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introDuction
This discussion describes many of the regulatory 
reasons why a health care entity may retain a valu-
ation analyst (“analyst”) to perform:

1. a property transfer (e.g., purchase of a 
clinic or professional practice) transaction 
valuation,

2. a services transfer (e.g., reasonableness of 
compensation) transaction valuation, or

3. some other type of fair market value valua-
tion analysis.

The first section of this discussion considers tax 
regulations regarding the valuation of tax-exempt 
health care property or services transfers.

The second section of this discussion considers 
nontax regulatory issues regarding the valuation of 
health care property or services transfers.

The last section of this discussion describes sev-
eral analyst misconceptions regarding the valuation 
of health care property or services transfers.

taX-eXempt entity valuation 
issues

The private inurement and excess benefit issues 
regarding tax-exempt health care entities cover two 
types of transfers: (1) property and (2) services. 
Both transaction types should be analyzed to con-
clude a fair market value opinion related to the 
transfer.

The term “fair market value” is defined the same 
way for both property and services transfers in 
Treasury Regulation 53.4958-(b)(1)(i):

Fair market value is defined as the price 
at which property or the right to use prop-
erty would change hands between a willing 

Valuation of Health Care Entity Property or 
Services Transfers
Robert F. Reilly, CPA

Health Care Valuation Insights

Health care providers comply with a myriad of professional regulations. Health care 
providers also comply with a myriad of administrative regulations. This is because most 

health care providers are regulated by—and receive reimbursements for their professional 
services from—numerous government organizations. Such health care provider entities are 
subject to the regulatory regime of the various Medicare fraud and abuse statutes and the 
various Stark statutes. In addition, tax-exempt health care entities are subject to regulation 

by the Internal Revenue Service and by state attorneys general. Valuation analysts 
(“analysts”) consider this regulatory environment when health care entities enter into 

transactions related to the transfer of property (e.g., the purchase of a professional practice 
or hospital) or the payment for services (e.g., an employment agreement or professional 

services agreement). This is because analysts are called on by the parties to such a health 
care property or services transfers. The analysts are asked to perform fair market value 
valuations related to the proposed health care transaction. This discussion summarizes 
what analysts (and transaction participants) need to know about the fair market value 

valuation of health care entity transfers of property or services.



www .willamette .com INSIGHTS  •  AUTUMN 2015  77

buyer and a willing seller, neither being 
under any compulsion to buy, sell, or trans-
fer property or the right to use property 
and both having reasonable knowledge of 
relevant facts.

Most analysts are familiar with property transfer 
valuations. This transaction type occurs when the 
tax-exempt entity buys or sells a business entity, a 
business ownership interest, or business operating 
assets.

Common examples of such property transfers 
include the tax-exempt health care entity buying 
(or selling) the equity—or the assets—of a hospital, 
clinic, physician practice, outpatient surgical cen-
ter, dialysis center, MRI center, urgent care center, 
HMO, home health care agency, medical equipment 
provider, or any other health care/provider delivery 
organization. These property transfer transactions 
may include the purchase or sale of either the assets 
or the equity of the health care provider entity.

Such property transfers may include the tax-
exempt entity either buying or selling a medical 
office building, specialty medical equipment, or 
other type of real estate or tangible personal 
property.

As part of the tax-exempt entity transaction, the 
analyst may be asked to opine on the fair market 
value of the property transfer.

Some analysts are less familiar with services 
transfer valuations. This transaction type occurs 
when the tax-exempt entity hires employees or con-
tracts for professional services.

Common examples of such services transfers 
occur when the tax-exempt health care entity com-
pensates a chief executive officer (CEO) or other 
executives, pays a medical director (or other physi-
cian professionals), hires a physician group to man-
age emergency room or operating room operations, 
rents office or professional space to (or from) phy-
sicians, leases equipment to (or from) physicians, 
provides billing or other administrative services to 
physicians (or from other for-profit service provid-
ers), or generally enters into any joint venture or 
related contractual agreement with physicians or 
other health care providers.

As part of the tax-exempt entity transaction, the 
analyst may be asked to opine on the fair market 
value of the services transfer.

The private inurement prohibition requires that 
a public charity that has tax-exempt status under 
Internal Revenue Code Section 501(c)(3) operate 
so that none of its income or assets unreasonably 
benefits any of its board members, trustees, officers, 

or key employees. These individuals are commonly 
referred to as “insiders.”

The private inurement prohibition precludes any 
tax-exempt entity income or assets from unfairly 
or unreasonably benefiting (either directly or indi-
rectly) individuals who have:

1. close relationships with the entity and

2. the ability to exercise control over the 
entity.

A common type of private inurement is excessive 
compensation paid to insiders. Private inurement 
can result in:

1. the revocation of the health care entity’s 
tax-exempt status or

2. the imposition of significant “intermediate 
sanctions” (discussed below).

Private inurement can result from transactions 
related to:

 the sale of the tax-exempt entity’s asset to 
an insider;

 the entity’s purchase of an asset from an 
insider;

 the entity’s rental of real estate or tangible 
personal property from, or to, an insider;

 the entity’s lending of money to an insider; 
and

 the use of the tax-exempt entity facilities 
and/or any other assets by an insider.

The principal factor in assessing whether a tax-
exempt entity transaction with an insider violates 
the private inurement prohibition is whether the 
transaction is fair and reasonable under the cir-
cumstances. For example, it is not inappropriate 
for a tax-exempt hospital to buy a medical office 
building from a physician group at, or below, its 
fair market value. However, it is inappropriate for 
the tax-exempt hospital to lease the medical office 
building to a physician group for less than its fair 
market value rent.

Individuals working for a tax-exempt health care 
entity expect to be reasonably compensated. Such 
individuals are not expected to accept reduced com-
pensation simply because they provide services to 
a tax-exempt entity rather than to a taxable entity. 
The private inurement regulations simply require 
that the total compensation paid by a tax-exempt 
entity to an insider be fair and reasonable.

Whether compensation is fair and reasonable is 
determined on a case-by-case basis. A fair market 
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value compensation analysis involves procedures 
similar to those used to value any other services 
transfer. This compensation valuation requires the 
analyst to gather comparable data regarding what 
similarly situated individuals employed by similar 
organizations are paid.

The analyst typically considers the following fac-
tors in the compensation valuation:

 The compensation paid by similar entities, 
both tax-exempt and taxable, for equivalent 
positions in the same geographic area

 The tax-exempt entity’s need for the par-
ticular services of the individual

 The uniqueness of the individual’s back-
ground, education, training, experience, 
and responsibilities

 Whether the compensation was approved 
by an independent board of directors

 The size and complexity of the entity’s 
income and assets and the number of 
employees that the entity employs

 The individual’s prior compensation 
arrangements, the individual’s job perfor-
mance, and the relationship of the indi-
vidual’s compensation to the compensation 
paid to the entity’s other employees

 The number of hours that the individual 
spends performing his or her job

Total compensation paid by a tax-exempt health 
care entity to an insider includes more than just 
salary or wages. It also includes all forms of com-
pensation, such as bonuses, commissions, royalties, 
fringe benefits, deferred compensation, severance 
payments, retirement and pension benefits, expense 
allowance, and insurance benefits.

An unreasonably large or excessive salary paid 
by a tax-exempt entity to an insider can be con-
sidered private inurement. Private inurement can 
occur when the insider also receives other forms of 
compensation from the tax-exempt entity.

The tax-exempt health care entity can avoid pri-
vate inurement issues regarding the compensation 
it pays to an insider as long as the entity is able to 
do the following:

 Describe fully and accurately all aspects of 
the insider’s total compensation package

 Explain exactly how the entity determined 
the insider’s total compensation package

 Describe adequately and accurately the 
insider’s duties and responsibilities

 Provide adequate documentation, such as 
comparable salaries paid by similar entities, 

that demonstrate the reasonableness of the 
insider’s compensation

 Demonstrate through appropriate docu-
mentation that the entity’s governing body 
approved the amount of the insider’s com-
pensation and that the insider (or someone 
related to the insider) did not participate in 
the approval process

 Demonstrate that the amount of the insid-
er’s total reportable compensation agrees 
with the amount reported on the insider’s 
Form W-2 or Form 1099—in order to avoid 
an automatic excess benefit transaction

 Demonstrate through appropriate docu-
mentation that the insider’s use of any of 
the entity assets (such as cars, real estate, 
credit cards, laptops, or cell phones) for any 
reason other than fulfilling the entity’s tax-
exempt purpose, were properly included 
in his or her compensation and properly 
included in the insider’s Form W-2 or Form 
1099—in order to avoid penalties for auto-
matic excess benefit transactions

In an excess compensation case, the “excess 
benefit” is the amount by which (1) the total com-
pensation paid by the tax-exempt entity to the 
insider exceeds (2) the reasonable value of the ser-
vices provided by the insider.

