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A PRACTICAL R ESOURCE TO S UCCEED IN H EALTH CARE

Preparing for Investment
Part One, Creating Leverage
By Marc S. Margulis

“For those who know
how to do it, there is a
tremendous amount of
money to be made in
managed care today
and for some time to
come.”
Marc S. Margulis, CFA, ASA, MBA
is a managing director with the firm
of Houlihan Lokey Howard & Zukin
(Houlihan Lokey), in Los Angeles,
and a co-director of its health care
practice. An Accredited Senior
Appraiser and a Chartered Financial
Analyst, Mr. Margulis has more than
10 years of experience as a financial
adviser
to
HMOs,
hospitals,
physician practices, and other health
care providers. He holds a bachelor's
degree in political science and
economics from the University of
California, Santa Barbara, and an
MBA from UCLA. Houlihan Lokey
is a 25 year-old diversified financial
services and specialty investment
banking firm that is the nation's
largest
provider
of
business
valuations, fairness opinions and
solvency opinions. It also has an
active mergers and acquisitions
practice which negotiates, structures,
and executes transactions on behalf
of buyers or sellers, including those
in health care. In nine offices around
the country, Houlihan Lokey has
more than 250 employees.

T

he vast majority of physicians and medical group administrators will not
be taking their practices public. Many simply want to build physician
organizations that are significant assets in their communities and are
strong enough to remain so over a long period. Others may be on a path to
selling their practices and organizations, In either case, they should be
interested in building and sustaining value.
Before a financial professional dispenses advice or offers a strategy to his or her
client, a review is required of the economic environment in which the business
competes, not unlike the physician who explores a patient's medical history
before rendering a diagnosis. Consequently, let's briefly review the environment
of health care, past and present. [Next month, we will focus on building value in
physician practices].
Health care is said to be a $1 trillion industry. A more revealing measurement is
that health care accounts for almost 15% of GDP. Fifteen percent! And
increasing.
In my opinion, there are three reasons for the enormity of these expenditures.
•

First, health care is not a single industry, but layer upon layer of somewhat
inter-related and overlapping industries supporting massive redundancies in
overhead. Each industry charges to cover its separate costs and exacts a toll
on each dollar as it filters down through the layers. The utility ratio, the
dollars applied directly to the provision of health care over the total dollars
spent, has historically been low.

•

Second, the ultimate consumer of goods and services, the patient, is
disassociated from the payment for those goods and services. Those
responsible for payment, the deep-pocket employers and governments, have
had no control over pricing and utilization. Further compounding the
problem are the indemnity insurance companies: monoliths vastly overpaid
to accept virtually non-existent risk while merely serving as financial
clearing houses.

•

Finally, reliable and accessible comparative information on the cost and
quality of providers with which to make rational purchasing decisions was
non-existent.

In the early to mid-80s, when
corporate growth slowed, the
trade deficit mushroomed and
America's competitiveness in a
global economy was questioned,
executives searched their P&L's
and balance sheets for any and all
ways to pare costs. Enter the
HMOs. The managed care era,
based on limited resources and
rational decisions, was born.
As managed care penetrates
deeper into more of this nation's
markets, and as integrated
delivery systems form to
consolidate
services
across
industries and eliminate waste
and inefficiencies, we should
expect the percentage of GOP
devoted to health care to stabilize
and possibly decline. It may not,
but it should.
CHANGES IN HEALTH CARE
We are witnessing a sea change
in the delivery of health care in
this country. The first change is
from
treating
illness
to
maintaining wellness. A corollary
is that instead of after-the-fact
intervention we are moving to
before-the-fact prevention. We
went from individual patients
seeking care from individual
doctors, to organizations of
providers managing the wellness
of entire populations. We went
from no risk on the part of
providers to providers sharing
risk or taking full risk, and from
the hospital being the center of
the health care universe and
profit centers to becoming
downstream cost centers.
What we're moving to is an era of
managed care but not necessarily
one dominated by HMOs.
Managed care generically refers
to any cooperative alliance or
network of providers intended to
promote health, ensure the

