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The number of hospital-
employed physicians 
continues to grow 

through the acquisition of medi-
cal groups and recruitment of 
new physicians into employment 
arrangements. A provision of 
many medical group transactions 
requires the acquiring hospital to 
maintain existing compensation 
policies. However, the hospital 
must ensure that the compensa-
tion plan is appropriate and com-
mercially reasonable and, as such, 
should assess the extent to which 
the remuneration of each newly 
acquired physician meets fair 
market value (FMV).

The Internal Revenue Service 
(IRS) and Department of Health 
& Human Services both offer 
legal definitions of FMV. The 
definitions are similar, and both 
revolve around the notion that 

FMV is the result of two parties 
negotiating in an arm’s-length 
transaction, in full knowledge 
of the facts. Although these 
definitions provide a nice way 
of thinking about FMV at a 
conceptual level, they are of no 
practical use in determining 
whether a specific arrangement 
will pass muster under regula-
tory scrutiny. In the absence 
of clear regulatory guidance 
regarding FMV, hospitals must 
draw upon practical experience 
in physician compensation 
matters and benchmark data 
from relevant industry surveys to 
assess FMV. 

Determining fair market value
Several considerations should 
guide a hospital’s determination 
of whether a particular physician’s 
compensation is FMV.

■ Overall compensation
By itself, overall compensation is 
not a reliable indicator of FMV. 
However, investigations dealing 
with FMV issues have consistently 
focused on the most highly paid 
physicians. Typically, these physi-
cians’ incomes must be reported 

on the organization’s IRS Form 
990, making their compensation 
a matter of public record and 
an easy target for investigators. 
Therefore, the more highly a 
physician is compensated, the 
greater the risk to the employer 
and the more important it is to be 
able to demonstrate that his/her 
compensation is consistent with 
the market.

■ Physician productivity
In the majority of cases, individ-
ual physician productivity is the 
single most important variable in 
determining FMV compensation 
within a given specialty. Produc-
tivity has a dramatic impact on 
the economics of the physician’s 
practice. As such, productivity-
based compensation formulas 
have become the dominant model 
among larger group practices and 
hospital-employed physicians. 
Therefore, assessments of FMV 
are typically meaningful only to 
the extent that they mirror the 
market by taking the physician’s 
productivity into account.

Exceptions to this rule exist, par-
ticularly in the case of specialties 
that do not generate their own 
patient volumes (e.g., anesthe-
siology, emergency medicine) 
or when insufficient patient 
demand exists to generate higher 
volumes. In these cases, hospitals 
should rely more heavily on 
overall compensation levels as 
the measure of FMV.

Reviewing 
compensation of 
newly acquired 

physicians
By John N. Fink and David A. Wofford
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■ Local market considerations
When assessing FMV, the best 
benchmarking data sources avail-
able should be used. However, 
even with the best available data, 
an element of uncertainty remains 
when gauging the market, because 
of sampling errors and the fact 
that external data sources cannot 
account for every relevant variable. 
In some markets, a single hospital 
or medical group may effectively 
define the market. Therefore, 
although external benchmarks 
should be used to validate FMV, it 
should also be recognized that the 
actual compensation experience— 
particularly the physician’s pre-
acquisition earnings—is a relevant 
indicator of the local market. 

■ Unusual circumstances
In some cases, external data 
sources are not sufficiently 
applicable to the compensation 
arrangement in question. For 
example, some physicians have 
skills and qualifications that 
are so unusual that comparable 
benchmarks do not exist. Fur-
thermore, some clinical programs 
require a minimum number of 
practitioners for call coverage and 
other considerations, even though 
volumes may be insufficient to 
sustain full productivity for them. 
Because these physicians are likely 
to require market-competitive 
salaries, higher compensation rela-
tive to productivity may occur. In 
instances where unusual circum-
stances arise, heavy reliance on 

benchmarking data to determine 
FMV may not be appropriate.

