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Fair Market Value of a Non-Physician 
Workforce 
By Chris W. David CPA/ABV, ASA

It isn’t any secret in the healthcare industry that hospitals and health systems are purchasing 
physician practices at a rapid pace. Many of these transactions are pure asset acquisitions, 
where the hospital is purchasing the tangible and intangible assets of a physician practice. 

One of the more commonly recognized intangible assets being purchased is the non-physician, 
trained workforce.

A trained and assembled 
workforce can be a very 
valuable asset to many types 
of businesses, particularly 
service-oriented firms. 
There is widespread belief 
and support in the appraisal 
community that an assembled 
workforce is considered an 
intangible and recognizable 
asset. According to the 
International Glossary of 
Business Valuation Terms, 
intangible assets are defined 
as “nonphysical assets such 
as franchises, trademarks, 
patents, copyrights, goodwill, 
equities, mineral rights, 
securities, and contracts (as 
distinguished from physical 
assets) that grant rights and 
privileges and have value for 
the owner”. 

An assembled workforce 
has been recognized as a 
distinct and identifiable 
asset by several institutions, 
courts, valuation texts, and 
industry experts. Section 197 
of the Internal Revenue Code 
recognizes an assembled 
and trained workforce as a 
separately identifiable asset. 
More specifically, IRC §197 
states that “an assembled 
workforce acquired in a 
taxable transaction is an 
intangible asset amortizable 
over 15 years”. 

In many states, the value 
of a company’s assembled 
workforce and other 
intangible assets can be 
excluded from the real 
property tax base. Several 
courts have ruled that 
a workforce (and other 
intangible assets) has separate 

measurable value and is not 
included in ad valorum taxes. 
In the case of Burlington 
Northern Railroad vs. Iowa 
Department of Revenue, a 
Federal District Judge allowed 
a 10% reduction in taxable 
value for the value of the 
assembled workforce and 
other intangible assets.

Many business valuation 
thought leaders recognize 
an assembled workforce 
as a separate identifiable 
asset. Some of these leading 
experts and related texts 
include: Valuing a Business 
by Dr. Shannon Pratt, 
Valuing Intangible Assets by 
Robert F. Reilly and Robert 
P. Schweihs, Financial 
Valuation Application and 
Models by James R. Hitchner, 
and Valuation for Financial 
Reporting: Intangible Assets, 
Goodwill and Impairment 
by Michael J. Mard, James 
R. Hitchner, and Steven D. 
Hyden.

However, it should be noted 
that the Financial Accounting 
Standards Board (FASB) 
excludes the identification 
of a workforce as a separate 
asset and considers it part of 
goodwill. 
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HealthValue Group provides Fair Market Value 
consulting, opinions and valuation services exclusively 
in the healthcare space. We have experience in the  
analysis and valuation of:

 » Physician Employment 
  Arrangements

 » Medical Practices 

 » Hospitals 

 » Surgery Centers 

 » Management Contracts 

 » Non-Compete Agreements 

 » Electronic Medical Records 

 » Medical Equipment

Contact us for more information: 
Chris David, CPA/ABV, ASA
303-918-3607 
healthvaluegroup.com

 Don’t Wrestle 
With The O.I.G.

Get an FMV opinion from 
HealthValue Group

The primary concern hospitals face when 
employing physicians is how to motivate 
the physician for maximum productivity 
in order to compensate the physician at a 
level the physician deems appropriate. The 
concern faced by the physician is that he 
or she no longer has control over his or 
her practice and based upon the terms of 
the employment agreement, a phone call 
could be received at any time giving notice 
by the hospital of the termination of the 
physician’s employment.

Practice sales are often motivated by 
senior physicians who have historically led 
medical groups who are looking for a way 
to “cash out” of the medical practice and 

ease into retirement through a guaranteed 
salary provided by the hospital. Once 
the decision has been made by a group 
to sell, there is very little opportunity 
for the physicians to return to private 
practice given the large administrative 
infrastructure necessary to conduct a 
medical practice.

