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I. Introduction'?

For healthcare providers, and in particular for hospitals and physicians, 2015 was an interesting year that
was full of surprising twists and zigzagging transactional trends. In the first half of the year, new legislation
in the form of the Medicare Access and CHIP Reauthorization Act (“MACRA”) promised radical
transformation in the way physician services are reimbursed, and also some significant changes for
hospitals, including what seems like encouragement for previously-proscribed gainsharing arrangements.
Later in the year, the Bipartisan Budget Act of 2015 brought unexpected change to the rules governing
Medicare payment for off-campus outpatient hospital services, with potentially significant implications for
pending transactions and future hospital expansion. In between, the United States Department of Health
and Human Services (“HHS”) issued several potential “game changing” regulatory releases, including new
proposed (and then finalized) changes to the Stark law regulations, significant additional new guidance on
activities related to gainsharing, and also newly proposed guidance regarding participation in the 340B drug
pricing program.

As 2016 progresses, physicians and hospitals face a number of significant changes. Many of the changes are
a result of the aforementioned developments of 2015. Some relate to the ongoing post-Affordable Care Act
evolution of “value-based payments” for health care services. Others relate to changes in the regulatory
enforcement environment. This whitepaper provides an overview of the changes facing hospitals and their
physician medical staffs, and provides some tips for hospitals seeking to navigate the new landscape,
particularly as they consider clinical integration with other providers and other aligning ventures.

Regulatory Landmarks of 2015

e DHH announces a goal of tying a substantial portion of Medicare payments to measures of quality
and value in the next two to three years.

e MACRA/SGR legislation heralds a transformation in the ways providers are paid, and signals changes
in the government’s enforcement priorities.

e The Bundled Payments for Care Improvement (“BPCI”) project expands, with participation in the
Comprehensive Care for Joint Replacement model (“CJIR”) to become mandatory for certain
providers in 2016.

e New 340B interpretive guidance is issued for comment. If implemented as proposed, the guidance
may narrow the applicability of 340B drug discounts, with the potential for significant financial
impact to hospitals accessing the 340B program. Final regulations are currently expected in the fall

! The authors thank Kelly Anderson, Esq. (Associate General Counsel, Baptist Health, Louisville, KY), Jamie Mclintyre, JD.
(Manager, HealthCare Appraisers, Inc., Delray Beach, FL), and Robyn Revelson, Esqg. (In-House Counsel, Kettering
Health Network, Miamisburg, Ohio) for their contributions to this whitepaper.

® This whitepaper does not provide and should not be relied on as legal, valuation, business or other professional
advice. All opinions and recommendations in this paper are general in nature and not specific to any particular
circumstance. Such opinions are personal opinions of the authors and do not necessarily reflect those of the authors’
current or former employers or clients.
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of 2016.

e The 2016 Medicare Physician Fee Schedule brings the first significant changes to the Stark Law
regulations in several years. The changes include new Stark Law exceptions for physician timeshare
arrangements and for hospital payments to a physician to recruit a non-physician provider.

e The Department of Justice (“D0OJ”) releases the “Yates Memo,” indicating that, as matter of policy, it
will seek to identify individual accountability and culpability when investigating claims of corporate
violations.

e The Bipartisan Budget Act of 2015, signed into law on November 2, 2015, contains provisions that
will exclude any off-campus hospital outpatient department (“HOPD”) formed after that date from
reimbursement under Medicare’s outpatient hospital prospective payment system (“OPPS”) starting
after December 31, 2016.

Selected Sample of 2015 Government Settlements Involving Claims of Transactions that Were Not Fair
Market Value, Not Commercially Reasonable and/or Took Into Account Volume or Value of Referrals

e Citizens Medical Center (Texas) - $21.8 million settlement; included claims made against hospital
administrators

e Mercy Health Springfield Communities (Missouri) - $5 million settlement with health system

e Columbus Regional Health (Georgia) - Up to $35 million to be paid by health system (depending on
contingencies), and an additional $425,000 to be paid personally by a physician defendant

e North Broward Hospital District (Florida) - $69.5 million settlement with health system

e Adventist Health System (Florida and Georgia) - $118 million settlement with health system, $115
million to go to the Federal government and the remainder to state governments

e Tuomey Healthcare System (South Carolina) - $72.4 million settlement with health system after an
appeals court upheld a $237 million government verdict against the health system

e Memorial Health System of Savannah (Georgia) - $9.8 million settlement with health system

