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Feature

By Scott Petersen and Catherine Wakefield

A Stark Audit: Approaching Physician 
Compensation and Arrangements

Introduction

As regulatory enforcement of the Stark 
Law, Anti-Kickback Statute, and IRS 
Private Benefit continues to grow, so 
does the need for a comprehensive 
audit program for employed physician 
compensation and professional service 
arrangements. Each of the regulations 
comes with their own regulatory 
requirements as well as fines and 
penalties for non-compliance. 

The Stark Law prohibits providers from 
billing Medicare or Medicaid for certain 
designated healthcare services referred 
by physicians with financial relationships 
with those providers. Penalties for 
non-compliance with the Stark Law 
may include denial of claims, obligation 
to refund any payments made, a civil 
monetary penalty of not more than 
$15,000 per service, penalties in excess 
of $100,000 for alleged circumvention 
schemes, and exclusion from Medicare 
and Medicaid programs.

The Anti-Kickback Statute prohibits 
payment of type, including any 
kickback, bribe or rebate, directly 
or indirectly, overtly or covertly, in 
cash or in kind (anything of value) 
to induce referrals for health services 
that are reimbursable by the federal 
government. The Anti-Kickback Statute 
is a criminal statute, punishable by 
up to five years imprisonment and 
$25,000 in fines. Civil penalties may 

include exclusion from participation in 
Medicare and Medicaid, a penalty of 
$50,000, plus three times the prohibited 
remuneration received.

IRS Private Benefit applies to not-for-
profit organizations and states that 
a 501(c)(3) organization must not be 
organized or operated for the benefit 
of private interests and that no part of 
the net earnings of a section 501(c)(3) 
organization may inure to the benefit of 
any private shareholder or individual. 
An initial tax of 25% of the overpayment 
may be imposed upon the disqualified 
person as a penalty. In addition, a tax of 
10% of the overpayment, up to a $10,000 
maximum per overpayment, may be 
imposed on any organization manager 
who knowingly participated in the 
transaction, unless that participation was 
unwilling or due to reasonable cause. 

In order to ensure compliance with 
these regulations, prevent any fines and 
penalties, and protect the reputation 
of the organization, we planned and 
conducted routine audits to identify any 
risks and/or gaps in our organization 
with employed physicians and 
professional service arrangements. 
This article will outline the MultiCare 
Health System methodology for auditing 
employed physician compensation and 
non-employed physician arrangements, 
and will emphasize the lessons learned 
over the years of conducting these 
audits.

Audit Planning—Employed 
Physician Compensation

Physician arrangements were determined 
to be high risk based on increased 
regulatory scrutiny, concerns expressed 
by management, and process issues 
identified by support departments 
(Human Resources, Finance, and Provider 
Services). 

In order to ensure that physician 
compensation is in compliance with the 
Stark Law, Anti-Kickback Statute, IRS 
Private Benefit, and all other applicable 
governing laws, we developed a 
methodology to test the compensation of 
each employed physician. 

Collecting all the required supporting 
documentation is time-consuming 
initially. Sources included: Finance, 
for actual pay type detail and W-2 
documentation; Provider Services, for 
hiring guidelines, offer letters, and 
other support; Human Resources, for 
survey data and production tiers; and 
medical staff management, for other pay 
arrangements such as supervision pay for 
mid-levels, shared practice arrangements 
and other specialty pay. 

Total compensation consists of any 
remuneration, direct or indirect, that is 
paid to a physician to provide services 
as an employee of MHS. In order to 
consistently test each employed physician, 
we determined that compensation is 
made up of W-2 taxable income, minus 
any identifiable sources of income that 
are not consistent with the day-to-day 
functions of their job. This needs to be 
defined with senior management and 
legal counsel.

The methodology of testing compensation 
for compliance is called the “Three Tier 
System.” Each tier, listed in more detail 
below, has a different test that is applied 
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to the physician’s compensation. The 
compensation will start at Tier 1 and be 
tested against each subsequent tier until 
it passes the test of one of the tiers and is 
considered “safe” and compliant. Once 
compensation is determined to be safe, no 
further testing is required.

The Three Tier System:

Tier 1 

Tier 1 is a two-part test to ensure that 
all physicians are being compensated 
based upon fair market value (FMV). 
Physician compensation surveys are 
used to identify the FMV hourly rate of 
each physician specialty. We use seven 
different surveys—six national and one 
local. Information obtained from these 
surveys has been used to set up hiring 
guidelines used by the Provider Services 
Department. 

