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The BEST of Times

and the

The WORST
NG Of Times
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ospitals and health systems,

whether general acute care

hospitals or specialty hospitals,
are attempting to prosper in a chal-
lenging time. Last year and in 2007,
the nation’s hospitals, as a whole, re-
corded record profits. Many hospitals
were examining a multitude of options
for debt financing. Nearly 20% or more
of the nation’s hospitals were in the
process of renovating, expanding or
replacing their current hospitals.

As of 2009, the freezing of the financial
markets, the loss of the value in hospital
and related foundation portfolios, the
underfunding of pension obligations,
the movement in a negative direction
of payor mix, and the delaying of proce-
dures are greatly changing the financial
situation for hospitals. While the coun-
try's 1,000 healthiest hospitals remain
healthy, this remains a time of tremen-
dous uncertainty and risk in the hospi-
tal industry. This article discusses five
strategic and development issues facing
hospitals:

1. THE JOINT VENTURING
OF SERVICE LINES.
Joint ventures can provide substantial
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benefits to hospitals.
There are also severe
limitations  involved
in the use of joint

ventures.

First, in terms of ben-

efits to a hospital, a

Scott Becker

joint venture provides
a means to develop
congruent  relation-
ships with physicians.
When both the hos-
pital and the physi-
cians have vested in-

terests in a venture,
it places the parties
on the same page;
both parties work together to control

@
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costs and achieve a profitable venture.
It also avoids an employer-employee
or boss-servant type of relationship.

Moreover, joint ventures are often less
expensive alternatives for hospitals to
pursue. Primary alternatives in the past
have included, for example, attempt-
ing to control patient flow by employ-
ing significant numbers of primary care
physicians and specialists. It has clearly
proven expensive to employ and main-

tain a primary care owned network. It is
also proving difficult to maintain produc-
tive specialists as employees of hospitals
or health systems.

Another key benefit to joint ventures is
that a joint venture allows for greater
freedom for both the hospital and the
physician than the traditional employer-
employee relationship allows. For exam-
ple, in a typical joint venture, a majority
of physicians maintain an independent
practice outside of the joint venture.
This type of arrangement allows for con-
gruency in the joint venture between
the hospital and physician, yet offers the
physician a certain amount of freedom
outside the joint venture.

There are also challenges and limitations
to the use of joint ventures. For example,
due to a number of business and regula-
tory issues, once a hospital invests in a
joint venture it is often difficult to modify
the partners or terminate the joint ven-
ture without suffering substantial dam-
ages or losses.

Second, in certain types of joint ven-
tures, hospitals receive lower reim-
bursement if they choose to enter into
a joint venture with physicians than
they would otherwise. For example,
hospitals receive lower reimbursement
if they choose to joint venture an am-
bulatory surgery center with their phy-
sicians as opposed to simply receiving
hospital-based reimbursement for an

A joint venture provides
a means to develop con-
gruent relationships with
physicians. When both the
hospitalandthe physicians
have vested interests in a
venture, it places the par-
ties on the same page.



outpatient department. Thus, in addi-
tion to splitting the profits of the joint
venture with the physicians, the ven-
ture as a whole will receive lower reim-
bursement than if operating as a unit
owned solely by the hospital.

Third, true joint ventures are not permit-
ted in certain specialties for certain types
of services. For example, it is difficult to
joint venture various imaging modalities
with physicians who are not radiologists.
The Stark Act, which prohibits physicians
from referring to an entity with which
they have a financial relationship, clas-
sifies radiology and other imaging ser-
vices as “designated health services.”’
A financial relationship is defined as any
investment, ownership, or compensa-
tion relationship. Therefore, subject to a
rural exception, a non-radiologist physi-
cian owner (for example, an orthopedist,
a primary care physician, or a neurosur-
geon) may not invest in a joint venture
and generally may only “own” and pro-
vide imaging services pursuant to the in-
office ancillary services exception which
is a restrictive exception.? In addition,
states are beginning to limit ownership
in imaging by non-radiologists as well.
The Maryland Attorney General inter-
preted the state physician self-referral
bill, which is similar to the Stark Act, to
specifically exclude magnetic resonance
imaging services, radiation therapy ser-
vices, and computer tomography scan
services from the in-office ancillary ex-
ception.® The Centers for Medicare and
Medicaid Services (CMS) has expanded
the list of Stark services to include nu-
clear medicine and positron emission
tomography services. This would fur-
ther limit the ability to enter into joint
ventures for such services. There is also
increasing scrutiny of imaging ventures
set up as quasi-joint ventures as recently
highlighted in national newspapers.*

