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Overview of Academic Health 
Center Funding Model

Academic Health Centers (AHCs) are the back-
bone of health and health care innovation in the 
United States (US), in addition to their funda-
mental mission of educating the next generation 
of clinicians and researchers. Many of the critical 
advances in medicine have originated in AHCs, 
including discoveries that led to mRNA vaccines, 
radiation therapy, statins, human organ transplant 
surgery, drugs to treat HIV/AIDS, and cardiac 
defibrillators. These monumental innovations 
and discoveries require substantial and sustained 
research and innovation, core differentiating com-
ponents of AHCs that embody the passion and 
mission of academic institutions. 

However, the AHC research enterprise always 
requires financial support from other sources, 
even when faculty investigators receive funding 
from the National Institutes of Health (NIH), 
private funding from corporations, and philan-
thropy. This funding gap necessitates investment 
of clinical margin into the academic enterprise 
to cover the financial shortfall, and today that 
support is estimated at more than $20 billion 
annually. Adding education further escalates the 
amount. To produce this margin—and to have 
enough left over to reinvest in the clinical enter-

prise itself—the AHC clinical enterprise must 
yield exceptional financial productivity, since 
government reimbursement (Medicare, Medicaid) 
usually falls short of cost. Fortunately, investing 
clinical margin in the academic enterprise yields 
returns for both: 

	■ �By supporting primary research activities, 
growth in external grant and contract funding 
as well as downstream philanthropy and tech-
nology transfer are catalyzed. 

	■ �Investments in research improve the stature and 
visibility of AHCs as the providers of the most 
advanced and innovative health care, which 
attracts clinicians of national stature and helps 
grow physician referrals. Investments in human 
subjects research programs (clinical trials) also 
help attract patients to AHCs.

	■ �Increased patient volume drives growth in clini-
cal revenue, which can then be reinvested into 
research and/or education.

	■ �This harmonious cycle—referred to as the 
“virtuous circle” of academic medicine (Fig-
ure 1)—results in AHCs in most communi-
ties being viewed as the preferred provider 
for complex care, the locus of innovation and 
“bleeding edge” medicine for the world, and the 
classroom for the next generation of physicians, 
scientists, and other health professionals.

Introduction: The Economics of  
the Academic Health Center (AHC)
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Threats to the Virtuous Circle

In recent years, the virtuous circle has been fueled 
by significant clinical enterprise growth, which 
has enabled continued investment despite flat or 
declining per capita reimbursement from gov-
ernment and private payors relative to inflation. 
However, AHC investment of clinical surpluses 
to support academic activities is under stress as 
the nation, including both payors and patients, 
seek to limit the growth of health care spending. 
Several challenges and headwinds are putting that 
funding under increased pressure, threatening 
the virtuous circle’s foundation and the overall 
financial sustainability of AHCs. The challenges 
and headwinds include: 

1.	� Increased costs from labor workforce short-
ages: All health systems are under tremendous 
cost pressure as clinical and administrative 
staff shortages, driven partly by the CO-
VID-19 pandemic, have reduced clinical 
capacity and increased labor costs through 

wage increases and more widespread use of 
premium-pay temporary labor. The Bureau of 
Labor Statistics reported in November 2021 
that hospitals’ labor costs increased 8 percent 
per patient day since 2017.1 

2.	� Payor mix shift: As the population ages, large 
numbers of patients with private insurance 
convert to Medicare—currently about 3,500 
net enrollees every day.2 This results in an 
overall payor mix shift across the health care 
industry. Government reimbursement rates 
are typically well below the cost of care and 
are often less than half what private insurers 
pay providers. In addition, annual increases 
are well below inflation, making it increasingly 
difficult to cover increasing operating costs 
and make needed investments in equipment 
and facilities. 

3.	� Lower commercial rate increases: Providers 
are seeing lower contracted rate increases as 

FIGURE 1 |  Academic Medicine’s Virtuous Circle

ACADEMIC 
MEDICINE’S 

VIRTUOUS CIRCLE

Investment of clinical 
practice income into the 
academic enterprise . . .