The Clinically-Integrated, Value-Focused World: Page | 2
2015 in Review and Seven Tips for 2016 and Beyond



=FOLEY HealthCare Appraisers

INCORPORATETD
FOLEY & LARDNER LLP

II. Transaction Trends of 2015

We’ve identified three broad categories of hospital transaction trends from 2015: (1) consolidation, (2)
clinical integration and alignment, and (3) adoption of transformational compensation models. Each is
discussed below.

1) Consolidation

2014 was defined by its high volume of hospital mergers and physician practice acquisitions. Arguably, the
major trend of 2014 was consolidation. During 2015, the consolidation trend continued with gusto.
However, a key takeaway from 2015 was that many consolidation transactions, including acquisitions, are
becoming more complex, with more potential implications to consider. These transactions may implicate
antitrust laws, fraud and abuse laws, state corporate practice of medicine restrictions, and a variety of other
laws and regulations applicable to health care providers. Such transactions are also subject to a variety of
new business considerations based on changes in the marketplace and the regulatory landscape.
Regardless, they remain popular and important avenues for expanding services and achieving coordination
and efficiencies in care delivery. The table below illustrates some of the threshold business considerations
in embarking on a consolidation transaction.

Key issues in consolidation transactions and potential deal breakers:

e Due diligence

e Electronic health records/IT platform and interfaces

e Operational integration

e Timing and respecting existing arrangements (i.e., space leases)
e Governance/decision making

e Restrictive covenants, exclusivity and right of first refusal

e Duration/Unwind

e Changing economics/payor policies

2) Clinical Integration and alignment

Most indications are that the Medicare program will continue to implement payment rule changes to
incentivize quality and cost-effectiveness in healthcare services. In January 2015, HHS announced its goal of
tying 30% of traditional, fee-for-service Medicare payments to quality or value through alternative payment
models, such as Accountable Care Organizations (“ACOs”) or bundled payment arrangements, by the end of
2016, and tying 50% of payments to these models by the end of 2018. HHS also announced a goal of tying
85% of all Medicare payments to quality or value by the end of 2016, and 90% by 2018, through programs
such as the Readmissions Reduction Program and Hospital Inpatient Value Based Purchasing Program. An
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HHS press release of January 2016° indicates that HHS continues to pursue these goals and believes that it is
on track to achieve them. With passage of MACRA in 2015, the Centers for Medicare and Medicaid Services
(“CMS”) was directed to develop and implement a Merit-Based Payment System (“MIPS”) and alternative
payment models (“APMs”) for physicians, and to accelerate or at least maintain the “path to value” in
Medicare payment rules for hospitals. Since history suggests that private payors and state Medicaid
programs follow the lead of the Medicare program with respect to payment policies and programs, these
developments in the Medicare program suggest that quality and “value” are likely to become increasingly
important focal points as healthcare evolves from this point.

Medicare’s Value Initiatives

Medicare Descriptiam
Initiative

HIVBPP Provides for annually increasing withhalds and penalties in hospital DRG payments;
hiospitals marn back the withholds and avold penalties by performing well on key |npatient
guality measures, including rates of hospital acguired Infections and other conditions that
are considered "preventabla”

IOQRP Expanding reparting requirements for HACs and other inpatient adverse events ; reported
Infarmation will be publicly accessible, including ta patients and third parly payors

PORS Program of incentive payments (“carrots”) and payment adjustments [“sticks") for
reporting of care quality measures by healtheare practitioners

RRP Imposes payment penalties on hospitals for high rates of readmission within 30 days;
applies to admissions/readmissions of patients with an expanded list of conditions

HACS Mon-payment pollcies (with reduced DRG payments) for inpatient stays that result (n HACs

MSSP Provides financial incentives (in the form of a share of Medicare's savings) to groups of

Medicare providers wha collaborate through an accountable care organization (ACO) ta
ryccessfully manage the cost and guality of care for an assigned group of Medicare
beneflclaries

> HHS press release, January 26, 2015
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The World After MACRA (Graphic by CMS)

New HHS Goals:

The law also provides incentives
for participation in Alternative
Payment Models via the bonus
payment for Qualifying APM
Participants (QPs) and favorable
sconng in MIPS for APM
participants who are not QPs.