If a comparison of comparable executive salaries 
indicates that the tax-exempt hospital CEO is being 
paid $100,000 more than comparable individuals 
performing similar functions at similar hospitals 
(and that there is no legitimate reason for such 
excess compensation), then the amount of the 
“excess benefit” received by the insider would be 
$100,000.

Section 4958(a)(1) imposes an initial tax equal 
to 25 percent of the excess benefit. In this example, 
the CEO insider (i.e., not the tax-exempt hospital 
itself) would have to pay a $25,000 penalty to the 
Service. In addition, the CEO insider would have to 
make the hospital whole by repaying the $100,000 
excess benefit, plus interest.

If the CEO insider does not make the tax-exempt 
hospital whole within the time frame set by the 
Service, Section 4958(b) imposes an additional tax 
equal to 200 percent of the excess benefit of the 
CEO insider—that is, an additional $200,000 tax 
penalty in this example.

Section 4958(a)(2) also imposes a tax equal to 
10 percent of the excess benefit on any tax-exempt 
entity executive, typically a board member who 
knowingly approved the excess benefit transaction, 
unless his or her participation was not willful. In 
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the above example, the tax on any hospital board 
member who knowingly approved the unreasonable 
or excessive CEO salary would be $10,000.

It is important to note that the term “participa-
tion” includes a board member’s silence or inaction 
where he or she is under a duty to speak or act—as 
well as any affirmative action by the board member. 
The board member is not considered to participate 
in an excess benefit transaction, however, if he or 
she opposed the transaction. For example, the board 
member could have his or her objection to the com-
pensation transaction noted in the board meeting 
minutes.

The board member’s participation will not nor-
mally be considered to be “knowing” within the 
meaning of Section 4958(a)(2) if there was full 
disclosure of all relevant facts to an appropriately 
qualified analyst and the board member relied on 
a reasoned written opinion by that analyst that the 
subject payment was reasonable.

To help tax-exempt entities comply with these 
regulations, the Service established a “rebuttable 
presumption” that payments to insiders are pre-
sumed to be reasonable and not excessive if the fol-
lowing procedures are performed:

 The tax-exempt entity’s board obtains and 
relies on appropriate comparability data 
prior to making its determination.

 The total compensation package is approved 
in advance by the tax-exempt entity’s board, 
and no individuals who have an actual or 
potential conflict of interest with respect to 
the compensation arrangement participates 
in the deliberations.

 The tax-exempt entity’s board adequate-
ly and contemporaneously documents the 
basis for its determination.

If the above procedures are performed, the 
Service may only rebut the presumption of reason-
ableness if it can demonstrate that the comparability 
data relied on by the board was inappropriate. For a 
tax-exempt entity with annual gross receipts of less 
than $1 million, a board is considered to have appro-
priate comparability data if it has data on compensa-
tion paid for similar services by three comparable 
organizations in the same or similar communities.

all health care entity 
valuation consiDerations

All health care entities (tax-exempt or otherwise) 
comply with numerous other federal and state regu-
lations regarding property or services transfers. This 

section summarizes the regulatory considerations  
regarding the valuation of such transfers.

There are numerous federal laws that govern 
Medicare fraud and abuse. Most of the statutory pro-
visions do not encompass property or services trans-
fers. The analyst does not have to be familiar with 
most of these laws. Health care providers should be 
familiar with—and comply with—all of these laws. In 
this discussion, these laws are referred to collectively 
as the Medicare fraud and abuse statutes (or, simply, 
the statutes).

These statutes include the following:

1. The False Claims Act

2. The Anti-Kickback Statute

3. The Physician Self-Referral Law

4. The Social Security Act

5. The United States Criminal Code

These statutes specify the criminal and/or civil 
remedies that can be imposed on individuals or 
provider entities that commit fraud and abuse in the 
Medicare Program, including Medicare Parts C and 
D, as well as the Medicaid Program. Violations of 
any of these statutes may result in the nonpayment 
of claims, civil monetary penalties, exclusion from 
participation in federal health care programs, and 
criminal and civil liabilities. A health care provider 
can be liable without any actual knowledge or a spe-
cific intent to violate the law.

These statutes are introduced below.

The False Claims Act
The False Claims Act protects the government from 
being overcharged or sold substandard goods or ser-
vices. The False Claims Act imposes civil liability on 
any “person” who knowingly submits, or causes the 
submission of, a false or fraudulent claim to the fed-
eral government. The “knowing” standard includes 
acting in deliberate ignorance of—or reckless disre-
gard of—the truth related to the claim.

In addition, there is a criminal False Claims Act 
statute through which an individual or entity health 
care provider that submits false claims can face 
criminal penalties.

The Anti-Kickback Statute
The Anti-Kickback Statute makes it a criminal 
offense to knowingly and willfully offer, pay, solicit, 
or receive any remuneration (directly or indirectly) 
to induce or reward referrals of items or services 
reimbursable by a federal health care program.
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An example of an Anti-Kickback Statute violation 
would be a health care provider who benefits from 
a below fair market value rent on a hospital-owned 
medical office building in exchange for patient refer-
rals.

Civil penalties for violating the Anti-Kickback 
Statute can include fines up to three times the 
amount of kickback. Criminal penalties for violating 
the Anti-Kickback Statute can include fines, impris-
onment, or both.

If certain types of health care provider arrange-
ments satisfy a regulatory safe harbor, then the Anti-
Kickback Statute will not treat such an arrangement 
as an offense.

Physician Self-Referral Law (Stark 
Law)

The Physician Self-Referral Law, often called the 
Stark Law, prohibits a physician from making a 
referral for certain designated health services (DHS) 
to a health care provider entity:

1. in which the physician (or member of his 
or her immediate family) has an ownership/
investment interest or

2. with which he or she has a compensation 
arrangement, unless an exception applies.

The Stark Law is discussed below.

Criminal Health Care Fraud Statute
The Criminal Health Care Fraud Statute prohibits 
knowingly and willfully executing, or attempting to 
execute, a scheme or artifice in connection with 
the delivery of or payment for health care benefits, 
items, or services to:

1. defraud any health care benefit program or

2. obtain (by means of false or fraudulent pre-
tenses, representations, or promises) any of 
the money or property owned by, or under 
the custody or control of, any health care 
benefit program.

Other Medicare Fraud and Abuse 
Penalties

In addition to the civil and criminal actions brought 
by law enforcement agencies, the Medicare Program 
has administrative remedies applicable for certain 
health care fraud and abuse violations.

Under the Exclusion Statute, the Department 
of Health and Human Services (HHS) Office of 
Inspector General (OIG) will exclude from participa-

tion in all federal health care programs any health 
care providers and suppliers that are convicted of:

1. Medicare fraud;

2. patient abuse or neglect;

3. felony convictions related to fraud, theft, 
embezzlement, breach of fiduciary respon-
sibility, or other financial misconduct in 
connection with the delivery of a health care 
item or service; or

4. felony convictions for unlawful manufac-
ture, distribution, prescription, or dispens-
ing of controlled substances.

The OIG has discretion to impose exclusions on 
a number of other grounds. Excluded providers can-
not participate in federal health care programs for a 
designated period. An excluded health care provider 
may not bill federal health care programs (including, 
but not limited to, Medicare, Medicaid, and State 
Children’s Health Insurance Program) for services 
he or she orders or performs. At the end of an exclu-
sion period, an excluded health care provider must 
affirmatively seek reinstatement. Reinstatement is 
not automatic.

Under the Civil Monetary Penalties Law, civil 
monetary penalties apply for a variety of miscon-
duct. The Civil Monetary Penalties Law authorizes 
penalties of up to $50,000 per violation, and assess-
ments of up to three times the amount claimed for 
each item or service, or up to three times the amount 
of remuneration offered, paid, solicited, or received.

