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Introduction
Fifty years ago, hospitals and physicians were largely independent of one another. The hospitals provided the 

tools, resources, and buildings, and the physician provided the knowledge. And insurance companies paid 

everyone based on the bill.

Today? Not so much.

Hospitals have consolidated into health systems, and they now directly employ physicians. In some specialties, 

this is the dominant model. Many of the remaining independent physicians have consolidated into groups, 

then super groups, then Wall Street-backed “aggregators” with a national footprint.

 

Two fundamental drivers are fueling these trends: consolidation and integration. Consolidation helps achieve 

economies of scale and scope as well as increase bargaining power among suppliers and purchasers. Integra-

tion has several purposes, one of which is to expand the healthcare product so that physician care, ambulatory 

care, and acute care are a single package to purchasers. Another is to involve physicians in decision-making 

beyond the clinic, thus aligning efficiency goals (and to a lesser extent revenue goals) across the system. Be-

cause of these dynamics, it’s crucial for healthcare providers to understand co-management in the context of 

integration and physician/hospital collaboration.
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Co-management is a business and legal structure in 
which a hospital and physician entity work together 
to oversee a selected clinical service.

“
”

The Basics
Co-management is a business and legal structure in which a hospital and physician entity work together to 

oversee a selected clinical service. Co-management arrangements are frequently used to align a hospital 

and a physician entity in working toward common goals that mutually benefit both parties. The broadly shared 

goal is the improvement in clinical care, which in turn improves the health of the selected patient base.

Co-management arrangements also allow the hospital and the physician entity to realize specific benefits 

unique to their situations. For the hospital, a co-management arrangement can fundamentally change a phy-

sician relationship from adversarial to collaborative. By enabling physicians to have legitimate input and 

control over selected functions, the efficiency, output, and effectiveness of the service should improve. For 

the physician group, a co-management arrangement is a way to extend operational control to selected hos-

pital functions, thereby improving practice efficiency and output. Some co-management arrangements have 

clinica- or outcomes-research components, which strive to make care more effective.

However, the ultimate goal of a co-management agreement is always clinical. And the mechanisms to achieve 

these ends are always financial. The co-management agreement will require the hospital to pay the physician 

entity for their efforts in managing the clinical service. Additionally, most co-management agreements have 

performance incentives that are paid based upon the achievement of pre-determined goals. 

From the hospital’s perspective, they are outsourcing certain functions and are entitled to expect a higher 

level of performance than could otherwise be achieved. The physician entity is paid for its work effort and 

the successful outcome of its work. But this work requires the physicians to invest a substantial amount of 

time – to the point where clinic time is impacted. For this and other reasons, co-management arrangements 

are better suited to large physician entities that can distribute the burden across a large base.
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The Parties
The simplest of co-management arrangements is a contract between the two parties: a hospital outsourcing 

selected functions to a physician group. (See graphic A.) The physician group gets paid for performing these 

functions, and incentive payments are made if various targets have been achieved at the end of the period. This 

structure presumes a single physician group is large enough and capable enough to perform the functions. It also 

presumes that the physician group is already the sole/majority provider of the selected service at the hospital.

GRAPHIC A: Single Group Contracts With Hospital

In this type of arrangement, the single physician group and the hospital retain their existing structures and 

incur no changes to their professional or technical billings. The service agreement defines the services to 

be managed; clarifies legal rights and obligations of the hospital and physician group; documents fees and 

payments, including incentive payments; documents metrics used to qualify for incentive payments; and 

describes the update process for the metrics.

There is a strategic risk/benefit to both parties. By working together in such a concrete and structured manner, 

the parties are joining forces in the marketplace at least for the duration of the contract. (Most contracts 

have a three-year term and can be automatically renewed.) By contracting with the group, the hospital risks 

alienating other physicians in the specialty or other physicians that provide these services at the hospital. 

By contracting with the hospital, the physician group risks its relationship with other hospitals in the market.

