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The Hospitals and Health Systems Practice Group published an article on fair 
market valuation issues in physician practice acquisitions in the May 2011 issue. 
Recognizing that there are issues on which reasonable valuators can differ in the 
valuation process and to benefit our membership and to further discussion, we are 
pleased to publish the following article, which presents another viewpoint on the 
topic.

Introduction—Framing the Practice Intangibles Issue
Throughout the United States, physician practice acquisition activity has 
increased significantly, driven largely by ongoing uncertainties resulting from 
healthcare reform, declining reimbursement from Medicare, and a desire by 
hospitals and health systems to bolster integrated delivery models and achieve 
greater physician alignment and integration, to enhance patient care and reduce 
costs. With the increase in acquisition activity, appraisers have been challenged 
to find a solution to a valuation conundrum where the regulatory framework for 
practice acquisition may seem to be contradictory to the real world consider-
ations that drive fair market value (FMV) and the acquisition process. Recently 
there have been several articles written on this topic, and from these articles it 
is clear that even highly qualified, healthcare-focused appraisers have divergent 
positions on how to properly value physician practices.1 

The central argument among appraisers regarding physician practice valuation 
is whether or not intangible value (i.e., value in excess of the value of tangible 
assets) can exist in the absence of a positive income stream that fully supports 
the intangible value. The continuum of positions on this subject include the 
most conservative valuation practitioners arguing “no positive income stream, 
no intangible value,” and the most aggressive practitioners arguing that signif-
icant intangible value can, and does, exist regardless of the level of projected 
income (or loss) of the practice. It is our position that the correct stance lies 
somewhere in between, and the focus of this article is to address the deficien-
cies in the arguments held at either end of the spectrum, while advocating a 
well-reasoned middle ground. 

Regulatory and Case Law Environment
As a prelude to any substantive discussion on the appropriate methodolo-
gies for physician practice valuation, we must first appreciate the underlying 
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regulatory environment governing appraisals in the healthcare 
industry. Transactions in the healthcare industry are subject to 
much greater restrictions than those found in other industries, 
and appraisers must develop their analyses in a manner that 
comports with these regulations. This is a result primarily of three 
key federal laws: (1) the Anti-Kickback Statute;2 (2) the “Stark” 
Law;3 and (3) the Internal Revenue Service doctrine regarding 
“private inurement” or “private benefit.”4 Each of these key laws 
requires compensation paid under most compliant transactions to 
be consistent with FMV, which is often specifically defined, and 
can vary depending on the particular regulation. For example, 
as discussed in greater detail below, the Stark definition of FMV 
varies from the traditional definition used in other industries. 
Other laws may impact healthcare transactions as well, such as 
the False Claims Act5 or various state laws. Furthermore, each 
of the key laws above is supplemented by advisory opinions 
and other commentary and guidance provided by the govern-
ment agencies charged with carrying out the particular laws, as 
well as case law interpreting the laws. For example, the Office 
of Inspector General (OIG) has issued guidance to hospitals 
stating compliant transactions with physicians will generally have 
compensation consistent with FMV, and when compensation 
is not consistent with FMV, it may be evidence of an improper 
inducement.6

Several recent federal court cases have interpreted or involved the 
FMV standard under the Stark Law. The facts of these cases are 
often complex and will not be recited here. However, the cases 
illustrate a few themes about how the complexities of the Stark 
Law have been handled. In particular, courts have stated that an 
arm’s-length negotiation between the parties to a transaction does 
not, by itself, mean that compensation is consistent with FMV.7 
Further, while the complex Stark regulations have been explained 
by CMS in lengthy commentary and guidance provided concur-
rently with issuance of the regulations, courts have been mixed 
in their willingness to rely on CMS guidance and commentary 
to interpret the meaning of the regulations.8 Finally, the govern-
ment (including both OIG and the U.S. Department of Justice) 
has signaled that it is willing to litigate the issue of FMV when it 
disagrees with the parties’ determination of FMV, and a few recent 
cases have involved testimony from competing valuation experts.9

The Key Definition—“Fair Market Value”
The term “fair market value” is a widely recognized and well-
defined term of appraisal practice, first formally defined in the 
Internal Revenue Service Revenue Ruling 59-60, and further 
refined in the International Glossary of Business Valuation Terms 
published in 2001. The International Glossary definition is 
currently accepted by the prevailing professional organizations for 
business valuation including the American Society of Appraisers, 
National Association of Certified Valuation Analysts, American 
Institute of Certified Public Accountants, Institute of Business 
Appraisers, and the Canadian Institute of Chartered Business 
Valuators. The International Glossary defines fair market value as:

[T]he price, expressed in terms of cash equivalents, at 
which property would change hands between a hypo-

thetical 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. (emphasis added)

In the healthcare industry, fair market value is a specifically 
defined term in the Stark Law and regulations as follows:

[T]he value in arm’s‐length transactions, consistent 
with the general market value. ‘General market value’ 
means the price that an asset would bring, as the result 
of bona fide bargaining between well-informed buyers 
and sellers who are not otherwise in a position to generate 
business for the other party; or the compensation that 
would be included in a service agreement, 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 acquisition of the asset or at the time of the service 
agreement. (emphasis added)10

CMS provided additional clarity with the following guidance 
in the commentary to the Stark II Phase II regulations, stating 
that, “Moreover, the definition of ‘fair market value’ in the statute and 
regulation is qualified in ways that do not necessarily comport with the 
usage of the term in standard valuation techniques and methodologies.” 
The guidance goes on to qualify this statement with an example 
hinting at the possible inapplicability of a market approach, by 
stating, “For example, the methodology must exclude valuations where 
the parties to the transactions are at arm’s-length but in a position to 
refer to one another.”11 

OIG has also voiced concerns regarding the proper interpretation 
of fair market value in healthcare, stating: 

When considering the question of fair market value, we 
would note that the traditional or common methods of 
economic valuation do not comport with the prescrip-
tions of the anti-kickback statute. Items ordinarily 
considered in determining the fair market value may be 
expressly barred by the anti-kickback statute’s prohi-
bition against payments for referrals. Merely because 
another buyer may be willing to pay a particular price 
is not sufficient to render the price paid to be fair market 
value. The fact that a buyer in a position to benefit from 
referrals is willing to pay a particular price may only 
be a reflection of the value of the referral stream that is 
likely to result from the purchase. 

