A. Johnson, JD, MPA, and Deborah Walker Keegan, PhD, FACMPE, 2006.

WHERE?—THE COMPENSATING ENTERPRISE

The various stakeholders concerned with a practice’s means of compensation continue to become
increasingly interrelated, especially as the level of organizational consolidation and affiliation
within the healthcare industry continues to increase and diversify. This section and the one
following discuss the practice and the practitioner separately and as they relate to each other in
order to establish an understanding of the performance, productivity, and practice drivers of
compensation planning.

PRACTICE BENCHMARKING

As discussed in Chapter 2: Benchmarking, benchmarking is a technique to compare the subject
practice’s current operational, clinical, and financial performance to their historical trends as
well as to industry normative benchmark standards. There are several key considerations that
should drive practice-level benchmarking analyses and, therefore, compensation planning,***
including:
(1) Objectively evaluating performance indicators on practice and practitioner levels;*"’
(2) Indicating variability, extreme outliers, and prospects;**°
(3) Identifying areas that require further attention and possible remediation (e.g.,
redistributing resources and staff and increasing operating room utilization);*"’
(4) Offering insight into practice and practitioner performance as it relates to the rest of the
market (e.g., allowing organizations to find where they “rank” among competitors and as
a means for continuous quality improvement); >**

203 Physician’s Compensation: Measurement, Benchmarking, and Implementation” By Lucy R. Carter and Sara S. Lankford, New York, NY:
John Wiley & Sons, Inc., 2000, p. 56-59.

204 See Chapter 2: Benchmarking.

205 “Financial and Clinical Benchmarking: The Strategic Use of Data” Healthcare Financial Management Association and HCIA, Inc.:
Baltimore, MD 1997, p. 76-77.

206 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 110

207 “Financial and Clinical Benchmarking: The Strategic Use of Data” Healthcare Financial Management Association and HCIA, Inc.:
Baltimore, MD 1997, p. 76-77.

208 Ibid.
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(5) Providing practices with a value-metric system to assist in determining fair market value
and commercial reasonableness;*” and

(6) Promoting improvement (e.g., improving average length of stay (ALOS) and other
clinical efficiency measures);

FACTORS INFLUENCING PRACTICE PERFORMANCE

The key benchmarking considerations listed in the prior section are influenced by several
characteristics specific to a practice’s sites of service, ownership structure, community benefit
objectives, staffing dynamics, and specialization.”'' Also, factors discussed as the four pillar
drivers of productivity and compensation may influence the practice’s overall performance.”'?

Sites of Service

As noted in Chapter 2: Reimbursement Environment of Volume 1: An Era of Reform—The Four
Pillars, physicians are paid differently based upon whether they provide services in a facility,
i.e., a hospital, or in a non-facility setting, i.e., a physician practice, as well as whether the
physician performs services in an urban or rural location.

Hospital Facility Based Billing Versus Physician Office Based Billing

As set forth in Chapter 2: Reimbursement Environment of Volume I: An Era of Reform—The
Four Pillars, a practice that provides physician services in a medical office is reimbursed at a
different rate than a practice who provides the same physician services in a facility (e.g., a
hospital) setting. This reimbursement differential is a result of the facility incurring some of the
expenses (e.g., rent and administrative staffing) associated with physician services when the
practice provides a service at that facility.””> Similarly, non-facility practice expenses are
generally higher when the physician provides services in a medical office building because all of
the expenses related to that service (e.g., utilities and equipment) are borne by the practice.”"*
Accordingly, when negotiating compensation plans, physicians should be cognizant of this
differential.

Geographic Area

In addition to the type of building where physician services are rendered, the geographic area
may impact practice reimbursement. As noted in Chapter 2: Reimbursement Environment of
Volume I: An Era of Reform—The Four Pillars, each of the 90 Medicare localities is reimbursed
at a different rate for the same services rendered based on the relative cost of physician services,

209 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 112.

210 “Financial and Clinical Benchmarking: The Strategic Use of Data” Healthcare Financial Management Association and HCIA, Inc.:
Baltimore, MD 1997, p. 76-77.

211 See Chapter 5: Organizational Structure for a detailed discussion of these various characteristics of a healthcare organization.

212 See External Indicators [The Four Pillars].

213 “Place of Service Affects your Reimbursement” By Mary LeGrand, AAOS Now, April 2008, http://www6.aaos.org/news/PDFopen/
PDFopen.cfm?page_url=http://www.aaos.org/news/aaosnow/apr08/managingl.asp (Accessed 3/13/2015), p. 276-277.

214 “The Basics: Relative Value Units (RVUS)” National Health Policy Forum, The George Washington University, February 2009,
http://www.nhpf.org/library/the-basics/Basics RVUs_02-12-09.pdf (Accessed 4/1/09), p. 2-3.
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practice expenses, and malpractice insurance.”’’ In addition, physicians may receive a bonus
payment of ten percent (10%) of their reimbursement for services rendered to Medicare
beneficiaries in Health Professional Shortage Areas (HPSAs), geographic areas that lack
sufficient healthcare providers.”'® These geographical differences may impact the amount of
compensation paid by a practice to its physicians.

Retail Clinics Versus Physician Offices

Physician practices may also face growing competition from retail clinics, which focus on
providing “convenient care” and continue to expand in the current healthcare market.”'” These
sites of services generally provide care at lower cost than physician practices®® due to lower
labor costs and economies of scale from their retail affiliates.*"”

Ownership Structure: Balancing Long- Versus Short-Term
Partnership Goals**

Tenure and, to some effect, seniority may impact compensation®' and, therefore, practice
performance. At one extreme, practices may wish to isolate new associates from the established
system of compensating practitioners by insuring some form of set income for an established
period of time.*** This allows new practitioners to acclimate to the system while they grow into
productive members of the practice.””® Alternately, some systems are designed to incentivize
loyalty and heighten retention by compensating on the basis of tenure and, to some effect,
seniority.”** Although, historically, seniority has been a key factor in determining base salary,”*
newer compensation plans may not necessarily account for senior ranking when establishing
base salary.

Practices may engage in buy or sell agreements,””® which may encourage the transition from
associateship to partnership (known as buy-in arrangements), the transition from partnership to

215 “Geographic Price Cost Indexes: January 2015 Release” Centers for Medicare & Medicaid Services, January 2015, http://www.cms.gov/
Medicare/Medicare-Fee-for-Service-Payment/PhysicianFeeSched/PFS-Relative-Value-Files-Items/RVU15A html?DLPage=1&DLSort=
0&DLSortDir=descending (Accessed 3/17/2015); “Chapter 12: Physicians/Nonphysician Practitioners” in “Medicare Claims Processing
Manual” Centers for Medicare & Medicaid Services, 10/17/2014, http://www.cms.gov/Regulations-and-
Guidance/Guidance/Manuals/Downloads/clm104c12.pdf (Accessed 3/17/2015).

216 “Health Professional Shortage Area (HPSA) Physician Bonus, HPSA Surgical Incentive Payment, and Primary Care Incentive Payment
Programs” Centers for Medicare & Medicaid Services, July 2014, http://www.cms.gov/Outreach-and-Education/Medicare-Learning-
Network-MLN/MLNProducts/downloads/HPS Afctsht.pdf (Accessed 3/17/2014).

217 “Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services,” By Robert J. Cimasi, MHA, ASA, FRICS, MCBA,
AVA, CM&AA, Vol. 2, Hoboken, NJ: John Wiley & Sons, Inc., 2014, p. 442.

218 “Comparing Costs and Quality of Care at Retail Clinics With That of Other Medical Settings for 3 Common Illnesses” By Ateev Mehrotra,
et al., Annals of Internal Medicine, Vol. 151, No. 5, 9/1/2009, p. 326.

219 “Retail Clinics: Facts, Trends, and Implications” By Paul Keckley, Deloitte, 2008, p. 12.

220 “Healthcare Transactions: A Description of the Process and Considerations Involve” By Robert J. Cimasi, MHA, ASA, FRICS, MCBA,
AVA, CM&AA, Health Capital Consultants, p. 3-5.

221 “Labor Economics & Labor Relations” By Lloyd Reynolds, et al., 10th Ed., Englewood Cliff, NJ: Prentice-Hall, 1991, p. 195-196.

222 “Physician’s Compensation: Measurement, Benchmarking, and Implementation” By Lucy R. Carter and Sara S. Lankford, New York, NY:
John Wiley & Sons, Inc., 2000, p. 83-84.

223 “Physician’s Compensation: Measurement, Benchmarking, and Implementation” By Lucy R. Carter and Sara S. Lankford, New York, NY:
John Wiley & Sons, Inc., 2000, p. 83-84.

224 “Modern Labor Economics: Theory and Public Policy” By Ronald Ehrenberg and Robert Smith, 11th Ed., Boston, MA: Prentice Hall, 2012,
p. 385-386.

225 “Physician Compensation Strategies” By Craig Hunter and Max Reiboldt, 2nd Ed., Chicago, IL: American Medical Association, 2004,

p. 96.
226 “Physician Recruitment, Retention, & Separation” By C. Kay Freeman, Chicago, IL: American Medical Association, 2002, p. 118.
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retirement (referred to as buy-out arrangements), or both. Weighting the long-term investment of
incentivizing established practitioners against the short-term compromise of introducing new
physicians into the practice might be a necessary consideration in determining how such
transitions will factor into practitioner compensation. Over the years, established group practices
have often presented buy-in offers to new associates as one of the understood terms of their
employment. As a measure of precaution laced with incentive, physician-owned group practices
may incorporate buy-in conditions into the understood terms of an their associate employment
agreements.””’ Most often, this is contingent upon the satisfactory completion of one to three
years of employment as an employed associate physician within the practice.”*® See Figure 3-9
for a medical practice buy-in flow chart.

Practice Buy-In Process: Considerations

Employment agreements for associate physicians may only include vague and conditional
provisions regarding the potential for buy-in to ownership interest in the practice.”® The interim
nature of this loosely termed ‘“agreement” theoretically allows the practice more flexibility
should the operational, financial, or market circumstances of the practice change or should the
associate physician fail to meet the expectations of the practice, partners, or both.”** The
subsequent employment relationship will be much improved if the practice can preempt potential
problems when the matter is ultimately negotiated.>"

Period of Buy-In

The period of a buy-in is variable and, often, circumstantial. For most physician-owned
practices, the buy-in period should last for three years; however, larger groups are encouraged to
consider extending the duration to four or five years.>> Additionally, it is not uncommon for
enterprises in some markets to defer the decision to offer a buy-in for at least the first two years
after the initial employment period begins.”>> Primary care practices typically require shorter
associate employment periods (e.g., one to two years of employment) before extending a buy-in
offer than do specialty and surgical practices.”* However, in many situations, a new physician
may clearly demonstrate all of the characteristics and the commitment necessary to become an
owner after one year. Should the employment contract include a clause permitting the owner or
owners to assess the situation at the termination of the initial contract, a buy-in offer may be
extended (or withheld) at this time. This type of clause provides flexibility to the practice and
incentivizes to the associate to demonstrate his or her desire for ownership.

227 “Physician Recruitment, Retention, & Separation” By C. Kay Freeman, Chicago, IL: American Medical Association, 2002, p. 118.

228 “Partner Buy-Ins” The Physician’s Advisory: Vital Topic Series, Advisory Publications, Conshohocken, PA: Leif C. Beck, LL.B, C.P.B.C,
1999, p. 4.

229 “How to Join, Buy, or Merge a Physician’s Practice” By Yvonne Fox and Brett Levine, St. Louis, Missouri: Mosby-Year Book, 1998,
p. 142.