quality of care, and eliminate
unnecessary or inappropriate
utilization of medical resources
to contain the cost of health care
to society.
At the top of the current health
care structure, we have those who
pay for health care, the
government and employers. Into
health plans, they pay premiums
ranging from $100 to $135 per
month for a commercial member.
Of that amount, the health plan
retains about 18%, some as high
as 24%, and some nonprofit
HMOs keep as little as 9%. The
percentage that they pay out is
termed the "medical loss ratio."
Out of the 18%, approximately
6% goes for marketing and
administration, 9% goes to
managing the actual services or
the managing of managed care,
and about 3% goes to profit. In
this example, 82% goes to
provide care. Out of that amount,
5% is withheld off the top for
risk pools, which provide
incentives to primary care
physicians,
specialists
and
hospitals to reduce unnecessary
utilization. Therefore, only 77%
of the premium is directly
available to pay for medical
services.
Under global capitation, one
entity takes the fee for the PCP,
the specialist, the hospital, and
any ancillary care and is at risk
for the cost of those services.
Under full risk capitation, only
the physician and ancillary
component is taken under risk.
To manage care, including
utilization
review,
case
management
and
discharge
planning,
member
services,
provider services, billing and
claims adjudication, and all
related functions, the company
taking the capitation must build

or
associate
with
an
administrative
services
organization (ASO) or a thirdparty administrator (TPA) or
some form of management
services organization (MSO). Be
aware, however, that the term
MSO generally implies the
management of managed care
plus the ownership of the
tangible
assets,
plus
the
employment of the front- and
back-office staff. Market rates for
administrative services only
generally are between 11% and
16% of the physician component,
or roughly about 4% of the
premium. It costs between 9%
and 11% of premium to provide
these administrative services.
Many IPAs and medical groups
simply treat their MSO or ASO
as a cost center. They charge the
system 11%, and it costs them
11%. There's no profit at this
level.
Other companies are in this
business to make the MSO as
valuable as possible. Therefore,
they'll charge the market rate,
which is between 14% and 16%
of premium for ASO services,
while these services cost them
between 9% and 11%. So, they
make a handsome profit. On a
larger scale, this strategy is, in
essence,
what
the
public
physician practice management
companies (PPMs) are doing.
They're really MSOs, not medical
groups, that have gone public,
and the profit is what provides
the return to shareholders and the
capital to expand.
Under this system, there are
many squeeze points where
additional profits are available to
providers in the short run and
which, in the long run, will
contribute to reductions in
premiums. Some observers see
these squeeze points as a form of

arbitrage Arbitrage is the
opportunity to make a riskless
profit from buying and selling the
same asset when that asset is
priced differently in two markets
or when one has two similar
assets priced differently in the
same market. For those who
know how to do it, there is a
tremendous amount of money to
be made in managed care today
and for some time to come.

CREATING LEVERAGE

Obviously, one squeeze point is
the cost of specialists which can
yield profits to those groups that
take full risk capitation. Another
is the cost of hospitalization
which can yield profits to
provider
organizations
that
accept global capitation And
another
is
the
redundant
expenditures for administrative
services at the HMO level as well
as at the provider level.

Thus, the end game strategy is to
capture lives now. Many pay lip
service to controlling lives, but
few fully appreciate its critical
importance to the survival and
profitability of providers in the
future.
One
health
care
administrator in Illinois has on
his desk a plaque that reads: "It’s
covered lives, Stupid." Covered
lives are valuable and more
covered lives are more valuable.
There are several reasons why
this is so.