Accordingly, when attempting to assess the fair market 
value (as that term is used in an anti-kickback analysis) 
attributable to a physician’s practice, it may be necessary 
to exclude from consideration any amounts which reflect, 
facilitate or otherwise relate to the continuing treatment of 
the former practice’s patients. This would be because any 
such items only have value with respect to the on-going 
flow of business to the practice. It is doubtful whether 
this value may be paid by a party who could expect to 
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benefit from referrals from that ongoing practice. Such 
amounts could be considered as payments for referrals. 
Thus, any amount paid in excess of the fair market value 
of the hard assets of a physician practice would be open to 
question.12 (emphasis added) 

OIG’s cautionary statements on physician practice valuation are 
reminiscent of the famous words used by Justice Potter Stewart as 
he tried to explain his position on obscenity, stating “I shall not 
today attempt further to define the kinds of material I understand 
to be embraced. . . . but I know it when I see it. . . .”13 Whereas 
government guidance is rarely straightforward and explicit in its 
intent, the Stark regulations do make clear that regulators will 
consider a range of methods of determining FMV, and the appro-
priate method will depend on the nature of the transaction.14 
Each of the concepts found in the definitions of FMV above influ-
ences the selection and application of the valuation approach(es) 
used by the appraiser to value a physician practice. 

Overview of Business Valuation
There are three generally accepted approaches to valuing a busi-
ness or business interest, which can broadly be defined as follows:

• Income Approach—A general way of determining a value indi-
cation of a business, business ownership interest, security, or 
intangible asset using one or more methods that convert antici-
pated future economic benefits into a single present amount.

• Market Approach—A general way of determining a value 
indication of a business, business ownership interest, security, 
or intangible asset using one or more methods that compare 
the subject to similar businesses, business ownership inter-
ests, securities, or intangible assets that have been sold.

• Asset (or Cost) Approach—A general way of determining a 
value indication of a business, business ownership interest, 
or security using one or more methods based on the value or 
cost of the assets.

No single valuation approach is appropriate in all situations, and 
when considering the relevance of each approach in arriving at 
a final conclusion of value, the appraiser must consider many 
factors. According to Rev. Ruling 59-60, Section 3.01, “A determi-
nation of fair market value, being a question of fact, will depend upon 
the circumstances in each case. No formula can be devised that will 
be generally applicable to the multitude of different valuation issues 
. . . Often, an appraiser will find wide differences of opinion as to the 
fair market value of a particular stock. In resolving such differences, 
he should maintain a reasonable attitude in recognition of the fact that 
valuation is not an exact science. A sound valuation will be based upon 
all the relevant facts, but the elements of common sense, informed 
judgment and reasonableness must enter into the process of weighing 
those facts and determining their aggregate significance.”

This is further supported by the IRS CPE Texts on Medical Prac-
tice Valuation, of which the 1996 text states the following:

The factual assumptions upon which a valuation is 
based should be reviewed carefully to ensure that 
they are realistic, and if the valuation uses the income 

approach, it should be confirmed, if possible, by the 
cost and market approaches. Requiring that multiple 
approaches be used is consistent with the statement 
in Revenue Ruling 68-609, supra, that the formula 
[income] approach may be used for determining the 
fair market value of intangible assets of a business only 
if there is no better basis therefore available. 

Though one valuation approach may be found to be more appro-
priate in a particular situation, advocating a single approach to 
the exclusion of the others is not consistent with the standards of 
professional appraisal practice. 

Thesis—Excluding Approaches Outright is 
Flawed and Unnecessarily Limiting
Recent articles regarding physician practice valuation argue 
that the Income Approach is the only valid methodology in 
determining a practice’s value and that the use of the Cost 
Approach has no supportable argument. This is simply incor-
rect. As indicated above, a competent appraiser will consider all 
approaches, and no one valuation approach will be appropriate in 
all circumstances. Professional appraisal practice is by necessity 
a process that requires application of financial theory combined 
with sound judgment and commercial reasonableness. Too often, 
appraisers try to focus on absolutes in an attempt to create defen-
sible positions devoid of subjectivity. Not only does this render 
the appraisal process impotent, but this also undermines the 
economic reality of the hypothetical negotiation the appraiser is 
attempting to replicate under the FMV standard. 

As suggested at the beginning of this article, the heart of the 
valuation issue for physician practices is the identification and 
assignment of value to intangible assets. An intangible asset is 
defined by the International Glossary 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.” We will use the term “intangible asset” as separate 
and distinct from “goodwill,” the latter being a specific category 
of unidentified intangible asset that derives its existence from the 
surplus income above and beyond reasonable returns on identifi-
able assets. 

According to Valuing a Business,15 there are multiple characteris-
tics that give rise to the value of an intangible asset. In this 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 (emphasis added).

• 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.”
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It is important to note that this definition specifically draws 
reference to the creation of income (Income Approach) or the 
avoidance of cost (Cost Approach). Moreover, Pratt’s text goes on 
to suggest that certain intangible assets lend themselves to the use 
of the Cost Approach, and the chapter dedicates two pages of text 
to the use of this approach for intangibles. According to Pratt’s 
text, “The cost approach provides a systematic framework for 
estimating the value of an intangible asset based on the economic 
principal for substitution. 

A prudent investor would pay no more for a fungible intangible 
than the cost that would be incurred to replace the subject with a 
substitute of comparable utility or functionality.”16 

From the above it should be clear that multiple characteristics may 
give rise to the existence of intangible value. Why then is there 
such disagreement among appraisers as to the existence and means 
by which to quantify intangible value in physician practices? In our 
opinion there are three primary sources of ongoing confusion:

Issue 1—Ambiguity in the Healthcare 
Regulations
As discussed, the regulatory environment for healthcare is 
highly complex, and includes provisions that may be contrary 
to standard valuation techniques used by appraisers. For many 
appraisers, the fear of regulatory risk has led to a desire for rule-
based decision-making that eliminates the possibility of having 
their judgment impugned. Examples of rule-based decision-
making include comments such as “physician practices have 
no value beyond tangible assets,” or “the income approach is 
the only method to value physician practices.” Regrettably, this 
mindset undermines the valuation process by eliminating its most 
important aspect—thoughtful analysis. Valuation analysis neces-
sarily requires analytical thinking. As quoted earlier, “No formula 
can be devised that will be generally applicable to the multitude of 
different valuation issues . . . valuation is not an exact science. A sound 
valuation will be based upon all the relevant facts, but the elements of 
common sense, informed judgment and reasonableness. . . . ” 

Though OIG and other regulatory bodies warn that any value in 
excess of tangible assets is subject to challenge, it is unlikely that 
there will come a time where the valuation methods used by an 
appraiser will be prescribed in a one-dimensional framework. 
Until further clarification is given, it is important that appraisers 
continue to explore multiple approaches and support each with 
legitimate and reasonable assumptions.

Issue 2—Despite Contrary Claims, IRS CPE Texts 
Clearly Contemplate Use of the Cost Approach
Among the guidance relied upon by healthcare focused appraisers 
is the IRS CPE texts, which addressed the issue of FMV from 
the IRS perspective. We agree that these texts contain informa-
tive guidance for the valuation of physician practices, but care 
should be used to consider these texts holistically, including their 
context, time period, and purpose. Unfortunately, some 

appraisers in the healthcare industry have selectively used these 
texts to support their narrow views on valuation. A summary of 
guidance found in these texts is listed below:

• “Under the Service’s current published rulings, the FMV of the 
assembled assets that comprise an entity as a going concern 
may include the value of the entity’s intangible assets. Intan-
gible assets include medical records, covenants not to compete, 
HMO contracts, other contracts, trademarks and trade names, 
and goodwill.” 

