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Financing the Future

Report 4:

Joint Ventures with Physicians and Other Partners

In an environment characterized by continued revenue
constraints and cost increases, hospitals and health
systems must consider the pursuit of all strategies offer-
ing the potential for improved market and financial
performance. Joint ventures represent an increasingly
important strategy, particularly when the initiative to

be pursued is large, competition is intense, capital is
limited, and the risk of failure is significant.

Whether pursued proactively, reactively, or a combi-
nation thereof, joint ventures with physicians can be
especially helpful in strengthening relationships with this
key constituency and aligning economic incentives to
enhance market position and ultimately financial success.

Healthcare leaders must ensure that the pursuit of
joint venture opportunities occurs within a corporate
finance-based framework. This framework includes
integrated planning that aligns the joint venture with
the organization’s long-range strategic, financial, and
related operating plans.

Typically, the evaluation process begins with asking
what the hospital wants to accomplish and how the
joint venture might contribute to the overall objectives.
Like other growth strategies, joint venture exploration
requires an assessment of the hospital’s current position

in the market and projections related to future market
and market position conditions.

A preliminary business assessment of a specific joint
venture provides a sense for whether the venture is going
to be successful based on industry, market, financial, and
organization-specific factors. The issues of joint venture
structure and control can make or break a hospital’s
ability to achieve a strategic-financial target, for example,
such as expanded market share and volume in a particu-
lar geographic region or service line. Buy-out provisions
should be considered and developed early in the joint
venture evaluation process; buy-in provisions and non-
compete restrictions are equally important.

Issues related to capitalization of the joint venture,
such as debt policies, capital retention and distribution
policies, reserve powers, and valuation of majority and
minority interests, require thorough planning. Because
joint ventures are governed by a multitude of laws and
regulations, leaders should obtain sound legal advice
about all joint venture initiatives and ensure thorough
completion of due diligence.

After due diligence is completed and the contract
offered, negotiated and signed, hospitals and their
partners should regularly monitor the joint venture to

ensure that objectives are being met.




Introduction

he first six-part Financing the Future series, pub-

lished from November 2003 through September

2004, began the process of highlighting strategies
hospitals and other healthcare providers could use to
improve access to capital through successful financial
planning and execution. Financing the Future II continues
this process. Its cornerstone principle is this: Adherence
to a rigorous corporate finance process is critical to a hospital
or health system’s ability to increase access to capital, make
wise investments in the organization’s future, and improve
financial performance.

The goal of Financing the Future II is to define, provide
examples of, and encourage the implementation of a best
practice, corporate finance-based approach to financial
management in healthcare organizations. By providing
practical, how-to information in the form of concrete
strategies, tools, timelines, and other materials, Financing
the Future I seeks to help healthcare organizations of all
sizes “raise the bar” on financial performance. When
completed, Financing the Future II will include six reports
for healthcare financial leaders, their staffs, and
healthcare executives and board members. Each report
will illustrate how actual hospitals and health systems
have applied corporate finance principles to achieve
successful financial performance and capital access.

Published in May 2005, the first report in Financing
the Future II, titled “Seven Principles of Best Practice
Financial Management,” outlined the guiding princi-
ples of corporate finance and covered the first three
principles in depth. The second report in the series,
published in August 2005, focused on Principle 4: The
“right” capital structure supports strategic-financial
goals, while optimizing flexibility and minimizing
cost. The third report, published in November 2005,
addressed integrated strategic financial planning and
capital allocation, covered in Principles 5, 6, and 7.

This fourth report addresses joint ventures with
physicians and other partners, the exploration of which

involves all of the principles.

Topics to be covered in future reports include
strategies for financially struggling hospitals (Report 5)
and the outlook for capital access (Report 6). When
possible, the lessons learned from practicing CFOs,
other financial leaders, and those advising financial
leaders, obtained through interviews, will be used to
describe best practice processes.

HFMA'’s partners for Financing the Future II are
GE Healthcare Financial Services and Kaufman, Hall &
Associates, Inc. Both companies are deeply committed
to ensuring the financial health of hospitals and health
systems nationwide through the use of corporate finance
principles. GE has been a leader in the application of
such principles, which have guided the company for
many decades and remain in force today. Throughout
its 20-year history, Kaufman Hall has advised health-
care organizations on how to rigorously apply and
maintain corporate finance principles to achieve
enhanced financial performance. HFMA appreciates
the in-depth guidance provided by these partners.

Also deserving of recognition are the individuals
who contributed information to this report: David P.
Blom, president and CEO, OhioHealth; David Burik,
managing director of healthcare, Navigant Consulting,
Inc.; Robert Cohen, D, partner, Kutak Rock LLP;
Michael Finnerty, vice president, Kaufman, Hall &
Associates, Inc.; Randy Fuller, manager of market
intelligence, GE Healthcare Financial Services;

Mark E. Grube, partner, Kaufman, Hall & Associates,
Inc.; Craig E. Holm, senior vice president, Health
Strategies & Solutions, Inc.; Lydia W. Jumonville,
senior vice president and CFO, Baylor Health Care
System; Craig Kinyon, vice president and CFO, Reid
Hospital & Health Care Services; Michael W. Louge,
senior vice president and CFO, OhioHealth; William
V.B. Webb, chief development officer and director,
Symbion, Inc.; and Alan M. Zuckerman, president,
Health Strategies & Solutions, Inc.




The Joint Venture Landscape

n an environment characterized by continued

revenue constraints and cost increases, hospitals

and health systems must consider the pursuit of
all strategies offering the potential for improved
market and financial performance. Numerous growth
strategies are available to organizations, including
developing or expanding markets or service lines
through use of the organization’s own resources, form-
ing loose alliances with other organizations, merging
with or acquiring other entities, and entering into
joint ventures. The latter strategy is an increasingly
important one, particularly when the initiative to be
pursued is large, competition is intense, capital is
limited, and the risk of failure is significant.

Joint ventures represent one strategic choice in a
range of affiliation options. Joint ventures are more
formal arrangements than a loosely coupled and
noncontractual strategic alliance but less comprehen-
sive in scope than an asset merger, which represents
the other “tight” end of the affiliation continuum,

as Alan M. Zuckerman, president of Philadelphia-
based Health Strategies & Solutions, Inc., notes in
“Strategic Alliances and Joint Ventures: Why Make
When You Can Buy.”!

Hospitals and health systems are entering into joint
ventures with all kinds of partners to form and operate
all types of entities. Although the term joint venture is
most often associated with hospital-physician ventures,
hospital and health system partners also commonly
include for-profit and not-for-profit healthcare and
nonhealthcare organizations and real estate companies.

Clinical service delivery is the core purpose of
many joint ventures, including ambulatory surgery
centers, specialty hospitals, imaging facilities, oncology
centers, and outpatient diagnostic and treatment
facilities. However, hospitals are also entering into
joint ventures with physicians and other partners to
own and operate management service organizations,
medical office buildings, and even hospital laundry
services and helicopter services.

“The list of possible joint venture initiatives is very
long,” says David Burik, managing director of health
care for Navigant Consulting. “Increased consumer
demand for conveniently located services, constrained
access to capital, increasing competition from physicians
and for-profit providers, and the need for increased
efficiencies are motivating not-for-profit hospitals and
health systems to enter into joint ventures both in core
service areas and in support/ancillary areas.”

In the context of this report, a joint venture is any
short- or long-term arrangement involving risk and
benefit sharing between a hospital or health system
and one or more entity(ies) or individual(s) in order
to form and operate a common enterprise for a new
or existing purpose.

According to HFMA’s Principles and Practices
Board Statement No. 20: “Joint ventures are typically
characterized by joint funding of resources by the
investors, relationships defined and governed by an
agreement, and joint control.”? Joint venture business,
legal, and regulatory considerations are extensive
and described more fully later in this report.

For an overview of basic types of joint ventures
based on the motivation for joint venture pursuit

see “Types of Joint Ventures.”




Hospital-Physician Joint Ventures

hether pursued proactively, reactively, or a

combination thereof, joint ventures with

physicians represent a key strategy that can
be especially helpful in strengthening relationships with
this significant constituency and aligning economic
incentives to enhance market position and ultimately
financial success.

In his book Next Generation Physician-Health System
Partnerships, Craig E. Holm, senior vice president of
Health Strategies & Solutions, comments on the critical
nature of the hospital-physician relationship:3

With increasingly compelling evidence that their futures
are inextricably intertwined, hospitals and physicians
must aggressively seek new and more creative models
for working together. Hospitals and physicians with a
willingness to break new ground and create more effec-
tive alliances will set the standard for physician-hospital
partnerships (into the future) and will become strong

competitors in their markets.

As gastroenterologist Stuart P. Brogadir, MD, and
Holm write in the Journal of Healthcare Management,
it may be necessary to overcome adversarial posturing
exhibited in previous affiliations in order to rebuild
hospital-physician trust: “Physicians will be receptive
to having options to start out slowly and allow trust to be
built.”# Partnerships must add value. “For physicians,
value means increased access to incremental contracts
and hospital assistance in establishing practice viability

and efficiency,” note Brogadir and Holm.

