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Added incentive

Pay packages increasingly linked to executive performance
Melanie Evans

July 31, 2006

Compensation levels for senior executives -- as well as governing boards'
willingness to make that compensation dependent on the executives' performance --
increased in 2006, again, according to Modern Healthcare's annual survey of not-for-
profit hospital and health system pay packages.

See the 2006 executive compensation charts.

The magazine's 26th annual survey of compensation for top-level, not-for-profit
healthcare executives found strong gains in salary, bonuses and benefits.
Meanwhile, incentive plans that link executive pay to financial, quality or strategic
goals also increased in 2006 from the previous year among not-for-profit hospitals
and health systems, the survey found, which is perhaps evidence of heightened
sensitivity among governing boards to regulators' scrutiny of executive compensation
practices at tax-exempt healthcare institutions.

Customized data from Chicago-based Sullivan, Cotter and Associates used in the
survey is based on compensation information on dozens of C-suite and top
management job categories. In total, Sullivan Cotter's 2006 survey includes data for
178 executive, professional and management job categories from 874 organizations:
669 hospitals and 205 health systems. That's up from 855 organizations in 2005 --
670 hospitals and 185 health systems.

Data provided for Modern Healthcare's survey include responses from only those
hospitals and health systems that participated in both 2005 and 2006. This year's
results found median overall cash compensation for chief executive officers rose at
faster rates than last year across the board among hospitals and health systems of
all sizes, with one exception: Free-standing hospitals with annual revenue of less
than $200 million saw median CEO compensation increase by 2.5%, identical to last
year's increase.

This year's big winners appear to be CEOs at system-owned hospitals. CEOs at
small system-owned hospitals reported an 8.2% boost in median compensation for
2006, compared with a drop of 3.1% a year earlier. For large system-owned
hospitals, with more than $200 million in revenue, median CEO compensation rose
12.6% compared with a 0.5% increase in 2005.

Gains in total cash compensation for CEOs in 2006 surpassed increases in their
base pay -- with the exception of free-standing hospitals -- which may indicate rising
payouts from incentive plans, says Tom Pavlik, a managing principal for Sullivan



Cotter. The firm's preliminary 2006 data show 86% of hospitals and 76% of systems
surveyed included short-term incentives in executives' compensation, compared with
81% and 74% in 2005. "We continue to see the use of annual incentive plans,"
Pavlik says. Judging from the survey results, "The plans this year were being paid
out."

Beyond traditional financial targets, hospitals and health systems most frequently
report patient satisfaction, clinical outcomes and employee satisfaction as measures
linked to executives' bonuses.

"I can say that, in my experience, tax-exempt organizations are definitely placing
greater emphasis on performance measures," says Ralph Dedong, a Chicago
healthcare attorney with McDermott, Will & Emery, in an e-mail. "And they are
skewing total pay to reflect the greater demand for achieving organization-specific
performance measures."

The shift comes as the Internal Revenue Service and the Government Accountability
Office continue to dig into tax-exempt hospitals' compensation of top executives,
including a recent IRS "soft audit" mailed to tax-exempt hospitals that sought, among
other things, information on who sets compensation and how boards evaluate
competitive salaries, bonuses and perks.

“There's a lot of sensitivity to compensation value and transparency," says Kenneth
Graham, who will become CEO of 379-bed El Camino Hospital, Mountain View,
Calif., on Aug. 7 after 12 years as head of 251-bed Overlake Hospital Medical
Center, Bellevue, Wash. Graham's experience underscores how boards have
responded to regulators' recent pressure to change compensation. Overlake formally
adopted a policy this year prohibiting loans to board members or executives, he
says. Meanwhile, Graham's new employer tweaked his compensation as incoming
CEO to eliminate some perks, such as a car allowance or company cell phone,
though the board also reduced the amount of his pay dependent on performance to
30% from 40%. Recent IRS inquiries into not-for-profits have uncovered poor
disclosure of benefits such as loans and club memberships.

Graham doesn't see scrutiny of not-for-profit executive compensation levels waning
anytime soon, he says. And he wonders if the move toward compensation disclosure
will spread from the C-suite to midlevel managers, as was the case with conflict-of-
interest disclosures, he says. "l think it's going to be a subject for quite a while."

By the numbers

For CEOs at system-owned hospitals, 2006 was a very good year. For all such
hospitals, regardless of size -- of which 238 were included in this year's
compensation report -- CEOs' median total cash compensation rose 11.9% to
$363,700 from $325,200 a year earlier.