• “In general FMV is determined within the framework of 
the business enterprise’s worth to the most likely hypothetical 
purchaser, which in this situation, is assumed to be a commercial 
health care corporation.” (emphasis added)

• The IRS requests that “the valuation provide all recognized 
approaches for estimating value, including the income 
approach, market approach and cost approach.”

• The IRS found the discounted cash flow (DCF) method to be 
the most relevant approach to valuing the transfer of oper-
ating assets to an applicant, but cautioned that when using 
the DCF “the analysis must be based on reasonable assump-
tions as to the amount and time of the cash flows 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 price-to-earnings and price-to-book value methods.”17

• “The last method for estimating value, the cost approach, 
measures value by determining the cost to replace or repro-
duce and asset, less an allowance for physical deterioration 
or obsolescence. . . Intangible assets, if any, are typically not 
valued under this method unless their value can be estimated 
reasonably. However, the cost approach can be used as a valua-
tion method for computer software, patient records and files, and 
assembled workforce.”18 

• “A well trained, organized and efficient work force is a valuable 
asset in any business.” The use of the cost approach is based on 
the premise that for a potential buyer to re-create the particular 
practice it has to hire and train a similar work force.

• “The concept of an integrated delivery system, 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.”

A key take-away from the above is that the IRS recognized that its 
position on practice valuation was evolving, and appraisers should 
be open to the reality that such an evolution is continuing to this 
day. Whereas these texts remain informative fifteen years later, 
appraisers must also consider the vast body of knowledge that has 
been created since their publication. It should also be clear from 
the above that the IRS recognized that all three valuation method-
ologies should be explored and considered in the valuation of a 
physician practice. There is no “one size fits all” in valuation. More-
over, the IRS gives specific reference and credence to the idea that 
intangible assets such as workforce-in-place may be valued under 
the Cost Approach, which will be explored further below. 
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Issue 3—Lack of Understanding of Financial 
Theory and Misapplication of Valuation 
Principles
We have seen several opinions from experienced appraisers indi-
cating a very narrow understanding of the real world drivers of 
FMV and the financial theory used to support valuation models. 
The following is a discussion of some of the more salient opinions 
and the counter arguments to each.

Income Approach for Physician Practices

As described earlier, the Income Approach estimates value by 
drawing reference to the future economic benefits expected to 
be generated by the business. This is typically accomplished 
through the use of a DCF model that projects the earnings of 
the business over a discrete period, frequently five years, then 
discounts these cash flows to present value at a risk-adjusted rate 
of return. Though an examination of the financial theory behind 
this approach is beyond the scope of this article, there are essen-
tially two key elements in the DCF model: (1) the projected cash 
flow; and (2) the rate of return used to discount the cash flow 
to present value. As with all valuation methods, these two core 
components are subject to significant manipulation by appraisers, 
and small changes in underlying assumptions can result in mate-
rial changes in the indicated value. The IRS recognized the ease of 
manipulation of cash flow assumptions and discount rates by the 
appraiser in the CPE texts, specifically cautioning that “the anal-
ysis must be based on reasonable assumptions as to the amount 
and time of the cash flows 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 price-to-earnings 
and price-to-book value methods.”19

One position being advocated currently is that a physician prac-
tice can only have intangible value if there is a supportive level of 
positive cash flow (i.e., value determined using a discounted cash 
flow model). The authors do not agree with this position, largely 
due to the fact that this is an oversimplification of valuation 
theory and incongruent with the actual financial model observed 
for physician practices. 

The primary challenge in applying the Income Approach to 
physician practices is the business model and mechanism for 
physician earnings. Most independent physician practices pay 
100% of the available profit (i.e., cash flow) to their owners in 
the form of compensation including salaries, benefits, bonuses, 
and/or distributions.20 When valuing a physician practice, post-
acquisition compensation must be accounted for in the valuation 
model. Accordingly, there are only three mechanisms by which a 
practice using this business model will generate sufficient future 
profit to support a value under the Income Approach:

• The model assumes the physicians take a pay cut, and the 
reduction in pay creates a profit;

• The model assumes the physicians take a pay freeze, and the 
business will achieve growth and attain cost efficiencies that 
will result in a profit; or

• The model assumes the practice’s ancillaries are carved out 
and valued separately, and the resulting loss associated with 
the professional practice is “ignored.”

Each of these three mechanisms has questionable economic 
reality and is subject to manipulation on the part of the appraiser. 
From a practical standpoint, advocating the Income Approach 
as the only means to value a physician practice is tantamount to 
saying that physician practices have no value beyond tangible 
assets. Though this may be true in some cases, especially for 
smaller practices, it is difficult to argue that larger physician 
groups have no value beyond their furniture and equipment. 

One of the arguments advanced by the “DCF only” appraisers is 
that no rational investor would pay for an asset that generates no 
income. This is an oversimplification, and a more correct position 
would be that no investor would pay for an asset that generates 
no economic benefit. As previously mentioned, this economic 
benefit may be in the form of income or a cost decrement. Math-
ematically, the avoidance of a loss is equally as valuable as the 
attainment of income in the same magnitude, and would result 
in the same value under an income approach. In many cases the 
value of a physician practice may not stem from the income it 
generates, but the losses that might otherwise be avoided by a 
purchaser looking to start or expand a physician practice. There 
are also valid and commercially reasonable non-financial moti-
vations for these acquisitions, which include community need, 
anticipated physician shortages, development of an Accountable 
Care Organization, etc. 

Though a legitimate expectation of positive cash flow would 
certainly support intangible value, there are at least as many 
arguments against using the DCF method/Income Approach for 
physician practice valuation as there are for it. And while we 
are not aware of any regulatory guidance specifically mandating 
the use of the Income Approach to value practices, we are aware 
of regulatory guidance cautioning against the use of the DCF 
method in certain settings, as mentioned previously.21 By advo-
cating the use of DCF only, one argues that other methods for 
valuation are either inapplicable, overly risky, and/or in violation 
of regulatory guidance. This is simply not correct. 

Asset (or Cost) Approach Generally

The Asset or Cost Approach is recognized as a valid and appro-
priate methodology for physician practice valuation in the 
1996 IRS CPE text, which explains that the concept behind this 
approach is that a purchaser has the immediate use of an accu-
mulation of assets that allows the purchaser the ability to walk 
into a business and operate it immediately. This text specifically 
details the use of the Cost Approach to value assembled work-
force, stating, “A well trained, organized, and efficient work force is a 
valuable asset in any business . . . The use of the cost approach is based 
on the premise that for a potential buyer to re-create the particular 
practice it has to hire and train a similar workforce; that hiring/
training process has identifiable costs—for recruitment, orientation, 
training and lost salary—that form the basis of the valuation process.” 
The text continues, “Medical Practices have going concern value. 
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The buyer of an existing practice purchases a turnkey operation and 
receives immediate value from the assembled workforce and other 
assets needed to operate the business.” The authors agree.

