
MEMORANDUM 
 

March 1, 2018 

To:  Senior Partner 

From:  Junior Lawyer 

Re:  Due Diligence – Mercy Hospital’s Acquisition of Texas General Surgeons 

 

  Mercy Hospital, Inc. (Mercy) and Texas General Surgeons, P.C. (TGS) have 

entered into a non-binding Letter of Intent describing their understanding with respect to 

Mercy’s acquisition of TGS. You asked me to review the documents TGS provided in response 

to the Due Diligence Request List sent to TGS by Mercy.  Below I outline my due diligence 

findings. 

 

1. Sublease to Primary Physicians 

• Background: The due diligence documents included emails stating that TGS 

subleases office space to Primary Physicians, a group of primary care 

physicians.  Primary Physicians uses the space 2 days/week to provide 

primary care services to their patients.  Primary Physicians pays TGS 

monthly rent of $200/month, which is well below the fair market value rate 

for the space. Primary Physicians frequently refer Medicare and Medicaid 

patients to TGS for x-rays. The x-rays are performed onsite by TGS clinical 

staff under the supervision of TGS physicians, with TGS physicians reading 

the x-rays. TGS and Primary Physicians have not signed a sublease 

agreement, although TGS’s landlord did consent to the sublease arrangement 

in writing. 

• Stark Violation: The Stark Law (42 U.S.C. § 1395nn) prohibits referrals of 

Medicare or Medicaid patients for designated health services if the referring 

physician has a financial relationship with the entity providing the designated 

health services, unless the arrangement satisfies an exception to this 

prohibition. Designated health services includes radiology services such as x-

rays (42 U.S.C. § 1395nn(h)(6)(D)). Although the Stark Law provides an 



exception for certain office space rental arrangements (42 U.S.C. § 

1395nn(e)(1)A)), the sublease arrangement between TGS and Primary 

Physicians does not meet the exception for the following reasons:  the 

sublease is not set out in a signed agreement that specifies the premises 

covered; and the rent charged Primary Care Physicians is below fair market 

value.   Consequently, amounts billed by TGS for x-rays performed on 

patients referred by Primary Physicians violated the Stark Law and must be 

refunded to Medicare and Medicaid.  In addition, because the Stark Law also 

provides for civil fines, TGS may be subject to civil fines for these 

overpayments.1  

• The Anti-Kickback Statute (42 U.S.C. § 1320a-7B) prohibits knowingly and 

willfully soliciting, receiving, or offering remuneration (including any 

kickback, bribe, or rebate) in return for referring an individual to the person 

or entity furnishing any item or service paid for (in whole or in part) under a 

Federal health care program, such as Medicare and Medicaid.2  Arrangements 

meeting the space rental “safe harbor” do not violate the statute, but the TGS-

Primary Physicians sublease fails to meet this safe harbor for the same 

reasons it fails to meet the Stark rental space exception.  Arrangements that 

do not meet a safe harbor nevertheless do not violate the statute if the parties 

lacked bad intent, that is, they did not “knowingly or willfully” solicit, 

receive, or offer remuneration in exchange for patient referrals.  However, in 

light of the fact that Primary Physicians pay a rental rate well below fair 

market value, there is a high risk that federal regulators will conclude that the 

discounted rental rate was knowingly and willfully offered and received in 

                                                           
1 The In-Office Ancillary Exception  (42 U.S.C. § 1395nn(b)(2)) does not apply, as it only applies when the 

designated health service is provided by the referring physician, by another physician in the same group 
practice as the referring physician, or under the supervision of the referring physician or another 
physician in the same group practice.  The x-rays are provided under the supervision of TGS physicians, 
whereas Primary Physicians (the referring physicians) are not part of the TGS but are a legally separate 
group practice.   

2 The Anti-Kickback Statute also reaches remuneration solicited, offered, or received in return for arranging 
for the furnishing of, or purchasing, leasing, ordering or arranging for (or recommending others do so), 
any item or service paid for in whole or part by a Federal health care program.  Because Primary 
Physicians refers patients to TGS, this memo focuses on the Anti-Kickback Statute’s application to patient 
referrals. 



exchange for Primary Physicians referring its patients to TGS.  Consequently, 

amounts billed by TGS for services provided to patients referred by Primary 

Physicians likely violates the Anti-Kickback Statute.  Under the Anti-

Kickback Statute, TGS may be subject to significant civil fines for these 

overpayments. 

