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By all indications US community health sys-
tems (CHS') will continue to employ physicians 
and other licensed healthcare providers as a 
core strategy.  For a growing number of CHS', 
employed providers account for the lion's 
share of the clinical effort that drives health 
system productivity and financial performance. 
 
CEO's leading CHS' producing annual operat-
ing revenues in the $250-$400 million range, 
report that in excess of 70% of these revenues 
are produced in the ambulatory care arenas, 
including professional services produced by 
employed providers.  These same CEO's also 
realize that the economic productivity pro-
files of their organizations are influenced, to 
a great extent, by the productivity levels and 
patterns of employed providers.  Consequently, 
the assembled and employed clinical work-
force and productivity of an integrated CHS 
(the size, specialty mix, geographic location, 
and productivity of the employed providers) 
can be the most important factor in the ag-
gregate productivity and financial performance 
of the health system.  As such, CHS' will need to 
build the internal competencies to apply less 
conventional means and methods of moni-
toring and analyzing the productivity of the 
integrated "medical enterprise".  Experience 
clearly demonstrated that the productivity of 
the integrated medical enterprise is not effec-
tively revealed by applications of conventional 
accounting practices.  The required answers lie 
in the understandings of operating economics.   
 
Presentations of such methods to groups of ex-
perienced health system leaders and managers 
frequently elicits a response addressed by the 
balance of this installment of " Leadership Coach: 
 
"Our legal counsel has advised us that we are 
not permitted to examine the value of the con-
tributions of employed providers to the produc-
tivity and financial performance of the health 
system.  Our analysis should be confined to 
monitoring of accounting of the medical enter-
prise only (more specifically the accounting of 
production of professional services work units)." 
 
To the extent that such admonitions by legal 
counsel are true and accurate, it would seem 
that the future performance of CHS' is at great 

risk, inasmuch as that performance will be in-
creasingly dependent upon the productivity of 
the integrated medical enterprise.  On its face 
such admonitions seem, at best, excessively 
conservative and, per-
haps misguided given 
that many of the larg-
est and more vener-
able integrated health 
systems in the US 
(Mayo, Cleveland Clinic, 
and the like) have pro-
duced extensive bod-
ies of literature on the 
management of these 
models of health ser-
vices organization and 
delivery, most of which 
addressing the impor-
tance of understanding 
the relationships of the organizational design, 
application and deployment of the aggregate 
provider productivity capacity and the effects 
these applications on the overall productiv-
ity and performance of the health system. 
 
The balance of this piece addresses three over 
arching questions in the form of an interview 
with David Melloh, Esq. (see bio at end of ar-
ticle):

1. What do leaders and managers need to 
know about the operating productivity of 
the integrated medical enterprise?

2. How should productivity of the medical 
enterprise be defined so it can be prop-
erly evaluated and managed?

3. How can productivity of the medical 
enterprise be considered in provider 
compensation designs? 

First a broadened definition of "Provider 
Productivity": Provider productivity typically 
carries a comparatively narrow definition 
within integrated health systems; frequently 
based upon interpretations of prevailing legal 
and regulatory guidance; described as "the 
professional work units (wrvu's) produced" 
(e.g. patient encounters produced, profes-
sional fees charged, or number of "contact 

hours" on the job).   
 
While all such metrics represent measures 
of productivity, one and all are insufficient to 

evaluate the eco-
nomic productivity of 
a provider or that of 
an assembled working 
group.  A broadened, 
and managerially-use-
ful definition necessar-
ily takes into account 
how the work efforts 
of the providers affect 
the totality of the eco-
nomic productivity of 
the integrated system 
of care.  The operating 
philosophy that under-
lies this assertion is, 

as health systems move closer to employing 
all the providers required for an organization's 
mission, strategy, business model and clinical 
programming, the integrated aggregate work 
effort of the medical enterprise becomes the 
"economic flywheel" of the whole.  The size, 
scope, geographic distribution, specialty bal-
ance and aggregate work effort of the member 
providers creates the "economic signature" of 
the whole which translates to the accounted 
financial performance.  In the absence of 
deep understandings of the operating produc-
tivity of the model produced, management be-
comes guess work and reliability of financial 
performance is largely left to chance.  Sole 
reliance on the accounting to "tell the story" 
is at-best, a lagging indicator which often 
causes leaders to generate false hypotheses 
regarding "what must be going on".  Moreover, 
simplified applications of accounting methods 
to the productivity of professionals demeans 
the true value of the practice of a profession.  
Specifics are useful here.  Table A provides a 
limited schematic demonstration of analytics 
required to produce metrics useful for man-
agement of the operating economic perfor-
mance of the integrated medical enterprise.  
This schematic will be used, in part, as the 
basis for the legal and regulatory commentary 
provided by Mr. Melloh. 

