PHYSICIAN OWNERSHIP OF HOSPITALS: IDENTIFYING AND DEALING
WITH THE RESTRICTIONS, OPTIONSAND RISKSFOLLOWING
THE ENACTMENT OF PPACA AND RECENT LITIGATION

BACKGROUND
A. Scrutiny of Physician-Owned Specialty Hospitals

Critics of physician-owned specialty hospitals @&ghat because these facilities are
physician-owned, they create incentives for phgsiadwners to inappropriately “cherry pick”
and refer their more profitable and healthier patieto their specialty hospitals, which,
consequently, creates a financial problem for comtguhospitals. Critics also believe safety is
an issue for specialty hospital patients becausgdhe being treated in a facility that may be less
prepared to handle postoperative emergencies. @weryears, critics’ concerns regarding
specialty hospitals have captured attention fromdtess, CMS and the states.

The Medicare Prescription Drug, Improvement, andd&taization Act of 2003 placed
an 18-month moratorium, beginning on December &32@n physician-investor referrals of
Medicare or Medicaid patients to specialty hospital including referrals that would be
permissible under the “whole hospital” excepttoror purposes of enforcing the moratorium,
the term “specialty hospital” generally did not lude any hospital already in operation or
“under development” as of November 18, 2003. Thwmatorium expired on June 8, 2005.
However, on June 9, 2005, CMS effectively extentthedmoratorium by instituting a six month
suspension in the processing of Medicare enrollmegplications submitted by specialty
hospitals’ Subsequently, CMS issued extensions to the saape which Congress continued
under section 5006(c) of the Deficit Reduction Adt2005 (the “DRA”). The DRA also
required CMS to develop a “strategic and implemmggitreport to address physician investment
in specialty hospitals. The extension set by tRARllowed CMS to suspend specialty hospital
enrollment until the earlier of the date that CM®mitted a final report on physician investment
in specialty hospitals (as required under Secti@d6%a) of the DRA) or August 8, 2006, unless
CMS extended the deadline for an additional two th®as authorized under section 5006(c)(2)
of the DRA. CMS submitted its final report to Coess on August 8, 2006. Among the
findings in CMS’s DRA Report to Congress were tlomausions that CMS did not have the
authority to continue the suspension on the enmsitmof new physician-owned specialty
hospitals past August 8, 2006 and that further esusipn was not warrantédAccordingly, the
suspension was lifted.

! SeeMedicare Prescription Drug Improvement and Modetion Act of 2003, Pub. L. No. 108-173, 117 Stat.
2066 (2003).

2 SeePress Release, Ctr. for Medicare and MedicaidiSssy CMS Outlines Next Steps as Moratorium on New
Specialty Hospitals Expires (June 9, 2005).

% SeeCTR. FORMEDICARE & MEDICAID SERVICES, DEP T OF HEALTH & HUMAN SERVICES CMS FINAL REPORT TO
CONGRESS ANDSTRATEGIC AND IMPLEMENTING PLAN REQUIRED UNDERSECTION 50060F THE DEFICIT REDUCTION
ACT OF2005 (Aug. 8, 2006)vailable athttp://www.cms.hhs.gov/PhysicianSelfReferral/.

*Seeidat 79.



In its DRA Report to Congress, CMS also stated #ddressing issues related to
physician investment in specialty hospitals invdly@omoting transparency of that investment.
Furthermore, CMS stated that they would adopt elaisire requirement requiring hospitals to
disclose to patients whether they are physicianeslyrand if so, disclose the names of the
physician ownerd. Accordingly, pursuant to the FY 2008 Inpatienbsprective Payment
System, or IPPS, Final Rule, CMS began requiringf {physician-owned hospitals furnish
written notices to all patients at the beginninghadir hospital stay or outpatient visit (i.e., apo
the provision of a package of information regardischeduled preadmission testing and
registration for a planned hospital admission fgraitient care or an outpatient service) that the
hospital is physician-owned and that a list of gigysician owners is available upon reqdest.
CMS may terminate a hospital’'s Medicare providereagent for failure to comply with the
disclosure requiremeAt. CMS may also deny a physician-owned hospitalifainprovider
agreement if the hospital does not have procedargsoviding this notice.