■ Private practice
The legal definitions of FMV con-
template an agreement between 
two parties that is consistent with 
general market conditions. There-
fore, an applicable test of FMV is 
to compare the arrangement to a 
physician’s potential earnings in 
private practice. If the physician 
has the ability to earn similar or 
higher income in private practice 
in the applicable general market, 
then this would suggest that the 
compensation arrangement meets 
FMV. For example, if a physician 
is generating a certain compensa-
tion level in private practice and 
then becomes employed in that 
same market and at that same 
level of compensation, this would 
correlate to FMV.

Evaluating compensation
The two-step process described 
below provides hospitals with a 
simple but effective method to 
evaluate the compensation of 
newly acquired physicians. 

Step 1: Initial screen
The first step involves an initial 
screen to identify those physicians 
who are at risk for receiving com-
pensation greater than FMV. This 
can be particularly helpful when 
hospitals acquire large medical 
groups and/or if a determination 
needs to be made as to whether to 
refer the FMV assessment to an 

outside expert. Step 1 consists of 
the following activities:
1. Determine the average decile 

ranking of each physician’s 
compensation relative to 
benchmarks. For example, 
two surveys may be used as 
benchmarks. Assuming a phy-
sician’s compensation is at the 
62nd percentile of the first 
survey (i.e., the 7th decile) 
and the 72nd percentile of the 
second survey (i.e., the 8th 
decile), then the physician’s 
average compensation decile 
ranking is 7.5.

2. Determine the average decile 
ranking of each physician’s 
compensation per work 
relative value unit (WRVU) 
relative to benchmarks. In 
this example, we will assume 
that the physician’s compensa-
tion per WRVU is at the 45th 
percentile (i.e., the 5th decile) 
and 55th percentile (i.e., the 
6th decile), respectively. Thus, 
the physician’s average com-
pensation per WRVU decile 
ranking is 5.5.

3. Sum the compensation and 
compensation per WRVU 
rankings. For this example, the 
sum of 7.5 and 5.5 is 13.0.

4. Refer any arrangement that 
results in an average decile 
ranking greater than a predeter-
mined level to Step 2 below. In 
most situations, an overall score 
of 15 will serve as an appropri-
ate cutoff point for screening, 
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because it represents the mini-
mum reasonable threshold at 
which FMV issues might arise. 
For example, a physician with 
compensation at the 71st per-
centile and compensation per 
WRVU at the 61st percentile 
would be in the 8th and 7th 
deciles, respectively, thereby 
earning a score of 15. This 
physician would be included 
for further review even though 
his/her compensation may be 
well within the normal range. 

5. Refer any arrangement in 
which compensation is greater 
than a predetermined threshold 
(e.g., the 90th percentile) to 
Step 2 below. In select cases, 
it is possible for a physician to 
be compensated at high levels 
while still receiving a score of 
less than 15. For example, a 
physician could earn above 
the 90th percentile (i.e., the 
10th decile) while having 
compensation per WRVU that 
is below the 5th decile based 
on very high WRVU produc-
tivity. Therefore, to ensure 
that all arrangements for the 
highest-earning physicians are 
reviewed, the screening criteria 
should include any physician 
whose compensation is above 
the organization’s maximum 
threshold, regardless of his/her 
overall score.

6. Refer any arrangement in 
which compensation per 
WRVU is greater than a 
predetermined threshold 

to Step 2 below. As previ-
ously mentioned, physician 
compensation is best viewed 
within the context of pro-
ductivity levels. Accordingly, 
compensation per WRVU 
is an appropriate metric for 
evaluating the reasonableness 
of a physician’s income. Any 
compensation arrangement 
that results in compensation 
per WRVU greater than the 
organization’s maximum 
threshold (e.g., the 75th 
percentile) should be further 
evaluated, regardless of the 
overall score. This category 
is intended to identify those 
physicians who have low 
WRVUs coupled with more 
typical compensation levels.

