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As a potential patient, I support today’s
focus on a more patient-centere d ,
quality-focused approach to care .

H o w e v e r, it is irresponsible to re c o m m e n d
and/or promote any new focus or appro a c h
without detailing its impact on operating
m a rgin. Didn’t we learn with integrated delivery
systems in the 1990’s that it can be very
expensive and counterproductive to embrace
t h e o retical models that sound promising but
have no factual base to support them?

The core mission of a hospital is to provide erro r-
f ree, state-of-the-art, compassionate diagnostic
and treatment services to very sick patients. To
fulfill this core mission, hospitals must have the
highest quality professionals, personnel,
equipment, supplies, and infrastru c t u re; with
high quality comes higher expense.

If a hospital is out of money, it will eventually
be out of business. A hospital cannot aff o rd the
expense of being a state-of-the-art pro v i d e r
without the ability to raise significant sums of
capital at reasonable rates. This re q u i res a 3 to
5 percent operating margin.  

The law of supply and demand is NOT a
theoretical construct. There is currently a
severe shortage of both medical/surgical beds
and sub-specialists in most markets. Like it or
not, empirical evidence shows that when
attracting patients, capacity of core mission
services, supply of sub-specialists, and
access/convenience trumps quality unless
quality is extremely poor. On the contrary,
there is little empirical evidence (sans M.D.
Anderson and a few other niche facilities) that
patients are selecting hospitals based on
published quality data. 

Make no mistake: I am not advocating that
hospitals ignore quality or patient-centered
care. It is important that hospitals provide care
that is of measurable high quality and meets
the needs and expectations of their patients.

These concepts are necessary but not suff i c i e n t
for a hospital to survive. Without a healthy
bottom line, the hospital will not be able to
a ff o rd providing quality care over the long term .
What is the benefit of winning the Malcolm
Baldridge Aw a rd if your hospital cannot
generate a margin that is sufficient to purc h a s e
state-of-the art equipment in the future?  

In summary, every hospital is perfectly
designed to produce the results it gets.
Investing in the hot topic de jour at the
expense of operating income has gotten
hospitals in trouble. Hospital performance
improves when its leadership focuses on the
right strategies, communicates clarity of
purpose, measures what is important, and
establishes consequences for performance. 

Leadership of peak performing hospitals:

1. Focuses resources (i.e., time, manpower
and capital) on core mission services. For
most hospitals these services are critical
care, surgery, cardiology, imaging, and the
Emergency Department. In most cases,
investment in other areas should be
limited.

2. Manages using measurable objectives
consistent with their core mission
strategies. Departmental budgets and
select quality and patient satisfaction
indicators are the primary determinants of
job performance for every manager.

3. Holds all managers accountable for their
p e rf o rmance, demanding action plans rather
than excuses for perf o rmance short f a l l s .

4. Rewards managers who exceed
performance and counsels those who
consistently fall short.

Finally, regardless of the latest industry focus
or fad, the leaders of peak performing hospitals
do not lose sight of the key determinant of
their hospital’s future success—achieving an
operating margin of 3 to 5 percent.

E xe c u tive Summary 
A Special No te from Nathan Ka u f m a n
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The healthcare industry in the United
States faces a period of unprecedented
uncertainty and instability. Changes in

reimbursement from governmental and private
payers, demographic shifts in the nation’s
population, the costs of technological and
pharmaceutical advances, and pressures to be
more transparent on quality and cost issues are
straining an already disabled system to the
near-breaking point. And now the tobacco
lawyers are challenging the tax-exempt status
of several hospitals.1

Meanwhile, individual hospitals and health
systems struggle to serve the conflicting
demands of their constituencies. Communities
and patients demand high-quality, respectful,
round-the-clock care without regard for their
ability to pay. Employers and insurers demand
a containment of runaway healthcare costs and
increased accountability.

At the same time, physicians demand the latest
high-tech equipment and manpower while
they compete with the hospital for revenues
with their own freestanding enterprises.
Hospital and health system boards, who have
the intense responsibility for guiding the
direction of their organizations, feel caught in
the cross hairs of these conflicting demands
and objectives.

