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n recent years, it has become increasingly com-

mon for academic medical centers and other hos-

pital systems (hereafter, AMCs) to acquire small
medical practices at sites not necessarily close to the
large practice’s main campus or facility.! If done cor-
rectly, such acquisitions can have numerous benefits
to both the parties and the surrounding community.
For example, such arrangements may enable the aca-
demic practice or hospital system to establish teaching
or outreach sites for some of its programs, thus pro-
viding benefits of more sophisticated health care pro-
grams to smaller communities. In turn, the acquired
physicians may gain the benefits of centralized man-
agement, flexibility in work schedules, improved tech-
nologies, and more stable compensation and benefit
programs, among other benefits.? Finally, there is the
lessened compliance risk afforded by employment
relationships.?

Most practitioners and compliance professionals
understand the general nature of these types of trans-
actions, including the type of due diligence advisable
and other considerations and documentation necessary
prior to closing.* Although there may be “nothing new
under the sun” in this regard, each transaction brings
with it unique business and cultural issues stemming
from the type of acquisition, nature and personalities
(corporate or individual) of the parties to the deal as
well as the location of the practice(s). If not managed
appropriately on the front end, these business and cul-
tural issues could become compliance and manage-
ment problems on the back end. In other words, it is
possible that parties operating separately in an entirely
legal and compliant manner prior to an acquisition
could face compliance issues after closing without ade-
quate care and attention.
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Although each acquisition differs as
to the factual and legal considerations
involved,® this article examines some of
the perhaps less obvious but common
business and cultural structures that need
to be examined and managed as part of
the acquisition process and suggests an
approach to manage due diligence for
such proposed acquisitions. It is impera-
tive that parties manage these risks and
issues early and as part of the due dili-
gence process and continue to monitor
them through closing and post-closing.

CONTRACTING

The AMC and the small practice will likely
have very different contracting processes.
In the small practice, there probably will be
no formal acquisition requirements; how-
ever, the AMC is likely to be either govern-
mental or not-for-profit in nature and, as a
result, may elect or be required to comply
with certain legal or regulatory contracting
requirements, including potentially, com-
petitive bidding requirements.® The com-
pliance or legal professional will have to
determine not only which contracts of the
small practice are necessary to retain and
assignable but also whether any assign-
ment process comports with the AMC's
purchasing requirements and, if so, for
how long.”

Excluded Vendors

It is also possible that the small practice is
currently doing business with a company
that the AMC would be prohibited from
engaging. This can occur if there have
been past problems between the AMC and
the vendor or if the vendor has become
listed on some type of excluded list due to
past issues. If this is the case, the compli-
ance review must include determination
of whether it is appropriate and allow-
able to engage with the vendor in the pro-
posed relationship. Initial questions would
include whether the contract is actually
necessary for the practice and whether
waivers could or should be obtained.?

Valuation

To the extent that there are contracts
between a physician practice and a third
party that would be subject to fair mar-
ket value and commercial reasonableness
requirements, additional attention may be
required to the contracting process.® For
example, in the context of medical director
contracts with potential referral sources,
the due diligence review should not only
include a review of whether the current
rate can be justified as of the time of entry
into the contract but also whether becom-
ing a part of the AMC now changes that
calculus. This determination will likely
depend upon how the original determina-
tion was obtained, but if the physician or
practice now has a different compensation
arrangement or changed duties and com-
pensation or duties were factors in deter-
mining the original fair market value, then
there should be a reassessment. Certainly,
the mere potential impact of the physician
now being part of an AMC’s staff, with its
attendant professional prestige, is suffi-
cient to justify an updated review.

Other Risks

Are there real risks associated with the
above problems in the context of the new
business structure? Obviously, if there
now is a fair market value or commercial
reasonableness issue with respect to any
contract, the contract’s continuing com-
pliance with Stark'® or the Anti-Kickback
Act (AKA)"! may be an issue; however, the
compliance professional should not forget
that both the AKA Personal Services and
Management Contracts Safe Harbor'? and
the Stark Personal Service Arrangements
Exception’® include requirements that the
contract must “not involve the counselling
or promotion of a business arrangement
or other activity that violates any Federal
or State law.”' If the continued arrange-
ment would violate state procurement or
ethics laws after closing, the agreement
may lose regulatory protection. Thus, it is
possible that continuing a contract, even
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if it originally was legally compliant, can
become problematic if, due to changes in
circumstance, the contract now violates a
state law. The prudent course of action is
to reexamine all contracts in view of the
structure of the acquisition.