Appraisers frequently identify and value intangible assets in 
physician practices. These include, among others, workforce-
in-place, trade names, and patient charts. It has been argued 
that there is a continuum of risk as it pertains to these intan-
gible assets, with the most “risky” intangible asset in a physician 
practice being the workforce.22 We believe this is contrary to logic 
and reality, and in fact, the physician workforce is often the most 
valuable asset of a practice and the most difficult to replace or 
recreate. Because a discussion of the application and risks of valu-
ation methodologies to each of the intangible assets listed above 
is beyond the scope of this article, the authors will focus on the 
specific issue as it applies to the asset of workforce-in-place. 

Workforce-in-Place

A well trained, organized, and efficient workforce is a valuable 
asset in any business. This is particularly true for service-centric 
businesses, such as physician practices, where the vast majority 
of value is derived from human capital. Assignment of value to 
the workforce-in-place is not a violation of the concepts of FMV, 
commercial reasonableness, or valuation theory, and as previously 
demonstrated the IRS CPE text makes specific reference to the 
value of this asset and suggests the Cost Approach is the preferred 
method for its appraisal. Though proponents of the “DCF only” 
approach rightfully disclaim that workforce may have no value 
“when no legal right exists,” this is rarely the case in physician 
practice acquisitions. Regrettably, the article offers no valuation 
technique for the scenarios where legal rights do in fact exist. The 
authors agree that in order for the workforce to have assignable 
value, it must be secured by a valid legal or contractual right. This 
is nearly always the case in physician practice acquisitions where 
the employment contracts signed by the physicians include non-
competition, non-solicitation, and/or claw-back clauses, among 
other rights. As described further below, it is our position that the 
value of the workforce-in-place is tantamount to ascribing value 
to those key protections found in the physicians’ post-transaction 
employment contracts. Like the other intangible assets described 
above, the value associated with the workforce-in-place may 
already be manifest in physician compensation in some instances. 
We will explore that concept further in the next section. 

In the estimation of the FMV of workforce-in-place, a valuator 
can draw reference to current wages and benefits, third-party 
recruiting surveys, and discussions with the subject physician 
practice and potential buyer (most often a hospital or health 
system) regarding historical hiring and training practices. Consid-
eration can be given to the historical turnover and retention 
rates experienced at the subject physician practice, as well as the 
potential for ongoing turnover due to the age of the individual. 
We believe that the conceptual framework for assigning value to 
the workforce-in-place is equally valid and appropriate for both 
physician and non-physician staff.

Adding up the items discussed above results in the unadjusted 
value of each physician member of a particular workforce-in-

place. In order to arrive at the FMV of the workforce, various 
adjustment factors can be applied to account for historical 
turnover rates, excess staffing, proximity to retirement, and other 
obsolescence factors that may reduce the unadjusted values. Like 
the DCF Method, care must be used to ensure that the assump-
tions underlying the cost approach are reasonable and consistent 
with the FMV standard. When properly applied, the assignment 
of value to workforce-in-place is a valid and defensible approach 
for physician practices. 

Compensation Offset

A challenge with applying the Cost Approach to physician prac-
tices is that, unlike the Income Approach, the Cost Approach does 
not have a direct mechanism by which to account for post-acqui-
sition compensation of the physicians. Generally, the post-acqui-
sition compensation for physicians must be accounted for in the 
business value. This was affirmed in Derby v. Commissioner,23 where 
the Tax Court concluded that the “intangible assets functioned as 
leverage in the negotiations and that their transfer resulted in an 
increase in the total [compensation] received in the transaction.” 
In simpler terms, the same economic benefit cannot be manifest in 
both purchase price and post-acquisition compensation.

Under the Income Approach, increases in post-acquisition 
compensation can be incorporated into the projection model 
directly, which will translate into a reduction in forecasted profits 
for the business and hence, a reduction of value under this 
approach. The Cost Approach is unaffected by these changes. 
Because the Cost Approach does not specifically account for 
these changes, increases in compensation must be accounted for 
through a supplemental calculation. 

To determine the compensation offset, the difference in the 
historical compensation and the proposed compensation is 
determined over the initial employment period, typically three to 
five years. The sum of this increase in compensation, adjusted for 
present value as appropriate, is then offset against the intangible 
value previously determined. In some instances the post-acqui-
sition compensation is sufficient to eliminate all of the intangible 
value that might otherwise be paid, in which case only the value 
of the tangible assets will be paid. 

Concluding Remarks
In summary, the authors advocate the following position on practice 
valuation:

• The appraiser should consider all three approaches to 
valuation in each assignment. There are usually few, if any, 
comparable market transactions and therefore, reliance can 
be placed on the Income and Cost Approaches to valuation in 
forming conclusions.

• When applying the DCF method, no consideration should 
be given to any of the synergistic benefits to the buyer such 
as provider based billing, shared overhead, etc. However, the 
organic opportunities that exist for the practice in the absence 
of a transaction such as expected growth, cost containment, 
etc. can be considered.
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• When applying a Cost Approach, value should be assigned 
only to the intangible assets that stem from a legal or contrac-
tual right, or that could be separated from the business. 
When assigning values to these assets, care must be taken 
to support each value with a thorough investigation into the 
actual existence of the asset. For example, there is no value to 
a covenant not to compete if no such covenant was executed, 
etc. It is our belief that for physician practices, the value of 
the physician non-compete is equal to the value of the physi-
cian workforce-in-place. Though an Income Approach is 
commonly used to value non-competes outside of healthcare, 
this method can only be performed by drawing direct refer-
ence to the patient volumes that would be lost in the absence 
of the covenant. The authors believe this presents a potential 
violation of the prohibition on payment for referrals.24 Absent 
consideration of lost referrals under an income approach, 
the value secured by the covenant is appropriately measured 
by the continued and secured employment of the physicians 
(i.e., the workforce value). 

• Post-acquisition compensation must be considered in the 
valuation regardless of the approach used to value the prac-
tice. However, as described above, it may be more appro-
priate to account for changes in compensation as a separate 
calculation as opposed to building it directly into the DCF 
model. Most employment contracts are for a period of two to 
five years, and building a change in compensation into the 
DCF model necessarily assumes that the initial employment 
contract rate/terms will continue into perpetuity. This does 
not comport with economic reality and may unduly penalize 
value under an Income Approach. Our suggestion is to hold 
compensation at current levels for the physicians in the DCF 
(oftentimes measured as a rate per work relative value unit). 
To the extent the compensation rate is increased post-acqui-
sition, the intangible value of the practice should be reduced 
accordingly, whether such intangible value is found under a 
Cost or Market Approach. 