Figure 1 illustrates the possible 
scores under this methodology, 
as well as the screening criteria. 
The shaded areas represent 

compensation arrangements that 
would receive further review.

These criteria are designed to 
include some physicians who, by 
definition, meet FMV without 
further review. For example, 
compensation above the 90th 
percentile may not by itself signal 
an FMV issue, because many 
physicians produce at a rate that 
justifies this level of earnings. 
Similarly, an overall score above 
15 may not indicate above-market 
compensation; rather, this could 
result from a high-producing 
physician whose compensation 
per WRVU is only somewhat 
above the median. The criteria 
should be designed to reflect 
the organization’s compensation 
and FMV philosophy, while also 
considering guidelines that have 
been provided via external experts 
(e.g., valuation firms, Office of 
Inspector General opinions, etc.).
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Figure 1: Example of Compensation Scoring Methodology
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Step 2: Assessment of select 
arrangements
The compensation arrangements 
that are identified in the initial 
screen as requiring further review 
should be evaluated to determine 
if additional factors relating to the 
physician’s compensation arrange-
ment may justify the compensa-
tion levels being analyzed. These 
factors may include the following.

■ High collections
Physicians may earn very high 
overall compensation levels 
because their practices generate 
high professional fee collections, 
which form the basis for their 
compensation. As a result, their 
compensation per WRVU is also 
high. This is not an FMV issue, 
but simply a reflection of their 
practice economics. Physicians 
in this category are likely able to 
earn similar or higher incomes 
in private practice, which can be 
used to support an FMV range.

■ Nonclinical compensation
Because the screening criteria 
consider total compensation 
from all sources, these criteria 
frequently identify physicians 
whose compensation consists 
largely of income from nonclinical 
sources. This is because physicians 
who spend a significant part of 
their time in nonclinical activities 
tend to generate fewer WRVUs. 
Therefore, the combination of 
clinical and nonclinical income 
results in high compensation per 

WRVU. In these cases, it may be 
appropriate to analyze clinical and 
nonclinical income separately.

■ Income guarantees
Hospitals frequently offer new 
physicians an income guarantee 
for a limited amount of time 
while they develop their clinical 
practice. As a result, these new 
physicians often generate high 
compensation relative to their low 
WRVUs in the early years of their 
practice, which causes them to be 
included in the initial screen.

■ Department-based 
compensation funding

Physician compensation at the 
department level is often funded 
using the organizational and 
operational model of the depart-
ments, rather than each physician’s 
productivity. In these cases, physi-
cians within a department may 
earn similar incomes, although 
their WRVU productivity may be 
significantly different, resulting in 
some physicians with very high 
compensation per WRVU rates. 
This is justified for operational 
and clinical reasons. In these cases, 
FMV may be evaluated for the 
department in aggregate rather 
than at the individual level.

■ Unusual practice 
characteristics

In some instances, a physician’s 
practice has unusual character-
istics that reduce the validity 
of comparisons to industry 

benchmarks. For example, if a 
physician has an unusually heavy 
call burden, this would be justifi-
cation for higher compensation. 
Similarly, contracted physicians 
might justifiably be paid higher 
rates because they do not receive 
benefits from the organization. In 
these cases, the unusual practice 
characteristics and the rationale 
for considering them to be FMV 
should be documented.

Conclusion
The Office of Inspector Gen-
eral estimates that it earns $17 
for every $1 spent on health 
care investigations,1 so it is 
understandable that the Obama 
administration has increased the 
focus on health care fraud as a 
key component of health care 
reform efforts. Thus, the chances 
of being targeted for investigation 
are increasing, and documenta-
tion of FMV is a way to mitigate 
compliance risk. As hospitals and 
health systems continue to pursue 
physician alignment initiatives, 
organizations need to closely 
evaluate financial arrangements 
with physicians. ■

1. Department of Health &Human Services 
Office of Inspector General, Annual 
Performance Report, Fiscal Year 2008.