A common co-management model variant is a management company that functions as a holding company for 

the participating physicians. (See graphic B.) This new holding company becomes the contract party opposite 

the hospital, which means the management company assumes the responsibilities outlined in the service agree-
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The holding company can take so many different forms that it’s fruitless to be more specific. One key decision, 

however, is whether ownership is by individuals or the group(s) as a whole. If ownership is at the group level, 

co-management proceeds flow to the group for distribution. Whether, when, and how new recruits to the group 

receive these financial benefits is up to the group to decide. Conversely, if the holding company ownership is 

at the individual level, then new physicians must either purchase shares from the holding company or from 

existing members to participate. The prospect of equity participation in the holding company also helps with 

recruitment because it’s a desirable investment. Should participation in the holding company be unavailable or 

denied, tension can develop between the haves and the have-nots.

The holding company can also be a joint venture between one or more physician groups and the hospital itself. 

(See graphic C.) In this model, the hospital is a minority partner in the holding company with certain reserve 

rights. This structure enables hospital management to participate in, or at least be aware of, critical decisions 

via their board representation. The reserve rights can vary, but they typically protect the hospital’s interest by 

preventing the sale, dissolution, or addition of new members to the holding company without permission. In some 

complex models, the hospital is needed in the holding company as a capital partner for a facility investment.

GRAPHIC B: Multiple Groups Form Management Company

ment. Its formation as a separate entity adds complexity, but it also makes broader participation possible and 

provides a layer of legal insulation for the physician group(s). The holding company can be structured in a vari-

ety of ways, including a simple 50-50 partnership between two groups; with subsidiaries and/or different stock 

classes, which allow groups and individual physicians from multiple specialties to participate; or a shell whose 

sole corporate member is a single physician group, to name a few. Almost always the holding company is a pass-

through entity for taxation purposes.
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GRAPHIC C: Multiple Groups and Hospital Form Joint Venture Management Company

Some structures may be more straightforward, as illustrated in graphics A, B, and C, but others can be more 

complex. For example, in certain clinical applications, a new provider entity can be created. This is only possible 

where services can be legally provided by the new entity. Physician self-referral laws (i.e., Stark Law), anti- 

kickback statutes, and other legal factors are a crucial consideration. In practice, this model is mostly used 

for ambulatory surgery centers (ASCs) that are joint ventures with a hospital partner. These types of complex 

models involve creating a new legal entity to provide the service (i.e., ASCs) and a new legal entity to manage 

the service. The physician partners typically have a majority equity in the management company. But it isn’t le-

gally important who has control of this company; the equity split is a matter of economics and negotiation. The 

hospital will typically want to maintain a presence with a seat at the holding company table, however.

The hospital usually has a majority position in the service company in order to maintain legal and regulatory 

control. Depending on the managed care contract language, the new ASC could be added to the hospital’s 

existing managed care contract. This would likely realize a reimbursement advantage compared to being 

credentialed as a new provider. This factor alone is typically reason enough for a physician group to consider 

partnering with a hospital rather than building an ASC by themselves.

This model can also be taken further by adding more areas of partnership, a joint venture real estate company, 

or even an equipment leasing company.
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The Service Agreement
The one thing all the models have in common is a service agreement. This legal document describes the man-

agement services to be provided by the management company. Those services can broadly be classified into 

four categories: operations, resource management, clinical initiatives, and planning. The service agreement 

document must contain a complete list of duties and services to be provided because it’s the basis for the 

payment of a management fee.

For each duty or function, the labor hours required is estimated. The aggregate hours needed to fulfill the 

contract is a critical input in determining the management fee amount. If more services are specified, more 

hours are needed, and that would result in a larger management fee. Several other factors are also needed 

to determine the fee, which must ultimately be reviewed by a third party to ensure that it is within fair market 

value.

The specific duties to be performed in managing the service line will vary based upon the clinical needs and 

operational circumstances. In general, the service line manager must:

• Ensure compliance with all applicable laws and regulations

• Ensure adequate staffing to maintain quality patient care

• Develop and manage resource budgets including labor and supplies

• Take responsibility for supplies, implants, therapeutics, and similar consumables

• Develop protocols to decrease clinical care variation and improve outcomes

• Maintain an adequate clinical workforce of physicians and advanced practice providers

• Assist with procedure credentialing within the service line

• Support information technology and clinical informatics initiatives

• Create a vision and business plan for the service line

Because many co-management initiatives involve surgical services, the management of the operating room 

and peri-surgical areas is frequently included in these duties.