Over the coming months, there is likely to be continued discus-
sion and debate regarding the correct methodologies for valuing 
physician practices. While multiple opinions regarding valu-
ation will be advocated by appraisers, attorneys, physicians, 
and buyers, the authors believe the most defensible position is 
a balanced position. What should be obvious for this article and 
others is that most physician practices do have value, and a 
supportable position will be one that is based on sound logic, 
informed judgment, and the economic realities of the current 
marketplace. 
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Introduction
Integrated delivery systems widely used in the 1990s were 
primarily developed to foster managed care contracting positions 
of institutional and physician providers. Organizations such as 
physician-hospital organizations and independent practice asso-
ciations were developed in hopes of gaining advantage in contract 
negotiations. Some effort was made to show that such organiza-
tions and affiliations achieved some level of clinical and/or finan-
cial integration to pass antitrust scrutiny from the Federal Trade 
Commission (FTC) and the U.S. Department of Justice (DOJ). 
However, with passage of the Patient Protection and Affordable 
Care Act (ACA),1 new models of integration will be required to 
focus primarily on enhanced coordination of care across the full 
continuum (primary care, acute care, long term care, and pallia-
tive care) to improve the quality of care and patient outcomes 
while at the same time controlling the cost of healthcare. This 
article reviews some of the pilot programs contemplated by 
the ACA and models currently being used and developed by 
providers and payors to secure long-lasting relationships that 
are mutually beneficial and designed to achieve the objectives of 
coordination of care, improved quality, and reduced costs.

Section 3021 of ACA states that selection of innovative payment 
and service delivery models should “give deference to models that 
also improve the coordination, quality, and efficiency of health 
care services.” While previous integration strategies were mostly 
defensive aimed at maintaining or expanding market shares, 
new integration strategies can create value for high-performing 
provider organizations by responding to patients and payors who 
are demanding accountability and demonstrated results. The ACA 
contains many pilot projects, such as accountable care organiza-
tions (ACOs), patient-centered medical homes, bundled payment 
programs, and gainsharing arrangements. In addition, providers 
continue to utilize more traditional forms of integration, such 
as physician employment, physician practice subsidiaries, and 
co-management agreements. 

The Medicare Shared Savings Program and 
Other CMS Initiatives
ACOs typically involve a core group of medical and institutional 
providers and suppliers that accept responsibility for providing 
or arranging care for a defined group of patients under a payment 

arrangement that allows net profits payments to participants  
for achieving reduced costs and improved or enhanced  
quality of care. Section 3022 of ACA required the U.S. Depart-
ment of Health and Human Services (HHS) to establish by  
January 1, 2012, the Medicare Shared Savings Program. On  
April 7, 2011, the Centers for Medicare & Medicaid Services 
(CMS) released draft regulations related to the Shared Savings 
Program.2 These regulations were intended to provide the 
framework for an accountable care model whereby providers 
would take on some of the responsibility, and receive some of 
the reward, for reducing Medicare costs for defined populations. 
The Shared Savings Program was designed to provide: (1) a 
mechanism for the delivery of integrated and coordinated care by 
providers and suppliers, (2) measurable improvements in quality 
of care, (3) lower costs to the Medicare program, and (4) perfor-
mance incentives to achieve the stated goals.

The Shared Savings Program is intended to incentivize providers, 
organized into ACOs, consisting of primary care physicians, 
specialists, and other healthcare providers and suppliers, with 
reducing overall Medicare costs incurred by patients who have 
been assigned to the ACO. If the ACO is successful in reducing 
costs, Medicare would share a percentage of the savings with 
the ACO. If Medicare costs for patients assigned to the ACO 
increased, however, the ACO could be responsible for a portion 
of the increased costs.

Reaction to the draft regulations was strongly negative. Industry 
groups generally believed the draft regulations placed too much 
risk on the ACOs, without giving them the tools they would 
need to ensure they could actually reduce costs. Addition-
ally, potential participants felt the cost of starting up an ACO 
outweighed any potential gain that could be realized by partici-
pating in the program. High-profile healthcare institutions like 
the Cleveland Clinic, Mayo Clinic, Intermountain Healthcare, 
and Geisinger Health System, thought to be the model for the 
ACA’s ACO demonstration project, indicated they had so many 
concerns about the draft regulations that they doubt they would 
participate.3 In addition, provider groups such as the American 
Hospital Association, American Medical Association, and the 
Medical Group Management Association weighed in with detailed 
comments and concerns about the draft regulations. 

On October 20, 2011, CMS issued an interim final rule 
concerning the Medicare Shared Savings Program.4 At the same 
time, CMS and the HHS Office of Inspector General issued a 
series of waivers from the fraud and abuse laws,5 and the FTC 
and DOJ issued revised antitrust guidance concerning ACOs.6 
The Center for Medicare and Medicaid Innovation (CMMI) also 
announced the testing of an “Advance Payment ACO Model,” 
which is designed to provide selected participants with advance 
payments to invest in infrastructure necessary for ACO opera-
tions.7 CMS will recoup the advance payments from the shared 
savings generated by the ACO. 

The agencies sought to address stakeholder concerns and provide 
a flexible approach to accountable care, foster a better under-
standing of the requirements for participation, and indicate how 
enforcement agencies will view ACO activities in governmental 
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and commercial programs. The preamble to the interim final rule 
also describes the options that commenters suggested and should 
be instructive to other types of accountable care programs.

Previously, on May 17, 2011, CMS announced the Pioneer ACO 
Program.8 The Pioneer ACO is an initiative out of CMMI, and it 
differs significantly from the Shared Savings Program under Section 
3022 of ACA. Pioneer ACOs must have at least 50% of their total 
revenues derived from outcomes-based contracts and sufficient 
primary care physicians to assign at least 15,000 beneficiaries 
(not including beneficiaries aligned through specialists). The core 
payment arrangement is based on escalating shared savings and 
losses and a transition to population-based (i.e., capitated) payment 
in the third year (50% fee for service plus monthly payment of 
ACO’s projected fee for service revenue as a per-member per-month 
payment). The Pioneer performance metrics will be the same as 
those contained in the final Shared Savings Program regulation 
(where CMS substantially simplified the quality metrics).

CMS also recently released information concerning the Bundled 
Payments for Care Improvement Initiative (Bundled Payment 
Initiative).9 Section 3023 of ACA authorized the Bundled 
Payment Initiative. On August 23, 2011, CMS released requests 
for applications to participate in the Bundled Payment Initiative. 
The Bundled Payment Initiative provides four different payment 
models that providers will test and develop. CMS hopes to design 
a new payment system based on services delivered across an 
episode of care to replace the current system of separate fee-for-
service payments. The goal of the Bundled Payment Initiative is 
to increase efficiency, improve quality of care, and lower costs 
through the coordination of care across settings. There are three 
retrospective models, under which providers would be paid 
under a Medicare fee-for-service system, but at a discounted 
price, and one prospective model. A provider would use histor-
ical data to establish a target price for an episode of care (such as 
cardiac bypass surgery). If total payments are less than the target, 
the provider would be eligible to share in the savings. There are 
different models for an inpatient stay, an inpatient stay and post-
acute care for a minimum number of days following discharge, 
and a period of time beginning with discharge and ending no 
later than thirty days after discharge.