Boards can find direction for navigating
through these conflicts by objectively
analyzing their hospitals’ essential purpose.
While some hospital boards talk of “improving
health status” and providing the “full
continuum of care,” hospitals must first fulfill
their essential purpose as the exclusive
provider of state-of-the-art inpatient and
trauma services. Access to capital is the critical
element of this essential purpose. 
Unfortunately, a hospital’s ability to access

capital is determined by Wall Street, not Main
Street. Wall Street is very clear on what it takes
for a hospital to gain access to its essential
capital: 1) high profitability; 2) high liquidity;
and, 3) limited debt burden.

While some tax-exempt systems have adopted
the concept of “No Margin, No Mission” for
their healthcare, other not-for-profit boards
have been slower to embrace this approach.
Good strategy is about making decisions that
will result in the greatest good for the
organization’s mission—not about making
segments of a constituency happy in the short
term. Sometimes it is necessary to protect the
hospital’s assets from a well-intentioned
constituency whose objectives would
inadvertently harm the hospital.  

I n t ro d u cti o n
H e a l t h ca re ’s “ Pe rfe ct Sto rm ” and the We l l - Meaning Board

1 Richard Scruggs of Scruggs Law Firm in Oxford, Mississippi, represented the plaintiffs in litigation resulting in a $206
billion tobacco settlement in 1998. Scruggs, along with other attorneys, has sued 13 not-for-profit hospitals and health
systems on behalf of uninsured patients, alleging they use their tax exemptions to benefit board members and physi-
cians, while charging high prices to the uninsured.

T ax-exempt hospitals and systems
a re the backbone of our nation’s

h e a l t h c a re system. Community-
based boards provide an essential
link to the people they serve. For
this reason, many trustees shy away
f rom making decisions that cre a t e
c o n t roversy or discord within their
communities. Some not-for- p ro f i t
community hospital boards still re b e l
at making “business decisions” that
negatively affect the level of
community service provided. These
well-intentioned boards do their
communities a disservice, for the
evidence is clear that poor financial
p e rf o rmance can eventually lead to
the community losing its asset—the
n o t - f o r- p rofit community hospital—
to a for- p rofit company.
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The best board members resist temptation to
micro-manage in their governance capacities,
especially when times get tough. That, however,
is not the same as adopting a laissez-faire
attitude that accepts sloppy work or incomplete
information. Good boards insist on good
information, adequate warning of bad
performance, and specific, clearly articulated
plans for improvement. Effective trustee teams
require and receive regular reports on key
indicators of organizational performance that
fall outside the pre-set, acceptable limits for a
range of key indicators within the organization.

One of the board’s highest priorities is ensuring
survival of the organization and its mission. It
is a challenge possibly more urgent than ever
before in history—experts predict many
hospitals and health systems will be closing
their doors in the next five years. The task
requires clarity of vision, discipline, and 
single mindedness. In today’s healthcare
environment, those unwilling to fight for the
organization’s very survival, to make tough
decisions, and to endure subsequent public
criticism should not serve on the board of a
hospital or health system.

2 Nathan S. Kaufman, “Achieving Peak Performance through Strategic Visioning.” Trustee (July/August 2002).

Key Elements for 
E ffe ctive De c i s i o n s2

• Place the greatest weight for decision-
making on financial analysis based on
reasonable assumptions.

• Avoid theoretical, qualitative rationales.
For example, “We may lose money, but
ultimately it will be better for the
patients.” In other words, if you can’t
prove it, don’t believe it.

• Mission is not an excuse for poor
performance. For example, losing a
predetermined amount of money on a
free clinic is a rational decision;
claiming mission as an excuse for out-
of-control supply costs is not.

• Focus on services essential to the
hospital. Hospitals are highly complex
organizations requiring intensive
management focus. Hospitals that
deliver services outside core
competencies dilute management
resources and capital.
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In order to make the best decisions in today’s
challenging environment, board members
need a realistic view. Although healthcare is a

uniquely local phenomenon—that is, all care is
d e l i v e red locally, one patient at a time—national
t rends and common factors affect hospitals and
systems across the country. Organizational or local
f e a t u res can influence the degree to which these
national trends manifest in any particular market,
but smart boards work from a broad perspective
to make the best decisions. Some of the most
important trends are outlined in this section.

