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Overview

* Legal Issues

— The Laws and Regulations that Implicate FMV

— Regulatory Guidance on FMV

— How FMV Impacts the Defense of Healthcare Fraud

Enforcement Actions
» Valuation Issues

— Practical Application of Valuation Methodologies
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The Laws and Reqgulations In Play

Stark Laws

Federal Anti-Kickback Statute

IRS excess benefit transaction laws

State Not-For-Profit and/or Inurement Laws
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Why Does Fair Market Value Matter In Defending
Healthcare Fraud Cases?

The Stark Law prohibits physicians from making referrals for certain
“designated health services” to an entity with which they have a financial
relationship, and the entity from billing the service referred, unless the
relationship complies with an exception

— Most Stark exceptions require FMV compensation

— New “stand in the shoes” provisions of Phase Ill broaden application of direct
exceptions requiring FMV

The federal Anti-kickback Statute prohibits remuneration offered or paid with
the intent to induce referrals or to induce purchases

— Presumption that compensation outside of FMV is in exchange for referrals

— FMV necessary to satisfy many “safe harbors”

Hospitals that pay more than FMV for services can lose their tax exempt
status under IRS regulations that prohibit “private benefit”

— IRS rules for deciding whether to revoke tax-exempt status do not make any
allowance for the hospital’s good faith belief that a payment arrangement is at
FMV

CMS’s new Disclosure of Financial Relationship Reports creates new
reporting obligations requiring disclosure of compensation arrangements
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What is Fair Market Value?
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FMV According to the International Glossary of
Business Terms

“The price, expressed in terms of cash equivalents, at
which property would change hands between a
hypothetical willing and able buyer and a hypothetical
willing and able seller, acting at arms length in an open and
unrestricted market, when neither is under compulsion to
buy or sell and when both have reasonable knowledge of
the relevant facts.”




FMV According to the Internal Revenue Service
Revenue Ruling 59-60

“The price at which the property would change hands
between a willing buyer and a willing seller when the former
is not under any compulsion to buy and the latter is not
under any compulsion to sell, both parties having
reasonable knowledge of relevant facts.”
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FMV According to The Stark Statute
42 U.S.C. 1877nn(h)(3)

Value in arms-length transactions, consistent with the
general market value

— With respect to rentals or leases, the value of rental property for
general commercial purposes (not taking into account its
intended use)

— Inthe case of a lease of space, not adjusted to reflect the
addition value the prospective lessee or lessor would attribute to
the proximity or convenience to the lessor where the lessor is a
potential source of referrals to the lessee
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FMV According to Stark Il Regulations
42 C.F.R. 411.351

* “General market value”

— Price that an asset would bring, as the result of bona fide
bargaining between well-informed parties to the agreement who
are not otherwise in a position to generate business for the other
party on the date of the acquisition of the asset

— Compensation that would be included in a service agreement as
a result of bona fide bargaining between well-informed parties to
the agreement who are not otherwise in a position to generate
business for the other party at the time of the service agreement
» Price of bona fide sales for assets of like type, quality
and quantity in particular market
» Compensation included in bona fide service agreement
with comparable terms at the time
* Not determined in any manner that takes into account
the volume or value of anticipated or actual referrals
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EMV According to Stark Il, Phase |l Regulations
Physician Compensation

» Applied to physician compensation for Professional and
Administrative Services
» “Stark Safe Harbor” for hourly payments. Either:

— Less than or equal to average hourly rate for ER physician
services in the relevant market, provided at least three hospitals
providing ER services in the market, or

— Average of 50th percentile national compensation level for same
specialty (or if not identified, for general practice) of at least 4 of
6 specified surveys, divided by 2,000 hours

» Safe harbor voluntary, other valuation methodologies
also acceptable

/’“‘l
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FMV According to NEW Stark Il, Phase |ll Requlation s
Physician Compensation

* CMS eliminated the FMV safe-harbor
— CMS noted in preamble that multiple salary surveys and other
means of independent validation still represent a prudent course
of action

* Preamble drew a distinction between
— FMV pay for clinical services, and
— FMV pay for administrative work
« i.e.: You cannot pay at Brain Surgeons’ rates to change a light bulb

e This distinction may create additional challenges for the provider
community, as hospitals, physician practices and others (including
valuation experts) make decisions regarding what is (or is not) FMV
for clinical and administrative activities with little meaningful data
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Arrangements must be FMV and “Commercially
Reasonable” to satisfy Stark

