
C
urrent healthcare regulations require that 

you understand your organization’s policy 

and procedures relating to physician 

arrangements, applicable valuation nuances 

and the importance of adhering to the associated legal 

requirements. You need to have a good understanding of 

federal fraud and abuse laws and the valuation challenges of 

fair market values. 

What is Commercial Reasonableness?

Commercial Reasonableness (CR) is a critical standard that 

must be followed if an arrangement between a hospital and 

physician is to withstand regulatory scrutiny. This standard 

is relevant for both service agreements and transactions. 

The Department of Health and Human Services1 and the 

Stark Law2 have provided guidance for understanding the 

CR standard. An arrangement must make business sense, 

without considering referrals.

To assist healthcare organizations in their assessment of 

CR, the Internal Revenue Service has suggested factors 

to be considered when analyzing whether a physician 

compensation arrangement is Commercially Reasonable:3

 • The type of duties performed and time spent on the duties

 • The experience of the physician

 • The market salary data for similar positions

 • The economic implications for the hospital

1  Commercial reasonableness is defined by the Department of Health and 
Human Services as “a sensible and prudent business agreement, from the 
perspective of the particular parties involved, even in the absence of any 

potential referrals.”
2  The Stark Phase II 69 Fed. Reg. 16,093 (March 26, 2004), “[a]n arrangement 

will be considered ‘‘commercially reasonable’’ in the absence of referrals if the 
arrangement would make commercial sense if entered into by a reasonable 

entity of similar type and size and a reasonable physician (or family member 
or group practice) of similar scope and specialty, even if there were no poten-
tial DHS referrals.”

3  Surviving Fair Market Value & Commercial Reasonableness Thresholds, Health 

Capital Consultants, Winter 2008

Physician Employment Arrangements: 

Assessment and Limitation of Risk

Learn how you can provide value by reducing compliance risk 

By Jen Johnson, CFA 

When done incorrectly, physician employment 

arrangements represent significant risk for 

hospitals. "e rapid growth in physician 

employment by hospitals requires that these 

agreements be approached consistently and in a 

compliant manner.

Addressing several key points can help 

leadership monitor and properly implement 

these arrangements by creating a checklist for 

reviewing physician employment agreements 

and considering the commercial reasonableness 

standard and the Fair Market Value (FMV) 

guidelines associated with these agreements.

Jen Johnson is a Partner with VMG Health 

and oversees the Professional Service 

Agreements division. Her expertise is re-

lated to the Fair Market Value challenges, 

market data and additional regulatory 

guidelines associated with valuing profes-

sional service arrangements for healthcare 

organizations and life sciences companies. 

You can reach Jen at 214-545-5882 and 

JenJ@vmghealth.com.

Fall 2014 Association of Healthcare Internal Auditors New Perspectives  29

Feature



Case law provides another great reference point to better 

understand CR. 

U.S. v. SCCI Hospital Houston is a 2004 qui tam case in which the 

government questioned the CR of an arrangement between 

SCCI Hospital Houston and three medical directors. Specifically, 

the government argued the compensation paid to the three 

medical directors by SCCI did not meet the CR standard. 

The expert witness for the government provided insights4 

including the viewpoint that for an arrangement to be CR it 

must:

 • Be essential to the hospital’s operations and of sound 

business purpose

 • Consider factors related to patient needs

 • Identify and address the need for medical direction in 

coordination with hospital management

In the summation, the expert witness concluded there 

should have been an ongoing assessment of the necessity 

for the medical director’s duties being provided to the 

hospital.  

Possible violations of CR

Some considerations you can use to quickly identify 

arrangements that could be considered commercially 

unreasonable:

1. The number of administrative hours, or administrative 

positions, in a proposed arrangement exceeds what is 

required based on facility needs.

2. Stated compensation is consistent with physician salaries 

when those services do not require the expertise of a 

physician.

4  Fair Market Value in Health Care Transactions, Haynes and Boone LLP, Lewis 

Lefko, July 2007

3. Payments for quality when there is no mechanism to 

track improvement or superior performance in quality 

outcomes.    

4. Leasing equipment to a physician at below market rental 

rates, or leasing equipment from a physician at above 

market rental rates.

5. Compensation to physicians for management services 

when the hospital has staff providing the same, or very 

similar services.

6. Providing on-call payments for a specialty which does 

not require emergent response times.

7. Purchasing any service or equipment that is not 

necessary for efficient operations of the hospital or to 

serve the patient population.

Good documentation is key

It is important to verify that documentation supporting 

the reasons for a physician arrangement exists. The 

documentation should clearly indicate that the 

agreement is not dependent on patient referrals. It is 

likely that the agreement will be considered compliant 

if it outlines the specific required services at reasonable 

compensation levels. 

A best practice to ensure the CR standard is met is to 

develop a robust questionnaire for management to 

complete. Legal counsel should concur with the questions 

before the questionnaire  is used, and should review 

questions  periodically to ensure it addresses current legal 

requirements.

Get Fair Market Value right

Agreements may come under review by federal and/or state 

agencies. Therefore, the analytical process employed in 

the development of the agreement and the substantiating 

documentation will be essential to support and defend that 

payments are at FMV.
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From a compliance perspective, it is prudent for the 

organization to be able to answer yes to the following 

questions:

• Could we defend and explain, in a court of law, the 

derivation of the compensation paid to the physician for 

the services provided? 

• More specifically, has the compensation been established 

without considering the value or volume of referrals?

Answering these questions positively is an essential step for 

an organization to confirm it has achieved compliance with 

its physician compensation arrangements. 

