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From Fact to Fiction—A Brief Review for 
the Layman of the Quirky World of “Fair 
Market Value” in Physician-Hospital 
Transactions and Regulatory Compliance
Paul M. Torgerson, Esq.

Health Care Transaction Insights 

The fair market value standard typically governs physician-hospital transactions required to 
adhere to regulatory standards. This discussion explores the concept of fair market value, 

describes the process often relied upon to estimate fair market value, and examines specific 
circumstances that affect fair market value determinations. 

IntroductIon
For most, the idea of “fair market value” does not 
seem complicated. Frankly, many would say the 
phrase speaks for itself. For those working on trans-
actions between physicians and health care institu-
tions, however, the phrase has serious implications 
and misuse can have drastic consequences. In short, 
“fair market value” is a centerpiece of regulatory 
compliance.

This discussion reviews the applicable defini-
tions, and their application in certain key regula-
tory areas and transactional settings. The piece 
also reviews the source of data and the role played 
by experts in the compliance process. Finally, the 
commentary calls attention to several challenging 
valuation scenarios.

background
For a variety of obvious and less obvious policy 
reasons that will not be repeated here, delivery of 
health care is a highly regulated activity. Within this 
arena, financial relationships between and among 
health care providers draw particular scrutiny, gen-
erally based on concerns that conflicts of interest, 
financial incentives and personal motivations have 
the potential, separately or in combination, to cause 
behaviors detrimental to patients or to those who 
pay the costs associated with those patients. For 
example, profit motivations of health care providers 

are seen as having potential pernicious by-products 
ranging from over-utilization of profitable diagnos-
tic and treatment tools to under-treatment and 
withholding of care when fixed payment methods 
are used to fully compensate providers for all care 
delivered.

An ever-increasing volume of statutes and regula-
tions attempt to prevent perceived profiteering or 
undue private benefit by health care providers result-
ing from their relationships with organizations that 
receive (1) government subsidies through tax-exempt 
status, or (2) government payment of medical care 
benefits on behalf of a large segment of society, 
including senior citizens, indigents, and veterans.

Organizations exempt from federal income tax 
based on their health care delivery activities have 
long been subject to risk of loss of exempt status 
if “insiders” or private parties receive benefits in 
excess of fair market value.1 Those receiving and 
approving excess benefit are subject to substantial 
excise taxes.2 Under Medicare, very substantial and 
dire consequences follow from payments made by 
a health care provider in exchange for referrals, for 
erroneous billing for services by a health care pro-
vider, for limiting care delivered, and for over-utiliz-
ing tools.3 In each case, the statutes and regulatory 
schemes aimed at preventing these problems create 
exceptions and safe harbors, which rely for compli-
ance on establishing that the consideration in the 
relationship is within fair market value.
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Effective risk management for health care providers 
and their advisers must include careful attention to 
fair market value elements and related documenta-
tion.

deFInItIons
In the tax-exempt setting, the classic definition of 
fair market value is well accepted:

. . . the price at which the property would 
change hands between a willing buyer and a 
willing seller when the former is not under 
any compulsion to buy and the latter is not 
under any compulsion to sell, both parties 
having reasonable knowledge of relevant 
facts. Court decisions frequently state in 
addition that the hypothetical buyer and 
seller are assumed to be able, as well as will-
ing, to trade and to be well informed about 
the property and concerning the market for 
such property.4

In the compensation setting, the focus is gener-
ally on “reasonable compensation,” another fair 
market value derivative term. The Internal Revenue 
Service (the “Service) defines reasonable compen-
sation as:

. . . the value that would ordinarily be paid 
for like services by like enterprises under 
like circumstances. This is the Section 162 
standard [I.R.C. § 162] that will apply in 
determining the reasonableness of compen-
sation. The fact that a bonus or revenue-
sharing arrangement is subject to a cap is 
a relevant factor in determining the reason-
ableness of compensation.5

Health care regulations utilize a narrower defini-
tion aimed at eliminating the effect of any referral 
streams between the parties. For real estate, the 
regulatory definition also eliminates the strategic 
proximity value (the closeness and convenience of 
referring parties). For purposes of the Stark law, for 
example, fair market value is stated to be:

