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Accounting Matters

By Charles Gallman, CFA, CPA/ABV

Hospital/Physician Alignment: 
Bridging the Gap between Hospitals 
and Doctors

Many hospitals are taking a fresh look 
at hospital/physician alignment as a 
strategy to contain costs, attract patients 
and maintain profi tability in today’s 
healthcare market. Once seen primarily 
as a costly, failed experiment for hospitals 
in the late 1980s, hospital/physician 
alignment is gaining new ground as 
hospitals and physicians mutually 
reconsider the arrangement—but on 
today’s terms and in today’s regulatory 
framework.

While the traditional model was for 
physicians to join physician-only practices 
with privileges at certain hospitals, more 
and more hospitals are entering into 
alignment arrangements with doctors, 
i.e. buying physician practices and 
entering into an employment agreement 
with the physicians. This is not a new 
development. Hospitals began formally 
employing physicians, typically primary 
care providers, in the late 1980s and early 
1990s as a means of ensuring patient 
referrals to their facilities. However, since 
often doctors were paid fi xed salaries by 
the hospitals without any productivity 
requirements, the practice revenues 
tended to decline under the hospitals’ 
ownership, sometimes noticeably. By 
the mid- to late-1990s, hospitals began 
divesting themselves of these unprofi table 
practices, selling them back to the 
physicians—often at a much lower price 
than they paid initially.

But the healthcare market and the 
regulatory environment have changed 
considerably in the intervening years, 
causing both sides to consider the 
arrangement anew. From the physician’s 

perspective, reimbursements from 
Medicare and third-party insurers are 
generally declining, even as they work 
harder. At same time, their insurance 
rates for malpractice and the cost of 
employee benefi ts are rising. Also, most 
physician practices simply cannot afford 
to own, or are prohibited from owning, 
the latest, astronomically costly diagnostic 
equipment. In short, the declining top 
line, rising expenses and shrinking 
margins are motivating physicians to 
align with hospitals. 

From the hospital’s perspective, 
alignment with physicians also offers 
many potential upsides. Hospitals often 
are motivated because alignment ensures 
that physicians will refer to their own 
hospitals, hence guaranteeing patients 
in beds. Hospitals stand to benefi t from 
alignment with surgical specialties 
because of the high reimbursement 
rate for surgical procedures. Moreover, 
through alignment with physicians, 
hospitals also can establish protocols that 
all physicians must adhere to, thereby 
improving the quality of patient care.

In addition to the motivators for 
both sides, there are a number of 
considerations hospitals and physicians 
are taking into account in order to 
maximize their likelihood of success—and 
minimize unexpected surprises—in these 
arrangements.

Hospitals are Carefully Considering •	
Fair Market Value 

 Today hospitals are paying much 
closer attention to fair market value—
in part because they overpaid last 

time, but also because the regulatory 
climate has changed. The IRS and 
the Department of Justice—enforced 
through the Offi ce of the Inspector 
General—have kicked up the scrutiny 
related to the practice buying and 
selling transactions, focusing on 
fair market value standards. Now 
the Stark Laws have also come into 
play, regulating transactions and 
other aspects of the practice, such 
as reimbursement. Stark Laws hold 
that what hospitals are paying for the 
practices and what they are paying 
their physicians must be fair market 
value and commercially reasonable. 
Commercial reasonableness is 
defi ned as an arrangement that 
would make commercial sense if 
entered into by a reasonable entity 
of similar type and size and a 
reasonable physician of similar scope 
and specialty, even if there were no 
potential business referrals between 
the parties. 

 Failing to comply with Stark Laws 
can be extraordinarily costly, the 
painful lesson learned recently 
by Covenant Medical Center in 
Waterloo, Iowa. The medical center 
had entered into an employment 
arrangement with fi ve physicians, 
which the government charged 
violated the Stark law because 
Covenant was paying commercially 
unreasonable compensation, far 
above fair market value, to the 
physicians, who referred their 
patients to Covenant. The physicians 
were among the highest paid 
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hospital-employed physicians, not 
just in Iowa, but in the entire U.S. 
Covenant denied any wrongdoing, 
but settled to avoid the uncertainty of 
litigation—paying $4.5 million to the 
federal government. 