. . . fuels increased 
research 
productivity, 
technology transfer, 
leverage to external 
support

. . . drives improved 
stature and visibility 
for the clinical and 
research enterprises

. . . leads to 
increased patient 
referrals, clinical 
faculty quality, and 
overall success

SOURCE: “The Relationship between 

the University of Pittsburgh School 

of Medicine and the University of 

Pittsburgh Medical Center: A Profile 

in Synergy,” Academic Medicine 

83(9), September 2008.
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commercial payors attempt to deliver more 
affordable health care coverage to employers 
and employees. In addition, some insurers are 
directing patients away from AHCs toward 
lower cost community sites of care for outpa-
tient services in an effort to reduce health  
care costs. 

4.	� Disproportionate share of uninsured and 
underinsured patients: AHCs provide a 
disproportionate amount of care for the na-
tion’s uninsured and underinsured. As such, 
they are particularly vulnerable to reductions 
in programs designed to support dispropor-
tionate share providers, such as proposed cuts 
and downscaling efforts to the 340b program 
in recent years as well as noncompliance with 
this program by six pharmaceutical manufac-
turers in 2021.3 

5.	� Lack of other consistent and reliable fund-
ing: Other funding sources can be unpredict-
able. For example, philanthropy can fluctuate 
significantly from year to year and technology 
transfer revenues are highly variable and have 
a finite timespan.

The challenges related to COVID-19 over the 
past two years have further exposed the vulner-
ability of the current academic funding model 
and exacerbated the headwinds described above. 
AHCs provided a critical backstop in many 
communities for COVID-19 care when beds and 
provider supply were limited, and despite CARES 
Act funding, AHCs have experienced sustained 
lower operating margins than not-for-profit and 
for-profit systems, per a recent Moody’s Inves-
tor Services report.4 In addition, provider mental 
health and wellness—already strained pre-
pandemic, as described in a previous Blue Ridge 
Academic Health Group (BRAHG) report5—was 
further degraded through the pandemic and is 
contributing to workforce shortages and increased 
costs. Finally, the drop in state revenue collections 
due to the economic slowdown from COVID-19 
has stretched state budgets. Fifteen states have 
reduced their health care budgets in the last two 
years,6 which negatively impacts Medicaid fund-

ing and/or limits other state-sponsored grants 
once recent federal relief funds taper off.

Increasing Academic Funding Needs

Research enterprise trends necessitate increased 
investment relative to years past despite pressure 
on clinical margins, reducing the available funds. 
The research funding shortfall at AHCs typically 
ranges from 25 to 50 percent of the institution’s 
total extramural research funding, and the gap is 
widening. This shortfall is driven by indirect cost 
recovery rates that do not consistently cover the 
actual cost of space and research administration, 
support junior investigator requirements before 
they can successfully compete for grant support, 
and NIH salary caps that continue to fall further 
below actual salary costs, exacerbated in part by 
the increasing cost of attracting top-tier research 
faculty. As a result, increased investment is 
needed just to maintain current levels of research 
at most AHCs. Ever higher levels of investment 
are required to grow the research enterprise, as 
there is no evidence that economies of scale can 
be achieved as the research enterprise expands. 
Most AHCs aspire to grow their research enter-
prise, particularly at a time when NIH funding 
has begun increasing after more than a decade  
of flat funding, which represented a decline in  
real dollars.

Medical education also requires increas-
ing investment. There are a growing number of 
internally funded graduate medical education 
(GME) positions due to antiquated caps—in 2018, 
70 percent of hospitals were over the direct and/
or indirect cap on Medicare-funded residents. 
The gap is increasing despite growth in medical 
student class size and in the number of medi-
cal schools in an effort to help expand physi-
cian supply.7 Undergraduate medical education 
(UME) curriculum changes are deemphasizing 
the relatively efficient lecture model and shifting 
more of the educational experience toward team-
based learning models— a more costly approach 
to education. Tuition rarely covers the full cost of 
UME, causing some medical schools to increase 
class size in an attempt to create economies of 
scale. There is also an increasing expectation for 
reduced or no tuition to compete for top students 
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and to make medical education more affordable 
across socioeconomic groups to increase diversity, 
further adding to rising medical education costs 
for AHCs.