In the execution of these duties, the service line manager must recognize the primacy of the hospital with 

regard to its legal responsibility and ownership of all services under its license. The hospital is still providing 

(and billing) all services; the co-managers are agents to achieve these ends. The hospital may also have to 

adhere to tax-exempt, charitable purpose, and religious requirements. These requirements will flow down to 

the co-management agreement, which is one reason why hospitals usually choose to be minority partners 

in the management company.
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The Payment
Based on the duties and responsibilities defined in the co-management agreement, a management fee is 

paid by the hospital to the physician group/holding company. The management fee is typically divided into a 

base component and an incentive component.

The base management fee is usually based upon the labor hours required to fulfill the duties of the agreement. 

The base fee is similar to a medical directorship agreement: hours x rate = payment. The hours required to 

perform the duties must be documented, and the total payment per period is capped. For example, if duties 

are expected to require 200 hours a year, and the rate is specified at $250 per hour, the total payment is 

limited to $50,000 in a year (200 hours x $250). The scale of service line management can be significantly 

larger, however, with potentially thousands of hours required. The hourly rate is also specialty specific. De-

spite there only being two variables, the development of the base fee is a complex exercise that must be well 

documented and scrutinized by independent experts to certify regulatory and legal compliance.
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The incentive component of the management fee is a risk-based performance bonus. Whereas the base fee 

is guaranteed so long as the hours are performed and documented, the incentive fee is not. The agreement 

specifies metrics that must be achieved to earn incentive payments. For each metric that is established, a 

performance target is set. Should actual results exceed the target, the fee is paid. The number of metrics 

linked to bonus payments is not limited, but the total incentive payment is limited. Most co-management 

agreements typically include fewer than 20 essential, manageable metrics. These metrics are generally di-

vided into four categories: clinical improvement, patient satisfaction, financial performance, and business 

development/strategy goals. Within each category there might be three to six metrics.

How metrics and payments are implemented can become exceedingly complex. Occasionally there are 

all-or-none models for determining metric achievement, but more often they are graduated with levels of 

achievement. It is cumbersome and time-consuming to establish realistic yet achievable targets and ensure 

valid data is used in target-setting and performance measurement. Both hospitals and physicians see the 

importance and value in accuracy, however. As more reimbursement models embrace value over volume, 

defining and measuring value becomes enterprise critical. 

In the end, the maximum possible management fee, including base and all incentives, must be reality checked. 

One such reality check is to compare the total fee to the revenue under management. For example, a reason-

able fee for a service line generating $50 million of annual revenue might be $2.5 million. As a percentage 

of revenue, the fee is 5%. It is important to recognize that the fee cannot be constructed using revenue, a 

per se Stark Law violation, but it can certainly be deemed excessive based upon revenue. A management fee 

consuming 10% of the service’s annual revenue would be illegal regardless of how it is calculated.
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The End Result
A properly structured and implemented co-management venture will benefit all parties:

• Physicians benefit by having meaningful control over clinical services impacting their practice.

• Hospitals benefit by having physicians striving to improve clinical and financial performance. The

 management fee could be considered an investment in the future of the service.

• The patient benefits by having a better experience and a better outcome.

Framed as such, a co-management initiative is working toward “triple aim” objectives:

• It can lower the cost of care on an episodic basis (by reduced pricing of consumables, for instance).

• It can improve the patient experience (by instituting evidence-based protocols that improve clinical quality 

and by measuring patient satisfaction data).

• It can decrease the per capita cost of care (by eliminating waste and unnecessary testing).

These goals are undeniably admirable and can be achieved in many ways. Service line co-management models 

have a proven track record of success and are a long-lasting mechanism for physician and hospital integration.
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Managing Director,
Healthcare Consulting

P 317.409.5273
E gbatalis@ksmcpa.com

David Blish 
Director, 
Healthcare Consulting

P 317.966.2196
E dblish@ksmcpa.com

About KSM’s Healthcare Resources Group
KSM’s Healthcare Resources Group helps hospital systems, physician groups, surgery centers, 

and other healthcare organizations tackle complicated challenges. Whether it’s through con-

sulting, fair market value and valuations, or tax and accounting, our robust team of dedicated 

healthcare professionals leverages expertise and innovation so healthcare organizations can 

achieve their most ambitious goals.
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