230 “Partner Buy-Ins” The Physician’s Advisory: Vital Topic Series, Advisory Publications, Conshohocken, PA: Leif C. Beck, LL.B, C.P.B.C,
1999, p. 2, 3-4.

231 “How to Join, Buy, or Merge a Physician’s Practice” By Yvonne Fox and Brett Levine, St. Louis, Missouri: Mosby-Year Book, 1998,
p. 142.

232 “Partner Buy-Ins” The Physician’s Advisory: Vital Topic Series, Advisory Publications, Conshohocken, PA: Leif C. Beck, LL.B, C.P.B.C,
1999, p. 4.

233 Ibid.

234 Tbid.
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Chapter 3: Compensation and Income Distribution

Ownership Percentage of the Practice

Most often physicians ultimately own equal shares in the practice; however, it is not unusual to
encounter group practices with ownership or equity allocated between senior and junior
shareholders or partners.”>> The one-doc-one-shareholder approach ordinarily is simpler to
administer and maintain and is, therefore, more realistic for small groups.

Methods of Buy-In Payment

The buy-in amount is often paid through a foregone compensation formula, whereby a system of
income differentials between the new physician and the existing owners of the practice is
implemented for a specified period.* It should be noted that, as with any investment purchase,
the buy-in transaction might have tax implications for a physician.

Community Benefit Objectives

Physician practices may be owned by not-for-profit tax-exempt organizations, which have an
obligation to provide a social benefit to the communities they serve. These social benefits may
not be related to the provision, management, or development of patient-related medical services
(e.g., academic research, or public health outreach improvement).

Compensating Academic Activities and Research

While most physician practices operate a single business line (i.e., clinical services), many
academic medical practices require physicians to engage in teaching and philanthropic research.
As such, academic practices try to meet the following objectives in their physician compensation
plans: (1) designing physician salaries to motivate physicians and staff to either directly or
indirectly participate in clinical, research-based, or academic activities that may not produce
revenue; (2) to focus on certain performance indicators set by and specific to the organization;
and (3) to compensate physicians based on their level of productivity. The model a practice
selects to implement depends on the organization’s specific priorities and objectives.

Compensating Community Outreach

To an even greater degree than nonclinical activities (e.g., teaching and philanthropic research), a
negative connotation is often linked to community outreach activities because some physicians
believe that these services negatively affect their clinical productivity.>’ As such, practitioners
may “cherry pick” activities™® based on the perceived likelihood of increasing patient volumes
and developing a favorable payor mix for that physician, thereby neglecting indigent care areas.
In order to minimize the bias associated with the provision of outreach services, the not-for-
profit tax exempt organizations may incentivize community outreach activities by:

235 1Ibid, p. 5.

236 “How to Join, Buy, or Merge a Physician’s Practice” By Yvonne Fox and Brett Levine, St. Louis, Missouri: Mosby-Year Book, 1998,
p. 143, 146.

237 “Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services” By Robert J. Cimasi, MHA, ASA, FRICS, MCBA,
AVA, CM&AA, Vol. 2, Hoboken, NJ: John Wiley & Sons, Inc., 2014, p. 906-907.

238 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 185.

123



Adviser's Guide to Healthcare

(1) compensating physicians for travel time and expenses and (2) compensating physicians a
fixed dollar amount for each time block.”

Staffing Dynamics

Depending on the role of non-physician employees in the medical practice, non-physician staff
may influence the practice’s compensation dynamic because each provider type is compensated
differently.”*” As first described in Chapter 1: Historical Development and reinforced over the
course of Volume I: An Era of Reform—The Four Pillars, non-physician providers (NPPs) play
a diverse role in the provision of healthcare services. They may work synergistically with
physicians, as a physician supplement for the provision of select services, or in parallel to
physicians for the provision of services that, though comparable to physician services, are
entirely outside the scope of physician practices. As such, NPPs may be further divided into
three categories based on the types of services they provide:

(1) Allied health professionals (also known as parallel providers) have a scope of
professional practice that is separate, distinct, and, essentially, parallel to the scope of
physician practice.

(2) Mid-level providers (also known as triage providers) are trained to provide a specific
subset of physician services, with the original objective of providing triage relief for
physicians by enhancing patient throughput. Mid-level providers are afforded a
significant level of autonomy within their scope of practice and, as such, they may act
alongside—or independent of—physicians under certain conditions for the provision of
previously determined services.

(3) Technicians and paraprofessionals (also known as physician extenders) that either
provide manpower support or highly technical services both necessary for and contingent
upon the provision of certain specialized physician services.

A practitioner that is placed in one of these categories is not always providing the services that
distinguish them from practitioners in the other categories. For example, mid-level providers are
relied upon for the provision of specialized services that are incident to physician services, but
they also exercise a certain measure of independence because they can autonomously provide a
specific scope of services in lieu of physicians.”*!

An appropriate measure of NPP productivity should reflect the type of services performed, not
the type of services permitted under law. The compensation plan utilized is contingent upon the
role played by the employed or contracted NPPs. For example, despite the expansion of mid-
level provider autonomy, the supportive role of NPPs, as part of specialized medical or surgical
teams, remains particularly significant.*** In such settings, NPPs provide specialized manpower
support to aid in the provision of physician services rather than independently providing billable
services that generate revenue. For example, surgical assistants may be considered an expense

239 Ibid.

240 Ibid, p. 193-194.

241 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 194.

242 “What Can Midlevels Do For You?” By Leigh Page, Modern Medicien, 9/5/2008, http://license.icopyright.net/user/viewFreeUse.act?fuid=
OTgyMTk3MQ%3D%3D (Accessed 9/8/2010).
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exclusively related to a particular physician benefiting from their services and, therefore,
allocated exclusively to that physician’s profit center.

In addition to accounting for the services that are delegated to healthcare professionals within a
practice setting, market indicators and benchmark data should be consulted to ensure that
compensation methods align with the market norm.

Specialization: Single Specialty Versus Multispecialty Practice

Lastly, the specialty dynamic and mix will affect the means by which each type of physician or
non-physician practitioner is compensated. For practices that wish to maintain pace with market
competitors, it may be advantageous to implement compensation plans that cater to the
demanded specialty mix. Additionally, the differences in the continuum of care afforded across
single specialty and multispecialty practices will likely influence market control** and,
therefore, practice incentives and compensation.

WHO?—THE PRACTITIONER

Traditional methods of practitioner compensation are structured as though clinical productivity is
the sole indicator of performance.*** As a result of various external drivers,”* the increasingly
complex and diverse practice dynamics (discussed in Where?—The Compensating Enterprise),
and the evolution, diversification, and expansion of practitioner tasks, duties, responsibilities,
and accountabilities, productivity-based benchmarks are no longer sufficient as the exclusive
means of measuring practitioner performance and, therefore, compensation methodologies
derived on the basis of such assumptions may be inadequate. Instead, the method a practice uses
to compensate a practitioner should account for:
(1) The practitioner’s clinical productivity;**°
(2) The practitioner’s nonclinical productivity;”™" and
(3) The practice’s characteristics, ownership structure, and legal considerations.***

247

Traditional methods of practitioner compensation are structured as though clinical productivity is the sole
indicator of performance.

Daniel K. Zismer and David A. Kaplan 1999.

243 “How to Join, Buy, or Merge a Physician’s Practice” By Yvonne Fox and Brett Levine, St. Louis, MO: Mosby-Year Book, 1998, p. 17-18.

244 “The Effects of Consolidation on Physician Compensation: Expectations and Future Challenges,” by Daniel K. Zismer and David A.
Kaplan, in “Physician Compensation Arrangements,” by Daniel K. Zismer, An Aspen Publication, 1999, pp. 6-8.

245 See External Indicators [The Four Pillars].

246 “Trends in Physician Compensation Arrangements: Q&A with Todd Mello of HealthCare Appraisers” By Lindsey Dunn, Becker’s ASC
Review, 11/23/2009, http://www .beckersasc.com/news-analysis/trends-in-physician-compensation-arrangements-q-a-a-with-todd-mello-of-
healthcare-appraisers.html (Accessed 7/26/2010).

247 “Managing Physician Compensation in Integrated Health Systems: A Focus on the Clinical Specialties” By Daniel Zismer, Duluth, MN:
Essentia Health Consulting, September 2007, p. 2.

248 “A Guide to Buying Physician Practice” By George Bodenger, et al., Washington, DC: Atlantic Information Services, 1995, p. 71.
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Productivity can be quantified collectively for all activities or separately for each type of activity.
Activities may be categorized in several ways, typically accounting for clinical practice,
commercial research, and leadership. Clinical productivity can be quantified relative to the
organization’s prioritized performance indicators and, therefore, can be based on work relative
value units (WRVUs), gross charges net charges, collections, proﬁtabrhty, or a weighted
combination of these variables.**” The purest of these clinical metrics is the wRVU, and perhaps
the least pure is profitability, because profitability is sensitive to non-physician staff performance
and collections as well as payor mix and, as a result, it is subject to the most statistical
variability.

A sample set of wRVU data can be found in Chapter Appendix B at the end of this chapter to
illustrate how to calculate the various components involved in determining compensation using
this approach.

A relative value unit (RVU) methodology also may be used to quantify commercial research
productivity, whereby RVUs are assigned to, for example, the salary support generated through
grants and contracts weighted according to the amount of support received. Compensation for a
particular research venture is then calculated based each employee’s role or level of
involvement™ " using the established clinical compensation methodology.

PRACTITIONER BENCHMARKING

The roles and responsibilities of practitioners have diversified to complement an array of
healthcare organization types In other words, an individual’s performance is, in part, a result of
the practice environment.”>' Practitioners that emulate a practrce s clinical or nonclinical
objectives are contrrbutlng to the success of the organization.””” The elements that should be
factored 1nto measurrng practitioner performance are substrata of clinical and nonclinical
productivity.”

Benchmarking clinical and nonclinical productivity on the practitioner level can help address
several key considerations when developing a compensation plan, namely:*

(1) Where practitioner compensation falls with respect to the statistical distribution of other
practitioners, either internally or externally;

(2) Where practitioner clinical production falls with respect to the statistical distribution of
other practitioners, either internally or externally; and

(3) Where practitioner performance in other areas (that is, nonclinical performance
measures) falls with respect to the statistical distribution of other practitioners, either
internally or externally.

249 “Adapting Industry-Style Business Model to Academia in a System of Performance-Based Incentive Compensation” By E. Albert Reece et
al., Academic Medicine, Vol. 83, No. 1 (January 2008), p. 78; “An Incentive Compensation System That Rewards Individual and Corporate
Productivity” By Deanna R. Willis et al., Family Medicine, Vol. 36, No. 4 (April 2004), p. 272.

250 “How to Join, Buy, or Merge a Physician’s Practice” By Yvonne Fox and Brett Levine, St. Louis, Missouri: Mosby-Year Book, 1998, p. 116.

251 “Compensation Committee Guide” By J.E. Richard, 9th Ed., Half Moon Bay, CA: Executive Compensation Institute, p. 66.

252 “Case for Linking Clinical Performance to Compensation” By Al Truscott in “Measuring Clinical Care: A Guide for Physician Executives”
By Stephen Schoenbaum, Tampa, FL: American College of Physician Executives, 1995, p. 137.

253 “An Incentive Compensation System That Rewards Individual and Corporate Productivity” By Deanna R. Willis et al., Family Medicine,
Vol. 36, No. 4 (April 2004), p. 271.