The Challenge Facing AHCs

The hurdles highlighted above require AHC 
leaders to consider new and evolving strategies 
to maintain and grow the academic enterprise. 
Rather than explore the full range of potential 
answers to this complex and layered question, this 
report explores three targeted areas that may well 
have a disproportionate impact:

	■ �How are AHCs using funds flow models and 
economic incentives to help improve financial 
performance to reduce the research funding 
shortfall and to increase the funds available 
to support the research enterprise? Are these 
approaches effective? What are the key success 
factors?

	■ �Department chair packages often require 
significant investment, particularly in the larg-
est departments. Are sizeable chair packages 
required and sustainable? What other funding 
and investment approaches should be consid-
ered? How often are chair term limits or other 
techniques used, and how do they impact fund-
ing needs and approaches?

	■ �Is substantial expansion of clinical enterprise 
scale effective (or required) to secure the 
clinical margins required to help support the 
academic enterprise? If so, what strategies are 
viable and what are the risks and benefits?

DISCUSSION AND COMMENTARY

Supporting the Sustainability of the Virtuous 
Circle: Re-examining Funds Flow Models 
As highlighted earlier, substantial investment 
of clinical margin is required to support every 
AHC’s academic enterprise. In many AHCs, this 
investment occurs via a complex and opaque 
web of funds that flow across the health system, 
faculty practice plan, and school of medicine. For 
example, the health system may offer the school of 
medicine an academic investment fund transfer to 
support academic activities, and the school may 
then distribute it among departments to support 
the research efforts of individual faculty members. 

Thousands of similar funding line items often 
exist in an AHC which can create a funding web 
so layered and transparent that the amounts, pur-
pose, or time period of funding transfers may not 
be fully clear to the recipients and/or sender. In 
addition, as AHCs have grown by adding commu-
nity physicians, hospitals, and other care delivery 
sites, the degree of financial support provided 
may also vary across these operating units, with 
the core teaching hospital typically providing the 
most financial support. These variable levels of 
support sometimes impede efforts to operate as an 
integrated delivery system attempting to optimize 
overall enterprise performance.

It is not uncommon for the details of funds 
flow models to be opaque to senior leaders at 
an AHC, as models are often complex, vary by 
department, and can include numerous excep-
tions and “side deals” cobbled together over many 
years. However, it is imperative that AHC leaders, 
including all department chairs, have a solid 
understanding of the funds flow model in place 
to understand what level of support is affordable 
and to ensure these resources are being used ap-
propriately and effectively so that the model can 
be altered and improved where needed. This ap-
proach requires transparency between the clinical 
and academic enterprises, as well as clear income 
and cost allocation methodologies within the 
medical school.

Effective funds flow models align incentives 
and employ them as powerful motivators to help 
improve performance. An approach at certain 
BRAHG institutions modifies the expectations for 
clinical departments and chairs by establishing 
pay-for-performance metrics and faculty com-
pensation incentives on factors the department 
can more directly impact: clinical productivity 
and faculty performance on measures of quality, 
patient service, and patient access rather than on 
individual department clinical margins. Clinical 
divisions and departments receive their annual 
clinical incentive based on their scores on this 
balanced report card. This approach removes 
previous distortions that may have allowed for un-
derperformance, such as lucrative payor contracts 
for select services, which made some departments 
look profitable despite faculty members being 
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below median productivity benchmarks. Under 
the new model, clinical departments and their 
divisions closely manage their faculty to perform 
well on key metrics, not only for financial reasons 
but also for reasons of reputation, as scores are 
regularly published for all leaders to see. Measur-
ing the performance of each division and depart-
ment using the same balanced scorecard allows 
the AHC to align behavior, ensure consistency, 
and maximize impact. This model also reduces 
the need for each clinical department to negotiate 
for financial support from the health system to 
reach breakeven or better financial performance. 
However, the movement to focus chairs, faculty, 
and other leaders on overall clinical enterprise 
profitability, rather than departments as the pri-
mary profit center, represents a significant cultural 
change, especially for those departments that 
remained profitable without significant financial 
support. 