EtHics LAws/CONFLICTS OF INTEREST

The AMC also likely will have to comply
with either ethics laws, conflict of inter-
est rules, or both due to its governmental
or not-for-profit status.'® This requirement
can also result in contractual relationships
becoming compliance issues. For example,
often one or more of the physicians may
own the building in which he, she, or they
practice. This is permissible in the small
practice context and may constitute good
tax planning;'® however, if there are restric-
tions or prohibitions on contracting with
employees or faculty,!” the legality of leas-
ing from the physician or practice could
be an issue post-closing. If the AMC is not
planning to purchase the building as part of
the acquisition, an analysis needs to be con-
ducted of potential risks from such a rela-
tionship. As set forth above, if the lease with
an interested party is not legally allowable,
there could be other compliance issues as
well regarding the overall transaction.

A personal service contract that is con-
tinued or assumed as part of the acquisi-
tion with a person or company prohibited
from such contracting under state ethics
laws also could violate the Stark law, as
described above.'® For example, if the son
or daughter of one of the key physicians
in a small practice owns the billing service
that performs billing services for that prac-
tice, that person would be considered to be
part of the physician’s immediate family'?
under the Stark rules. The continuation
of the contract might be a Stark viola-
tion since it is not legal under state eth-
ics laws to have such a contract; thus, the
Stark exception would not be satisfied.?
Moreover, since the company owner is part
of the physician’s immediate family, the
value of the contract could be considered

part of the total remuneration paid to the
physician.” Key questions to consider as
part of the analysis would be if continuing
of the contract is actually necessary and
whether the service charges could be justi-
fied as commercially reasonable and at fair
market value.

NEepPoTism AND EMPLOYMENT RESTRICTIONS

Small practices usually have no limitations
upon the persons they can hire other than
those included in the excluded person pro-
hibitions. Certainly, there will be issues
aligning the practice’s compensation struc-
ture to that utilized by the AMC. In addi-
tion, there may be issues that arise because
certain of the practice employees are on
the AMC’s do-not-hire list. AMCs, however,
frequently also have anti-nepotism prohi-
bitions or other conflict of interest restric-
tions that can be violated through the
acquisition process.??> This is so because in
a small practice there will likely not be any
significant hiring restrictions. Thus, hir-
ing a spouse as a nurse or office manager
may ensure both loyalty and competence.
Indeed, a common situation in such small
practices is for the practice to employ one
or more relatives of the physician; how-
ever, if there are prohibitions or restrictions
on employment of relatives of supervisory
employees or faculty, the legality of con-
tinuing the employment must be reviewed.

Even assuming that anti-nepotism rules
can be navigated successfully, the employ-
ment of close relatives of the physician
can pose compliance risks. First, if the
person to be employed is within the Stark
definition of an “immediate family mem-
ber,”?* a further analysis of the relationship
must be conducted examining referral pat-
terns and total compensation paid to both
the physician and the immediate family
member. Could the employment of an
immediate family member cause the over-
all compensation paid under a contract or
employment arrangement to no longer be
commercially reasonable or at fair market
value? Although there does not seem to be

Journal of Health Care Compliance — November-December 2019




Deal or No Deal? Acquisitions of Small Practices

a reported case on point, employment of
a relative of a physician, who was either
not fully qualified or compensated at an
inappropriate rate, could result in poten-
tial Stark violations.

Tax Issues

After the resulting acquisition, the prac-
tice likely will be subjected to tax rules that
were not encountered in the private prac-
tice context. If the AMC is a not-for-profit
entity, will any of the contractual relation-
ships that result from or are continued as
part of the acquisition, such as a lease of
the practice space from one or more of the
physicians, potentially result in private
inurement,* or otherwise subject the par-
ties to intermediate sanctions under the
tax laws??

If the small practice is joining a not-for-
profit AMC or hospital system, an analysis
needs to be conducted to determine if any
of the joining physicians or management
personnel will be disqualified persons?® in
the not-for-profit context. Although many
types of disqualified persons are deter-
mined by position, there are some that are
determined under the facts and circum-
stances of the situation.?” If such a person
had the ability to exercise substantial con-
trol over a key component of AMC, it is
possible that the person would meet that
definition and thus potentially subject
transactions to intermediate sanctions.
For example, if a physician that was newly
hired as part of an acquisition became
the head of that local practice area, with
significant management authority, the
definition might be satisfied. In such an
event, continuing an otherwise valid and
compliant lease for office space owned, in
whole or in part, by that physician, could
result in excise taxes and sanctions.?

In addition, as a for-profit practice joins
a governmental or not-for-profit AMC,
there should be analysis of potential activ-
ities in the small practice that could result
in unrelated business income.?’ In a small
practice conducted on a for-profit basis,

there likely was no concern about sales of
incidental items as part of the practice or
selling laboratory services to third parties;
however, such activities have the potential
to generate unrelated business income in
the not-for-profit sector. The best course of
action is to, as part of due diligence, con-
sult a qualified tax professional concern-
ing such potential issues.

