








Applicant. This insider status would require the Service to examine the potential
for inurement as well as other than incidental private benefit.

Private inurement will not be present if the Applicant can demonstrate all of
its relatlonshlps with a physician in question are truly at arm's length and the
physician has no chance to employ inside influence. Even though the Medical
Group physicians are subject to the inurement proscription, that does not mean
there can be no economic dealings between them and the Applicant. The
inurement prosorlptlon does not prevent the payment of reasonable compensahon
for goods and services. It is aimed at preventing dividend-like distributions of
charitable assets or expenditures to benefit a private interest. See G.C.M. 39862,
supra. :

The following list of facts, though not inclusive, may indicate a lack of
private inurement: (1) fair market value is paid for all assets conveyed to
Applicant; (2) independent negotiations took place between unrelated parties to
~ determine the value of the assets conveyed; (3) certified appraisals were obtained

- from independent third parties when the Medical Group's assets were being
purchased, licensed or leased; (4) the fee schedule and physician compensation are
determined by an’independent community board-and are comparable to what other
- physicians receive in fees and compensation in the same geographic area taking

- into consideration the transfer of capital assets; and (5) none of the other
arrangerients suggest any d1v1dend like sharmg of charitable assets or
expenditures for the benefit of private interests.

3. Other Federal Laws

- Al Anti-kickback P‘rovisions for Medicare or Medicaid Referrals

The federal antl—klckback restrictions contained in the Social Security Act,
which prohibit the payment of remuneration in return for the referral of Medicare
patients, provide in pertinent part (42 U.S.C. 1320a-7b(b)(1) and (2)):

| Whoever knowingly and willfully solicits or receives (or offers or
pays) any remuneration (including any kickback, bribe, or rebate)
directly or indirectly, overtly or covertly, in cash or in kind --

'(A) inreturn for referring an individual to a person for the
furnishing or arranging for thé furnishing of any item or service
for which payment may be made in whole or in part under




[Medicare or Medicaid], or

(B) inreturn for purchasing, leasing, ordering, or arranging for or
recommending purchasing, leasing or ordering any good,
facility, service, or item for which payment may be made i in
whole or in part-under [Medicare or Medicaid],

shall be guilty of a felony and upon conviction thereof, shall be fined
not more than $25 000 or 1mpnsoned for not more than five years, or

both.

In addition to heavy fines and imprisonment, individuals or entities
convicted of a violation of the federal anti-kickback statute face mandatory
exclusion from participation in the governmental payment programs. 42 U.S.C.
1320a-7(a). Moreover, the Secretary of HHS may exclude any person from .
participation in Medicare and Medicaid if the Secretary administratively
determines that such person committed an act described in the anti-kickback
statute. 42 U.S.C.. 1320a-7(b)(7). Exercise of the Secretary's discretionary
authority may result in program exclusion regardless of whether a person is
convicted of a criminal violation.

G.C.M. 39862, supra, is the deﬁnitive'statement‘to date by the Service in the
area of physician referrals. Tax Law-Specialists are now aware of the implications
of hospital-physician financial arrangements. In'a recent article, a praotitioner
experienced in the area noted that having a valid business purpose is essential to
avoid fraud and abuse problems in joint ventures. He goes on to say that "... even
the cleanest of documentation will not save a business venture which When in
operation, amounts to a sham transaction operated in an effort to pass an economic
benefit to someone in exchange for referrals . . . Absence of mutual risk is often an
indication that the parties have in reality developed a transparent business vehicle
to pass money to referral sources." Sanford Teplistzky, Avoiding Fraud and Abuse
Problems in Joint Ventures, 4 HealthSpan 17 (Jan. 1987), as quoted in G.C.M.

39862.