Several key trends have increased the need for hospital -
physician alignment. During the past 20 years, advances
in technology related to patient diagnosis and treatment
have shifted the provision of many health services from
acute care settings to outpatient facilities. In the early

1980s, nearly 8o percent of surgical procedures were
performed in hospital settings; by the early 2000s, this
percentage had declined to 22 percent.”

American Hospital Association data show the number
of ambulatory surgeries and the number of ambulatory
surgery centers have grown explosively nationwide,
while hospital share of outpatient surgeries has declined
precipitously. Since 2000, annual growth in the number
of surgical procedures performed in ambulatory surgery
centers has exceeded 20 percent.

Total ambulatory surgery center revenue is in the
region of $15 billion, estimates Mark E. Grube, partner
of Kaufman, Hall & Associates, Inc., but in aggregate,

Types of Joint Ventures

Offensive joint ventures involve either the creation
of a new service or the expansion of an existing
service into a new market. Purely offensive joint
ventures also tend to be proactive, meaning that
they are pursued in the absence of a competitive
response or threat.

Defensive joint ventures typically involve a reaction
to a competitive threat. They are designed to
protect a service or market by reducing the
likelihood of a competitive threat or preventing

erosion of an existing business or service.

Combination joint ventures involve both offensive
measures, such as creation of a new service and
entry into a new market, and defensive measures,
such as protection of services or market by legally
joining together with a potential competitor.
Source: Holm, C.E., and Zuckerman, A .M., “Profitable

Joint Ventures: A Real-Life Approach.” Managing the
Margin, July 2005.




not-for-profit health systems currently own only
10 percent of all centers.
“There is considerable room for growth,” observes
Grube. “Consumer demand for the convenience offered
by ambulatory surgery facilities and strong margins
in this business make ambulatory surgery centers an
important joint venture strategy for not-for-profit
hospitals and health systems.”
Also of note is that during the past 20 years, physi-
cians’ inflation-adjusted incomes have been falling
due to managed care and government reimbursement
constraints. In the late 1990s, primary care specialists
experienced a 6 percent reduction in inflation-adjusted
income; specialists experienced a 4 percent decline
in real income.® As a result, physicians are looking
for ways to supplement slumping incomes. Diagnostic
testing, ambulatory surgery and other procedures,
and highly specialized and profitable service lines
represent ripe opportunities.
In addition, competition in health care has intensi-
fied dramatically in recent years. Beyond technological
changes and physician desire to boost sagging incomes,
The Governance Institute cites in its report titled “The
New Competitive Landscape” three additional factors
for the changing nature and degree of competition: 7
e Consumer demand for convenience and more timely,
patient-friendly services

e The inherent complexity of hospital operations:
bottlenecks in surgical and other inpatient procedures,
and the desire for greater participation in oversight
and management make physicians amenable to
alternative practice arrangements

° Entrepreneurs who see an opportunity for proﬁt:
deep-pocketed investors often have regional and/or
national ambitions

As a result of these trends, physician investors and
for-profit companies are opening outpatient clinics,
specialty hospitals, and a host of other facilities that
offer a wide range of services to directly compete with
general hospitals. The rapid growth of high-profit
inpatient service lines, such as cardiology and ortho-
pedics, has made out-migration of these lines to

specialty facilities particularly threatening to hospitals
and health systems. If CMS allows further specialty
hospitals, dozens of new facilities could open within
ayear or two, adding their names to the list of more
than 100 currently in operation.8

It is not only about competition. Primary motivators

behind joint ventures include the following, according

to Burik of Navigant Consulting:

® “Push” from physicians who are eager to supplement
stable or declining income

 “Pull” from hospitals and health systems that wish to
integrate more effectively with physicians in order to
achieve targeted volume, economies, and quality metrics

e The desire for equity and other new sources of capital

© An opportunity to introduce new specialized manage-
ment talent into the joint venture equation.

Hospitals and health systems will want to consider
all of these factors in the proactive pursuit of joint ven-
ture opportunities to achieve improved market and
financial position.

Still, there’s no denying that as hospitals become
increasingly dependent on outpatient revenues to
replace shrinking inpatient revenues, the environment
is shifting. Hospitals are responding to physician- and
for-profit-owned specialty hospitals, ambulatory surgery
centers, and other outpatient facilities by opening their
own facilities, entering into joint ventures with physi-
cians and for-profit entities to co-own such facilities,
or in some instances, revoking privileges of physicians
who invest in competing ventures. Relationships are
competitive, collaborative, and contentious respectively.

“You can’t fight technological innovation,” says
Barry MacDowell, president of Indiana-based Reid
Hospital & Health Care Services. “You can't fight the
desire of consumers for more convenient services; you
can't fight the desire of physicians for more economic
security. You can’t stop these social and human trends,
so it is better to acknowledge they exist and try to find
strategies to deal with them. Given the right circum-
stances, half a loaf is better than no loaf at all.”?




Moody’s Investors Service notes that “the half-is-
better-than-none strategy allows hospitals to maintain
a certain portion of outpatient income versus losing
what could be 100 percent of outpatient income to an
entrepreneurial physician group or another hospital.”10

In addition to defensive moves to protect a service
or market, as described here, William V.B. Webb, chief
development officer and director of Symbion, Inc.,
which owns and manages a network of surgery centers

Joint Venture Framework

corporate finance-based framework for evalu-
ating and pursuing joint ventures with physi-
cians and other partners provides a best practice

evaluation process and guiding principles and policy.

The joint venture evaluation process must be true to
the corporate finance-based principles of best practice
financial management described in Reports 1 through 3
of Financing the Future II.1 This means that healthcare
leaders ensure an integrated planning process for
joint ventures that aligns the organization’s long-range
strategic, financial, and related operating plans.

Leaders also must ensure that the joint venture pro-
tects the integrity of the organization’s balance sheet
and achieves the “right” capital financing structure that
supports strategic-financial goals, while optimizing
flexibility and minimizing costs.

Consistent methodologies and templates—based on
solid analysis, a level playing field, and consideration of
risk—guide the best practice evaluation of joint ventures
as one of numerous capital investment opportunities.
Measurement and accountability ensure continued
performance of the joint venture according to strategic
financial targets.

nationwide through partnerships with physicians

and healthcare systems, cites three additional factors:

© The need for capital in order to pursue a strategic
opportunity

e Offensive moves to garner new or additional business

e The desire to bring a new service “online” quickly
(for offensive or defensive reasons) in an area in which
hospitals do not currently have expertise.

Joint ventures should be carefully evaluated and
developed to accomplish expected benefits and achieve
targeted financial performance.!2 The evaluation and
development processes include careful consideration
of the following: the strategic approach; business,
financial, and structuring issues; legal and regulatory
considerations; due diligence; and ongoing post-

transaction monitoring.

Prior to conducting an evaluation process for any spe-
cific joint venture, organizations that have not already
done so should consider establishing a framework
within which all potential ventures will be considered
and pursued. Doing so establishes a level playing field
and ensures common “rules of engagement.”

“Joint venture policy development is overlooked
by many healthcare organizations,” observes Grube
of Kaufman Hall. “When reacting to individual
transactions, often brought forward by physicians or
for-profit entities, management teams and boards
often lack the benefit of a broader context within
which to evaluate specific opportunities.”




Big-picture principles for determining joint venture
involvement cited by Grube include:

e Are we interested only in ventures that are somehow
connected to the mission and vision of the organiza-
tion?

e Are we willing to enter a venture in which we hold a
minority position?

® Do we establish a principle of proportionality related
to investment in equity/ownership of the organiza-
tion? If so, what should it be?

e Are we willing to work with a subset of medical statf
physicians in a particular specialty?

Another key question is, “Are we willing to operate
aventure as a truly separate entity?” The first joint
venture with physicians tends to be precedent-setting
for hospitals and health systems, observes Grube.
“Executives should think through how a relationship
with one group of physicians might affect relationships
with other physicians on the medical staff and/or those
the hospital is hoping to recruit.”

The “joint venture philosophy” developed by
OhioHealth, an eight-hospital system in central Ohio,
includes five general attributes of any joint venture that
must be present for the organization to consider partic-
ipation. The joint venture must: support OhioHealth’s
mission, vision, and values; add community value; be
structured within the limits of federal, state, and local
laws and regulations, as well as any financial covenants;
strengthen the business portfolio of OhioHealth; and
support the system’s strategic plan.

Ateam of OhioHealth executives developed specific
guidelines and principles for outpatient-related joint
ventures with physicians. “Ultimately approved by the
board of directors, these guidelines outlined a process
for approval and a set of structures that can be pursued
given the right circumstances and project,” says David
P. Blom, OhioHealth’s president and CEO.

OhioHealth’s joint venture principles limit system-
physician joint ventures to outpatient activity. “We've
drawn a clear line here and will not enter into inpatient-
related joint ventures with physicians,” says Blom.
Michael W. Louge, OhioHealth’s senior vice president

and CFO, adds, “The inpatient business is our core

mission and it is capital intensive and high risk. We do
not support for-profit, limited service specialty hospitals
and believe that physician ownership of such hospitals
is an inherent and unacceptable conflict of interest.”
Baylor Health Care System takes a different approach
to specialty hospitals, as described in the case study
on page 22. But whomever the partner, whether for-
profit or not-for-profit, that entity must understand
and respect the system’s mission, according to Lydia W.
Jumonville, BHCS’s senior vice president and CFO.