Trend One: Incre a s e d
P hys i c i a n – H o s p i tal 
C o - o p e ti tion 
At certain times, hospitals and physicians work
together, while at other times the same physi-
cians and hospitals are at odds. When a physi-
cian’s patient is admitted to the hospital, the
hospital and physician are partners in caring for
that person. 

However, when the physician opens up an
ambulatory surgery center across the street
from the hospital, the hospital and physician
become competitors. The physician’s surgery
center now siphons off profitable outpatient
surgeries from the hospital. 

The acceleration of this trend has resulted in a
new term: co-opetition. At its core, the hospi-
tal-physician relationship is a symbiotic one. A
hospital relies on physicians to care for the
patients in its beds—to treat them once they are
admitted to the hospital. Conversely, physicians
rely on the hospital for 24-hour nursing care
and access to intensive, high-tech treatments
and care modalities. The two entities cooperate
with one another and they compete with one
another—“co-opetition.”

Co-opetition is much less desirable than coop-
eration, much more desirable than straight
competition. But it is only the latest twist in the
hospital/physician dynamic that has received
much ink in the last decade. Once-collegial and
respectful relationships have devolved to bitter
acrimony in many communities. Evidence of
this breakdown includes medical staff votes of
“no confidence” in hospital CEOs, and board
efforts to use economic credentialing to bar
physicians who compete from practicing in the
hospital or system. 

Unfortunately, this trend toward acrimony and
conflict between hospitals and physicians will
likely persist. Smart boards will work to be the
exception to this trend by proactively address-
ing the drivers of co-opetition. 

Hospital-physician relationships have become
extremely complex. Hospital boards cannot rely
on the “consensus of the medical staff,” many
of whom may not have the best interests of the
hospital at heart. However, physician guidance
and leadership remain critical to the success of
a hospital. Physician leaders—those individuals
who do have the best interests of the hospital at
heart—will be vital to success.

F ive Trends Challenging Hospita l s
and Sys tems To d ay

H ospitals unable to harn e s s
physician energy will not

be successful.

C o-opetition: when hospitals both
cooperate and compete with

physicians, depending on the serv i c e
and the setting.3

3 The term “co-opetition” was originally defined for business by Adam M. Brandenburger and Barry J. Nalebuff in their
book, Co-opetition (Doubleday, 1996). Nathan Kaufman is the first to define the term in the healthcare context.

1

}

}
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{ SPE C I A L SE C T I O N }

Reasons for Increased Physician-Hospital Co-opetition

Threatened physician incomes. Physicians’
incomes have not kept pace with other
non-healthcare industries. Physicians are
looking for revenue sources to stop, or at
least slow down, the narrowing gap
between their costs and revenue.
Government reimbursement has not kept
pace with annual increases in expenses of
6 to 8 percent. 

Shortages in specialty areas. Physician
staffing is essential for certain hospital
services. With a shortage in many special-
ties, physicians are demanding pay for
services they traditionally performed for
free; e.g., covering the Emergency
Department (ED).

Hospital accountability for cost and quali -
ty of care provided by its physicians.
Friction arises when the cost of a physi-
cian’s care of a patient in the hospital
exceeds benchmarks for best practices.
Hospitals usually must absorb costs asso-
ciated with an inefficient physician.
Additionally, hospitals are accountable for
the quality of care provided in their insti-
tutions. Physician-related quality issues
are thorny and increasingly visible.

F o rmation of single-specialty mega gro u p s .
As their practices approach capacity,
physicians begin to add ancillary services
in order to boost their incomes.

Development of physician-owned free -
standing outpatient services and limited-
service hospitals. The three most prof-
itable services in a hospital are high-tech
imaging, outpatient surgery, and
endoscopy. These services are shifting to

freestanding physician-owned enterprises.
Even through joint ventures or other
types of partnerships with physicians,
hospitals will usually lose a significant
portion of their revenue.

Physician willingness to forfeit hospital
privileges. Many specialists can make as
much or more money in outpatient set-
tings and, thus, are not threatened by the
possibility of losing hospital privileges.

Expansion of privileges beyond traditional
boundaries. Because of technological
advances, the capabilities of many physi-
cian specialties are beginning to overlap.
For example, interventional radiologists
are competing with cardiologists and vas-
cular surgeons to perform certain proce-
dures in many hospitals. The board is
placed in the difficult position of having
to referee these conflicts through its med-
ical staff privileging process. 