In the long run, the only two
groups that have any control over
the patient and the health care
dollar are the employers (or the
government) and primary care
physicians. Everyone else in
between has only tenuous
temporary control over those
patients regardless of what they
think. So as costs come down,
those savings are going to be
passed on in the form of reduced
premiums
and
increased
reimbursement to some groups of
physicians. In other words,
employers
and
government
payors
will
benefit
from
eliminating or curtailing fees to
all non-essential players in the
market,
including
HMOs.
Physicians will return from the
periphery of the system to the
center of the system; from near
the bottom of the food chain to
near the top of the food chain
once again.

The result of all this ratcheting
down will be over-supply in
many sectors. In addition to
about 50% over-capacity in
hospitals across the country,
we're going to have a tremendous
over-capacity, by the year 2000,
among specialists and an undersupply
of
primary
care
physicians.

First, pre-paid lives or capitation
provides a predictable source of
funds. The physician has no
receivables,
no
collection
problems, and has the ability to
plan for expenditures because he
or she can be relatively confident
of a consistent source of capital.
Second, the more covered lives
you have, the more leverage you
have with payors, assuming
you're not dealing with a single
large payer in a given market.
The more lives you have with
any one plan, the more leverage
you will have in future
negotiations for rates.

who will discount their services
or sub-capitate in return for
access to the population you
control.
Next is critical mass. I estimate
that between 25,000 and 35,000
lives are required before the
organization will have capital and
cash flow sufficient to invest in
the expensive infrastructure
needed
to
manage
care
effectively. As the organization
grows from there, economies of
scale begin to play a hey role. As
a
rule
of
thumb,
one
administrative FTE is required to
manage each one thousand
enrollees. The problem is that if
you have 25,000 to 35,000 lives,
you may still need 50 people in
your MSO. But if you have
100,000 lives, you may need only
65 people in your MSO.
Therefore, economies of scale
start to improve profitability as
the number of covered lives rises
above a certain point.
And, finally, consider the effect
that larger numbers of covered
lives have on actuarial risk. The
economic risk associated with
adverse
selection
and
catastrophic occurrences drops
significantly as the number of
covered lives increases. Stop-loss
insurance through an HMO can
cost $3 to $4 per member per
month. But if your group has
100,000 covered lives, you may
not need stop-loss insurance.
Instead, you may be able to selfinsure and let cash flow cover
any adverse consequences.
CHOOSING A PARTNER

Third, more lives also afford
leverage with providers A PCP or
multi-specialty group practice
with a lot of lives gains
significant leverage with outside
providers, including specialists,
ancillary services and hospitals

In the quest for covered lives
many doctors form partnerships
with other doctors. Naturally,
some of these partnerships have
been successful, and others have
been failures. From each one,

there is a lesson to be learned.
Here is one such lesson.
Let's call it the excellent
adventure of Dr. Bill and Dr.
Ted. Bill is a physician
administrator for a PHO and he
approached another physic ian,
Ted, who has a solid internal
medicine practice. Bill wants to
explore the idea of having Ted
sell his practice, and Ted is
willing to sell, but, of course,
only for the right price. Ted
billed and collected $500,000 in
the last 12 months. That was
down from $550,000 a year ago,
down from $600,000 the year
before. He's primarily a fee-forservice practitioner and his
patients are moving into managed
care. Ted would neither retire nor
depart the community. So, it's not
a sale in the classic sense but
rather a partnering. Ted expects
to be highly compensated and at
no risk for his compensation. He
wants to participate in profits and
wants a role in corporate
governance, and he demands a
guarantee of compensation for
the next three years equal to his
average income from his practice
for the last three years, even
though he has no expectation of
earning that average on his own.
As a sole practitioner, Ted's
income, at least theoretically, has
included not only remuneration
for the practice of medicine but
also for his entrepreneurial and
administrative duties and a return
on his investment in the assets of
the practice. So if Ted were
making $175,000 a year net of
expenses and you were to ask
him to take $140,000 after the
purchase that would not be out of
line because he no longer would
need to be compensated for his
investment in his practice or for
administering and managing his
practice. Nevertheless, Ted is
demanding $175,000 per year