» Many Stark exceptions require payment to “be commercially
reasonable even when no referrals were made” between the parties
— To be commercially reasonable, both the SERVICES and PAYMENT
must be commercially reasonable

« Commercially reasonable PAYMENTS are financial arrangements
that are equivalent to arrangements between parties who are not
dependent upon referrals

» According to the preamble

— “An arrangement will be ‘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 (or family member or group practice) of similar scope and
specialty, even if there were no potential DHS referrals.”
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Stark Exceptions Requiring Fair Market
Value/Commercial Reasonableness

Employment

Personal Service Arrangements

Fair Market Value

Isolated Transactions

Indirect Compensation Arrangements
Rental of Office Space

Rental of Equipment
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FMV According to the Anti-kickback Statute

No statutory definition
Safe harbor regulations require FMV but do not define it
OIG Guidance

1994 Special Fraud Alert

¢ “FMV must reflect an arm’s-length transaction which has not been
adjusted to include the additional value which one or both of the
parties has attributed to the referral between them

OIG Compliance Guidance for Individual and Small Group Practices
(2000)

¢ “The OIG’s definition of FMV excludes any value att  ributable to the
referrals of Federal program business or the abilit  y to influence the
flow of business. Adhering to the rule of keeping business
arrangements at FMV is not a guarantee of legality, but is a highly
useful general rule.”
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FMV According to AKS Lease Safe Harbor

» Per Safe Harbor
— No Single Figure
— Range of rental fees within reasonable commercial range
— Not taking into account value attached by either party based on
proximity or convenience to referral source
— May consider cost of leasehold improvements
— Preamble -- “Hospitals that give rent concessions to staff

physicians leasing private office space may not fall within the
safe harbor.”
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EMV According to OIG AKS Special Fraud Alert --
Leases

* Rental of Space in Physician Offices (2000)

* Factors:
— Whether any rent appropriate
— Payment at FMV

— Payment for premises of size and time reasonably necessary for
commercially reasonable business purpose of supplier

— Not in excess of rate paid by physicians in primary lease space

— Prorated based on exclusive office space, interior office common
space, building common space
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Practical Application of Valuation
Methodologies
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Common Healthcare Industry Transactions

» Acquisitions
— Acquisition of some or all of a business interest by or from a DHS entity

— Joint venture transactions with DHS entities involving the acquisition or
disposition of a business interest

— These typically result in what is termed a CONCLUSION OF VALUE report
« Compensatory arrangements

— Direct employment

— Medical director agreements

— Personal or management services agreements

— On-call coverage agreements

— Space or equipment leases

— Agreements for the provision of billing, nursing, or other staff services

— These typically result in what is termed a REASONABLENESS OPINION
report
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Which Definition of Fair Market Value is the Correc t
Definition?

The answer is “each” of them in the right setting

— Outside of Healthcare, the International Glossary of Business
definition usually applied

— Within Healthcare, the Stark 1l definitions (as supplemented by
Anti-kickback Statute guidance) usually applied

— Within Tax related and Not-For-Profit matters Internal Revenue
Service Revenue Ruling 59-60 usually applied

— In any dealing with Not-For-Profits, all 3 usually apply
* In most cases, each is a further refinement of the other
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What Approaches or Methods are Deemed
Appropriate?

According to CMS in commentary to Stark regulations:

“Ultimately, fair market value is determined based on facts and
circumstances.”

» “The appropriate method will depend on the nature of the
transaction, its location, and other factors.”

* “Because the statute covers a broad range of transactions, we
cannot comment definitively on particular valuation methodologies.”

» CMS will accept any method that is commercially reasonable and
provides evidence that compensation is comparable for item or
service in the market in arm’s-length transactions by parties not in a
position to refer
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Do | Need an Appraiser to Determine
Fair Market Value?

* No!
— CMS nor IRS requires the use of an Appraiser (termed Valuator when
involving the valuation of non-realty or Tangible Personal property)

» Fair Market Value Valuations by an Appraiser may establish intent,
but do not guarantee the value is sustainable
— Per CMS: “Although a good faith reliance on an independent valuation

(such as an appraisal) may be relevant to a party’s intent, it does not
establish the ultimate issue of the accuracy of the valuation figure itself.”