Health care provider violations that may result in 
a civil monetary penalty include:

1. presenting a claim that the health care pro-
vider knows or should know is for an item 
or service not provided as claimed or that is 
false and fraudulent,

2. presenting a claim that the health care pro-
vider knows or should know is for an item or 
service for which Medicare will not pay, and

3. violating the Anti-Kickback Statute.

The Medicare fraud and abuse statutes make it 
illegal to pay, offer, or induce any remuneration in 
exchange for patient referrals. For example, a hos-
pital cannot pay a physician in exchange for patient 
referrals to that hospital. In a physician practice 
acquisition, a hospital cannot pay any portion of the 
purchase price in exchange for the physician’s cur-
rent or expected patient referrals to that hospital.

Therefore, neither tax-exempt nor taxable health 
care acquirers should structure transactions that 
appear to involve either (1) a “kickback” payment 



www .willamette .com INSIGHTS  •  AUTUMN 2015  81

for physician patient referrals or (2) a “lockup” of 
physician patient referrals.

The various Stark laws prohibit physicians with a 
financial relationship with a health care entity from 
referring patients to the entity for DHS  covered by 
either Medicare or Medicaid programs. The Stark 
laws are named for United States Congressman Peter 
Stark who sponsored the initial bill.

The Stark laws provide a limitation on certain 
physician referrals. The law prohibits physician refer-
rals of DHS for Medicare and Medicaid patients if the 
physician (or an immediate family member) has a 
financial relationship with that health care entity. A 
financial relationship is defined to include ownership, 
investment interest, and compensation arrangements.

Under the Stark laws, the term “referral” is 
defined more broadly than merely recommending a 
vendor of DHS to a patient. Instead, the Stark laws 
definition of the term “referral” means, for Medicare 
Part B services, “the request by a physician for the 
item or service” and, for all other services, “the 
request or establishment of a plan of care by a physi-
cian which includes the provision of the designated 
health service.”

The term DHS is defined to include clinical 
laboratory services as well as the following: physical-
therapy services; occupation-therapy services, radi-
ology, including magnetic resonance imaging, com-
puterized axial tomography scans, and ultrasound 
services; radiation-therapy services and supplies; 
durable medical equipment and supplies; paren-
teral and enteral nutrients, equipment, and supplies; 
prosthetics, orthotics, and prosthetic devices; home 
health services and supplies; outpatient prescription 
drugs; and inpatient and outpatient hospital services.

The Stark laws contain several exceptions. The 
statutory exceptions include physician services, 
in-office ancillary services, ownership in publicly 
traded securities and mutual funds, rental of office 
space and equipment, bona fide employment rela-
tionships, and the like.

The Stark penalties include the following:

1. Denial of payments for the DHS provided

2. Refund of any monies received by physi-
cians and facilities for amounts collected, 
payment of civil penalties of up to $15,000 
for each health care service that a person 
“knows or should know” was provided in 
violation of the Stark laws, and three times 
the amount of improper payment the health 
care entity received from the Medicare pro-
gram

3. Exclusion from the Medicare program and/
or state health care programs including 
Medicaid

4. Payment of civil penalties for attempting to 
circumvent the Stark laws of up to $100,000 
for each circumvention scheme

The Medicare anti-kickback laws prohibit both 
the giving and the receipt of anything of value to 
induce the referral of medical business reimbursed 
under the Medicare or Medicaid programs. Unlike 
the Stark laws, the Medicare anti-kickback law is an 
“intent-based” statute.

The Medicare anti-kickback law statutes make it 
clear that the health care entity payments for any 
property or services should be based on a fair market 
value price (and not on a variable formula, such as a 
patient volume or patient referrals formula).

The Stark II statute became effective on January 
1, 1995. Like the Stark I statute (which became 
effective on January 1, 1992), Stark II was intended 
to curb abuses inherent in physician self-referral 
arrangements. Like Stark I, Stark II prohibits physi-
cians who have a financial relationship with a health 
care entity (whether tax-exempt or taxable) from 
referring patients to the entity for DHS covered by 
either Medicare or Medicaid programs.

A financial relationship consists of (1) an owner-
ship or investment interest in the health care entity 
or (2) a compensation arrangement with the health 
care entity. There is no financial relationship if the 
physician does not:

1. own any portion of the health care entity 
and

2. pay the health care entity or receive any 
kind of payment from the entity for the 
referral or for anything else.

Under the various Stark laws, a financial relation-
ship can exist between a physician and a health care 
entity even if that relationship does not involve DHS 
or the Medicare or Medicaid programs.
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A compensation arrangement is defined in the 
Stark II statute as any arrangement involving any 
remuneration between (1) a physician (or family 
member) and (2) a health care entity. This remu-
neration can involve payments for anything, such 
as payments for rent, payments for nonmedical ser-
vices, or payments for housing or travel expenses.

The Stark statutes would interpret the purchase 
of a physician’s practice by a hospital (and the relat-
ed payment to the selling physicians) as a financial 
arrangement.

Section 18779(e)(6) of the Stark II regulations 
provides that an isolated transaction, such as a one-
time sale of property (such as a professional prac-
tice), is not considered a compensation arrangement 
for purposes of the prohibition on patient referrals.

This prohibition does not apply if the following 
conditions are met:

 The amount of remuneration for the one-
time transaction sale is consistent with fair 
market value and is not determined, directly 
or indirectly, in a manner that takes into 
account the volume or the value of physician 
patient referrals.

 The remuneration is provided under an 
agreement that would be commercially rea-
sonable even if no patient referrals are made 
to the acquirer health care entity.

 The arrangements meet any other require-
ments the Secretary (of Health and Human 
Services) may impose by regulation as need-
ed to protect against Medicare program or 
patient abuse.

The term “isolated transaction” is defined as a 
transaction involving a single payment between two 
or more persons. A transaction that involves long-
term or installment payments Is not considered to be 
an isolated transaction.

To comply with the various Stark laws, any health 
care entity property or practice purchase should be:

1. priced at fair market value and

2. structured with a purchase price that is not 
paid in patient referral-related installments.

To comply with the various Stark laws related to 
the payment for services, any health care entity ser-
vices transfer should be structured as follows:

1. There should be a written agreement signed 
by parties that specified the services to be 
covered under the arrangement.

2. The term of the agreement should be speci-
fied.

3. The aggregate services contracted for should 
not exceed those that are reasonable and 
necessary for the legitimate business pur-
pose of the subject arrangement.

4. The compensation to be paid by the health 
care entity over the term of the agreement 
should be:

a. defined in advance,

b. not in excess of fair market value, and

c. not determined in a manner that takes 
into account patient volume or the value 
of any patient referrals or other business 
generated by the parties.

The Phase III final rule of Stark II became effec-
tive on December 4, 2007 (except for certain “stand 
in the shoes” provisions described below—which 
became effective on December 4, 2008). And, the 
Center for Medicare and Medicaid Services (CMS) 
self-referral disclosure protocol rules (described 
below) were published on September 23, 2010.

The Phase III final rules are sometimes referred 
to as the Stark III regulations. These Stark III regula-
tions (and particularly the transaction and valuation 
provisions) are summarized below:

1. The “stand in the shoes” provision. A physi-
cian’s relationship with an entity providing 
designated health services (such as a hos-
pital) through a direct single intervening 
physician organization (such as a group 
practice) may no longer take advantage of 
the favorable provisions of the Stark laws 
indirect compensation exception.

  Under Stark III, a physician is consid-
ered to “stand in the shoes” of his or her 
physician organization. Therefore, the rela-
tionship between the physician organization 
itself and the entity providing DHS must 
meet a Stark law exception.

  In making this rule change, the Stark III 
regulations tighten the indirect compensa-
tion exception. The indirect compensation 
exception is still available for compensation 
relationships where there is more than one 
entity between (a) the provider of DHS and 
(b) the physician.

  But this is only the case as long as the 
physician is paid in a manner that does not 
reflect the volume or value of patient refer-
rals to the health care entity providing the 
DHS.

2. Shared space. To the extent that a physician 
or practice relies on the Stark law “in office” 
ancillary services exception to provide DHS 
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to patients (such as imaging or clinical lab 
services), such services must be (a) provided 
in office or (b) leased on a block-time basis, 
rather than a per-click basis.

3. Independent contractors. A group practice 
that obtains the services of an independent 
contractor physician (such as a pathologist 
or radiologist) in connection with the pro-
vision of designated health services must 
contract with that physician directly.