B. How Will the Service Address the Antl—kwkback Res’cnotlons 1n
Applicant's Ruhng Letter?

-

The Service is not anxious to employ a non-tax statute where the courts and
the administrative agency responsible for its administration have not yet enforced
the statute with respect to a particular type of transaction. However, it does not




want to appear to approve what may be illegal éxrrangeme:ntsT Accordingly, the
Service includes the following language in its ruling letters to Applicants in new

IDSs:

This ruling is conditioned’upon your not violating the federal
anti-kickback restrictions contained in section 1128(b) of the Social
Security Act, 42 U.S.C. section 1320a-7b(b)(1) and (2), which
prohibit the payment of remuneration in return for the referral of
Medicare or Medicaid patients. We express no-opinion as to whether
your planned purchase of a private group medical practice or your
subsequent purchase of services from that group practice for a
percentage of your gross revenues complies with these provisions.

4. Reviewing the Application

A. The Sales Transaction

(1) How is FMV Established?

To avert private benefit to the selling parties (generally physicians of an
existing Medical Group who own the assets of their practice) in IDS transacti ns,
the Applicant must acquire all assets on an arm's-length, FMV basisgEIVE o

$defined as:th¢ price.at-which-a willing buyer and a willing,seller. agreév ne1ther
“#ibeing under any compulsion to buy or sell;, and both having reasonable knowledge
sof the relevant facts. Rev. Rul. 59-60, 1959-1 C.B. 237. '

“Tn. general, FMV is determined within the framework of the. business
senterprise's worth to the most likely hypothetloal purchaser, which in this-.
ition, is assiimed to be a commercial health care corporation. The business
“kgnterprise value or going concern value is defined as the value of a company; s

-_.structure or, alternatively, as the total value of the assembled assets that
cOmprise the entlty as a going concern. See Raymond C. Miles, Basic Business

Appraisals (1 984)

Unlike many enterprise valuations, sales involving medical practices are not
~merely transfers of a controlling block of stock, but also create a new relationship
in that the selling physicians become employees or members of a Medical Group
that contracts to provide professional services to the Applicant. It is important that

the Applicant have guarantees or assurances with the selling physicians in the
form of service contracts.




If the new relationship between the Applicant and the physicians is not
clearly detailed, the enterprise valuation approach may not be appropriate.
Furthermore, unless the ongoing economic relationship between the Applicant and
physicians is clearly defined in a way to assure the Applicants of the selling
physicians' services at a determined price, the value of the transferred assets may
be speculative. |

' The valuations in several determination letter cases were reviewed by the
Office of Appeals, Office of Appraisal Services, Financial/Engineering Services
Branch ("CC:AP:AS"). That Office requested a standard appraisal or valuation
package that complied with thegsfandards.of Reév-.Rul.-59-60;- Jincludingits later -
smodification and a:mphfioatlons AAscomplete valuation under these guidelines
ooptams an executive summary; a discussion of the nature of the business and the
of the enterprise from its ingeption; the economic oytlook in general and
escondition and outlook of the specific mdustry in particular; the book value of

“the: stock, if any, or other hard assets, and the financial condition of the business,

i¢luding.at least two years of balance sheets and enumerated ﬁnancial ratios; the
earningscapacity. of the. company, supported by five years of profit and loss

';f*::sﬂtatvements the.dividend-paying capacity.of the company (if a corporation); the

Value of goodwﬂl and/or other 1ntang1bles descr1pt1ons of thc stock or

CC:AP:AS requested that one Applicant whose valuation they scrutinized
provide all recognized approaches for estimating the value of a going concern,
including income approaches, market approaches, and cost approaches. T
Iif¢pme.approaches appears to bé the most relevant, as they include the "excess
- earnings method" described in Rev. Rul. 68-609, 1968-2 C.B. 327, and approved
for 1ntang1bles valuation in Rev. Rul. 76-91. ’

A rincome approach, favored by CC AP :AS ds appropriate.in these
cases, 1s*the discounted future cash flow method." CC:AP:AS ultimately stated that