Most medical practices have very little 
value from an asset purchase perspective. 
The federal law does not allow a hospital to 
pay more than the fair market value for the 
assets of a practice unless the practice is 
generating some type of ancillary revenue 
not directly related to physician services. 
Most physician practices have no “income” 

at the end of the year to be distributed to 
owners as all of the income is distributed 
in the form of bonuses to avoid the 
payment of income tax by medical 
practice corporation. Thus, there is no “net 
income” to which a third party purchaser 
can apply a multiple to determine a cash 
flow based purchase price. The law only 
allows the hospital to pay for the actual 
fair market value of the physical assets 
of the practice. Therefore, the economic 
analysis performed by most physician 
groups is to determine whether the future 
compensation under each hospital’s 
employment agreement combined with the 
reduction in management responsibilities 

Across the country hospitals are trying to acquire physician practices. Often the acquisition is good for both the hospital and 
for the physician group. From the hospital’s perspective, acquiring a physician group guarantees providers who can supply 
services necessary for a given set of medical conditions. It also provides a referral base for the hospital because most hospital/

physician employment agreements require the physician to refer his or her patients to the hospital unless medically contradicted. From 
a physician’s perspective, employment by the hospital means relief from the regulatory burden conducting the practice of medicine and 
eliminating concern over ever rising overhead associated with a medical practice.

To Sell or Not to Sell – That is the Question
By Randal L. Schultz, Esq. Lathrop & Gage, LLP

— continued on page 8
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CMS defines CR as: 
An arrangement which appears to be “a 
sensible, prudent business agreement, 
from the perspective of the particular 
parties involved, even in the absence of 
any potential referrals.” 

In the Stark law:
“An arrangement will be considered 
commercially reasonable in the absence 
of referrals if the arrangement would 
make commercial sense if entered into 
by a reasonable entity of similar type and 
size and a reasonable physician of similar 
scope and specialty, even if there were 
not potential designated health service 
referrals.” 

The OIG addresses CR by stating: 
“In order to meet the threshold of 
commercial reasonableness, compensation 
arrangements with physicians should be 
reasonable and necessary.” 

What exactly does “reasonable” mean? 
Who wants to be the one to opine and/
or establish the “reasonable” standard? 
I believe the valuation analyst is the one 
most qualified to opine on CR. However, 
the valuation analyst needs the input 
and help of the client (i.e. health system 
or hospital) and their legal counsel. The 
valuation expert has the knowledge as to 
the fair market value and specific business 
aspects of a transaction or arrangement. 
However, a little more information 
is needed. The client has an in depth 
understanding of the strategic and clinical/
operational reasons for the transaction or 
arrangement which helps determine the 
necessity. Outside counsel understands 
the legal aspects of the arrangement/
transaction and has the ability to represent 
that the structure complies with federal 
health care laws and regulations.

It is a good idea to interview the 
parties to the arrangement or submit a 
questionnaire. Some of the questions 
should include:

■■ What are the duties and 
responsibilities of the parties?

■■ Would the hospital enter into the 
arrangement with the physician even 
if the physician did not have the 
ability to refer patients? 

■■ Is the arrangement for the physician’s 
services reasonably necessary for the 
hospital to accomplish operational 
and/or strategic goals? 

■■ Can the medical service be obtained 
from a physician of lesser training 

and experience, at a lower rate? 

When considering physician 
compensation, it is paramount that 
the hospital cannot obtain the same 
services from a non-referral physician 
at a cheaper rate. Finally, physician 
compensation arrangements will likely be 
deemed commercially reasonable if: 

1. The arrangements are compensated at 
FMV; 

2. The arrangements list the actual and 
specific duties being performed by the 
physician; 

3. The services performed are reasonably 
necessary to the provider based on 
the details of the situation; and

 4. The services could not be adequately 
provided for less compensation.

The choice of a lawyer is an important decision and should not be based solely upon advertisements.      *By appointment only
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For healthcare compliance professionals, there are three different definitions of commercial reasonableness (CR), but they all 
basically have the same meaning.

