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Introduction
In recent years, the healthcare provider community has again been experiencing an increasing trend 
towards integration. Myriad factors are driving the increased integration activity among providers: a 
desire to gain greater negotiating leverage with managed care companies in an era of decreasing reim-
bursements, to enhance capital for investing in electronic health records and major medical equipment, 
to retain cross-practice referrals, to drive greater utilization of facilities and services, and to improve 
quality of care and lower costs. 

Skillful Pilots Through Storms and 
Tempest 1 —Different Issues to Consider 
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Many have drawn comparisons to the convergence trends 
of the 1990s and wonder whether the current initiatives will 
be more successful. Integration efforts in the 1990s were a 
by-product of, among other things, increased regulation (or 
the threat thereof) and a changing market. While similar 
forces may be driving present integration efforts, what is 
currently occurring is more than simply an echo of the 1990s. 
Among other things, having learned from the lessons of the 
1990s, the parties are more sophisticated. Healthcare infor-
mation technology is more advanced and better designed to 
support and enhance integration. Today’s players also are 
focused on the important objectives of improving quality and 
lowering costs. 

The uncertainties created by health reform initiatives, 
reimbursement cuts, and pricing pressures are likely to result 
in the creation of new integrated delivery models. Hospital and 
health system employment of physicians and acquisition of 
physician groups is likely to continue to increase.2 The market 
also is likely to see more physician group combinations, 
creating ever-larger, but “independent” practices. Whatever 
direction these activities take, the lessons of the past dictate 
that the parties enter into any proposed integration effort as 
partners, with clear and realistic expectations and with a view 
towards long-term progress, not short-term gain. 

While physician integration efforts raise a host of regula-
tory, antitrust, and tax (or tax-exempt organization) issues, the 
focus of this article is on certain other issues that are of prac-
tical significance to participants in these transactions; namely, 
the governance, labor and employment, and real estate issues 
raised by physician integration activities. 

The Storms of the 90s
The integration activities of the 1990s provide us with insights 
on how to successfully approach and execute an integration 
strategy in the present environment. 

Many large hospitals and healthcare systems pursued 
physician integration in the 1990s as a strategy to counter the 
fear of a dominant health maintenance organization industry 
and the prospect of splitting a pool of money from capitated 
payments. This strategy led to the purchase of physician prac-
tices (including family practice and pediatrics) that did not 
routinely admit to the hospital, but were considered vital to 
managing a capitated pool of patients. Hospitals lost signifi-
cant money acquiring and running these practices, and the 
threat of capitation never fully materialized. 

In the 1990s, large physician practice management compa-
nies (PPMCs) were actively involved in buying independent 
physicians’ practices. The PPMCs often promised physi-
cians large gains and increased salaries, but did not always 
require the physicians to bear the direct risks of managing 
the practice, which meant the physicians had little incentive 
to operate efficiently and cost effectively. In fact, the PPMC 
business model was based largely on building growth through 
acquisitions, instead of through operational improvements 
that would result in economies of scale, cost reductions, or 

quality improvements. When the pool of available capital to 
fund acquisitions began to diminish, for reasons including a 
dramatic increase in the bid price commanded by many physi-
cian practices and the declining performance of many PPMCs, 
and the number of attractive acquisition targets narrowed, the 
business strategy faltered, growth slowed, and many PPMCs 
disappeared altogether or reorganized and moved into other 
lines of business.3

As the experience from the 1990s demonstrates, successful 
integration efforts must involve more than simply shifting the 
components of the delivery system around. To achieve optimal 
benefits, a sustainable integrated delivery model must involve a 
thorough due diligence process, an analysis of the transaction 
and proposed structure from a multi-disciplinary perspective, 
and a specifically tailored approach. 

The Tempest of the Present
The integration of physicians with hospitals or health systems 
can be accomplished in a variety of ways. Some of the more 
successful hospitals and health systems, including those 
that have grown measurably while also lowering costs and 
improving quality, have employed different integration models 
with success.4 While market trends suggest that practice 
acquisition and outright employment of physicians by hospitals 
and health systems may have become the prevailing model of 
integration at present, flexibility may be key to identifying and 
implementing solutions that are sustainable over the long term. 

A hospital or health system may have several objectives 
in more closely integrating physicians within its healthcare 
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delivery system. These may include the goals of capturing and/
or preserving market share, preparing for anticipated market 
and/or regulatory changes that may bring lower reimbursements 
and/or integrated or bundled payment systems, or creating 
“accountable care”5 or equivalent organizations or systems 
intended to lower costs and increase quality. These motivations 
may exist regardless of whether the hospital or health system is a 
nonprofit organization, investor-owned, or physician-led. 