For the 62 free-standing hospitals included in this year's comparison, median total
cash compensation for CEOs rose 4.3% to $417,400 from $400,000 in 2005. Among



the 121 health systems included in this year's report, CEOs' median compensation
rose 6.8% to $800,000 from $749,200 the previous year.

The entire C-suite made healthy gains in total cash compensation for 2006. Among
hospital executives -- notably the CEO, chief operating officer, chief medical officer,
chief financial officer and chief information officer -- half saw an 8% or higher gain in
median total cash compensation. In C-suite positions at health systems -- which also
include a chief network officer and a chief privacy officer -- half of the executives
reported a 7.1% or higher increase in median total cash compensation.

Among all titles included in Modern Healthcare's report, chief network officers saw
the largest gain in median cash compensation, 17.3%, or $361,500 in 2006, up from
$308,100 a year earlier. However, the job category garnered just eight responses. At
hospitals, both free-standing and system-owned, COOs saw the largest gains,
13.9%, for a median cash compensation of $252,600 in 2006 compared with
$221,900 a year earlier.

Other top executives also fared well. Health system CFOs saw a 7.6% increase in
median total cash compensation, to $409,600 in 2006 from $380,700 in 2005.
Hospital CFOs reported $212,400 in median total cash compensation in 2006, up
11.5% from $190,500 a year earlier.

In 2006, median base pay -- which excludes bonuses, perks and benefits -- rose
7.8% and 5.4% for CEOs at health systems and free-standing hospitals,
respectively. CEOs at system-owned hospitals saw a 4.1% median salary increase,
according to figures compiled by Sullivan Cotter. In 2006, half of health system
CEOs surveyed earned more than $646,600 in pay, while half of surveyed CEOs
from free-standing hospitals earned more than $390,000 and half of CEOs of
hospitals owned by a system earned more than $291,100.

Tying pay to nonfinancial performance isn't a science, as one Ohio hospital's
experience demonstrates. In June 2004, Cincinnati Children's Hospital Medical
Center overhauled its incentives to put a greater emphasis on nonfinancial goals.
Previously, incentive pay was divided equally between financial and nonfinancial
targets. After the switch, achieving financial goals accounted for 30% of executives'
bonus with the remaining 70% linked to nonfinancial goals, including improved
quality, access to care and efficiency.

It took two years before the 413-bed hospital came up with "clean and aligned and
defined and upfront" measures for quality incentives, says Uma Kotagal, Cincinnati
Children's vice president for quality and transformation, and director of health policy
and clinical effectiveness.

Even now, Kotagal and Cincinnati Children's President and CEO James Anderson
admit the quality incentive goals -- of which there are 99 for 2006 -- aren't ideal.
"Some are not useful," Anderson says. "Some were hatched from a good idea that
we weren't really able to translate into a measure that drove results."



For example, the hospital abandoned its goal to increase the percentage of
surgeries finished on schedule. Instead, the hospital relies on an additional measure
to improve efficiency in its operating rooms: the percentage of surgeries that start on
time. Tracking both was redundant. By boosting the number of surgeries that start on
schedule, officials believe operating room and related teams will address any snags
that prolong surgeries, Anderson says.

“That's the nuance," Kotagal says. Goals must clearly improve care, patient
satisfaction or provider efficiency. "If you don't, you lost credibility." Collecting largely
irrelevant data undermines efforts to promote patient safety. "The quality folks have
to measure the right things."

Cincinnati Children's officials are working to winnow the 99 quality measures into a
shorter list of indicators, Anderson says, and executive pay incentives will change
accordingly.



EXECUTIVE COMPENSATION—HEALTHCARE SYSTEMS a0t 2

(% in thousands)
Median Average
Base Total cash compensation Total cash compensation

Title (number surveyed) Percentage Percentage Percentage
Top corporate executives 20086 2005 change 2006 2005 change 20068 2005 change
President and chief executive

officer (121) $646.6 $600 T.8% $800 37492 6.8% $870.8 $794.2 9.6%
Chief operating officer (70} 425 408 4.2 5064 4728 71 5654 B354 TT
Chief medical officer (67) 3509 33068 89 4245 3941 Fin 4533 4322 4.9
Chief network /system

development officer (8) 2918 2716 T4 3615 3081 17.3 3555 3284 8.3
Chief financial officer (125) 3428 3204 7 409.6 3807 7.6 4381 4154 5.5
Chief information officer (97) 242 2307 49 2878 270 6.6 300 2756 88
Chief privacy officer (12} 1213 1207 05 1266 1207 4.9 1282 1167 107
Corporate department executives
Medical informatics (10) $201.7 $1859 29% $224.8 $2104 7% $210.2 $193.7 8.5%
Patient cara (13) 195 183 6.6 1975 1B85 4.8 2131 1967 8.4
Nursing services (29) 211.3 195 8.4 2323 22086 53 2271 2162 5
Managed care (44) 2243 2129 53 2388 2186 93 2804 2527 109
Physiciar-hospital