254 “Physician Compensation: Models for Aligning Financial Goals and Incentives” By Kenneth Hekman, New York, NY: McGraw-Hill,
2000, p. 85-89.
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By assessing practitioner data, the proper balance of quality, efficiency, and clinical or
nonclinical productivity can be established and a compensation plan can be constructed
accordingly.” However, it is also essential to keep the process of data communication
transparent. The reporting of raw, actionable data to decision makers”™ (e.g., physicians) is
commonly referred to as practice profiling. Specifically, practitioners receive periodic report
cards that enable them to assess their performance relative to their peers, by comparing
productivity data, quality indicators, and financial measures.”’ Keeping practitioners engaged in
initial and continued benchmarking and performance assessments will not only reduce tension
and controversy, but also will motivate practitioners to improve their performance.”®

FACTORS INFLUENCING PRACTITIONER PERFORMANCE

Clinical Productivity

Clinical productivity is one of the primary benchmarking considerations that should navigate the
development of a compensation plan. There are four practitioner-specific drivers of clinical
productivity: time, efficiency, volume, and quality performance.” These factors should
comprise a significant portion of the benchmark analysis conducted during the compensation
plan development process. Comparing a specific provider’s productivity to the practice’s
average productivity as well as industry normative data may helpful in assessing the adequacy of
a proposed compensation plan.

Time

The amount of time a practitioner dedicates to clinical activity will, naturally, influence the
practitioner’s level of clinical productivity. However, a growing emphasis is being placed on
administrative, executive, volunteer, and other nonclinical activities in measuring practitioners’
performance and compensating practitioners for their work.”® The time dedicated to such tasks
inevitably affects the amount of time spent on clinical activities. Nonclinical activities as a
growing portion of practitioner responsibilities will be discussed further in the Nonclinical
Productivity section.

Efficiency
An individual’s level of efficiency will also, invariably, contribute to his or her level of

productivity and, therefore, his or her level of compensation.*®’ Taking efficiency into
consideration will, in part, account for the discrepancy introduced by nonclinical time worked, as

255 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 114.

256 “Measuring Clinical Care: A Guide for Physician Executives” By Stephen C. Schoenbaum, Tampa, FL: American College of Physician
Executives, 1995, p. 51.

257 “Physician Compensation: Models for Aligning Financial Goals and Incentives” By Kenneth M. Hekman, New York, NY: McGraw-Hill,
2000, p. 21-22.

258 1Ibid, p. 77.

259 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 114-115.

260 Ibid.

261 “Labor Economics & Labor Relations” By Lloyd Reynolds, et al., 10th Ed., Englewood Cliff, NJ: Prentice-Hall, 1991, p. 189.
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well as the variability introduced by fewer hours worked or part-time practitioners. However, a
variable that may contribute to efficiency and should, therefore, be taken into consideration is the
degree or type of practitioner specialization and what implications that may have on the degree
of difficulty of work, type of work, or both that a practitioner performs.**>

Volume

The volume of clinical production is a third variable contributing to the measure of practitioner
productivity should be taken into consideration. As with time considerations, nonclinical volume
may be an impediment to clinical volume, and it should be taken into consideration when
calculating productivity from any measure of volume.*®® Also, the degree and complexity of care
rendered will likely contribute to the amount of patient volume because more severe illnesses
will require more time and, therefore, may reduce patient volume.***

Quality

The quality of care administered to a patient is the fourth—and final—personal driver of
productivity.*®® Quality benchmarking has taken and increasingly predominant place in
measuring practitioner performance and compensating accordingly.”®® As discussed in the Key
Reimbursement Considerations section above, PAP methods of reimbursement have emerged in
recent years. Quality of care measures have become increasingly important in determining
physician compensation,*® as trends in the reimbursement environment have shifted to focus on
the value of healthcare services.

Nonclinical Productivity

Nonclinical activities that may factor into practitioner productivity may include:**®

(1) Executive and administrative management;
(2) Medical directorship;

(3) Supervision of clinical staff;

(4) Community outreach;

(5) Peer education; and

(6) Commercial research.

262 “Physician Compensation Plans: State-of-the-Art Strategies” By Bruce A. Johnson and Deborah Walker Keegan, Englewood, CO: Medical
Group Management Association, 2006, p. 115.

263 “The Toxicity of Pay for Performance” By Donald Berwick in “Measuring Clinical Care: A Guide for Physician Executives” By Stephen
Schoenbaum, Tampa, FL: American College of Physician Executives, 1995, p. 134.

264 “An Argument for Linking Compensation to Performance” By Steven Zatz and Cary Sennett in “Measuring Clinical Care: A Guide for
Physician Executives” By Stephen Schoenbaum, Tampa, FL: American College of Physician Executives, 1995, p. 145.

265 “What Information Do Managers of Health Care Organizations Need to See: A Physician Manager’s Perspective?” By Charles Cutler in
“Measuring Clinical Care: A Guide for Physician Executives” Edited By Stephen Schoenbaum, Tampa, FL: American College of Physician
Executives, 1995, p. 29.

266 “An Argument for Linking Compensation to Performance” By Steven Zatz and Cary Sennett in “Measuring Clinical Care: A Guide for
Physician Executives” By Stephen Schoenbaum, Tampa, FL: American College of Physician Executives, 1995, p. 143-145.

267 “Physician Compensation: Models for Aligning Financial Goals and Incentives” By Kenneth M. Hekman, New York, NY: Medical Group
Management Association, 2000, p. 52.

268 “How to Join, Buy, or Merge a Physician’s Practice” By Yvonne Fox and Brett Levine, St. Louis, Missouri: Mosby-Year Book, 1998,

p. 109-116.
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A practitioner’s performance in any of these areas is driven by personal motivators as well as the
by various practice attributes, as discussed in the Where?—The Compensating Enterprise section
above. The methods, considerations, and concerns related to compensating nonclinical
performance are discussed in Community Benefit Objectives, above.

CONCLUSION

With the diversification of healthcare professional practice enterprises and workforce
practitioners, compensation for services rendered went from being fairly simple to invariably
complex and delicate. An array of compensation options, as demonstrated in the previous
sections, became available to meet the emerging challenges associated with the demand for
shorter hours and increased leave times; reduced demand for productivity; increased emphasis on
noncash benefits; increased opportunity for, and emphasis on, professional development in
nonclinical areas (that is, research, teaching, and management); and emphasis on professional
training and development. With those countless options emerged countless legal violations,
business faux pas, competitive strains, and financial variables that factored into the development
of practice-tailored compensation plans. With movements in healthcare reform, increased
enforcement of fraud and abuse compliance and emphasis on a more fluid and effective
continuum of care will likely add to the weight attributed to these drivers of compensation
planning.

Key Sources

Key Source Description Citation Website

Advisory publications issued
by the Office of the
Inspector General used to
"identify fraudulent and
Special Fraud Alerts abusive practices within the
health care industry... for
extensive distribution
directly to the health care
provider community."

"Publication of OIG Special
Fraud Alerts" Federal
Register, Vol. 59, No. 242
(December 19, 1994).

https://oig.hhs.gov/
compliance/alerts/
index.asp

The IRS is organized to
carry out the responsibilities
of the secretary of the
Treasury under section 7801
of the Internal Revenue

Internal Revenue Service (IRS) WWW.irs.gov/ WWW.irs.gov

Code.

“Physician Compensation

Plans: State-of-the-Art

Authorized by Congress in Strategies,” by Bruce A.

Council on Graduate Medical 1986 to provide ongoing Johnson, JD, MPA and WWW.cogme.gov/
Education assessment of physician Deborah Walker Keegan, PhD, ' ’
workforce trends FACMPE, Medical Group
Management Association,
2000, p. v.

(continued)
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Key Source Description Citation Website
Cost Survey N/A WWw.mgma.com
Cost SurveyPt;(;rc tSilcr:ile-Spec1alty N/A Www.mgma.com
Cost Surve}; fzztli\;lzsltl-Spec1alty N/A Wwww.mgma.com
Cost Survey for
Cardiovascular/Thoracic Surgery N/A www.mgma.com
and Cardiology
Cost Surv}::r}:i Cf;)lrC grthopedlc N/A Www.mgma.com
Cost Survey for Integrated Delivery Surveys performed and
System Practices published by the Medical NA WwWw.mgma.com
Medical Qroup Compensatlon and Group Mapagement N/A Wwww.mgma.com
Financial Survey Association
Ambulatory Surgery Center N/A Www.mgma.com
Performance Survey
Physician Compensatlon and N/A Wwww.mgma.com
Production Survey
Management Compensation Survey N/A WWwWw.mgma.com
Physician Placement Starting N/A Www.mgma.com
Salary Survey
Academic Practice Compensation
and Production Survey for Faculty N/A www.mgma.com
and Management
. Surveys performed and www.hhcsinc.com/
Hospital Salary & Benefits Report published by the Hospital & NA hesreports.htm
Healthcare Compensation hhesi /
Physician Salary Survey Report Service; John R. Zabka N/A wv}sllw. csrltnc}.lfom
Associates, Inc. csreports.htm
Physician Compensation www.sullivancotter.
N/A com/surveys/
Survey Results
purchase.php
.. www.sullivancotter.
Physslfliz:/r; Oﬁécii-lt Pay N/A com/surveys/
y Rep purchase.php
Physician Compensation and Surveys performed and www.sullivancotter.
Pr}(/) ductivit SErve Report published by Sullivan Cotter N/A com/surveys/
Y y 1ep and Associates, Inc. purchase.php
Survey of Manager and Executive www.sullivancotter.
Compensation in Hospital and N/A com/surveys/
Health Systems purchase.php
Medical Group Executive www.sullivancotter.
. N/A com/surveys/
Compensation Survey
purchase.php
Survey performed and Yn‘l/r‘:/lgsrzzﬁlr%/
Physician Executive published by the American sonty
. - N/A compensationsurvey
Compensation Survey College of Physician . o
Exccutives /index.aspx?
theme=c
https://services.
Survey performed and aamc.org/
Report on Medical School published by the American N/A publications/index.
Faculty Salaries Academy of Medical cfm?fuseaction=
Colleges Product.display

Form&prd 1d=252
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Associations
As?;pc?act)ifon T::ﬁi?;zgzl Description Citation Contact Information
Medical Group
Management
“About the Medical Group Association
Medical “MGMA provides the essential Management Association” 104 Inverness Terrace
Group education, legislative information, | Medical Group Management East Englewood, CO
National Management and data and career resources to Association, 80112-5306
Association help improve patient services and www.mgma.com/about/ Phone: 303-799-1111
(MGMA) operational efficiencies.” about-mgma or 877-275-6462
(Accessed 4/2/15). E-mail:
support@mgma.com
WWW.mgma.com
The AAMC "represent[s] all 141
accredited U.S. and 17 accredited
Canadian medical schools; .
. . . American Academy of
approximately 400 major teaching Medical Colloges
American hospitals and health systems, “About the AAMC” &
. . . 655 K Street, NW,
Academy of including 51 Department of American Academy of Suite 100
National Medical Veterans Affairs medical centers; Medical Colleges, .
. ) Washington, DC
Colleges and nearly 90 academic and https://www.aamc.org/about/ 20001-2399
(AAMC) §01ept1ﬁc societies. Through these (Accessed 4/2/15). Phone: 202-828-0400
institutions and organizations, the Www.aame.org
AAMC represents 148,000 faculty ’ ’
members, 83,000 medical students,
and 115,000 resident physicians.”
“About AMGA” American American Group
Group Management Management
American “AMGA's mission is to support its Association, Association
Group members in enhancing population | https://www.amga.org/wem/ One Prince Street
National Management health and care for patients About/wem/AboutAMGA/ Alexandria, VA
Association through integrated systems index_aboutAMGA.aspx? 22314-3318
(AMGA) of care.” hkey=5712aaee-d162-4787- | Phone: 703-838-0033
904b-e1fdafcd47e7 Fax: 703-548-1890
(Accessed 4/2/15). WWW.amga.org
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APPENDIX A