Commercial Reasonableness – The Who, What, Where & When?
By Chris W. David CPA/ABV, ASA
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According to Pratt, there are multiple 
characteristics that give rise to the value 
of an intangible asset. In his text, Dr. 
Pratt states, “There should be a specific 
bundle of legal rights (and/or other natural 
properties) associated with the existence of 
the intangible asset. For an intangible asset 
to have quantifiable value it should possess 
certain additional attributes such as:

■■ It should generate some measureable 
amount of economic income to its 
owner. This economic benefit may be 
in the form of an income increment 
or a cost decrement.

■■ It should enhance the value of 
other assets with which 
it is associated; the other 
assets may include tangible 
personal property, real 
estate, or other intangible 
assets.”

In the case of a physician 
practice, clerical and nurse staff 
facilitate the flow of patients 
through routine examinations so 
that physicians can see patients 
and bill their professional fees. 
Nurse practitioners (NPs) and 
physician assistants (PAs) are 
allowed to administer certain 
procedures, which also allow 
the physicians more time to conduct 
other procedures. In addition, a staff of 
technicians can be seen as “enhancing 
value” to other tangible assets such as 
medical equipment. 

According to Reilly and Schweihs, for an 
intangible asset to exist from a valuation 
or economic perspective, typically it 
should possess a number of the following 
characteristics: 

1. “It should be subject to specific 
identification and recognizable 
description.

2. It should be subject to legal existence 
and protection.

3. It should be subject to the right 
of private ownership, and the 
private ownership should be legally 
transferable. 

4. There should be some tangible 

evidence or manifestation of the 
existence of the intangible asset (e.g., 
a contract, a license, a registration 
document, a computer diskette, a 
listing of customers, a set of financial 
statements, etc.).

5. It should have been created or have 
come into existence at an identifiable 
time or as the result of an identifiable 
event.

6. It should be subject to being 
destroyed or to a termination of 
existence at an identifiable time or as 
the result of an identifiable event.”

Based on the specific facts of a particular 

case, a medical practice workforce satisfies 
all but item 3 of the aforementioned 
characteristics. Many states are at-will 
work states where employers are free to 
discharge individuals “for good cause, 
or bad cause, or no cause at all”, and the 
employee is equally free to quit, strike, 
or otherwise cease work. Therefore, the 
Practice does not possess true ownership 
and control over an employee as it would 
with a tangible asset.

Assessing the FMV of an 
Assembled Workforce
In general, there are three standard 
approaches available to valuing an 
intangible asset: the income approach, 
the market approach and the cost or asset 
approach. 

Income Approach
The income approach to valuing a 
workforce is based on the premise that 
the subject firm will receive specified 
rewards or returns from its employees in 
future periods. The income approach is 
less commonly used to value a workforce 
because it is difficult to establish the 
economic benefits associated with each 
specific employee. 

Market Approach
The market approach is not a commonly 
accepted method of valuing assembled 
workforces because transaction data 

involving the sale or transfer 
of company workforces are 
extremely uncommon and rare. 
Therefore, we have omitted the 
market approach in our analysis.

Cost Approach
The cost approach measures 
value by determining the costs 
to replace or reproduce an 
asset based on the economic 
principle of substitution. More 
specifically, it is assumed that 
a prudent investor would pay 
no more for a fungible tangible 
asset than the cost that would be 
incurred to replace the subject 

asset with a substitute of comparable 
utility or functionality . The Reilly and 
Schweihs text suggests the cost approach 
to be the most appropriate and preferable 
valuation approach to value an assembled 
workforce. The IRS sites guidance on the 
valuation of an assembled workforce and 
other intangible assets in the 1996 paper, 
Valuation of Medical Practices by Charles 
F. Kaiser and Amy Henchey. In this paper, 
Kaiser and Henchey identify the cost 
approach as ‘an acceptable and proper 
method to valuing an assembled workforce 
of a medical practice’. Certain intangible 
assets lend themselves to the cost approach 
and a trained and assembled workforce is 
one of them.