An FMV hourly rate range (low and 
high) is developed for each physician 
specialty. An hourly rate is calculated 
for each physician by dividing his or 
her compensation by the total full time 
equivalent (FTE) hours worked during 
the year. The appropriate high FMV 
hourly rate based upon specialty is then 
compared to each physician’s hourly rate. 
Since FMV is a range, we also evaluate 
pay to ensure it is not below the low 
range.

If the physician’s hourly rate does not 
pass the test of the survey data, the 
Provider Employment Agreement (PEA) 
of the physician is obtained from Provider 
Services and the original contracted 
compensation rate is reviewed to 
determine if it is consistent with the HR 
hiring guidelines.

Most of our primary care, urgent care, 
and internal medicine providers pass at 
this level. If compensation fails the test of 
either part in Tier 1, we proceed to Tier 2

Tier 2 

The test for “Above Median Work 
Relative Value Unit (WRVU) Production” 
is to ensure that above-median 
production-based compensation is 
justified by the total WRVUs produced.

Many physicians are paid on a WRVU 
production basis. It is difficult to 
determine an accurate hourly rate and it 
is not appropriate to compare production-
based pay to an hourly rate. Therefore, 
a method was developed to identify 
and remove the above-median WRVU 
production (WRVUs and pay) and create 
a comparable hourly rate. 

Median WRVU levels are established 
as a component of the annual physician 
compensation plan. If the physician 
is paid based upon production, each 
specialty has a calculated median which 
is compared to the WRVUs produced 
during the year. Incentive pay is provided 
for above median production which 
skews the normal. The dollar value of 
compensation associated with production 

levels above the median is excluded 
from compensation. The compensation 
is adjusted by removing the excess 
compensation then comparing that 
amount to the high of the FMV hourly 
rate range defined in Tier 1. 

The remainder of our primary care, 
urgent care, internal medicine, and many 
of our specialist providers pass at this 
level. If compensation fails the test of Tier 
2, we proceed to Tier 3.

Tier 3

Tier 3 looks for other supporting 
documentation, including current 
market offers, to ensure that all 
variances from FMV have supporting 
documentation to justify the variance or 
are consistent with the current state of 
the market.

Documentation of these variances is 
best obtained during the recruitment 
process of hiring open positions. This 
documentation may consist of the 
length the position was left open during 
recruitment; evidence of, and the amount 
of, rejected offers for the specialty; offers 
recruited physicians have obtained from 
other local hospitals; any documentation 
of arm’s-length negotiations; and salaries 
from recruitment journals.

We require documentation of any 
variance identified during the recruitment 
process to be kept in the recruitment 
software and in each physician’s file 
upon hire. These files are maintained in 
Provider Services.

If a physician has been identified as an 
outlier from the tests o f the first two 
tiers, the physician files are reviewed for 
any documentation that supports the 
physician’s compensation. 

If documentation is found that justifies 
the compensation paid to the physician, 
no further testing is required.

Many specialists fall into the Tier 
3 testing, as additional supporting 
documentation is needed to support 
the pay. If documentation is not found, 
the physician is identified as an outlier 
and either the contract is amended 
or corrective actions are taken so that 
compensation is within the FMV 
allowable range. 

Establishing Our Benchmarks

In consultation with our external legal 
counsel, we developed and defined 
benchmarks for compliance. We have 
defined benchmarks as:

Compliance begins 
before recruitment 

and during 
the contractual 
negotiations.
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• Tier 1—60% of all employed 
physician compensation should be 
compliant after being tested by the 
first tier.

• Tier 2—80% of all employed 
physician compensation should be 
compliant after being tested by the 
first two tiers.

• Tier 3—100% of all employed 
physician compensation should be 
compliant after being tested by all 
three tiers. 

Defined rules and documentation 
requirements were a process 
improvement outcome of this audit. 
Exceptions were addressed and the 
number of pay exceptions has been 
reduced significantly. Education for 
operational management and support 
departments (Human Resources, Provider 
Services, and Finance) has also served to 
address deficiencies.

Lessons Learned

Physician relationships tend to be 
complex, decentralized, and political. 
We educated all those who manage 
physician relationships, through the use 
of process flowcharts and examples. We 
worked backward from exceptions in 
some cases. 

It is important to ensure that you are 
getting all of the information. Finding 
contracts and  documenting pay 
exceptions and special arrangements 
is crucial. Continuous monitoring is 
essential for compliance. 

