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Are Practice Losses Always 
Bad? Absolutely Not!  
(and CMS Agrees)

H
ealth care costs money: lots of 
money. Costs are so high that many 
countries effectively recognize that 
health care is not sustainable as an 
independent industry, and so these 
countries instead subsidize health 

care costs through various forms of socialized medicine. 
Meanwhile, in the United States, while governments also 
pick up much of the tab for health care costs (particu-
larly for older and lower-income citizens), certain stake-
holders continue to operate under the ongoing illusion 
that physician practices must be profitable to justify the 
magnitude of payments to the physicians employed by 
those practices. The government1 and others continually 
cite practice losses to argue that physicians have been 
overcompensated in violation of health care law. This 
article proposes that physician practices need not always 
be profitable for physician payments to be defensible as 
fair market value (FMV) and commercially reasonable. 

To be clear, many medical practices are profitable or 
at least break even; however, survey data show that 
many others are not profitable (primarily those owned 
by health systems and other similar entities).2 It is not 
uncommon for physicians to take the position that 
they should be paid compensation consistent with the 
market for services rendered, regardless of the profit-
ability of those services for their employer. It is certainly 
true that a physician working at a highly profitable 
practice who is paid in part based on the profitability 
of that practice may be in a position to earn higher 
compensation than comparable physicians working 
at less profitable practices. Yet, this article asserts that 
the converse is not true: a lack of profitability should 
not necessarily mean that a physician must earn below 
market rates for comparable physicians in the same 
specialty. 

Critics of this position suggest that all physician practice 
losses are problematic, basing this contention primarily 
on the following three claims:

1.   Physicians in private practice never seem to lose 
money—they always break even or make money;

2.  Survey data are misused by health systems in 
setting compensation at levels where practices will 
lose money; and

3.  Employers lack fiscal responsibility regarding 
profits, and only are willing to run losses on 
employed physicians primarily to secure the 
lucrative referrals of technical services from the 
physicians (potentially in violation of health  
care laws).

Each of these claims are discussed in detail below.

Claim 1: Private Practitioners Never 
Lose Money

Arguments that hospital-owned practices should be-
have similarly to private practices ignore many aspects 
of physician practices. First, private practices that are 
not profitable have no way to stay in business for the 
long term, so it is no surprise they are not represented 
in the survey data, whereas a hospital has the ability 
to subsidize unprofitable practices from other sources 
of funding. This suggests the existence of fundamental 
differences between these two settings that make 
the comparison complicated at best, including the 
following:

1.  The nature and scope of the risks doctors take 
in these two settings can be quite different. In 
private practice, the physician takes on certain 
business risks, such as ownership of various assets, 
personal guarantees on office leases, personnel 
costs, collection risks, contracting with insurance 
carriers, overhead risks, and other expenses. In 
the hospital-owned setting, the physician takes 
other types of risks, including loss of control of 
their practice and work hours, dilution and/or 
lower patient panel (leading to lower bonus pay), 
poorer payor mix, greater case acuity, significant 
administrative duties, and required call-coverage 
duties. 

2.  Private practices can take advantage of the in-office 
ancillary exception, which is a major accommoda-
tion in the Stark Law that creates a fairly wide gap 
between amounts that private physician practices 
can pay their doctors, and amounts that hospitals 
can pay most of their employed doctors.3 This 
exception is often a point of discussion; while 
some believe the exception should be eliminated, 
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others call for its expansion.4 The result, though, is 
that the economics of a hospital-based practice are 
difficult to compare directly with the economics 
of a privately owned practice. Ideally, evaluating 
the financial performance of a hospital-owned 
practice would include everything that would 
be included in determining the profitability of a 
private practice; however, the differences in the 
applicable regulations preclude the ability to make 
an “apples-to-apples” comparison by setting up a 

practice performance disparity that otherwise 
might not exist.