Costs to Hire a Non-Physician 
Office Staff
Estimating the fair market value of 
a workforce-in-place under the cost 

Value of a Non-Physician Workforce — continued from page 1
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approach typically involves estimating the 
costs to replace the current workforce. In 
other words, the replacement cost equals 
the costs necessary to re-create an asset 
of similar utility to the subject intangible 
asset. However, valuing an intangible asset 
requires the use of a set of reasonable 
and likely assumptions. The normal and 
customary costs to replace an assembled 
workforce include the costs to recruit, hire, 
and train the subject workforce. There 
are various methods that a physician or 
medical practice administrator could 
utilize to hire a full staff. Some could 
choose to do the searching, advertising, 
and interviewing in-house by the office 
manager or administrator. They could 
also post free ads on Craigslist to attract 
candidates. However, this option requires 
a lot of the office administrator’s time and 
would likely take several months to put a 
full workforce in place (depending on the 
size of the subject workforce). Other more 
common practices include contracting 
with a specialized search firm or hiring 
a contract, in-house recruiter to fill all 
the positions. Below is a description and 
explanation of the normal and customary 
direct and indirect costs incurred under 
both of these two scenarios. 

Scenario 1
Utilizing a medical search firm to recruit 
the appropriate staff.

The normal and customary costs under 
this scenario include:

■■ Recruiting fee – typically 20% to 30% 
of candidate’s first year base salary 
(based on first-hand market research 
conducted by HealthValue Group) 

■■ Interviewing time by the office 
administrator and physicians (based 
on the hourly compensation rate of 
the interviewer). 

■■ Training time and time for the new 
hire to become acclimated to the 
office environment and habits of the 
physicians. Although it is assumed 
that the search agency will place 
trained employees experienced in the 
particular field of medicine, there is 
some time incurred to get a new hire 
up to full speed.

Scenario 2
Utilizing a contract recruiter to fill all 
current positions.

This scenario assumes a medical practice 
would hire a contract recruiter to fill 
all the necessary positions. It is not 
uncommon for businesses/practices to 
hire a contract recruiter to locate, screen, 
interview, and hire a full workforce while 
working out of the medical office. These 
contract arrangements are most often 
utilized when a business opens a new 
location. Based on research conducted 
by HealthValue Group, fees for contracts 
of this nature can range between $60,000 
to $80,000 depending on the market and 
number and types of positions. Similar 
to Scenario 1, there is also some time 
(but less) incurred for interviewing and 
training. Finally, a recruiter will likely post 
the open positions on various on-line job 
boards and incur advertising fees each 
month.

In conclusion, it is important to know that 
proper valuation of an intangible asset first 
requires careful and thoughtful selection 
of valid assumptions. Although some 
buyers (health systems) may actually have 
their own in-house recruiters and would 
choose not to hire a specialized recruiting 
firm, the valuation analyst must maintain 
the “hypothetical buyer” standard when 
developing the assumptions.
1 Source: Ibid  -  2 Source: Ibid

It can be witnessed every day on Wall 
Street. Companies get hammered for 
their lack of guidance or clear visibility on 
what earnings are to come. Institutional 
investors will sell first and ask questions 
later the more uncertainty there is in a 
particular market or company. 

There has never been more uncertainty 
in our current healthcare environment. 
Uncertainty surrounding reimbursements 
and physicians’ take-home pay has 
never been more uncertain. So, doesn’t 
it make sense that if a hospital purchases 
a physician’s practice and takes him/her 
out of their “management-misery” and 
provides them a guaranteed (certain) 
salary, he/she would be willing accept a 
smaller compensation, all else being equal? 
But, let’s be fair here, all else is not exactly 
equal. The physician is no longer “his own 
boss” and now answers to a boss. How 
much is that worth?

Physician  
Compensation
Uncertainty – The Forgotten 
Element of Risk
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Prostate cancer is the most 
common tumor diagnosed in 
the U.S., where an estimated 
238,590 men were told they had 
the disease this year. While only 
about 12 percent, or 29,270 men, 
will die from it this year, all will 
have to decide how, and whether, 
they want to treat the cancer.

