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Healthcare Valuation Series: A Look at Fair Market Value and Commercial Reasonableness

The four-part HC Topics Series: Healthcare Valuation
will examine various aspects of the process by which
healthcare enterprises, assets, and services are appraised.
Part | will discuss the application of the fair market
value and commercial reasonableness standards utilized
by various regulatory agencies; Part Il will address the
valuation of intangible assets; Part Il will address the
valuation of services; and, Part IV will conclude with a
discussion of several of the more complex aspects of
valuation related to the acquisition of physician practice
enterprises (and service lines); assets (both intangible
and tangible); and, services, by exempt organizations.
This HC Topics Series is excerpted from the book
authored by HCC President Bob Cimasi, entitled,
“Healthcare Valuation: The Financial Appraisal of
Enterprises, Assets, and Services,” to be published by
John Wiley & Sons later this year.

Much of healthcare valuation relies on the standard of
fair market value (FMV) as the nexus of regulatory
compliance, and application of a different standard of
value may place the healthcare entity, as well as the
appraiser, at risk for legal sanctions and enforcement
actions.  Additionally, many healthcare arrangements
are scrutinized under the related threshold of
commercial reasonableness. Typically, legal counsel
does not provide a legal opinion as to FMV or
commercial reasonableness and will most often retain
an independent valuation consultant to provide a
certified valuation opinion as to the FMV and/or
commercial reasonableness of a compensation
arrangement for a given employment or services
agreement, including agreements for clinical
professional services, medical directorships and on-call
coverage, as well as other administrative, management
and executive management services." This article will
provide an in-depth discussion of FMV and commercial
reasonableness as they are applied in the valuation of
healthcare transactions.

Corresponding with the growing trend toward hospital
employment of physicians, there has been an increase in
regulatory scrutiny related to the legal permissibility of
these arrangements under the federal fraud and abuse
laws as they relate to transactions between healthcare
providers. FMV is implicated by three distinct bodies of
law which regulate compensation arrangements between
hospitals and physician employees. Federal Fraud and
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Abuse laws, such as the Stark Law and the federal Anti-
Kickback Statute, generally prohibit compensation
arrangements between parties in a position to refer
patients to each other. Further, the Internal Revenue
Service (IRS) scrutinizes compensation arrangements
between tax-exempt organizations and their employees
to ensure that such arrangements do not constitute
excess benefit transactions in violation of an
organization’s tax-exempt status. Within the heightened
regulatory environment in which healthcare providers
operate, and given the severity of regulatory penalties
for entering into legally impermissible arrangements, it
is critical to ensure that compensation arrangements are
both at FMV and commercially reasonable in order to
withstand scrutiny from enforcing agencies, the Office
of Inspector General (OIG) and the IRS.

Business valuation principles define the standard of
FMV as the most probable price that the subject interest
should bring if exposed for sale on the open market, as
of the valuation date, but exclusive of any element of
value arising from the accomplishment or expectation of
the sale. This standard of value assumes an anticipated
hypothetical transaction, in which the buyer and seller
are each acting prudently with a reasonable equivalence
of knowledge, and in which the price is not affected by
any undue stimulus or coercion. Federal fraud laws
define FMV somewhat differently, however. Under
Stark Il Phase 1, the Health Care Financing
Administration (HCFA; now CMS) defined FMV as
“the value in arm’s-length transactions, consistent with
general market value.”® “General Market Value” is
defined as: “[T]he price that an asset would bring as a
result of bona fide bargaining between well-informed
buyers and sellers who are not otherwise in a position to
generate business for the other party, or the
compensation that would be included in a service
agreement as a result of bona fide bargaining between
well-informed parties to the agreement who are not
otherwise in a position to generate business for the
other party, on the date of acquisition or the asset or at
the time of the service agreement.”

FMV is also a critical requirement under several safe
harbors to the federal Anti-Kickback Statute.* While
FMV is not specifically defined within the Anti-
Kickback Statute, the OIG has provided guidance on
this issue and stated that: “When considering the
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question of fair market value [FMV], we would note that
the traditional or common methods of economic
valuation do not comport with the prescriptions of the
Anti-Kickback statute. Items ordinarily considered in
determining the FMV may be expressly barred by the
Anti-Kickback statute’s prohibition against payments for
referrals. Merely because another buyer may be willing
to pay a particular price is not sufficient to render the
price to be paid FMV. The fact that a buyer in the
position to benefit from referrals is willing to pay a
particular price may only be a reflection of the value of
the referral stream that is likely to result from the
purchase.”™ Some Anti-Kickback regulations do
specifically define FMV in reference to safe harbor
provisions, such as those for lease agreements involving
real property or equipment.® However, these definitions
vary with the context of the applicable safe harbor, and
several other safe harbor provisions do not include an
explicit definition of FMV, thereby leading to further
regulatory uncertainty.7

