
F
or hospital system auditors, it is important to 
understand the regulatory compliance risks 
unique to healthcare, to assess those risks and 
the control environment, and to properly design 

audit procedures.

Auditing physician financial arrangements is an 
especially high-risk area that deserves resources, 
time and attention. The laws governing physician 
relationships are highly technical and complex. 
Violations of the Stark Law and its companions—the 
Anti-Kickback Statute and the False Claims Act—can 
result in multimillion-dollar government settlements. 
At a time when the federal government is moving to 
aggressively lower healthcare spending and combat 
fraud, this risk area should consistently rank high on 
your audit plan.

What is the stark Law?
The Stark Law is officially known as the Physician Self-
Referral Law, (42 U.S.C § 1395nn) and it applies to services 
provided to Medicare and Medicaid patients. The law’s 
namesake is Congressman Pete Stark (D-CA), who sponsored 
the initial bill.

Representative Stark’s intention was to ensure the 
integrity of medical decision-making by eliminating 
improper physician incentives and overutilization 
of services, and control of costs. The theory is that 
physicians should refer patients for medical services 
based on the medical need of the patient and the quality 
of services rather than the physician’s potential for 
financial gain.

The law prohibits self-referrals, meaning physician referrals 
to an entity in which the physician has a financial interest. A 
physician may not make referrals to an entity for Designated 
Health Services (DHS) payable under Medicare or Medicaid 
if the physician or his/her immediate family has a financial 
relationship with the entity.

Physician Contract Audits: 
How the Stark Law Applies
Effective audits ensure healthy relationships
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Physician contracts are a high-risk area. 
But it need not be so. Gain clarity about 
Stark Law requirements and then apply 
these simple-to-follow steps. Easily applied 
automation reduces this morass to routine 
monitoring and auditing. Learn how to 
reduce this big blip to a small blip on the 
C-suite’s radar.
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Services categorized as DHS include all inpatient and 
outpatient hospital services, as well as other common 
medical services, such as clinical lab services, radiology 
and imaging tests, radiation therapy, durable medical 
equipment, home health and physical therapy (see a full list 
on the cms.gov website).

A hospital or other billing entity may not bill for services 
rendered from a prohibited referral, unless a Stark Law 
exception applies. Exceptions are technical rules that 
exempt certain types of financial relationships. Meeting one 
of these exceptions means the hospital can accept referrals 
from the physician despite the presence of a financial 
relationship. However, the Stark Law is a strict liability law, 
which means a violation can occur regardless of the party’s 
intent or knowledge of the law.

Strict liability also means that failure to meet all require-
ments for a given exception can result in a violation. Due 
to the complexity of the Stark Law and its exceptions, it is 
strongly advised that you work with legal counsel on the 
transactions and physician relationships specific to your 
entity.

When is the Stark Law applicable?
Answer the questions below to assist in determining 
whether the Stark Law is applicable to your transaction:

 • Does this transaction involve a physician’s referral of a 
Medicare or Medicaid patient?

 • Is the referral for DHS?

 • Is there a financial relationship of any kind (e.g., contract, 
rental agreement, gift, business dinner) between the 
referring physician or immediate family member and the 
entity to which the referral is being made?

If all the questions above can be answered with “yes,” the 
transaction must comply with a Stark Law exception.

Why is compliance important?
Penalties for violating the Stark Law include:

1. Payment denials

2. Exclusion from federal healthcare programs

3. Civil Monetary Penalties of $15,000 for each service rendered 
plus an assessment up to three times the claim amount

4. A penalty of up to $100,000 for a “circumvention scheme.” 
There could also be liability under the False Claims Act for 
knowingly submitting claims related to a prohibited referral

How to audit for Stark Law compliance
First, identify data sources. Consider extracting physician 
payments from the accounts payable system. You can 
also use the vendor master file to distinguish between 
private physicians and bona fide employee physicians. 
Distinguishing physician types will guide you to the Stark 
Law exception applicable to the transactions being tested. 
Other tips for identifying physicians include searching 
vendor names in the A/P files for MD or Dr., or reviewing a 
physician listing from the medical staff services department.

You should review the contract that supports the physician 
payment. Any direct payment to a physician—other than 
a bona fide W-2 employment arrangement—will generally 

Physicians should refer patients 
for medical services based on 

the medical need and quality of 
services rather than the physician’s 

potential for financial gain.

Fall 2013 Association of Healthcare Internal Auditors New Perspectives  39

Physician Contract Audits



require a written, executed contract. The sub-ledger account 
to which the payment is booked will help identify the type 
of contract, such as Emergency Department (ED) on-call 
versus a physician recruiting agreement.