One lesson learned is for the funds flow incen-
tive to be more directly tied to individual actions 
to spur meaningful behavior change across all 
layers within the organization. While macro-
level incentives (e.g., AHCs that share a portion 
of health system net operating margin with the 
medical school) can help motivate and provide 
central funding for the academic enterprise, they 
may be less likely to motivate department chairs 
and faculty to function differently. One AHC at 
the BRAHG meeting described its clinical mar-
gin-sharing methodology, whereby a portion of 
the clinical margin is distributed based on health 
system profits and the amount of profit shares in-
dividual departments previously purchased. Some 
department chairs have recognized the health 
system can still generate a healthy clinical margin 
and distribute a satisfying profit share, even if 
their individual department is not as productive 
or contributing to overall health system margin 
improvement. The profit share in this instance 
may enable some departments to be complacent 
about optimizing clinical productivity. Most 
AHCs are evolving away from an operating model 
in which each medical school clinical department 
functions with complete autonomy to one with a 
greater focus on both departmental and collective 
performance. As AHCs transition to more team-

based funds flow models, it is important to ensure 
incentives are aligned across various leadership 
levels, from division leaders, to department chairs, 
to school of medicine, practice plan, and health 
system leaders.

Another key characteristic of effective funds 
flow models is appropriate sizing of the research 
enterprise investment relative to what the AHC 
can afford from clinical margins based on scale 
and profitability. One AHC described its formula-
ic approach to defining how much they can afford 
to invest in financial support for their research 
enterprise. The AHC sets the annual growth 
of its research investment with clinical dollars 
to the same percentage growth rate as its clini-
cal operating margin. To minimize year-to-year 
variation due to large changes in clinical enter-
prise profitability, the institution sets a ceiling for 
annual research enterprise investment growth of 
10 percent and a floor at the federal research cost 
inflation benchmark (BRDPI). All research budget 
funding increase requests must fit within the re-
sulting growth rate. This approach allows for more 
predictable research investment and also more 
directly ties research funding growth to clinical 
enterprise growth and margins, further incentiv-
izing department chairs and research leaders to 
strive for high performance of clinical faculty and 
the overall clinical enterprise.

While there are many more characteristics of 
highly effective funds flow models to discuss, the 
few highlighted above show the importance of 
data transparency and use of incentives at appro-
priate levels to drive individual and team behavior 
as well as the criticality of sizing the research 
enterprise relative to clinical profitability.

Recognizing the Importance of Faculty  
Recruitment and Ensuring a Sustainable  
Model for the Future 
The importance of having chairs who can build 
and lead successful departments cannot be 
overstated. Strong department chairs attract other 
talented faculty researchers and clinicians, draw 
external research funding, and elevate the AHC’s 
brand and reputation through the chairs’ and their 
departments’ research contributions and clini-
cal capabilities. This in turn helps grow patient 
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referrals and corresponding clinical revenue and 
helps attract the best and brightest residents and 
fellows, further bolstering an AHC’s clinical and 
research enterprises. 

Department chair recruitment packages (also 
known as “chair packages”) are costly and increas-
ingly difficult to afford at many medical schools 
and AHCs wrestling with financial headwinds. 
However, the cost of these packages is unlikely to 
budge, and it is highly unlikely that the practice 
of granting chair packages will decline in the near 
future. Candidates know their success is highly 
dependent on resources secured before they ac-
cept an offer (and therefore they are willing to 
negotiate strongly), and AHCs must compete to 
secure the best talent. 

However, some practices around chair 
packages are changing to alleviate or spread the 
financial burden over time and to ensure these 
funds are spent appropriately. Many AHCs have 
developed multiyear financial forecasts, which in-
clude expected expenditures on current academic 
enterprise commitments and, more important, 
forecasts of the expected costs for future depart-
ment chair recruits. Increasingly, these projections 
dictate the maximum expenditure or guardrail 
regarding the funds available for each recruit. 
The projected cost of chair packages is based on a 
review of the future needs in departments where 
recruitment is expected and the estimated costs 
of addressing those needs. This approach dem-
onstrates an increasing intention by select AHCs 
to first consider what the enterprise needs from a 
department, then the appropriate chair package 
funding required to meet those strategic objec-
tives. After determining what funding is needed, 
the AHC may search for a chair candidate who fits 
within (while helping adjust) that vision, rather 
than allow a chair candidate to have free reign to 
set a vision and dictate the funding needed.