The Development of Commercial ACOs
Negative initial reaction aside, some of the elements of the Medi-
care Shared Savings Program are likely here to stay. Both Medi-
care and commercial insurers are continuing to look for ways to 
control costs and are looking to providers to partner with them 
in meeting those goals. Commercial insurers already have begun 
to implement ACO-like programs in some of the nation’s largest 
markets. One recent trend is for commercial insurers to seek to 
set up ACO-like relationships with hospitals and health systems 
and physician groups. As more and more insurers move to this 
model, hospitals and physician groups that are not prepared may 
find themselves at a competitive disadvantage. These models, like 
the Medicare Shared Savings Program, will require providers to 
monitor and report quality data and control costs. Physician inte-
gration and buy-in to the goals and objectives of these programs 
are critical to successful implementation of commercial ACOs. 

Commercial ACO programs are designed to increase access to 
quality patient care, provide better care coordination, and lower 
medical costs. Examples of performance goals include reducing 
readmission rates and unnecessary emergency room visits. In 
some cases, a team of clinical care coordinators and health coaches 
manage the ACO pilot programs, and these positions are often 
funded by the payor. The success of the ACO is dependent on 
information, clinical collaboration, and consultation. CIGNA has 
developed a Collaborative Accountable Care Model that involves 
a large primary care physician group, a multi-specialty group, and 
an integrated delivery system or physician-hospital organization. 
There are rewards for improving quality, cost efficiency, and patient 
experience and ensuring that care is delivered in the right setting.10

Related to the ACO model is the Patient Centered Medical Home 
(PCMH). ACOs and PCMHs are not necessarily competing 
models and could merge into a single model over time. PCMHs 
are the primary means by which patients are placed into the 
delivery system. They ensure a conscious and comprehensive 
series-of-care encounters that are coordinated by a team of 
primary care providers. 

The National Committee for Quality Assurance has established 
a program to recognize PCMHs that meet its standards.11 These 
standards describe clear and specific criteria about organizing 
care around patients, working in teams, and tracking care over 
time. The PCMH is designed to operate much like a gatekeeper 
with the goal of structured, proactive, and coordinated care 
rather than episodic treatments for illnesses by paying for not just 
face-to-face encounters but also consultations and administrative 
services required to coordinate care.

Because of this continued industry trend, it is important for 
hospitals, health systems, and other interested providers to 
consider how these trends will affect their businesses. Going a 
step further, many providers have begun to take steps to position 
themselves to be able to react to any future changes, both to the 
Medicare system of payment and to the increasing demands of 
commercial insurers to participate in ACO-like reimbursement 
models. Nearly any model will require greater cooperation and 
closer integration between hospitals and physicians. Hospitals 
and health systems that have begun to better integrate with their 
physicians will undoubtedly be better positioned to adapt and 
respond to changing market pressures.

Physician Integration Models for Achieving the 
Goals of Accountable Care
There is no one-size-fits-all model for the physician integration 
needed to accomplish the goals of accountable care. Any physi-
cian integration model must be tailored to the culture, goals, 
and market in which a particular hospital and its medical staff 
operate. Market conditions and the structure and indepen-
dence of the physician community will be key considerations in 
selecting the model of integration best suited to accomplish the 
stated goals. Just because one model works for one system does 
not mean that it will work for all systems. 
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Direct Employment 

Direct employment of physicians is the most common model of 
hospital-physician integration. The upside of employment is that 
it allows a lot of flexibility to the physician and the hospital in 
structuring the relationship (such as compensation) and gives the 
hospital or health system a high-degree of control over the rela-
tionship. It also allows for the hospital to subsidize the practice 
of a physician or a specialist that the community otherwise might 
not be able to support. The major downsides to employment are 
that it does not allow physicians to share in ancillary revenue and 
it removes control of the day-to-day operations of the physi-
cian’s practice from the physicians. The traditional independence 
enjoyed by physicians can make it difficult for employment 
to spur true engagement. Physicians have been trained to be 
individual leaders and they come to meetings as leaders and not 
participants. Physicians and hospital administrators also solve 
problems in different ways. Hospital administrators are accus-
tomed to taking data and using it to come up with alternatives. 
To address these issues, goals and objectives for the relationship 
must be stated clearly upfront.

Group Practice Subsidiaries

One alternative to direct employment are so-called group practice 
subsidiaries or hospital-operated group practices. The benefits of 
these organizations is that they operate almost like self-contained 
group practices, and allow the physicians practicing in them 
to maintain some control over their practices, while providing 
the physicians with the benefits of being closely affiliated with 
a hospital or health system. These entities can be set up to 
incorporate several groups or different specialties, and allow the 
physicians, with some limitations, to generally structure their 
compensation relationships among each other as they choose 
and to have input in other key decisions. These organizations 
often are governed by a board of directors with both hospital and 
physician representation. 

Physician Co-Management

Another alternative form of integration is physician co-manage-
ment. A contractual relationship is created whereby the physician 
or physicians group is compensated for various administrative 
and management services provided to the hospital, typically 
involving a particular service line such as cardiology or ortho-
pedics. Regardless of form, these arrangements are intended to 
increase the physician’s connection to the hospital and align the 
physician and the hospital’s interests by providing leadership of a 
program through development and enforcement of clinical guide-
lines and teaching of other physicians and support staff. Physi-
cian leadership is key to clinical performance improvement.

Development of Health Information Technology 
Infrastructure
Before any system of providers is ready to travel down the road 
to accountable care, it must invest in the information technology 
infrastructure needed to provide detailed cost and quality data. 
To meaningfully implement an ACO-like model, the hospital or 

health system must be able to track and control cost and quality 
data. Many ACA provisions emphasize the importance of health 
information technology and the reporting of achievements in 
quality and clinical and cost effectiveness of various initiatives and 
strategies. For example, HHS is authorized to incorporate into the 
existing Physician Quality Reporting Initiative reporting and incen-
tive payments related to electronic prescribing and meaningful 
use of electronic health records. HHS also is directed to develop a 
national strategy for the improvement of care, including the use of 
data to improve quality, efficiency, transparency, and outcomes, and 
the improvement of research and dissemination of “best practices” 
to improve patient safety and reduce medical errors, preventable 
readmissions, and healthcare-associated infections.

