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Leaders of independent medical practices 
are routinely afflicted by the “tyranny of the 
overhead quotient”; total operating expense 
of the practice divided by total operating 
revenue generated during a specified ac-
counting period. Stated otherwise, $500k of 
expense divided into $1mm of revenue yields 
a 50% “overhead rate”. Presumably, the other 
50% is available for total physician compensa-
tion (cash and benefits payable to providers, 
including owners).

For physician owners (especially) “every 
dollar I don’t take home is overhead.” The 
implied opportunity (or threat) for the practice 
administrator is “reduce overhead”. So how 
is something as innocuous as dividing one 
number by another tyrannical? It is what it 
represents. It represents an attitude, a culture, 
the psychology and philosophy of business 
practice that is focused on a mandate irre-
spective of the business cycle or the strategic 
initiatives being pursued by an organization 
at a specific point in time.  But how could 
effective management of operating expenses 
be bad?” It’s not; at least not until it becomes 
a pathological obsession of the owners of the 
practice regardless of the dynamics of the 
market.

BEGINNING WITH THE BASICS

Generally speaking, the term “overhead”, as it 
relates to the operating expenses of a medical 
practice, is over-generalized and often misap-
plied.  For the owners of the practice it may 
represent the proportion of revenue that does 
not make it to the professional compensation 
line of the income statement and is therefore 
not available for distribution to the share-
holders. Defined properly, “overhead” is the 
proportion of operating expense that cannot 
be tied directly to a unit of revenue pro-
duced (e.g. allocations of operating expense). 
Administration and support staff not involved 
in direct patient care activities are also part of 
the overhead calculation. Overhead is not the 
sum total of all the operating revenues that 
providers do not “take home” as compen-
sation. The concept, definition and related 
management strategies are more complex. 
No business-savvy physician would want a 
practice administrator to unleash a general-
ized plan to reduce practice overhead. Want 
proof? Initiate an overhead management 
strategy with the reassignment, termination or 
compensation and benefits reductions for the 
nurses and personal practice assistants of the 
physicians. Enough said? 

It is important to differentiate "fixed overhead" 
from "variable overhead" costs. Fixed over-
head costs are expenses that do not change 
as the level of production changes. No matter 
what the level of output (i.e. patients seen), 

these costs remain the same. Some examples 
of fixed overhead are rent, salaries, deprecia-
tion and insurance. For example, a clinic rents 
office space for $5,000 a month; this is a fixed 
overhead cost that must be paid. Variable 
overhead costs are expenses that fluctuate 
with the volume of services provided (patients 
seen or tests performed).  Variable overhead 
costs decrease as volume decreases and 
increase when volume increases. Examples of 
variable overhead costs are supplies, utilities, 
or support services that vary by the volume of 
service, such as transcription, billing, or medi-
cal records.

Accounting practices attributable to many 
medical practices play a role in a confused 
overhead equation as well. The problem could 
be exacerbated if the clinic is on a cash basis 
of accounting. For better or worse, conven-
tional accrual based accounting practices 
were modified to accommodate the vicissi-
tudes of the operating and expense dynam-
ics of the practice of the professions. The 
method that emerged recognizes revenues 
when collected and operating expenses 
when incurred. This accounting convention 
is referred to as “modified accrual account-
ing.” The method helps small professional 
practices, especially, to manage tax liability 
exposures; the minimization of exposures to 
double taxation. Conversely, this method can 
confuse the uninitiated when owners of the 
practice ask the overhead question monthly 
or quarter-to-quarter. The confusion stems 
from the potential for the overhead rate to 
bounce around based upon the inflows and 
outflows cash and payments of operating 
expense liabilities. For example, a month with 
three payrolls, versus two, drives overhead 
up independent of the other variables that 
impact the calculation, which can cause physi-
cians and management to become frustrated 
with the overhead discussion.  The route to 
alleviation of this frustration resides with a 
disciplined focus on an operating budget; a 
budget management method that eliminates 
the confusion attributable to the effects of the 
accounting methods applied.  A related topic 
requires an understanding of the philosophy 
of the practice regarding capital expendi-
tures.  Because lease payments, or debt paid 
on capital investments, continue when no 
revenue is being generated they are consid-
ered overhead.  Often medical practices elect 
to lease, or expense capital to avoid taxes on 
retained earnings, but many practices fail to 
calculate the operating costs of not having 
retained earnings to fund capital projects. 