] All Medicare fee-for-service (FF5) payments (Categories 1-4)
m Medicare FFS payments linked to guality and value {Categories 2-4)
— Medicare payments linked to guaiity and value via APMs (Categories 3-4)

-

': . Medicare payments to QPs in eligible APMs under MACRA

o

In 2015, there seemed to be growing interest and activity focused on joint ventures, affiliations,
partnerships, and formation of clinically integrated networks (“CINs”) and other collaborative ventures that
bring hospitals and other providers together in a legally-compliant way to pursue common objectives, but
allow them to retain certain financial and operational independence. CINs, in particular, are being explored
a number of hospitals as a means to foster coordination of care among independent providers and, thereby,
help ensure healthier patients and better outcomes in hospital care. Unlike other aligning ventures, such as
the traditional service-line co-management arrangement, which generally involves a select group of
physicians managing a single healthcare service line, a CIN may align providers across the spectrum of care,
including the front-line primary care providers whose management of patient care processes can be
instrumental in achieving the triple aim of improving the experience of care, improving the health of
populations, and reducing the per capita cost of health care. Participation in a successful CIN may foster
substantial improvement in a hospital’s achievement on measures of quality and value, either indirectly by
contributing to a healthier patient population that has lower rates of hospital-acquired conditions and
readmissions, or directly through the CIN’s contributions to a formal “Hospital Quality and Efficiency
Program” or other program that directly incentivizes independent providers to work to improve quality and
efficiency in hospital care.
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Still, establishing and/or participating in a CIN may require substantial financial outlay, including for the
information technology and other infrastructure that are essential for performance tracking, and for legal
and other professional advice to help navigate antitrust considerations, tax exemption implications, privacy
and security regulations, and other applicable laws and regulations. Various Federal and state laws may be
implicated by the development and operation of the CIN and the distribution of incentive payments through
the network. In short, there are myriad issues that make the establishment of and/or participation in a CIN
a complex undertaking. However, the long-term benefits of being part of a successful network may be quite
substantial, particularly if healthcare continues to evolve as expected and the market’s competitive forces
change as expected.

The various factors that are encouraging hospitals to focus on quality and value are not only increasing
interest in broad initiatives such as CINs, but also increasing interest in more service-specific provider
alignments, such as service-line co-management arrangements, departmental gainsharing, and various
types of provider partnership and affiliation agreements.

In 2015, several new trends emerged in the long-popular concept of co-management. Among them was a
shift toward quality-focused incentives in these arrangements, and inclusion or layering of gainsharing with
the “traditional” co-management structure, particularly after MACRA modified the prohibition on paying
physicians for reducing services.

There also seemed to be an increase in the volume of “alternative” collaborative ventures. Some of these
alternative ventures were co-branding or integrated care arrangements with specialized service providers,
such as providers of home care or palliative care. Others were affiliation agreements, such as between small
community hospitals and larger academic research centers that could offer access to cutting edge research
and best-in-their-field physicians. Generally, these types of arrangements, appropriately implemented, may
allow hospitals to cost effectively increase the scope and quality of their services by partnering with other
service providers and efficiently positioning themselves for the new, value-based reimbursement landscape.

As 2016 unfolds, it seems that hospitals are continuing to carefully consider how their operations and
arrangements can put or keep them on the “path to value.” Although none of us has a crystal ball, it seems
likely that the trends of 2015 will continue, and that there will be more collaboration and creativity in
service offerings in attempts to provide better care at lower cost. This may mean new and different streams
of compensation for providers, particularly if “pay-for-performance” models continue to become more
pervasive and “incentive” payments replace or are layered with traditional forms of services
compensation... which brings us to the third trend of 2015.