Required Attributes of
Hospital-Physician Joint Ventures

All joint ventures considered by OhioHealth must
support the organization’s mission, vision, and
values; add community value; be structured within
the limits of federal, state, and local laws and
regulations, as well as any financial covenants;
strengthen the business portfolio of OhioHealth;
and support the system’s strategic plan.
If the venture includes physician ownership,
then the following must also be evident:
e Enables the system to sustain/grow market
share in a clinical service line
e Enhances the accessibility of OhioHealth services
to Central Ohio physicians and patients
e Creates byproduct of physician partners having
an opportunity to improve the clinical efficiencies
of their practices
e Supports physician needs and aligns with
OhioHealth’s physician relationship principles:
o Based on sound business concepts
o Beneficial to OhioHealth, patients, and
physicians
o Consistent with evidence-based medicine
o Inclusive of multiple physician/groups
e Is endorsed by the OhioHealth Business
Development Council, and approved by the
OhioHealth Board of Directors

Source: OhioHealth. Used with permission.




Strategic Considerations

nce general principles or frameworks

are developed, approved, and in place,

the proactive pursuit of specific joint
venture opportunities starts with consideration of
strategic objectives.

Typically, the evaluation process begins with asking
what the hospital wants to accomplish and how the
joint venture might contribute to the overall objectives.
For example, a hospital may identify the need to more
closely align hospital and physician economic incen-
tives. Other strategic approaches might be centered

on building barriers to competitor entry, increasing
quality of care, meeting specialized consumer health-
care needs, or a combination thereof.

Strategic motivations for joint ventures generally
stem from three sources: the desire to grow the business,
the desire to defend the business, or an attempt to
leverage the balance sheet through investment in a
joint venture entity, according to Webb of Symbion, Inc.

Michael Finnerty, vice president of Kaufman Hall,
estimates that 7o percent of current hospital-physician
joint venture activity stems from reactive response to
pressure from physicians or a direct competitive threat.
“The remaining 3o percent reflects proactive pursuit
by hospitals and health systems of enhanced relation-
ships with physicians,” he says.

For OhioHealth, the proactive pursuit of outpatient
joint ventures with physicians is entirely mission-driven,
and in that sense is strategic in orientation. Says Blom:
“These ventures help us fund expansions, deliver care
more closely and conveniently to patients” homes, and
keep us ahead of fast-moving technology. Physicians
benefit from enhanced productivity, better patient
service opportunities, and a fair market value return

on their investments.”

OhioHealth leaders recently defined a set of four
broad categories of “hospital/physician economic
linkage options” that they would consider:

Clinical joint ventures. This category includes, among
others, general and specialty ambulatory surgery
centers, a center for outpatient heart procedures,
outpatient dialysis facilities, urgent care centers, sleep
centers, and outpatient catheterization laboratories.

Joint Venture Objectives

® Enhanced physician relationships — gaining
access to or improving relationships with
important referral sources, including specific
physicians and physician groups

o [ortified barriers to entry — creating barriers that
preclude competitive entry into a market

e Enhanced competitive position — fundamentally
changing the market position, for example, by
moving the organization from a subordinate
position to a more dominant position

 Program/service expansion — gaining the critical
mass, capability, or position of strength in high
impact or high margin services or “rounding
out” capabilities in areas of deficit

e Increased operational efficiencies — facilitating
reorganized service distribution and operations
to significantly reduce the cost of delivering
services

e Enhanced capacity — addressing or alleviating
hospital capacity issues

o Access advantages — improving accessibility to
patients in new attractive markets and/or
enhancing access in existing markets

Source: Kaufman, Hall & Associates, Inc.
Used with permission.




Real estate investments. This category includes invest-
ments in many types of real estate, from physician office

buildings to the parcels under ambulatory centers.

Timeshare arrangements. These structures involve the
leasing to physicians of imaging services and equipment
and surgical/procedure suites on either a block-of-time
or “per click” (i.e., procedure or per use) basis. “To
proceed with a lease, OhioHealth requires evidence of
excess capacity for the leased asset, or some other factor,
such as a unique or new technology,” says Louge.

Clinical institutes. These “virtual entities” are designed
to integrate the special clinical goals of the health system
with those of a group of specialty physicians around such
efforts as establishing a market-differentiating standard
of care and services for patients. The institutes should
improve clinical outcomes and patient satisfaction and
reduce costs. “The benefits of participation to physicians
can be very tangible, including reduced malpractice
insurance costs and increased patient satisfaction and
practice etficiencies,” comments Louge.

OhioHealth outlined specific business terms for
each option. For examples of innovative strategies the
organization used for entering into joint ventures with
other not-for-profit healthcare organizations in Ohio,
see the case study on page 23.

Burik of Navigant Consulting describes the strategic
approach to joint ventures in what he calls a “purist
way.” “I advise healthcare executives to ask themselves
one key question, “Will a joint venture result in doing
things cheaper, better, or faster than what the organiza-
tion could come up with on its own?’ If the answer is
‘yes,’ they should consider pursuing the joint venture,
even if it involves cannibalizing the organization’s own
service lines,” he says.

According to Burik, not-for-profit hospitals and
health systems should determine if and how they
can afford to transform incumbent business to a joint
venture model in order to stay ahead of the competition.
Burik advises hospital and health system leaders to
compare their relevant specialty lines with what specialty
hospitals are achieving in cost, quality, patient, and
provider-satisfaction dimensions.

“They may not like what they discover,” he says. “It
may make more sense from a financial and community
benefit viewpoint, for example, for the hospital to own
25 or 50 percent of a new heart hospital rather than to
continue to invest significant capital in its own heart
program. In some instances, a hospital’s inpatient

heart business may be on the way out the door anyway.”

As described in Report 3 of Financing the Future II,

best practice financial management begins with

an assessment of the industry or environment in

which the organization operates.!? Like other growth

strategies, joint venture exploration requires an
assessment of the hospital’s current position in the
market and projections related to future market and
market position conditions.

Key questions include:

® Based on analysis of demographic, competitor, and
other key data, what are the organization’s targeted
market and service line growth opportunities?

® What share does the organization currently hold in
growth markets and service lines?

e What is the likelihood and magnitude of a new
competitive threat that might erode the hospital’s
volume, market share, and market position?

® Might a joint venture improve volume or market share

and decrease the likelihood of future competition?

Solid market data, that drive utilization and finan-
cial projections, ensure informed, realistic initiatives.
“Need-to-know” information related to market and
strategic position is extensive.!4

Access to reliable, accurate data can be problematic,
comments Webb of Symbion: “How does a hospital
really know how many procedures a physician is likely
to perform in a new ambulatory facility or specialty
hospital?” Data on physicians’ past performance might
be available, but a track record about the discount that
should be applied to projections requires considerable

experience.




Webb cautions hospitals to guard against a “field-of-
dreams mentality” that often exists with joint venture
outpatient surgical centers. A hospital may decide to
build a surgery center in a high-growth area of town
because the patient demographics look encouraging.
“But, a surgery center is not like a new restaurant,”
he says. “Surgeons often are sensitive about driving
distances, so if the facility is too far away, they may
not be interested in practicing there.”

Using analysis of market and strategic position
data, healthcare leaders develop strategic options for
the pursuit of growth opportunities. The goal is to
identify initiatives that will provide market strength
and competitive differentiation. Although entering
a joint venture may represent a viable alternative,
rarely is it the only alternative.

For example, in evaluating the development or pur-
chase of ambulatory surgery centers to meet a defined
need to expand geographic reach in a particular market,

Exhibit 1

a hospital might identify two key growth/differentiation
options with numerous suboptions, as follows:
e Continue to focus ambulatory surgical services devel-
opment on or adjacent to the main hospital campus
e Pursue development of a distributed network
1. As a hospital-owned operation
2. Through a joint venture with physicians
3. In partnership with a regional or national
ambulatory surgery center operator
4. Some combination of the second and third option

“The preliminary planning revolves around a
‘make versus buy’ approach,” says Finnerty of Kaufman
Hall. “The organization needs to determine whether
de noyo development is possible given the regulatory
environment, space and site considerations, and costs
and timing.”

Exhibit 1 illustrates the process used to make this
decision. Data and analyses critical to the decision-
making process include: market definition, demographic
analysis, competitive analysis, physician analysis, service
line/specialty analysis, capacity analysis, demand/
utilization projections, and financial impact.

A Make versus Buy Analytical Process

Tactical Approach Rationale

Determine the cost and

feasibility of development

Profile potential targets

Evaluate tactical options

Determine tactical approach

the organization

Build relevant fact base to determine if de novo development is possible given
the regulatory environment, space/site considerations, costs, and timing

Profile all ASCs in the area to determine if they could meet the strategic
objectives of the hospital to determine if acquisition is a viable option;
Also establish preliminary valuation range for each

Evaluate development strategy in terms of market realities determined above

Determine the tactical approach that meets the strategic objectives of

Source: Kaufman, Hall & Associates, Inc. Used with permission.