: ...;4 e

! The discounted future cash flow method of estimating
economic value has its basis in the fact that a. sum of money that
is expected to be received some time in the future has less

present value than the same amount of money in hand today. In
applying this method, the amount of projected cash flows from a
business is est:t.mated for each of a number of future years. The

estimated cash flow for each year is then discounted to determine
their present value, and the present values of estimated cash

o flows for all future years are then added to determine present




they found the'method of "discounting forecasted distributable cash flows" to be-
ost relevant approach to valuing the transfer of operating assets to an
Applicant. Therefore, the discounted future cash flows valuation generally should
receive the most attention of the valuation procedures submitted. CC:AP:AS
cautions, however, that even in those cases where the discounted future cash flow
method is -appro riate to value the enterprise being transferred, the analysis must
be based orfffgasiable assumptions as to the amount and time of the cash ﬂow
and must use a reasonable discount rate. In any event, the results of the cash flow
approach should be tested against other methods such as comparable
price-to-earnings and price to book value methods.

In addition to providing a valuation that complies with Rev. Rul. 59-60, the
Applicant should obtain and provide to the Service as part of its apphcatlon
financial statements and performance ratios of the selling entity.

(2) How Should the Medical Group be Evaluated Financially?

The Service wants to be assured the Medical Group practice that an
Applicant proposes to purchase is financially healthy. ﬁl}tsgcor}' part from
valuations, is thét the-community will not benefit if a tax exyé phoant is~
GL: ted_ even n part to "ball out" a ﬁnan(;lally weak. prlvate medlcal pracﬂce In

;es‘amate relevant risk Ievels for both the: busmess enterpnse and asset Valuatmns
ferally, the financial review consists of analyzing the balance sheet, income
statement, and financial p_erformanoe ratios of the Medical Group. Tax law
‘specialist's generally have some experience with balance sheets and income

-.: -statements but often can use guidance in the basic understanding of ﬂnan01a1

_ performanoe ratios of hcalth care orgamzauons

CC:AP:AS generally‘breaks performance ratio analysis into four ratio

value:. Finally, the residual value of the business at the end of
the period of years is estimated and this value as discounted to
its equivalent present value is then ‘added to the present value of
estimated future cash flows to determine the total present value
of the business. See Basic Business Apprailsals, supra, 262.




sections: liquidity, asset management, debt management, and profitability. Two or
three ratios are computed for each section, and at Jeast two comparative industry
ratios are given for every section.

a. Financial Performance Ratios

1. Liquidity Ratios

These ratios indicate working capital strength. A current ratio, which is
equal to current assets divided by current liabilities, is an indicator of a firm's
ability to meet operational cash flows. Working capital divided by revenues ties
the balance sheet to the income statement and is a measure of working capital
required to support revenues. Therefore, a Medical Group's liquidity ratios that
indicate a working capital position significantly below industry averages is of
concern. Although liquidity problems can stem from many sources, the Service
becomes concerned if liquidity ratios fall significantly below the industry norms.

1. Asset Management Ratios

These ratios indicate asset utilization. The average collection period ratio is
equal fo accounts receivable divided by average daily revenues; this ratio may
identify whether the firms credit policy is too loose or too tight. The net fixed
assets ratio quantifies the level of fixed assets required to generate revenues. The
total asset turnover ratio is equal to revenues divided by total assets and indicates
how effectively the assets are being used to generate revenues.

111. Debt Management Ratios

These ratlos indicate a Medical Group's leverage utilization. Dividing
liabilities by total assets reflects the creditors' claims against the assets. The debt
equity ratio represents the capital structure and the corresponding financial risk. If
the percentages are poor compared to industry averages, they could indicate the
Medical Group is in a poor position to expand and thrive without introduction of
the IDS concept. Again, a purchase of Medical Group's assets under these
conditions could create a substantial benefit to the Medical Group physicians.

iv. Profitability Ratios

These ratios show the aggregate effect of liquidify, asset management and
debt management ratios. The ratios used in this article as examples are a




combination of one numerator (pre-tax income) and two denominators (total assets
and equity). Ratios computed from total assets and from equity, respectively,
reflect profitability to all sources of capital and to the Medical Group's owners.
Again, if "top dollar" is being paid by Applicant to the Medical Group for these
assets when these ratios indicate comparatively poor profitability, the Service
could conclude that Medical Group is receiving substantial private benefit or
inurement.