  Contracting with the physician’s practice 
or with a staffing service will not allow the 
group practice to bill for the independent 
contractor’s services as a “physician in the 
group practice.”

4. Recruited physicians. A group practice that 
accepts economic assistance for the recruit-
ment of a physician must abide by (a) cer-
tain new accounting rules that are tightened 
and (b) certain restrictions which have been 
loosened as to noncompetition items.

5. Academic medical centers. The Stark III 
regulations make some clarifications to the 
academic medical center exception. The 
academic medical center exception as a 
whole provides greater latitude as to spe-
cific compensation payments as long as the 
aggregate compensation paid is at fair mar-
ket value.

  Some of the Stark III clarifications 
include (a) the requirement to aggregate 
physician faculty member compensation 
relationships in order to determine fair mar-
ket value and (b) the method for counting 
faculty member physicians.

6. Productivity bonuses. The Stark III regu-
lations permit payment of a productivity 
bonus to a physician for income directly 
derived from DHS referrals that are “inci-
dent to” the physician’s performance of ser-
vices.

  This expansion is of limited practical 
effect because (a) this benefit is limited to 
productivity bonuses but not profit sharing 
and (b) referrals truly “incident to” the phy-
sician’s referrals are generally few.

7. Fair market value. The fair market value 
exception is expanded to include arrange-
ments whereby a physician makes payments 
to an entity providing DHS (such as a pay-
ment for health services), and not just to 
situations where an entity makes payments 
to a physician (such as a medical director 
agreement).

8. Amendments. The Stark III regulations clari-
fy that amendments to agreements implicat-
ed by the Stark laws are acceptable so long 
as the economic elements of the agreement 
(such as the rate of physician compensa-
tion or the square footage of a lease) remain 
materially unchanged by the amendment.

9. Holdovers. The Stark III regulations spe-
cifically allow for month-to-month holdover 
payments after the expiration of a rental 
agreement or a personal services arrange-
ment (such as an agreement with a patholo-
gist or radiologist) (a) for up to six months 
and (b) as long as the terms and conditions 
of the expired agreement do not change dur-
ing the holdover period.

10. Other issues. The Stark III regulations pro-
vide additional clarifications and minor revi-
sions that provide some practical guidance 
regarding nonmonetary compensation, com-
pliance training, and professional courtesy.

The Phase II Stark laws created a “safe harbor” 
in the definition of fair market value for hourly 
payments to physicians for their personal services. 
Although acknowledging that several methods of 
estimating  fair market value exist, the CMS would 
automatically consider the following compensation 
valuation methods to result in fair market value:

1. An hourly payment less than or equal to 
the average hourly rate for emergency room 
physician services in the relevant physician 
market

2. The 50th percentile national compensation 
level based on one of several specified com-
pensation data surveys

In response to health care industry comments, 
CMS announced two statements regarding the fair 
market value hourly rate compensation.

First, while a fair market value rate may be used 
to compensate a physician for both clinical and 
administrative work, CMS stated that there may be a 
distinction between the rate paid to a physician for 
administrative work as opposed to the rate paid to a 
physician for clinical work.

Second, CMS announced that a fair market value 
hourly rate could be used to determine an annual 
salary, provided that the hourly multiplier used to 
calculate such salary accurately reflected the num-
ber of hours a physician actually worked.

Prior to the issuance of the Stark III regulations, 
the fair market value exception protected 
arrangements whereby an entity providing DHS paid 
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compensation to a physician, family  member of a 
physician, or group of physicians for the provisions 
of items or services if the arrangement met five 
specific requirements.

The Stark III regulations expand the fair market 
value exception to also include compensation made 
from a physician to an entity providing designated 
health services. Under the Stark III regulations, the 
fair market value exception covers payment made 
from the entity to a physician, as well as from the 
physician to a health care provider entity, provided 
that the following conditions are met:

1. The arrangement is set out in a writing 
signed by the parties describing the items or 
services.

2. The writing sets out a time frame for the 
arrangement.

3. The writing specifies the compensation, 
which must be set in advance, consistent 
with fair market value, and not determined 
in a manner that takes into account the vol-
ume or value of the physician’s referrals.

4. The arrangement is commercially reason-
able and furthers the legitimate business 
purpose of the parties.

5. The arrangement does not (a) violate the 
Anti-Kickback Statute or (b) involve the 
promotion of any business arrangement that 
violates state or federal law.

The Stark III regulations clarify that the fair mar-
ket value exception does not apply to the leases of 
office space, but that such arrangements must fit the 
stricter lease of office space exception.

On August 19, 2008, CMS finalized the Stark IV 
regulations. The Stark IV regulations became effec-
tive on two different dates: some provisions became 
effective on October 1, 2008, and other provisions 
became effective  on October 1, 2009.

Prior to the Stark IV regulations, CMS proposed 
to revise the Stark space and equipment lease excep-
tions to prohibit per use of per click charges under a 
lease with (1) the health care provider entity as the 
lessee and (2) the physician as the lessor.

In the Stark IV regulations, the space, equip-
ment, fair market value, and indirect compensation 
exceptions prohibit rental charges that use a formula 
based on:

1. a percentage of the revenue attributable to 
the services performed or generated in the 
office space or with the equipment or

2. per-unit of service, to the extent the charges 
reflect services provided to a patient referred 
between the parties.

These Stark IV regulations revisions became 
effective on October 1, 2009.

In the Stark IV regulations, the “stand in the 
shoes” provisions were revised to clarify when a 
physician must, and when a physician may, “stand 
in the shoes” of his or her physician organization. 
Physicians who have an ownership or invest-
ment interest in a physician organization must be 
treated as standing in the shoes of that physician 
organization.

In contrast, a physician with a titular ownership 
interest is not required to stand in the shoes of his 
or her physician organization, although such a physi-
cian is permitted to do so.

The CMS defined a “titular” ownership or invest-
ment interest as an interest that does not include 
the ability or right to receive financial benefits or 
ownership or investment, including distribution 
or profits, dividends, proceeds of sale or similar 
returns on investment. The Stark IV regulations 
stand in the shoes revisions were effective on 
October 1, 2008.

taX-eXempt health care entity 
transactions

Tax-exempt entities are exempt from federal income 
tax as organizations described in Section 501(c)(3) 
only if they are organized and operated exclusively 
for charitable purposes within the meaning of the 
statute. However, such tax-exempt entities are sub-
ject to certain restrictions with regard to acquisition, 
professional services, employee compensation, and 
other types of transactions.

The Service and many state attorneys general 
view tax-exempt entities as charitable trusts for 
the benefit of the public. The regulatory scheme of 
Section 501(c)(3) is designed to:

1. ensure the furtherance of public purposes 
and

2. prevent the diversion of charitable assets 
into private hands.

Private Inurement
The first type of restriction relates to private inure-
ment. For Section 501(c)(3) tax-exempt entities, no 
part of the net earnings may inure to other benefit 
of any private shareholder or individual. This means 
that an individual can’t receive the tax-exempt enti-
ty’s funds, except as reasonable payment for goods or 
services. There is no minimum threshold related to 
the private inurement restriction, and there is no de 
minimis exception.
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The private inurement restriction applies only 
to “private shareholders or individuals,” commonly 
referred to as “insiders” (i.e., those having a personal 
and private interest in or opportunity to influence 
the activities of the entity from the inside). It is 
noteworthy that the term “insider” does not appear 
in either the Internal Revenue Code or the Treasury 
Regulations. However, the term “insider” is widely 
used in the related legal, accounting, and valuation 
literature.

Private Benefit
The second type of restriction relates to private ben-
efit. Section 501(c)(3) tax-exempt entities should 
be organized and operated to serve public rather 
than private interests. Unlike the private inurement 
transaction restrictions, the private benefit transac-
tion restrictions are not absolute. To be a permissible 
transaction, a private benefit transaction should be 
incidental to (or a necessary concomitant of) accom-
plishment of the public benefits involved.

Private benefit should be balanced against the 
public benefit. And, the Service has issued regula-
tions that provide examples of the test for serving a 
public rather than a private interest.

The private benefit prohibition is not limited to 
insiders. For example, some incidental private ben-
efit is always present in hospital-physician relation-
ships (e.g., when a private practice physician uses 
a tax-exempt hospital facilities to treat his or her 
paying patients).

Any private inurement or too much (i.e., other 
than incidental) private benefit could cause a tax-
exempt hospital to lose its tax exemption. Until 
1995, the revocation of the organization’s tax exemp-
tion was the only sanction available to the Service.