If the hospital does not have a centralized contract 
management system, contact the legal department and/or 
medical staff services department to determine where the 
physician contract master list exists.

stark Law exceptions
A thorough understanding of the numerous Stark 
exceptions applicable to the facility is helpful when 
developing your audit approach. Remember, full and 
complete compliance with a Stark Law exception is what 
protects a financial relationship. Be aware that many of 
the Stark Law exceptions prohibit compensation based 
on the value or volume of Medicare/Medicaid referrals to 
the DHS entity.

Another common Stark Law exception requirement 
is that compensation must be based on FMV. When 
evaluating the support for FMV determination, ensure 
that all compensation for the physician is included. For 
example, a single physician may receive compensation 
for a directorship, ED on-call, hospital committee 
attendance, speaking engagements honoraria and 
physician services.

Documentation of FMV support can be developed internally 
by benchmarking salaries of the same specialty against an 
independent published salary survey or externally by an 
independent appraiser.

Direct compensation arrangements, where the hospital 
is the payer and the private physician is the payee, have 
similar attributes that can be tested for compliance 
with the Stark Law. When physician contracts have been 
obtained as well as the corresponding AP payments, 
testing can begin. Determine whether the payment made 
to the private physician incorporates each attribute below.

1. Is the contract on file?

2. Is the contract properly executed?

3. Is there a stated contract term?

4. Is the term greater than 1 year?

5. Was a payment made within the contract term?

6. Was the compensation arrangement set in advance?

7. Are the compensation terms explicitly stated?

8. Does the compensation arrangement take into 
account the volume or value of referrals?

9. Does the contract identify all services to be provided 
under the agreement?

CMS settled several violations of the physician self-referral statute with a hospital in Massachusetts for $579,000. The 
hospital disclosed under the Self-Referral Disclosure Protocol (SRDP) that it violated the statute by:

 • Failing to satisfy the requirements of the personal services arrangements exception for arrangements with certain 
hospital department chiefs and the medical staff for leadership services

 • Failing to satisfy the requirements of the personal services arrangements exception for arrangements with certain 
physician groups for onsite overnight coverage for patients at the hospital.

(From cms.gov)

A hospital in Massachusetts agreed to pay $1.15 million after it self-disclosed its conduct to the OIG for allegedly 
violating the Civil Monetary Penalties Law provisions applicable to physician self-referrals and kickbacks. As a result of 
the ensuing investigation, the OIG alleged that remuneration was paid to two physicians in the form of:

 • Space and staff services for no cost, or for less than Fair Market Value (FMV)

 • Payment for services not performed and services performed pursuant to expired agreements

 • Remuneration to a physicians’ group in the form of payment for services not performed and services  
performed without a written agreement.

(From oig.hhs.gov)

Examples of Stark Law violations
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10. Was the payment made in compliance with the 
contract’s payment terms?

11. Are the contract payment terms at FMV?

12. Is there support for the FMV determination?

Exception-specific requirements
Each Stark Law exception may have requirements in 
addition to the common attributes above. A few examples 
of Stark Law exceptions common to hospitals and how to 
assess their applicability are captured in detail here.

Personal Service Agreements (PSA) exception – Obtain 
documentation supporting the physician’s contracted 
services.

For example, if the PSA covered a medical directorship, 
a timesheet should be maintained that records time 
spent for the medical directorship duties defined in 
the contract. A best practice is to attach the physician’s 
timesheet to the support for payment. Obtain timesheets 
and ensure the administrator to whom the physicians 
report has authenticated them. Ensure the activities 
and time recorded is reasonably related to the services 
outlined in the PSA.

Office space and equipment rentals exception – Validate that 
the space rented or equipment leased does not exceed 
what is reasonable and necessary for the legitimate business 
purposes of the lease or rental and is used exclusively by 
the lessee. The contract should specify office space and 
equipment being rented.

Physician recruitment exception – Verify the recruited 
individual is a physician (i.e., not a physician assistant) and 
that the exception’s relocation test is met. The relocation test 
requires that the physician’s original practice be 25 miles 
outside the recruiting hospital’s geographic area.

In addition, validate the physician’s new recruited location 
derives at least 75% of its professional service revenue from 
new patients. In addition, you should ensure the physician 
is allowed to refer patients to other hospitals and obtain 
staff privileges at other hospitals. Physician recruitment 
agreements have IRS implications to nonprofit and 
government hospitals.

Bona fide employee exception – The Stark Law does not 
require bona fide employee compensation arrangements 
to be written and executed, although this is not a best 
practice. You should determine whether the physician is a 
bona fide employee as defined by the IRS regulations and 
guidance. The employment must be for identifiable services, 
and the compensation must be based on FMV. The bona 

fide employee exception does not prohibit an employee 
productivity bonus.