Primary care physicians unable to afford
solo practice. Primary care physicians in
many communities can no longer afford
to remain in standalone private practices.
In order to protect the hospital’s referral
stream of patients, many hospitals and
systems will continue to employ (not
purchase) primary care practices in the
future. As an alternative to paying spe-
cialists for ED coverage, some facilities
have employed hospital-based specialists
to cover the ED and uninsured patients.
Community-based physicians may view
this as a competitive threat. 
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Trend Two: Ru n away
H e a l t h ca re Costs 

The cost of healthcare continues to grow in the
United States. Latest estimates put annual
spending on healthcare at 16.9 percent of our
nation’s gross domestic product (GDP). General
Motors caused a stir a few years ago when it
announced there is more “healthcare” than steel
in its cars; it spends more on its employees’
health benefits than it does on steel. Recently,
economists noted that although labor expenses
in the U.S. have increased, the increase is com-
ing from an escalation in the cost of health ben-
efits, not from “real” wages which, in fact, have
decreased.  

There is nothing on the horizon that will slow
the escalation of healthcare costs. It is estimat-
ed that utilization and intensity increase the
cost of healthcare by 10 percent. To improve
outcomes—reducing patient mortality and mor-
bidity—the newest, higher-cost technologies
and pharmaceuticals are being used to replace
traditional modalities. But they cost more.  

In some communities, shortages in nursing and
ancillary services (x-ray, pharmacy) personnel
have resulted in higher costs to the organiza-
tion. Specialty physician shortages threaten
many communities as well. Some anticipate
that the current numbers enrolled in our
nation’s medical schools will be inadequate to
meet the demand for physicians in ten years.
All these shortages will drive up costs to the
hospital or system as competition to fill the
critical positions heats up.

Finally, any discussion of increased healthcare
costs must include the uninsured. When indi-
viduals in this country don’t have access to
healthcare insurance coverage, they ultimately
do receive needed care, but at everyone’s
expense. Appropriate, lower-cost care is over-
looked until the condition or illness becomes

so severe that the individual requires emer-
gency care or hospitalization. Because the care
has been delayed, it is usually more expensive.
Those costs are absorbed by hospitals and
health systems as well as insurance companies
and their customers. And patient outcomes are
usually worse.  

With employers cutting healthcare benefit offer-
ings, and with limited Medicare and Medicaid
payments to providers, the number of unin-
sured in this country is expected to continue to
grow in coming years. The trend will again
make healthcare a major issue in the political
arena.

Trend T h ree: Exte r n a l ly-
De fined Quality Indica tors 

The Institute of Medicine (IOM) reported in its
1999 study on quality and patient safety, To Err
is Human, that between 44,000 and 98,000
Americans die each year as a result of safety
errors in our nation’s hospitals. This report, as
well as the 2002 follow-up study, Crossing the
Quality Chasm, has resulted in a groundswell of
support for increasing quality oversight meas-
ures. 

Most recently, the Centers for Medicare and
Medicaid Services (CMS) has notified its partic-
ipating hospitals that to receive the Medicare
payment increase available in 2005, they will
need to participate in a “voluntary” survey CMS
is doing on quality of service. This information
will be publicly available and will likely provide
comparative data showing hospitals’ perform-
ance on clinical quality.

CMS is neither the first nor the only agency to
develop comparative quality measurement.
Several states have been doing it for decades.
The federal government, states, and payers are
demanding reporting of measurable quality.
Web-based, consumer-oriented rating systems

2
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4

also provide institutional comparisons. If com-
parative quality data become more readily avail-
able, patients may start to shop for hospitals
and services.

The science of quality measurement and report-
ing will continue to develop. In the past, judg-
ing quality required clinical expertise. With
pre-determined, evidence-based measures and
with widespread public reporting, pay-for-per-
formance initiatives will become more preva-
lent.  

Trend Fo u r: Wall Stre e t’s
Focus—the Opera ti n g
M a r g i n

A hospital or health system is a capital-inten-
sive institution. Regular infusions of large
amounts of money are required to support the
demands for high tech equipment, information
technology, and the large-scale building projects
of hospitals and systems today. Much of this
money comes from Wall Street in the form of
tax-exempt bond financing.   

