INTERNAL REVENUE SERVICE RULINGS
PROVIDE GUIDANCE FOR PHYSICIAN RECRUITING 

Physician recruiting raises a number of legal issues.  In recent years, the Internal Revenue Service (the "IRS") has shed some light on its position on this subject with regard to nonprofit hospitals which are tax-exempt under Section 501(c)(3) of the Internal Revenue Code.  First, in 1997 the IRS released Revenue Ruling 97-21 ("Rev. Rul. 97-21").  Then, on June 4, 1999, a hospital published an unreleased private letter ruling in which Rev. Rul. 97-21 was applied.  This memorandum will summarize this recent guidance for physician recruiting. 

Revenue Ruling 97-21 

On April 21, 1997, the IRS released Rev. Rul. 97-21, providing precedential guidance for Internal Revenue Code Section 501(c)(3) hospitals intending to offer recruitment incentives to physicians.  Rev. Rul. 97-21 1 is similar to the proposed revenue ruling contained in Announcement 95-25 2, but differs in certain relevant respects, as noted below.  

Rev. Rul. 97-21 is significant in several respects.  First, it provides precedential guidance regarding the standards for physician recruitment.  Previous IRS pronouncements on the subject were all nonprecedential, including General Counsel Memorandum 39498 (Jan. 28, 1986), which dealt with the permissibility of various incentives, including income guarantees; Internal Revenue Manual Audit Guidelines on physician recruiting setting forth standards for IRS auditors that were published in 19923; and a closing agreement entered into between Hermann Hospital in Houston, Texas and the IRS on September 16, 1994 containing very specific limitations in physician recruitment activities and Ann. 95-25. 

Second, Rev. Rul. 97-21 generally indicates a more flexible approach than much of the earlier, nonprecedential guidance from the IRS.  For example, certain earlier guidance contemplated incentives provided in the form of forgivable loans, requiring substantial periods of service in the community to earn the recruitment incentives.  Rev. Rul. 97-21 does not require forgivable loans, although such a structure may still be appropriate and/or desirable in many cases4. 

Third, Rev. Rul. 97-21 recognizes that recruited physicians typically are not insiders for private inurement purposes or disqualified persons for intermediate sanctions purposes5 .  Acceptance of this position by the IRS is a helpful clarification. 

Fourth, Rev. Rul. 97-21 recognizes that in appropriate cases (generally involving nonreferring physicians), it is permissible to recruit a physician from another hospital in the same community.  Earlier, informal statements by IRS representatives had taken a more restrictive position on this issue. 

  

Although Rev. Rul. 97-21 provides helpful guidance, its value is limited in the following respects: 

(1) Rev. Rul. 97-21 is limited to addressing IRS private benefit concerns, and therefore cannot be relied on with respect to other areas of law, including issues involving worker classification, income tax consequences to the physicians, the Anti-kickback Statute (42 U.S.C. § 1320-7b(b)) and the Stark Legislation (42 U.S.C. § 1395nn).  Hospitals considering offering physician recruitment incentives to physicians who may be in a position to make referrals should pay particular attention to the specific statutory and regulatory requirements of the Stark Legislation.  This legislation provides that a physician may not make Medicare or Medicaid referrals of "designated health services," including hospital services, to an entity with which he or she has a financial relationship unless a statutory exception applies.  There is an exception for physician recruitment arrangements, but it applies only if the incentives are offered pursuant to a signed, written arrangement in order to induce the physician to relocate to the recruiting hospital's geographic area in order to join its medical staff, the physician is not required to refer to the hospital, the recruitment incentive is unrelated to referrals and the physician is not precluded from establishing staff privileges at another hospital or referring business to another entity6. 

(2) Rev. Rul. 97-21 does not address the analysis of physician recruitment incentives in situations involving physicians who may be insiders for purposes of the private inurement prohibition and disqualified persons for purposes of the intermediate sanctions legislation.  Most significantly, it does not address the situation where the recruited physician is joining an existing practice.  In cases where one or more members of the existing practice are in a position to substantially influence the hospital, recruitment aid that benefits the practice rather than the recruited physician may raise private inurement and intermediate sanctions issues.7  Because Rev. Rul. 97-21 only applies where the beneficiary of the recruitment incentives is not an insider/disqualified person, its guidance may be of limited significance in the existing practice context. 