guaranteed for the next three
years. In addition, Ted wants
three-quarters of one year's
collections as payment for the
goodwill of his practice, plus he
wants to be paid for his hard
assets and he wants to keep his
receivables.
So the question is this: Should
Bill go forward with the deal on
these terms? Should Bill fork
over six figures and get no return
on his investment? The answer is
probably no, but such deals are
taking place all the time, all over
the country.
If there's one lesson to be learned
from Dr. Bill and Dr. Ted's
adventure it is that the most
successful partnerings are those
that are reasoned and reasonable.
The best deals are those in which
all parties share a common vision
for the long-term practice of
good medicine rather that solely
focusing on near-term monetary
gains.

Many pay lip service to
controlling lives but few
fully appreciate its critical
importance to the survival
and
profitability
of
providers in the future. One
health care administrator
in Illinois has on his desk a
plaque that reads: “It's
covered lives, Stupid.”
Doctors must realize that an
acquisition is an investment and
that only a fool makes an
investment without expecting a
return on that investment Sadly,
many doctors fail to realize that
point. Even sadder is the fact that
many hospitals and others have
squandered scarce resources

pursuing acquisitions such as
these.
After fairly compensating the
physician, something must be left
on the table for the investor.
There must be a bottom line and
the surest place for it to come is
out of physician compensation.
But as we all know, physicians
are not amenable to reductions in
compensation, So if the seller
initially retains the entire bottom
line from the practice that he's
selling you, are you acquiring
anything more than stethoscopes
and examination tables at an
exorbitant premium? Actually,
the answer is a qualified yes,
because we can argue that an
acquisition of a physician
practice is not, as mentioned, an
acquisition but a partnering of
two professional entities. One of
the entities has management
skills, and one has clinical skills.
The partners hope that something
greater
comes
from
the
combination than they could
accomplish separately. Any
payment in excess of hard assets
is being made for the acquirer's
expectation that the practice's
earnings will increase as a
consequence of consolidation.
This increase could result from a
number of factors, including
economies of scale in the front
office, control of more lives,
managing more of the patient
dollar under shared risk contracts
and from increased productivity
by the physicians. Frequently,
doctors ask, "Where am I going
to get the time to see more
patients without affecting the
quality of care?" In private
practice about 30% of a
physician's work day is occupied
with
administrative
and
entrepreneurial tasks, time that
becomes available in a group or
MSO setting for the physician to
see more patients.

If exorbitant premiums are paid
and indefensible incomes are
guaranteed in the absence of a
realistic plan to create or sustain
additional value from the
partnering, then any sense of
victory felt at the closing of the
deal will be fleeting. If there is no
shared vision and no alignment
of incentives, losses will mount
and reserves will be depleted.
Many organizations are currently
experiencing tremendous losses
as a result of haste, bad
judgment, and poor structuring.
There are innumerable examples

of PROs, HMOs and PPMs that
have been either stupid enough or
have been strong-armed into
paying indefensible prices for
doctors' practices without taking
the
post-transaction
actions
necessary
to
make
those
partnerships sustainable.
If you become a part of one of
these ill-conceived partnerships,
you can expect that your
compensation will be impaled at
the first legal opportunity
available to the acquirer. The
result of such an action, of
course, will be disaffection and

disassociation, likely coupled
with lawsuits. Even with
seemingly unlimited resources,
HMOs, MSOs, PHOs and even
PPMs cannot lose money
indefinitely without incurring the
risk of confrontation with their
shareholders, with regula tors or
with the bankruptcy court. And if
you think that you're going to get
to sell your practice a second
time if the first relationship
begins to unravel, think again.
The moral of the story is clear:
Choose your partners, whether
they be financial or strategic
partners, very carefully.

[Coming next month, part two of Marc S. Margulis’ presentation from PhyCap ’96, “Preparing Your Organization
for Investment: Building Value in a Physician Practice.”]
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