B. The Whole Hospital Exception Prior to Health Reform

Stark generally prohibits physicians from referriMgedicare patients for designated
health services to entities in which they, or theimediate family members, have a financial
relationship. There are many exceptions to thisegd rule, including the “whole hospital
exception.”

Historically, the Stark “whole hospital exceptionpermitted a physician with an
ownership interest in a hospital to make refertalsghat hospital, as long as the referring
physician is authorized to perform services at libspital, and the physician’s ownership or
investment interest is in the entire hospital, antimerely in a distinct part or department of the
hospital® In order to rely on the whole hospital exceptithe physician’s ownership or
investment interest must have been in the hosp#alf, and not merely a subdivision or
department of the hospital. Furthermore, the whualspital exception does not distinguish
between specialty hospitals and full-service hadgpit

Even prior to Health Reform and following the 206®ratorium, physician-owned
specialty hospitals and the “whole hospital exaeptifaced political scrutiny. In 2007, the
whole hospital exception came under heavy legi@adittack. In response to the then upcoming
expiration of the State Children’s Health InsuraRtegram (“SCHIP”) on September 30, 2007,
two SCHIP bills emerged in Congress. The Senafgoapd its SCHIP bill (HR 976) on
August 2, 2007. The House passed its own bill (H.R. 3162) on Agl 2007. H.R. 3162
included Medicare reforms that were not presertiith976. The reforms appeared in Section
651 of the H.R. 3162 and included the eliminatibi®tark’s whole hospital exception; however,
it “grandfathered” existing specialty hospitals ttheere in operation and had a Medicare

® See42 C.F.R. § 489.20(u)).

"See id42 C.F.R. § 489.53,

842 C.F.R. § 411.356(c)(iii).

° The language originated in S. 1893; however, teeag struck the language in an unrelated Houssegasix
measure (H.R. 976) and replaced it with the langudtimately contained in H.R. 976.
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provider agreement as of July 24, 2007 as longhasekisting specialty hospitals met new
standards within 18 months of enactment. A come@ecommittee was formed to reconcile the
two versions and the conference bill did not canthe elimination of the whole hospital section.
President Bush ultimately vetoed the conferende bil

C. OI G Reportson Physician-Owned Specialty Hospitals: January, 2008

In March of 2006, the U.S. Senate Finance Committigaested that the OIG conduct an
evaluation of patient care and safety in physic@amed specialty hospitals. The request was
triggered by two deaths of specialty hospital paseone which occurred at a physician-owned
hospital in Portland, Oregon in July, 2005 anddtieer death that occurred in January of 2007 at
a 14-bed physician-owned hospital in Abilene, Texds each of these occurrences, neither
hospital had a physician on duty at the time thergency occurred and both hospitals called
9-1-1. In response, the OIG’s report focused om dhility of physician-owned specialty
hospitals to manage medical emergenties.

The OIG’s study evaluated hospital emergency-managé policies and staffing records
at 109 physician-owned specialty hospitals and geduon four primary sources of data: (1) a
review of physician and nurse staffing schedules3fsampled days, (2) a review of hospitals’
staffing policies, (3) a review of hospitals’ padis for managing medical emergencies, and (4)
structured interviews with administrators at eaobkital. Overall, the OIG found patient care at
some of the 109 physician-owned specialty hospgiatgeyed to be compromised in some cases
because:

» 55% of the 109 physician-owned hospitals reviewad Bmergency “departments”
and the majority of those had only one bed,;

» Fewer than 1/3 of the hospitals had physiciansitenas all times, and 34% relied on
dialing 9-1-1 to get emergency medical assistaocedtients in trouble;

* 7% of the hospitals failed to meet Medicare requegts that a registered nurse be on

duty at all times and that at least one physiciaroib call if none are in the hospital,
and

» 22% failed to have written policies addressing hemergency cases should be
treated and evaluated when they atfse.

