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Hospital Employment of Physicians

P

hysician employment at hospitals remains on a healthy
growth path. Hospitals employed some 211,500 physicians in 2010, a 34 percent increase since 2000, according to the latest annual survey conducted by Merritt
Hawkins.1
A number of factors account for the surge: a decrease in reimbursement paid to physicians by Medicare and managed care
organizations; an increase in overhead costs for physician practices; an increasingly complex regulatory environment; a growth
in malpractice insurance costs; a regulatory mandate to convert to
electronic medical records requiring a large upfront expenditure;
and an increasing physician’s desire for a better work-life balance.2
Additionally, the law offers an incentive for hospitals and physicians
to team up in the form of accountable care organizations and earn
bonuses for more efficient, higher quality care.3
While costs and other expenditures are driving hospitals and
physicians to come together, federal fraud and abuse laws create a
dilemma in other areas, namely the hospital-physician financial relationship.4 There are various ways to structure the hospital-physician
relationship, each of which can be structured in a different manner
to comply with regulatory guidelines. So long as there are no state
statutory prohibitions, direct employment of physicians within the
hospital is the most effective way of meeting Stark Law exceptions
and the Anti-Kickback Statute’s safe harbors for bona fide employment relationships.5

Complying With the Stark Law
The Stark Law generally prohibits a physician from referring
Medicare or Medicaid patients for designated health services,
including hospital inpatient and outpatient services, to an entity
with which the physician or a member of the physician’s immediate family has a financial relationship, unless the referral meets an
exception under the statute or regulations.6
When a hospital employs a physician, the parties’ financial agreement with respect to such employment must comply with a Stark
Law exception. The Stark Law’s employment exception permits a
physician’s bona fide employment by a hospital if: (1) the employment is for identifiable services; (2) the compensation is consistent

with the fair market value for the services rendered and is not determined in a manner that takes into account, directly or indirectly, the
volume or value of the physician’s referrals; and (3) the employment
contract is commercially reasonable even if no referrals were made
to the designated health services entity.7

Avoiding Anti-Kickback Statute Violations
The Anti-Kickback Statute provides for criminal penalties for
individuals or entities that knowingly and willfully offer, pay, solicit,
or receive remuneration to induce a referral, or recommend the
referral of an individual to another person or entity for the furnishing or arranging for the furnishing of any item or service that
may be paid in whole or in part by any federally funded healthcare
program.8 For purposes of the statute, “remuneration” includes the
transfer of anything of value, including cash, free goods, services,
discounts, or items priced below fair market value.9
The U.S. Congress directed the U.S. Department of Health and
Human Services’ Office of the Inspector General to promulgate regulations that create “safe harbors” for various business transactions
and payment practices that would not be subject to criminal prosecution under the statute, and that would not form a basis for civil
monetary penalties or Medicare/Medicaid exclusion proceedings.10
The Anti-Kickback Statute, however, does not prohibit, and
specifically excludes from the definition of “remuneration,” payments made by employers to their bona fide employees for the
furnishing of items or services that may be reimbursable by a
federal healthcare program.11 For purposes of this safe harbor, the
term “employee” is defined in the Internal Revenue Code (IRC).12
Thus, in addition to complying with the employment exception
under the Stark Law, which as previously noted, requires (among
other things) an agreement that sets forth the compensation that
is consistent with fair market value and does not take into account
the value or volume of referrals, hospital employers must ensure
that their physician employees constitute bona fide employees as
defined by the Internal Revenue Service (IRS).13

IRC Considerations
Nonprofit hospitals must also take into account their tax-exempt
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status when employing physicians. Pursuant to § 501(c)(3) of
the IRC, a tax-exempt entity must be “organized and operated
exclusively for religious, charitable, scientific … or educational purposes.”14 In addition, the tax-exempt entity must ensure that no part
of their net earnings inure to the private benefit of any individual.15
This “private benefit” prohibition precludes the income or assets
of a tax-exempt organization from being transferred away from the
organization to one or more outside individuals.16 The act of receiving an excess economic benefit by an “insider” is referred to as an
“inurement.” Under a five-factor, all-the-facts-and-circumstances

Case in Point—United States v. Sulzbach

analysis set forth in the U.S. Treasury Regulations, that inurement
may lead to revocation of the entity’s tax-exempt status.17 A private
benefit case may be established if the hospital pays more than fair
market value as compensation for the physicians’ services.18

The hospital also allegedly took into consideration the value of the
physicians’ expected ancillary laboratory referrals when setting
the physicians’ compensation.22 At the U.S. Senate hearing on the
Sulzbach matter, Sen. Charles Grassley (R-IA), chairman of the
Senate Finance Committee, put it succinctly: “[I]t doesn’t take a pig
farmer to smell the stench of conflict in that arrangement.”23
The government requires annual compliance reports to be submitted, and in her reports, Sulzbach verified that Tenet was in compliance with all federal program requirements, including the Stark
Law. The complaint, however, sought to have Sulzbach personally
pay three times the damages incurred by the government, as well
as fines of up to $10,000 for each of approximately 70,000 claims for
payment that Tenet submitted to Medicare.24
While the physicians may not have been receiving more than
fair market value for their services, this act may satisfy only the
first part of the compensation test. The physician’s compensation
must also be commercially reasonable, absent the referrals that