3.   Some hospital-owned practices exist primarily 
to provide care to patient populations that are 
unlikely to receive care in private practice settings 
because there is very little profit incentive in doing 
so. Hospitals will often care for those patient 
populations even when providing this care is 
unprofitable. If a hospital does not offer preventa-
tive care to low-income patients, those patients 
are more likely to seek care in the emergency 
room, where the hospital may be required by law 
to care for them anyway,5 likely at substantially 
higher costs compared to the costs of operating a 
physician practice to provide preventive care.6

4.  Some hospital-owned practices are purposely 
located in remote or rural areas where volumes 
are too low to sustain a private practice providing 
comparable services. Often, hospitals operate 
these clinics as part of their charitable missions 

To be clear, many medical practices are profitable 
or at least break even; however, survey data show 
that many others are not profitable (primarily 
those owned by health systems and other similar 
entities).
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(or local government-owned mandates) to offer 
rural patients better and more convenient access 
to health care services in their communities. As 
a result, many hospitals (sometimes with 
help from the local community 
or government) effectively 
subsidize the existence 
of some of their 
physician prac-
tices simply to 
enable the 
services to 
be offered 
in their 
relatively 
remote 
location.7 
This is 
some-
thing that 
a private 
practice is 
generally not 
able or willing 
to do.

Given the types of dif-
ferences listed above, the key 
corollary question becomes whether 
physician compensation should also vary to reflect 
the differences in clinical settings. That question turns 
on how easily doctors can move from one setting to 
the other, and what expectations they have about 
the relative trade-offs of doing so (i.e., differences in 
compensation, lifestyle, workload, and other risks). In 
many cases, a physician is doing virtually identical work 
(same location, similar hours, etc.) in both settings, 
so it is understandable that these physicians expect 
comparable compensation, regardless of the relative 
profitability of each setting (which has little to do with 
the physician’s work effort, assuming comparable effort 
in both settings). 

Claim 2: Misuse of Survey Data 
Leads to Practice Losses

There is no doubt that the physician compensation 
surveys are complex and sometimes difficult to 
understand. Gross misuse of survey data is a real risk, 
and when it happens, it can lead to overcompensation 
and questionable practice losses. On the other hand, 
these surveys are acknowledged by many, including the 
federal government,8 to provide the best data available. 
When used correctly, compensation survey data allow 
researchers to draw reasonable conclusions. Thus, many 
claims of data misuses may not be cause for concern, or 
at least nowhere near the level of concern suggested by 
critics. Rather, those survey data regarding physician 
productivity are merely reasonable areas of debate or 

uncertainty about the relationship among the data, 
where informed judgment becomes very important. 

In particular, there has been reasonable debate about 
whether compensation and clinical produc-

tivity are correlated.9 In practice, it 
is widely observed that many 

physician compensation 
arrangements provide for 

incentive compensa-
tion based on clinical 

productivity. In such 
arrangements, 

these two metrics 
are correlated by 
contract design. 
Significant noise 
present in the 
survey data, 

however, suggests 
the correlation 

between these 
metrics is not 

entirely clear.10

Further complicating this 
discussion is the fact that 

per-unit rates of compensation 
are “inversely correlated” with clinical 

productivity. Stated differently, as clinical 
production increases, the data suggest that total cash 
compensation tends to increase, while rates of compen-
sation per unit of production decrease.11 While there 

is noise in this per-unit data as well, researchers have 
observed this inverse correlation in the data for well 
over a decade, and in multiple surveys.12 So, despite the 
counter-intuitive nature of this inverse correlation (and 
any dispersion in the data set), the phenomenon has 
become a widely accepted reality. 

When considered collectively, one can conclude that 
physician compensation and clinical production are 
correlated to some extent, but that correlation is not 
linear. Instead, given the decreasing per-unit rates, the 
correlation is likely best described as a curve-shaped 
relationship, rather than a straight line. At least one 
survey provides users the ability to see the best fit 
straight line, using linear regression techniques, and 
critics argue that it shows that the correlation is very 

Arguments that hospital-owned practices should 
behave similarly to private practices ignore 
many aspects of physician practices.
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weak and noisy.13 However, as suggested, a line deter-
mined from linear regression is likely to exhibit weak 
correlation, precisely because the relationship actually 
does not behave like a straight line at all. If users had the 
ability to analyze the data further, the true shape of the 
relationship might be able to be plotted, and it could be 
useful to demonstrate how the data behaves and make 
judgments about reasonable compensation rates. To 
date, the surveys have only provided access to limited 
portions of the data, and so outside observers have 
never been able to complete that analysis. 