organization (13) 1732 1648 51 184.1 180 2.3 1949 1941 0.4
Human resources (110) 211.7 200 5.8 2413 2274 6.2 2705 2501 8.2
Professional senvices (16) 170.2° 1862 8.7 1843 1679 9.8 1947 179.3 8.6
Administrative services (11) 2937 380 12.5 420.7 4057 3.7 4332 4311 0.5
Ambulatory care {14) 1674 1604 44 197 1974  (0.2) 2232 2138 4.4
Facilities (46) 1727 1658 441 188.1 183.3 2.6 208.7 2003 4.2
Property management,

real estate (15) 1546 1438 7.5 180.3 1723 4.6 1925 183 52
Legal senvices (82) 2496 2345 65 2819 2723 3.5 3215 2973 8.1
Govemment relations (31) 1657 1859.8 3.7 2014 1853 8.7 2138 2006 6.6
Public affairs (23) 1723 1575 94 2075 2021 2.7 1935 1818 6.4
Marketing {39) 1553 183 35 179.4 1665 1T 1952 1825 7
Fund development (51) 180 1701 58 200 1749 144 217.2 2023 7.4
Academnic affairs (12) 2317 2283 15 2629 235 11.9 248.7 2309 77
Product/service line (8) 161 156.7 2.8 1746 1685 36 1823 1823 N/C
Planning (34) 1638 1546 6 1783 16638 6.9 218 2085 4
Clinical research (&) 1874 1842 18 20089 1925 4.4 2027 1919 BT
Quality management (M.D.) (13) 2818 2633 7 327 3316 (14) 301.3 2898 4
Quality management

(non-M.D.) (27) 1458 1402 4 164.1 155.2 8.7 187 173.5 7.8
Risk management (16) 1705 162 5.2 1936 1947 (0.5 2087 2014 38
Corporate compliance (36) 1619 1553 43 1716 163.7 4.8 1909 1836 4
Reimbursement (16) 152 1515 03 1775 1631 8.8 180.5 1694 66
Corporate audit (11) 175 175 N/C 180.3 175 3 1938 1879 3.1

Mote: Data are from a constlant sample. All Nigunes rounded.
Job titles with medipnlmalmhmwmﬂmﬂmﬂuuﬁ%wgmmﬂmmﬂm?ﬂﬂﬁwﬁ)ﬂﬁma&mmhgmen:
Job titles with median total cash compensation showing less than a 1% increase or a decrease from 2005 to 2005 ane shown in red,

Sowrce; Sullivan, Colfer and Associates
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EXECUTIVE COMPENSATION—HEALTHCARE SYSTEMS o2

($ in thousands)
Median Average

Base Total cash wnpensaﬂun Total cash compensation
Title (number surveyed) Percentage Percentage
Top corporate executives 2006 2005 change 20086 2005 2006 2005 change
Community health {14} 1168 1085 76 1249 1248 ﬂ 3 1514 1464 34
Mission services (28) 162 1551 45 87 1687 108 2028 1978 26
Materials management (47) 1368 125 9.4 1468 144.2 1.8 1603 1547 3.6
Furchasing (9) 100.2 a7.2 3.1 100.2 a7.2 i o 1121 107.7 4.1
Business development (22) 230.,7 224 2 2698 2486 Bl 2977 2805 6.1
Longtem care [15) 1285 1188 B2 1285 1188 82 1681 156.5 T4
Horne health (31) 139 1209 6.2 1553 183 1.5 1625 1531 6.1
Behavioral health (8) 1381 1322 45 1595 15486 3.2 1769 1746 13
Pharmacy (14) 1385 1358 2 1444 137 5.4 1594 157 1.6

Mote: Data are from a conctant sample. Al figures rounded.
Job titles with median total cash compensation showing a 5% or greater increase from 2005 to 2006 are shown in green.
Job titless with median total wWﬂmﬁmmmaﬁWwaMaﬂmmmmwmnm

" Source: Sulivan, Cotter and Associates



EXECUTIVE COMPENSATION—HOSPITALS

Selected titles (% in thousands)