Like the proposed revenue ruling in Ann. 95-25 on which it is based, Rev. Rul. 97-21 provides its guidance through five illustrative situations, as described below: 

Situation 1 involves a hospital that is the sole provider for its rural community within a 100-mile radius.  The hospital is located in a county designated as a Health Professional Shortage Area for primary medical care professionals.  In order to recruit a physician to join its medical staff and to establish and maintain a full-time OB/GYN practice in its service area, the hospital provides a signing bonus, a start-up loan, payment of the physician's professional liability insurance premium for a limited period, below-market rent for a limited number of years, and a guaranty of the mortgage on the physician's personal residence.  The recruitment agreement is in writing, negotiated at arm's length, approved by a board-appointed committee and in accordance with the board's guidelines for physician recruitment.  The incentives are permissible because the hospital has objective evidence of the need for obstetricians and gynecologists in its service area and has engaged in physician recruitment activity reasonably related to promoting and protecting the health of the community. 

Situation 2 involves a hospital in an economically depressed inner-city area.  Based on a community needs assessment showing a shortage of pediatricians and lack of access to pediatric services for Medicaid patients, the hospital recruits a pediatrician to relocate to the community, join its medical staff and treat a reasonable number of Medicaid patients.  The board-approved recruitment agreement is in writing and negotiated at arm's length and provides moving expenses, reimbursement for tail insurance for the recruited physician's former practice and an income guaranty for a limited number of years.  Because the hospital has engaged in recruiting activity that is reasonably related to promoting and protecting the health of the community based on objective evidence, its actions are consistent with exempt status. 

In Situation 3, a hospital in an economically depressed area conducts a community needs assessment showing that indigent patients have limited access to obstetric care.  The hospital recruits to its medical staff an obstetrician to provide these services.  The written agreement is in accordance with the board's guidelines for physician recruitment and approved by a board-designated officer.  Under the agreement, the hospital provides reimbursement for one year's professional liability insurance in return for the obstetrician agreeing to treat a reasonable number of Medicaid and charity care patients.  Rev. Rul. 97-21 states that the arrangement is reasonably related to the accomplishment of the hospital's exempt purposes and is consistent with exemption because the amount paid is reasonable and any private benefit is outweighed by the public purpose served by the arrangement. 

Situation 4 involves a metropolitan area hospital that requires at least four diagnostic radiologists to ensure adequate coverage and quality care.  In order to replace one of two relocating radiologists, the hospital recruits a diagnostic radiologist who currently practices at another hospital in the same city by guaranteeing the radiologist's private practice net income for several years.  The agreement is in writing, negotiated at arm's length and approved by the board of directors of the hospital.  The radiologist, who does not refer patients to hospitals, is recruited to join the hospital's medical staff and provide coverage for its radiology department.  Because the benefits are based on a demonstrated community need and are reasonably related to the accomplishment of exempt purposes, the arrangement is consistent with exemption.  Rev. Rul. 97-21 notes that the board determined a need for additional diagnostic radiologists to provide adequate coverage and assure quality care.  This example is significant because it endorses recruiting physicians from other hospitals in the same community in appropriate circumstances; the IRS had previously indicated that such recruiting generally was not permissible.  

Situation 5 involves a hospital that has been found guilty in a court of law of substantial physician recruitment activities resulting in violations of the Anti-kickback Statute.  As a result of these substantial and intentional criminal activities, the hospital does not qualify for tax-exempt status under Code Section 501(c)(3). 

As noted above, Rev. Rul. 97-21 differs in certain respects from the proposed revenue ruling in Ann. 95-25.  For example, the proposed revenue ruling specified that the recruited physicians were not employees of the recruiting hospital.  Rev. Rul. 97-21, in contrast, contains a discussion of the proper analysis where a recruited physician will perform services for the hospital; in such cases, the hospital must be able to show that the payment is reasonable compensation for all of the benefits that the physician is providing to it. 

The proposed revenue ruling provided less detail than does Rev. Rul. 97-21 regarding the board of directors' involvement with the physician recruitment policy.  Rev. Rul. 97-21 indicates that the IRS expects boards of directors either to be directly involved in physician recruiting or to establish, monitor and review physician recruitment guidelines (in which case designees can enter into specific arrangements in accordance with those policies). 