WAIT! THE COMPENSATION PLAN CHECKLIST?®

[ ] Alignment with Internal Environment
[ ] Have the goals of the proposed plan been outlined?
[ ] Does the proposed plan emulate the practice mission, vision, principles, and goals?
[ ] Does it strive for a balanced system of compensation?
[ ] Clear Performance Expectations
[ ] Have minimum performance expectations been established?
[ ] Do these performance expectations take administrative, teaching, research-related, and/or
other non-clinical activities into consideration?
[] Fiscally Reliable
[ ] Is the practice afforded certain safeguards and securities in case the plan is unsuccessful?
[] Does the plan take into consideration the flow of money through the practice across both
clinical and non-clinical activities?
[] Have future practice development, cash flow, reserves, and/or other needs been
accounted for?
[ ] In the circumstance of a shortage, how will the compensation plan change? (Reduced
base salaries? Supplement? Equivalent percentage or dollar? An algorithmic means?)
[ ] Legally Permissible
[ ] Is the plan in compliance with Stark Law and Anti-Kickback Statute?
[ ] Is the plan in line with fair market value and commercial reasonableness?
[] Has up-to-date documentation been generated?
[ ] Clear and Consistent, With No Room for Convolution
[ ] Is there a written plan?
[ ] Have specific rules and parameters been outlined?
[ ] For any potential areas of ambiguity that may arise, has some form of structure or
ownership been delineated?
[ ] Simple: Easily Understood and Conveyed
[ ] Will this plan easily be disseminated between and among practitioners and practice
administrators?
[ ] Practice-Wide Transparency and Consistency
[ ] Have a set of rules been established within the plan for practice-wide application?
[ ] Are quantifiable and replicable examples been included in the plan?
[ ] Does the plan call for perpetual reporting on the basis of management, productivity,
efficiency, etc.?
[ ] Well-Weighted Individual and Group Accountability
[ ] In what way does the plan allocate responsibility? On the basis of a team oriented
culture? Weighted entirely on the individual? Both?

269 “Physician Compensation Plans: State-of-the-Art Strategies” by Bruce A. Johnson, JD, MPA and Deborah Walker Keegan, PhD, FACMPE,
Medical Group Management Association, 2006, p. 46.
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Financial Valuation
of Enteprises, Assets,
and Services

KEY TERMS
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Concept
Key Concept Definition Citation Mentioned on
Page #
A general way of determining a value indication | , ASA Business Valuation
Asset (Asset-Based) of a business, business ownership interest, or Standards,” American Society 181
Approach security using one or more methods based on the £A rai,ers 2008. . 25
value of the assets net of liabilities. O APPraISers, P20
A method within the income approach whereby “ASA Business Valuation
Capitalization of economic benefits for a representative single Standards.” American Socict 164
Earnings Method period are converted to value through division by . Y
a capitalization rate. of Appraisers, 2008, p. 26.
A general way of determining a value indication | ASA Business Valuation
of an individual asset by quantifying the amount » . .
Cost Approach . . Standards,” American Society 181
of money required to replace the future service £A . 2008. 0. 26
capability of that asset. Of APpraisers, - P20
Discounted Cash Flow A method within the income approach wherqby “ASA Bus’i’ness Vgluation .
Method the present vglue of .expected net cash flows is Standards, American Society 163-164
calculated using a discount rate. of Appraisers, 2008, p. 27.
A specific way of determining a value indication
of a business, business ownership interest, or « . .
Excess Earnings security determined as the sum of (1) the value of Slttli/(_i\aﬁiis’l’n /ii:l;;?clzitéootie ‘ 122
Method the assets derived by capitalizing excess earnings £A . 2008. p. 27 Y
and (2) the value of the selected asset base; also O1 APPraISers, Sahds
frequently used to value intangible assets.
A method within the market approach whereby
Guideline Public market multiples are derived from marke.t prices “ASA Business Vgluation .
Company Method of stocks pf companies that are engaged in the Standards,” American Society 177-180
same or similar lines of business and that are of Appraisers, 2008, p. 28.
actively traded on a free and open market.
A general way of determining a value indication
Income (Income- ofa b.usines.s, busipess ownership interest, “ASA Business Vgluation .
Based) Approach security, or intangible as.se.t using one or more Standards,” American Society 163
methods that convert anticipated economic of Appraisers, 2008, p. 28.
benefits into a present single amount.
A general way of determining a value indication
of a business, business ownership interest,
Market (Market- security, or intangible asset by using one or more “ASA Business Vgluation .
Based) Approach methods that compare the subject to similar Standards,” American Society 173
businesses, business ownership interests, of Appraisers, 2008, p. 29.
securities, or intangible assets that have been
sold.
A method within the market approach whereby “ASA Business Valuation
Merger and pricing multiples is derived from transactions of Standards,” American Socicty 175-176
Acquisition Method significant interests in companies engaged in the £ A rai’er 2008. p. 30
same or similar lines of business. O APPraISers, P 2Y

OVERVIEW

Many events may set the stage for the valuation (appraisal) of healthcare enterprises, assets, or
services, with the scope of valuation services ranging from comprehensive, formal, written
reports with certified opinions to limited, restricted use analyses and valuation consultations, as
well as valuation review.
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Opinions of value related to healthcare enterprises may be provided in both the for-profit and
tax-exempt arenas for the purposes of sale or transfer, merger and acquisition, lending and
capital formation, or liquidation and dissolution. These services may also be provided for
management planning, insurance claims, gift and estate tax planning, and for other related
purposes.

In addition to healthcare enterprise valuations, opinions of value may be provided related to the

valuation of two types of assets:
(1) Tangible assets, which may be defined as, “...physical assets (such as ...inventory,
property, plant and equipment, and so on),”' as well as financial assets®, e.g., cash,
accounts and notes receivables, pre-paid expenses, and intercorporate investments;’ and

(2) Intangible assets, which may be defined as, “... [a] nonphysical business asset that
grants certain rights and privileges ([e.g.,] copyright, trade names, services marks, brand
names, etc.) that have business enterprise economic value for owners. It is an asset
without physical form, such as a patent, trademark, physician goodwill, or copyright.””

In addition, within the ever-changing regulatory environment in which healthcare enterprises and
providers operate, transactions involving the integration of physicians, spanning the range of
affiliations in independent practice associations to direct employment by hospitals and other
healthcare enterprises, are being more closely scrutinized. Therefore, a certified opinion
regarding the Fair Market Value (FMV) and Commercial Reasonableness (CR) of compensation
arrangements between physician providers and enterprises that employ these providers (often
tax-exempt hospital organizations) is often required to withstand scrutiny from state and federal
agencies regarding the stringent statutory requirements set forth in Anti-Kickback Statute, Stark
law, tax-exempt regulations, and other related laws, rules, and regulations that govern services
compensation in the healthcare industry.

Due to the complex and dynamic nature of the healthcare industry, valuations of healthcare-
related enterprises, assets, and services is a rapidly growing area of consultancy. The subsequent
sections of this chapter will attempt to provide guidance to the valuation professional tasked with
determining the economic benefit to be derived from the ownership or control of various
healthcare-related enterprises, assets, and services.

1 “Valuing a Business: The Analysis and Appraisal of Closely Held Companies” By Shannon Pratt, 5th ed., New York, NY: McGraw-Hill,
2008, p. 1074.

2 Note that, the typical definition of an intangible asset would include financial assets, e.g., stocks and bonds; however, accountants usually
classify financial assets as “tangibles.” “Financial Accounting: An Introduction to Concepts, Methods, and Uses,” By Clyde P. Stickney, et
al., South-Western Cengage Learning, Mason, OH (2010), p.879.

3 International Financial Reporting Standards (IFRS), IAS 32.11 defines financial assets as (1) cash; (2) an equity instrument of another
entity; (3) a contractual right to receive cash or another financial asset from another entity; (4) a contractual right to exchange financial
assets or financial liabilities with another entity under conditions that are favorable to the entity; or, (5) a contract that will or may be settled
in the entity’s own equity instruments (under certain other circumstances)

4 “Dictionary of Health Economics and Finance” By David Edward Marcinko, New York, NY: Springer Publishing Company, LLC, 2007,
p. 197; See the Classification and Valuation of Assets section below for further discussion of tangible and intangible assets.
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VALUATION STEPS TO COMPLETE A TYPICAL
VALUATION ENGAGEMENT®

Prior to beginning a valuation, the valuation analyst should consider the following broad
concepts at the outset of every engagement:

(1) No single approach, method, or combination thereof is universally applicable to every
valuation engagement. Each case must be considered as a unique exercise of
informed judgment based upon careful analysis and supported by documented
evidence and reasoned argument;

(2) Each valuation endeavor should be considered within the context of the idea that “our
process is our product.” The valuation process does not lend itself to ad hoc decision
making;

(3) A valuation analyst does well to remember the concept of “form before function,” as
well as the admonition of “the six Ps,” that is “Proper Prior Planning Prevents Poor
Performance, ” and

(4) The appraiser must “know the business,” that is, he or she must have a thorough
understanding of the healthcare industry and market sector within which the subject
enterprise exists and operates.

In consideration of these concepts as all-encompassing tenets of the valuation engagement, the
following sections discuss the steps of a valuation project. Note that a more formal description of
the valuation engagement process is discussed in Chapter 1: Healthcare Consulting in
Consulting with Professional Practices.

DEFINING THE VALUATION ENGAGEMENT: RANGE OF VALUATION
ASSIGNMENTS AND REPORT CONTENTS

At the outset of a valuation assignment, the valuation analyst should match the deliverables of
the valuation assignment to the specific purpose, objective, use, and any other special
requirements of the project.

In addition, two basic, yet distinct elements in defining the valuation engagement also should be
considered:

(1) The range of valuation assignments, which may include a written or oral appraisal report,
appraisal consulting, or appraisal review; and

(2) The scope of the valuation report, which under the 20/4-2015 Uniform Standards of
Professional Appraisal Practice and Advisory Opinions (USPAP) Scope of Work Rule, it
is noted that for each appraisal, appraisal review, or appraisal consulting assignment, an
appraiser must:

5 The material for this section is adapted from “Valuation of Healthcare Ancillary Services Providers” By Robert James Cimasi, Health Capital
Consultants, National Association of Certified Valuation Analysts Consultants’ Training Institute: San Diego, CA, December 12, 2008.
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(a)  Identify the problem to be solved;

(b)  Determine and perform the scope of work necessary to develop credible

assignment results; and
(c) Disclose the scope of work in the report.’

An appraiser must properly identify the problem to be solved in order to determine the
appropriate scope of work. The appraiser must be prepared to demonstrate that the scope of work
is sufficient to produce credible assignment results.

Scope of work includes, but is not limited to:

(1) The extent to which the property is identified;

(2) The extent to which tangible property is inspected,

(3) The type and extent of data researched; and

(4) The type and extent of analyses applied to arrive at opinions or conclusions.

PRE-ENGAGEMENT

Pre-engagement steps for a valuation assignment require consideration of several definitions and
project parameters to fully denote the scope and purpose of the engagement prior to beginning
work related to the project. For example, it is necessary to:

(1
)
3)

4

Identify all parties involved in the engagement and whether there exist any conflicts of
interest for the appraiser;

Determine a definition and detailed description of the enterprise and interest being
appraised,

Determine the nature, objective, and use of appraisal and the standard of value and
premise of value to be used in the course of the engagement (which for healthcare-
related assignments may be more complex than in other industries, as further discussed
below); and

Determine the effective date, or “as of”” date for which the value is being determined.