However, with regard to both private inurement 
and excess private benefit, the Service currently 
relies principally on the imposition of Section 4958 
intermediate sanctions excise tax penalties.

Excess Benefit
Section 4958 allows the Service to impose penalty 
excise taxes on certain (excess benefits transactions 
between “disqualified persons” and Sections 501(c)
(3) or 501(c)(4) tax-exempt entities.

Excess benefit transactions include the following:

1. A transaction priced at other than fair mar-
ket value in which a disqualified person (a) 
pays less than fair market value to the tax-
exempt entity or (b) charges the tax-exempt 
entity more than fair market value for a 
property or service

2. An unreasonable compensation transac-
tion, in which a disqualified person receives 
greater than a fair market value level of com-
pensation

3. A prohibited revenue-sharing transaction, 
in which a disqualified person receives pay-
ment based on the revenue of the tax-
exempt entity in an arrangement specified 
in the Section 4958 regulations that violates 
the inurement prohibition under current 
law.

DisqualiFieD persons
Section 4958 defines certain individuals to be “dis-
qualified persons,” including:

1. voting members of the entity’s governing 
board;

2. individuals who have or share ultimate 
responsibility for implementing the deci-
sions of the governing body or for supervis-
ing management, administration, or opera-
tion of the entity (such as president, chief 
executive officer, chief operating officer, 
treasurer, and chief financial officer unless 
demonstrated otherwise); and

3. individuals with a material financial interest 
in a provider-sponsored organization.

The Section 4958 regulations clarify that this 
category of disqualified persons can include entities 
such as management companies.

The Section 4958 regulations indicate that a “dis-
qualified person” is:

1. any individual who was, at any time during 
the previous five years, in a position to exer-
cise substantial influence over the affairs of 
the entity;

2. certain family members (lineal descendants, 
brothers and sisters, whether by whole or 
half-blood, and spouses of any of them); or

3. an entity 35 percent or more of which is 
controlled by such individuals.

the initial contract rule
The Section 4958 regulations establish an “initial 
contract rule” to protect from intermediate sanc-
tions liability certain “fixed” payments for the provi-
sion of services or the sale of property made under 
a binding written contract. The initial contract only 
applies to persons who were not disqualified persons 
immediately before entering into the initial contract.
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Fixed payments are defined to include an amount 
of cash or other property that is either:

1. specified in the contract or

2. determined using a fixed formula specified 
in the initial contract.

Also, payments that include a variable compo-
nent (such as achieving certain levels of revenue or 
business activity) may qualify as a fixed payment—
as long as the components are calculated pursuant to 
a pre-established, objective formula.

section 4958 penalty eXcise 
taXes

Under Section 4958, a disqualified person is liable 
for (1) an initial 25 percent penalty excise tax on the 
amount of the excess benefit and (2) an additional 
penalty tax of 200 percent on the amount of the 
excess benefit if the transaction is not timely cor-
rected. A tax-exempt entity manager who knowingly, 
willfully, and without reasonable cause participates 
in an excess benefit transaction is personally liable 
for a 10 percent penalty tax (up to a maximum of 
$20,000) on the amount of the excess benefit.

intermeDiate sanctions
The purpose of intermediate sanctions is to prevent 
wrongdoing by persons who have a special relation-
ship with tax-exempt entities, particularly charitable 
entities.

Before the intermediate sanctions laws, when 
faced with one of these inappropriate transactions, 
the Service had two choices:

1. Apply the private inurement doctrine or the 
private benefit doctrine and revoke the tax-
exempt status of the subject entity 

2. Ignore the matter (and perhaps informally 
attempt to influence the behavior of the par-
ties involved on a going-forward basis)

Revocation of an entity’s tax-exempt status is a 
harsh consequence. The loss of the subject entity’s 
tax-exempt status does not necessarily resolve the 
underlying problem—the party that obtained the 
inappropriate benefit still has it. The only individuals 
truly punished in these situations are the beneficia-
ries of the tax-exempt entity’s programs.

Intermediate sanctions are penalties imposed on 
the person or persons who engage in the inappropri-
ate transaction with the tax-exempt entity. These 
sanctions are called “intermediate” because they fall 

between (1) the revocation of the tax-exempt status 
and (2) inaction on the part of the Service.

The sanctions are not applied to the tax-exempt 
entity that was abused. Rather, the sanctions are 
imposed on the person or persons who improperly 
benefited from the property or services transfer.

The intermediate sanctions law does not replace 
either (1) the private inurement doctrine or (2) the 
private benefit doctrine. Rather, the Service has a 
range of taxpayer penalty options. The Service can:

1. impose the sanctions alone,

2. impose both the sanctions and the private 
inurement doctrine, or

3. find the sanctions do not apply and nonethe-
less invoke the private benefit doctrine.

Intermediate Sanction Taxes
The intermediate sanctions are, in fact, federal 
excise taxes. These federal excise taxes are applied 
to the amount involved in the impermissible trans-
action—that is, the excess benefit. The person who 
pays for intermediate sanctions tax (again, not the 
tax-exempt entity itself) is referred to as a disquali-
fied person.

The first intermediate sanctions tax is an “initial 
tax.” The initial tax is 25 percent of the amount of 
the excess benefit. Also, the excess benefit prop-
erty or services transaction must be reversed. This 
reversal or refund of the excess benefit transaction 
is intended to put the parties in the same economic 
position they were in before the excess benefit trans-
action was entered into. This process is referred to as 
the correction of the transaction.

If (1) the initial tax is not timely paid and (2) 
the offending transaction is not timely and properly 
corrected, then an “additional tax” may be imposed. 
This intermediate sanctions tax is 200 percent of the 
amount of the excess benefit. In some instances, the 
trustees, directors, or officers with the tax-exempt 
entity may also be required to pay a tax of 10 percent 
of the amount of the excess benefit.

Under certain circumstances, the intermedi-
ate sanctions tax may be abated. The intermediate 
sanctions excise taxes are generally referred to as 
“penalties.”

eXcess BeneFit transaction 
presumption oF 
reasonaBleness

There is an important “presumption of reasonable-
ness” that every tax-exempt health care entity may 
endeavor to take advantage of. That presumption is 
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in favor of the tax-exempt health care entity that a 
compensation arrangement or property sale or rental 
is not an excess benefit.

To qualify for this presumption of reasonableness, 
the entity must meet the following three requirements:

1. The compensation arrangement or property 
sale or rental must be approved by the enti-
ty’s governing body or a committee of the 
governing body composed entirely of indi-
viduals who do not have a conflict of interest 
with respect to the subject transaction.

2. The governing body or its committee must 
have obtained and relied on “appropriate 
data” as to comparability prior to making its 
decision.

3. The governing body or its committee must 
have “adequately documented” the basis for 
its decision at the time that it was made.

These three presumptions of reasonableness 
requirements are further described below.

Conflict of Interest
A member of a tax-exempt health care entity govern-
ing body or its committee will be treated as not hav-
ing a conflict of interest if he or she:

1. is not

a. the disqualified person benefiting from 
the subject transaction or

b. a person related to the disqualified per-
son;

2. is not an employee subject to the control or 
direction of the disqualified person;

3. does not receive compensation or other pay-
ments subject to approval of the disqualified 
person;

4. has no financial interest affected by the sub-
ject transactions; and

5. will not receive any economic benefit from 
another transaction in which the disquali-
fied person must grant approval.

Appropriate Data
The category of “appropriate data” includes such 
information and documents as:

1. the compensation levels actually paid by 
similarly situated entities, both for-profit 
and tax-exempt, for similar positions;

2. independent compensation surveys com-
piled by independent consulting firms;

3. actual written offers from similar entities 
competing for the services of the disqualified 
person; and

4. independent valuations of the fair market 
value of the to-be-transferred property.

There is a special “appropriate data” relief pro-
vision for a tax-exempt health care entity with 
annual gross receipts of less than $1 million. Such 
a tax-exempt entity will be automatically treated as 
satisfying the appropriate data requirement if it has 
data on the level of compensation actually paid for 
similar services by five comparable entities in similar 
communities.

Adequate Documentation
To meet the “adequate documentation” requirement, 
the tax-exempt health care entity governing body 
or its committee must have written or electronic 
records showing:

1. the terms of the transaction and the date it 
was approved,

2. the members of the governing body or com-
mittee who were present during debate on 
the transaction and the names of those who 
voted on it,

3. the comparability data obtained, and

4. what actions were taken about the members 
who had a conflict of interest.