Staff incidental benefits exception – Meals or gifts of a small 
monetary amount ($32 for 2013) are allowed under the 
Medical Staff Incidental Benefits Exception. However, to 
qualify for this exception, the incidental benefit must meet 
all of the following criteria:

 • Offered to all members of the medical staff practicing in 
the same specialty without regard to the volume or value 
of referrals

 • Provided and used only when the physician is making 
rounds or is engaged in other services or activities on the 
hospital campus that benefit the hospital or its patients

 • Reasonably related to the provision of, or designed to 
facilitate the delivery of medical services at the entity

Nonmonetary compensation exception – The exception 
allows an entity to provide a physician with benefits, items 
and services valued at less than $380 for the calendar year 
in aggregate. Nonmonetary compensation can include 
gifts, meals, entertainment, parties, sporting events, travel 
expenses, awards, and almost any other item or service that 
does not fall into the incidental benefit category. To qualify, 
nonmonetary compensation may not:

 • Be cash or a cash equivalent

 • Take into account the actual or potential volume or value 
of referrals or other business generated by the referring 
physician

 • Be solicited by the physician

Employee travel and expense reimbursements are a good 
data source to test this exception and the incidental 
benefits exception. Also request your hospital’s Stark log. 
The Stark log is a monitoring tool to ensure nonmonetary 
compensation does not exceed the annual limit. It should be 
used to track the nonmonetary compensation to all private 
physicians who refer Medicare DHS to your entity.

The Stark Law is a strict liability law, 
which means a violation can occur 

regardless of the party’s intent or 
knowledge of the law.
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Consider selecting travel and expense reimbursements to 
clinical department directors, hospital executives, physician 
liaisons, marketing/business development, and department 
chairs. Trace private physician meals or gifts to the Stark log. 
Quantify items not recorded on the Stark log to ensure the 
calendar year’s total is below the exception threshold.

recommendations to internal auditors
Education is the front line of defense. The more employees 
who understand the Stark Law, the better the organization’s 
controls will operate. Assess whether your organization 
provides regular Stark Law education to new and existing 
employees who routinely interact with private physicians. 
Providing this education will ensure that controls will not fail 
during times of employee turnover.

Centralizing the contract management process and 
assigning a staff member to ensure contracts are fully 
executed and renewed in a timely manner also minimizes 
the risk for noncompliance. Some physicians may have 
multiple contracts in place for the various services they 
provide to your organization. It is important these contracts 
are organized to promote visibility to the various contract 
term end dates. Your audit should look for expired contracts 
and determine whether payments are continuing past the 
expiration date.

The Stark log should have a high visibility and ease of access 
to encourage all users to check the private physician’s 
balance prior to providing nonmonetary compensation to 
the physician. The Stark log should quantify all nonmonetary 
compensation that meets the criteria.

Generally, if an item or service provided to a private 
physician is not included in a contract and does not fit under 
the incidental benefits exception, it should be recorded on 
the log. The hospital‘s policy should reference the Stark log 
procedures, and all applicable hospital employees should be 
well-educated about the process.

When auditing the nonmonetary compensation 
exception, look for departments that may be unaware 
of this requirement but may be providing nonmonetary 
compensation to private physicians. Do not forget the 
marketing department and business development areas.

Because the exception limit changes year to year, check the 
CMS website for the annual limit for the audit year in question.

The Stark Law is highly technical so you should confer with 
your internal legal department when performing this audit. 
In addition, consult your legal or compliance department 

to determine whether the audit work should be protected 
under attorney-client privilege.

What to do with potential violations
If the audit fieldwork reveals possible compliance violations, 
work closely with your compliance and legal department to 
discuss next steps. Under these circumstances, legal advice 
from a subject-matter expert becomes essential.

Be aware that some violations can be fixed with quick action, 
such as seeking repayment within 180 days for the amounts 
exceeding the annual nonmonetary compensation limit (as 
long as the overage is less than 50%). Also, a brief holdover 
term for up to six months is permitted for some expired 
leases and personal services contracts.

The hospital should also determine whether to self-
disclose and report actual or potential Stark Law violations 
to the federal government. Self-disclosure of violations 
is desirable because it allows hospitals to greatly reduce 
the financial penalties and onerous oversight provisions 
that can be imposed when the government discovers 
wrongdoing through an audit or whistleblower lawsuit. 
More information about self-disclosure of Stark Violations 
is available at cms.gov.

Conclusion
The Stark Law is a complex risk area that may be poorly 
understood by many in your organization. An effective audit 
of this area can provide your organization the assessment 
it needs to assure compliance and identify problems early. 
Likewise, the resulting control and process enhancements 
can reduce your organization’s risk while strengthening 
its policies and procedures. Amid increased government 
scrutiny and downward financial pressure, this kind of audit, 
and the resulting improvement plan, can help build lasting 
protection. NP

This article does not constitute legal advice. Readers should 
consult qualified counsel for assistance.

Many of the Stark Law exceptions 
prohibit compensation based on 

the value or volume of Medicare/
Medicaid referrals to the DHS entity.
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