Typical examples of project parameters that should be established at the outset of the
engagement include the:

(1)
)
3)
4
)

(6)

Scope of assignment;

Timetable for appraisal;

Type of report to be issued;

Schedule of fees;

Any hypothetical conditions (that is, assumptions contrary to that which exist but, for
the purposes of the report, have been, at the direction of the client, assumed to be that
which would typically be expected by the universe of typical acquirers in a transfer of
the enterprise interest); and

The assumptions and limiting conditions relevant to the project and valuation.

6 “Uniform Standards of Professional Appraisal Practice,” Appraisal Standards Board, January 1, 2014, p. U-13.
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DURING THE ENGAGEMENT

Gathering Necessary Data
An appraiser may collect two types of data for a valuation project, which include:

(1) General data, which consists of general industry research and information relative to the
economic, demographic, industry, competition, healthcare industry, and medical specialty
trends and managed care environments surrounding the subject entities, as well as
transactional data, investment risk or return information, and market environment reports;
and

(2) Specific data, which consists of data specific to, and obtained from, the subject entities,
including, but not limited to financial statements, tax returns, productivity reports, supply
inventories, accounts receivable schedules, payor mix, fixed asset schedules, service
agreements, prior valuation or consulting reports, budgets and projections, and
documentation on transactions involving the subject enterprise.

Data regarding the subject enterprise appropriate for the engagement may be obtained via
submission of written documents and materials requests prior to site visits, phone interviews, or
questionnaires. The opinion of value determined in the engagement will depend on the
availability, completeness, accuracy, and reliability of this information.

Preparing and Submitting the Valuation Report

The next steps of the valuation engagement will typically include selection of an appropriate
valuation method and analysis of the gathered data, methods for which are discussed further in
Valuation Approaches, Methods, and Techniques. After a preliminary draft report is reviewed by
the client for any factual errors of omission or commission, the report is quality checked via
internal review, then a signed and sealed certification report may be submitted to the client.

POST-ENGAGEMENT

After submitting the final valuation report in full to the client, the appraiser should conduct a
post-engagement review of the project with the client for the purposes of evaluating the quality
of work for future engagements and for the purpose of obtaining reference permission from the
client. Additionally, it is essential that all workpapers, data sources, and other engagement-
related documents be retained . . . for a period of at least five (5) years after preparation or at
least two (2) years after final disposition of any judicial proceeding in which the appraiser
provided testimony related to the assignment, whichever period expires last.”” This is done for
safekeeping and potential use or in the event of a dispute.

7 “Uniform Standards of Professional Appraisal Practice,” Appraisal Standards Board, January 1, 2008, p. U-9.

140



Chapter 4: Financial Valuation of Enterprises, Assets, and Services

BASIC ECONOMIC VALUATION TENETS: VALUATION OF
HEALTHCARE ENTERPRISES

There are a wide variety of enterprises that operate in the healthcare industry. These include
various types of inpatient facilities, such as hospitals and long-term care facilities, as well as a
number of outpatient facilities, such as ambulatory surgery centers, diagnostic imaging centers,
urgent care facilities, and physician practices. While the focus of this guide is on outpatient
physician practices, these enterprises may have components of other types of businesses that are
intertwined with the professional practice. For example, some physician practices offer in-office
diagnostic testing and other ancillary services in addition to their professional physician services.
Therefore, knowledge and understanding of the valuation of other types of healthcare enterprises
may be required for the valuation of a specific physician practice.

Part of the knowledge and information needed to competently value any enterprise is a solid
understanding of the underlying value drivers and market forces that influence the industry in
which the subject enterprise operates. In healthcare, the key value drivers and market forces can
be ascertained by observing the industry through the construct of the four pillars, i.e.,
Reimbursement, Regulation, Competition, and Technology.® While the four pillars construct has
been discussed in previous chapters, this chapter will discuss the selection and application of the
approaches and methodologies typically utilized in the valuation of professional practice
enterprises, assets, and services in light of the identified and analyzed key value drivers and
market forces that impact their value.

Market perceptions of value of an enterprise are based not only on investors’ knowledge of the
historical and existing environment, but also more importantly on the anticipated trends of the
industry sector and transactional or capital marketplace within which the subject professional
practice enterprise operates. An understanding of the importance of trends as related to the
valuation process is illustrated by the following basic valuation tenets:

+ All value is the expectation of future benefit; therefore, value is forward looking.
* The best indicator of future performance is usually the performance of the immediate past.
* Historical accounting and other data are useful primarily as a road map to the future.

In the past, professional practice valuation methodologies relied heavily upon the analysis of
historical accounting and other data as predictive of performance and value. Increasingly,
however, circumstances surrounding the professional practice’s specific specialty and the market
within which it operates may have the potential to make the historical information a less reliable
indicator of the practice’s future financial performance. The turbulent status of the healthcare
industry during the past three decades has introduced intervening events and circumstances that
may have a dramatic effect on the projection of future revenue, economic operating cost burdens,
and/or economic capital cost burdens for the subject professional practice. In that event, the
“road map of historical performance” becomes less predictive of future performance. An

8 See Chapters 2, 3, 4, and 5 of An Era of Reform—The Four Pillars, respectively.
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illustration of how events may change a valuation analyst’s prediction of a subject professional
practice’s performance is set forth in the following Figure 4-1.

Figure 4-1: Reliance on Historical Data for Valuations

“AS OF” DATE FUTURE

Reimbursement Increased technology Aging baby-boomer
increased for allows more population created
certain outpatient procedure in an additional demand for
services outpatient, services
ambulatory setting

Traditional Fee-For-Service Provider Delivery System

(4) (3) (2) (1) (1) (2) (3) (4) (5)
Physician Lab, diagnostic, and Value Based
Relatively Stable Regulatory professional fee other outpatient Reimbursement and

and Reimbursement Environment reimbursement revenue denied other quality based
decreases through ban on delivery models

self-referral

Price to Earnings

HOW USEFUL IS PAST IN DETERMINING VALUE?

THE VALUE PYRAMID

Key value drivers of professional practice enterprises may be viewed within the context of the
following Value Pyramid (Figure 4-2), which sets forth the financial valuation of these
enterprises generally by illustration of the two (2) distinct determinants of value: “I”, the
determination of the appropriate economic income, earnings, or net benefit stream for the subject
enterprise; and, “R”, the development and selection of the appropriate risk-adjusted required rate
of return (typically expressed as a discount rate, capitalization rate, or valuation multiple), to
apply to the net benefit stream selected.’

9 For further discussion of calculations related to 7 and R, see Developing a Forecast and Net Economic Benefit: Projection of Net Cash Flow
and Cost Capital: Developing the Risk-Adjusted Required Rate of Return, respectively.
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Figure 4-2: The Value Pyramid

* “I” — Economic Benefit Stream, e.g., Income, Earnings, Cash Flow as defined by appraiser
and appropriate to assignment

e “R” — Risk Adjusted Required Rate of Return applicable to selected benefit stream, e.g.,
Discount Rate, Cap Rate, Multiple Valuation

*  “V”—Economic Value of the Enterprise

BUY OR BUILD?—VALUE AS AN INCREMENTAL BENEFIT

Another important value concept is driven by the economic principle of substitution, which states
that the cost of an equally desirable substitute (or one of equivalent utility) tends to set the
ceiling of value, which is the maximum price that a knowledgeable buyer would be willing to
pay for a given asset or property. As applied to the valuation of professional practices, this
concept is embodied in selecting and applying valuation methods in a manner that recognizes
that the Fair Market Value is the aggregate present value of all future benefits of ownership or
control to be derived in excess of (and incremental to) the level of net economic benefit that may
be projected to accrue from an alternative, hypothetical start-up enterprise of the same type,
setting, format, and location. This benefit of “buying” rather than “building” is referred to as
incremental benefit. Figure 4-3 illustrates the concept of total incremental benefit.

Figure 4-3: Total Incremental Benefit

NUMBER OF YEARS REQUIRED TO REPLICATE
ESTABLISHED ENTITY FROM STARTUP

E fi 1 MergerPoimt
of:::z:‘:::nq ’ m i 3 14 (sl Hypothetical
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The Total Inzremental Benefit Can Be Said %
Acpresent the “Cost” of Dbtaining an “Equally
Desirakle Substitute™ to the Estadlished Entity
\or “One of Equal Lkiity.”
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The “equally desirable substitute” that is required by the principle of substitution may be more
difficult to hypothesize or project at a time when historical trends and assumptions may no
longer be deemed valid by prospective purchasers or investors. Measuring the depth of the
marketplace’s perception regarding the probability of success for start-ups being diminished by
reimbursement and regulatory pressures is subject to similar uncertainties.

THE STANDARD OF VALUE AND PREMISE OF VALUE

Understanding financial valuation concepts is important in order for valuation analysts to create
the foundation for a well-reasoned and defensible valuation analysis.'’ It is critical to
appropriately define the standard of value and premise of value to be employed in developing the
valuation opinion at the beginning of every engagement.'' The standard of value defines the
type of value to be determined and answers the question, “value to whom?” Several standards
of value may be sought by the valuation analyst, including:

(1) Fair Market Value;

(2) Fair Value;

(3) Investment Value; and/or

(4) Fundamental (Intrinsic) Value."

However, due to regulatory edicts contained within the Internal Revenue Code (IRC), Stark Law,
Anti-Kickback Statute, and False Claims Act, most types of healthcare transactions are required
to adhere to the standard of Fair Market Value.

The Standard of Value and the Universe of Typical Buyers
In general business valuation terminology, Fair Market Value is defined as:

“...the price, expressed in terms of cash equivalents, at which property would change
hands between a hypothetical willing and able buyer and a hypothetical willing and able
seller, acting at arm’s length in an open and unrestricted market, when neither is under
compu113si0n to buy or sell and when both have reasonable knowledge of the relevant
facts.”

For purposes of healthcare valuation, the standard of Fair Market Value is further defined by the
IRC, Stark Law, and Anti-Kickback Statute as follows:

(1) The IRC and accompanying Treasury Regulations, IRS revenue rulings and other IRS gives
guidance pertaining to Fair Market Value for transactions involving tax-exempt
organizations, e.g., in an excess benefit transaction:

10  “Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services” By Robert James Cimasi, MHA, ASA, FRICS,
MCBA, AVA, CM&AA, Vol. 2, Hoboken, NJ: John Wiley & Sons, 2014, p. 17-18, 26.

11 Ibid, p. 17.

12 Ibid, p. 17-18.

13 “ASA Business Valuation Standards,” American Society of Appraisers, http://www.appraisers.org/docs/default-source/discipline
bv/bv-standards.pdf?sfvrsn=0 (Accessed 8/29/14), p.27.
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“the general rule for the valuation of property, including the right to use property, is

Fair Market Value (i.e., the price at which property or the right to use property would

change hands between a willing buyer and willing seller, neither being under any

compulsion to buy, sell or transfer property or the right to use property, and both having

reasonable knowledge of relevant facts) 1

1. An “excess benefit transaction” is a “transaction in which an economic benefit is

provided by an applicable tax-exempt organization, directly or indirectly, to or for
the use of a disqualified person, and the value of the economic benefit provided by
the organization exceeds the value of the consideration received by the
organization;”"”

The hypothetical transaction contemplates a universe of typical potential purchasers for

the subject property and not a specific purchaser or specific class of purchaser;'

Buyer and seller are typically motivated;'’ and

Both par%es are well informed and acting in their respective rational economic self-

interests.