Once a package is granted and the chair ac-
cepts the offer, at some institutions committed 
funds are managed centrally and distributed over 
time, based on research and academic activity 
projects and needs. Chairs must still provide an 
annual justification for their proposed investments 
before funds are made available within the limits 
of the previously agreed-upon package. This mod-

el assures oversight of spending, aligns institution-
al priorities with those of chairs and departments, 
and may spread the spending of committed funds 
over a longer time period, given the realistic chal-
lenges chairs often experience with new faculty 
recruiting (a five-year package is sometimes spent 
over seven to eight years or more).

While some AHCs now provide renewed 
packages after the initial package is fully spent to 
provide additional funding for departmental in-
vestments and reduce chair turnover, this practice 
can create additional expenditures and contribute 
to AHC and medical school economic challenges. 

Some recruitments now include non-mone-
tary chair package components, such as provid-
ing leadership training or support, often geared 
to help nontraditional candidates acclimate to 
and succeed in their new leadership roles. This 
approach can help expand the pool of candidates 
and increase diversity among chairs. 

Pursuing Long-term Sustainability through 
Scale: Exploring the Opportunities, Risks, and 
Nuances in Growing a Larger Clinical Enter-
prise to Support the Overall AHC
Growing the scale of the clinical enterprise has the 
potential to support an AHC’s long-term financial 
sustainability. In the Blue Ridge Academic Health 
Group’s 2017 report, The Academic Health Center: 
Delivery System Design in the Changing Health 
Care Ecosystem—Sizing the Clinical Enterprise to 
Support the Academic Mission,8 we outlined the 
rationale for clinical scale growth through the lens 
of providing financial and other support for the 
academic mission, including: 

	■ �Maintaining sufficient patient volumes for edu-
cation programs. 

	■ �Sustaining the scope and diversity of patients 
needed for educational and clinical research 
programs.

	■ �Maintaining sufficient revenue and market 
presence in many cases to support the cross-
subsidy or academic transfer funds required to 
fund academic programs.

Because of academic needs and financial 
shortfalls, most AHCs spend 5–10 percent of 
clinical enterprise revenues to support the faculty, 
of which 1.5–2.5 percent of net revenues are for 
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near their end. In addition, most universities 
have policies that assign a significant portion 
of the revenue stream to the investigators per-
sonally, as well as their labs, leaving the parent 
organizations (e.g., the AHC and/or univer-
sity) 50 percent or less of the yield.

	■ �Diversified revenue sources: Sources could 
include insurance premiums (e.g., UPMC10), 
specialty pharmacy (e.g., West Virginia Uni-
versity Medicine11), venture fund/investments 
(e.g., Jefferson Health, Stanford Medicine12,13), 
regional reference lab (New York-Presby-
terian/Columbia University Irving Medical 
Center14), international projects (e.g., Part-
ners/Harvard Medical International15, Johns 
Hopkins16), real estate (e.g., Boston Medical 
Center, Nationwide Children’s17), among other 
businesses and activities based on the AHC’s 
expertise (e.g., Vanderbilt Health Rx Solu-
tions18). Many AHCs and community health 
systems have successfully built these revenue 
streams in related or semi-related businesses 
to diversify their revenue streams and protect 
against a trend that might impact their tradi-
tional patient volume. However, these efforts 
require years to develop profitability, and may 
also become a distraction from maintaining 
the success of the core business. In addition, 
changes in reimbursement and new entrants 
or disrupters can rapidly change the econom-
ics and attractiveness of some of these busi-
nesses. 

CONCLUSIONS

�Health care institutions in the US are subject 
to challenging economics, given the complex 
structure of government, commercial, and private 
reimbursement as well as the variability and 
unpredictability of other key sources of financial 
support. AHCs face additional challenges because 
of their need to support research, education, and 
other academic activities, the vast majority of 
which do not produce a positive margin. How-
ever, sustaining AHCs is vital to health and health 
care, not only in the United States but worldwide, 
and therefore these institutions must find ways to 
assure continued financial sustainability. 

To ensure AHCs’ sustainability now and in the 

future, the following should be considered: 
	■ �It is imperative to understand how the aca-

demic enterprise is funded today to ensure 
that the support provided is being used ef-
fectively. This requires transparency between 
the AHC clinical and academic enterprises, 
including an understanding of how costs 
are allocated and investments are made for 
academic activities within medical school 
component departments.