Legal Impediments to Hospital-Physician 
Integration

The Stark Law

The Stark Law prohibits a physician from referring a Medicare 
patient for certain “designated health services” to an entity with 
which the physician, or a member of the physician’s immediate 
family, has a financial relationship unless an exception applies.12 
A financial relationship includes an ownership interest or a 
compensation arrangement. The Stark Law and regulations 
promulgated pursuant to the Stark Law contain a number of 
exceptions, such as bona fide employment relationships and 
personal services agreements. These exceptions contain many 
elements and requirements that can be difficult to meet and 
therefore do not provide a great deal of latitude in the ways 
hospitals can compensate physicians. There appears to be tension 
between the government’s encouragement of pay-for-performance 
initiatives and the Stark Law’s direct prohibition on payments 
based on the volume or value of referrals.

In the preamble to the Stark II Phase III regulations, CMS stated 
that payments based on preventative care or quality measures 
or other quality measures could pass muster under the personal 
services agreement exception. Of course the payments must be at 
fair market value and meet the other requirements of the relevant 
Stark exception. With respect to pay-for-performance or other 
incentive payments that relate to cost or volume of services, the 
options are more limited. Pay-for-performance or other incentives 
may be permissible if paid to employed physicians or through use 
of the “shared risk” exception, but great care should be paid to 
the regulatory requirements when structuring such payments.

Federal Anti-Kickback Statute

The federal Anti-Kickback Statute prohibits the knowing and 
willful solicitation, offer, payment, or acceptance of any remu-
neration for referring an individual for a service or item covered 
by a federal healthcare program or purchasing, leasing, ordering, 
or arranging for or recommending the purchase, lease, or order 
of any good, facility, service, or other item reimbursable under 
a federal healthcare program.13 The Anti-Kickback Statute is an 
intent-based statute, and the courts have struggled to define the 
correct standard of intent. Some courts have adopted the restric-
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tive “one purpose” test, which provides that if one purpose of the 
payment is to induce referrals, the statute is violated, notwith-
standing other legitimate bases for the payment.14

The Anti-Kickback Statute contains a statutory exception for 
payments made to bona fide employees and a “safe harbor” 
also has been adopted for employees. Amounts paid to bona 
fide employees do not constitute “remuneration” and therefore 
do not constitute a violation of the Anti-Kickback Statute. OIG 
has suggested that payments in excess of fair market value to 
employees will not be protected by the safe harbor.

The Civil Money Penalties Law

In 1986, Congress enacted the Civil Money Penalties Law (CMP 
Law) as part of the Social Security Act.15 Under the CMP Law, it 
is illegal for a hospital to make a payment to a physician “as an 
inducement to reduce or limit services provided with respect to 
individuals who are entitled to Medicare and Medicaid benefits 
and who are under the care of the physician.” Under the CMP 
Law, both the hospital and the physician are subject to penalties 
under such circumstances.

In 1999, OIG issued a Special Advisory Bulletin outlining its 
concerns with “gainsharing programs.” Gainsharing typically refers 
to a program in which a hospital gives a physician a share of any 
reduction in the hospital’s costs attributable in part to the physi-
cian’s efforts. OIG stated that such programs violate the CMP Law.

In subsequent advisory opinions, OIG has somewhat relented 
from the position announced in the Special Advisory Bulletin, but 
the opinions may not be relied upon by other parties and gain-
sharing programs still risk violation of the CMP Law.

Fraud and Abuse Waivers

ACA authorized the HHS Secretary to waive the fraud and  
abuse laws as necessary for the implementation of ACOs. On 
October 20, 2011, CMS and OIG issued guidance that included 
five specific waivers: (1) a pre-participation waiver; (2) a partici-
pation waiver; (3) a patient incentive waiver; (4) a shared savings 
distribution waiver; and (5) a compliance under the Stark Law 
waiver. The waivers apply only to the Shared Savings Program 
and participating ACOs. The waivers are self-implementing, and 
no application is required. The waivers are more flexible than 
anticipated and provide opportunity for creative arrangements. 
The waivers apply only to the Stark Law, Anti-Kickback Statute, 
and the CMP Law, and do not, for example, apply to the Internal 
Revenue Code or the antitrust laws.

Antitrust Issues

DOJ and FTC issued a proposed Antitrust Policy Statement 
applying to collaborations (not including mergers) among other-
wise-independent providers that seek to participate in the Shared 
Savings Program.16 The proposed Policy Statement describes a 
“safety zone” for certain providers that participate in the Shared 
Savings Program. To fall within the safety zone, independent ACO 
participants that provide a common service must have a combined 

share of 30% or less for each common service in each participant’s 
primary service area, whenever two or more participants provide 
that service to patients from the primary service area. 

The revised Antitrust Policy Statement issued on October 28, 
2011, eliminated the requirement that an ACO participant that has 
a share of 50% or more for any common service that two or more 
participants provide in the same primary service area must obtain 
a letter from one of the antitrust enforcement agencies advising the 
reviewing agency has no present intent to challenge or recommend 
challenging the ACO. The revised Antitrust Policy Statement also 
provides that rule-of-reason analysis will be provided to ACOs that 
meet CMS eligibility requirements. The eligibility requirements are 
sufficient to support a finding of adequate clinical integration such 
that joint negotiation of prices with a commercial plan would not 
constitute unlawful price-fixing.

Conclusion
ACA and the current market for healthcare services, coupled with 
economic pressures associated with ever-rising healthcare costs, 
have forced providers and payors to evaluate different models for 
the delivery of care. The days of sole reliance on fee-for-service 
appear to be gone, and the focus is turning to payment for care 
based on quality, efficiency, and outcomes. To succeed in this 
environment, hospitals and physicians must be able to align their 
interests and provide coordinated care focused on quality and 
transparency.

Numerous strategies are available to providers prepared to work 
together to secure these goals. However, it remains incumbent on 
Congress and the regulatory agencies to remove the regulatory 
barriers to achieving the goals of accountable care: delivering care 
that is integrated and patient-focused.
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Care Improvement Initiative
Travis G. Lloyd, JD, MPH
Andrew J. Murray, Esquire
Bradley Arant Boult Cummings LLP 
Nashville, TN

O n August 23, 2011, the Centers for Medicare & 
Medicaid Services (CMS) announced the Bundled 
Payments for Care Improvement Initiative (Initiative) as 

the latest in a series of efforts authorized by the Patient Protec-
tion and Affordable Care Act to improve health and the quality of 
care and lower costs.1 Under the Initiative, hospitals, physicians, 
and other providers will be eligible to enter into agreements 
with Medicare through which they will receive a single negoti-
ated payment for services provided during an episode of care. 
By bundling payments for all of the discrete services furnished 
during an episode into a predetermined lump sum, the Initia-
tive is designed to align the incentives of those involved in the 
patient’s care and thereby improve the quality and efficiency of 
care. The Initiative is being administered by the Center for Medi-
care and Medicaid Innovation (Innovation Center); deadlines for 
applying to participate in the program are fast approaching, and 
in the case of one, have already passed.2 

Prior Bundled Payment Projects
While the Initiative represents an entirely new effort to improve 
care through bundled payment, it draws on the experience 
gained in prior Medicare demonstration projects. Specifically, the 
Initiative is informed by three bundled payment demonstrations: 
the Medicare Participating Heart Bypass Center demonstration, 
Medicare Cataract Surgery Alternate Payment demonstration, 
and the Medicare Acute Care Episode (ACE) demonstration.3 The 
Participating Heart Bypass Center demonstration yielded savings 
for Medicare and resulted in cost efficiencies for participating 
providers without decreasing the quality of patient care. Although 
comparatively small in terms of provider participation, the Cata-
ract Surgery Alternate Payment demonstration provided insight 
into the use of bundled payments for high-volume services and 
also yielded savings for Medicare. While the ACE demonstration 
is still in progress, preliminary results indicate that both partici-
pating providers and Medicare have realized savings by arrange-
ments through which CMS and participating providers agree 
to a particular discount for cardiac and/or orthopedic inpatient 
procedure hospitalizations. 