The report made the following recommendations he Centers for Medicare and
Medicaid Services (“CMS”), and CMS has concurrethwiese recommendations:

* Develop a system to identify and regularly trackgtian-owned specialty hospitals;

Vg5eeid.
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» Ensure that hospitals meet the current Medicarelffions of Participation, or CoPs,
that require a registered nurse to be on duty 2#sha day, 7 days a week and a
physician to be on call if one is not onsite;

* Ensure that hospitals have the capabilities to igdeoyor the appraisal and initial
treatment of emergencies and that they are noinelgn 9-1-1 as a substitute for
their own ability to provide these services; and

* Require hospitals to include necessary informationtheir written policies for
managing a medical emergency, such as the use @fgency response equipment
and the life-saving protocols to be follow&d.

1. THE PATIENT PROTECTION AND AFFORDABLE CARE ACT

The Patient Protection and Affordable Care 'Acsigned by President Obama on
March 23, 2010 as amended by the Health Care andafidn Reconciliation Act of 201
enacted on March 30, 2010 (collectively referrechéoein as the “ACA”) amended the Stark
Law’s exception for physician ownership in a whdlespital as well as the rural provider
exception (if the rural provider is a hospital)@ébbminate the application of this exception for
hospitals without a Medicare provider agreemendrgn December 31, 2010 and, in addition, to
significantly curtail the expansion of physicianmauship in hospitals> In addition to the time
deadlines set forth in the ACA and summarized belvwospital must comply with all of the
requirements of this section of the ACA by Septen#®; 2011.

In a nutshell, the ACA amendment to the Stark Laldsaa new subsection which
imposes specific requirements on hospitals relginghe whole hospital exception. In order to
meet the exception; a hospital must:

« have physician owners or investrand a Medicare provider agreement in effect on
December 31, 2010 (as noted below, CMS has integbréne ACA to require
physician ownership or investment as of March ZB,@pursuant to the bona fide
investment provisions in the ACA);

* not expand facility capacity beyond the number pkrating rooms, procedure
rooms’, and beds for which the hospital was licensed &amch 23, 2010, unless an

2geeid.

*Pub. L. No. 111-148.

“Pub. L. No. 111-152.

®Pub. L. No. 111-148, § 6001.

'8 1t should be noted that any physician or physisiammediate family member is considered to be lay4ician
owner or investor” under this provision of the AGffhe or she has a direct or indirect ownershignwestment
interest in the hospital.

" For purposes of understanding the expansion pitahib a procedure room as defined as includingnr®an
which catheterizations, angiographies, angiogramnd,endoscopies are performed but excluding emeygemms
or departments.
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exception is granted by the Secretary of the Depant of Health and Human
Services (the “Secretary”);

provide an annual report to HHS on the identityeath physician owner or investor
and any other owners or investors in the hospiteluding the nature and extent of
those ownership and investment interests;

require that referring physician owners and inuestdisclose to patients the
physician’s ownership or investment interest in llospital in time for the patient to
make a meaningful decision on the receipt of cgréhe hospital;

require the referring physician owner or investmatditionally disclose the treating
physician’s ownership or investment interest in hospital, if one, in time for the
patient to make a meaningful decision about theiptof care at the hospital;

not condition any physician ownership or investmiatg¢rests directly or indirectly
on a physician making or influencing referrals to generating business for the
hospital;

comply with certain requirements designed to enstma all ownership and
investment interests in the hospital boma fide(as described further below);

inform patients before admission if the hospitaésimot have a physician available
on the premises during all hours and receive aesigacknowledgement from the
patient that they understand this fact;

have the capacity to provide assessment and itiéatment of patients and refer and
transfer patients to hospitals with the capabtbtyreat the needs of patients involved;

disclose on public websites or in any advertisiggob on behalf of the hospital that
fact that the hospital is partially owned or inegkin by physicians; and

not have been converted from an ASC on or aftechMas, 2010.

CMS was directed to establish enforcement procedtoe this section of the ACA.
Enforcement may include unannounced site reviewsspitals. In addition, beginning no later
than May 1, 2012, CMS is required to conduct authtsletermine if hospitals violate these
requirements.