In addition to the FMV standards contained in the Stark
Law and the Anti-Kickback Statute, Section 501(c)(3) of
the Internal Revenue Code also uses an FMV standard.
The IRS defines FMV as “the price at which property or
the right to use property would change hands between a
willing buyer and a willing seller, neither being under
any compulsion to buy, sell or transfer property or the
right to use property, and both having reasonable
knowledge of relevant facts.® Under any definition,
however, FMV looks to the “range of dollars” paid for a
product or service, while the threshold of commercial
reasonableness looks to the “totality of the
circumstances” surrounding a compensation agreement
to determine the reasonableness of the business
arrangement generally.® These are related, but distinct,
thresholds that must both be met, i.e., a compensation
arrangement may be simultaneously at FMV and still be
determined to not be commercially reasonable.

While no explicit definition of commercial
reasonableness exists, when taken together, available
guidance from several regulatory sources indicates the
meaning of the term. In its 1998 proposed Stark
regulations, the HCFA interpreted “commercially
reasonable” to mean that an arrangement appears to be
“a sensible, prudent business agreement, from the
perspective of the particular parties involved, even in
the absence of any potential referrals.”® The Stark I,
Phase Il commentary expanded on this definition,
suggesting that “an arrangement will be considered
‘commercially reasonable’ in the absence of referrals if
the arrangement would make commercial sense if
entered into by a reasonable entity of similar type and
size and a reasonable physician of similar scope and
specialty, even if there were no potential DHS
referrals.”™
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To withstand scrutiny under federal fraud and abuse
laws, a 2006 American Law Institute publication
suggests that “[e]lach financial and contractual
connection between hospitals and physicians should be
scrutinized to ensure that goods or services changing
hands are being provided at fair market value, and at a
level no more than necessary for the business purposes
of the arrangement”™ To ensure commercial
reasonableness then, it is important to scrutinize
whether an entity is making sound business judgments
in light of its size, the number of patients it
accommodates, and the needs of those patients, as well
as the market service area in which the provider is
located and the needs of the community it serves.”®
When considering physician compensation, it is
imperative that the hospital cannot obtain the same
services from a non-referral physician at a cheaper rate
or under more favorable terms, and for the arrangement
to survive scrutiny, both services and payments must be
considered commercially reasonable.** Compensation
arrangements will likely be deemed commercially
reasonable if: (1) the arrangements are at FMV; (2) the
arrangements list the actual duties being performed by
the physician; (3) the services performed are reasonably
necessary to the provider based on the details of the
situation; and, (4) the services could not be adequately
provided for less compensation.

For tax-exempt entities, compensation arrangements that
do not satisfy the commercial reasonableness standard
under the Stark law and the Anti-Kickback statute will
also likely implicate federal tax-exemption rules.® A
related, but somewhat distinct, concept from the
commercial reasonableness standard of the Stark law
and Anti-Kickback statute, is the reasonable standard
the IRS applies to compensation arrangements entered
into by tax-exempt organizations. The IRS has
developed a rebuttable presumption, which consists of a
three-prong test to determine whether a compensation
agreement offered by a tax-exempt entity is reasonable,
and thus safe from intermediate sanctions by the IRS.*
A rebuttable presumption is established if: (1) the
arrangement is approved in advance by an authorized
body whose members have no conflicts of interest; (2)
the compensation has been set based on a reliance of
comparable data; and (3) the authorizing body
adequately, and concurrently, documented the basis for
its determination.” Such a compensation arrangement
is then presumed to be reasonable, and a transfer of
property, or the right to use such property, is presumed
to be at FMV.'® While the IRS does not require tax-
exempt organizations to meet all three prongs of the
rebuttable  presumption when setting executive
compensation, failure to meet any part of the test
suggests an excess benefit transaction may have
occurred and thus places the tax-exempt organization at
risk for immediate intermediate sanctions, as well as the
potential to lose its tax-exempt status."®
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Case law also provides some guidance for establishing
FMV and commercial reasonableness. Courts have
developed analytical approaches to determining if a
compensation arrangement will survive fraud and
abuse scrutiny, particularly by looking to whether
physicians are actually performing the services
outlined in the arrangement, e.g. whether they are
working the volume of hours anticipated by the
arrangement. Because healthcare transactions must
comport with sound business practices and survive
stringent regulatory scrutiny, valuation approaches
must take into account not only business valuation
definitions of FMV and commercial reasonableness,
but also various applicable regulatory definitions and
guidance. Next month’s installment of the HC Topics
Series: Healthcare Valuation will examine the
valuation of intangible assets.
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HEALTH CAPITAL
CONSULTANTS (HCC) is an
established, nationally recognized
healthcare financial and economic
consulting firm headquartered in
St. Louis, Missouri, with regional
personnel nationwide. Founded in
1993, HCC has served clients in
over 45 states, in providing
services including: valuation in all
healthcare sectors; financial
analysis, including the
development of forecasts, budgets
and income distribution plans;
healthcare provider related
intermediary services, including
integration, affiliation, acquisition
and divestiture; Certificate of
Need (CON) and regulatory
consulting; litigation support and
expert witness services; and,
industry research services for
healthcare providers and their
advisors. HCC’s accredited
professionals are supported by an
experienced research and library
support staff to maintain a
thorough and extensive knowledge
of the healthcare reimbursement,
regulatory, technological and
competitive environment.
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Robert James Cimasi, MHA, ASA, FRICS, MCBA, AVA, CM&AA, serves
as President of HEALTH CAPITAL CONSULTANTS (HCC), a nationally
recognized healthcare financial and economic consulting firm headquartered in
St. Louis, MO, serving clients in 49 states since 1993. Mr. Cimasi has over
thirty years of experience in serving clients, with a professional focus on the
financial and economic aspects of healthcare service sector entities including:
valuation consulting and capital formation services; healthcare industry
transactions including joint ventures, mergers, acquisitions, and divestitures;
litigation support & expert testimony; and, certificate-of-need and other
regulatory and policy planning consulting.