State Corporate Practice of Medicine Prohibitions
Hospitals and physicians entering into employment relationships
must understand that state corporate practice of medicine laws
govern such arrangements. The corporate practice of medicine
doctrine generally prohibits corporate entities from directly employing physicians. The doctrine’s underlying theory is that it protects
patients from the potential abuses of commercialized medicine,
which causes physicians to divide their loyalties between profits and
the delivery of quality patient care.19
Most corporate practice of medicine specifically excludes hospital employment of physicians from their corporate practice of
medicine. California and Texas, for example, consider most hospitals to be corporate entities that cannot directly employ physicians.20

In September 2007, the federal government filed a federal False
Claims complaint against the former corporate integrity program
director of Tenet Healthcare, Christi Sulzbach. Sulzbach, an attorney, allegedly had knowledge of and failed to stop Tenet Healthcare
from paying employed physicians compensation based on referrals
for hospital-based ancillary lab services.21
The government alleged that Sulzbach knew that the employed
physicians in question received substantial pay raises compared to
the physicians’ reported wages prior to their hospital employment.
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will arise between the physician and the hospital. A hospital might
be paying a doctor fair market value according to some national
standard, but a lack of commercial reasonableness could still be
alleged because the collections from the doctor’s direct services
do not cover the doctor’s compensation and his or her fair share of
overhead. Moreover, a hospital-employed physician’s compensation
may not be “determined” in a manner that takes referrals of designated health services including ancillary services and other hospital
services, into account.25
Defendant Sulzbach’s Motion for Summary Judgment was granted on the grounds that this case was barred by the statute of limitations. Although no final decision was entered, the government does
not tread lightly and the penalties are severe.

Case in Point—Covenant Medical Center in Waterloo, Iowa
Covenant Medical Center in Waterloo, Iowa, agreed to pay the
United States $4.5 million to resolve allegations that it violated the
False Claims Act. The United States accused Covenant of violating
the Stark Law by paying commercially unreasonable compensation, far above fair market value, to five employed physicians who
referred their patients to Covenant for treatment. These physicians
were among the highest paid hospital-employed physicians not just
in Iowa, but in the entire United States. Two of the physicians were
reportedly each paid more than $2 million per year. 26
Underscoring the government’s intent to ardently pursue cases of
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fraud, U.S. Attorney Matt M. Dummermuth of the Northern District
of Iowa stated: “This payment is the largest ever related to claims of
healthcare fraud in the Northern District of Iowa … we are actively
working with our investigative partners to ensure Medicare funds are
properly spent, and we will continue to aggressively pursue all types
of fraud in order to protect federal healthcare dollars.”27
Hospitals may be willing to pay what it takes to hold on to their
most profitable physicians. Yet, both physicians and hospitals need to
recognize the significant risks in establishing such relationships, and
find a balance. This may necessitate engaging an independent valuation agent for objective appraisal of the agreed-upon compensation.

Accountable Care Organizations as an Alternative
Accountable Care Organizations (ACOs) are a creation of the
Medicare statute and were created by Congress in the Accountable
Care Act (ACA) as part of the Medicare shared savings program.
They are a type of clinical integration in which groups of hospitals,
physicians, and other providers come together in one integrated
model to coordinate services to a designated group of patients, providing quality care, and sharing in costs savings realized as a result
of their joint efforts.28
The ACO program is designed to improve beneficiary outcomes
and increase the value of care by promoting accountability and
requiring coordinated care, as well as encouraging investment in
infrastructure and redesigned care processes.29 Hospitals employing

physicians, or in partnership with physicians or other practitioners,
are eligible to form an ACO.30 For hospitals and physicians clinically
integrating as an ACO, the Anti-Kickback Statute and Stark Law
are waived as long as an ACO meets certain specified conditions.31
The waivers are robust, comprehensive, and cover the full range of
activities necessary for ACOs to achieve the goals set by Congress.32
Waivers cover ACO activities from startup through operations, as
well as incentives to beneficiaries. Each of the waivers is self-implementing, meaning, there is no “permission” process.33

Will It Last?
Physician employment by hospitals (and its continued upward
trend) has some historical roots. In the 1990s, managed care and
health maintenance organizations started a trend of hospital purchases of primary care practices to secure referral bases. Hospitals
lost money however, when physicians’ productivity dropped. Unlike
in the 1990s, hospitals now typically use productivity-based compensation instead of salaried arrangements.34 This time around, hospitals are refining or fine-tuning their contractual and administrative
management and consolidation of practices to better negotiate with
insurers, and monitor productivity and quality.35 Hospitals are also
giving physicians a greater role in governance and management.
Hospital executives believe giving physicians a larger leadership role
makes employment more palatable to physicians, enhances physician loyalty, and helps improve the clinical effectiveness of care.36

Conclusion
Due to the recent changes in healthcare law and the many factors driving physicians and hospitals to collaborate, it appears that
physician employment in hospitals is here to stay, albeit under
the government’s watchful eye. Tony West, assistant attorney
general for the U.S. Department of Justice’s civil division, stated:
“Healthcare providers must act in the best interest of their patients.
The Justice Department will protect patients by pursuing hospitals
that have improper financial relationships with physicians.”
The government will continue to aggressively pursue all types
of fraud. For the hospital-physician relationship to work, hospitals
and physicians must work together to come up with employment
agreements that meet the regulatory requirements, and pass muster
under the law including compliance with the appropriate legal statutes (e.g., Stark Law, the Anti-Kickback Statute, etc.).
Hopefully, the result will be that optimal patient care is maintained and physicians are appropriately compensated. 
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