A study published today in 
the New England Journal of 
Medicine suggests that profits 
urologists make from referring 
patients to their own radiation 
facilities play an outsized role 
in the treatment decisions. One 
third of men whose doctors 
own radiation equipment get the therapy 
at a cost of about $35,000 per treatment 
course. The same doctors prescribed the 
therapy for just 13 percent of their patients 
before they had their own equipment and 
could profit directly.

“The results are striking,” said Jean 
Mitchell, the author of the report and a 

professor of public policy at Georgetown 
University in Washington, D.C. “It does 
appear that what’s driving this is financial 
incentives linked to ownership,” she said. 
“Their behavior changes dramatically.”

Prostate cancer treatments include 
radiation, hormone therapy and surgery. 
The men treated with radiation in 
the study had low risk disease: newly 

diagnosed prostate cancer that 
hadn’t spread in the body. The 
10-year survival rate for all 
prostate cancer is 98 percent. 
Simple monitoring is also an 
appropriate approach for men 
with non-metastatic disease.

Claims Data
Mitchell didn’t have access to 
patient-level data, so she couldn’t 
analyze the characteristics 
of each man to determine if 
treatment was appropriate.

Instead, she compared the 
use of the technology, called 
intensity-modulated radiation 

therapy, among urologists before and after 
they integrated the $2 million machines 
into their practices. She also analyzed its 
use among doctors who didn’t own the 
technology and urologists at 11 National 
Comprehensive Cancer Network centers, 
the country’s gold standard of care.

Using claims data from the U.S. 
government’s Medicare insurance program 
for the elderly, Mitchell found that 
urologists who didn’t own the equipment 
prescribed IMRT for 15.6 percent of their 
patients in 2010, compared with 14.3 
percent five years earlier. Its use among the 
NCCN doctors stayed constant at about 
8 percent, while it soared to 44 percent 
among a matched-group of doctors who 
started to refer patients to their own 
radiation treatment facilities.

Self-Referral
“It’s crazy the way the system is set up,” 
Mitchell said in a telephone interview. 
“The patients are going to do what their 
physician tells them to do. The patient 
becomes almost like an ATM machine, 
with the doctor extracting as much 
revenue as they can.”

Physicians in general aren’t allowed 
to refer their patients for treatment in 

Urologists that buy their own equipment to provide expensive radiation treatment are much more probable to use it to treat prostate 
cancer even when its benefit for patients is unclear, research shows.

Urologist self-referral equals IMRT overuse
In The News...

The world of healThcare keeps changing 
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( 720 ) 931-3160  |  laTh ropgage.coM
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facilities that they also own, because of 
the financial conflict of interest. However, 
radiation, as well as in-office ancillary 
services, such as doing blood work and 
x-rays, are exempted under U.S. law. 
The exception was created for patient 
convenience. It’s unclear why radiation, 
which is a treatment and not an ancillary 
service, was exempted, Mitchell said.

The situation may actually harm some 
patients. The analysis found that doctors 
who owned the IMRT therapy were 

treating men ages 80 and older just as 
aggressively as younger men with early 
stage prostate cancer. Since the cancer is 
generally slow-growing, and radiation can 
carry immediate side effects, including 
erection problems and urinary symptoms, 
the older patients may experience only the 
harms and no benefits.

“The findings raise concerns regarding the 
appropriate use of IMRT, especially among 
older Medicare beneficiaries,” Mitchell 
wrote. “Permitting urologists to self-refer 

for IMRT may contribute to increased use 
of this expensive therapy.”

The study bolsters similar findings with 
other forms of self-referral. In fact, some 
urologists have incorporated pathology 
labs into their practices, boosting the 
number of biopsies they perform, Mitchell 
said. Research has found similar results in 
other areas, including advanced imaging 
and surgery at physician-owned specialty 
hospitals.
Source: Bloomberg

Government said Tuomey violated Stark 
Law and the False Claims Act and thereby 
collected fraudulent Medicare claims 
between 2005 and 2009.   A summary of 
the fact pattern of the case includes:

■■ In 2003, several local specialty groups 
told Tuomey they planned to perform 
surgical procedures in-office instead 
of at Tuomey’s facility. 