Taking advantage of such relatively low-cost
financing makes more sense than draining cash
reserves. And philanthropic support typically
cannot match the pace needed for today’s proj-
ects.

Working with Wall Street, however, requires
playing by the rules of the Street. The primary
rule for determining a hospital’s debt capacity,
according to Wall Street, is operating margin.

There is a correlation between access to capital
and success. Hospitals that have access to capi-
tal, with money to buy necessities and pay staff,
will be successful. A 5 percent operating margin
will usually provide sufficient funds for renova-
tion and expansion, the purchase of new tech-
nology, and a buffer for unanticipated events
such as under-funded pensions, union activi-
ties, or malpractice suits. The chart below
shows median ratios for operating margin and
other metrics for hospitals that have been eval-
uated by rating agencies in preparation for issu-
ing bonds.  

Median Ratios for Not-for-Profit Hospitals and Healthcare Systems
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5Trend Five: Cost Shifting is
E s s e n tial to Survival 

First look at cost, then price. Costs continue to
increase, even more so than in the past, because
of the professional employee shortage. Personnel
costs will climb 6 to 8 percent annually for the
next several years. As costs go up, prices should
also go up. But some of those paying for hospi-
tal services—especially the federal and state
governments—don’t care very much about hos-
pital costs. For example, Medicare reimburse-
ment is only increasing 1-2 percent annually.
Reimbursement increases typically lag far
behind cost increases. And with the federal and
state governments, pricing doesn’t matter.

The math is simple but unpleasant. Federal and
state reimbursement only covers about 80 per-
cent of the cost of providing care to patients
funded through these programs. So how can a
hospital make its much-needed margins? It can
make sure that the commercially-insured
patients make up the difference. This is called
“cost shifting.” With the current focus on high
hospital charges, hospitals have two choices:
shifting the costs to the private pay patients, or
experiencing financial distress.  

Cost shifting success relies in part on establish-
ing and maintaining an effective pricing and
contracting strategy. Perhaps not surprisingly,
hospital pricing has lagged in the healthcare
industry. But thoughtful, aggressive pricing and
contracting are critical to achieving acceptable
margins. 

Some argue against aggressive pricing and con-
tend that holding hospital prices static or
decreasing prices reduces healthcare costs. But
there is no empirical evidence that holding hos-
pital prices down will have a measurable impact
on reducing healthcare costs; in fact, one could
argue that lower prices only improve payer
margins. 

{ TH E GOV E R N A N C E IN S T I T U T E } 9
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1Smart boards and CEOs are facing the reali-
ties of their current environment with an
unflinching, cold-light-of-day mentality. In

our work and research with hospitals and sys-
tems around the country, we have found that
successful boards and CEOs often share certain
traits. These common traits are woven through
the ten initiatives described below. Although
the space constraints of this publication will
not permit a detailed description and explana-
tion of each, we hope it is helpful as a checklist
and a starting point for discussion.

Most organizations will have aspects of many of
these already in place. One size can’t fit all, but
outstanding organizations will refuse to accept
the excuse, “it won’t work here,” and will com-
mit to rigorous discussion before dismissing
new ideas. 

Boards may want to ask themselves:

1. Which of these initiatives do we currently
have underway and what form do they
take?

2. Are there any that we aren’t currently pur-
suing? Why?

3. What are the metrics or measurements by
which we know our initiatives will be suc-
cessful? What is the schedule for a
progress report on these initiatives?

It is important to note that other priorities of
an organization may take precedence over some
of the initiatives here. We believe, however, that
attention to these ten initiatives can demonstra-
bly improve an organization’s ability to survive
and thrive in the coming years. Optimally, these
initiatives should be considered for inclusion
within an organization’s existing strategic
framework. A list of initiatives, no matter how
good, doesn’t replace the thoughtful discussion
and process that accompanies strategic plan-
ning.

I n i ti a tive One: Implement a
Fo rmal Compliance Pro g ram 

Nothing is more disruptive than having a gov-
ernment audit. One CEO recently explained,
after going through a whistleblower investiga-
tion into his organization’s billing practices,
“You think it won’t happen to you. But if I
knew then what I know now, I could have done
more to prevent the tremendous disruption and
enormous expense we incurred.”