Mr. Cimasi holds a Masters in Health Administration from the University of Maryland, as well as
several professional designations: Accredited Senior Appraiser (ASA — American Society of
Appraisers); Fellow Royal Intuition of Chartered Surveyors (FRICS — Royal Institute of Chartered
Surveyors); Master Certified Business Appraiser (MCBA - Institute of Business Appraisers);
Accredited Valuation Analyst (AVA — National Association of Certified Valuators and Analysts); and,
Certified Merger & Acquisition Advisor (CM&AA — Alliance of Merger & Acquisition Advisors). He
has served as an expert witness on cases in numerous courts, and has provided testimony before federal
and state legislative committees. He is a nationally known speaker on healthcare industry topics, the
author of several books, the latest of which include: “The U.S. Healthcare Certificate of Need
Sourcebook™ [2005 - Beard Books], “An Exciting Insight into the Healthcare Industry and Medical
Practice Valuation” [2002 — AICPA], and “A Guide to Consulting Services for Emerging Healthcare
Organizations” [1999 John Wiley and Sons].

Mr. Cimasi is the author of numerous additional chapters in anthologies; books, and legal treatises;
published articles in peer reviewed and industry trade journals; research papers and case studies; and, is
often quoted by healthcare industry press. In 2006, Mr. Cimasi was honored with the prestigious
“Shannon Pratt Award in Business Valuation” conferred by the Institute of Business Appraisers.
Mr. Cimasi serves on the Editorial Board of the Business Appraisals Practice of the Institute of
Business Appraisers, of which he is a member of the College of Fellows.

Todd A. Zigrang, MBA, MHA, ASA, FACHE, is the Senior Vice President of
HEALTH CAPITAL CONSULTANTS (HCC), where he focuses on the areas
valuation and financial analysis for hospitals and other healthcare enterprises.
Mr. Zigrang has significant physician integration and financial analysis
experience, and has participated in the development of a physician-owned
multi-specialty MSO and networks involving a wide range of specialties;
physician-owned hospitals, as well as several limited liability companies for
the purpose of acquiring acute care and specialty hospitals, ASCs and other
ancillary facilities; participated in the evaluation and negotiation of managed
care contracts, performed and assisted in the valuation of various healthcare
entities and related litigation support engagements; created pro-forma financials; written business
plans; conducted a range of industry research; completed due diligence practice analysis; overseen the
selection process for vendors, contractors, and architects; and, worked on the arrangement of financing.

Mr. Zigrang holds a Master of Science in Health Administration and a Masters in Business
Administration from the University of Missouri at Columbia, and is a Fellow of the American College
of Healthcare Executives. He has co-authored “Research and Financial Benchmarking in the
Healthcare Industry” (STP Financial Management) and “Healthcare Industry Research and its
Application in Financial Consulting” (Aspen Publishers). He has additionally taught before the
Institute of Business Appraisers and CPA Leadership Institute, and has presented healthcare industry
valuation related research papers before the Healthcare Financial Management Association; the
National CPA Health Care Adviser’s Association; Association for Corporate Growth; Infocast
Executive Education Series; the St. Louis Business Valuation Roundtable; and, Physician Hospitals of
America.

Anne P. Sharamitaro, Esq., is the Vice President of HEALTH CAPITAL
CONSULTANTS (HCC), where she focuses on the areas of Certificate of Need
(CON); regulatory compliance, managed care, and antitrust consulting. Ms.
Sharamitaro is a member of the Missouri Bar and holds a J.D. and Health Law
Certificate from Saint Louis University School of Law, where she served as an
editor for the Journal of Health Law, published by the American Health
Lawyers Association. She has presented healthcare industry related research
papers before Physician Hospitals of America and the National Association of
Certified Valuation Analysts and co-authored chapters in “Healthcare
Organizations: Financial Management Strategies,” published in 2008.
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