Rev. Rul. 97-21 is somewhat less specific than the proposed revenue ruling in stating particular terms of the recruitment packages offered.  This is presumably to make the guidance in the revenue ruling apply to a greater number of situations. 

Each of Situations 1 through 4 provides a specific illustration of evidence of need for the recruited physician sufficient to justify the incentives provided.  Establishing evidence of community need is an important part of physician recruiting.  Further illustrations of evidence of community need are provided in the Hermann Hospital closing agreement.8 

The Private Letter Ruling 

In an unreleased private letter ruling published June 4, 1999 by a nonprofit tax-exempt hospital (the "Hospital"), the IRS further defined its position on physician recruitment stated in Rev. Rul. 97-21 and clarified its position regarding the recruitment of physicians who practice in a hospital's service area.  The Hospital originally received the private letter ruling in July 1998.  

The Hospital, a tertiary care facility, is the dominant health care provider in an integrated health care and financing system controlled by another tax-exempt nonprofit corporation (the "System").  The Hospital and the System were in the process of creating an integrated health care delivery system by establishing community health centers in the System's city and suburban service area. The centers would provide specialized, nontertiary inpatient and outpatient services. In order to accomplish the desired growth, the Hospital, after performing a community needs assessment, determined that it needed to add to its medical staff approximately 200 primary care physicians as well as doctors in other underrepresented specialties. 

As a result of the Hospital's physician needs, the Hospital desired to expand its physician recruitment program to support the recruitment of new physicians or physicians who had practiced within the Hospital's service area for less than four years and who had not established a meaningful practice.  The recruitment agreement would be negotiated with the physician in the case of a practicing physician and with the recruiting physicians in the case of a new physician.  The recruitment package for new physicians would include a three-year income guarantee, a signing bonus, relocation expenses, a one-time marketing payment and other incentives as reasonable under the circumstances.  The recruitment package for a practicing physician would include a one-year income guarantee and an advance to terminate preexisting lease obligations.9 

Payments made to practicing physicians or recruiting physicians under the new program would be made as loans, evidenced by promissory notes with fixed rates of interest.  In the case of new physicians, the recruiting physicians would receive two notes, one subject to forgiveness by the Hospital if the new physician maintained full-time practice for a required time and the other absolute.  The Hospital desired to make both notes subject to forgiveness. 

The Hospital requested two ruling from the IRS:  (i) that its forgiveness of the entire amount advanced to recruiting physicians for the new physicians' recruitment package would not adversely affect its tax exempt status; and (ii) that the recruitment incentive offered to physicians practicing within its service area would not adversely affect its tax-exempt status.  The IRS ruled favorably for the Hospital on both requests. 

In ruling in favor of the Hospital, the IRS first concluded that, as required under previous revenue rulings, the Hospital, by obtaining a community needs assessment, had demonstrated a need for physicians in its service area.  The IRS then concluded that, as required, the incentives offered were reasonable in nature after taking into account all of the relevant facts and circumstances.  In ruling favorably on the income guarantees, the IRS analogized the guarantees offered by the Hospital to those described in Situation 2 in Rev. Rul. 97-21.  As in Situation 2, the Hospital's income guarantees were for a limited number of years and allowed a net income that fell within a range found in national and regional salary surveys for the physicians.  In addition, the income guarantee was in the form of a loan that required repayment if the physician's income was above the guaranteed level or if the physician failed to maintain practice in the service area for the required period of time. 

Furthermore, the IRS analogized the recruitment of physicians currently practicing in the Hospital's service area to Situation 4 of Rev. Rul. 97-21. In Situation 4, a hospital, in order to replace one of two relocating radiologists, recruited a diagnostic radiologist who currently practiced at another hospital in the same city by guaranteeing the radiologist's private practice net income for several years.  The radiologist, who did not refer patients to hospitals, was recruited to join the hospital's medical staff and provide coverage for its radiology department.  In this situation, the IRS determined that the benefits given to the doctor by the hospital were based on a demonstrated community need and were reasonably related to the accomplishment of the hospital's exempt purpose. 