3) Changes in existing compensation plans to incentivize value

Increased emphasis on measures of quality and value by healthcare payors has been affecting even
commonplace and longstanding hospital agreements, including employment agreements, medical director
agreements, and exclusive and non-exclusive professional services agreements. Hospitals are increasingly
incorporating quality and value incentives into their service agreements, sometimes putting a certain
amount of compensation at risk based on achievement of specific quality and value targets.

The Clinically-Integrated, Value-Focused World: Page | 8
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Throughout the marketplace, the structuring and criteria for incentive compensation varies based on a
variety of factors. This is perhaps expected, given the varying cultures, economics and business practices of
organizations. However, the dynamic nature of the regulatory environment, coupled with the recent
intensity of regulatory scrutiny (and magnitude of financial exposure for subjects of that scrutiny), suggests
that innovative, unique or unusual compensation arrangements should be approached and reviewed
carefully. “Innovative” performance measures or overlapping incentive arrangements may be reasonable
and desirable for a variety of reasons, and in an appropriate context and compensation model, they may be
important to advancing achievement of the goals that government regulation exists to promote. However,
if not carefully considered and structured, they can also be pitfalls for ensuring fair market value and
commercially reasonable compensation. Compensation that is not fair market value and/or not
commercially reasonable is a potential regulatory red flag and may give rise to significant liability for both
corporate and individual actors.

III.  The Regulatory Enforcement Minefield

Hospitals face a paradox: on the one hand, government policies are encouraging new activities to promote
quality and cost-effectiveness in healthcare delivery, including new provider compensation and incentive
models that may incent quality and cost-effectiveness. On the other hand, there is unprecedented and
often harsh scrutiny of arrangements between and among healthcare providers, in particular, those that
involve compensation or incentives that are out of the ordinary and seem untested.

There was a great deal of attention-getting regulatory enforcement activity in 2015, including a “Fraud
Alert” in which the Office of Inspector General of HHS warned that it will take adverse action against
physicians when their compensation arrangements are not legally-compliant. There were also a substantial
number of lawsuits filed against and/or settled with hospitals and their affiliated physicians and employees
under the Federal False Claims Act. Both the volume and settlement amounts of False Claims Act cases
involving healthcare providers has been increasing. Where, just a few years ago, Bradford Regional Medical
Center made news with a settlement of $2.75 million, in 2015, a hospital settlement exceeded $115 million.
Late in 2015, the government released the “Yates Memo,” indicating that, as matter of policy, DOJ will seek
to identify individual accountability and culpability when investigating claims of wrongdoing within a
corporate organization. The Yates Memo could merely be a restatement of existing policy, and may not
actually signal a change in government policy. However, in the current regulatory environment, in which
transactional structure and compensation are focal points for scrutiny, the timing of the Yates Memo raises
questions about the stakes for individual corporate managers, officers and stakeholders who are involved in
complicated transactions.

This being the case, it seems useful to have an understanding of the recent trends in allegations and
resolution of enforcement actions against hospitals. These include:

e Focus on physician compensation, particularly stacking of compensation that leads to high
aggregate compensation amounts;

e Focus on fair market value, including the selection of fair market value benchmarks and the quality
of fair market value reports;

e Focus on the accuracy, reliability and completeness of information provided to valuation analysts
and other advisors (for example, the number of physicians’ personally performed wRVUs)
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e Questioning of commercial reasonableness of compensation arrangements when reasons for the
arrangement are not well documented;

e Hospital losses or failure to make a profit construed as evidence of non-fair market value, non-
commercially reasonable compensation;

e Tracking of hospital referrals and contribution margins construed as evidence of illegal behavior;

e “Unlikely” whistleblowers, such as physicians and hospital employees who were once stakeholders
in a deal; and

e Settlements and liabilities, including legal fees, in staggering amounts.

With these trends as the backdrop, we have seven tips for hospitals as they enter this next phase of value-
based payment and consider their options for competing in the value-based world:

IV. Seven Tips for Hospitals
1) Remember the Triple Aim!

The Triple Aim encompasses three tenets: (1) improve the patient experience; (2) improve the health of
populations; and (3) reduce the per capita cost of care. These tenets are the new drivers of value and
transactional trends in healthcare. Increasingly, fair market value and commercial reasonableness may be
tied to the potential for advancing these tenets.