Many hospitals whose primary service area demo-
graphics are not as promising as those in other areas in
the surrounding region are using joint venture ambula-
tory care centers as the chief strategy for expanding
their geographic reach into more distant communities.
This strategy can be particularly effective when the hos-
pital has a solid reputation with high name recognition.

Benefits of this approach are many, writes

Zuckerman:15

It increases access to services for communities whose
residents would be unlikely to travel to the hospital

for outpatient services, promotes community aware-
ness of the hospital or system and its services, provides
opportunities to partner with a new pool of physicians,
and protects or enhances the organization’s inpatient
market share in communities surrounding the ambula-

tory care site.

The choice of partners is a strategic one. In an article
for CFOs on healthcare joint ventures, John R.
Boettiger, Jr. and Teresa T. Young of Deloitte & Touche
LLP note this: “Most business organizations seeking
a joint venture are looking for a partner who can com-
plement their strengths, help provide a service that is
currently weak or nonexistent, or offer other desirable
skill sets or resources.”16
Key questions in this arena include the following:
© Who are the possible partners/owners/investors?
e What specific expertise do they bring to the venture?
e What is the nature of the organization’s current
relationship with prospective partners? (For example,
do trust and compatibility exist?)

o If physicians are the proposed partners,

o Which physicians will/will not be involved?
(For example, will criteria include specialties
represented, medical staff membership?)

o How might a joint venture impact medical staff
physicians who will not be part of the deal?

o How will this venture affect physician recruitment
and retention efforts?

Hospitals and health systems should be selective
when choosing investors. Holm and Zuckerman of
Health Strategies & Solutions, and D. Louis Glaser,
partner of Gardner Carton and Douglas, write about
the need for selectivity: 17

Each investor should have a purpose for participating

in the venture and should bring capital and business
acumen to the deal. For example, physician investors
should bring efficient, high-volume practices to the
arrangement. Hospital investors, at a minimum, should
bring management and operational expertise and bargain-
ing power with payers. Passive investors, meaning
investors who are not in a potential position to influence
referral relationships, are legally permissible but will

dilute the earnings potential of the joint venture.

Choice of partners, in and of itself, can foster future
competition. When a hospital decides to partner with
another entity, in effect it is deciding not to partner
with other entities. Says Webb of Symbion, “There’s
a high probability that the entity or individuals not
‘invited to the dance’ will partner with another hospital
or a for-profit company, or will enter the market on
its own.” The effect of a joint venture partnership
on existing and potential competitors should be
carefully considered.
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Business/Financial Considerations

n evaluation of the business or financial issues

involved in a joint venture includes a close look

at the cost and benefit of proceeding (or not)
with the venture; the investment, ownership and control
provisions; venture structure, financing, and manage-
ment; and other considerations.

The evaluation of these issues must occur within
the organization’s overall assessment of capital invest-
ment opportunities. Scarce capital resources, which
include cash and debt capacity, must be deployed for
initiatives that provide a positive contribution to the
strategic financial position of the organization. As
described in Report 3 of Financing the Future II, priori-
ties must be set and resources allocated to the most
important strategies with the highest potential return
as a portfolio of opportunities. Consideration of joint
ventures must occur within the organization’s overall
capital allocation framework.

A preliminary business assessment of a specific joint
venture provides a sense for whether the venture is going
to be successful based on industry, market, financial,
and organization-specific factors. Financial analysis at
this stage includes ROI, net present value, and payback
components based on high-level projections.

A thorough review of the costs and benefits of not
pursuing the joint venture is equally critical. Finnerty of
Kaufman Hall advises organizations to carefully quantify
the business volume that might be at risk by not entering
into a joint venture for an ambulatory surgery center,
specialty hospital, or other venture. Also important, he
says, is to consider whether there are other physician
groups that could be “brought into the hospital’s camp”
in order to establish alternative ventures. “Joint venture
decisions related to ambulatory surgery centers require
actively engaging not just the physicians who are asking
the hospital to buy into their center, but the whole
physician base,” says Finnerty.

If the opportunity looks promising, healthcare
leaders develop a thorough business plan. The plan
provides such information as the initiative’s link with
strategy, the joint venture’s market and competition,
structure and governance, utilization and financial
projections and assumptions, physician and employee
staffing, facilities and real estate, information systems,
legal and regulatory risks, and timeframe for project
development and implementation.

The expected financial return of the joint venture
should be well defined and carefully compared with
other opportunities available to the hospital in pursuit
of its mission. This requires realistic projections of
service volumes, development of payment assumptions,
and a complete picture of operational, legal, and other
consulting costs.

“Doing a good job on the business plan is incredibly
important,” comments Grube of Kaufman Hall. “If the
fact base used to make such decisions as investment
and ownership proportionality is poor, hospitals can
put themselves at significant financial risk.”

Joint Venture Business
Plan Components

¢ Executive summary

e Concept overview

® Market assessment (industry, competition)

e Development strategy/competitive differen-
tiation (business objective) and perceived
strategic benefits

¢ Organizational structure (governance and
management)

° Operating plan (hours, services, staff requirements)

e Projected capital requirements (cash/debt)
and anticipated financial returns

e Sources of capital (capital markets, cash)

o Legal/regulatory considerations (IRS, anti-
kickback, Stark IT)

Source: Kaufman, Hall & Associates, Inc.
Used with permission.
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The issues of joint venture structure and control span
strategic, legal, financial, and regulatory domains.
Control can make or break a hospital’s ability to
achieve a strategic-financial target, for example, such
as expanded market share and volume in a particular
geographic region or service line. Or, how a hospital
structures the joint venture can protect or threaten its
tax-exempt status.

Control can be an extremely delicate issue. By defi-
nition, a partnership serves all partners, but multiple
parties often wish to retain maximum control within
regulatory and legal parameters.

Control represents a significant issue between
hospitals and physicians. “Physicians frequently
start discussions wanting to control the venture,” says
Jumonville of Baylor Health Care System. “We get past
this hurdle by describing and quantifying in concrete
terms the benefits of our having the majority owner-
ship/governance percentage.” Such benefits include
the opportunity to work together in managed care
contracting, employee benefit programs, and compli-
ance programs. Jumonville adds, “Giving physicians
significant say in both clinical care matters and gover-
nance is often what is really desired with ‘control.””

Strong physician relationships founded on agree-
ment about control have been key to BHCS’s success in
system-physician joint ventures. BHCS has ownership
interest in 25 facilities partnered with physicians,
including five surgical hospitals and two heart hospitals.

Exhibit 2

Equity Joint Venture Model
Physician

=

New, LLC
(Ambulatory Surgery, -----
Endoscopy, Imaging)

Physician  Physician

Physicians bill
for professional
services

LLC bills for technical
service rendered by LLC

Source: Kutak Rock LLP. Used with permission.

Approximately 630 physicians have an ownership
interest in these facilities. Further discussion of these
joint ventures can be found in the case study on page 22.

HFMA'’s Principles and Practices Board Statement
No. 20 addresses the issue of decision-making and
ownership control: 18

Each investor commonly participates in overall
management regardless of the percentage of ownership,
and significant decisions commonly require the consent
of each of the investors so that no individual investor
has unilateral control, that is, the ability to unilaterally

make 100 percent of the decisions.

Although investors share control of the venture, it

is important to note that one investor may contribute
a disproportionate amount to the joint venture or
may have a disproportionate economic interest in
the venture. However, as long as no single investor
controls the venture, the arrangement still meets the
definition of a joint venture. This may be the case
even when one investor has a disproportionately

higher share of the earnings.

OhioHealth’s Louge distinguishes between
control of clinical operations and governance control:
“Physicians want and should have control in the
clinical arena; but in order to add value to the venture,
governance documents must include certain control
provisions for OhioHealth. Regarding who has ‘control,
it is vital that all business terms of the joint venture are
arms-length, fair-market-value transactions and that
they do not take into account the volume or value of
any referral activity by the physicians.”

When the physician investors bring a lot more than
OhioHealth to the joint venture table, OhioHealth is
willing to consider less than a majority equity interest.
When OhioHealth must provide substantive effort for
venture success, OhioHealth requires no less than
35 percent equity ownership plus governance control.
“We've defined this as the minimum level of control
needed to advance our mission and to achieve value for
the joint venture through our managed care contracting
and ‘brand name’ marketing,” says Louge.