Fourth, a joint venture strategy is limited
to certain physician specialists and is dif-
ficult to utilize for an entire medical staff.

For example, the benefit of a joint ven-
ture — congruency between the hospital
and physicians, controlled costs, vested
interest in profits — becomes too diluted
if too many physicians are involved in the
joint venture. In short, a joint venture is
useful to none if everyone is involved.
This means that where a medical staff
includes two to three hundred physi-
cians, a joint venture may ultimately be a
useful option for a small minority of the
whole staff.

The role of joint ventures is likely to con-
tinue to evolve over the next three to
five years. In general, joint ventures can
be expected to proliferate for smaller
types of service lines and services facili-

Joint ventures can be ex-
pected to proliferate for
smaller types of service
lines and services facilities,
including ambulatory sur-
gery centers, cardiac cath-
eterization facilities, and
imaging facilities, among
a handful of other types of
service lines and facilities.

ties, including ambulatory surgery cen-
ters, cardiac catheterization facilities,
and imaging facilities, among a handful
of other types of service lines and facili-
ties. In contrast, joint venturing of many
large scale projects is not expected. In
essence, the development of joint ven-
ture specialty hospitals between hospi-
tals and physicians is expected to some
degree, and a smaller number of joint
ventures of acute care general hospitals
are expected between hospitals and
physicians.

2. LANDMINES FACING HOSPITALS.
Many of the key problems that hospitals
may face in the near future have not yet

surfaced in part because hospitals are
currently experiencing a favorable rev-
enue and business cycle. This favorable
business cycle has left many hospital
systems insufficiently prepared for dips
or downturns in the revenue and reim-
bursement cycle. Large national payors
are pushing back with respect to climb-
ing reimbursement and pricing. On a na-
tional level, there is discussion regarding
the need to cut back or to reign in Medi-
care costs and the amounts paid to hos-
pitals. If possible, the government may
attempt to limit costs by decreasing re-
imbursement in niche areas where there
is not as much political strength. Hospi-
tals still must be prepared for changes in
the revenue cycle.

There are four specific concerns.

Hospitals have overleveraged them-
different
characteristics. On one hand, hospitals

selves. This reflects several

remain confident in development plans
and are regularly expanding and reno-
vating hospitals to capture or maintain
certain types of service lines and rev-
enues. Overall health care construction
and commitments to construct increased
dramatically from 2004 to 2008. Other
entities are investing in information tech-
nology while others are pursing deals to
merge. On the other hand, however,
most hospitals, as not-for-profit, tax-
exempt entities, are not forced to make
distributions to shareholders. Because
hospitals do not have to account to
shareholders in that manner, it is easier
to find opportunities to invest money in
new programs and buildings, rather than
prepare for the future by disciplined sav-
ing or re-payment of loans.

Second, a number of the nation’s hospi-
tals do not appear prepared for reduc-
tions and changes in reimbursement.
Many hospitals have benefited from in-
creased Medicare reimbursement and
a lack of payor discipline over the last
few years. Payors are returning to the
zero sum game approach to negotiation
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efforts with hospitals. The health insur-
ance industry is in a consolidation mode.
This generally leads to greater power
for the surviving payors and less nego-
tiation leverage for providers. As noted
above, all hospitals must be prepared
for a slow down in Medicare reimburse-
ment increases and potential reductions
in payments from other payors.