The important point here is that the lack of a strong lin-
ear correlation between two datasets does not imply the 
data are not correlated at all. While it cannot be proven 
from the data currently available, it appears to be some 
type of curve would better describe the correlation, and 
in practice, this does appear to make some sense. 

Therefore, utilizing the non-linear correlation to make 
judgments about compensation may be a reasonable 
method to evaluate whether compensation is consistent 
with FMV and commercially reasonable. Reference 
to survey data uses the best data available and the 
regulatory definition of FMV has no requirement 
that comparable transactions in the marketplace be 
profitable. Instead, regulations require only that the 
parties act as well-informed parties would act in an 
arm’s-length transaction, without consideration of the 
referrals between them.14 

Claim 3: Employers Ignore Fiscal 
Responsibility

Employers are not ignoring fiscal responsibility at all; 
in fact, they are doing just the opposite. Employers 
are paying acute attention to the financial health of 
their organizations, and indeed have a fiduciary duty 
to their stakeholders to do so. For the vast majority of 
physician employers who wish to stay on the right side 
of the law, they must walk a fine line between ensuring 
their businesses are viable going concerns on one 
hand and ensuring that physician compensation is not 
determined inappropriately on the other.

For those who believe employers are ignoring fiscal 
responsibility, their central argument is that, but for the 
referrals they get from the physicians, hospitals would 
never be willing to pay physicians at the levels they do 
(even if consistent with FMV) and/or run losses on 
physician practices.15 This premise is flawed however, 
because it assumes unlawful intent is ubiquitous. There 

are many legitimate reasons employers might compen-
sate physicians at the levels frequently observed in the 
market, despite the possibility of practice losses. From 
a pure economic perspective, the present value of one 
losing investment may be higher than the present value 
of the only other viable alternatives. In other words, the 
avoidance of a larger loss is equivalent to a net gain.16

The Stark Law, in particular, does not require that a 
hospital must earn a profit on every physician practice 
it operates if the hospital has a good business reason to 
run a loss in a given situation.17 The Stark Law merely 
requires that most payments to physicians be consistent 
with FMV, commercially reasonable, and not take 
into account the volume or value of referrals from the 
physicians.18

As stated above, there are many legitimate reasons for 
an employer to operate a physician practice at a loss, 
include the following: 

1.  Some physician arrangements truly are cost 
centers for a facility in that the hospital will never 
make money from the arrangement, but cannot 
operate without them. A perfect example is physi-
cian call coverage: hospitals do not profit from 
paying physicians to provide call coverage, but 
they pay for it anyway, because the EMTALA law 
requires hospitals to provide coverage whenever 
possible to stabilize patients that present to the 
hospital with emergent conditions, rather than 
turning them away.19 A similar argument could 
be made for hospital-based physicians, who are 
frequently subsidized by hospitals, because a 
hospital cannot operate without them. 

2.  As stated above, situations such as poor payor mix, 
or low volume (e.g., in rural areas) can contribute 
to losses. In rural areas, hospitals may not 
otherwise be viable, but the community may ulti-
mately want to have a hospital, rather than force its 
residents to travel long distances for hospital-based 
care. Thus, the community subsidizes the hospital’s 
operations, despite the low volume. Referrals have 
little or no influence on that situation. 

3.  In some situations, multiple physicians may be 
needed to have a viable program. In neurosurgery, 
for example, the demands on the physicians and 
the need to cross cover for time that a surgeon 
may be unavailable necessitate multiple providers; 
however, if patient volumes would otherwise 

There are many legitimate reasons employers might compensate 
physicians at the levels frequently observed in the market, despite 
the possibility of practice losses.
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not support the minimum number of physicians 
needed to operate a viable service line, then that 
service line may need to run at a loss. That may 
give rise to questions as to whether the services 
should be offered at all in a given location, but in 
many cases, non-economic considerations justify 
offering these services at a loss (distance to the 
nearest alternative, etc.). 