For a decision to be documented concurrently, 
the records must be prepared by the next meeting 
of the governing body or committee occurring after 
the final action is taken. Also, the records must be 
reviewed and approved by the governing body or 
committee as reasonable, accurate, and complete 
within a reasonable time period thereafter.

For this presumption of reasonableness exclu-
sion, a tax-exempt entity governing body is (1) a 
board of directors, (2) a board of trustees, or (3) an 
equivalent controlling body of the entity.

A committee of the entity governing body (1) 
may be composed of any individuals permitted under 
state law to serve on such a committee and (2) may 
act on behalf of the governing body to the extent 
permitted by state law.

The tax-exempt entity should note that if a com-
mittee member is not on the governing board and 
the presumption of reasonableness is relied on, then 
the committee member becomes an “organization 
manager” for purposes of the 10 percent excise tax 
penalty. In other words, the committee member is 
treated like a member of the governing body if the 
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presumption of reasonableness relied upon is rebut-
ted by the Service.

A person will not be treated as a member of the 
entity’s governing body or its committee if he or she 
(1) meets with other members only to answer ques-
tions and (2) is not present during debate and voting 
on the transaction.

A health care entity subject to the intermediate 
sanctions law should note that this presumption of 
reasonableness is only a presumption. The Service 
can rebut the presumption of reasonableness if there 
is information indicating that:

1. the amount of the compensation was not 
reasonable or

2. the property transfer was not at a fair mar-
ket value price.

These three requirements often help a tax-
exempt health care entity avoid the Section 4958 
intermediate sanctions penalties.

analyst consiDerations 
regarDing private inurement

This section presents a list of analyst considerations 
with regard to valuations performed for tax-exempt 
health care entities. These valuations include  fair 
market value valuations of:

1. property and

2. services.

These considerations may not affect the specific 
valuation approaches, methods, and procedures that 
the analyst selects and performs. And, these con-
siderations may not affect the analyst’s conclusions 
regarding the fair market value of the property or 
services transfers.

However, these considerations relate to the inter-
mediate sanctions law and regulations that the ana-
lyst should be aware of during the performance of the 
health care entity valuation.

Tax-Exempt Health Care Entities
The Internal Revenue Code grants a tax exemption 
for not-for-profit hospitals and other health care enti-
ties provided that their net earnings do not inure to:

1. the benefit of private shareholders or

2. individuals with a “personal and private” 
interest in the health care entity’s activities.

Criteria to Be Recognized as a Tax-
Exempt Entity

To be recognized as a tax-exempt entity, the health 
care entity must comply with the following rules:

 Physicians cannot be “in a position to exer-
cise substantial influence over the affairs of 
(the hospital).

 The total compensation must be “reason-
able” and the incentive arrangement may 
not be a disguised distribution of profits.

 The compensation arrangements must be 
negotiated or established in the context of 
an arm’s-length relationship.

 There is a ceiling or reasonable maximum 
compensation level.

No Inurement
No portion of the entity’s income or assets may inure 
to the benefit of “insiders.” The term “insiders” may 
be defined as someone with decision power (e.g., 
board members, officers, founders, selected physi-
cians, and so on).

Examples of such private inurement may include:

 excessive employee or subcontractor com-
pensation,

 compensation based on the “net earnings” of 
the tax-exemption entity, and

 any transfer of property or services at less 
than a fair market value price.

Penalty for Private Inurement
There are penalties for any violation of this 
no-inurement rule. The Service may apply a broad 
spectrum of remedies, including:

 revocation of the health care entity’s tax-
exempt status,

 settlement of the amount of the inurement, 
and

 the Section 4958 intermediate sanctions 
excise taxes.

Purpose of Intermediate Sanctions
The purpose of the Section 4958 is to curb poten-
tial abuses by penalizing participating parties (both 
those that benefit from the abuse and those that 
knowingly authorize it). The intermediate sanctions 
law applies if there is an “excess benefit” transaction 
with a “disqualified person.”

An excess benefit transaction occurs when the 
economic benefit given in a transaction is greater 
than the consideration received by the health care 
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tax-exempt entity. A disqualified person is any per-
son having the ability to exercise influence over the 
tax-exempt entity affairs.

Imposition of Penalty Excise Taxes
Section 4958 imposes excise tax penalties on:

1. the disqualified person who has to correct 
the excess amount (i.e., pay it back to the 
tax-exempt health care entity) plus pay a 
penalty tax of 25 percent and

2. the entity manager who has to pay a tax 
equal to 10 percent of the excess benefit 
amount (not to exceed $20,000 per transac-
tion).

Rebuttal Presumption of 
Reasonableness

There is a rebuttable presumption of a reasonable-
ness with regard to the health care entity entering 
into a property or services transfer when:

1. the transfer is approved in advance by an 
independent, authorized body of the tax-
exempt entity,

2. the decision was based on the appropriate 
comparability data, and

3. the decision is adequately and timely docu-
mented (i.e., written down by the later of the 
next meeting or 60 days).

Excess Benefit Transaction
An excess benefit transaction is any transaction in 
which an economic benefit is provided by the tax-
exempt health care entity directly or indirectly to 
or for the use of any “disqualified person” if the fair 
market value of the benefit exceeds the fair market 
value of the consideration.

Disqualified Persons
For purposes of Section 4958, a “disqualified person” 
includes:

1. a voting member of a board of the tax-
exempt health care entity;

2. the chief executive officer, chief operating 
officer, treasurer, or chief financial officer;

3. any person, at any time during the previous 
five years, in a position to exercise substan-
tial influence over the affairs of the health 
care entity;

4. identified family members of the above; and

5. a 35 percent controlled entity.

Not a Disqualified 
Person

For purposes of Section 
4958, the following “per-
sons” are not disqualified 
persons:

1. Entities described 
in Section 591(c)
(3); this exception 
was created by the 
Pension Protection 
Act of 2006

2. Other Section 
501(c)(4) enti-
ties (applicable for 
Section 501(c)(4) 
entities only)

3. Employees receiving less than $100,000 a 
year in compensation

reasonaBleness oF taX-eXempt 
entity compensation

One controversy related to intermediate sanc-
tions requirements relates to the reasonableness of 
employee or contractor compensation. This com-
pensation issue appears to be the current focus of 
Service scrutiny with regard to tax-exempt entities.

To alleviate concerns regarding intermediate 
sanctions, the entity should establish that its execu-
tive and physician employees are not paid more than 
a fair market value level of compensation.

Related to reasonableness of compensation, many 
health care entities benefit from reliance on a dedi-
cated compensation committee. Such a board-level 
compensation committee would:

1. adopt a written charter,

2. be comprised of independent directors, and

3. be authorized to approve the health care 
entity’s executive compensation.

Such a board-level compensation committee 
would also likely adopt a written compensation 
policy.

When considering the reasonableness of tax-
exempt health care entity compensation, the Service 
looks at how the entity determined and documented 
the comparability of its executive compensation to 
other similarly situation entities.

The analyst can assist the tax-exempt health care 
entity with the following:

“To alleviate concerns 
regarding interme-
diate sanctions, the 
entity should estab-
lish that its execu-
tive and physician 
employees are not 
paid more than a fair 
market value level of 
compensation.”
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1. Compensation levels paid by similarly situ-
ated health care entities, both taxable and 
tax-exempt

2. Independent compensation surveys com-
piled by independent consulting firms

3. Actual written offers from similar health 
care entities

4. Independent valuations of the fair market 
value of the subject executive compensation

The analyst can assemble compensation data and 
prepare a fair market value compensation valuation 
that considers the following:

1. Make sure that any analyst relied on is inde-
pendent and has no incentive to support 
higher pay and benefits.

2. Use data for the same or the closest func-
tional position, and support these data in the 
board minutes.

3. Use data for entities with a similar level of 
annual revenue, or demonstrate that the 
compensation data was “normalized” to fit 
entities of a similar size.