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?

"EXPERIENCE CLEARLY 
DEMONSTRATES THAT THE 

PRODUCTIVITY OF THE INTEGRATED 
MEDICAL ENTERPRISE IS NOT 

EFFECTIVELY REVEALED BY 
APPLICATIONS OF CONVENTIONAL 

ACCOUNTING PRACTICES"

Daniel K. Zismer, Ph.D., Kevin J. Egan, J.D. and David Melloh, J.D.
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INTERVIEW QUESTIONS FOR MR. MELLOH:

Zismer: Is there clear legal or regulatory 
guidance that prohibits or limits a community 
health system (especially a NFP, tax-exempt 
organization) from examining the operat-
ing economic or financial performance of 
a controlled, integrated medical enterprise, 
composed of employed providers? 
 
Melloh: No.  There is no prohibition on a CHS, 
whether tax-exempt or not, in examining the 
operating and financial performance of em-
ployed providers. 
 
Zismer: What might cause legal counsel for 
these health systems from providing conser-
vative opinions that can lead to skilled and 
experience leaders and managers from fully 
understanding the performance of, what are 
arguably, the economic and financial perfor-
mance drivers of the whole? 
 
Melloh: Based on a series of recent prosecu-
tions and settlements (such as the Halifax 
and Toumey cases), it is clear that the govern-
ment continues to take the position that 
structuring employed physician compensation 
so as to include any "downstream revenues" 
of the CHS, either inpatient or outpatient, as-
sociated with referrals by the physicians will 
violate the Stark Law. 
 
Of course, in order to calculate physician com-
pensation under a plan that takes the value 
of a physician's referrals into account, the CHS 
would need to track the financial implications 
of such referrals.  For example in the 2015 
$69.5 million settlement reached in the North 
Broward case brought by the US Department 

of Justice, the CHS developed inpatient and 
outpatient "contribution margin reports" that 
tracked profits from orthopedic surgeon refer-
rals, and then used those reports to set physi-
cian compensation.  The unlawful act in North 
Broward, however, was not the creation or 
monitoring of the contribution margin reports.  
Instead, it was establishing physician com-
pensation through the use of this data, which 
violated the Stark Law by "taking into account 
the volume and value of referrals" of the phy-
sicians (and thus failing to meet the Stark Law 
"Employment Relationship Exception"). 
 
The challenge, naturally, will be for the CHS to 
avoid use of reports and analyses based on 
referral-driven financials to support physi-
cian compensation that, in the absence of the 
inpatient and outpatient revenue attributable 
to physician referrals, would be unreason-
ably high.  It is reasonably clear that there 
is compliance risk associated with the CHS's 
reliance on referral data to justify physician 
compensation levels that are not defensible 
on the basis of physician productivity, quality 
and other factors.  The DOJ, in fact, has gone 
so far as to state that a CHS of the physician's 
referrals is suspect. 
 
Finally, there is a disconnect between the 
pace of the DOJ's activity in connection with 
physician compensation models arguably 
structured to drive valuable inpatient and 
outpatient referrals to a CHS, and the overall 
market shift toward value-based reimburse-
ment, under which the CHS will encounter 
an entirely different set of financial impera-
tives (and presumably will have an interest in 
incentivizing physician quality and efficiency 
rather than volume). 

Zismer: Health systems tend to design and 
apply provider compensation plans that limit 
the definition of "provider productivity" to, as 
cited above, "units produced" with little or no 
regard for the real productivity of the units 
produced.  Ostensibly, the assumption is any 
patterns of provider productivity are required 
and good for the organization.  Does legal and 
regulatory guidance exist that prohibits or lim-
its the consideration or incorporation of "how 
a physician produces" into compensation 
design?  An extreme (and perhaps absurd) 
example would be employed providers decide 
to apply all their capacity to free care, when 
they are paid "per unit produced" regardless 
of the patients ability to pay). 
 
Melloh: The legal and regulatory constraints 
faced by a CHS in any compensation design 
will be derived from the usual array of 
sources: the Stark and Anti-Kickback Laws and 
related regulations, the Civil Monetary Penal-
ties Law, and the laws relevant to tax-exempt 
organizations (for the applicable CHS).  None 
of these statutes or regulations addresses (or 
prevents a compensation model that incor-
porates) factors related to how a physician 
produces.  In fact, although most CHS's use a 
wRVU-based physician compensation meth-
odology, it is not unheard of to compensate 
employed physicians on a collections model, 
which would speak to the "fee care" scenario 
in your question. 
 