Compensation Models Align •	
Physician and Hospital Goals 

 It is important to establish a 
compensation structure that rewards 
physicians for goals shared by both 
physicians and hospitals, including 
productivity, quality, and patient 
satisfaction. Unlike the hospital/
physician alignment of the late 
80s, today, performance-based 
compensation models are the norm, 
not the exception. Setting a fixed 
compensation without performance 
targets is typically not recommended. 

 It is also worth considering obtaining 
an independent valuation opinion 
to support compensation that 
exceeds or approaches the Medical 
Group Management Association 
(MGMA) 90th percentile. For instance, 
Covenant was paying one physician 
more than it was spending on charity 
care for uninsured patients, a glaring 
red flag. 

Physicians Have Some Practice •	
Autonomy and a Voice in 
Governance and Management

 In failed past attempts at alignment, 
hospitals often managed physician 
practices as they would hospital 
departments. Today, regardless 
of the specific business model, 
whether the hospitals employ the 
physicians, establish joint ventures 
with physicians, or co-manage 
“centers of excellence,”  hospitals will 
want to give physicians a good deal 
of practice autonomy and perhaps 
establish physician organizations. 
Hospitals also will want to be sure 
physicians have a strong voice 
in governance, typically through 
their physician organizations. 
Hospitals typically accomplish 
this by including physicians on 

the management team and/or the 
board of directors of these physician 
organizations.

Transaction Structure is Appropriate •	
for Alignment and Tax Implications  
Hospitals must consider how to 
structure the transaction and how 
to fit the practice into the hospital’s 
existing legal structure. Will the 
physician organization be a separate 
entity or will be it be managed under 
a department of the hospital? Will 
the hospital purchase the assets 
of the practice or will it be a stock 
acquisition? These determinations 
have tax and liability implications for 
both the hospital and the acquired 
physicians. 

 There are many tax implications to 
both the hospital and the physicians 
from the transaction and structure. 
The legal structure of the practice 
may also influence the structure of 
the transaction or may dictate which 
alignment strategy is undertaken. For 
hospitals, the liquidation tax, Internal 
Revenue Code Section 337(b), must 
be considered in valuation. For 
physicians, there may be certain tax 
benefits from selling the practice as 

a stock acquisition. A side-by-side 
analysis can help with negotiations. 

 If the hospital is a taxable entity, it 
will be focused on minimizing tax 
consequences. If the organization is 
tax-exempt, it will need to consider 
mission and the delivery of quality 
care. Tax-exempt hospitals will also 
need to be careful avoid intermediate 
sanctions. These apply to transactions 
between tax-exempt organizations 
and “disqualified persons,” those 
who have the ability to significantly 
influence the organization. In 
some instances, physicians can be 
disqualified persons. If the hospital 
is tax-exempt, but has a taxable 
subsidiary, there are additional 
considerations. 

Looking Ahead 

Hospital physician alignment is a growing 
trend in today’s market, with many 
potential benefits for both physicians 
and hospitals. In fact, hospital/physician 
alignment can be a particularly effective 
strategy as many healthcare systems 
move to an integrated delivery model, 
in which these hospitals provide a full 
range of healthcare services, such as a 
birthing center, cancer center, wellness 
center, etc. However, it’s essential to avoid 
the mistakes of the past and structure the 
alignment to align interests, and minimize 
tax consequences and other liabilities. 
Arrangements that meet fair market 
value and commercial reasonableness 
standards, and are structured with 
careful planning can provide ongoing 
profitability and cost savings to both 
physicians and hospitals. NP
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