Developing a process for auditing 
employed physician compensation and 
non-employed physician arrangements 
took time to obtain buy-in from all key 
stakeholders. We had to make sure 
that we were bringing the right people 
to the table in the beginning, so they 
were involved throughout the entire 
process. Legal involvement was key. We 
also communicated all objectives and 
outcomes throughout the audit process. 
This continual reinforcement of the 
“Why” of the audit was an important 
lesson learned.

We also had to work through all 
exceptions. Compliance begins before 
recruitment and during the contractual 
negotiations. Processes, standards and 
guidelines at the front end are essential to 
avoiding future issues.

Our audit reports documented all 
exceptions and made recommendations 
for improvements. We followed up until 

all exceptions were addressed. From one 
year to the next, the number of exceptions 
had declined and we have now gone from 
major to minor findings. Participants 
in the process acknowledge that the 
compensation methodologies are clear, 
well documented, and easy to explain to 
the providers. 

Audit Planning—Non-Employed 
Physician Arrangements

Non-employed physician arrangements 
include all third party contractual 
relationships with non-employed/
community physicians such as: medical 
directorships; professional service 
agreements; consulting agreements; 
physician property leases; equipment 
leases; and call coverage. Due to the 
wide variety of compensation methods 
for these arrangements, non-employed 
physician arrangements were identified as 
a high risk area.

In order to ensure that all non-employed 
physician arrangements are in compliance 
with all applicable regulations, our audit 
methodology is a contractual review that 
includes a review of the requirements 
outlined in the Stark Law and of our own 
Accounts Payable policies consisting of 
the following:

• Contract is current

• Terms are set in advance

• Term is not less than one year

• Speaks to an identifiable service

• Is appropriately signed

• Payments for services/rent are in line 
with the contractual agreement.

• Payments are at FMV.

• Appropriate cost centers are assigned 
to arrangements.

• Internal processes of:

 c Contracting

 c Documentation

 c Compensation

 c Documentation of time spent 
performing Medical Director 
services

 c Payments are not made on expired 
contracts

All non-employed physician 
arrangements are stored in a contract 
management system. These contracts are 
categorized based upon the specifics of 
the arrangement. A report is run in the 
contract management system to identify 
all applicable contracts. These contracts 
are then sorted, and, depending upon the 
category, the applicable requirements are 
included in the review. Management is 
asked to confirm that all arrangements 
are captured in the contract management 
system.

Lease arrangements are also reviewed for 
the following: 

• A specific location was identified

• Square footage of property is defined

• Price per square foot is properly 
calculated

• FMV—obtain supporting 
documentation from property 
managers and real estate companies 
to validate rates

• Lease rate inflator is defined

• Identify the outliers and review files 
for supporting documentation

Lease rates were summarized in an Excel 
spreadsheet for comparison. Variances 
were identified and addressed. Leases 
were updated as needed to address rate 
discrepancies. 

Medical directorships must also adhere to 
the following requirements:

• The contract defines the scope of work

• The Medical Director completes a 
time log documenting time spent 
performing contracted services

• Medical Director signs the time log

• Medical Director submits the time log 
to the Clinical Director responsible 
for the contractual agreement on a 
timely basis

Non-employed 
physician 

arrangements were 
high risk.

Not all the contracts 
were in the system.
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• Clinical Director verifies the time 
sheet for completeness and accuracy

• Clinical Director creates a check 
request based upon compensation set 
in the contracted agreement

• Check request and time log are sent 
to A/P

• Payments will not be made on check 
requests that are not accompanied by 
a completed time sheet

• Check request is verified by A/P for 
the contracted rate

• Payment is made to the Medical 
Director

We have changed many of our 
directorships to be with the group rather 

than with an individual physician. Given 
coverage arrangements among physicians 
within groups, this has also helped 
address groups requesting individual 
directorships for every provider in their 
group. 

All outliers are identified and immediate 
action is taken to amend any contractual 
arrangement that is not in compliance 
with the regulations. Legal Services is 
contacted as necessary, to provide further 
FMV analysis of the arrangements. 

Lessons Learned

The biggest lesson learned in this area 
related to contract management. Not all the 
contracts were in the system. We worked 
to educate management on the Contract 

Management policy requirements; we 
worked with Accounts Payable to stop 
payments on arrangements where we had 
no supporting contract for the services; 
and we communicated with management 
and the providers on the regulatory 
standards. We were protecting not only 
our own organization, but the community 
providers as well.

Summary

Many changes have occurred, and 
managers/physicians have been 
educated, due to our audits. We 
believe MHS is now a more compliant 
organization. In the end, Stark compliance 
is all about documentation—document, 
document, document. NP
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