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the health care valuation community have 
known for some time; namely, that on-call and 
on-site coverage arrangements are “sneakily” 
complex. For arrangements that most hospitals 
and physicians consider to be straightforward 
and which are assumed to be so from a 
valuation perspective, they tend not to be. The 
compliance risks, the number of factors to be 
considered, the need for specific collections 
data from the physicians, and the impact of 
specific market dynamics and demand for 
specific specialties—all raise the profile of these 
arrangements and make increased attention to 
them a compliance and business imperative. 

Relevant court cases

In non-healthcare settings and in the broader 
business world, valuation standards and meth-
odologies are often set initially or are affirmed, 
denied, or evolved by court decisions. This has 
not been the case for many of the compliance-
driven health care valuation considerations, 
which has left far more interpretation and 
variability in the industry. This year, two court 
cases (both of which come out of tax court and 
which have not received much attention in 
the health care literature) provide insight into 
certain aspects of valuation consideration.

The first such case is Derby et al v. Com-
missioner. This is a California tax court case 
in which a physician group sold the stock 
of its practice to a not-for-profit institution 
for approximately $1 million while taking 
a tax deduction for the difference between 
the purchase price and the appraised fair 
market value of approximately $4 million. 
The IRS won this case soundly and all of 
the tax deductions of the group’s physicians 
were disallowed. The court’s commentary 
regarding the valuation illustrated the court’s 
core concern that the underlying “intangible” 
value, as calculated, was not consistent with 
the substance of the overall transaction. 

From a fair market value perspective, the 
biggest takeaway is the finding that the 
group received elements of “value” in the 
transaction other than the hard asset purchase 
price, which in total were deemed to be full 
compensation for the value of the practice. 
These other elements included, among 
others, preferential surgery scheduling, relief 
from non-competes, and significant post-
acquisition salaries. The most important point 
is the direct support this decision gives for 
the premise that all components of a deal and 
the go-forward arrangements must at least 
be considered in the valuation, especially the 
post-transaction physician compensation.

The second such case is Bergquist et al v. IRS. 
This case also involved a charitable donation 
of stock in a physician corporation. This 
transaction was completed in two stages, with 
an initial donation and then a subsequent 
donation of the remainder. The group took 
a deduction based on a valuation, performed 
by an independent appraiser at over $400 per 
share, while ultimately the IRS concluded 
that it was only worth about $36 per share. 
Significant penalties were assessed in this case 
due to the IRS’ finding of material misstate-
ments. The IRS won this case primarily based 
upon the assertion that the valuation used 
an inappropriate premise of value. We would 
encourage a closer look at these two cases.

Stark III

Last, but certainly not least, we have the impact 
of Stark III to tackle. From a strictly valuation 
perspective, perhaps the most significant impact 
would appear to be that a huge number of 
arrangements that already exist may have to 
be restructured to address new concerns or 
more explicit prohibitions on structures such as 
percentage-based deals and “per-click” arrange-
ments, although other impacts are likely. Further, 
those transactions that will arise in the future may 
not offer the same opportunities and returns as 

those previously structured, which may impact 
the ability to complete such deals successfully. 

One of the important concepts in establishing 
fair market value for such arrangements has 
always been (or at least should have always been) 
the relationship between risk and return. A spe-
cific structure is unlikely to be fair market value if 
the return to the investors (e.g., physicians) is not 
commensurate with the business risk taken.

For example, when we contemplate the 
restructuring of a per-click arrangement for 
an imaging center into one that requires the 
non-radiologist referring physicians (now to 
be investors in a leasing company structure 
instead), the likely differences in fair market 
value results will not be well-received by those 
physicians. Fundamentally, an equipment leas-
ing company has a different risk profile than 
the per-click arrangement and therefore, likely 
a lower rate of return at fair market value. 

Diligent compliance will require that the pro-
visions of Stark III be considered and actions 
taken to address any risks identified. With 
an October 2009 implementation deadline, 
the complexity of the potential restructuring 
required and the impact of detailed fair market 
value analysis, we can only encourage providers 
and their various advisors, legal and otherwise, 
to begin addressing the issues promptly and to 
be aware that compliance may come at the cost 
of returns, at least for certain of the specific 
types of arrangements that exist in the market. 

Conclusion

Valuation and its application in the provider 
industry continue to evolve with the help of 
guidance like the sources referenced above. It 
has been an eventful year in this regard, and 
it would seem safe to assume that the pace of 
change and the degree of impact of fair market 
value on compliance will continue to evolve as 
well in the months and years ahead. n
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