Remember—regulatory authorities hold the healthcare 

organization accountable for unsupportable valuations. 

This is true even when a third party valuation firm has 

been engaged to verify that compensation is set at 

FMV. Your organization is at risk if the valuation firm, in 

the opinion of the governing body, does not provide a 

credible valuation.

Healthcare organizations that have a systematic and 

conservative approach to their physician compensation 

arrangements need not worry. The compliance issue arises 

with those organizations that have complicated physician 

alignment arrangements with proposed compensations that 

fall outside typical ranges.

FMV best practices

Healthcare organizations use different approaches to 

determine FMV. Similarly, the risk tolerances of healthcare 

organizations vary greatly, which directly affects the 

robustness of the procedure needed for establishing 

physician compensation. It is common for organizations to 

have a formal process for deciding whether a third party 

valuation opinion is needed. Many rely on the Medical 

Group Management Association5 median as a benchmark 

for deciding if clinical compensation needs a more 

detailed review. 

Ideally, every physician agreement will have defensible 

and documented support for the agreed-to compensation. 

It is also important to demonstrate that a consistent 

and logical methodology is used when determining 

physician compensation among all physicians. Healthcare 

organizations should follow an approved process for the 

majority of their physician compensation arrangements 

and establish triggers for when an arrangement requires 

5  www.mgma.com/practice-resources/practice-solutions-topic-

search?categoryid=642

additional analysis. That will significantly strengthen their 

compliance policy and lower their valuation expense. 

Some options for setting FMV within a healthcare 

organization include:

• Be conservative – Establish conservative arrangements 

internally that are clearly consistent with FMV. A 

drawback of this approach is that it may be difficult to 

attract physicians who have exceptional reputations or 

are high producers.

• Hire a valuation firm in special circumstances – Rely 

upon a conservative internal benchmark, and engage a 

third party valuation firm if compensation falls outside 

this benchmark. A disadvantage of this approach is 

the expense of engaging a third party firm, especially 

with this era of rapid growth in aggressive physician 

alignment strategies.

• Hire your own valuation analyst – Employ a valuation 

analyst to work internally for the organization. An 

issue with this strategy is that a valuation may appear 

to be biased and could be criticized because it is not 

developed by an independent third party.

• Use a third-party calculator – Access an internal calculator 

from a third party to cover the majority of compensation 

arrangements and obtain a full FMV opinion for 

arrangements falling outside these indications. 

Healthcare organizations are 

responsible for FMV

In 2010 US, ex rel. Drakeford v. Tuomey Healthcare 

System, Inc., the government’s expert found that the 

report from a third party valuation firm that Tuomey 

Healthcare System relied upon was not supportable. 

Therefore, the health system, not the valuation 

firm, was subject to penalties for the compensation 

arrangement. 

Because of cases like this, coupled with the surge in 

physician alignment strategies, understanding the 

fundamentals of how to determine FMV has become 

increasingly important to the healthcare industry  

and internal auditors. 

continued on page 40
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and those that are performing as required. Providers 

shown to be performing below standards should undergo 

mandatory re-training immediately. 

Conclusion

To effectively educate physicians for ICD-10 transition, 

design education strategies that play to physicians’ 

strengths and weaknesses. It is important to help physicians 

understand that successful implementation directly relates 

to the quality of their medical record documentation. 

Developing a detailed clinical documentation improvement 

program, including a clear and concise physician 

education component, is the key to an effective ICD-10 

implementation program. 

As the final step in the transition to the new coding, be sure 

to include a review of each provider’s documentation and 

coding in your implementation audits. This will identify the 

weaknesses and enable prompt correction. It will also help 

minimize revenue and compliance issues. NP

Take the time to find your champion because it will pay dividends.

The take-away for internal auditors is that an FMV process 

needs to be formally established and it is important to 

carefully review documentation for highly compensated 

physicians. 

Checklist for reviews

An approved process that outlines how physician 

compensation is determined demonstrates your 

organization’s effort and intention to remain compliant with 

the CR and FMV requirements. The process should include 

written guidance regarding your organization’s protocols 

and required best practices. 

The process for entering into a physician compensation 

arrangement should be communicated throughout the 

organization and an individual or functional area responsible 

for monitoring the program should be assigned. Lastly, there 

should be personnel responsible for understanding the 

applicable regulations in this area and for monitoring the 

overall process along with assigned enforcement authority.

There is no single right way to establish physician 

compensation. The solution for each healthcare organization 

is based on a myriad of factors. Regardless of the process 

established, the following basic checklist should be 

communicated to all personnel involved in decision-making: 

1. Verify that documentation exists showing the 

arrangement is CR and serves a legitimate business 

purpose, absent any current or expected patient referrals.

2. Ensure your legal counsel has approved the term sheet or 

agreement. 

3. Understand the services listed in the agreement and the 

credentials and/or specialty required for the position. 

Match these requirements to the physician serving in 

the role.

4. Ensure there is an established process to determine FMV 

for those services and the compensation approach is 

consistent throughout the entire organization.

5. Verify that a more robust valuation approach to 

compensation was completed for compensation 

arrangements falling outside the existing thresholds.

6. Establish a mechanism to confirm the services are 

actually being provided (for example, time sheets for 

medical directors).

Conclusion

As an internal auditor performing audits in this high-risk 

area, you should understand the regulatory guidance 

provided by both the CR and FMV requirements. 

Understanding the regulations and following the 

checklists provided here can greatly assist in ensuring 

that your organization has a compliant process for 

reaching physician compensation arrangements and 

in limiting your organization’s physician employment 

arrangement risk. NP

Physician Employment Arrangements – continued from page 31
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