In the preparation of a compensation valuation, 
the analyst may consider the following caveats:

1. The use of for-profit entity compensation 
data are permitted, but the analyst should 
avoid relying exclusively on for-profit entity 
compensation data

2. Include compensation data related to the 
value of any significant or unusual employee 
benefits

3. Make sure that every element is considered 
and the total compensation is assessed for 
reasonableness (and approved by an autho-
rized body of the tax-exempt health care 
entity)

The approving body of the entity is protected in 
its reliance on the analyst’s written reasoned analy-
sis, if the analyst certified that he or she:

1. holds himself or herself out to the public as 
a compensation consultant,

2. performs this type of compensation valua-
tion regularly, and

3. is qualified to perform such a compensation 
valuation.

Such a written certification should be included in 
every compensation valuation.

revocation oF the taX-eXempt 
status

The Service may still revoke the entity’s tax-exempt 
status. With regard to health care and other tax-
exempt entities, the analyst should be aware that 
the Service may seek revocation—in addition to the 
provision of the intermediate sanctions excise taxes.

The Service has announced that it will consider a 
list of facts and circumstances in determining when 
the level of excess benefit transactions will jeopar-
dize a health care entity’s tax exemption.

These factors include the following:

1. The size and scope of the health care entity’s 
regular and ongoing activities that further 
exempt purposes before and after the excess 
benefit transaction or transactions occurred

2. The size and scope of the excess benefit 
transaction or transactions (collectively, if 
there are more than one) in relation to the 
size and scope of the health care entity’s 
regular and ongoing activities that further 
exempt purposes

3. Whether the health care entity has been 
involved in repeated excess benefit transac-
tions

4. Whether the health care entity has imple-
mented safeguards that are reasonably cal-
culated to prevent future violations

5. Whether the excess benefit transaction has 
been corrected or the health care entity has 
made good-faith efforts to seek correction 
from the disqualified persons who benefited 
from it

analyst misconceptions 
regarDing health care 
property anD services 
valuations

This section describes and responds to 10 analyst 
common misconceptions with regard to valuations 
of health care entity property and/or services trans-
fers. These analyst misconceptions are considered 
in this discussion because they are generally due to 
a misunderstanding of one or more of the relevant 
regulatory provisions.

That is, these analyst misconceptions typically 
relate to an erroneous understanding that “the Service 
only accepts this” or “the OIG doesn’t accept that.” 
Therefore, these analyst common misconceptions 
are addressed from the perspective of the regulatory 
compliance of the valuation analysis.
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There Is a Preferred Valuation 
Approach or Method

Some analysts believe that certain health care 
transaction audit or regulatory authorities have a 
preferred valuation approach or method. None of the 
health care transfer statutes or regulations mandate 
a property or services valuation preferred approach.

Any of the generally accepted property or servic-
es valuation approaches and methods may be used in 
a health care entity transfer analysis—as long as the 
analysis conclusion is fair market value.

There Is a Prohibited Valuation 
Approach or Method

Some analysts erroneously believe that there is a pro-
hibition against using certain valuation approaches 
and methods. For example, some analysts believe 
that the income approach, and particularly the dis-
counted cash flow method, is inappropriate to health 
care property or services valuations. The basis for this 
erroneous belief is that such a methodology has to 
include the income from prohibited patient referrals.

No health care entity can pay a transaction 
price that includes patient referrals. However, that 
statement does not invalidate the use of the income 
approach. The analyst simply has to be careful to 
exclude any income from post-transaction prohibit-
ed patient referrals in the income approach analysis.

Some analysts believe that an adjusted net asset 
value method is inappropriate if it incorporates some 
type of a capitalized excess earnings procedure. The 
basis for this erroneous belief is that no health care 
entity is allowed to earn excess earnings. In fact, there 
is no prohibition on using this valuation method.

There is no prohibition on any particular health 
care entity earning a high profit margin (as long 
as there is no fraud and abuse contributing to that 
income, of course).

Let’s assume that, for purposes of the subject 
valuation, excess earnings are defined as excess 
above the median profit margin level for that health 
care industry segment. Based on that excess earnings 
definition, half of all of the entities in the industry 
segment may earn excess earnings (i.e., half of the 
health care entities will earn income above the 
median level, and half of the health care entities will 
earn income below the median level).

All Health Care Valuations Should Be 
Performed on a Before-Tax Basis

In order to adjust for the fact that some health care 
industry acquirers are tax-exempt and some health 

care industry acquirers are for-profit entities, some 
analysts ignore income taxes altogether—and per-
form all valuations on a pretax basis.

Some analysts erroneously believe that this pro-
cedure prevents the tax-exempt entity from pay-
ing more than fair market value for a target health 
care entity. This objective is certainly appropriate. 
However, there is no regulatory requirement that all 
health care property (or services) valuations be per-
formed on a pretax basis—or on an after-tax basis, 
for that matter.

Typically, if the property (or services) valuation 
variables are derived in a consistent basis, then the 
subject health care property (or services) should 
have one fair market value—whether the variables 
are measured on a pretax basis or an after-tax basis. 
That is, the valuation can be performed with all 
valuation variables (discount rates, capitalization 
rates, pricing multiples, income metrics) derived on 
a pretax basis.

Alternatively, the valuation can be performed 
with all valuation variables derived on an after-tax 
basis. The fair market value conclusion should be 
about the same.

There is no regulatory (or theoretical) prefer-
ence—or prohibition—for performing health care 
property (or services) valuations on a pretax basis 
compared to an after-tax basis.

There Should Be No Goodwill 
Included in the Health Care 
Valuation

Some analysts erroneously believe that audit and 
regulatory authorities do not allow the inclusion 
of either an individual practitioner’s goodwill or an 
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entity’s institutional goodwill in a health care prop-
erty transfer valuation. These analysts may conclude 
that any goodwill value includes the value of pro-
hibited patient referrals or the value of excess (and 
suspicious) earnings.

There is no legislative or regulatory prohibition 
on the health care entity (tax-exempt or otherwise) 
paying for the goodwill of a target health care entity. 
There is no prohibition on including the value of 
goodwill in the health care property valuation.

Goodwill can be measured many different ways. 
But, goodwill is basically the value of the health care 
entity’s ongoing business operations in excess of the 
value of the entity’s tangible assets. For a successful 
going-concern business operation, the analyst would 
expect the health care entity to have some amount 
of goodwill.

The goodwill value should not include future 
prohibited transactions or expected post-acquisition 
synergies or economies of scale. But, if the target 
entity’s historical results of operations indicate a 
positive goodwill value, then that goodwill value 
should be included in the health care property trans-
fer valuation.

Typically, the goodwill value is included in the 
asset-based approach valuation analysis of the target 
entity value. And, that goodwill value may be mea-
sured in either the asset accumulation method or the 
adjusted net asset value method of the asset-based 
approach to business enterprise valuation.

There Should Be No Patient 
Relationships Value Included in the 
Health Care Valuation

Often the analysts who exclude goodwill value will 
also exclude the value of any patient relationships-
related intangible asset from the health care valua-
tion. This procedure (or lack of performing a proce-
dure) is particularly important when the analyst uses 
the asset-based business valuation approach (and, 
specifically, the asset accumulation method) to value 
the health care property transfer.

First, the statutory and regulatory prohibition 
relates to any health care provider (tax-exempt or 
otherwise) paying for patient referrals to the acquir-
er entity. Second, there is no prohibition of a health 
care acquirer paying for the current patient relation-
ships (not the patient referrals to the acquirer) of the 
target health care entity.

In virtually any industry or profession, a good 
part of the value of a target business relates to the 
income earned from the entity’s current customer 
(in this case, patient) relationships. The value of 
these current patient relationships is often measured 

based on the expected future income from the cur-
rent patients returning to the current health care 
services provider. Such a value does not (and should 
not) include the expected future income from the 
future referrals of current patients to the acquirer 
health care entity.

No Health Care Entity Can Pay 
Reasonable Compensation over $1 
Million per Individual

Some analysts erroneously believe that there is an 
arbitrary dollar amount (say, $1 million per year) of 
reasonable compensation above which health care 
regulatory authorities will not accept. These analysts 
may also erroneously believe that there are arbitrary 
“ceilings” on fair market value compensation for dif-
ferent professional positions—for example, a chief 
executive officer, chief medical officer, chief research 
officer, operating room director, emergency room 
director, and the like.

There are no such arbitrary limits on the fair 
market value level of compensation—either in the 
relevant statutes or in the relevant regulations.

There are numerous factors that an analyst 
should consider in assessing the fair market value 
of a health care entity executive or professional 
compensation. Likewise, there are numerous factors 
that an analyst should consider in assessing the fair 
market value compensation-related contract terms 
for health care entity contractors.