» But be careful when relying only on internally-generated data

— Per CMS: “However, while internally generated surveys can be
appropriate as a method of establishing fair market value in some
circumstances, due to their susceptibility to manipulation and absent
independent verification, such surveys do not have strong evidentiary
value and, therefore, may be subject to more intensive scrutiny than an
independent survey.”
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What Are the Approaches Used in Valuations?

e Cost
« Market
* |ncome
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Cost Approach

e Various Popular Methods Are Prevalent in Establishing a Cost
Approach
» Asset accumulation method (sometimes called the discrete
revaluation method)
— Qualifies FMV as the aggregate of all the practice assets
— Requires a discrete appraisal of “each” category of the practice assets

» Collective revaluation method (often called the capitalized excess
earnings method)
— Attempts to quantify the practice’s incremental value over and above the
book value of the recorded assets

— Net tangible assets are revalued to their fair market value.
» Supplies on hand
« Accounts receivable
« Tangible personal property and equipment

— Plus the capitalized excess earnings is used to value the practice’s
intangible asset value (a.k.a., the IRS or Treasury Method)
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Market Approach

» Measures value based on prices paid in “a particular” marketplace
for similar assets
« Projections and estimates, a necessary part of the income
approach, are not used
¢ The only subjective component of this approach involves
determining appropriate adjustments for comparability
» Building, Real Estate and Leases
« The market approach is an excellent technique to value buildings
and real estate (including leases)
e The valuator visually inspects comparable properties to better
evaluate their comparability to the subject property

« A final fair market value is determined using impartial data based on
the actual sales of comparable buildings and real estate in the
community
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Market Approach (contd)

» The market approach is also used to determine the value of a whole
business
— In a market approach, a meaningful (though approximate)
comparison must be made of the seller’s business to similar
businesses
« For reasons primarily due to the nonexistence of information on

comparable sales, it is often difficult to find appropriate proxies to
estimating the value of most intangibles

* When the intangible is to be estimated as part of an estimate of the
complete medical practice, it is almost always necessary to resort to
one of the other approaches, most often the income approach
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Income Approach

* The income approach focuses on incorporating the
specific operating characteristics of the seller's business
into an earnings/cash flow analysis

— Discounted Cash Flow ("DCF") and Excess Earnings are two
methodologies often used.

* The DCF method is by far the most common methodology seen in
appraisals of Healthcare Entities.
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Compensation for Personal and Administrative Servic es

» Valuation consultants often issue a “Reasonableness Opinion”

— An opinion typically given by compensation consultants as to whether or
not the economic consideration offered in exchange for services
rendered is fair market value from a financial point of view

* Includes

— Compensation levels paid by similarly situated parties

— For functionally comparable positions

— Given the availability of similar services within the geographic area

— For services by similar parties competing for the same or similar
services to that which is being offered

— Must not be determined in any manner that takes into account the value
or volume of referrals or other business generated among the parties

» Challenge: ldentifying appropriate comparables for administrative
services, given CMS’s concern that an hourly rate for clinical work
may not be FMV for administrative work performed
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Definition of Reasonableness Opinion

For the definitional purposes of the term “reasonab  leness opinion” we
propose to use the use the following definition:

« Reasonableness Opinion:  An opinion typically given by compensation
consultants, as to whether or not the economic consideration offered in
exchange for property transferred or services rendered is at fair market value
from a financial point of view.

« In the case of compensatory arrangements, it includes, but is not limited to,
compensatory levels paid by similarly situated parties, for functionally
comparable positions; given the avalilability of similar services within the
geographic area of the applicable parties; for property or services offered by
similar parties competing for the same or similar services or property to that
which is being offered.

And as used in Healthcare Reasonableness conclusion s we add:

* Also, such consideration must not be determined in any manner that takes
into account the value or volume of referrals or other business generated
among the parties.
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Issues Addressed in A Reasonableness Opinion
(and a Great Checklist for any PSA)

Does the compensation represent fair market value in an arm’s-length
transaction for the items and services?
Could the hospital obtain the services from a non-referral source at a
cheaper rate or under more favorable terms?
Does the remuneration take into account, directly or indirectly, the value or
volume of any past or future referrals or other business generated between
the parties?
Is the compensation tied, directly or indirectly, to Federal health care
program reimbursement?

Is the determination of FAIR MARKET VALUE based upon a reasonable
methodology that is uniformly applied and properly documented?

— If fair market value is based on comparables, ensure that the market

rate for the comparable services is not distorted

Is the compensation commensurate with the fair market value of a physician
with the skill level and experience reasonably necessary to perform the
contracted services?