(2) The Stark Law and accompanying regulations define Fair Market Value as:

(a)

(b)

(c)

The “value in arm’s length transactions, consistent with the general market value.
‘General Market Value’ means the price that an asset would bring as the result of bona
fide bargaining between well-informed buyers and sellers who are not otherwise in a
position to generate business for the other party...”;"

The most probable price that the subject interest should bring if the interest were made
available for sale on the open market, as of the valuation date, but exclusive of any
element of value arising from the accomplishment or expectation of the sale.”* This
standard of value assumes an anticipated hypothetical transaction, in which the buyer
and seller are each acting prudently, each with a reasonable equivalence of knowledge
in relatlon to the other, and that the price is not affected by any undue stimulus or
coercion;”' and

An anticipated hypothetical transaction conducted in compliance with Stark I & II
legislation prohibiting physicians from making referrals for “designated health
services” reimbursable under Medicare or Medlcald to an entity with which the
referring physician has a financial relationship.*

(3) The Anti-Kickback Statute requires the payment of “Fair Market Value in arms-length
transactions...[and that any compensation is] not determined in a manner that takes into
account the volume or value of any referrals or business otherwise generated between the
parties for which payment may be made in whole or in part under Medicare, Medicaid or
other Federal health care programs.”

14
15
16

17
18
19

21

22
23

“Intermediate Sanctions—Excess Benefit Transactions,” Internal Revenue Service, Aug. 28, 2014, http://www.irs.gov/Charities-&-
Non-Profits/Charitable-Organizations/Intermediate-Sanctions-Excess-Benefit-Transactions (Accessed 8/29/14).

Ibid.
Investment Value may be defined as:

«

...the specific value of an investment to a particular investor or class of investors based on

individual investment requirements; distinguished from market value, which is impersonal and detached.” “The Dictionary of Real Estate
Appraisal” The Appraisal Institute, 4th ed., 2002, p. 152.
“Revenue Ruling 59-60, 1959-1” Internal Revenue Service, Cumulative Bulletin, p. 237.

Ibid.

“Definitions” 42 C.F.R. § 411.351 (2009).
“Limitation on Certain Physician Referrals” 42 U.S.C. § 1395nn(b)-(e) (2012); “General exceptions to the referral prohibition related to

both ownership/investment and compensation” 42 C.F.R. § 411.355(a)-(i) (2011); “Exceptions to the referral prohibition related to
ownership or investment interests” 42 C.F.R. § 411.356(a)-(c) (2010); “Exceptions to the referral prohibition related to compensation
arrangements” 42 C.F.R. § 411.357(a)-(p) (2010).

“Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services ” By Robert James Cimasi, MHA, ASA, FRICS,
MCBA, AVA, CM&AA, Vol. 2, Hoboken, NJ: John Wiley & Sons, 2014, p.18.

“Limitation on Certain Physician Referrals” 42 U.S.C. § 1395nn(a) (2012).

“Exceptions” 42 C.F.R. § 1001.952(d)(5) (2015).
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The standard of Fair Market Value is separate and distinct from other standards of value, e.g.:

(1) The standard of Fair Value for financial reporting, as required by generally
accepted accounting principles and the Securities Exchange Commission, has been
defined by the Financial Accounting Standards Board (FASB) as: “...the price that
would be received to sell an asset or paid to transfer a liability [an exit price] in an
orderly transaction between market participants at the measurement date;”**

(2) The standard of Investment Value may be defined as “...the specific value of an
investment to a particular investor or class of investors based on individual
investment requirements; distinguished from market value, which is impersonal
and detached”® [Emphasis added]; and

(3) The concept of Fundamental (or Intrinsic) Value “...represents an analytical judgment of
value based on the perceived characteristics inherent in the investment, not tempered by
characteristics peculiar to any one investor, but rather tempered by how these perceived
characteristics are interpreted by one analyst versus another.”*®

Also, there may be many valid reasons for the Investment Value of the subject interest to a given
owner or prospective owner to differ from the Fair Market Value of that same subject interest,
including such reasons as:

(1) “Differences in estimates of future earning power,

(2) Differences in perception of the degree of risk and the required rate of return,
(3) Differences in financing costs and tax status, and

(4) Synergies with other operations owned or controlled.”’

The Premise of Value

In addition to identifying the standard of value to be used in the valuation engagement, it is
imperative that the premise of value, i.e., an assumption further defining the standard of
value to be used and under which a valuation is conducted, also be determined at the outset
of the valuation engagement. The premise of value defines the hypothetical terms of the sale,
i.e., “...the most likely set of transactional circumstances that may be applicable to the
subject valuation; e.g., going concern, liquidation,”*® and answers the question of “value
under what further defining circumstances?”” The selection of the premise of value can have a
significant effect on its application in the valuation process. As set forth in Figure 4-4, below,
two general concepts relate to the consideration and selection of the premise of value:
(1) value in-use and (2) value in-exchange.

24 "Statement of Financial Accounting No, 141: Business Combinations," Financial Accounting Standards Board, December 2007, p. 2.

25  “The Dictionary of Real Estate Appraisal” The Appraisal Institute, 4th ed., 2002, p. 152.

26  “Valuing a Business: The Analysis and Appraisal of Closely Held Companies” By Shannon Pratt, 5th ed., New York, NY: McGraw-Hill,
2008, p. 44.

27 “Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services” By Robert James Cimasi, MHA, ASA, FRICS,
MCBA, AVA, CM&AA, Vol. 2, Hoboken, NJ: John Wiley & Sons, 2014, p. 24-25; “Valuing a Business: The Analysis and Appraisal of
Closely Held Companies” By Shannon Pratt, 5th ed., New York, NY: McGraw-Hill, 2008, p. 43.

28  “Appraisal and Valuation: An Interdisciplinary Approach, The Principles and Concepts of Valuation: Theory of Utility and Value, Value
Influences, and Value Concepts” By Richard Rickert, Vol. 1, Washington, D.C.: American Society of Appraisers, 1987, p. 6-7.
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Figure 4-4: Premises of Value
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GV continued use, as an assemblage of income-
Value In-Use producing assets, and as a going-concern

business enterprise.

D)

Value In-Exchange as an Orderly
Disposition of an Assemblage of Assets:
Value in exchange, in an orderly disposition, with

normal exposure to the secondary market, as part of an

» assemblage of assets, but not in current use in the

production of income, and not as a going-concern
business enterprise.

(B)
Value-in-Exchange as an Orderly
Disposition on a Piecemeal Basis:
(B) | Value in exchange, on a piecemeal basis (not part of an
assemblage of assets), as part of an orderly disposition
Value In-EXChange with normal exposure to the secondary market, but not
in current use in the production of income, and not as a
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(F)
Value-in-Exchange as a Forced Liquidation:
Value in exchange, on a piecemeal basis (not part of a
> mass assemblage of assets), as part of a forced
liquidation with less than normal exposure to the
secondary market, but not in current use in the
production of income, and not as a going-concern
business enterprise.

Value In-Use

Value in-use is the premise of value that assumes that the assets will continue to be used as part
of an ongoing business enterprise, producing profits as a benefit of ownership of a going
concern. As defined by Dr. Shannon Pratt, CEO of Shannon Pratt Valuations, Inc.: “Value as a
going concern,” is “value in continued use, as a mass assemblage of income-producing assets,
and as a going-concern business enterprise.””’ It should be noted that in order to use the premise
of value in-use as a going concern:

(1) There must be a reasonable likelihood that the subject enterprise will generate sufficient
net margin to generate an economic cash flow;

(2) There must be a reasonable likelihood that this would occur in the reasonably foreseeable
future; and

(3) The cash flow must be supported by the tangible assets utilized to generate the revenue
stream and support the value of the investment.*

29  “Valuing a Business: The Analysis and Appraisal of Closely Held Companies” By Shannon Pratt, 5th ed., New York, NY: McGraw-Hill,
2008, p. 47.

30 “Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services” By Robert James Cimasi, MHA, ASA, FRICS,
MCBA, AVA, CM&AA, Vol. 2, Hoboken, NJ: John Wiley & Sons, 2014, p. 27.
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Value In-Exchange

It should be noted that in the absence of a reasonable expectancy of sufficient economic cash
flow to support the value of the investment represented by the tangible assets utilized to generate
the revenue stream of the enterprise, the highest and best use of the assets may be under, and the
appraiser may select, a premise of value of value in-exchange, e.g., “Value In-Exchange as an
orderly disposition of a mass assemblage of assets, in place,” which includes all individually
identifiable tangible and intangible assets.’'

The concept of highest and best use is defined as:

“...that use among possible alternatives which is legally permissible, socially acceptable,
physically possible, and financially feasible, resulting in the highest economic return.”*?

As Pratt points out, the concept of highest and best use drives the selection of the valuation
premise, to wit:

“Each of these alternative premises of value may apply under the same standard, or
definition, of value. For example, the Fair Market Value standard calls for a ‘willing
buyer’ and a ‘willing seller.” Yet, these willing buyers and sellers have to make an
informed economic decision as to how they will transact with each other with regard to
the subject business. In other words, is the subject business worth more to the buyer and
the seller as a going concern that will continue to operate as such, or as a collection of
individual assets to be put to separate uses? In either case, the buyer and seller are still
‘willing.” And, in both cases, they have concluded a set of transactional circumstances
that will maximize the value of the collective assets of the subject business enterprise™’
[Emphasis added].

Dr. Pratt goes on to explain that,

“...[t]lypically, in a controlling interest valuation, the selection of the appropriate premise
of value is a function of the highest and best use of the collective assets of the subject
business enterprise. The decision regarding the appropriate premise of value is usually
made by the appraiser, based upon experience, judgment and analysis™* [Emphasis
added].

Other guidance related to the concept of highest and best use can be found in the USPAP, as
promulgated by The Appraisal Standards Board of The Appraisal Foundation, which is a
codification of the standard practices to be utilized within the practice of appraisal and was

31 “Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services” by Robert James Cimasi, Vol. 2, Hoboken, NJ: John
Wiley & Sons, 2014, p. 28-31.

32 “Appraisal and Valuation: An Interdisciplinary Approach, The Principles and Concepts of Valuation: Theory of Utility and Value, Value
Influences, and Value Concepts” By Richard Rickert, Vol. 1, Washington, D.C.: American Society of Appraisers, 1987, p. 55.

33 “Valuing a Business: The Analysis and Appraisal of Closely Held Companies” By Shannon Pratt, 5th ed., New York, NY: McGraw-Hill,
2008, p. 48.

34 Ibid.
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created for the purpose of promoting and maintaining a high level of public trust in appraisal
practice by establishing requirements for appraisers.>

According to Standards Rule 9-3 of USPAP:

“In developing an appraisal of an equity interest in a business enterprise with the ability
to cause liquidation, an appraiser must investigate the possibility that the business
enterprise may have a higher value by liquidation of all or part of the enterprise than by
continued operation as is”>° [Emphasis added].

This point is further elucidated in the comment to USPAP Standards Rule 9-3:

“This Standards Rule requires the appraiser to recognize that the continued operation of
a business is not always the best premise of value because liquidation of all or part of the
enterprise may result in a higher value ™’ [Emphasis added].

As illustrated above, the highest and best use of the invested capital in a given enterprise may not
be in its continued use as a going concern but may, in fact, be in-exchange, either as an orderly
disposition of the assets or in liquidation. In either sense, it should be noted that the decision to
utilize the premise of value in-exchange, in contrast to that of value in-use, does not preclude the
existence of a requisite valuation of the value of intangible assets. Intangible assets may well
exist and hold significant economic value under the premise of value-in-exchange.