Some key elements of a compliance program
include:

• Obtaining third-party validations that you
are offering fair market value for services 

• Having a chief compliance officer at your
hospital to ensure appropriate attention to
the compliance program 

• Having policies and procedures for all
financial transactions between physicians
and hospitals (clear records of all payments
protect both the physician and the hospital
or system)

• Having a regularly-scheduled compliance
audit

A compliance program should not be consid-
ered an aside or merely window-dressing. Smart
boards establish a policy to have a compliance
audit conducted by an outside firm every two
to three years. This should include a review of
all policies and procedures around the issue of
compliance.

Ten Smart Initi a tives fo r
S u s taining Your Orga n i z a ti o n

“ Y ou think it [government audit]
w o n ’t happen to you. But if I

knew then what I know now, I could
have done more to prevent the
t remendous disruption and enorm o u s
expense we incurre d .

—Hospital CEO 
}”

WP_SU_04 Because interior  9/15/04  2:57 PM  Page 11



{ TH E GOV E R N A N C E IN S T I T U T E }12

3

I n i ti a tive Two: Manage
t h rough Me a s u re m e n t

How is success defined at your hospital?
Success should be measured using quantitative
targets. Measurable objectives should be estab-
lished for revenue, efficiency, quality, patient
satisfaction, service performance, and employee
turnover.

Key elements here include:

• Setting targets based on industry best prac-
tices 

• Monthly operating reviews conducted by
the CEO

• Having action plans in place, as well as
direct consequences in the event success
targets are not met 

• Using data and financial analysis as the
basis for all decisions

• Avoiding subjective beliefs and biases 
• Backing up every decision with sound num-

bers

I n i ti a tive T h ree: 
I nvest in Improving the
Re g u l a to ry Climate
The government payment system does not
cover the cost of care provided, so hospitals
and systems must actively lobby for:

• Increasing Medicare and Medicaid reim-
bursement

• Leveling the playing field with limited serv-
ice hospitals and freestanding ancillary
providers 

• Relief from un-funded mandates and mal-
practice caps

• Actions to address payer market dominance 

This is not a comprehensive list but a starting
point for determining where the hospital or sys-
tem should focus its activist power.

I n i ti a tive Fo u r: 
Harness Cost-Effe ctive
I n fo rm a tion Te c h n o l o gy

One of the factors that will drive success and a
hospital’s ability to survive is information tech-
nology (IT). To remain competitive, you need
to have the following key capabilities:

• Health information and data. Health
providers should have immediate access to
computerized medical records for diag-
noses, test results, and allergy and medica-
tion notices.

• Results and orders management. Physicians
must be able to review, order, and compare
tests in a reasonably rapid fashion. They
must be able to enter and store prescription
and test orders as well as other services.

• Decision support system. Health providers
must have access to computerized physician
order entry, which provides reminders,
prompts, and alerts to foster best clinical
practices.

• Electronic communication/connectivity. You
must have an efficient, secure, and readily
accessible means of sharing information.

• Patient support. Patients must have support
tools with which to access healthcare infor-
mation including records, education, and
methods of self-testing and monitoring.

• Administrative support. Administrative sup-
port includes tools such as scheduling sys-
tems that improve efficiency and timely
service.

• Reporting. Use standards to improve report-
ing for measuring cost, profitability, and
quality outcomes.

2
4
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• Revenue cycle management. A world-class
revenue cycle is imperative. The average
hospital has about 70 unique contracts with
unique payers. These contracts have to be
tracked to ensure compliance and payment.

• Human resource system. Human resource
systems have to be managed effectively.

• IT system. Technology must be explained in
plain English and should be a component in
every business plan. Use a standard plat-
form to facilitate future changes in clinical
practices to meet software needs. If neces-
sary, change physician behavior, not the
software. If physicians are not ready to
change their behavior, hold off on the soft-
ware purchase. The IT system must always
be available and supported. Costs and bene-
fits must be apparent before purchasing any
system. If the system does not come in on
time and on budget, it will disrupt patient
care. There is a tremendously high cost for
failure in this area.