■■ Tuomey employed the 19 specialists 
as part-time employees. 

■■ Physicians were required to perform 
outpatient procedures at a Tuomey 
facility.

■■ The physicians had a 10-year 
employment contract, but only a 
3-year non-compete agreement.

■■ Tuomey compensated the physicians 
with annual base salaries that hinged 
on Tuomey’s net cash collections for 
outpatient procedures. The physicians 
were also eligible for productivity 
bonuses equal to 80 percent of the net 
collections, along with an incentive 
bonus that could total up to 7 percent 
of the productivity bonus.  

■■ Tuomey paid various benefits to 
the part-time employed physicians, 
including health insurance, 
malpractice premiums, cell phones 
and CME courses.

■■ There was evidence that Tuomey 
ignored legal advice against the deal.

■■ The third-party FMV appraisal report 
was only 3 pages long and included 
very little support or explanation of 
methodology.

On October 2nd of this year, Tuomey Healthcare System was ordered by Senior U.S. District Judge Margaret B. Seymour to pay 
more than $237.4 million in fines and penalties related to false Medicare claims and Stark Law violations.  In 2005, the U.S. Federal 

Tuomey Healthcare  
Ordered to Pay $237.4 Million  
in Fines and Penalties

In The News...
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To Sell or Not to Sell — continued from page 2

offsets the financial benefit of remaining in 
private practice.

Maximizing compensation and 
maximizing the value of a medical practice 
has led many medical practices to form 
management services organization 
(“MSOs”). The MSO is a management 
company that provides management 

services to the practice and, typically, 
other medical practices in a similar 
geographic area. Because the MSO has 
a contract with each medical practice 
through which the medical practice pays 
a fee for management services, the MSO 
usually generates a substantial profit that 
is distributed to its owners in the form 
of dividends (S distributions or LLC 
distributions). Because the MSO generates 
an income that is distributed in the form 
of a profit to the owners, there is a strategy 
for applying a multiple to those earnings 
to determine a cash flow based purchase 
price. A typical multiple for MSOs is 
between six and eight times modified 
income. Some MSOs sell for millions of 
dollars depending upon the nature of 
the contracts held by the MSO so many 
physician groups have found utilizing 
a MSO to be an attractive strategy for 
increasing the value of their practice.

Another strategy used by physicians to 
maximize the value of their practice is 
to sell all of the administrative functions 
and assets of the practice to a hospital 
so that the hospital can own the practice 
under the Provider Based Status rules. 
If structured appropriately, these rules 

allow the hospital to bill a facility fee for 
most of the services that were rendered 
at the practice despite the fact that the 
practice could not charge a facility fee 
when it is was simply owned by physicians. 
The increased revenue generated by 
utilizing Provider Based Status creates 
a financial cushion that allows either 

enhanced employment agreements for 
the newly employed physicians or, for 
those physician groups that desire to stay 
independent, allows for a maximum value 
under a professional services agreement 
between the newly acquired clinic and the 
historical physician group. The intricacies 
of Provider Based Status billing and the 
financial benefits will be described in a 

later article in this series.

At the end of the day, the decision of 
whether to sell or not to sell turns on 
a combination of whether the value of 
employment agreements through the 
hospital exceed the value of continued 
employment in private practice 
and whether the burden of practice 
management is so great that life is simply 
easier by selling to a hospital. In addition, 
with the development of Accountable Care 
Organizations and other shared savings 
models, there are definite synergies that 
can be achieved through legal hospital/
physician arrangements. Unfortunately, 
given the complexity of the federal 
Stark law and the anti-kickback statutes, 
the hospital/physician employment 
arrangement is one of the few types of 
arrangements that can be easily structured 
to enable physicians and hospitals to 
share in the profits associated with a more 
efficient delivery model without violating 
federal regulations.

The smart physician and hospital executive 
will consult with their legal and financial 
advisors before deciding whether to sell or 
not to sell a medical practice.

If you need additional information about 
this topic, please contact Randal L. Schultz, 
Esq., Lathrop & Gage LLP. 913-451-5192