B.  What Questions Should the Tax Law Specialist Ask Applicant in IDS
Cases? ' : '

The following questions offer guidance for a tax law specialist who is
working an IDS case. The list of questions is an attempt to obtain information on
issues which could affect exempt status. The topic areas of the questions may also
be helpful to revenue agents who later examine an IDS that had exemption
recognized in the past and is being audited to confirm that it operates in
- compliance with prior representations. This list is not all-inclusive and each
individual case will have specialized issues which need to be questioned.

1. The Applicant states that its individual clinics will provide charity
care. ' :

a.  Havethe Applicant submit its written policies on
' indigent-charity. care.

b.  Will the Applicant provide free care to indigent patients (those
unable to pay for care who are not covered undér any private or
government insurance programs)? What limits, if any, apply?
How will care for those unable to pay differ from care provided
to paying patients?

c. Does the Applicant adhere to Statement No. 15 of the
Principles and Practices Board of the Healthcare Financial
Management Association in all of its representations regarding

" charity care? '

2. The Applicant states that it will provide nondiscriminatory treatment
of Medicare and Medicaid patients.

a. Does the Applicant's Medicare and Medicaid pdlioy include




access to all covered inpatient, outpatiént, and diagnostic
services that are available to non-Medicare and Medicaid
patients?

b.  Ifthe Applicant's state contracts selectively with providers, will
- Applicant enter into and pursue in good faith negotiations with
its state Medicaid agency in an effort to obtain Medicaid
.contraots‘7 :

c. Will the Applicant participate in Medicaid under
' ‘fee-for-service arrangements at all of its clinic locations (as
- opposed to merely serving Medicaid patients enrolled in
managed care plans)?

d. Do all hospitals operated as part of or in conjunctibn with the
IDS serve Medicaid inpatients in a nondiscriminatory manner?

Confirm that the bylaws provide for control by persons broadly
representative of the community. Does Applicant's board meet the
20% physician-representation safe harbor the Service applies in IDS
. cases? If not, has Applicant provided additional factors to be
considered in explaining why it has a hlgher percentage of physician
or Medical Group representatlon‘?

Does the Applicant have a policy of disclosure of conflicts of
interest? Do the Applicant's by-laws include language requiring that,
in any exercise of voting rights by board members, no member shall

~ vote on dny issue, motion, resolution or other matter Wthh directly or
indirectly may inure to his or her benefit? '

Financial feasibility studies, appraisals, and evaluations normally
precede the Applicant's decision to purchase the Medical Group's
assets and create an IDS. Those materials should be requested, and
should, at a minimum, answer the following questions:

a.  What is the amount of the Medical Group's oap1ta1 reserve
‘ account?

b. | ‘What is the liquidity. ratio (the current assets d1v1ded by current
' liabilities) of the Medical Group?




C. What is the Medical Group's current working capital to revenue
ratio (working capital divided by revenues)?

d. What is the Medical Group's debt to assets ratio (total debt
d1v1ded by total assets)? ‘

e.  What is the Medical Group's long term debt to equity ratio
(total debt divided by equity)?

f. What is the Medical Group's pre-tax return on asset ratio
(pre-tax income divided by total assets)?

g What is the Medical Group's pre-tax return on equity ratio

(pre-tax income divided by equity)?

Did the Medical Group receive any other offers to purchase its group

- medical practice? Indicate how the offers differed and the amount(s)

of the proposed purchase price(s).

A significant approach to valuing the Medical Group as a business
enterprise will be the present value of discounted future cash flows.

a. In that valuation, are the cash flow projections consistent with -
the historical financial data? If there are inconsistencies (e.g.,
~ cash flows much greater, or practice expanding more quickly
than the trend of the historical data), does the valuation explain
the assumptions underlying the projections? Are they
reasonable?

b. Is the discount rate used reasonable? Is the rate used supported
by an explanation in the valuation?