Burik of Navigant Consulting says that he frequently
encounters hospitals that insist on a 51 percent owner-
ship interest in all joint ventures. “Generally speaking,
it is hard for a hospital to enter a joint venture with phy-

sicians if it has a bias for control,” he says. “Physicians
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Exhibit 3

Joint Venture Legal Structure

Physician Physician Physician

Physicians own individually or through group practice
wholly owned by physicians qualified to invest

Joint Venture, LLC

Source: Kutak Rock LLP. Used with permission.

often want to open ambulatory surgery centers and other
outpatient facilities to get ‘out from under’ the require-
ments of a hospital structure. A 51 percent hospital
ownership almost invites the physicians to do things
beyond (and in competition to) the joint venture.”
Percentage of ownership is one of numerous issues
addressed in joint venture structuring. The joint venture
may be structured as a corporation, a partnership, trust,
limited liability company, or other form of business
organization. These are legal entities that must be
organized in accordance with state law.
Additional issues include
e The size, composition, structure, and leadership of
the board of directors
e Provisions to protect the hospital’s tax-exempt status
o Issues that require supermajority (defined as a
majority that must represent some percentage more
than a simple majority) or unanimous approval
¢ The conditions under which the joint venture can
be dissolved or revert to one of its owners

Supermajority protection can be built into the
shareholders’ agreement for the most important issues,
such as the sale of the joint venture, inclusion of new
investors, and major capital purchases, suggests Holm
and colleagues.!?

Structure, tax issues, and legal status are integrally
related. Under an equity hospital-physician joint ven-
ture model, service is provided by a new entity that is
co-owned by physicians and the hospital, typically as a

— Hospital’s ownership share negotiated;
typically, hospital owns at least 50%
and often 51% or more

Physician representatives
Hospital representatives

Majority of committee members
are physician investors

limited liability company or limited partnership, accord-
ing to Robert L. Cohen, partner in Kutak Rock LLP.20
The new entity has its own tax ID number, separate from
the hospital or physicians, and contracts separately with
commercial payers if it will be a provider of clinical
services (see Exhibit 2).

Cohen writes that a limited liability company or
limited partnership legal structure for the joint venture
limits potential financial exposure while avoiding
double taxation. “A properly structured venture lets
the hospital treat its portion of the revenue stream as
tax-exempt,” according to Cohen.?! (See Exhibit 3.)
Distributions must be proportionate to ownership
and not based on referrals.

Although this issue sounds like a contractual one to be
considered during the execution stage, it is a strategic
business issue that should be addressed early in the
evaluation process. As Greek fable writer Aesop noted
more than 2,500 years ago, “Affairs are easier of
entrance than of exit; and it is but common prudence
to see our way out before we venture in.”22

Burik of Navigant Consulting notes that the most
common mistake with joint ventures made by hospitals
can be summarized in one word: Life. “Every business
has a product life cycle,” he says. “Given the speed
with which reimbursement changes can occur in the
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healthcare business due to the dominance of one major
payer (the government), some joint venture life cycles
can be shockingly short.”

“The second point about life,” says Burik, “is that
hospitals have an institutional life, which tends toward
immortality, whereas physicians’ practices have a
definable lifespan.” If the hospital establishes only
individual physicians, as opposed to a group practice
entity, as joint venture partners, most of the investors
will no longer be practicing in the facility within a short
period of time, perhaps as little as five to 10 years.

Buy-out provisions should be considered and
developed early in the joint venture evaluation process;
buy-in provisions are equally important. “The hospital
needs the ability to move shareholders in and out as they
retire and arrive over time,” says Finnerty of Kaufman
Hall. “Offering an ownership share in a joint venture
can be an extremely effective physician recruitment
tool for hospitals and health systems.”

Hospital leaders will want to consider noncompete
restrictions that might be appropriate for the joint
venture. As Webb of Symbion advises, “Hospitals
need to protect themselves from joint venturing with
a partner that can directly compete with the joint
venture ‘outside that box.””

OhioHealth’s noncompete policy requires joint
venture governance documents to either specifically
prohibit competition by the joint venture with
OhioHealth inpatient/core services, or have clearly
defined provisions to allow OhioHealth to exit in the
event of such competition. If the joint venture is
physician owned, OhioHealth requires joint venture
physician participants to agree to reasonable
restrictions on business activities that are directly
competitive with the joint venture and restrictions
on transfers of their ownership interests.

Organizations generally define the economic principles

upon which capitalization of the joint venture, returns,

and financing arrangements are based, such as

¢ Economic arrangements between joint venture partners
and other parties will be based on fair market value
and consistent with arms-length transactions.

e Returns to joint venture partners will be in proportion
to the risks undertaken and the capital contributed.

Capitalization of joint ventures structured as a
partnership or limited liability company is achieved
through capital contributions made by the partners
or members. “Alternatively, the venture may be capital-
ized first by one or more parties, with partnership or
membership units then sold to other investors,”
note Boettiger and Young.23

Capitalization of the joint venture involves numerous
complex and interrelated issues, such as debt policies,
capital retention and distribution policies, reserve
powers, and valuation of majority and minority interests.

Debt policies address such issues as whether or not
the joint venture will take on its own debt to fund initial
and continued capital needs. Capital retention policies
describe how much capital will be retained to fund
future capital requirements.

For example, OhioHealth’s joint venture guidelines
include a section on “Limitations on Financial

Liability/Guarantees/Borrowing” which states:

Joint venture ownership interests and distributions must
be proportionate to capital contributions. Any non-cash
contribution will be credited at fair market value. Joint
ventures must be structured such that OhioHealth’s
financial liability will be limited to the amount of its
capital investment. If OhioHealth is to guarantee any
joint venture debt, it must be part of debt guaranteed by
all investors in proportion to their respective ownership
interests. OhioHealth will not loan money to investing
physicians or guarantee the debt of any physician who

borrows commercially to make an investment.

Distribution policies outline how the joint venture
will determine the amount of monies available for
distribution and when these distributions will be made.
Observes Finnerty of Kaufman Hall, “These policies
directly tie to debt and capital retention policies because
a joint venture that distributes a high proportion of
available cash and is not willing to incur debt will likely
have to go back to shareholders and ask for capital
contributions for the replacement of equipment, the
expansion of operations, or to weather future losses.”

Holm notes that the return for the hospital, physi-
cians, and any outside investors should be attractive but
not excessive: “To sell the concept, the return should be
superior to other investment options, such as certificates
of deposit, equity markets, and real estate.”24
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Reserve powers support a hospital’s unfettered right to
exercise its ability to maintain tax-exempt operations.
If ahospital owns a minority interest in a joint venture, it
must ensure that a majority vote is required for matters
that might result in unrelated business taxable income
that could jeopardize the organization’s tax-exempt status.
Valuation by an independent third party of joint
venture assets or businesses provides the fair market
value of the asset/business going forward. This activity
is critical for buy-in/out arrangements. Failure to appro-
priately value assets raises legal and taxation issues.
Joint ventures frequently utilize financing to acquire
needed property and equipment, or provide working
capital. A recent survey of hospital CFOs conducted
by GE Healthcare Financial Services showed that joint
ventures were being capitalized using approximately
a 6o percent equity and 40 percent financing mix.
Randy Fuller, manager of market intelligence for GE,
notes, “The more highly rated the hospital/system, the
more highly leveraged the joint venture. Our survey
shows that joint ventures generally utilize bank debt and
leasing for financing the facility, and the financing is
normally secured by the accounts receivable, plant, and
equipment of the joint venture, with additional pro-rata
guarantees from the hospital and the physicians.”
Because joint ventures most often are taxable entities
and relatively small as compared with a not-for-profit
hospital or health system’s financial operations, equity

investments in joint ventures usually involve use of
the organization’s cash. Taxable debt financing is an
option, of course, but since such financing typically is
more expensive than tax-exempt financing, hospitals
choose to use cash for the joint venture and use tax-
exempt debt to finance other projects that it normally
would have financed with cash.

Banks, real estate development investment compa-
nies, equipment leasing and financing companies,
third-party management services organizations, and
other capital sources may provide either traditional or
nontraditional debt offerings. Such offerings include
off-balance sheet options (operating leases, synthetic
leases, sale-leasebacks, master leases), real estate
investment trusts, participating bond transactions,
receivables financing, and private placements. Report 2
in this series describes these vehicles in full.

Best-practice financing, as described by Kaufman
Hall partner Therese Wareham in Report 2, supports
an organization’s strategic plan, provides as much
financial flexibility as possible given existing and
pending laws or restrictions, involves the lowest over-
all cost for the risk of the asset and liability portfolios,
and allows for future financing needs.

Financial and legal advisers provide the critically
needed expertise about all the issues described here.
See “Joint Venture Business Agreement Considerations”
for an overview of contract-related business factors.

Joint Venture Business Agreement Considerations

® Business name and location

e Management of the venture (who will manage and
how manager will be selected and evaluated)

o Capitalization (what each joint venture partner will
contribute)

e Ability to borrow funds or seek additional capital
from joint venture partners or third parties

® Accounting period and method

¢ Responsibility for filing of tax returns and whether
audited financial statements will be required

e Compensation to be paid to any joint venture

partners and formula for payment

e Specific actions that will require approval by
members and how approval will be made—simple
majority, specified percentage approval, or
unanimous approval

e How profits and losses will be shared

© When cash distributions will be made to partners

¢ Requirements for adding members to the venture

e Dissolution and termination of the joint venture
and how members may withdraw

Source: Boettiger, ].R., and Young, T.T., “Healthcare Joint
Ventures: A CFO Primer.” hfm, October 2004, p. 38.