Physicians also may have their own objectives in seeking 
to align more closely with hospitals and health systems, such 
as obtaining greater leverage in negotiating reimbursement 
rates with managed care companies; accessing more sophisti-
cated information technology resources, including electronic 
medical records; achieving economies of scale; and trading 
administrative responsibilities for greater time and latitude in 
treating patients or a better “work-life” balance. Physicians, 
however, also need to take a balanced approach to the question 
of why and how to integrate and whether hospital or health 
system employment is the answer. 

Instead of hospital-based integration, many physicians are 
responding to the pressures and needs of practicing medicine 
in the current environment by combining with surrounding 
medical practices to form large, multi-specialty physician 
groups. A successful combination of private practices may 
allow the physicians involved to achieve many of the same 
objectives to be gained by aligning with a hospital or health 
system. Although combining with other private practices will 
necessarily mean key practice management decisions will be 
made at the group level rather than by individual physicians, 
individual physicians may be able to retain a greater level 
of independence than within a hospital or health system. A 
combined group may better position the physicians to become 
an integrated delivery system, as an accountable care organiza-
tion (ACO) or otherwise. 

One of the most acceptable routes for combining various 
physician practices is the formation of a new practice that 
qualifies as a “group practice” under federal law.6 This requires 
compliance with various detailed regulatory requirements to 
ensure, among other things, that the practice is a unified busi-
ness (e.g., with centralized decision making and consolidated 
billing), that the physicians are primarily dedicated to the 
practice (e.g., through limitations on retention of independent 
contractors rather than employed physicians and requiring 
employed physicians to provide substantially all of their 
patient care services through the group), and that physician 
compensation is not based on the volume or value of referrals.7

The professional services limited liability company, which 
is permitted in many states, may provide the most flexibility 
for management and membership structure. The physicians 
can maintain their existing offices, but transfer leases and 
contribute practice assets to the new entity and, depending on 
seniority with their prior practice and their experience and 
qualifications, become owners or employed physicians of the 
new entity. Since the “group practice” structure requires the 
group to be a single legal entity, the physicians would wind-
down and dissolve the existing practice entities after joining 
the new group.8 

Navigating the Tempest
Governance
One lesson learned from the 1990s is that physicians should be 
regarded as valued partners in any integration effort. Any inte-
gration plan in a physician-hospital transaction should ensure 
that physicians are involved at the highest levels of the organi-
zation, and that their opinions are solicited and incorporated 
in the organization’s high-level decision making. Good corpo-
rate governance practices, including those that encourage and 
account for physician and other stakeholder involvement, are 
key to a successful integration. Federal regulations illustrate 
the renewed attention to governance concerns and the impact 
of good governance practices on the success of a healthcare 
enterprise. Among other things, the Medicare Shared Savings 
Program final rule generally requires that the governing body 
of an ACO include ACO providers or suppliers, who must have 
at least 75% control of the governing body, and at least one 
Medicare beneficiary representative.9 

A related lesson from the 1990s is that the physicians’ 
financial incentives should be tied to relevant performance 
metrics of the hospital or health system. If a physician’s 
compensation is unrelated to operational, quality, or other 
outcomes, then the physician’s performance may not be opti-
mized. The challenge is balancing the physician’s desire for 
financial stability with the organization’s performance require-
ments. A hospital or health system must realistically evaluate 
the likely future performance of any physicians or practices 
it seeks to integrate. Unrealistic promises for compensation 
by a hospital or health system may undermine the condi-
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tions necessary to ensure the physicians continue to perform 
at a high level. Physician compensation should not be based 
entirely on production, but should be aligned with a hospital 
or health system’s goals. In the present environment, these 
goals are likely to include treating more patients at a lower 
cost, but with a higher quality of care. 

An advantage to physicians of forming a large group prac-
tice rather than pursuing hospital acquisition and employment 
is that the practice’s governing body can consist entirely of 
physicians who are members of the practice. The board can 
be structured to represent the diversity of primary care and 
specialty practices within the group. Board members can be 
elected, removed, and replaced by a majority or supermajority 
of the membership. While it is most efficient for the board to 
oversee the general management of the group, certain major 
decisions (such as approval of annual budgets, major devia-
tions from the approved budget, and organic changes, such 
as a merger with or acquisition by another group) can require 
review and approval by the membership at large.

In a multi-specialty practice, expected physician compen-
sation levels will vary by specialty based on market and reim-
bursement related factors. Thus, following allocations for the 
group’s central overhead expenses and reserves, the group may 
implement a compensation formula largely based on an “eat 
what you kill” model. Nevertheless, in an era where quality 
and cost-efficiency are underlying themes, a large, multi-
specialty group offers a suitable vehicle for better coordination 
of patient care from primary to specialty care and creation of 
incentive pools to reward improved outcomes and cost savings 
achieved through a higher quality of care. Such a group also 
would be well-suited to qualify as an ACO or similar private 
payor model. 