If the Medical Group is going to sublease its interest in any
equipment, and some time in the future the organization will sell its
interest in the same equipment to the Applicant, have the Applicant
submit an appraisal for the equipment indicating that the rental will
be at or below fair market value. Have it also indicate that any future
purchase of equipment from this organization will be at or below fair
market value as determined by an independent appraisal.




10.

1L

12.

13.

14.

If the Applicant states that rents for the real estate shall be determined
by an appraisal, have it submit an independent appraisal indicating
the rent the Applicant pays is at or below fair market value.

If the Applicant indicates that it might purchase the real estate at fair
market value, have it submit an independent appraisal indicating the
proposed sale price will be at or below fair market value.

Prior to the IDS, was each new physician required to buy into the
medical group practice? What was the cost for a new physician to buy
in?

a. Prior to the 1DS, did the Medical Group make specific financial
arrangements with new physicians to provide for the buy-in?
~ Please explain. How does this practice differ after the IDS?

b. Prior to the IDS, how many physicians owed money either to
the Medical Group or to third parties for a buy-in? Has the IDS
resulted in the reduction or elimination of buy in debt to the
Medical Group physicians?

C. Was the buy-in a hinderance to recruiting for the Medical

Group?

Prior to the reorganization, what was the financial arrangement if a
physician retired? Approximately how much does the Medical Group
owe retiring physicians? Briefly break down the financial package.
Would the financial package include the following: the value of the

- medical practice, value of patients, value of assets, value of goodwill,

etc.?

If a partnership or corporation owns the land, buildings, and
equipment the Medical Group plans to lease or sell to the Applicant,
are any of the partners or shareholders in any way related to any
officers, directors, employees, independent contractors or managers
of the Applicant? Will they be after the transaction?

Have the Applicant indicéite, for all assets to be conveyed to it, which
assets are owned by related individuals.




15.

16.

17.

18.

19.

20.

21.

22.

Is any officer of the Applicant a present or former partner or
employee of the Medical Group?

Will members of the Medical Group be given advantaged status (i.e.,
automatic admission to the staff, preferential admitting and/or -
surgical scheduling, etc.) at any of the affiliated hospitals of the
Applicant? ‘

- Is the compensation paid to the physicians of the Medical Group

subordinate to other obligations of the Applicant, including debt
service payments?

If the Applicant will be involved in research, what type of research
will be carried on? Will the research involve questions and issues that
directly affect the Applicant's operations or will the research be
medical research involving general questions of medicine (e.g.,
treatments and cures for cancer, AIDS, etc.) with the results available
to the public?

If Applicant provides educational programs, will they be available to
the general public? This would mean that any fees charged to any
participants will not discriminate against non-Applicant patients and
the Applicant will effectively advertise these programs to the general
public. ' - : ’

If the PSA states the Applicant will renovate clinics formerly owned
by the Medical Group, have it indicate what percentage of the
renovation is repairs and remodeling versus capital improvements.

If the fees charged to the Applicant's patients will be determined
prospectively by a fee committee, determine that the committee is
independent (i.e., its physician or contractor membership constitutes a
minority of the committee).

Ifa compensation committee will establish compensation for Medical
Group physicians in the future, determine that the committee does not
contain any past or present Medical Group physicians, officers,

-shareholders and/or employees. The board should make the final

decision.
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23.  Will the projected net salaries Applicant's physicians receive from the
IDS be similar to their prior net income? If so, how is the fact that the
physicians no longer are entitled to payrnent for the use of capital

“assets reconciled?

24. Does the Foundation conduct an internship or residency program with
an accredited medical school? Please explain.

25.  Will the Foundation provide free professional courtesy medical care
to any physician or friend, associate, or relative of a physician in the
Medical Group?

5. Conclusion’
The concept of an IDS, and the Service's understanding of it, is evolving.

Therefore, each future case will bring the Service greater sophistication and, with
it, a better understanding of the tax and non-tax issues involved.