Were the physicians selected in whole or in part because of their past or
anticipated referrals?
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Documentation That Supports
Fair Market Value Compensation

Outside consultant opinion/valuation

Internal computations based on objective sources
Fully documented written agreement

— Signed, dated, current

Documentation of performance

— Time logs/coverage schedules/reports/work product

Review and approval of performance documentation to
ensure required services performed

Accounting controls to ensure proper documentation is
received and approved prior to payment
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IRS Incentive Compensation Factors

2000 CPE: Schedule C: Physician Incentive Compensation
stresses that the following factors must be analyzed to determine
whether an arrangement violates the proscriptions against

inurement/private benefit:

Whether the arrangement was established by an independent
board in compliance with an appropriate conflicts of interest
policy.

Whether the total compensation is reasonable.

Whether there is an arm’s-length relationship between the
organization and the physician, or whether the physician
participates impermissibly in the management or control of the
organization in a manner that affects the compensation
arrangement.

Whether there is a ceiling or reasonable maximum on the
compensation to protect against substantial windfall benefits.
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IRS Incentive Compensation Factors (cont’d)

Whether the compensation arrangement has the potential to reduce
charitable services or benefits.

Whether the compensation arrangement takes into account quality of
care and patient satisfaction.

If net revenue based, whether the arrangement accomplishes
charitable purposes.

Whether the arrangement transforms the activity of the organization
into a joint venture, or is a device to distribute profits to persons in
control.

Whether the arrangement serves a real and discernable business
purpose, such as to achieve maximum efficiency and economy in
operations, that is independent of any purpose to operate for the
benefit of physicians.

Whether there are controls against abuses or unwarranted benefits.

Process. The 2004 CPE — Health Care Provider Reference Guide
provides that a process that reviews compensation studies of
similarly situated employees provides an appropriate process to
assure reasonable compensation
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Real Estate Valuation Issues

Stark adds to the definition of FMV in Real Estate — Commercially
Reasonable:
— Is the hospital or other provider establishing rental rates in amounts

sufficient to generate positive cash flows and a rate of return consistent
with i) risk and ii) other local real estate investors?

Litmus Test

— Commercially Reasonable = (Amortized Cost of Building + Interest +
Expenses) — Rent Receipts = x % [should produce a market
reasonable rate of return]

Another Test:

Annual Rental (All in) divided by FMV R/E = x % [should produce a
market reasonable cap rate] Ex: 7 2%
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Real Estate Valuation Issues

Tenant Improvements (Tl) — keep Tl and CAM at fair
market value.
— If client provides enhanced tenant improvements, lessee might:
» Pay up front
 Prorate with lease payments with interest.
Leasing costs should be counted
Amenities (parking, Security, Internet, etc.)
Total Cost (Drafting, Construction, Land, Financing,
Taxes, Janitorial, Legal, etc.)
Quiality of Building — Class A, B or C Building
“Gross Lease” (sometimes called Full Service Lease)
versus triple net (The difference is usually the CAM)
— Be sure to compare apples to apples

www.hcca-info.org | 888-580-8373 34
GTR

17



Real Estate Valuation in In Shared Space Settings

» Valuators must often allocate space yet consider all
costs.
— Rental of space (Half or Full Day Sessions)
— Vacancy Rate (Project 20% vacancy?)
— Supplies
— Utilities
— Staff (Registration, nursing, etc.)
— Equipment

www.hcca-info.org | 888-580-8373 35
GTR

Equipment Leasing Arrangements

» Determine whether the equipment will be used exclusively by lessee
or shared between multiple providers.

» If leased exclusively, comparables from third party leasing
companies should be obtained
— Call and obtain quotes
— If unable to obtain a quote from a third party leasing company,

valuator could determine the useful life of the equipment and
reasonable rate of return for lessors of equipment

Example:

Equipment valued at $100,000, with a useful life of 7 years
and $5,000 salvage value, and a commercially reasonable
rate of return of 30%, produces an annual lease rate of
$13,571.

www.hcca-info.org | 888-580-8373 36
GTR

18



Equipment Leasing Arrangements — Per Click

If the equipment is not going to be used exclusively by the lessee,
either a daily, hourly or per click lease rate should be developed.

Quote from third party leasing company

If unable to receive third party quote, using the same methodology
as used in the exclusive use example may be appropriate

Example:

$13,571 (annual rate including 30% rate of return) divided by 260 days
= $68 daily rental rate.

Caution: This does not include any additional services lessor needs
to provide to transport equipment or to make equipment available to
lessee (i.e., films, technician, etc.)
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