4.  Similarly, third-party payor contracts, which are 
often a function of the relative leverage—or lack 
thereof—that hospitals have over payors in a given 
market, may impact profitability. Poor collections 
efforts by the employer can affect profitability, too. 
Neither of these factors have anything to do with 
the employed physician’s referrals. Additionally, 
whether or not hospitals have meaningful leverage, 
they may approach negotiations of third-party 
payor contracts with somewhat different priorities 
than private practices have, given hospitals’ other 
operational considerations. Ultimately, these other 
considerations can lead to disparities that have 
nothing to do with referrals from their employed 
physicians. 

5.  Finally, competition with other local hospitals 
can potentially impact the options available to a 
hospital in its efforts to remain competitive in its 

market, regardless of the possibility of referrals. 
That is not to suggest that local competitors’ 
actions can definitively establish FMV of physician 
compensation in the market. In fact, it is common 
to mostly avoid consideration of local market data, 
because of the small sample size and the risk that it 
may not be comparable (or compliant) at all. But, 
even if other hospitals’ actions may not, by them-
selves, determine FMV, their actions may impact 
the market conditions anyway, even if the subject 
hospital determines that it is unable to match its 
competitor. It certainly could warrant situations 
where an employer is under market pressure to 
pay something additional (not necessarily what 
the competitor pays, but more than they would 
otherwise pay) to attract any physicians at all to 
work for them. 

Perhaps prior guidance was misunderstood in 
part because the term “commercial reasonable-
ness” had never been formally defined in the  
regulations, leading to frequent speculation 
about its meaning.
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New CMS Guidance on Losses in 
2019 Proposed Regulatory Changes

Recently, CMS clarified its position that a transaction 
need not be profitable to be considered commercially 
reasonable, citing some of the same rationale discussed 
in this article. However, although CMS claimed that its 
position on this actually had never changed, the agency 
admitted that a “widespread misconception” existed 
among many stakeholders regarding prior guidance. 20

Perhaps prior guidance was misunderstood in part 
because the term “commercial reasonableness” had 
never been formally defined in the regulations, leading 
to frequent speculation about its meaning. In particular, 
the Department of Justice and many qui tam relators on 
behalf of the United States have regularly argued that 
practice losses are evidence that physician compensa-
tion exceeds FMV, and the associated courts hearing 
their cases have often agreed with those assertions.21 
Although the newly proposed CMS regulatory defini-
tion closely mirrors language from prior commentary,22 
it also includes the specific new statement that “An 
arrangement may be commercially reasonable even if it 
does not result in profit . . . .”23

Conclusion

When a practice might incur losses, physician 
compensation will certainly require extra scrutiny and 
solid documentation of the employer’s rationale and the 
factors influencing the compensation decision. In some 
cases, compensation may need to be set with consid-
eration of the possibility of practice losses. Despite 
that, for the reasons outlined herein, physician practice 
losses are not always inherently suspect, nefarious, or 
even irresponsible. Rather, such losses are often more of 
a “necessary evil,” and are often rightly defensible and 
justifiable under the circumstances. 

The author wishes to gratefully acknowledge Jim D. Carr, 
ASA, MBA at HealthCare Appraisers for his assistance in 
reviewing this article.

Endnotes

1.  Here, the term “government” mostly refers to the Depart-
ment of Justice and courts in qui tam cases, as will be 
discussed in further detail below. In contrast, the Centers for 
Medicare & Medicaid Services (CMS) has recently taken the 
opposite position, which will also be discussed further below. 

2.  The 2019 Medical Group Management Association (MGMA)
Cost Survey shows various statistics regarding expenses as a 
percentage of total medical revenue, and for many specialty 
categories, a significant percentage (sometimes more than 
50%) of respondents report expenses that exceed total 
medical revenue. In many cases, the physician costs alone 
exceed corresponding total medical revenue (before factor-
ing in other practice expenses). Similarly, the 2019 MGMA 
Physician Compensation and Production Survey calculates 
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The associated CMS commentary indicated that the intent 
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qualifying as a group practice; see CMS discussion at 84 Fed. 
Reg. 55799- 55802 (Oct. 17, 2019). 