Third, many hospitals do not maintain
sufficient reserves. Hospital margins are
relatively narrow. According to a Med-
Pac report, there has been a decrease in
hospital total margins. Total margin was
measured by inclusion of all patient care
services funded by payors, plus nonpa-
tient revenues. In the aggregate, hos-
pitals saw total margins decrease from
4.4% in 1991 to 3.4% in 2000. Given the
small margins, insufficient reserves to
cover losses can be problematic when a
hospital faces a downturn in the revenue
cycle.> Many hospitals in this regard are
facing large unfunded pension deficits.

Fourth, a number of hospitals consistent-
ly chase the “next big thing.” The “next
big thing,” a few years ago was an ex-
pensive cardiac program. In many situ-
ations, the open heart programs proved
to be less profitable than expected. This
is, in large part, due to improvements in
technology and decreases in the num-
ber of open heart surgeries performed.
Currently, many hospitals are aggressive-
ly investing in different types of cancer
treatment technologies and new types
of buildings and development related
to orthopedics and spine. However, if
the number of admissions and proce-
dures does not meet expectations, or if
reimbursement stagnates or decreases,
chasing “the next big thing” may lead
to situations where the results for certain
programs sorely miss expectations.

3. FINANCING VEHICLES.

Very healthy hospitals still face a pletho-
ra of options as to how to finance their
investments in facilities and programs.
For hospitals in good financial shape,
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the choice of lenders, from traditional
commercial banks to private equity
driven financing companies to pub-
licly traded entities focusing on com-
mercial and health care finance, is still
significant. For a typical project, real
estate or equipment driven, a hospital
may choose to structure the project
through either fixed or variable rate
financing options, options not always
available in the past. These options
often involve captive finance programs
from the vendors themselves who may
include large equipment companies
or real estate entities or middle mar-
ket lenders that focus on loans ranging
from $10 to $150 million.

Certain of these new types of financing
choices are intended to improve hospi-
tal/physician relationships. For example,
the use of participating bonds allows
physicians and local community mem-
bers to hold a part of the debt used by a
hospital or a hospital project. It may also
include, as noted earlier, the use of joint
venture projects which enable partici-
pating physicians to share in the capital
needs of a venture. In these situations,
the cost of these alternative sources of
capital can be high in terms of the trans-
action efforts and fees. Atthe sametime,
these options offer a tangible benefit by
helping to solidify relationships between
physicians and hospitals. Accordingly,
hospitals will often utilize a joint venture
approach to financing projects even
if it may be more expensive in terms
of transaction costs and other types of
challenges than doing the project alone.
Participating bonds are used less often
as the transaction costs for such prod-
ucts have proven to be so expensive
that many hospitals choose not to use
participating bonds unless the project is
of such size and scope that the cost will
be relatively reasonable in comparison
to the total amount being raised. Over
the next few years, financing options are
expected to continue to proliferate un-
til hospitals, once again, are faced with

challenges relating to the financial per-
formance of projects.

The number of the nation’s hospitals that
are not in strong or even good financial
shape has increased significantly in the
last twelve months. Whether these hos-
pitals are semi-rural or located in difficult
urban environments, these entities face
a very significant increased struggle to
find financing on any level. Often when
financing is available, it is available only
at high rates and can be developed only
to the extent that there are tangible as-
sets available to serve as collateral for
the financing. In contrast, healthy hos-
pital systems can utilize their traditional
cash flows and projected cash flows to
help obtain financing.

4. HOSPITAL STRATEGY

FOR THE NEXT FEW YEARS.

Hospital planning over the next few
years should be driven by three concep-
tual strategic approaches — an offensive
approach, a defensive approach and an
First,
hospitals must play offense. This means

allocation method or approach.

constantly seeking new revenue lines.
These can be “home run” profit lines,
such as the efforts by many hospitals to
develop oncology programs or leader-
ship in orthopedics or spine. In contrast,
investing smaller amounts in a number
of service lines as a way to increase prof-
its and revenues has also benefited hos-
pitals. This may include simply reinvest-
ing in the three to five key programs the
hospital sees as its most profitable or to
add a few service lines.