	■ �Understanding how the academic enterprise 
will be funded over the next five to ten years 
also is critical, particularly for those organiza-
tions seeking to expand their research foot-
print. AHCs must weigh the risks and benefits 
of expanding their academic enterprise activi-
ties in response to large, limited-term funding 
(either from government or private sources), 
particularly without establishing secure fund-
ing to support ongoing investments that will 
be required to sustain these activities as time-
limited sources conclude. 

	■ �Funds flow models that include clinical and 
other research-related economic incentives 
can be used to improve the cost effectiveness 
of the academic enterprise investment while 
also stimulating clinical enterprise productiv-
ity. However, these incentives must be suf-
ficiently localized to motivate department 
chairs and faculty to make the difficult changes 
needed to improve performance. Macro-level 
incentives based on institutional performance 
may be too far removed from chairs and fac-
ulty to achieve the needed changes. 

	■ �AHCs are finding that expansion of clinical 
enterprise scale is essential for maintaining 
a competitive profile in the health system 
marketplace, including payor essentiality and 
referral patterns. Expansion of the clinical 
enterprise is equally essential to addressing the 
increasing costs of the academic enterprise, 
but increasing academic expense can only be 
supported if they do not comprise the requisite 
operating margins of the clinical enterprise. 
The challenges of these efforts are numerous 
and can include margin erosion and brand 
dilution as well as management challenges as-
sociated with community practices and hospi-
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tals that are less well integrated with the main 
campus. Titrating the rate and pace of clinical 
enterprise expansion is essential to ensuring 
AHC leadership can effectively manage these 
challenges.

■ �Strong and aligned leadership is critical to
navigate increasingly difficult AHC economic
challenges. Increasing diversity within the
leadership ranks is crucial, as diverse teams
have better chances of surfacing novel ap-
proaches to solving management problems.
Chair packages continue to pose an economic
challenge as they consume a meaningful por-
tion of the academic investment, but more
collaborative and close management in the de-
ployment of these packages as system invest-
ments can yield better returns.

■ �While AHCs function under a broad array
of clinical enterprise governance models,
alignment on strategy and funding models
among key leaders is critical to success. In
those AHCs that are owned by universities, as
the clinical enterprise portion of the overall
university revenue base and debt profile grows,
the relationship between the health system
and the university inevitably comes under
increased stress. In some cases, university—
AHC relationships are being restructured
to provide greater financial and operational
autonomy and independence. These evolving
organizational models pose their own chal-
lenges and opportunities for balancing clinical
and academic enterprise priorities.
Academic health centers provide immeasur-

able benefits to society through their research and 
innovation, their leadership in providing patient 
care, and their medical education and training. 
Policy makers should seek to protect this social 
good by considering the following: 
■ �Government reimbursement for research

must come much closer to covering the actual
costs of research. The US has become the
world’s premier biomedical research innova-
tion engine through its sizeable investments in
government-sponsored research. While pri-
vate foundation grants and industry funding
also support research at AHCs, the majority
of research funding comes from the govern-

ment. However, government funding often 
covers only a fraction (50 to 60 cents on the 
dollar, in most cases) of actual research costs. 
Increased research funding that covers more of 
the actual cost will limit the need for academic 
health centers to close the differential through 
increasingly stressed health care margins from 
commercial revenue. 

■ �In the absence of increased government
funding for research, regulatory models that
limit the ability to earn reasonable margins
on privately insured patients would make it
impossible to sustain the current research
funding model. In recent years there has been
increased interest by some political candidates
in expanding government health care reim-
bursement models to the entire general public.
Given the massive cross-subsidization from
AHC clinical enterprise margin that occurs
today, expansion of government provider rates
in the absence of other mechanisms to fund
the academic enterprise would be impossible
to sustain. When weighing such expansion
proposals, policy makers must protect the
nation’s health care and biomedical innovation
and training engine and ensure solutions that
sustain funding for these societal benefits.
Sustaining a successful and robust academic

enterprise in the future will require creativity, 
fortitude, and teamwork from our academic lead-
ers and policy makers. Together, they can protect 
the model that has led to so many of the medical 
advancements of the 20th and 21st centuries and 
preserve it for many generations to come.
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