I n i ti a tive Five: 
Develop a Physician 
C o - o p e ti tion Stra te gy
The board, senior executives, and medical lead-
ership can work together on strategies that ben-
efit both the organization and the medical staff.
In most cases, these strategies will focus on
ways to cooperate in endeavors to improve the
quality and cost of care at the organization.
Select members of the medical staff may not
always put the best interests of the hospital
first, especially with respect to measurable qual-
ity and cost. Therefore, it is essential to have a
chief medical officer who champions quality
and cost considerations in patient treatment.
Also, it may be necessary to supplement the
elected medical staff leadership with other key
physician leaders in order to develop an effec-
tive work group to focus on quality and cost
issues. 

Quality and cost issues can usually be
addressed by showing the physician objective
data. Most hospitals do not do an adequate job
of collecting and analyzing physician data. The
hospital should monitor 1) variability in finan-
cial contribution and outcomes by physicians
and 2) direct measurements of key performance
indicators (e.g., length of stay, quality, and so
forth). Eventually this monitoring of data must
be accompanied by performance standards and
consequences for failure to meet standards.
Most physicians, when shown empirical data,
will attempt to change their behavior; in some
cases, however, it may be necessary to apply the
consequence side of the equation.

A board needs a standardized approach to eval-
uating freestanding ancillary providers and lim-
ited service hospitals, and should adopt specific
criteria for joint venturing. It must also decide
whether to grant privileges to physician com-
petitors. A key question here is whether these
physicians should have/retain leadership posi-
tions in the organization. It is essential to have
“rules of engagement” in this area.

Finally, the board should have a physician
development plan that addresses current and
anticipated community need, succession plan-
ning for retiring physicians, and a relocation
package for new recruits.

I t may be necessary to supplement the
elected medical staff leadership with
other key physician leaders in order to
develop an effective work group to
focus on quality and cost issues. }
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76I n i ti a tive Six: 
S t r u ct u re Costs to Bre a k
E ven on Me d i ca re Inpati e n t s

Boards should strongly encourage management
to improve organizational efficiency to ensure
the organization breaks even on Medicare inpa-
tients. Under a worst-case but highly plausible
scenario, one can expect that lucrative outpa-
tient and ancillary services will move from the
hospital to specialty competitors, and the gov-
ernment will mandate a single payer system at
Medicare rates. Steps that can be taken today to
improve a hospital’s performance and prepare
for this plausible scenario include:

• Limiting vendors of high-cost supply items
like implantable devices

• Outsourcing expensive services
• Initiating hospitalist and intensivist pro-

grams
• Monitoring physicians and distributing indi-

vidual data on length-of-stay rates and over-
all economic impact 

• Working with any physician who operates
at a significant deficit

• Developing a standard formulary
• Developing a strong discharge planning

function
• Routinely monitoring the cost/benefit of

money-losing services
• Affiliating rather than owning non-core

services
• Identifying ways to increase Medicare inpa-

tient surgeries (Although not a cost-cutting
step, we note it here because Medicare
reimburses for these services at a higher
rate than it does medical admissions.)

I n i ti a tive Seven: 
E n s u re Good Pa tient and
E m p l oyee Re l a tions 

For many organizations, patient satisfaction
continues to be a key component of quality.
Organizations still must monitor patient
responses to service and care delivered at the
hospital and by its providers. 

But organizations shouldn’t stop at patient satis-
faction. Employees—the front line of service
and care—also deserve due attention to their
level of satisfaction with the organization, their
jobs, their supervisors, and so forth. Critical
components of employee satisfaction involve
recognizing exceptional employees and their
actions, and incorporating employee sugges-
tions into the organization’s operations.

A remaining key to both patient and employee
satisfaction is the organization’s middle man-
agers—success lies at their feet. It is essential to
hire and retain great middle managers, and to
encourage them to incorporate “exceeding
patient expectations” into  the organization’s
culture. 