Assessing whether overhead is good or bad is 
dependent on your perspective and the time 
horizon of the practice.  What is the ‘vision’ for 
the practice and how does the practice define 
success?  If your plan is to sell or liquidate 

the practice in the short-term one can argue 
that lower overhead will increase the value of 
the practice; however, as noted above if you 
have a longer time horizon where you plan 
to grow the practice organically or through 
integration making reductions to overhead 
(infrastructure) may impair your strategic plan.  

THE DIFFERENCE BETWEEN ACCOUNTED OVER-
HEAD AND THE FINANCIAL PRODUCTIVITY OF A 
MEDICAL PRACTICE

The important message here is physicians 
should think more about the financial pro-
ductivity of their practice and less about the 
overhead of their practice. What's the differ-
ence? The financial productivity of a medical 
practice is directly affected by how providers 
decide to apply their patient services produc-
tivity potential. Decisions regarding applica-
tions of provider production capacity (their 
production potential) interacts with the costs 
of the capital asset base, staffing models and 
types of patients attracted to create the "pro-
ductivity" signature of the practice. 

An example is useful here. Ten physicians of 
the same clinical specialty work together in a 
practice. An examination of physician practice 
styles and preferences reveals stark variations 
in:

• Clinical procedures performed
• Average daily encounters
• Patient demographics
• Types of clinical conditions seen/em-

phasized
• Payer mix
• Applications of office-based diagnostics
• External referral patterns
• Return visit protocols
• Hours worked per week
• Clinical coding and documentation
• Use of advanced practice clinicians 
• Policies regarding new patient access

Stated simply, the physicians practice pat-
terns differ markedly and as such, so do the 
financial productivity profiles of individual 
physicians. This variation is masked when all 
productivity profiles are aggregated to produce 
the overhead rate for a specified accounting 
period. This effect can be exacerbated by the 
accounting method described previously. The 
physicians pressure the practice administrator 
to “reduce overhead” the practice administra-
tor counters with “reduce the variation of your 
practice styles and apply your capacity more 
productively.” 

CAN PRACTICE OVERHEAD BE TOO LOW?

Physicians should be concerned with an 
overhead rate that is too low. Blasphemy! No, 
just good business practice. Excessively low 
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overhead rates can be an indication of under-
investing in the future of the enterprise. When 
management practices emphasize operating 
expense reduction strategies the threat is 
an unhealthy imbalance of the factors that 
compose the dividend and the divisor. This 
imbalance can frequently be traced to under-
investing in:

• People (staff)
• Facilities
• Information technologies
• Other capital assets
• Leadership development
• Competencies of clinicians
• Clinicians who, by their specialty or ap-

proach to clinical practice, enhance the 
productivity of others in the practice

• Clinical model and business practice 
innovation

Under-investing in private medical practices 
is also exacerbated by the tax structures of 
practices. Tax structures frequently encourage 
the annual payout of all (or most) excess rev-
enues to avoid double taxation to the owners. 
Not an altogether bad practice unless it leads 
to gross under-investment in the business, or 
the assumption of excess debt to fund busi-
ness growth and development.

WHEN DO YOU WANT OVERHEAD LOW?

Businesses are never static – they are always 
moving through a business cycle. If the busi-
ness goal is to maximize short-term profit 
that may be a time when you want to keep 
overhead low, however, if you are in a growth 
mode keeping overhead low is often a barrier 
to growth.

Smart business owners should always ask a 
simple, but sometimes stunning question of 
their business practices,”are we making too 
much money?” Excessive income to owners 
is often a sign that the business is suffering 
from “capital anemia”.

Strategically managing revenue in the short-
term can create an opportunity to gain market 
share by offering a lower cost option.  This 
scenario is very evident in healthcare and 
puts many practices at risk.  A case in point is 
the transition from fee for service medicine 
which encourages the performance of more 
tests and related services.  A large Twin Cities 
orthopedic practice made a conscious deci-
sion to offer bundled package pricing for total 
knee and hip procedures that was below their 
aggregate fee for service equivalent.    Their 
gambit was to sacrifice short-term profits to 
gain market share.   

SO WHAT IS THE REAL QUESTION: FINANCIAL 
OVERHEAD RATIO OR FINANCIAL PRODUCTIV-
ITY OF THE BUSINESS MODEL?

