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In the constantly evolving health
care marketplace, players such as
hospitals, health systems and
health maintenance organizations
are always trying to gain an edge
on their competition. One forum
in which these  heal th  care
providers vie is in the area of
acquisitions of physician practices.
In the highly regulated field of
health care, however, it behooves
both buyers and sellers of physi-
cian practices to familiarize them-
selves with the legal  issue9
surrounding such purchases. For

example, the federal Stark law and related regulations place exten-
sive restrictions on the ability of physicians to refer patients to entities
with which they have financial relationships. This article will address
the limitations placed on hospitals and health systems under Stark in
structuring transactions to purchase physician practices.

Introduction to Stark and Regulations
STARK I ANDSTARK  II
In 1989, Congress passed a law which, in part, prohibits a physician
who has a financial relationship with an entity that furnishes clinical
laboratory services from referring Medicare patients to that entity
for the provision of clinical laboratory services. This original law is
commonly referred to as “Stark I.” In 1993, Congress amended the
legislation to, among other things, extend its applicability to
Medicaid referrals and ten designated health services (including
inpatient and outpatient hospital services, diagnostic radiology ser-
vices and physical therapy services), in addition to clinical laborato-
ry services. These additional provisions became effective for
referrals made on or after January 1, 1995. The 1993 amendments
are commonly referred to as “Stark II.”

The “financial relationship” necessary to implicate the Stark II pro-
hibitions is defined as either (1) an ownership or investment interest
in the entity, or (2) a compensation arrangement between the physi-
cian and the entity. Stark II sets forth three categories of exceptions
to the prohibition on referrals. The first exception category applies
to both ownership and compensation arrangements. The second and
third categories of exceptions correspond to ownership interests only

and compensation arrangements only, respectively.

STARK I REGULATIONS

On August 14, 1995, the Health Care Financing Administration
(“HCFA”) promulgated regulations that clarify and interpret the
Stark legislation. The Stark I Regulations, although published near-
ly three years after the effective date of Stark I, technically apply to
clinical laboratory services only. Additional regulations are being
developed at this time to deal with Stark II. However, HCFA stated
in the preamble to the Stark I Regulations that because clinical lab-
oratory services are grouped together with the remainder of desig-
nated health services commencing January 1, 1995, and because the
prohibitions in the Stark II legislation apply equally to situations
involving referrals for any designed health service, the majority of
the interpretations in the Stark I Regulations will apply to other des-
ignated health services as well, at least until HCFA promulgates
Stark II regulations.

Physician Practice Acquisitions by Hospitals
Stark is implicated when a hospital or its affiliate entity purchases a
physician practice, because. the purchase and related transactions
may create several “financial relationships” between the parties, and
the selling physicians will likely refer Medicare and Medicaid
patients to the hospital and/or its affiliate. Therefore, each of the
underlying transactions (which could include payment of a purchase
price for the practice, use of an installment note and employment
relationships) must be analyzed under Stark II and the Stark I
Regulations.’ Different issues and considerations arise depending
on whether the hospital entity itself or a hospital affiliate is the pur-
chasing or employing entity.

ISOLATEDTRANSACTION-PIJRCHASEBYHOSPITALOR
AFFILIATE UTILIZING ONE PAYMENT

A transaction such as a one-time sale of property or practice creates
a compensation arrangement between the buyer and seller under
Stark. Such an arrangement is exempt from the prohibition on refer-
rals relating to compensation arrangements, however, if it complies
with the exception relating to “isolated transactions.” Under this
statutory and regulatory exception, the amount of the payment must
be consistent with fair market value, not be determined in a manner
that takes into account the volume or value of any referrals by the
referring physician, and be commercially reasonable even if no
referrals were made. These requirements are easily satisfied if a
bona fide independent appraisal supports the purchase price for the

“’ Transactions may also implicate otherfederal  and ,state  law.~,  such as the,federalAnti-Kickback  Statute and Internal Revenue Code provisions relatmg  to private inure-
ment andprivate benefit. Such consrderationr nre beyond the scope of thic  article.
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practice. In addition, and most importantly, there can be no addi-
tional transactions between the parties for six months after the occur-
rence of the isolated transaction except for transactions which are
specifically exempted under Stark II and the Stark I Regulations.

In the Preamble to the Stark I Regulations, HCFA noted that it
regards an “isolated transaction” as one involving a single payment,
not one structured with installment payments. HCFA explained that
if a financial relationship involves long term or installment pay-
ments, each payment would constitute a separate transaction and
would result in an ongoing financial relationship. (The use of
installment debt is discussed in the following section.) However, if
the buying entity, whether it is a hospital or an affiliate, pays all of
the purchase price at closing, that transaction will be protected under
the isolated transactions exception.

INSTALLMENT DERT - PURCHASE OVER TIME

Although some practice sales may utilize a single payment, most
use an installment payment mechanism, with payments being made
over the period of the physician’s post-acquisition employment (s,
3-5 years). One reason why many purchasers prefer installment debt
is that it provides the purchasing entity with protection that the sell-
ing physician will stay in the employ of the purchasing entity (or its
affiliate) for the full term of the employment agreement negotiated
between the parties. In addition, an installment sale may benefit the
selling physician, providing for potential tax advantages by allowing
the physician to defer income from the sale to future years.