. . . the value in arm’s-length transactions, 
consistent with the general market value. 
“General market value” means the price 
that an asset would bring as the result of a 
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 other-
wise in a position to generate business for 
the other party, on the date of acquisition 
of the asset or at the time of the service 

agreement. Usually, the fair market price is 
the price at which bona fide sales have been 
consummated for assets of like type, quality, 
and quantity in a particular market at the 
time of acquisition, or the compensation 
that has been included in bona fide service 
agreements with comparable terms at the 
time of the agreement, where the price or 
compensation has not been determined in 
any manner that takes into account volume 
or value of anticipated or actual referrals. 
With respect to rentals and leases described 
in §411.357(a), (b), and (l), “fair market 
value” means the value of rental property 
for general commercial purposes (not taking 
into account its intended use). In the case 
of a lease of space, this value may not be 
adjusted to reflect the additional value the 
prospective lessee or lessor would attribute 
to the proximity or convenience to the les-
sor when the lessor is a potential source of 
patient referrals to the lessee. For purposes 
of this definition, a rental payment does not 
take into account intended use if it takes 
into account costs incurred by the lessor 
in developing or upgrading the property or 
maintaining the property or its improve-
ments.6

Health care regulations also incorporate the 
notion in some settings that an arrangement be 
“commercially reasonable,” conveying the notion 
that the compensation would make sense even if 
there were no referrals between the parties.7 This 
concept is akin to fair market value also in that it 
goes almost without saying that hypothetical willing 
buyers and sellers, operating at arm’s length, would 
be pursuing commercially reasonable relationships 
and would not be presumed to pursue unreasonable 
transactions. The term does, however, imply that it 
may be necessary to gather additional facts about 
the parties’ relationships in drawing valuation con-
clusion. This concept is more likely to be important 
for transactions at the extremes of a range.

Tax-exemption analysis also now includes the 
notion that, in some circumstances, a party in vio-
lation of the Medicare and Medicaid anti-kickback 
statute can not qualify for federal tax exemption, 
with the result that the fair market value definition 
in the health regulations can arguably be imported 
(in come circumstances) into the tax-exemption 
requirements.8 The following is typical of sentences 
sometimes included in exemption determinations 
and rulings:

These rulings are conditioned on the trans-
actions described above not violating the 
Medicare and Medicaid anti-kickback stat-
ute.9
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Several realities are apparent from the definitions 
themselves. First, “fair market value” is essentially a 
fact question, not a legal question. Accordingly, legal 
compliance for exemption and health regulatory 
purposes is simply a function of whether existence 
of the fact is demonstrated or not. Demonstrating  
existence of the fact (i.e., that the consideration 
reflected in the relationship is within fair market 
value and devoid of potential intra-party business 
generation) relies primarily on (1) the documenta-
tion process and (2) the valuation process.

Physicians and health care institutions, in most 
cases, are well able to craft documentation pro-
cesses that are adequate for purposes of establishing 
fair market value. However, in many cases, neither 
physicians nor health care institutions are generally 
credited with the expertise necessary to establish 
value as a factual matter.

Second, it should be clear that fair market value 
is not a single data point (except in rare circum-
stances). Obviously, not all pairings of hypothetical 
buyers and sellers facing the same facts will arrive 
at the same bargaining results. Consequently, fair 
market value generally consists of a range of values 
at which bargaining parties could reasonably arrive. 
Absent unique factors, valuation analysts often 
depict the range as a “normal” distribution and are 
comfortable opining with respect to values within 
certain deviations from the mean (with permitted 
deviation established by their professional judg-
ment, firm policy, risk tolerance, etc.).10

Third, given the fair market value definitions 
in applicable regulations, the factual nature of the 
inquiry, and the potential wide range of permitted 
outcomes, the quality of documentation is a key to 
risk management and compliance.

In physician-hospital relationship settings, orga-
nizations should have in place processes to (1) 
assess the risk with respect to the fair market value 
issue, (2) assure that appropriate data is assembled, 
(3) document a reasoned analysis supporting the 
eventual fair market value conclusion, and (4) apply 
the organization’s management and governance 
approval processes.

It makes sense to tailor the processes in accor-
dance with the risk assessment. For instance, one 
would not expect the same documentary support for 
a routine set of services at low compensation levels 
as for a relationship in which the proposed compen-
sation is at the high end of a range.

some quIrks
There are a number of interesting quirks at the 
intersections of regulations and fair market value 
analysis, however. For example, as the idea of 
“range” implies, even numbers at either end of a 
range should result in compliance. In regulatory 

settings in which parties are labeled either compli-
ant or noncompliant, it can be difficult to accept 
that wide variation can produce the same regulatory 
risk A skeptical regulator, for instance, may wonder 
(1) if the variation instead reflects consideration of 
any impermissible intra-party commercial factor or 
(2) if the range exists at all. Yet, the definition of fair 
market value itself contemplates such variation.