I n i ti a tive Eight: 
M a n age the Revenue Cycle 

Revenue cycle includes all of the processes and
people involved in making sure the organiza-
tion is properly paid for services rendered. It is
not just billing and collections, but also
includes pricing, contracting, registration,
admitting, utilization review, medical records,
coding, and discharge planning. Optimizing
these processes can add 2 to 4 percent of annu-
al net revenue to an organization’s bottom line.P lan to be “diff e rently better. ”

Avoid me-too strategies. }
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A key part of revenue cycle management focus-
es on attention to contracts with payers. And
here is where an organization’s pricing strategy
comes into play. An organization should price
its services and negotiate its contracts with pay-
ers to reach a fully allocated operating margin
of 5 percent. Payers are hard negotiators. In
order to have the leverage to get the pricing
concessions from a payer, a hospital needs to be
“geographically indispensable;” that is, it must
have a market share of about 30 percent. Here
are some additional guidelines:

• Set retail prices at two to three times cost. 
• Make discounts proportionate to benefits.
• Prepare for non-participating plans.
• Set up a “self-pay” fee schedule. 
• Establish up-front collections.
• Routinely review coding and documentation.

I n i ti a tive Nine: Selective ly
E m p l oy Phys i c i a n s

Hospitals are finding that they need to employ
physicians to meet community need and retain
service revenues. For example, it may be effec-
tive to hire select specialists to defray the high
ED coverage retainer costs demanded by com-
munity-based physicians. And although experts’
opinions vary on employing primary care
physicians, the fact remains that there will be
few of these who can afford to be in practice
without some kind of hospital support. The
hospital-affiliated physician practice must be
managed with the same discipline as being pro-
posed for the hospital. While few hospital-affili-
ated practices will operate at break even, the
current average deficit of $85,000 per physician
is excessive. 

Some organizations have developed a physician
self-governing subsidiary that operates like a
medical group, has a budget, and is governed
by physicians; alternately, some have set up a
productivity-based compensation system for
employed physicians.

I n i ti a tive Ten: 
I n te g ra te Opera tions and
E x ternal Re a l i ties into a
Meaningful Plan

Boards should encourage management to devel-
op an annual performance improvement plan
that integrates operations with the external
environment. The plan should:

• Be based on an environmental assessment of
state, local, and internal issues 

• Emerge from a comprehensive discussion of
the issues—where participants are encour-
aged to put forth their opinions  

• Focus attention on doing instead of planning
• Define the vision and desired outcomes of

the strategic plan in quantitative terms

Throughout the planning process, participants
should encourage contrarian perspectives and
second opinions. 

I n attempting a transform a t i o n a l
a p p roach, one multi-billion-dollar
health system is changing the way it
manages its revenue cycle. The
o rganization has started the pro c e s s
by overhauling its re v e n u e
management strategy in one state
w h e re it has a network of
operations. Instead of putting
responsibility for revenue at the
level of individual hospitals, the
system has placed responsibility at
a regional level. The CFO of this
system said that the new appro a c h
would provide an opportunity to
c a p t u re significant re v e n u e
p reviously lost.
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Boards typically attend well to their financial
oversight responsibilities, but also frequently
ask for guidance through the finer points of
financial viability. In addition to assessing the
applicability of the ten initiatives for organiza-
tion health detailed in this white paper, we offer
discrete suggestions and a few benchmarks for
consideration:

• Simplify the task of being a board member
by using a report card of critical perform-
ance indicators. Use these indicators to
quantify your vision. Once you start quanti-
fying your vision, you will be able to deter-
mine what is working and what is not.
Traditional measurements do not provide
sufficient information. 

• Make sure the emergency department is
growing. Typically, 40 to 60 percent of
admissions come from the emergency
department. 

• Make sure that the number of inpatient sur-
geries, especially Medicare inpatient surger-
ies, is increasing. (Medicare inpatient sur-
geries are usually profitable.)

• Define financial success as having at least a
5 percent operating margin. 

• Have at least a 15 percent cash flow margin. 
• Do not spend more than 48 percent of

money coming in on personnel expenses. 
• Have fewer than five employees per adjust-

ed occupied bed. 
• Keep your supply costs below 17 percent of

net revenue. 
• Define specific quality indicators unique to

your organization. 
• Gain a clear advantage by replacing beliefs

and biases with data and objective analysis. 
• Encourage innovation from within. 
• Seek contrarian perspectives. 
• Use disciplined decision making and focus

on great core services. 
• Remember that when you are out of money,

you are out of options. 

Margin is the enabler. Today’s margin will deter-
mine tomorrow’s mission, quality, and patient
outcomes.

Closing Comments: 
S u g ge s tions and Benchmarks 
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