 

2. Corporate Integrity Agreement  (Exhibit A) 

• Background:  TGS entered into a Corporate Integrity Agreement (“CIA”) on 

2/1/2017 with the Office of Inspector General (“OIG”) after the OIG 

launched an investigation into whether TGS had violated the Stark and Anti-

Kickback laws.  The CIA imposes various requirements on TGS to promote 

its compliance with federal laws related to Medicare, Medicaid, and other 

Federal health care programs. 

• Excluded Persons:  Under section III.G of the CIA, TGS must report to the 

OIG any persons excluded from participation in federal health care programs 

employed by TGS and must terminate that person. TGS has an employment 

agreement with Dr. Aubrey Cullen.  Our review of the OIG database of 

excluded persons revealed that Dr. Cullen has been excluded from 

participation in federal health care programs (Exhibit B).  Accordingly, Dr. 

Cullen must be terminated.  Section V.A.1 of the CIA states that TGS is 

subject to a penalty of $2,500 for each day that it failed to remove Dr. Brown.    

• Overpayments: As noted above, TGS impermissibly billed Medicare and 

Medicaid for services provided to patients referred to TGS by Primary 

Physicians. Under section V.A.1 of the CIA, TGS is subject to a penalty of 

$2,500 for each day that it failed to implement adequate policies and 

procedures regarding the repayment of overpayments.  These penalties are in 

addition to any penalties imposed under the Stark Law and Anti-Kickback 

Statute in connection with the TGS-Primary Physicians sublease 

arrangement. 

• Sale of Practice:  Under section III of the CIA, TGS must inform the OIG of 

the proposed sale of TGS at least 30 days prior to closing.  The CIA states 



that the CIA is binding on the purchaser unless the OIG agrees otherwise in 

writing. 

 

3. Shareholder and Employee Agreements 

• Background:  TGS currently has 15 shareholder-physicians and 10 physician 

employees.  The shareholder agreement used by TGS is attached as Exhibit C 

(“Shareholder Agreement”) and the physician employment agreement used 

by TGS is attached as Exhibit D (“Employment Agreement”).  Because 

Mercy wants all shareholders and employees to enter into new employment 

agreements with Mercy, the 15 shareholder agreements and 10 employment 

agreements must be terminated. 

• Termination of Shareholder Agreements:  Section 4.2(c) of the Shareholder 

Agreement states that termination of the Shareholder Agreement without 

cause requires a vote of 75% of the shareholders at a meeting held in 

accordance with TGS’s bylaws, with the effective date of the termination 

being 60 days after written notice of termination is given following the vote.  

In order to close the deal by April 30, 2018, these requirements will need to 

be waived or modified.  The parties also will need to waive section C of 

Exhibit B-1, providing for severance payments to shareholders upon 

termination, and the noncompete provisions under section 10.   

• Termination of Employment Agreements:   Section 4(b) of the Employment 

Agreement provides that TGS may terminate the agreement without cause 

upon 60 days prior written notice.  This provision will need to be waived or 

modified given the April 30th closing date.  The noncompete provisions under 

section 10 of the Employment Agreement also will need to be waived. 

 

4. Medical Office Building Lease (Exhibit E) 

• Background:  TGS currently leases from Office Park Complex, LLC ( 

“Office Park”)[FEI1] a medical office building at 4500 Main Street, Houston, 

TX.  The term under the Lease Agreement is 11 years and ends on December 

31, 2025. 



• Assignment of Lease:  Section 11.01 of the Lease Agreement provides that 

TGS may not assign its lease without the prior written consent of Office Park, 

and that Office Park may, in its sole discretion, refuse to give its consent to 

any proposed assignment for any reason.  The transfer of substantially all of 

the ownerships interest in TGS is considered an assignment.  Section 11.01 

also states that the purchaser as assignee must deliver to Office Park the 

following: (i) an instrument containing an agreement of assumption of all of 

TGS’s obligations under the lease agreement, and (ii) any additional lease 

guaranties or other credit enhancements reasonably required by Office Park.  

The lease agreement further provides that following the assignment, TGS 

nevertheless remains fully responsible and liable for the payment of rent and 

all other tenant obligations under the lease agreement.  TGS also must 

reimburse Office Park for any reasonable accounting and attorneys’ fees 

incurred in conjunction with the processing and documentation of the 

assignment. 

 