15



Legal/Regulatory Considerations

oint ventures are governed by a multitude of laws

and regulations, including federal and state anti-

kickback and fraud and abuse statutes, self-referral
(Stark IT) laws, securities laws, antitrust and unfair
business practice laws, tax-exemption and tax-exempt
financing laws (IRS regulations on private benefit),
and False Claims Act provisions.

Failure to follow applicable laws can result in

civil monetary and criminal penalties, exclusion
from Medicare and Medicaid, forfeiture of payments,
repayment of claims, and loss of tax exemption.
Appropriate legal counsel (outside and internal) for
structuring and operating joint ventures to satisfy
legal and regulatory requirements is mandatory.
An overview of key issues follows.

Tax-exemption issues and the protection of a hospital
or health system’s tax-exempt status revolve around the
answer to the question, What mission or business
interest does the joint venture serve?

Gary W. Herschman, chair of the Health and Hospital
Law Practice Group at Sills Cummis Epstein & Gross,
writes this: “A not-for-profit hospital gains nothing
from a joint venture with a for-profit entity if, as a
result, it jeopardizes its tax exemption. Indeed, the
primary justification for such a venture, from the hos-
pital’s perspective, should be to further the hospital’s
mission and charitable purposes.”25 For Herschman'’s
recommendations on ways to structure a joint venture
with physicians and/or a for-profit company without
jeopardizing tax-exempt status, see “Strategies to
Avoid Jeopardizing Tax-Exempt Status.”

The participation of a tax-exempt hospital as an equity
owner in a for-profit joint venture raises the potential
that any ROI from the joint venture to the hospital will
be treated as unrelated business taxable income.

Cohen notes that sufficient hospital control is
required to ensure that the revenue stream to the hospital
is tax-exempt. This can be achieved in two ways:

e A conservative position whereby the hospital’s control
includes majority board representation, or

¢ An alternative structure with 5o/50 board representa-
tion, but with hospital reserve powers to ensure that
the venture operates to further charitable purposes.26

Congressional concern about hospital-physician
joint ventures has intensified, as evident in Senate
Finance Committee chairman Charles Grassley’s

recent comments:2?

Not only are charities engaging in sophisticated tax
planning, they are also at times engaging in complex
transactions and joint ventures. ...While doing such
deals are not in of themselves good or bad, they raise
issues about whether charities are acting within the
laws governing them as Congress intended and within
a manner that justifies their tax-exempt status to the
public. There is also a very real concern that complex
transactions can shift a charity’s focus far away from
their areas of competency while potentially wasting
contributors’ dollars.

Leaders of tax-exempt hospitals must ensure that
all joint ventures in which they participate further the
tax-exempt hospital’s charitable purposes.

Hospitals and their joint venture partners must be
aware of two distinct, but overlapping, federal statutes
that are designed to prevent conflicts of interest

(i.e., fraud and abuse) in Medicare and Medicaid
patient referrals.28
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In Essentials of Health Care Finance, Fifth Edition,
William O. Cleverley, president of Cleverley & Associates,
and Andrew E. Cameron, assistant professor at The
Ohio State University, describe these statutes: 29

The Stark II law prohibits physicians from referring
patients to providers with which the physician has a
financial relationship. The Anti-Kickback Statute is
designed to prevent the offer or payment of bribes or
other remuneration as an inducement to refer Medicare

patients for treatment or services.

In the context of joint ventures, the chief concern
of the Office of Inspector General of the Department of
Health and Human Services, which is charged by law
with protecting the integrity of HHS programs, is that
remuneration from a joint venture might be a disguised
payment for past or future referrals to the venture or to
one or more of its participants.30 “Such remuneration
may take a variety of forms, including dividends, profit
distributions, or, with respect to contractual joint ven-
tures, the economic benefit received under the terms
of the operative contracts,” notes the 01G.3!

Responding to healthcare provider concerns
that federal anti-kickback laws established in 1972
prohibited some relatively innocuous, and in some
cases even beneficial, commercial arrangements,
the OIG established “safe harbor” regulations which
designate specific payment and business practices
that, while potentially prohibited by the law, would
not be prosecuted.

When reviewing joint ventures under the anti-
kickback statute, the OIG urges hospitals to examine
three factors, among others:
® The manner in which joint venture participants are

selected and retained
¢ The manner in which the joint venture is structured
® The manner in which the investments are financed
and profits are distributed 32

The OIG has published 13 safe-harbor requirements
for hospital-physician joint ventures in ambulatory
surgery centers, which cover such issues as investment

terms, loans to purchase ownership interest, propor-
tion of procedures performed at the ambulatory surgery
center, and hospital referrals.

The issues involved in complying with laws and
regulations are complex; as mentioned earlier, sound
legal guidance is mandatory.

Strategies to Avoid Jeopardizing
Tax-Exempt Status

Avoid the question of tax exemption altogether. The
hospital’s tax-exempt status would best be pro-
tected by using a for-profit affiliate of the hospital
to own the interest in the joint venture, in which
case the distributions it receives from the venture

would be taxable.

Retain control of the joint venture. If the hospital or
a tax-exempt subsidiary of the hospital participates
in the joint venture (in which case distributions
generally would not be taxable), then the most
conservative approach would be for the hospital
to appoint a majority of the board (or otherwise
control the board), and for the joint venture’s
governing documents to require that the joint
venture be operated in a manner consistent with
the community benefit standard and the hospital’s

charitable purposes.

Include additional safeguards if the not-for-profit
partner cannot retain board control. If the hospital
is unable to control the board, then additional
safeguards and protections should be included in
the governing documents and structure of the
arrangement. For example, governing documents
should require that the joint venture be operated
in a manner consistent with the community bene-
fit standard and the hospital’s charitable purposes,
and that in the event of a conflict between these
objectives and any profit making motives, the
community benefit standard and charitable

purposes take precedence.

Source: Herschman, G.W., “There’s No Profiting from a Joint
Venture Misadventure.” hfim, October 2004, pp. 75-76.
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Due Diligence

n addition to complying with legal and regulatory

considerations, it’s also important for the entities

entering into the joint venture arrangement to
conduct thorough due diligence.

Due diligence is the process of investigation and
verification of the material facts provided by joint
venture partners. The goal is to fully understand the
opportunities and risks associated with the joint
venture. David Newton, professor of entrepreneurial
finance at Westmont College, describes due diligence
as a simple concept with many interpretations and
multiple levels of implementation: 33

First, the definition should mean nothing more

than an investor being ‘diligent” when checking out
the substance of the claims made by an entrepreneur
(potential partner) with respect to the market, the
product or service concept, the competition, the
management team and so on. The term ‘due’ means
that it’s expected and someone has to perform this
task. So the concept is really all about the diligence
that is due the investigation into an emerging company’s

(potential partner’s) plan for doing business.

The very first question asked by hospitals and health
systems should be related to whether the joint venture
is consistent with the organization’s mission and vision,

Due Diligence Components

Due diligence related to joint ventures includes
an assessment of partners in the following areas:
e Alignment with vision and mission

e Reputation and decision-making process
and skills

e Objectives and expectations

e Strategic and competitive market information

¢ Joint venture structure (including equity
ownership percentages)

e Financial condition (including capital
sources, projected cash flows, financial ratios,
cost-structure analysis)

e Financial projections

® Managed care payer contracts

e Information systems

® Insurance

e Physician profile (age, contribution by specialty)

e Labor, employment, and employee benefits

® Quality and compliance programs

o Exit strategy(ies)

e Regulatory and legal considerations (Stark II,
anti-kickback, private inurement)

e Accounting and tax reporting methods

is a treasury committee issue and must be treated like
other investment opportunities,” says Burik.
Big-picture issues like mission ideally should be

advises David Burik of Navigant Consulting. “If the resolved before the formal due diligence process com-

organization is going to spend $10 million on a particular mences. David Blom of OhioHealth advises colleagues
joint venture in order to extend its mission, leaders must as follows: “Get as many questions answered before you
ensure that joint venture partners are signed up for the enter the due diligence process because dealing with
same mission. If their mission is different, the $10 million questions during the process results in a loss of trust

and momentum.”
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Hospital leaders should be aware of big-picture
questions most frequently raised by physicians and
ensure that these are addressed as well. According to
gastroenterologist Stuart Brogadir, MD, and Craig
Holm of Health Strategies & Solutions, questions
include:34
e Are the outcomes of the affiliation clearly articulated
and in line with physician expectations?

e Will information be shared with physicians so they can
monitor and measure the value of the partnership?

e [n addition to economic benefits, does the relation-
ship with a hospital or system help eliminate the
administrative “hassle factors” of daily practice?

Two types of due diligence are commonly conducted
for healthcare joint ventures: financial/operational
(or “business”) due diligence and legal/regulatory
due diligence. Financial advisory or accounting firms

generally conduct the former, while legal counsel
conducts the latter. See “Due Diligence Components”
for elements commonly covered by both.

Conducting thorough due diligence is key to
identifying issues that could possibly prevent the joint
venture from occurring or successfully meeting its
financial or other objectives. Due diligence often
provides information that is material to joint venture
terms and conditions, such as ownership and investment
proportionality. “Due diligence identifies whether the
business plan is based on solid or poor data,” says Grube
of Kaufman Hall. “If supposedly factual information is
not accurate, without due diligence, a hospital might
enter a joint venture relationship where there is a real
mismatch between what is actually being contributed
by each of the partners and the ownership they should
have in the organization.”