As mentioned above, the ACA specifically requirbatta physician’s investment or
ownership in a hospital d®na fide In order to be considered to bbana fide investment, the
following requirements must be met:

The percentage of total value of the ownershipneestment interests held in the
hospital, or in an entity whose assets includehbsgpital, by physician owners or
investors in the aggregate does not exceed sucbkrgage as of March 23, 2010.
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* Any ownership or investment interests that the hakpffers to a physician owner or
investor are not offered on more favorable terna tthe terms offered to a person
who is not a physician owner or investor.

* The hospital (or any owner or investor in the htadpidoes not directly or indirectly
provide loans or financing for any investment ie tlospital by a physician owner or
investor.

* The hospital (or any owner or investor in the htadpidoes not directly or indirectly
guarantee a loan, make a payment toward a loaotherwise subsidize a loan, for
any individual physician owner or investor or graafgphysician owners or investors
that is related to acquiring any ownership or itnvest interest in the hospital.

* Ownership or investment returns are distributecedch owner or investor in the
hospital in an amount that is directly proportionalthe ownership or investment
interest of such owner or investor in the hospital.

» Physician owners and investors do not receivectiyer indirectly, any guaranteed
receipt of or right to purchase other businessrasts related to the hospital,
including the purchase or lease of any propertyeuride control of other owners or
investors in the hospital or located near the psesdf the hospital.

* The hospital does not offer a physician owner gegtor the opportunity to purchase
or lease any property under the control of the halspr any other owner or investor
in the hospital on more favorable terms than tihseoffered to an individual who is
not a physician owner or investor.

The ACA requires the Secretary to establish andempnt an exception process to the
prohibition on expansion by a hospital with phyaicowners or investors. In order to be eligible
to apply for an exception, the hospital must (a)dmated in a county in which the percentage
increase in the population during the most recege&r period is at least 150 percent of the
percentage increase in the population growth ofsthge in which the hospital is located during
that period, as estimated by the Census Bureauhai® its annual percentage of total inpatient
admissions that represent inpatient admissionsrihdeéMedicaid program be equal to or greater
than the average percent of such admissions logatéwe county in the hospital is located; (c)
not discriminate against beneficiaries of federlth care programs and not permit physicians
practicing at the hospital to discriminate; (d) lbeated in a state in which the average bed
capacity in the state is less than the nationalamesbed capacity; and (e) have an average bed
occupancy rate that is greater than the averageobedpancy rate in the state in which the
hospital is located. Alternatively, a hospital magy eligible to apply for an exception if it is a
“high Medicaid Facility.” A “high Medicaid Facii’ is defined as a hospital that: (x) is not the
sole hospital in a county; (y) with respect to eaththe 3 most recent years for which data is
available, has an annual percent of total inpatshhissions that represent admissions under
Medicaid that is estimated to be greater than ferhbent with respect to such admissions for
any other hospital located in the county in whitle thospital is located; and (z) does not
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discriminate against beneficiaries of federal Heaare programs and not permit physicians
practicing at the hospital to discriminate. Forrgmses of understanding the expansion
prohibition, a procedure room is defined as inalgdirooms in which catheterizations,

angiographies, angiograms, and endoscopies arerped but excluding emergency rooms or
departments. CMS has not yet issued a proposedhtieguregarding the expansion process but
is required by the ACA to implement this processlaguary 1, 2012.

The ACA places the following restrictions on theparsion exception process for an
applicable hospital: An applicable hospital mayyapply for an exception up to once every 2
years. If an exception is granted, the applicdlagpital may increase the number of operating
rooms, procedure rooms, and beds for which theicgipé hospital is licensed above the
baseline number of operating rooms, procedure ramdsbed? of the applicable hospital (or if
the hospital has been granted a prior exceptiooyeathe number of operating rooms, procedure
rooms and beds for which the hospital is licensidr ahe application of the most recent
exception). An increase is not permitted if it wbwesult in the number of operating rooms,
procedure rooms and beds for which the applicabtpital is licensed exceeding 200% of the
baseline number of operating rooms, procedure ro@mgeds of the applicable hospital. In
addition, any increase for which an applicable tasps licensed may only occur in facilities on
the main campus of the applicable hospital. CM®igew of an application for an exception
must be completed and the decision published irFdderal Register within 60 days of receipt
of the completed application. The ACA explicitlyopibits any administrative or judicial review
of the exception determination.