As stated by James Zukin:

“The underlying asset approach considers the component parts of a business
enterprise...[and] can be [performed] on either a net liquidation basis or by using
the value of the underlying assets in continued use. The former basis is normally
applicable when there is a distinct possibility that the business is worth more
‘dead’ than ‘alive.” While the latter basis is normally applicable when there is
little possibility of liquidation.”*

Zukin goes further in clarifying the existence of intangible assets by stating:

“...the market value [of a business enterprise] cannot be lower than the net
liquidation value of the [enterprise’s underlying assets]...and [a]nother asset area
requiring examination [when using the underlying asset approach] is [including
the value of] the separately identifiable intangible assets.” >’

35 Preamble to the 2014—2015 Uniform Standards of Professional Appraisal Practice published by the Appraisal Standards Board of the
Appraisal Foundation, p. U-5.

36  Standard 9 of the 2014—2015 Uniform Standards of Professional Appraisal Practice published by the Appraisal Standards Board of the
Appraisal Foundation, p. U-62.

37  Ibid.

38 “Financial Valuation: Businesses and Business Interests” By James H. Zukin, New York, NY: Maxwell MacMillan, 1990, § 2.10., p. 42-44.

39  “Financial Valuation: Businesses and Business Interests” By James H. Zukin, New York, NY: Maxwell MacMillan, 1990, § 2.10., p. 42-44;
See Classification and Valuation of Assets section below for discussion of the classification and valuation of tangible and intangible assets.

149



Adviser's Guide to Healthcare

THE THRESHOLD OF COMMERCIAL REASONABLENESS

While the analysis of the threshold of CR is separate and distinct from the development of a
FMYV analysis, requiring consideration of different aspects of the property interest included in the
transaction, they are related thresholds, and the consideration and analysis of one threshold does
not preclude the analysis of the other threshold. For example, a necessary condition for an
anticipated transaction to be commercially reasonable is that each element of that transaction
must not exceed FMV. However, even in the event that each element of an anticipated
transaction does not exceed FMV, the anticipated transaction may still not be commercially
reasonable in that it does not meet the remaining analytical hurdles of a CR analysis.
Consequently, a finding that an enterprise, asset, or service meets the FMV threshold is not, in
and of itself, sufficient to establish CR.*

A further distinction between a CR analysis and the development of a FMV opinion is that the
CR thresholds include consideration of the “...value to the entity paying for...”*' the enterprise,
assets, or services being transacted, while the FMV opinion requires that a wuniverse of
hypothetical buyers, sellers, owners, and investors be considered. For example, consider the
acquisition of ten linear accelerators by a purchaser. If the purchaser has need of only one linear
accelerator, the purchase of ten linear accelerators even at a FMV price would not meet the
necessity of the assets purchased threshold of the CR analysis.**

To assess the commercial reasonableness of a proposed transaction, the valuation analyst should
begin with certain prerequisite elements, including:

(1) Whether each element of a prospective transaction does not exceed Fair Market Value;
and

(2) That the prospective transaction is a sensible, prudent business arrangement even in the
absence of referrals.*’

Based on pronouncements of the Stark Law, Congress has explicitly stated that the requirement
that the transaction be a sensible, prudent business arrangement in the absence of referrals
applies to several elements of physician-hospital transaction, including the following:

(1) “Rental of office space;

(2) Rental of equipment;

(3) Bona fide employment relationships;

(4) Personal service arrangements;

(5) Physician incentive plans;

(6) Physician recruitment;

(7) Isolated transactions, such as a one-time sale of property; and
(8) Certain group practice arrangements.”**

40  “Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services” By Robert James Cimasi, MHA, ASA, FRICS,
MCBA, AVA, CM&AA, Hoboken, NJ: John Wiley & Sons, 2014, p. 940.

41 “Medicare and State Health Care Programs: Fraud and Abuse: Clarifications of the Initial OIG Safe Harbor Provisions and Establishment of
Additional Safe Harbor Provisions Under the Anti-Kickback Statue” Federal Register Vol. 64, No. 223 (11/19/99), p. 63526.

42  “Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services” By Robert James Cimasi, MHA, ASA, FRICS,
MCBA, AVA, CM&AA, Hoboken, NJ: John Wiley & Sons, 2014, p. 940.

43  “Medicare Program: Physicians’ Referrals to Healthcare Entities with which they have Financial Relationships (Phase II)” Federal Register
Vol. 63, No. 59 (March 26, 2004), p. 16093.

150



Chapter 4: Financial Valuation of Enterprises, Assets, and Services

The Office of Inspector General (OIQG), in its interpretation of whether a prospective transaction
considered the volume or value of referrals, looks for any financial arrangement which may
induce a physician to change their referral pattern, such as:

(1) “...[A]rrangements [to] promote overutilization and...unnecessarily lengthy stays;”*

and,

(2) “...[P]ayments to induce physicians...to reduce or limit services to...patients.”*
Therefore, transactions that take into consideration “the value or volume of referrals” will not
meet the regulatory threshold of a CR analysis.*’

After ensuring that each element of the prospective transaction does not exceed Fair Market
Value and that the transaction would be a sensible, prudent business arrangement even in the
absence of referrals, further analysis of both the qualitative and quantitative aspects of the
proposed transaction is warranted to determine its commercial reasonableness.

Qualitative Analysis

The steps involved in the qualitative assessment of CR focus on determining the acquirer’s
business purpose(s) and how the anticipated transaction assists in meeting that purpose. The
specific qualitative thresholds are as follows:

(1) Is the integration transaction necessary to accomplish the business purpose of the client;

(2) Does the nature and scope of the underlying elements of the integration transaction meet
the business needs of the client;

(3) Does the enterprise and organizational elements of the integration transaction make
business sense to the client;

(4) Does the quality, comparability, and availability of the underlying elements of the
integration transaction make business sense for the client;

(5) Are there sufficient ongoing assessments, management controls, and other compliance
measures in place related to the underlying elements of the integration transaction; and

(6) Is the transaction otherwise legally permissible?*®

Business Purpose

In determining whether the transaction fulfills a “business purpose™*’ for the acquirer, the OIG
and the IRS have provided definitional guidance, as follows:

44 “Limitation on Certain Physician Referrals” 42 U.S.C. § 1395nn(e) (2012).

45  “OIG Advisory Opinion No. 03-8” Office of Inspector General, Advisory Opinion, April 3, 2003, https://oig.hhs.gov/fraud/docs/
advisoryopinions/2003/a00308.pdf (Accessed 3/19/15.

46  “Publication of the OIG Special Advisory Bulletin on Gainsharing Arrangements and CMPs for Hospital Payments to Physicians to Reduce
or Limit Services to Beneficiaries” Federal Register Vol. 64, No. 134, (7/14/99) p. 37985.

47  “Limitation on Certain Physician Referrals” 42 U.S.C. § 1395nn(e) (2012).

48  “Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services” By Robert James Cimasi, MHA, ASA, FRICS,
MCBA, AVA, CM&AA, Hoboken, NJ: John Wiley & Sons, 2014, p. 941.

49  “Limitation on Certain Physician Referrals” 42 U.S.C. § 1395nn(e) (2012); “Medicare and State Health Care Programs: Fraud and Abuse:
Clarification of the Initial OIG Safe Harbor Provisions and Establishment of Additional Safe Harbor Provisions under the Anti-Kickback
Statute” Federal Register Vol. 64, No. 223 (11/19/99) p. 63525.
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(1) HHS commentary on the AKS regulations considers transactions to have a business
purpose if they can be “reasonably calculated to further the business of the lessee or
acquirer;” and

(2) The IRS defines business activities as those “carried on for the production of income
from the sale of goods or the performance of services.”"

One element that may indicate a sensible, prudent business arrangement is the anticipated
economic benefit to be derived from the financial profitability resulting from the transaction. It
should be noted that economic benefit can be derived from both monetary and non-monetary
sources; however, the ultimate source of value is the expected utility to be derived from the
ownership of a property interest. Financial remuneration (i.e., cash), in fact, is an intermediary
economic benefit whose value emanates from its exchange for an asset which directly provides
utility. Utility from a transaction may arise from economic benefits other than short-term
profitability, including:

(1) Expansion into new geographic areas;””

(2) Expansion into new business lines;”

(3) Augmenting existing service lines;”*

(4) Diversification benefits;>

(5) Avoiding costs of establishing offices and facilities, management, and other resources
in place;

(6) Operating expense reductions;’’

(7) Increased asset utilization;™®

(8) Reduced cost of capital and greater access to capita

(9) Horizontal integration;®

(10) Vertical inte gration;61

(11) Management and care protocols;62

(12) Increased access to technology and innovation;”

(13) Improved research and development;** and

(14) Tax motivation.®

59
I;

50
51
52
54
55
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“Unrelated Business Activity” 26 U.S.C. § 513(c) (2012).

“Hospital Mergers: Why they Work, Why they Don’t” By Larry Scanlan, Chicago, Il: Health Forum Inc., 2010, p. 27.

“Mergers, Acquisitions, and Corporate Restructurings” By Patrick Gaughan, Hoboken, NJ: John Wiley & Sons, Inc., 2011, p. 14.

“Middle Market M&A: Handbook for Investment Banking and Business Consulting” By Kenneth Marks, Hoboken, NJ: John Wiley &
Sons, Inc., 2012, p. 28.

“Mergers, Acquisitions, and Corporate Restructurings” By Patrick Gaughan, Hoboken, NJ: John Wiley & Sons, Inc., 2011, p. 15.
“Mergers, Acquisitions, and Corporate Restructurings” By Patrick Gaughan, Hoboken, NJ: John Wiley & Sons, Inc., 2011, p. 126; “Middle
Market M&A: Handbook for Investment Banking and Business Consulting” By Kenneth Marks, Hoboken, NJ: John Wiley & Sons, Inc.,
2012, p. 28.

“Hospital Mergers: Why they Work, Why they Don’t” By Larry Scanlan, Chicago, Il: Health Forum Inc., 2010, p.27; “Physician Practice
Mergers” By Reed Tinsley and Joe Havens, American Medical Association, 2011, p. 2.

“Joint ventures for Hospitals and Physicians: Legal Considerations” By Ross Stromberg and Carol Boman, Chicago, Il: American Hospital
Publishing, 1986, p. 5.

“Mergers, Acquisitions, and Corporate Restructurings” By Patrick Gaughan, Hoboken, NJ: John Wiley & Sons, Inc., 2011, p. 135;
“Physician Practice Mergers” By Reed Tinsley and Joe Havens, American Medical Association, 2011 p. 3.

“Mergers, Acquisitions, and Corporate Restructurings” By Patrick Gaughan, Hoboken, NJ: John Wiley & Sons, Inc., 2011, p. 156.
“Mergers, Acquisitions, and Corporate Restructurings” By Patrick Gaughan, Hoboken, NJ: John Wiley & Sons, Inc., 2011, p. 156.
“Physician Practice Mergers” By Reed Tinsley and Joe Havens, American Medical Association, 2011 p. 3.

“Middle Market M&A: Handbook for Investment Banking and Business Consulting” By Kenneth Marks, Hoboken, NJ: John Wiley &
Sons, Inc., 2012, p. 28.

“Mergers, Acquisitions, and Corporate Restructurings” By Patrick Gaughan, Hoboken, NJ: John Wiley & Sons, Inc., 2011, p. 175.

“Tax Attributes as Determinants of Shareholder Gains in Corporate Acquisitions” By Carla Hayn, Journal of Financial Economics, Vol. 23,
No. 1, (June 1989), p. 148.
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While these synergistic gains to a specific owner or investor would not likely be considered
when performing a Fair Market Value analysis, they may be a significant factor in establishing
that a transaction is commercially reasonable.