5.  See Emergency Medical Treatment and Labor Act (EMTALA), 
42 U.S.C. § 1395dd et seq.

6.  See Kimberly Amadeo, Why Preventive Care Lowers Health 
Care Costs (updated May 28, 2019), https://www.thebalance.
com/preventive-care-how-it-lowers-aca-costs-3306074, 
citing CDC data from Emergency Room Use Among Adults: 
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Interview Survey1Emergency Room Use Among Adults Aged 
18–64: Early Release of Estimates From the National Health 
Interview Survey, January–June 2011 (May 2012), https://
www.cdc.gov/nchs/data/nhis/earlyrelease/emergency_
room_use_january-june_2011.pdf. 

7.  A rural hospital may also be among the largest employers 
in its community, giving the local stakeholders yet another 
reason (unrelated to designated health services referrals) to 
take steps to encourage its continued existence. 

8.  In the commentary to the Stark Phase III regulations, CMS 
stated that “Reference to multiple, objective, independently 
published salary surveys remains a prudent practice for eval-
uating fair market value”; 72 Fed. Reg. 51015 (Sept. 5, 2007).

9.  See Timothy Smith, CPA, ABV, Physician practice losses: 
Red ink from the misuse and abuse of physician com-
pensation survey data, https://mgma.com/resources/
financial-management/physician-practice-losses-red-ink-
from-the-misuse (accessed on Feb. 12, 2020). See also 
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of physician compensation, BVR HealtHcaRe WiRe NeWs, 
Mar. 2018; https://www.bvresources.com/blogs/healthcare-
wire-news/2018/03/15/survey-says-alternative-approach-
to-the-fair-market-value-of-physician-compensation 
(accessed Feb. 12, 2020).

10.  Statisticians use various types of mathematical analyses to 
determine if any relationship exists between two variables in 
a data set (e.g., whether compensation and production are 
correlated), and how strong or weak that relationship is. An 
analogy that is frequently used to explain the mathematical 
concepts in more simple terms is one of a radio receiver that 
is trying to pick up the “signal” representing the relationship 
present in the data, and filter out the associated “noise” in 
the data set that could be distorting or obscuring the signal. 
Sometimes little or no apparent signal exists, but often a 
discernable signal may exist, but may be weaker or difficult 
to notice, if there is lots of noise in the data obscuring the 
signal. This analogy (signal and noise) will be used throughout 
this section to simplify the mathematical explanation of how 
physician compensation data sets behave. 

11.  The reasons for this behavior are not entirely clear, but ob-
servers have suggested several possible explanations. First, 

low producers often receive a guaranteed minimum salary 
(regardless of production) and may also perform numerous 
non-clinical duties reducing their clinical production (but not 
their aggregate work effort). Similarly, the high producers may 
be subject to compensation caps in some cases and may 
also need to incur higher costs to be capable of producing at 
the very highest reported levels of clinical production. 

12.  See 2013 MGMA Physician Compensation and Production 
Survey at 10-11. See also Smith & Dietrich, BVR/AHLA Guide 
to Healthcare Industry Compensation and Valuation (2012), 
Chapters 39-40, for extensive discussion of this phenom-
enon.

13.  See Smith & Dietrich, BVR/AHLA Guide to Healthcare Indus-
try Compensation and Valuation (2012), Chapters 39-40, for 
discussion of the MGMA survey best fit line data. See also 
Timothy Smith, CPA, ABV, Physician practice losses: Red 
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survey data, for discussion of why the data is considered by 
some to be a weak indicator of correlation; https://mgma.
com/resources/financial-management/physician-practice-
losses-red-ink-from-the-misuse (accessed on Feb. 12, 
2020).

14. 42 C.F.R. § 411.351.

15.  See Timothy Smith, CPA, ABV, Physician practice losses: 
Red ink as a red flag for regulatory/enforcement risk, for 
discussion of the various arguments that have been made 
in whistleblower cases and elsewhere that practice losses 
imply nefarious intent of the parties; https://mgma.com/
resources/financial-management/physician-practice-loss-
es-red-ink-as-a-red-flag-f (accessed on Feb. 12, 2020). See 
also Timothy Smith, CPA, ABV, Physician practice losses: 
How much red ink can a health system afford?, https://
mgma.com/resources/financial-management/physician-
practice-losses-how-much-red-ink-can-a (accessed on 
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55790 (Oct. 17, 2019).

18. 42 C.F.R. § 411.357.

19. See supra note 5.

20. 84 Fed. Reg. 55790 (Oct. 17, 2019).
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