1. CMSOUTPATIENT PPSFINAL RULE

On November 24, 2010, CMS published the Outpatitnaispective Payment System
(“OPPS”) final rule for calendar year 201%.This rule contains regulations implementing the
changes to the whole hospital exception to thekStaw. Specifically, the rule adds a new
section 8 411.362 to the Stark Law regulations aoed in Title 42 of the Code of Federal
Regulationg® This section is entitled “Additional requiremertncerning physician ownership
and investment in hospitals” and implements the A€duirements discussed above. CMS did
not address the exception process for facility aegma in this rule and instead plans on
publishing a rule on the exception process at er ldate. In general, the rule tracked the
language and requirements in the ACA and attempectad and interpret all of the above
summarized provisions together. CMS notes thailliissue separate rule making to address the
expansion exception process and annual reportingH& by hospitals. In addition, CMS
declined to issue any specific regulations regareimforcement at this time.

'8 Baseline number of operating rooms, procedure sp@amd beds means the number of operating roomseghure
rooms and beds for which the hospital was licersedlarch 23, 2010 or in the case of a hospital thi not
have a provider agreement on MarcH2the effective date of such provider agreementidwvmust have an
effective date prior to December 31, 2010).

1975 Fed. Reg 71800 (November 24, 2010). Notethieapreamble and comments regarding the ACA amentime
to the whole hospital exception begin on page 722#Dthe final regulations begin on page 72260.

2|d. Page72260.



One helpful clarification in the rule is that a pdal may receive its provider agreement
after December 31, 2010 provided that it has aecéffe on or before December 31, 2310.
However, controversy surrounds CMS'’s interpretatdriwo provisions. Section 6001(a)(3),
which amends section 1877 of the Social Security tAcadd a new section (i)(1)(A) of the
Social Security Act, requires a hospital to haveysagtian ownership or investment and a
provider agreement in effect on December 31, 20d0tlhe addition of section (i)(1)(D) to
section 1877 of the Social Security Act requires ftercentage of the total value of the
ownership or investment interest held in the hagny the physician owners or investors to not
exceed the percentage as of March 23, 2010. CMSatiampted to read these provisions
together to require that, in order to meet the whubspital exception to the Stark Law, the
hospital must have had physician ownership as ofcM23, 201> Pursuant to CMS'’s
interpretation, a hospital cannot meet the excaptwen if it has a provider agreement in effect
as of December 31, 2010, if it had no physician enship as of March 23, 2010 but obtained
physician ownership after such date but prior tacddeber 31, 2010. CMS received many
comments on this interpretation but did not chaitgénding. It is important to note that CMS
recognized in the preamble and comments to the thaé the bona fide investment level
(percentage of physician ownership not number gsjghans) may fluctuate as long as it never
exceeds the level of physician ownership that edisn March 23, 201%.

Several comments were also received regardingetiding of the ACA provision that all
of the whole hospital exception requirements muestniet by September 23, 2011 (i.e., 18
months after the bill was enacted). CMS statédbenpreamble and comment section to the rule
that it interprets this provision as requiring cdiapce with all of the requirements by
September 23, 2011 but notes that failure to gagiaflier deadlines will preclude the use of the
exceptior?*

Another issue clarified in the preamble and comménthe rule involves the prohibition
on expansion of facility capacity beyond the numbieoperating rooms, procedure rooms and
beds for which the hospital was licensed as of M&&, 2010 or, if the hospital was not licensed
on that date, as of the effective date of the hakpiprovider agreement (provided the provider
agreement is in effect on December 31, 2010). GeKhowledges that many states only license
the beds in the hospital and not the operatingrocqaures rooms but adds that expansion is
prohibited absent an exception granted by CMS digss of whether the state licenses
procedure or operating roorfs.

CMS further confirmed in the comments that expamsibthe total number of operating
rooms, procedure rooms and beds is restrictedhatita hospital may replace beds and rooms
with new beds or rooms so long as the total nunsbeach does not increa$e.However, if a
hospital was in the process of expanding its begsyating rooms or procedure rooms as of

21d. Page 72243.
21d. Page 72242.
Bd.