MEpicAL PRACTICE ISSUES

The small group physician also will or may
have to make modifications in the manner
in which its physicians conduct their day-
to-day practices. This is especially true if
the acquired practice will be hosting stu-
dent or resident training programs.*® The
typical small practice will not have expe-
rience with medical students or residents;
however, supervision and billing rules are
different from anything that the practitio-
ners likely would have encountered in the
small practice. In addition, having trainees
in the practice may impact productivity.
The small practice needs to recognize this
potential change in its practice methodol-
ogy, and the AMC needs to provide suitable
training to the small practice as part of the
acquisition process.

The change to a more complex sys-
tem of electronic health records also may
require significant modifications to the
practice methods of the small practice.
The small practice providers need to be
informed about the new system. Adequate
time for both training and adjustment to
the new system needs to be set aside to
assure as smooth a transition as possible.

Finally, the internal quality and com-
pliance review programs may require a
change in the practice habits of the pro-
viders in the small practice. Typically,
the small practice will not have a par-
ticularly formal compliance or quality
review program in place; however, such
programs are customary and common in
AMCs and hospital systems. The small
practice providers should be advised of
these requirements prior to finalization of
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the acquisition transaction and provided
appropriate training and orientation as
soon as practicable.

DeAL or No DeaL?

Appropriate training to acclimate provid-
ers with the new culture and due diligence
focused on the type of issues identified
in this article are essential to the avoid-
ance of potential legal and compliance
problems, but they may not be enough.
Thus, a practical question remains: Are
such issues capable of being remedied, or
will they render the proposed transaction
unadvisable or untenable? Ultimately, the
answer will depend on a number of factors,
including how important the challenged or
problematic contract or relationship is to
successful continuation of the small prac-
tice; the availability of waivers or excep-
tions to the policy; and the ability to utilize
alternative methods of completing the
transaction. Each situation will need to be
evaluated according to its unique facts and
circumstances.

For example, if the potential problem is
an internal policy, such as an anti-nepo-
tism policy, is waiver a possibility? If the
proscription is statutorily based, then per-
haps waiver will not cure the problem.
Internal policies, especially those not
based upon a statutory restriction, often
can be the subject of such waivers. If the
problem is based in contract, does the
AMC have a related entity, not subject to
such restrictions, with which the contract
could be obtained? Could an employee
whose continued employment poses a
problem be reassigned or given a different
supervisor? If the relationship is essential
to maintain, there may be ways to accom-
modate such a continuance.

In any event, care must be taken to
assure that any waiver of change of assign-
ment does not create a compliance prob-
lem. For example, if the entity having
the authority to grant the waiver never
or rarely grants one, it may be difficult to
justify that the waiver was appropriate.

In any event, documentation of a com-
pliant business reason for such a waiver
is essential to its justification. A written
determination should be made, reviewed
by counsel and, if approved, retained in
the contract file.

For these reasons, the first step in man-
aging such acquisitions should always
include an overview of the culture, legal
and other policy requirements of the
acquiring entity early on as part of the
overall due diligence process. This will
help identify potential issues and provide
the acquiring entity an opportunity to
explain the nature of and reason for any
potentially problematic requirement.

After this overview is provided, to assist
in decision making, an analysis should be
conducted of the following factors:

1. Has a potentially problematic relation-
ship been identified?

2. TIs the potentially problematic relation-
ship identified essential to the contin-
ued operation of the practice?

3. Are there legal or policy restrictions
that preclude or limit the ability of
the acquiring practice to continue the
relationship?

4. Are waivers available? If so, can such
waivers be justified as commercially
reasonable and otherwise compliant?

5. If waivers are not available, is there
an alternative means of continuing
the relationship in a legally complaint
manner?

6. Does the alternative means of continu-
ing the relationship create a different
set of compliance problems?

It is essential that such an analysis be
conducted and these questions addressed
satisfactorily before completion of the
acquisition transaction, if a deal can, in
fact, be made.

ConcLusION

Acquisition of small practices by AMCs is
becoming increasingly common and offers
many advantages to the AMC, physicians
being acquired, and potential patients;
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however, a proposed transaction is often
a joinder of two very distinct business cul-
tures that, while being perfectly compli-
ant in the original state, could result in
compliance issues after acquisition if not
managed appropriately. This is so because
the new rules for the resulting organiza-
tion are—and will continue to be—signifi-
cantly different. This article has examined
several of the potential “business cultural”
risk areas parties should consider when
deciding whether or not to finalize a deal.
Although still presenting issues with which
the due diligence team must contend,
proper advance planning, analysis, and
training can avoid or minimize such issues
and lead to a better long-term relationship
between the parties.
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