In applying Situation 4 to the Hospital's recruitment incentive plan, the IRS concluded that since the Hospital had limited the incentives to physicians with less than four years of experience with floundering practices, the Hospital was not targeting physicians as a source of referrals to the Hospital.  In addition, the Hospital required the physicians to treat Medicare and Medicaid beneficiaries and participate in oncall and/or emergency coverage. 

It should be noted that payments to recruiting physicians do not fall within the Stark Legislation physician recruitment exception, which applies to payments made to the recruited physician.  This was outside the scope of the IRS' ruling, but should be considered in structuring physician recruitment arrangements involving existing practices. 

Conclusion 

While Rev. Rul. 97-21 and this private letter ruling provide useful guidance, physician recruiting still raises a number of legal issues, and physician recruitment packages should be carefully structured to address these issues. 

Footnotes:
1. 1997-1 CB 121.
2. 1995-14 I.R.B. 11 (1995).
3. Exempt Organizations Examinations Guidelines Handbook, Int. Rev. Manual 7(10)69, Sec. 333 (Mar. 27, 1992).
4. The incentives provided to recruit physicians to the community in Situation 1 and Situation 2 of Rev. Rul. 97-21 are "reasonably related to causing [each of the physicians] to become a member of [the recruiting hospital's] medical staff and to establish a full-time . . . practice in [the recruiting hospital's] service area."  This indicates that an appropriate arrangement will require the physician to remain in the community for some specified period of time in order to earn incentives.  Where incentives are paid at the start of the physician's service, a forgivable loan structure is a useful mechanism for accomplishing this.
5. In Situation 3 of Rev. Rul. 97-21, the recruited physician is already a member of the hospital's medical staff.  Thus, Rev. Rul. 97-21 appears to reject the earlier informal IRS position that any physician on a hospital's medical staff is presumptively an insider for private inurement purposes.  The IRS's new position is consistent with the statutory definition of a "disqualified person" (a concept analogous to the private inurement concept of an "insider") contained in the intermediate sanctions legislation enacted in 1996.
6. As noted below, Situation 4 of Rev. Rul. 97-21 involves the recruitment of a diagnostic radiologist by a hospital in the same community.  In the proposed revenue ruling in Ann. 95-25, the corresponding example involved a perinatologist.  The change apparently reflects the IRS's unwillingness to approve "cross-town" recruiting where referrals are involved; this is indicated by the explicit statement in Rev. Rul. 97-21 that as a diagnostic radiologist, the recruited physician in Situation 4 does not refer patients to the recruiting hospital or any other hospital in the city. 
7. Rev. Rul. 97-21 and prior guidance provide no clear rules for arrangements that involve physicians joining existing practices.  In general, the risks of such arrangements can be reduced by: (a) making payment directly to the recruited physician rather than the practice; (b) avoiding income guarantees or other incentives that in practice are difficult to separate from the finances of the practice; and (c) permitting the recruited physician to continue to qualify for any ongoing incentives (e.g., loan forgiveness), provided that he or she continues to practice in the community, whether or not with the practice (this may limit the use of noncompetition provisions by the practice). 
8. The Hermann Hospital closing agreement set out six conditions, one or more of which must apply in order for Hermann Hospital to pay recruiting incentives based on public benefit: 

a. a populationtophysician ratio in the community deficient in the relevant specialty relative to the ideal ratio contained in Graduate Medical Education National Advisory Committee ("GMENAC") reports; 

b. demand for a particular medical service in the community for which the physician is being recruited coupled with a documented lack of availability of the service or long waiting periods; 

c. designation of the community or portion where the physician will serve when the agreement is executed as a Health Professional Shortage Area; 

d. a demonstrated reluctance of physicians to relocate at hospital due to hospital's physical location (intended to refer to a hospital in a rural or economically disadvantaged innercity area); 

e. a reasonably expected reduction in numbers of physicians in the relevant specialty in the service area due to anticipated retirements during the next three years; and 

f. a documented lack of physicians serving indigent or Medicaid patients within the service area, provided the recruit commits to serving a "substantial number" of Medicaid and charity care patients. 

9. The funds for the income guarantee would be advanced to the recruited physician or, in the case of a new physician, to the recruiting physicians.