2 |d. Page 72244
|d. Page 72243.
% |d. Page 72244.



March 23, 2010 but did not have the rooms in eristeon March 23, these rooms would not be
included in the facility’s baseline capacity. Thespital could apply for an exception to cover
such expansion. It should be noted that an exaegtianted by CMS for a hospital's expansion
only protects referrals made by physician owners ianestors after the date the exception is
granted. As mentioned above, CMS will issue arlaiée detailing the exception application
process.

V. APPLICATION OF ACA AND REGULATIONSTO FACT PATTERNS

In light of the statutory and regulatory pronouneeis, consider the following scenarios
and discussion:

A. Creativejoint venture arrangements among physicians and hospitals.

While physicians may not increase their ownershepcgntage in hospitals they own,
there is no prohibition on physicians changingrtb@inership in such facilities.

Comment. Some commenters stated that CMS shoulidy clahether
section 1877(i)(1)(D) of the Act would be violatethe total value of ownership
or investment interests held in the hospital bysatigns in the aggregate (the
“bona fide investment level”) fluctuates. For exale one commenter inquired
whether a hospital could repurchase the ownershiprest held by a recently
deceased physician (thereby reducing the bonaifidestment level) and later
resell that ownership interest to another physiciaaturning the bona fide
investment limit to the same level it was on M&8h2010.

Response: The bona fide investment level may #itecas long as it never
exceeds the level that existed on March 23, 2010.

Comment: Many commenters stated that CMS shoulifyclahether a
hospital can reduce or increase the number of migsiowners as long as the
percentage of the total value of physician owngrstemains unchanged. The
commenters believed that nothing in the statutelpdes the addition of new
physician owners as long as the percentage of astgremains constant.

Response: We agree that section 1877(i)(1)(D) eftt does not restrict
the number of physicians that may have an ownelsigpest in a hospital. The
bona fide investment level requirement would notvindated as long as the
percentage of the total value of the ownershipnmestment interest held in the
hospital by physician owners in the aggregate dussexceed such percentage as
of March 23, 2016’

Assume for purposes of discussion that there ae®thospitals located within a mid-
sized geographic area. As of March 23, 2010, Hakpiis owned 50% by referring physicians

27|d. Page 72249.



and 50% by a for-profit hospital owner and managegmeompany (privately held)
(“Management Company”); Hospital B is owned 100% piyysicians (but not the same
physicians that own Hospital A); and Hospital Coisned 100% by a not-for-profit hospital
system.

Consider the following joint venture model and otherangements among the parties.
Management Company agrees to purchase 50% of equitgspital B directly from physician
owners at fair market value determined by indepehdppraisal. Hospital A is also to be valued
by an independent appraisal. Following closingtlué sales transaction, Physicians from
Hospital A and Hospital B contribute their equityagach entity directly to Newco. Thus, Newco
only owns 50% of Hospital A and Hospital B, and gtg/sicians own indirectly their interest.
The ownership as of March 23, 2010 is preservedhanthcreased.

The equity of Newco that will be issued to the pbigms from Hospital A and Hospital B
is based upon relative value of the contributioNewco would be able to syndicate interests to
new physicians that are not presently in the owmprstructure. Newco would also have the
option to increase its ownership in Hospital B sittee pre-March 23 ownership was 100%.

What arethe benefits and risks associated with this venture; what challenges exist?
* Willing participants able to reach agreement.
* Management company able to cash out physiciansoa®ged.

* Restrictions within joint venture agreement assudantinued compliance with Stark
requirements that physician owners have privilefaesher bolster with appropriate
buy-sell; ROFR; etc., subject to Stark and AKS 8oy

* How to price future buy outs; multiple of earnireggproach?

Comment. One commenter representing a hospitalesystequested
clarification concerning whether hospitals may dooe to condition a
physician’s ownership interest on his or her conéid practice of medicine
and require the physician to divest his or her Btugent interest in the
hospital if the physician retires or ceases to i@ medicine in the
community served by the hospital.