As another example, even if no effort is made 
to gather data and no approval process is followed, 
because fair market value is simply a fact question, 
an organization may unwittingly find itself in com-
pliance with fair market value requirements. That 
is because data gathered long after a compensation 
relationship is established with an employed physi-
cian, for example, could be relevant to determining 
whether the fair market value “fact” existed at the 
time the relationship commenced. Consequently, 
in some cases, subsequent data can be gathered to 
ameliorate the risk of a blown compliance process. 
In other cases, however, subsequent data can be a 
basis for challenge to a conclusion that otherwise 
appeared to be risk-free at the time (particularly if 
the data is data which could have been obtained at 
the time by hypothetical buyers and sellers). The 
risk that a well-documented fact may nevertheless 
be perceived as fiction by a regulator, or that later 
developed facts could be relevant in turning an 
organization’s fact into fiction, creates an unsettling 
environment for compliance personnel.

While, seemingly, there are certain valuation 
standards that can be brought to bear in estab-
lishing fair market value “facts,” there is inherent 
uncertainty in exercises that are based on “facts and 
circumstances” tests as parties and regulators weigh 
factors differently. One court has gone so far as to 
say that a “facts and circumstances” standard is no 
standard at all.”11

These quirks (along with others) suggest that, in 
addition to managing the technical risks of compli-
ance, an organization should be sensitive to, and 
attempt to manage the risk of, potential subjective 
skepticism and regulator motivation to second guess 
an organization’s factual conclusions at the time. 
Fortunately, management of these risks is aided by 
the same steps as are recommended for technical 
regulatory compliance:

1. Gather as much available data as possible.

2. Assess the risk that anyone will care about 
your conclusion.

3. Document a reasoned analysis.

4. Adhere to a formal approval process.

When a material risk is identified, it makes sense 
to obtain an opinion from a valuation or compen-
sation expert. This is because most organizations 
will not be considered experts with respect to fair 
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market value “factual” conclusions. Investment in 
an expert to support a proposed transaction should 
be viewed by regulators as evidence of a good faith 
effort to “get it right” and potentially ameliorate 
any subjective sense that a valuation should be 
challenged. Regulators themselves are not experts 
on fair market value matters and, when challeng-
ing conclusions, need separate expertise as well.12 
The existence of a reputable expert opinion can be 
sufficient on its own in some cases to satisfy regula-
tory curiosity with respect to the fair market value 
issue.

There are also examples, however, of regulators 
challenging fair market value conclusions even in 
the face of a supporting expert opinion. The risk 
that a regulator may view an organization’s inde-
pendent expert’s opinion as an outlier is difficult to 
manage. Mitigating steps include (1) use of highly 
regarded and experienced firms for expert valuation 
advice and (2) real bargaining to lessen the likeli-
hood that values will be perceived as extreme.

sources oF valuatIon data
As noted earlier, data gathering is an important risk 
management step in the fair market value assess-
ment. Valuation data can be developed from a wide 
variety of sources, including the following:

n actual bargaining with the subject party 
regarding the specific goods or services

n actual bargaining with other parties to 
obtain the same goods or services

n actual bargaining with other parties to 
obtain similar goods or services (main-
tain data, for example, about unsuccessful 
recruiting efforts or transactions which 
failed based on insufficient consideration 
offered)

n actual specific information with respect to 
the results achieved by other parties for 
the same or similar services in (1) the same 
local markets, (2) the same region, or (3) 
nationally

n raw survey data reflecting what other par-
ties actually negotiated with respect to the 
same or similar goods or services

n survey data gathered by reputable organi-
zations reflecting the ranges within which 
other parties have negotiated transactions 
for the same or similar goods or services

n in situations involving material risk, an 
opinion delivered by a valuation or compen-
sation expert (reciting, among other things, 
additional data sources available to that 
expert, such as internal databases)

Other unique factors can come into play as well 
and should be well documented:

n unique characteristics or capabilities of the 
goods or service provider involved (e.g., 
medical services provided by an expert in 
the subject matter will presumably be more 
valuable on an hourly basis than services of 
a physician with no experience in the sub-
ject matter)

n data about real opportunity costs (e.g., 
earnings actually foregone by the prospec-
tive service provider in order to provide the 
needed services to this buyer, profit lost by 
foregoing an actual alternative sale)13

Finally, all relevant valuation approaches and 
methods should be considered and referenced:

n income approach (e.g., discounted cash 
flow method or direct capitalization of cash 
flow method)

n market approach (e.g., guideline publicly 
traded company method or comparable 
sales method)

n asset-based approach (e.g., replacement 
cost method)