Post-Iransaction Evaluation

fter due diligence is completed and the con-

tract offered, negotiated and signed, hospital

leaders and their partners should regularly
monitor the joint venture to ensure that objectives are
being met. Thorough post-transaction evaluation is
based on solid performance indicators that have been
jointly agreed upon by partners as part of the joint
venture development process.

Reid Hospital & Health Services hired an accounting
firm to assist in the development of performance indi-
cators for its imaging center’s Management Services
Organization. The firm conducted assessments, inter-
viewed all of the key players, and identified areas for

improvement. Craig Kinyon, Reid’s CFO describes
the firm’s work: “They gave us a whole menu of things
we could look at for the longer-term, defined projects
that we could conduct in the first year, established
specific targets and objectives, and defined their
economic value.”

For Reid’s ambulatory surgery center, the key perfor-
mance criteria as defined by the hospital and its physi-
cian partners related to long-term financial and clinical
strength. Says Kinyon, “Working together to develop
a joint/single center for all surgeons, as opposed to a
scenario of multiple physician-owned centers, would
keep overall costs to the community low, eliminate the
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struggle that each individual center would have in or not-for-profit, the bottom line has to be positive

recruiting and retaining its own qualified staffs, or you cannot keep doing what you are doing,” says
as well as avoiding the conflicts and complexities of Webb. He suggests adding one additional measure—
scheduling and supporting anesthesia services at patient satisfaction—because this indicates whether
multiple surgical centers.” the joint venture is providing quality care.

According to William Webb of Symbion, post- Exhibit 4 provides OhioHealth’s annual operational
transaction evaluation of a joint venture is almost assessment tool, which includes financial, service, and
exclusively a profit and loss issue. “At the end of the compliance metrics.

day, whether the organization you direct is for-profit

Exhibit 4
Annual Operational Assessment Tool
Name of organization being reviewed: Date of review:

Name and position of reviewer:

Summary of Current Financial Standing Demographics
Net operating revenue: Please list the following on an attached document:
Volume: [[1Board members
Margin: ] Accountable executive
[[1Management company
Mg [1Outside counsel
Return per shareholder: [ Facility/site locations
Charity care expense: [ New partners added over the past year

Service metrics

Current physician partners (if applicable)

Major operational issues over past year

Audit findings

Complaints made against member/organization, if applicable:

Corrective action taken:

Organization review recommendation:

[] Compliant:

[ Non-compliant:

Reason for non-compliance:

Corrective action request:

Source: OhioHealth. Used with permission.

20



Closing Comments

n an era of increasing competition and constrained

payment, hospital-physician relations should

be a critical focal point of management attention
and strategy development. In particular, hospital-
physician and other joint venture strategies may
present opportunity for market growth, alignment
of economic incentives, and continued competitive
financial performance.

When evaluating these joint venture opportunities,

however, it’s important to use a process based on the

fundamental principles of corporate finance outlined in

this and previous reports in the Financing the Future II
series to ensure alignment with the organization’s
long-range strategic, financial, and related operating
plans. Important, too, is careful consideration of
strategy and market, finances, structure, laws and
regulations, and ongoing performance evaluation.
With a well-developed joint venture framework,
guiding principles, and expert advisers, proactive
leadership can successfully use joint ventures as a
major tool for competitive growth.
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Case Studies

CASE STUDY

Baylor Health Care System opened a full-service heart
hospital in 2002 through a joint venture partnership
with physicians. It was the first dedicated heart hospi-
tal for BHCS, which consists of a network of hospitals,
primary care physician centers and practices, rehabili-
tation clinics, senior health centers, and affiliated
ambulatory surgery centers serving the Dallas/

Fort Worth area.

The product of the joint venture—the Baylor Jack and
Jane Hamilton Heart and Vascular Hospital—specializes
in short-term minimally invasive surgical procedures
and is located on the campus of Baylor University
Medical Center at Dallas. The 176,000-square-foot
freestanding facility houses heart and vascular specialty
care units with 5o beds, four operating suites, three
electrophysiology labs, six cardiac catheterization labs,
and recovery units for interventional, diagnostic, and
surgical patients.

Lydia W. Jumonville, BHCS’s senior vice president
and CFO, describes the strategic development process:
“Over a multi-year period in the 1990s, we explored
various hospital-physician joint venture models as we
searched for the one that would support our mission;
add value to the community in terms of patient care,
access, and quality; comply with laws and regulation;
and provide mutual benefits, such as improved quality
of services, joint decision making, aligned economic
incentives, and increased efficiency.”

The result was a model with 51 percent ownership
by BHCS and 4.9 percent by physicians. “The element
of control not only reduces tax and regulatory risks,
but also gives Baylor the opportunity to offer other
advantages, such as our employee benefits program,
economies of scale in equipment/supplies purchasing,
and managed care contracting,” says Jumonville.

The heart and vascular hospital is connected to
the medical center’s main patient tower, which houses
the catheterization labs, which are also operated by
the joint venture. “Locating the facility on our medical
center campus has allowed us to avoid duplicating
expensive services and better coordinate the delivery
of cardiac care, which is central to our model,” says
Jumonville.

Testifying before a U.S. Senate committee
hearing on the competitive effects of specialty
hospitals, John T. Thomas, BHCS’s former senior vice
president and general counsel, noted, “Partnering
with physicians not only brings capital to help finance
the response to community needs, but more impor-
tantly, economic investment motivates physicians
to bring their time, energy and talent to the design,
operation and governance of more effective and
efficient healthcare facilities.”!

Thomas cites dramatic improvements in cost
reduction and efficiency in the heart and vascular
hospital’s first year of operation, including more
than $12 million in cost savings resulting from better
physician alignment with the selection and purchase
of supplies and more efficient utilization of supplies.

BHCS’s board recently approved the development
of another joint venture heart hospital, the Texas Heart
Hospital of the Southwest, which is scheduled to open
in January 2007 in Plano, Texas. This $106 million
venture with 87 cardiologists and cardiovascular
surgeons who practice in North Texas will have 68 beds
and is located on the campus of the Baylor Regional
Medical Center at Plano. “By building the heart
hospital on our Plano campus and leasing the facility
to the joint venture, Baylor retains future flexibility to
maximize our care model since we own all of the real
estate,” notes Jumonville.
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CASE STUDY

OhioHealth, an eight-hospital system in central Ohio,
has established dozens of joint ventures with physicians
and other partners. A description of two particularly
innovative joint ventures with two not-for-profit

organizations follows.

A Joint Venture Laundry Service

Clean hospital linens are the bread and butter business
and core mission of Central Ohio Medical Textiles, a
joint venture laundry service. Comtex has been owned
and operated since February 2004, as a not-for-profit
shared services corporation by OhioHealth, an eight-
hospital system in central Ohio, and Mount Carmel
Health System, a three-hospital system in the same
area. The organization cleans more than 1.4, million
pounds of dirty linen a month for the systems’ com-
bined 11 hospitals and 8o ancillary facilities.

According to Michael W. Louge, senior vice president
and CFO of OhioHealth, approximately five years ago,
both OhioHealth and Mount Carmel needed to update
their physical plant and equipment and were looking
at major capital expenditures for this purpose. In 2001,
the organizations decided to join forces through an
investment of $15.1 million in a new joint venture
state-of-the-art laundry processing plant.

“We selected a six-acre site in an economic develop-
ment area in Columbus,” says Louge. The 60,000-square
foot facility has the capacity to process about 3o million
pounds of laundry per year.

Competitors in the clinical arena, OhioHealth and
Mount Carmel are 50/50 joint venture partners in the
laundry service domain. “The venture has significantly
lowered our laundry costs and provided jobs in the
community,” says Louge. With extra capacity and to
further lower costs for the partners, Comtex is also
offering its services to other hospitals and facilities.

A Joint Venture Medical Transportation Service
OhioHealth and The Ohio State University, both not-

for-profit organizations, have a 5o/50 joint venture

partnership in MedFlight, a trauma pre-hospital care
transportation service.

MedFlight was formed in April 1995 when LifeFlight,
a helicopter service of Grant Medical Center, one of
OhioHealth’s facilities, joined with The Ohio State
University’s SkyMed. David P. Blom, OhioHealth’s
president and CEO, describes: “We had two helicopters;
Ohio State had one. We thought it would be best for
the community if we consolidated the transportation
services and hired a top-notch professional manager.”

The combined effort resulted in one of the nation’s
largest critical care networks. When requested by
emergency medical services or law enforcement
officers, MedFlight responds to the scene of accidents
throughout Ohio with helicopters, airplanes, and
mobile intensive care units. “It’s worked out exceed-
ingly well for both partners,” says Blom.

CASE STUDY

Reid Hospital & Health Care Services, a 233-bed, not-
for-profit rural medical center located in Richmond,
Ind., recently established with its physicians a series
of financial transactions, which included real estate,
joint clinical ventures, and debt transactions.