Labor and Employment 
Regardless of the context in which physician integration 
occurs, the aligning parties must decide how to establish and 
define their professional relationships, which involves clas-
sifying physicians as employees or independent contractors. 
Hospitals and physician groups often classify physicians as 
independent contractors to manage tax liability. Recently, the 
Internal Revenue Service (IRS) and some state agencies have 
more closely scrutinized employer-independent contractor 
relationships to determine if individuals are, in fact, employees. 
Hospitals or physician groups that follow the long-standing 
practice of classifying physicians as independent contractors 
may be subject to potential IRS audits and a finding of misclas-
sification could lead to significant assessments and penalties.10 
Furthermore, the “group practice” exception under the regula-
tions promulgated in accordance with the Stark Physician Self-
Referral Law requires that substantially all patient care services 
of the group be provided through employed physicians, rather 
than independent contractors.11

When establishing the employment relationship, the 
parties routinely enter into non-competition or non-solicita-
tion agreements that restrict when, where, and how a physician 
may practice medicine, including post-employment. However, 
enforcement of these covenants varies widely depending 
on several factors, including the length of time or scope of 
geographic area to which the restriction applies. These factors 
are governed exclusively by state law, and states differ in how 
aggressively they enforce such restrictions. For example, what 
is enforceable in Indiana may not be enforceable in California, 
and what is enforceable for dentists or family practice physi-
cians may not be enforceable for specialists or oral surgeons. 
Often in conjunction with non-competition restrictions, non-
solicitation restrictions seek to keep the departing physician 
from soliciting the practice’s patients, employees, and/or referral 
sources. These agreements are more likely to be enforceable if 
they reasonably define “solicit,” and focus on protecting the 
goodwill of the practice. Regardless of what types of restrictions 
are placed on a physician’s ability to work post-employment, it 
is important to remember that one size does not fit all, and the 
aligning parties should be aware of what may be enforceable 
based on their specific state’s laws and practice areas. A restric-
tive covenant unreasonably broad in geography or specialty may 
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not withstand challenge, and thus undermine its enforceability 
against other physicians in the practice who are bound by the 
same covenants. This would result in a failure to achieve the 
protection that was sought as an important part of the value in 
establishing the employment relationship.

Real Estate
Another factor to be considered in successful physician integra-
tion is how to incorporate owned and leased real estate assets 
into the transaction. Relevant concerns include: (a) whether 
any owned real estate will be included in the transaction 
and, if so, in what structure; (b) how to address any personal 
guaranties for leased property; and (c) whether any provision 
commonly found in medical office building leases will affect—
or potentially prohibit—the planned strategy for the real estate. 

An initial determination is whether any owned real 
estate will be included in the transaction. Physician practices 
frequently create single-purpose entities to hold title to their 
owned property, so acquiring the practice assets may not neces-
sarily include the real estate. In a hospital-physician transac-
tion, the hospital will frequently focus on whether to have the 
asset conveyed to the hospital or whether to acquire the owner-
ship interests in the entity that owns the real estate. In forming 
a large, multi-specialty practice, ownership of the real estate 
may involve more complex issues, including whether some, 
but not all, of the practices own real estate, whether and how 
ownership interests should be re-allocated among all the physi-
cians, and whether rental rates and terms in the lease from the 
real estate entity to the practice should be re-structured.

A common issue for leased real estate involves how to 
approach existing personal guaranties made by individual 
physicians. In a hospital-physician transaction, the hospital 
will frequently have greater leverage—financial, reputational, 
or both—to have the lease guaranties released or, alternatively, 
to provide a substitute guarantor. By contrast, in forming a 

large, multi-specialty practice, lease guaranties often require 
a more complex solution, as most landlords are unwilling to 
release individual guarantors in the absence of a strong corpo-
rate guarantor.

If a medical office building lease is involved, there are 
frequently additional lease terms that should be considered in 
strategic planning. Most sophisticated medical office building 
owners, particularly real estate investment trusts and hospital 
systems, include lease requirements and restrictions to 
enhance the success of the project. For example, most medical 
office building leases restrict the use of the leased premises to a 
particular specialty or practice, and further prohibit uses that 
may compete with other existing practices in the project.

If the post-integration strategy is to close the practice at 
that location, these restrictions will often make subletting 
difficult, if not impractical. A narrowly permitted use (e.g., by 
a pediatric orthopedic practice) substantially limits the pool 
of potential subtenants and, in almost every case, an existing 
practice will be hesitant to sublease the space to a competing 
practice with the same specialty. The lease also should be 
reviewed to determine whether any newly added specialties 
may occupy the leased premises, and whether any changes in 
the practice—such as filling prescriptions at the leased prem-
ises—are prohibited.