Median Average

Base Total cash compensation Total cash compensation
Title (number surveyed) Percentage Percentage Percentage
Hospital executives 20086 2005 change 2006 2005 change 2008 2005 change
President and CEO, $390 %370 5.4% $417.4 3400 4.3% $463.3 $446.6 3.8%

free-standing hospital (62)
President and CEO, 2911 2796 441 3637 3252 119 3?4.3' 339.3 103
system hospital (238)

Chief operating officer (136} 2103 1984 & 2526 2218 139 2749 249 104
Chief medical officer (T9) 263 2516 45 2809 2733 28 3066 2893 LB
Chief financial officer {294) 1826 1703 7.2 2124 1905 115 2229 2036 95
Chief information officer (48) 190.2 180.1 5.6 1902 1822 4.4 2204 2071 64
Patientcare services (64) 1821 1661 9.6 1843 1828 0.8 2034 1905 6.7
Mursing services (239) 155 145 6.9 i79.6 1597 B85 i84.3 1633 88
Managed care (24) 153.7 150.1 2.4 1537 1514 15 181.3 169 7.3
Human resources (96) 1523 1458 44 1621 1519 68 1707 1657 ¥.3
Professional services (62) 1579 1802 52 1713 1628 B2 1867 1786 45
Administrative senvices (26) 150 145 34 158.2 145 9.1 15668 1476 6.1
Ambulatory services (22) 158.5 1523 4 1679 1598 5.1 1923 178 b
Facilities and engineering (36) 1228 1152 66 125 118 6 140.7 1367 28
Legal senvices (28) 217 2109 29 2397 220 4.7 268 2487 T8
Public affairs (31) 1394° 1327 5 1394 1327 5 148 1378 T4
Marketing (24) 118.8 117.2 1.4 1365 1302 49 1425 1369 4.1
Fund development (77) 133.3 130 25 138.2 1332 38 157.4 1454 B2
Planning [28) 155.5 149.4 4.1 173.8 157 10.7 186.2 1745 &8

Mate: Data are from & constant sample. All figures rounded.
ot titles with median total cash compensation showing a 5% or greater increase from 2005 to 2006 are shown In green.
Job titles with median tolal cash compensation showing less than 2 1% increase or a decrease from 2005 to 2006 ane shown in red,

Sowce: Suilivan, Colter and Associaies



EXECUTIVE COMPENSATION BY ORGANIZATION SIZE

Breakdowns for key titles by organization revenue ($ in thousands)

Median Average
Base Total cash compensation Total cash compensation
Percentage Percentage Percentage

Title (number surveyed) 2006 2005 change 2006 2005 change 2006 2005 change
Hospitals with net revenue less than $200 million
President and CEQ, free-

standing hospital (25) $321 $305 2.2% $324 $316 2.5% $340.1 $3145 B.1%
President and CEQ,

system hospital (159) 266.5 260 25 320.3 206 8.2 3338 3047 9.6
Chief operating officer (61) 175 1664 349 2144 1804 132 2044 1904 7.3
Chief medical officer (24) 2282 2202 41 2508 2328 1.7 246 2303 68
Chief financial officer (177) 161.5 155 4.2 191.6 170.5 9.4 1921 1728 8.2
Hospitals with net revenue more than $200 million
President and CEO,

free-standing hospital (35) £4425 %4315 2.5% £474 £462 2.6% £551.4 $534.2 3.2%
President and CEQ,

system hospital (79) 357.4 339.4 5.3 4542 3895 126 455.7 408 T4
Chief operating officer (73) 253.8 2453 35 2975 2704 10 3124 2912 7.3
Chief medical officer (54) 2926 272 76 307.7 298 3.2 3297 315 4.7
Chief financial officer (115) 220 210 4.8 260.3 2366 10 2705 2523 T2
Systems with net revenue less than $1 hillion
President and CEQ (63) $480.2 $4515 64% $580 $520.1 11.5% $6249 35798 T7.8%
Chief operating officer (35) 3367 3145 Ta 3793 3548 7 4194 3839 93
Chief medical officer (30) 2943 278.4 57 3538 333.1 6.2 3464 3347 3.5
Chief financial officer (66) 290.4 2759 ] 3315 312 6.3 3394 3211 5.7
Systems with net revenue more than 51 billion
President and CEQ (58) $7746 %748 3.4% $978.5 59165 6.8% $1137.8%1.027 10.8%
Chief operating officer (32) 531.7 485.1 5.6 649.6 624.7 4 7434 08907 7.6
Chief medical officer (36) 413.6 296.5 4.3 508.7 467.3 8.4 5601 5191 6
Chief financial officer (58) 417.6 4019 38 513.7 4848 ] Lot B s o

Mote: All figures: are rounded.

Source; Sullivan, Colter and Associales