Tax exempt 501(0_)(3) organizations, which must be “organized and operated exclusively for an
exempt purpose”™’ such as “charitable, religious, educational, scientific,... [or] public safety”®®
may incur financial losses. As set forth in Revenue Ruling 69-545, as it relates to healthcare
enterprises, “In the general law of charity, the promotion of health is considered to be a
charitable purpose.... A nonprofit organization whose purpose and activity are providing hospital
care is promoting health and may, therefore, qualify as organized and operated in furtherance of
a charitable purpose.”® This charitable mission provides the basis for the healthcare enterprise’s
tax-exempt status, whereby, in lieu of a cash return benefit, the tax-exempt organization will
presumably, in the service of their stated charitable mission, generate a social benefit for the
community it serves. This social benefit may take the form of indigent care provided to the
community in which the non-profit organization operates, which may provide improved public
health, a benefit that accrues to all members of the community.”” A further example of social
benefit is the evolving mission and objective of tax-exempt hospitals, which have grown to
include their role as organizers and integrators of care in a community, whereby they provide a
continuum of care across a population, which may not necessarily be profitable, but are
nonetheless necessary for the health of the population in that community.

Necessity of the Subject Property Interest

In assessing the necessity of the subject property interest to the purchaser, the OIG suggests that
an analysis be performed as to whether “the items and services obtained... [are] necessary to
achieve a legitimate business purpose of the [employer] (apart from obtaining referrals).””' In
addition, guidance related to the CR threshold of necessity may be gleaned from IRS
pronouncements and regulations used in determining whether an item is considered a
“reasonable business expense.” For example, the IRS requires a determination of whether the
property interest is “necessary”’* for the business purpose of the purchaser, i.e., “helpful and
appropriate for [the] trade or business,”” in light of the “the volume of business handled;””* the
number of “beds, admissions, or outpatient visits;””> “the complexities of [the] business;”’®
and/or the “size of the organization.””’

66 “Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services” By Robert James Cimasi, MHA, ASA, FRICS,
MCBA, AVA, CM&AA, Vol. 2, Hoboken, NJ: John Wiley & Sons, 2014, p. 965.

67 “Exemption Requirements—Section 501(c)(3) Organizations” Internal Revenue Service, 1/22/2014, http://www.irs.gov/Charities-%26-
Non-Profits/Charitable-Organizations/Exemption-Requirements-Section-501(c)(3)-Organizations (Accessed 1/22/14).

68  “Exempt Purposes—Internal Revenue Code Section 501(c)(3)” Internal Revenue Service, 10/30/2013, http://www.irs.gov/Charities-%26-
Non-Profits/Charitable-Organizations/Exempt-Purposes-Internal-Revenue-Code-Section-501(c)(3) (Accessed 1/22/14).

69  “IRS Revenue Ruling 69-545, 1969-2 C.B. 117” Internal Revenue Service, http://www.irs.gov/pub/irs-tege/rr69-545.pdf (Accessed
1/22/14).

70  Note that, some for-profit healthcare organizations do provide indigent care but their incentive to provide this care may be different from
that of charitable, non-profit organizations, which by mandate must provide the care.

71  “OIG Supplemental Compliance Program Guidance for Hospitals” Federal Register Vol. 70, No. 19 (1/31/05) p. 4866.

72 “Trade or Business Expenses for Itemized Deductions for Individuals and Corporations for the Computation of Taxable Income for normal
Taxes and Surtaxes” 26 U.S.C. § 162(a) (2012).

73 “Deducting Business Expenses” Internal Revenue Service, 1/2/2013, http://www.irs.gov/Businesses/Small-Businesses-&-Self-
Employed/Deducting-Business-Expenses (Accessed 2/26/13).

74 "IRS Publication 535: Business Expenses" Internal Revenue Service, March 10, 2014, p.7.

75  “IRS Exempt Organizations Hospital Compliance Project: Final Report” Internal Revenue Service, p. 136.

76  "IRS Publication 535: Business Expenses" Internal Revenue Service, March 10, 2014, p.7.

77  “Physician Compensation Arrangements: Management and Legal Trends” By Daniel Zismer, Gaithersburg, MD: Aspen Publishers, 1999,
p. 204.
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Further guidance from the HHS commentary on the AKS suggests that analysts should determine
how the “space, equipment, or services” meet the “lessee or purchaser needs, intents to utilize,
and...commercially reasonable business objectives.””® To determine the necessity of the subject
property interest to the acquirer, a valuation analyst may consider the following:

(1) The prevalence and incidence of disease;

(2) The relative frequency of demographic and behavioral risk factors associated with
diseases in the market service area, associated state(s), and the United States;

(3) The population trends of the market service area, associated state(s), and the United
States;

(4) Current treatment options for the injury, ailment, or disease treated by the subject
provider(s);

(5) The supply of physicians and other providers in the market service area, associated
state(s), and the United States;

(6) The level of competition related to the subject property interest within the market service
area;

(7) The economic costs related to disease in the market service area, associated state(s), and
the United States; and

(8) The payor environment in the market service area, associated states(s), and the United
States.

Nature & Scope of Property Interest

Additionally, a CR opinion should include a determination as to whether the nature and scope of
the property interest meet the business needs of the acquirer. Guidance regarding the nature and
scope threshold of the CR analysis may, similarly to the necessity threshold, be gleaned from
IRS pronouncements and regulations used to determine whether an item is a reasonable business
expense. For example, the IRS has advised that the nature and scope of services provided should
be analyzed to determine as to whether their cost is:
(1) A “[cost] of carrying on a trade or business;””
(2) Undertaken “for the production of income from the sale of goods or the performance of
services;”®’
(3) “[P]aid or incurred during the taxable year;”*'
(4) “[R]easonable in terms of the responsibilities and activities...assumed under the
contract;”** and

(5) “[R]easonable in relation to the total services [received].”™

78  “Medicare and State Health Care Programs: Fraud and Abuse: Clarifications of the Initial OIG Safe Harbor Provisions and Establishment of
Additional Safe Harbor Provisions Under the Anti-Kickback Statue” Federal Register Vol. 64, No. 223(11/19/99) p. 63525.

79  “Trade or Business Expenses for Itemized Deductions for Individuals and Corporations for the Computation of Taxable Income for normal
Taxes and Surtaxes” 26 U.S.C. § 162(a) (2012).

80 “Unrelated Trade or Business” in “Taxation of Business Income of Certain Exempt Organizations” 26 U.S.C. § 513(c) (2012).

81 “Trade or Business Expenses for Itemized Deductions for Individuals and Corporations for the Computation of Taxable Income for normal
Taxes and Surtaxes” 26 U.S.C. § 162(a) (2012).

82 “IRS Revenue Ruling 69-383, 1969-2 CB 113” Internal Revenue Service, 1969. http://www.irs.gov/pub/irs-tege/rr69-383.pdf (Accessed
1/23/14).

83  “Health Care Provider Reference Guide” By Janet Gitterman and Marvin Friedlander, Internal Revenue Service, 2004, p. 19.
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Enterprise and Organizational Elements

Next, a CR opinion should include an analysis of the anticipated transaction in light of various
enterprise and organizational elements of the acquirer. The IRS pronouncements regarding
reasonable compensation for tax purposes indicate that a determination should be made as to
whether the consideration paid for the property interest is “a senmsible, prudent business
agreement™ for the acquirer. This determination is made within the context of:

(1) “[T]he pay compared with the gross and net incomes of the business;”*

(2) The “business policy regarding pay for all employees;”™

(3) “[T]he cost of living in the locality,”87 based on an analysis of the “national and local
economic conditions” including whether the acquirer is located in a “rural, urban, [or]
suburban”™ area; and

(4) The structure, size, and location of the purchaser.”

The anticipated transaction may require healthcare entities purchasing physician services to
compensate those physicians at a higher rate per unit of productivity (e.g., per WRVU) than the
physician historically earned in their private practice for providing the same services. Note that a
physician’s compensation per unit of productivity in private practice may be lower than market
survey data derived measures of Fair Market Value for several reasons, including:

(1) According to the theory of utility maximization, physicians would only pursue
compensation levels above the amount they were able to generate from their own practice
in maximizing their individual compensation, wealth, or other measure of utility.
Further, those physicians receiving compensation for their services above the market
survey derived measures of Fair Market Value would not be acting in their own rational
economic self-interest by pursuing a transaction where they would be paid less for their
services than what they are able to generate from their private practice;

(2) Under the economic principle of substitution, a potential purchaser of healthcare services
would be willing to pay up to the price of a desirable substitute, and normative industry
benchmark survey data can be utilized to determine the most probable price that the
purchaser would likely expend for substitute services;

(3) The historical level of return on the subject services is strictly reflective of the outcome
of the economic factors impacting the operational performance and financial condition of
the use of that property interest in the physician’s prior practice, which may not be
reflective of the market as a whole;

(4) Purchasers or lessees of physician services, bound by Fair Market Value as a ceiling
price, act to maximize their profit by acquiring at the lowest total cost, while sellers,

84  “Medicare and Medicaid Programs; Physicians’ Referrals to Health Care Entities with Which they Have Financial Relationships” Federal
Register Vol. 63 No. 6 (1/9/98) p. 1700.

85  "IRS Publication 535: Business Expenses" Internal Revenue Service, March 10, 2014, p.7.

86 Ibid.

87 Ibid.

88  “Physician Compensation Arrangements: Management and Legal Trends” By Daniel Zismer, Gaithersburg, MD: Aspen Publishers, 1999,
p. 204.

89  “IRS Exempt Organizations Hospital Compliance Project: Final Report” Internal Revenue Service, 11/7/08, http://www.irs.gov/pub/
irs-tege/frepthospproj.pdf (Accessed 1/23/14) p. 136.

90 “Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services” By Robert James Cimasi, MHA, ASA, FRICS,
MCBA, AVA, CM&AA, Vol. 2, Hoboken, NJ: John Wiley & Sons, 2014, p. 955.
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bound by the floor set at the level of income they generated for their services from their
prior physician practice, act to maximize their profit by selling the subject property
interest at the highest total price. The point where both parties will choose to transact
would fall between the ceiling set forth by the regulatory restriction of Fair Market Value
and the floor set forth by the historical earnings of the physician from their prior practice.
The degree by which the final negotiated price is closer to the point of utility
maximization for the buyer (i.e., the lowest total cost) or to that of the seller (i.e., the
highest total price) is determined, in great part, by the trade-off between leverage and
negotiating skill between the two parties;

(5) In addition to maximizing their financial benefits, physicians may derive utility from
intrinsic sources, such as the personal autonomy afforded to a physician owner of a
practice, in contrast to an employed physician; and

(6) The equivalency of knowledge between buyers and sellers may not be fully reflected in
the bargain, as physicians, more typically highly trained in clinical subjects than in
financial economics, may utilize and rely more heavily on their past personal
experiences, which are not necessarily reflective of future economic market realities, in
decision making.”'

As discussed above, tax-exempt organizations must be organized and operated for an exempt
purpose and, therefore, a CR analysis should consider whether the proposed transaction meets
the exempt organization’s charitable mission.

Quality, Comparability, & Availability

Another qualitative element of a CR analysis is whether the quality, comparability, and
availability of the services, assets, and enterprises included in the anticipated transaction fit into
the business purpose of the acquirer. The IRS pronouncements on reasonable compensation for
tax purposes suggest that a CR analysis consider “the ability and achievements of the individual
employee performing the service,”” including “education;”” “specialized training and
experience of the individual;”®* “the history of pay for [the] employee;””” and “the availability of
similar services in the geographic area.””® Additionally, the OIG advises that a CR analysis
consider “the skill level and experience reasonably necessary to perform the contracted
services,”” especially if “the services [could be obtained] from a non-referral source at a cheaper
rate or under more favorable terms.””® Finally, the Code of Federal Regulations specifies that
when conducting an assessment as to the CR of a prospective transaction, valuation analysts
should consider “the type, expected life, condition...and market conditions in the area...[for]
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