Response: Section 1877(i)(1)(C)(iii) of the Actipbits a hospital from
conditioning any physician ownership or investmatdrest either directly or
indirectly on the physician’s ability to make orfluence referrals to the
hospital. Depending on the facts, the conditionscdbed by the commenter
could implicate this provisioff

2 |d. Page 72250.
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* How to price future equity sales? Get an indepehdppraisal

Several valuation lessons may be learned fromehent case of).S. v. Tuomey d/b/a
Tuomey Healthcare System, Ind.S. Dist. Court S. C., C.A. No. 3:05-CV-2858-MJHhis
case involved the prosecution of a hospital systader both the Stark law and the False Claims
Act. The Department of Justice (“DOJ”) allegedttfailomey entered into compensation
arrangements with physicians in violation of thesdutes by paying physicians under contracts
that exceeded fair market value and which werecoatmercially reasonable. While this was
only a District Court case and therefore not preaéidl (and is still subject to appeal), it is
nonetheless instructive and informative of the XaBsition on appraisals of fair market value.

In the Tuomeycase, the DOJ argued that expert analyses areasnlyredible as the
people who prepare them. Fair market value comsigdt must be able to defend their
conclusions and a “commercial reasonableness” aisaljmust be thorough and complete.
Valuators have varying capabilities and firms cand go, making all the more reason to insure
that their reports appear defensible. The DOhéurargued that there should be no “backing
into” a fair market value and commercial reasonadds analysis. It may be that the fair market
valuation calculation methodology for the sales@is of more significance to the DOJ than the
actual amount of money paid. The jury found thabmeyviolated the Stark law but not the
False Claims Act.

While an independent fair market value opinion sti@erve as a significant safeguard in
establishing compliance regarding sales pricesetaee few standards for the valuation process
or regulation of valuation firms. Imuomeythe DOJ asserted that someone must thoroughly
evaluate the valuator’'s findings. This leads te tjuestion of where this responsibility rests.
With legal counsel? What involvement should couhsge?

* Hospital A and Hospital B will face substantialtregions on their ability to expand!
(See discussion on page 6).

» This restriction may even impact physician/hospitategration efforts as many
acquisitions of physician practices bring cath Jglr®cedure rooms, etc., from the
physician office under the hospital umbrella.

“Except as provided in paragraph (3), the numbeopErating rooms, procedure rooms,
and beds for which the hospital is licensed at tamg on or after the date of the enactment of
this subsection is no greater than the number efadpg rooms, procedure rooms, and beds for
which the hospital is licensed as of such date.”

Section 1877(i)(3)(G) specifies that “the term ‘pedure rooms’ includes rooms in which
catheterizations, angiographies, angiograms, addssopies are performed, except such term
shall not include emergency rooms or departmenidysive of rooms in which catheterizations,
angiographies, angiograms, and endoscopies arerped).” Under our proposed definition of
procedure rooms at Sec. 411.362(a)(2), the tedimited to the types of rooms specified in the

2 Pub. L. No. 111-148, § 6001(a)(3).
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statute. Although the statute would permit us téinge“procedure rooms” to include rooms
where other services are performed, we did not ggepto do so. We encouraged public
comments on whether “procedure rooms” should irelt@bms where additional services, such
as CT or PET scans, or other services, are perfbifhe

Comment: One commenter contended that section Q@){8) of the Act
does not provide any basis for including restrinBoon how a hospital uses its
beds, as long as it does not increase the numbbed$ beyond the number that
were licensed on March 23, 2010. Another commesiteitarly inquired whether
operating rooms, procedure rooms, and beds couldngld purposes (for
example, through the conversion of a cardiac catliedtion room into an
endoscopy room), as long as the number of operabogs, procedure rooms,
and beds in the aggregate did not increase. Howewaeother commenter
asserted that, under the terms of the statute, spitel cannot reduce its
operating rooms to increase the number of its pdoce rooms, and each
individual category must remain capped at its Ma2&) 2010 level.