The most important question to be asked by 
physician owners of practice administrators 
is, “how productive is the integration of our 
clinical models with our business model?” 
The overhead ratio is far less important 
when compared with the importance of real 

measures of financial productivity. For the 
sake of this argument, “financial productivity” 
in the independent, physician-owned practice 
model is defined as the financial yield derived 
by owners on their own work effort within 
the practice. For example, if with an overhead 
ratio {conventionally defined} is 50% and the 
owners’ total compensation yield is $60.00 per 
WRVU  produced, and the expansion of profit-
able clinical programming and enhanced use 
of ancillary services and  Advanced Practice 
Providers {APP’s} creates a putative overhead 
calculation of 58%, but the owners’ yield per 
WRVU increases to $70.00 {presuming owner 
WRVU productivity is held constant and the 
risk- to-reward capital investment ratio is 
reasonable} should the owners be concerned 
with the change in overhead rate?

DOES ANY OF THIS APPLY TO HOSPITAL AND 
HEALTH SYSTEM-OWNED MEDICAL PRACTICE?

The short answer is yes, but the issue is more 
complex and worth an article dedicated solely 
to the topic. Briefly, all the fundamentals 
described here apply, plus a few more.

• The aggregate of all operating expense 
allocable to a health system's integrated 
medical group typically includes two 
levels of "indirect expense"; that which 
would be typical for an independent 
medical practice plus an allocation of 
the health system's "central operating 
expense."

• Ancillary services generated by em-
ployed physicians (especially outpatient 
ancillaries) are frequently accounted as 
revenues produced by health system 
hospitals (e.g. provider-based billings) 
and not the ordering physician.

• Employed physicians/ providers do not 
control the payer mix; it is "delivered" 
by virtue of the health systems market 
strategy.

• Physician productivity capacity is not 
always controlled by physicians; e.g. 
cardiology outreach.  Physicians are al-
located to sites and services based upon 
value to the whole of the integrated 
health system's strategy.  The operat-
ing economics of financial productivity 
are often not within the control of the 
employed physicians.

• The operating expense structure of the 
employees that serve the integrated 
medical group and not within the con-
trol of the group; e.g. operating expense 
(and annual inflation rates) attributable 
to collective bargaining agreements.

So, while the fundamentals described here 
apply to the medical practices owned and 
operated by health systems, the “language” 
of management of this type of physician 
practice model rarely applies the term “over-
head” to the analytics of practice productivity 
and financial performance. The discussion 
frequently centers with the “financial losses” 

generated by the integration of employed 
physicians. Here again is a topic for another 
article dedicated to this assertion, in that 
while it is possible for a health system to 
operate an integrated provider strategy at 
varying levels of economic and financial 
productivity, accounted financial losses 
are often attributable to the “architecture 
of the accounting” caused by the applica-
tions of required methods and conventions 
of accounting which dictate where and 
how revenues and expenses are identified 
and allocated within the health system. For 
example, revenues generated by employed 
physicians for ancillary diagnostic services 
within the health system may appropri-
ately be accounted to the location, facility 
or operating entity that houses the service. 
Consequently, the integrated medical group 
receives no accounted revenue or expense al-
locations for the referral. Revenues accounted 
to the integrated medical group may consist 
of professional fees only or professional fees 
and modest allocations of ancillary rev-
enues. On a consolidated basis the financial 
performance of the health system may do 
well, while accounting methods applied show 
a “loss” for the integrated medical group. In 
such instances, is the accounting wrong? Not 
likely, but the reporting of the results can 
be misleading; i.e. the medical group can be 
economically and strategically productive at 
an accounted “financial loss”. 

A related misunderstanding is when leaders 
and managers of integrated health systems 
are precluded by law or regulation from in-
depth analysis of the inter-related economics 
of the integrated health system; specifically, 
leaders and managers are prohibited from 
the analysis of the internal value created 
by employed physicians. This concern is 
misplaced. Leaders and managers are free to 
fully examine the operating economics and 
financial performance of a properly constitut-
ed, structured and managed integrated health 
system design, including the full effects of the 
operating economics and related effects of  
the integrated physician enterprise. (a) 
 
(a) Egan, Melloh, Zismer, "Are Leaders of Community-Based 
Health Systems Permitted to Examine and Analyze the 
Productivity Performance of the Integrated Medical Enterprise; 
the Productivity of Employed Providers?", Leadership Interview 
Series, www.castlingpartners.com, (February 2017) 
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