If the post-integration strategy is to close the location  
but continue to pay rent for the duration of the term, the lease 
should be analyzed to determine if there is a continuous oper-
ating covenant prohibiting the tenant from ceasing operations 
during the term. If so, the practice may need to remain open in 
that location, at least through the end of the term, or the practice 
or acquirer may need to negotiate a buy-out with the landlord.

In some multi-specialty practices, the physicians joining 
the group may continue to occupy their respective office 
spaces, thus becoming a multi-location group. In that instance, 
use restrictions and operating covenants are typically not 
problematic; instead, the legal and business considerations 
normally focus on how to handle individual guaranties 
(particularly if some, but not all, of the physicians have given 
lease guaranties), transferring leases from individual practice 
names to the larger multi-specialty practice (and obtaining 
required consents), and re-structuring renewal options for the 
larger, multi-specialty practice (such as staggering or aligning 
lease terms).

Conclusion
As in the 1990s, the healthcare industry is, once again, 
experiencing an increased, and what many believe will be a 
continuing, trend towards integration by and among hospitals, 
health systems, and physicians. However, many of the factors 
that are driving, and the desired outcomes of, current integra-
tion efforts are different than they were in the 1990s. Given the 
fact that the players are now more sophisticated and with the 
industry’s renewed focus on using transactions and technolo-
gies to not just enhance revenues, but also to improve quality, 
opportunities abound to create integrated models that are 
mutually beneficial, and sustainable. In addition to the various 
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regulatory, antitrust and tax issues that the parties should 
consider in evaluating the merits of any proposed transaction, 
it is also important that the parties give attention to key gover-
nance, labor and employment, and real estate issues that may 
be raised by such transactions. Prior attention to these issues, 
among others, can help facilitate a successful and sustainable 
integration effort. 
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Endnotes
1 From a quote by Epicurus: “Skillful pilots gain their reputation from storms 

and tempest,” BrainyQuote.com, Xplore Inc, 2011, available at www.
brainyquote.com/quotes/quotes/e/epicurus148965.html (last accessed 
Oct. 3, 2011).

2 The prohibitions on the “corporate practice of medicine” in many states 
specifically exclude hospital employment of physicians. In states, such as 
California, which do not have this exclusion and prohibit hospitals from 
directly employing physicians, hospitals and physicians often engage 
in alternative arrangements that are permitted, such as the creation of 
“captive” professional corporations that employ the physicians.

3 See P. Ginter, L. Swayne, w. Duncan, StrateGic ManaGeMent of HeaLtHcare 
orGanizationS, at 364 (2002).

4 See PricewaterhouseCoopers, From Courtship to Marriage, Part II, March 
2011, available at www.pwc.com/us/en/health-industries/publications/
from-courtship-to-marriage-series.jhtml with registration (last accessed 
Oct. 14, 2011) (noting that successful integration of physician practices is 
not limited to a single business model).

5 See Patient Protection and Affordable Care Act, Pub. Law No. 111-148 
(Mar. 23, 2010), as amended by the Health Care Education and 
Reconciliation Act of 2010, Pub. Law No. 111-152 (Mar. 30, 2010), § 3022, 
adding § 1899 to the Social Security Act, creating the Medicare Shared 
Savings Program. 

6 See Exclusions from Medicare and Limitations on Medicare Payment, 42 
C.F.R. § 411.352.

7 Id.
8 Although it may be less commonly used, a single legal entity for the multi-

specialty practice may be formed through statutory merger of the practices 
rather than contribution of assets. In such case, the merging practice 
would not need to wind down and dissolve, but the merged entity would 
retain any liabilities (known or unknown) of its predecessor practices.

9 See CMS Release 1345-F, 76 Fed. Reg. 67802 (Nov. 2,2011), available 
at 42 C.F.R. Part 425 (Final Rule). The Final Rule offers some flexibility for 
ACOs that do not meet these requirements, if the ACO can explain how  
it will otherwise “involve ACO participants in innovative ways in ACO  
governance or provide meaningful representation in ACO govemance

 by Medicare beneficiaries,” as applicable. 42 C.F.R. §425.106(c)(5).
10 See Publication 1779, Independent Contractor or Employee, available 

at www.irs.gov/formspubs/index.html (visited Oct. 25, 2011). The IRS’ 
employee test has many factors, but the crux of the analysis is whether 
the business has the right to control how, when and where the physician’s 
services are performed, whether training is required and provided to the 
physician, and whether the business is in charge of the terms and condi-
tions of others who substantially assist the physician in providing medical 
services. The principal guideline is the greater control the business has the 
right to exercise over the physician, the more likely the IRS is to consider 
the physician an employee of the business. 

 
 Similarly, classifying physicians as independent contractors does not 

necessarily mean that physicians are not employees under employment 
laws. As with the IRS test, a fact-based assessment of the arrangement 
between the physician and hospital or physician group will determine 
whether or not the physician qualifies as an employee and is protected 
under applicable employment laws.

11 See supra note 6.
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