Response: We interpret section 1877(i)(1)(B) of e to impose
restrictions only on the aggregate number of ogagatooms, procedure rooms,
and beds. Therefore, we will not impose any resrs regarding the manner in
which a physician-owned hospital uses its bedsratimg rooms, or procedure
rooms. In other words, if a hospital is authorizedoperate 20 beds, 2 operating
rooms, and 2 procedure rooms, the hospital may cedur increase the number
of beds, operating rooms, or procedure rooms ag las the resulting aggregate
number of beds, operating rooms, and procedure soalmes not exceed 24
(assuming any applicable licensure requirementssatésfied)®*

Based upon the foregoing, Hospital A and B couldveot beds into procedure rooms or
vice versa. In addition, rooms that did not previdatheterizations, angiographies, angiograms,
and endoscopies” could be added. With the advenéw technology, this might be an area for
growth.

» Transactional concerns — structured as a contobutf ownership interests to
Newco, our facilities should avoid most limitatioos assignments of contracts, etc.,
for those agreements at the facility level exceapt those that have strong anti-
assignment language that would define changesntralcas changes of ownership.
Further, a transfer of corporate stock or LLC iatts should not constitute a CHOW
for Medicare purposes.

Newco could not own any interest in Hospital C. wewger, consider that Hospital C
would like to become involved. What are the optitimat might be pursued?

%0 Supra note 19, page 72243.
3|d. Page 72245.
%242 C.F.R. § 489.18(a)(3).
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B. Management of Clinical ServiceLines

In situations in which physicians do not own areiast or physician involvement may
not have been sought, perhaps the parties shouddlyzen and consider a management
arrangement between the hospital and the physicidiee growth in the management or co-
management agreements for clinical service lines ifot topic at this time. In those
circumstances in which physician ownership wasawbieved prior to March 23, 2010, another
way to align physicians with hospitals is the daliservice line management or co-management
arrangement. Most hospitals are familiar with roabdirector relationships. Medical director
relationships are focused on hourly service andlies small numbers of physicians. A
management or co-management arrangement typicaibhies a larger number of medical staff
physicians in the delivery of services. Compewsais not simply based upon hours worked,
but usually include some sort of base payment aridaentive payment methodology.

In looking at our hypothetical situation, Newco sahacquire any ownership interests in
Hospital C. Even without the prohibitions of th€A, as a not-for-profit entity, there are many
limitations in place that would make an ownershiaagement impractical.

However, consider a clinical service line arrangeihi®tween NewCo and Hospital C.

Such an arrangement would be intended to allow Hsp to acquire management and other
services provided and fostered by physicians. giesicians have particular expertise, provide
greater clinical oversight and awareness, supervigas allowed and sometimes required) of
non-physician personnel, and, in some cases, maytheen providing some of these services in
a less than organized manner. Further, the dglovkthese services gives the physicians a sense
of involvement and ownership in the operational elmical outcomes. All of these reasons are
intended to and should foster better patient cadeqaiality outcomes.

What arethe concernsin this model?

* Management Agreement must meet Stark and AKS rexeints.
» State self referral prohibitions.

* Tax exempt issues.

* Provider based status guidelines.

Finally, what other creative options are available@cently, an article was published in
the ABA Health Lawyerentitled “Workarounds for Physician-Owned Hospitahre They
Workable?” Vol. 23, No. 2, December 2010. (Authbew Lefko and Cheryl Camin).

In this article, there were three principal workards: (i) publicly traded securities; (i)
ESOP conversion; and (iii) unsecured loans. Witlgming too deep into the article, consider a
few of those ideas folded into our the themes pedlitherein.

The notion of Hospitals A, B, and C somehow mergng becoming a publicly traded
entity is remote; the requirements appear to Hecdif to meet; the cost of being public is likely
to exceed $1 million per year.
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However, assume that Newco is now a viable entitth wash flow and earnings
attributable to its ownership interests in Hosgitdland B, and the management agreement with
Hospital C. If either Hospital A, B, or C wantsdevelop a new facility such as a new medical
office building or a stand alone hospital surgaries(in this situation, it would be a replacement
of existing operating rooms, rather than new rogmejhaps Newco would be willing to finance
the facility for the hospital with a long term leaarrangement. This may not provide the most
attractive of financial returns as the lease paym&muld be at fair market value. However,
physicians often seek real estate investment oppitieds and this further strengthens their ties
with the hospitals.
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