One of the biggest misconceptions about the Stark I Regulations is
the notion that hospitals acquiring physician practices may no longer
use installment debt as a means to structure such transactions. It is
true that the Stark I Regulations clarify the fact that a physician who
holds an installment note with a hospital or its affiliate would be
considered to have an ownership interest in the hospital or affiliate,
thereby requiring that the transaction comply with a Stark exception
to ownership interests in order to permit referrals by the physician.
This does not mean, however, that installment debt relationships are
not allowed. Indeed, if a transaction is properly structured, it can
be made to fit within an ownership interest exception and thereby
permit the use of installment debt without violating Stark II. The
following discussion looks at the different considerations and analy-
ses that may be applicable, depending on whether the buying entity
is a hospital or a hospital affiliate.’

1. PURCHASE BY HOSPITAL

If a hospital purchases a physician’s practice utilizing an installment
note, the physician would be deemed under Stark to have an owner-
ship interest in the hospital. Stark II contains an exception for an
ownership interest held by a physician in a hospital. This exception
provides that a physician is permitted to refer patients to a hospital
for the performance of designated health services where (i) the refer-
ring physician is authorized to perform services at the hospital; and

(ii) the ownership or investment interest is in the hospital itself, and
not merely in a subdivision, distinct part or department of the hospi-
tal. If the terms of this exception are met, the use of the installment
debt between the entities will not prohibit referrals from the selling
physician to the purchasing hospital.

2. PURCHASE BY HOSPITAL-AFFILIATES.

Frequently, an affiliate of the hospital, not the hospital itself, will
purchase the physician’s practice. The hospital exception, outlined
in the section above, will not protect such transactions, since the
affiliate will not meet the definition of a “hospital” set forth in Stark
II and the Stark I Regulations.

However, a nonprofit affiliate of a hospital which employs the physi-
cians whose practices were purchased may be viewed as a “group
practice” under Stark II and the Stark I Regulations. As such, the
parties may qualify for two different exceptions, which apply to both
ownership interests and compensation arrangements. These excep-
tions are for physician’s services referrals and in-office ancillary ser-,
vices referrals. Generally, these two exceptions will protect most, if
not all, referrals that may occur within a hospital affiliate (including
physician to physician referrals and office ancillary service referrals
for services such as clinical laboratory, diagnostic radiology or phys-
ical therapy services).

It is critical to the applicability of the physician’s services or in-
office ancillary services exceptions that the purchasing/employing
affiliate meet the definition of “group practice” set forth in Stark II
and the Stark I Regulations. The Stark I Regulations define a “group
practice” as a group of two or more physicians, legally organized as
a partnership, professional corporation, foundation, not-for-profit
corporation, faculty practice plan, or similar association. The entity
must meet several conditions to be a “group practice,” the most
important of which are: (1) each physician who is a member of the
group furnishes substantially the full range of patient care services
that the physician routinely furnishes through the joint use of shared
office space, facilities, and equipment and personnel; and (2) sub-
stantially all of the patient care services of the physicians who are
members of the group (i.e., at least 75 percent of the total patient
care services of the group practice members) are furnished through
the group and are billed in the name of the group and the amounts
received are treated as receipts of the group. Patient care services
are measured by the total patient care time each member spends on
these services. In other words, members of the group in the aggre-
gate must devote at least 75 percent of their patient care time to the
group practice. “Members” include all physicians who provide ser-
vices to the group, including partners, full-time and part-time
employed physicians, and contract physicians.

Referrals to the hospital which is affiliated with the purchasing/
employing entity would be generally permitted under this scenario,

Continued on page 6

“I Some commentators have expressed concern over whether the installment payments made by thepurchasrng entity to thephysicianspur.suant to the debt relationship
create compensation arrangements, in additron to an ownershtp  interest, which must be exceptedfrom the referral prohibitions to be permitted. Fortunately, HCFA has
indicated in the Stark I Regulations that such payments are deemed to be rncident  to the ownership interest, and therefore do not create individual compensation
arrangements. Consequently, the ownership interest only, and not each payment, must meet  an exception to the referral prohibitions.
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Continued from page 5
because no financial relationship with the hospital itself would exist.
This conclusion depends in part on the corporate structure of the
hospital and its affiliate (Q,  are the hospital and its affiliate in a
parent-subsidiary or “brother-sister” relationship and does the hos-
pital routinely fund the affiliate’s obligations to the physician) and
each case should be reviewed on its own merits.

EMPLOYMENTOFPHYSICIANS
In addition to the “ownership” interests discussed above, if the pur-
chasing entity, whether a hospital or an affiliate of the hospital,
employs the physicians who sold the practice, the employment agree-
ment creates a separate compensation arrangement between the par-
ties and referrals will generally be permitted only if such relationship
complies with the bona fide employment relationship exception.

The bona fide employment relationship exception requires that the
following conditions be met: (1) the employment is for identifiable
services; (2) the amount of compensation under the employment
agreement is consistent with the fair market value of the services and,
except for certain productivity bonuses based on services performed
personally by the physician, is not determined in a manner that takes
into account the volume or value of any referrals by the referring
physician; and (3) the compensation is provided under an agreement
that would be commercially reasonable even if no referrals were
made to the employer. If these conditions are met, the employment
relationship will not be deemed to be a financial relationship pro-
hibiting referrals from the physician to the employing entity.

Conclusion
This discussion illustrates the complexity of some of the Stark issues
that may arise when a hospital or its affiliate purchases a physician
practice. Each situation is unique and will have to be scrutinized to
uncover all relevant issues, which may go beyond the scope of Stark.
This article is not intended to address all such potential issues.
Parties would therefore be well advised to consult competent coun-
sel trained in the health care regulatory field. However, as this arti-
cle points out, with the proper amount of insight and foresight, these
transactions can be structured to comply with even the confusing
requirements of Stark II and the Stark I Regulations.
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