All of these factors are consistent with the over-
arching consideration with regard to the fair market 
value of either employee or contractor compensa-
tion: the compensation should be commensurate 
with the compensation levels paid to similarly quali-
fied individuals performing similar functions at simi-
lar organizations.

The Analyst Should Not Use For-Profit 
Organizations as Comparables in a 
Compensation Analysis

Some analysts erroneously believe that for-profit 
business entities do not provide meaningful guidance 
with regard to the fair market value compensation 
assessment of a tax-exempt entity employee or con-
tractor. As mentioned above, the general regulatory 
guidance with regard to fair market value compensa-
tion is that the analyst should consider comparable 
individuals in comparable situations at comparable 
organizations.

First, with respect to providing empirical evi-
dence regarding market-derived compensation lev-
els, tax-exempt health care entities and for-profit 
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health care entities are comparable in at least one 
important respect. Both types of health care entities 
are subject to the Medicare fraud and abuse statutes 
and regulations. Therefore, ignoring income tax sta-
tus considerations, neither type of health care entity 
may seek reimbursement for employee or contractor 
compensation expense in excess of fair market value 
compensation levels.

Second, health care entities and many related 
industry entities are comparable in at least one 
other important respect. That is, they all compete 
for the same pool of executive and professional tal-
ent. Health care providers, insurance companies, 
pharmaceutical companies, research institutes, uni-
versities, and other organizations all are competing 
to recruit the same pool of executive, technical, and 
professional talent. In addition, when a health care 
entity employee or contractor decides to change 
jobs, he or she can interview with all of these related-
industry entities.

Employers will recruit—and compensate—the 
most talented employees (even if that means recruit-
ing an employee from a related industry). Likewise, 
the employees will interview with—and work for—
the highest-paying employers (even if that means 
working for an employer in a related industry).

In a fair market value compensation analysis, the 
analyst should consider the “big picture” with regard 
to compensation paid by competing employers and 
compensation received by competing employees. 
With regard to the supply and demand for executive, 
technical, and professional talent, comparable orga-
nizations can be (1) either for-profit or not-for-profit 
and (2) in related industries.

A Services Supplier Cannot Earn 
Excess Profits on a Fair Market 
Value Services Contract

Like the fair market value of employee and contrac-
tor compensation, the general rule with regard to the 
fair market value of supplier contract price is that 
it should be supported by empirical market data. 
That is, the subject health care entity contract price 
should be comparable to prices paid by comparable 
entities for comparable contract services.

Like employees offering employment services, 
service providers are free to offer their services 
to both for-profit entities and tax-exempt entities. 
Likewise, service providers are free to offer their 
services to entities in related industries. Accordingly, 
for-profit entities and related industry entities may 
provide a source of empirical data for assessing the 
fair market value of market-derived contract services 
prices.

Further, there is no statutory or regulatory prohi-
bition that an efficient services provider cannot earn 
a profit margin (even a high profit margin) providing 
services to a health care entity. Rather, the services 
providers must charge fair market value prices for 
the services they provide to the health care entity. 
Excess earnings methods and profit split methods 
may have certain applications in health care prop-
erty valuation circumstances.

However, neither of these methods is used to 
measure the fair market value price for professional, 
administrative, technical, or other contract services 
provided to a health care entity.

Analysts Should Only Consider Data 
from For-Profit Acquirers in Health 
Care Property Valuations

Some analysts erroneously believe that they should 
only consider valuation variables extracted from 
empirical data with regard to for-profit buyer trans-
actions. Such valuation variables may include dis-
count rates, capitalization rates, pricing multiples, 
and so forth.

These analysts erroneously believe that this pro-
cedure will prevent the subject health care entity 
(particularly a tax-exempt entity) from paying more 
than fair market value for property or services. 
Presumably, this belief is based on the erroneous 
premise that tax-exempt buyer transactions (related 
to property or services) include some amount of 
price premium associated with the buyer’s tax-
exempt status.

In other words, this belief is based on the miscon-
ception that tax-exempt entities generally pay more 
than a fair market value price for purchased property 
or services.

It is possible that any buyer (health care or 
otherwise, tax-exempt or otherwise) could occasion-
ally pay more than fair market value for property 
or services. Likewise, it is possible that any buyer 
could occasionally pay less than fair market value for 
property or services.

However, there is no empirical evidence to 
indicate that any class of buyer (and particularly 
health care buyers or tax-exempt buyers) consis-
tently pays more than (or less than) fair market 
value for property or services. Therefore, there 
is no empirical or theoretical reason to exclude a 
tax-exempt health care property or services trans-
fer from the analyst’s data gathering or valuation 
analysis.
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Paying a Fair Market Value Price Is 
the Same as Having a Commercially 
Reasonable Purpose

To comply with the relevant federal statutes and 
regulations, health care entities (and their legal 
counsel) often ask the analyst to opine that a pend-
ing transfer is both:

1. priced at fair market value and

2. commercially reasonable.

Some analysts erroneously believe that proving 
one of these propositions (i.e., that the transfer is 
priced at fair market value) also provides the sec-
ond of these propositions (i.e., that the property or 
services transfer is commercially reasonable and 
has a valid business purpose). That analyst belief is 
incorrect.

A property or services transfer could be priced at 
fair market value—and still there is no valid business 
purpose for the proposed transfer. In other words, 
that transfer would not be commercially reasonable. 
Likewise, there could be a perfectly valid business 
purpose for the health care entity to enter into the 
property or services transfer—yet the transfer could 
be priced at above fair market value.

In other words, that transfer could still be com-
mercially reasonable (even though it was not priced 
at a fair market value price).

Each of these two opinions (i.e., fair market 
value price and commercially reasonable purpose) 
deserves its own individual consideration and analy-
sis. Each of these two transfer transaction opinions 
can be reached by the analyst independently of the 
other opinion.

Analyst Misconceptions Summary
This section considered 10 common misconceptions 
with regard to health care transfer fair market value 
analyses. Each of these analyst beliefs is considered 
a misconception when it is compared to the profes-
sional guidance provided by the relevant statutory 
authority and regulations.

There are, of course, valid analyst beliefs with 
regard to health care fair market value valuations.

First, in the valuation of any health care property 
transfer, the analyst should understand the transfer 
transaction. For example, the analyst should under-
stand if a pending transaction will be the purchase of 
the entity assets or of the entity equity.

Second, in the property transfer valuation, the 
analyst should consider both the payment price and 
the payment terms. For example, the analyst should 

investigate if there is any seller financing. And, the 
analyst should investigate whether the property pur-
chase price will be paid in cash at the closing—or 
whether there will be a series of payments over a 
time period. If there are payment terms, then the 
analyst should assess whether those terms are at fair 
market value.

Third, the analyst should consider if there are 
several contracts being entered into as part of the 
property transfer. For example, the analyst should 
consider whether there are earn-out provisions to 
the property transfer transaction. And, the analyst 
should consider whether there are employment 
agreements, noncompete agreements, intellectual 
property licensees, lease transfers, or other agree-
ments that are part of the overall transaction. If so, 
the analyst should assess the fair market value of the 
total (multi-contract) transaction.

Fourth, the analyst should consider whether 
the transaction includes both a property transfer 
and a services transfer. And, the analyst should 
consider the direction (i.e., from whom to whom) 
of both the property transfer component and the 
services transfer component. Both components of 
the transfer have to be at fair market value if the 
total transaction is considered to be a fair market 
value transaction.

Finally, this section considered both analyst mis-
conceptions and analyst correct perceptions with 
regard to the fair market value analysis of a entity 
property transfer or services transfer.

summary anD conclusion
This discussion focused on the role of fair market 
value valuations with regard to a health care entity 
property and services transfers. In particular, this 
discussion considered the regulatory implications  of 
a health care property or services transfer when one 
participant is a tax-exempt entity.

Analysts who performs valuations of health care 
property or services transfers should be aware of 
the various regulatory requirements with regard to 
such fair market value valuations. Analysts should be 
familiar with the regulatory environment with regard 
to private inurement, excess benefit transactions, 
intermediate sanctions excise tax 
penalties, and other regulatory 
issues.

Robert Reilly is a managing director of 
the firm and is resident in our Chicago 
practice office. Robert can be reached 
at (773) 399-4318 or at rfreilly@wil-
lamette.com.