The Internal Revenue Service states in its 
Continuing Professional Education materials 
regarding medical practice valuation that it expects 
to see all the valuation methods utilized in formal 
appraisals.14

rebuttable presumptIon oF 
reasonableness

In the tax-exempt context, Congress has at least 
provided that, in certain compensation settings, an 
organization is entitled to a rebuttal presumption 
that consideration is reasonable. Under Section 
4958 of the Internal Revenue Code, an organization 
is entitled to the presumption if it takes the follow-
ing steps:

1. The compensation arrangement must be 
approved in advance by an authorized body 
of the applicable tax-exempt organization, 
which is composed of individuals who do 
not have a conflict of interest concerning 
the transaction.

2. Prior to making its determination, the 
authorized body must obtain and rely on 
appropriate data as to comparability.

3. The authorized body must adequately and 
timely document the basis for its deter-
mination concurrently with making that 
determination.15
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The Service may refute the presumption of rea-
sonableness only if it develops sufficient contrary 
evidence to rebut the probative value of the compa-
rability data relied on by the authorized body.

If an organization does not satisfy the require-
ments of the rebuttable presumption, a facts and 
circumstances approach will be followed.16

Many exempt organizations take the steps neces-
sary to establish the presumption, and the Service 
considers the steps to be a governance best prac-
tice.17 While the presumption is not available under 
the health care regulatory schemes per se,18 the 
steps align with elements necessary for compliance 
with fair market value requirements in the health 
care regulatory setting as well and should also be 
considered as part of a good compliance process in 
that context.

practIcal ImplIcatIons
There are many sources of available data affecting 
possible fair market value conclusions. Also, estab-
lishing the fact of fair market value generally requires 
assessment of all the facts and circumstances, as 
noted above. For these reasons, there are also many 
avenues of potential attack from regulators.

The consequences of being wrong on a fair mar-
ket value conclusion are potentially devastating for 
all parties involved:

1. exposure to significant financial and nonfi-
nancial penalties

2. potential serious litigation and related costs
3. threats to exempt status and potential exclu-

sion from the Medicare program
4. the potential for significant and highly public 

reputation damage

Once a regulator concludes that a fair market 
value determination is questionable, the regulator 
holds the upper hand. Even the mere allegation of 
excess compensation or fraud can cause serious 
damage to reputation in local communities and 
ensure large unplanned expenditures as participants 
defend their positions and actions.

In the health care regulatory context, the list 
of settlements in which the health care providers 
admit no liability, assert innocence, and yet pay 
substantial amounts to be rid of the claims is long.

For those engaging in physician-hospital trans-
actions, this uneven playing field places a premium 
on risk mitigation steps and on credible and well-
designed processes. The best defense is simply 
doing the work necessary to effectively support 
an organization’s fair market value conclusion and 
documenting both the basis for the conclusion and 
the process completed to reach it.

If a material risk of fair market value controversy 
is identified, it is prudent for the process to include 
retention of a reputable expert and receipt of a 
formal valuation report and opinion, which clearly 
states that the expert is using the applicable defini-
tion of fair market value for regulatory purposes.19

The following are some additional considerations 
that can be relied upon to help design a credible and 
defensible fair market value support process:

n If an organization will rely on internal 
capabilities and expertise around valuation, 
it should (1) document the basis for the 
expertise and (2) have the board of direc-
tors formally assess and approve reliance on 
that expertise.

n Even when outside expertise is engaged, 
data should be gathered with respect to all 
the potential sources for market data.

n Obviously, the lower the value within a fair 
market value range, the less likely a regula-
tor will be inclined to attack the value; an 
active negotiation process should be docu-
mented to show the effects of arms-length 
bargaining.

n When practical, overlay the “rebuttable pre-
sumption of reasonableness” tool already 
available in the tax-exempt context to bol-
ster fair market value assertions.20

n Even in the face of credible expert opin-
ions and well documented processes, reg-
ulators will no doubt sometimes reject 
an organization’s fair market value con-
clusions or, in some settings, may argue 
that even if within fair market value, as 
a technical matter, the consideration is 
not otherwise commercially reason-
able. If that risk is identified in particular 
circumstances, an organization could con-
sider obtaining several expert opinions.

some specIFIc cHallenges
Some fact patterns in health care create challenging 
fair market value issues. In these cases, an organi-
zation is left with little choice other than to engage 
and rely on a qualified expert. However, uncertainty 
may still exist. The following examples illustrate 
that uncertainty.