2) Productivity is important, but so are quality and value.

Survey data from the Medical Group Management Association (“MGMA”) indicate that 100% productivity-
based compensation models are on the decline for physicians. Although productivity will probably always be
important, with the healthcare marketplace shifting focus to quality and value, hospitals may benefit from
active planning to ensure that they are able to meet or exceed benchmark standards of quality and value.
This may require re-evaluation of existing business practices and compensation arrangements with
physicians and other providers, with an eye toward current trends and regulatory realities, as well as careful
consideration of the various options for consolidation, clinical integration and alignment, and new and
innovative compensation models.

3) Assume sunshine everywhere, and be prepared for when the clouds come.

Healthcare is a highly-regulated and heavily scrutinized industry. With qui tam lawsuits and related
government investigations on everyone’s mind, it seems like good practice to consider how activities may
be presented or interpreted if they become the subject of an investigation. Planning for the possibility of
scrutiny by having appropriate documentation to support decisions regarding transactions makes good
sense. The appropriate documentation may include fair market value reports, and explanations of the
“whys” of a transaction, including community needs and other reasonable business justifications.
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4) Remember that when someone loses, someone else wins, or we are all losers.

Hospital financial losses may be reasonable and expected for a variety of reasons. Some market data
indicate that certain types of services, even if legitimately needed, tend to generate losses by nature,
regardless of management. On the other hand, recent developments suggest that hospital losses that are
perpetual and result from physician compensation that exceeds revenue from physician services may
attract regulatory scrutiny. This being the case, good documentation to support the hows and whys of a
transaction may be very important if losses are expected. (See Tip #3)

5) Be reasonable.

First, given that acrimonious relationships or negotiations may breed qui tam relators, we recommend
taking a reasonable and fair approach to transaction structuring and compensation issues by ensuring
appropriate communication and transparency among stakeholders.

Second, complying with the standards for commercial reasonableness may be helpful for withstanding
regulatory scrutiny, even when a “commercially reasonable” arrangement is not explicitly required for
regulatory compliance. As such, we recommend careful consideration of the government’s guidance
regarding what constitutes a commercially reasonable arrangement, and taking steps to ensure that there
are facts and documentation to establish that a transaction is commercially reasonable. The price tag for
being “unreasonable” — both corporate and individual — could be very high.

6) Always remember “the Devil is in the details.”

As healthcare evolves, there are various reasons for hospitals to reevaluate and, in some cases, change the
way they do business and the types or focus of the relationships and transactions that they enter into. This
makes for novel and interesting challenges, particularly given the complexity and intensity of the legal and
regulatory scrutiny that we have seen over the last few years. We recommend that hospitals be mindful of
the old adage that “garbage in = garbage out.” Incomplete or inaccurate information may result in faulty
assessments of arrangements, including their fair market value, commercial reasonableness and regulatory
implications. Context is important to interpretation of facts, and an incorrect or incomplete understanding,
communication or evaluation of details can lead to pitfalls in the event of scrutiny or an investigation later.
In transactions, as in most things, little details can have a big impact.

7) Don’tgoit alone.
There are two points underlying this tip:
(i)  The new realities of healthcare are such that comprehensive, coordinated care for populations is
widely regarded as a lynchpin for future financial viability, and collaborative approaches to care

delivery- for example, through clinical integration with other providers and/or affiliations and
partnerships—can be important for surviving and thriving.
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(i)  Given the rapidly changing marketplace, as well as the regulatory environment and related pitfalls,
identifying and working with advisors who are appropriately informed and who have specialized
expertise in health care, including appropriately experienced valuation analysts and counsel, may be
a smart investment for creating and implementing a compliant transaction. In transactions, as in
most things, good decisions are informed decisions.

For additional information, contact:

e Andrea Ferrari, Esq., MPH | HealthCare Appraisers, Inc. | AFerrari@hcfmv.com
e Adria Warren, Esq. | Foley & Lardner | AWarren@foley.com
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