Zismer: The application of sophisticated op-
erating economics analytics to determine the 
effectiveness of a specific physician strategy 
may have little or nothing to do with provider 
compensation.  The goal is an understanding 
of how the design and execution of a CHS' 

Table A 
 

Operating Economics Analytics: Requirements to Understand the Productivity of the Medical 
Enterprise within the Integrated Health System

1. The aggregate work effort of specialty providers 
(specialized clinical divisions) and the effects on 
health system financial performance (the effects of 
clinical specialty strategies, related investments and 
clinical programming models on income statement 
and balance sheet performance).

2. The degree to which patients are being retained in 
the system for a range of care required (internal vs. 
external referral patterns and profiles).

3. The degree to which physicians are providing services 
that could appropriately be delivered by lesser 
trained, licensed providers.

4. The value of regional primary care satellite strategies.

5. Total costs of care (and related care patterns) for 
patients with chronic conditions and ongoing, high-
cost care requirements.

6. The effects of the operating provider compensation 
plans on services delivery profiles of individual 

physicians and defined provider groups (the apparent 
effects of prevailing compensation incentives).

7. Relationships and trends; operating revenues, 
variable expense structures and contribution margins 
for specific clinical programs, including physician 
services.

8. Performance of specialty outreach strategies and 
related applications of provider resources.

9. Provider access, scheduling patterns and types of 
patients (and clinical conditions) for individual 
providers, clinical programs and sites of service.

10. The degree to which types of patients served 
comport with clinical programming plans and 
strategies, including the financial performance of 
these strategies (all factors that pertain); clinical 
acuity, payer mix, retention of care within the system, 
operating cost structures and capital consumption 
rates of clinical models applied, and individual 
providers compliance with accepted, evidence-based 

Note: 1-10 above represent an example of a potential operating "performance dashboard".  An expanded version is required to 
provide a complete view of the requirements for leadership decision-making.
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physician strategy is producing, with "produc-
tion" defined variously, including productivity 
related to a specific market strategy; e.g. the 
proportion of primary physician work effort 
dedicated to new patients at satellite practices 
owned by the CHS.  At the core of this install-
ment of the Castling Partners Interview Series, 
is this question: Is there legal, regulatory and/
or tax regulation guidance that would directly 
and specifically limit how a CHS can use 
and apply internally available data or other 
information related to how the design and 
operation of a physician strategy, composed of 
employed providers, may be used to deter-
mine the performance of that design, includ-
ing whether strategic and financial goals of 
the CHS are well-served? 
 
Melloh: Generally, the law imposes no con-
straints on a CHS gathering data on employed 
physician performance.  Without producing 
legal and regulatory risk, a CHS could moni-
tor the time expended by its primary care 
physicians on new patients, for purposes 
of assessing the effectiveness of the CHS's 
market share growth strategies.  However, a 
model that, for instance, provides enhanced 
physician compensation for new patients may 
expose the CHS to risk under the Stark and 
Anti-Kickback laws. 
 
I have two additional takeaways for you: 
First, it is worth noting that the Stark Law 
Employment Exception specifically permits 
a CHS to require its employed physicians to 
refer to the CHS, so long as the compensa-
tion arrangement between the CHS and the 
physician meets certain criteria (including 
compensation that is consistent with fair 

market value, and an exception to the referral 
requirement if the patient expresses a prefer-
ence for another provider or if a referral to 
the CHS would not be in the patient's best 
medical interest).  In other words, we know 
that a CHS can mandate that employed physi-
cians keep their referrals, by and large, within 
the system.  What the CHS cannot do is make 
physician compensation reflect the number or 
value of these referrals.   
 
Second, it is not a coincidence that in each of 
the DOJ matters referred to in my response, 
the level of physician compensation was ex-
tremely high relative to the market in general.  
The practical risk of prosecution, not surpris-
ingly, is much higher if physician compensa-
tion, form 30,000 feet, is likely to be viewed as 
exceeding fair market value.  At a minimum, 
extremely high physician compensation can 
draw outside attention (such as from compet-
ing physicians), who may initiate a series of 
actions resulting in negative outcomes for the 
CHS (at best, unproductive defensive activity, 
and at worst, major financial and other penal-
ties).  Sensible physician compensation design 
both makes financial sense for the CHS and 
is less likely to produce legal and regulatory 
exposure. 
 
Zismer: In sum, senior leaders can effec-
tively manage these issues by focusing on a 
two key points.  Feel free to gather all of the 
data needed to do your job as a leader of a 
CHS.  Always keep the compensation levels of 
employed physicians at prudent and sensible 
levels reflecting market values and tied to ap-
propriate studies. 
 

David Melloh, J.D.
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