Unique Skill Sets Not Generally 
Available

In some cases, a physician(s) is both the most 
skilled medical practitioner and the best candidate 
to drive successful process improvement within 
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an organization. When such a 
physician can stay as busy as 
he/she wishes performing medi-
cal services and is not other-
wise motivated to undertake, for 
example,  process improvement 
activities that might benefit the 
hospital, some analysts argue 
that fair market value for the 
physician’s services must take 
into account the opportunity 
cost (or lost income) that the 
physician could suffer in agree-
ing to provide the services to 
the hospital.

Other analysts take the posi-
tion that the market for pro-
fessional medical services and 
administrative services is dis-
tinct and opportunity costs in 
one cannot necessarily be con-
sidered in evaluating fair mar-

ket value in the other.21 Nevertheless, professional 
medical judgments can play a significant role in 
process improvement actions and there is debate as 
to what constitutes professional versus administra-
tive services in these contexts.

Regulators often are skeptical, believing that the 
higher values justified by opportunity cost analysis 
may be a disguised premium in exchange for con-
tinuing loyalty and referral streams. Physicians note 
that they are paid at high hourly rates for expert 
testimony and wonder why those rates can not be 
relied upon as representing at least one reasonable 
indicator of the market value for their services. 

Under the laws and regulations as currently writ-
ten, if the amounts are within fair market value, 
the relationships should be in regulatory compli-
ance. The extent to which classic opportunity cost 
considerations can be considered in health care 
fair market value determinations has not yet been 
meaningfully litigated and opinions range widely.

Weighting of Appraisal Methods
Normally, in acquisitions of clinics by health care 
providers, the parties expect a formal valuation of 
the enterprise. Since most clinics pay substantially 
all their earnings to their employed physicians as 
compensation, absent some other unusual circum-
stances, there is usually little return for a prospec-
tive investor and the “discounted cash flow” method 
often results in minimal value. “Comparable sales” 
meanwhile often demonstrate that parties neverthe-
less recognize value in such practices. Moreover, in 
those circumstances, the replacement cost method 
often yields substantial value (i.e., the prospective 
buyer would need to make substantial investments 

to replicate what could instead be purchased from 
this seller; a buyer would be unlikely to incur such 
costs if the practice could be acquired from a seller 
for less).

An analyst should weigh the relative value of the 
methods and determine an appropriate weighting to 
assign to each method. In these cases, the relative 
weight requires expert judgment.

When there is wide variation in the values 
derived from the various valuation methods, this 
judgmental assessment by experts is an easy source 
of initial attack by a regulator. The regulator needs 
only to assert a difference in view to create substan-
tial settlement leverage. Until cases involving this 
issue are litigated or regulations further address the 
matter, it will be difficult to eliminate uncertainty 
connected with it.

Resale of Practices from Hospitals to 
Employed Physicians

Occasionally, after having purchased a practice, a 
health care provider will decide to stop offering the 
related service or conclude that it can no longer 
operate it effectively. In some of those cases, the 
group of employed physicians practicing in the clin-
ic is a practical candidate to buy or “repurchase” 
the practice.

Appraisers may ordinarily attach value to the 
hospital’s assembled group of employees and opera-
tions because a new competitor would have to incur 
substantial costs to enter into competition. However, 
in this case, the buyer will attach little value to that 
asset. This is because of the likelihood the employ-
ees will be available to them on the open market in 
any event. Consequently, while hypothetical buyers 
may attach value, actual buyers would not.

Given the definition of fair market value, a 
regulator may argue that a sale at less than the 
hypothetical value is a transfer of value without 
adequate consideration. However, in absence of 
the sale (perhaps prevented because of this regula-
tory concern), a possible outcome is a closure of 
the practice, in which case the former employees 
are free to join with the departing physicians to re-
establish a practice—essentially the same outcome 
as if the sale had occurred at the lower values in 
the first place. Statutes and regulations capable of 
generating this kind of anomalous result should be 
retooled.

There are many other examples evidencing the 
quirks and conflicts created by regulatory objectives 
and the use of the fair market value definition to 
achieve them. The disastrous effects of being wrong 
when addressing the fair market value question 
should motivate health care providers to continue 
to work with the regulators to address the anomalies 

“The extent to 
which classic 
opportunity cost 
considerations can 
be considered in 
health care fair 
market value deter-
minations has not 
yet been meaning-
fully litigated and 
opinions range 
widely.”
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and eliminate the punishment of good faith efforts 
to meet the requirements.
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