Second, hospitals must aggressively
play defense. This means not over le-
veraging the hospital through excessive
debt financing or overstaffing of certain
programs. It also means preventing ero-
sion of the hospital’s revenue base by
aggressively challenging or preempt-
ing joint venture efforts and market en-
croachment efforts by other hospitals
and health systems.



Finally, hospitals must adopt the con-
cept of allocation as an overriding strat-
egy. Too often, hospitals are significantly
over invested in one service line or one
service category. Over the last few years,
hospitals that have over invested in cer-
tain types of service lines, such as sur-
gical, imaging, oncology, orthopaedic
or neurosurgical, have performed very
well. However, hospitals are better off
allocating their risk by investing in sev-
In addition,
hospitals must develop a service line

eral different service lines.

or a specialty where they can become
known and recognized as a key provider
in their community, and become the dis-
tinct provider of choice. In essence, they
must develop some specific reason for
existence as revenue lines change and
competition unfolds.

5. LEGAL ISSUES, CONGRESSIONAL
ATTACK AND CLASS ACTION SUITS.
Not-for-profit hospitals are facing distinct
attacks on several different levels. First,
Congress has opened up an investiga-
tion as to whether hospitals are actually
doing enough to earn and maintain their
tax exempt status. The Senate Finance
Committee has delivered extensive
questionnaires to ten tax-exempt hos-
pitals and health systems, seeking de-
tails on activities ranging from travel to
compensation to charity care.® In addi-
tion, the House of Representatives Ways
and Means Committee has held a series
of public hearings focusing on the tax-
exempt sector, with particular focus on
the not-for-profit, tax-exempt hospital.”
Second, many states and local commu-
nities are making efforts to try to reduce
or erode tax exemption.

In the long run it is expected that Con-
gress will take little, if any, action to fun-
damentally change the way not-for-profit
hospitals do business. As a business re-
ality, not-for-profit hospitals are a huge
employer in many places, and are vital to
many communities. Forexample, in 2008,
tax-exempt hospitals and health care

organizations controlled approximately
$490 billion in assets and received over
$500 billion in gross receipts.® Further,
the debt markets are extremely impor-
tant to the national economy and pro-
vide great investment opportunities for a
whole variety of participants. A challenge
to the status of the tax-exempt entities
that would result in a reduction of the
supply of tax-exempt investments would
have a substantial impact throughout the
country. While Congressmen may enjoy
the investigative aspects of the effort to
examine the not-for-profit sector, any
changes in tax exempt finance laws and
how exempt hospitals function would
have draconian and unexpected results
throughout the health care economy and
the national economy as a whole. It is ex-
pected, at some point, that politicians
will use these types of investigations as a
cover to wrestle with real and legitimate
cost concerns of the Medicare program.
In essence, certain of the negative as-
pects that come out of the Congressional
investigations as to the tax-exempt sec-
tor may be used as tools and tactics to
provide political cover and to ultimately
reduce reimbursement to hospitals and
health systems.

On the state side, there will continue
to be state-to-state skirmishes over is-
sues related to the state tax and local
tax exemption. This is particularly true
in small communities where the hospi-
tal has evolved into one of the biggest
employers, if not the biggest employer,
and particularly if the community has
lost some of its tax paying businesses.
For example, the lllinois Department of
Revenue revoked the local property tax
exemption for Provena Covenant Medi-
cal Center (Provena) in Urbana, lllinois
following a determination by the local
tax board that Provena was not a chari-
table institution because of the way it
treated needy patients.” In essence, the
manufacturing decreases in many com-
munities and as the taxes are paid by
such companies decrease as well, there

will be more pressure on local communi-
ties to attempt to reap some tax benefits
from their local hospitals.

This analysis examines five different is-
sues that are facing hospitals and health
systems throughout the country. If you
would like further information on any
of these issues, please contact Scott
Becker at (312) 750-6016 or by email at
sbecker@mcguirewoods.com or Elissa
Moore at (704) 343-2218 or by email at
emoore@mcguirewoods.com.
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