“We wanted to structure an arrangement that
would deeply intertwine hospital and physician clinical
and financial success and destinies,” describes Craig
Kinyon, Reid’s vice president and CFO. Located
near the Ohio border, Reid serves a rural population
of nearly 300,000 and is the only hospital within a
25-mile radius.

The Impetus

The idea of joint ventures related to an outpatient
imaging center emerged in response to a specific com-
petitive threat. In 2002, a for-profit company started
talking with a group of referring physicians about
equity partnership in a new outpatient imaging center
in Reid’s service area. Targeting primary care physicians,
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the for-profit company offered physicians three partner-
ship opportunities, including real estate, management,
and equipment leasing companies.

At that time, Reid was starting to issue new debt
to finance a $234 million replacement facility, which
is now scheduled to open in the first quarter of 2007.
Says Kinyon, “The last thing we wanted to do was begin
construction on a facility and, two years into the process,
find out that our business base had eroded due to
competitive actions.”

Reid had considerable physician loyalty and support,
but additional competitive threats were on the horizon.
The management team took a proactive, comprehensive
look at the business environment to determine whether
there might be a way to collaborate with physicians to
address the threats through joint ventures, such as an
expanded ambulatory surgery center, and a diagnostic
cardiac care facility.

Reid’s leaders considered the possibility of creating
a very specific and targeted solution for the physician
constituency of each venture. The new hospital would
then be built to reflect whether a collaborative solution
was or was not possible in each area.

“The rating agencies were amazed that we were
taking all of this on at one point in time, but we really
had no alternative,” says Kinyon. “Before confidently
investing capital in a new replacement hospital, we
had to determine whether mutually beneficial arrange-
ments could be established with relevant physician
groups. Without clarity around who would partner or
not, the entire building project was at significant risk.”

In cardiac services, Reid’s management team felt a
particularly pressing need to create mutually beneficial
economic incentives. “Unless we could grow the busi-
ness, we would not achieve the size of the cardiology
group that we needed to support our open heart
program’s intended expansion into secondary service
areas,” says Kinyon.

Growth would come through success in the out-
patient arena, which would create inpatients for the
open heart program. Notes Kinyon, “An outpatient

cardiology joint venture that offered a return on
investment and joint management of care, both
factors attractive to cardiologists, would retain
current cardiologists and also help to recruit new
cardiologists to the Richmond area.”

Specific Joint Venture Pieces

To ensure the success of a replacement hospital,

Reid established numerous joint ventures with its
physicians, including an expanded ambulatory surgery
center, an outpatient imaging center, a heart services
center, and a medical office building.

Outpatient services, formerly owned and operated
solely by the hospital, would now be shared both finan-
cially and operationally with physician investors. “Our
fundamental belief in entering these joint ventures
was that by sharing the pie and giving up some of our
income streams, we could grow the pie for mutual
benefit,” comments Kinyon.

The replacement facility was re-envisioned as
a campus with three interconnected new facilities:
amedical office building, an outpatient structure,
and an inpatient tower, which would house an out-
patient imaging facility. Reid’s management team
decided that two of the three buildings did not need
to be wholly hospital-owned, but could be owned
by a limited liability company, of which Reid would
be only a small part owner and physician investors
would be the other partners.

Different Structures for Ditferent Ventures

Wishing to maintain control in order to protect its
tax-exempt status, Reid established limited liability
companies using an “under arrangements” structure.
With this model, the hospital retains the patients as its
own patients and contracts for services with a limited
liability company, which in this case, is owned by a
mixture of hospital and physician partners. The
hospital bills for services provided to the patient, but
services are provided “under arrangements” with the
limited liability company on a fee-per-case or “per
click” basis. The space in which services are provided
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is leased and everything involved in service provision,
including supplies and staffing, is handled by the
limited liability company.

The model enables Reid to avoid the costly duplica-
tion of overhead expenses. After using the traditional
equity model with its ambulatory surgery center for
seven years, Reid also switched this outpatient facility
to an under arrangements model.

For the outpatient imaging center, wholly owned
by the hospital, Reid established a $5.66 million tax-
exempt participating bond issue and a management
service organization. To qualify for membership
in the management service organization, physicians
were required to be on Reid’s medical staff and hold
one of the bonds offered by Reid in March 2005,
Bonds, which include covenants not to compete, cur-
rently are owned by a group of more than 50 primary
care and specialty physicians.

Kinyon notes that, due to the subordinate nature
of these bonds, the resulting high interest paid on
the bonds and the opportunity to have a seat at the
management table were and are attractive benefits
for physicians. Robert Rosenfeld, a partner with
McDermott Will & Emery who structured the arrange-
ment for Reid, notes that participating bonds give
physicians an alternative to equity deals in a way that
is very low risk but high return, typically on the order
to 10 percent to 15 percent. For more information on
how participating bond transactions work and their
benefits, readers can consult Report 2 in the Financing
the Future II series.2

The participating bonds and management service
organization structure include incentives to improve
quality; physicians receive additional management
service organization payments when they meet specific
care and efficiency improvement targets for the
imaging center. Quality targets focus in such areas
as financial performance, patient and physician satis-
faction, scheduling backlog, time to first appointment,

cancelled exams, and patient preregistration.

Meeting the Challenges

Due to the deal offered by the for-profit and already on
the table with some of the physicians on Reid’s medical
staff, time pressures in establishing the imaging center’s
structure and financing were intense. Physicians were
concerned about Reid’s ability to move quickly and
about whether their voice would truly be heard.

To address these concerns, Reid’s leaders worked
closely with law firms and financial advisers to devise
and meet aggressive timetables for the development
of a business assessment and the bond offering docu-
ments. Multiple education sessions brought attorneys
and other consultants in front of the medical staff
to encourage questions and ensure that everyone
fully understood the proposed arrangements. Reid’s
seven-year track record of positive partnership with
surgeons with an ambulatory surgery center joint
venture provided the best evidence of physician voice
at the management table.

The joint venture medical office building and
outpatient care center are due to open in the first
quarter of 2007, and the inpatient tower in the fourth
quarter of 2007. “We actually had to design our new
campus three times, but we knew that, once committed
to a design—which is now based on separate but contig-
uous joint venture facilities—there will be no turning
back. We will build the campus once and only once,”

concludes Kinyon.

Endnotes

1 Testimony of John T. Thomas before the U.S. Senate Committee
on Homeland Security and Government Affairs, May 24,, 2005.
Web site: http://hsgac.senate.gov/_files/TestimonyofJohnTThom
asSenateMay24.2005clean.pdf (accessed November 7, 2005).
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Financing the Future II: Strategies for Effective Capital Structure
Management (Report 2). Westchester, IL: Healthcare Financial
Management Association, August 2005. Available at
www.financingthefuture.org.
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HFMA's Financing the Future series began the process of highlighting strategies hospitals and other healthcare providers could
use to improve access to capital through successful financial planning and execution. Financing the Future Il continues this process.
By providing practical how-to information in the form of concrete strategies, tools, timelines, and other materials, the second
Financing the Future series seeks to help healthcare organizations of all sizes “raise the bar” on financial performance. Financing
the Future Il is being developed in partnership with GE Healthcare Financial Services and Kaufman, Hall and Associates, Inc.,

and will include six reports for healthcare financial leaders, their staffs, and healthcare executives and board members.

For more information about Financing the Future I, visit www.financingthefuture.org.

htma

healthcare financial management association

HFMA is the nation’s leading membership organization for more than 34,000 healthcare financial management professionals
employed by hospitals, integrated delivery systems, managed care organizations, ambulatory and long-term care facilities,
physician practices, accounting and consulting firms, and insurance companies. Members’ positions include chief executive officer,
chief financial officer, controller, patient accounts manager, accountant, and consultant. HFMA offers educational and professional
development opportunities; information on key issues affecting healthcare financial managers; resources, such as technical data,
checklists, and research reports; and networking opportunities—all of which provide our members with the practical tools and ideas
they need to ensure career and organizational successes. For more information, visit HFMA's web site at www.hfma.org .

GE
Healthcare Financial Services

GE Healthcare Financial Services is the premier provider of capital, financial solutions, and related services for the global
healthcare market. With $13 billion in assets, GE Healthcare Financial Services offers a full range of financing capabilities
from equipment leasing and real estate financing to working capital lending, vendor programs, and acquisition financing.
With a dedicated focus and a deep knowledge of the healthcare industry, GE Healthcare Financial Services collaborates
with customers to create tailored financial solutions that help them improve their productivity and profitability. For more
information, visit www.gehealthcarefinance.com.

Kaufman

Founded in 1985, Kautman, Hall & Associates is counted among the country’s most respected independent financial and capital
consultants, working with healthcare organizations of all types and sizes. Kaufman Hall provides financial advisory services to debt
transactions; prepares and implements integrated strategic, financial, and capital plans; designs comprehensive capital allocation
processes; and assists in the evaluation, structuring, and negotiation of merger, acquisition, and divestiture transactions. In addition,
Kaufman Hall developed and markets the ENUFF Advisor® Suite of financial management software products. Kaufman Hall
serves its clients from offices in Chicago, Los Angeles, San Francisco, Boston, and Atlanta.
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