The Initiative’s Request for Application (RFA) also cites two 
gainsharing demonstrations as providing theoretical support: the 
Physician Hospital Collaboration demonstration and the 2005 
Deficit Reduction Act Medicare Gainsharing demonstration.4 
While the final evaluations of these demonstrations have not yet 
been released, preliminary findings indicate that participating 
providers improved clinical outcomes (potentially resulting in 
savings for Medicare) and that participating hospitals realized 
savings as a result of increased efficiency. 

Bundled Payment Models
The Initiative provides for four broadly defined payment 
models, which, as described below, contain general parameters 
concerning the episode of care for which bundled payment will 
be made and the methodology through which payment will be 
determined. Providers may apply for and participate in one or 
more of the models. The clear intent of the Innovation Center 
is to promote a flexible approach through which providers may, 
within the guidelines of each model, propose definitions for 
episodes of care (i.e., the clinical conditions and services that may 
be grouped together for payment purposes), payment arrange-
ments with Medicare (i.e., the discount to be offered Medicare), 
and arrangements among participating providers (i.e., the 
allocation of payment by and between those who provide care). 
Furthermore, as described in the RFA, the Innovation Center 
seeks proposals of a wide scope that affect a broad range of condi-
tions, reach many Medicare beneficiaries, offer significant savings 
to Medicare, are designed to be scalable and replicable by similar 
providers, are able to be implemented quickly, and that poten-
tially already involve participation by other payers.5 Unlike the 
demonstrations that preceded it, the Initiative provides partici-
pants with latitude to make comprehensive changes to the way 
they receive payment. 

Models 1, 2, and 3 involve a “retrospective” bundled payment 
arrangement, while Model 4 is premised on a “prospective” 
bundled payment arrangement. Retrospective arrangements 
are those in which traditional Medicare fee-for-service payment 
is made at a negotiated discount and then total payment for a 
particular episode of care is reconciled against a predetermined 
target price. In a prospective arrangement, a single negotiated 
payment is paid as a lump sum in lieu of traditional fee-for-
service payment. 

Model 1 defines the episode of care for which bundled payment 
will be made as an inpatient stay in a general acute care hospital. 
Medicare will make payment to participating hospitals at an 
agreed upon discount of the rates established under the Inpatient 
Prospective Payment System. Physicians will be paid separately 
for their services under the Medicare Physician Fee Schedule. 
Cost savings below the negotiated discount may be shared by 
providers. If, however, payment to the provider is in excess 
of aggregated historical payment beyond an established risk 
threshold, the difference must be repaid by the provider. 
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Under Model 2, the episode of care is defined to include both 
the inpatient stay and post-acute care delivered after discharge, 
with the episode ending either a minimum of thirty or ninety 
days after discharge, depending on applicant preference. Model 
3 limits the episode of care to post-acute care provided after 
discharge, with the episode beginning upon discharge from 
the inpatient stay and ending no sooner than thirty days after 
discharge. In both Models 2 and 3, the target price for an 
episode of care will be discounted from an amount based on the 
provider’s historical fee-for-service payments for the episode, 
and payments will be made at the usual fee-for-service rates. If, 
on reconciliation, the aggregated fee-for-service payments are 
less than the predetermined target price, Medicare will pay the 
difference to the provider. If payments exceed the target price, the 
difference must be repaid by the provider. 

Like Model 1, Model 4 defines the episode of care to include only 
the inpatient stay; however, as described above, Model 4 features 
a prospectively determined bundled payment that will be made 
to the hospital for both inpatient hospital and physician services. 
Practitioners would be required to submit “no-pay” claims to 
Medicare for services included in the episodes of care and would 
be paid by the hospital out of the bundled payment. As noted 
in the RFA, this approach is essentially an expansion of the ACE 
demonstration described above. 

Gainsharing Arrangements
The Initiative also permits applicants to include gainsharing 
arrangements (i.e., arrangements through which a portion of the 
cost savings gained from efficiency improvements are shared with 
those who provided the care) in their proposals. Gainsharing 
arrangements have previously been declared to be violations of 
the Civil Monetary Penalties Act and may implicate the Anti-
Kickback Statute and the physician self-referral prohibitions of 
the Social Security Act.6 However, pursuant to amendments made 
by the Patient Protection and Affordable Care Act, the Secretary 
of the U.S. Department of Health and Human Services has waiver 
authority with respect to the fraud and abuse laws in Titles 
XI and XVIII of the Social Security Act in order to test certain 
payment models, including those contemplated by the Initiative.7

In order to be included in a bundled payment proposal under the 
Initiative, gainsharing arrangements must meet several criteria 
as set forth in the RFA.8 In general, such arrangements will be 
permitted only to the extent that care is not inappropriately 
reduced, quality of care is not diminished, utilization and referral 
patterns are not inappropriately changed, and the risks of fraud, 
waste, and abuse are appropriately guarded against. 

Discussion
For providers wary of the upfront capital costs, unclear long-term 
returns, and regulatory uncertainty associated with accountable 
care organizations, the Initiative presents an interesting opportu-

nity to make a foray into accountable care. Nevertheless, it seems 
clear that the providers best positioned to take advantage of the 
Initiative are those who have taken some of the steps that are 
required for participation in more organizationally demanding 
initiatives, such as the Medicare Shared Savings Program. An 
organization’s investment in care coordination and its risk bearing 
capability would seem to be important in the decision to apply 
for participation in the Initiative. In addition, an organization’s 
degree of institutional knowledge (i.e., understanding of the 
patterns of care provided to its patients and the costs associated 
therewith) would appear to be critical to the process of making a 
proposal under the Initiative that will ultimately prove beneficial. 
Providers who have experience with cross-provider improvement 
efforts and who may have already entered into arrangements that 
involve accountability for entire episodes of care would seem to 
be particularly well suited to benefit. 

The Initiative’s RFA makes clear that the Initiative is only the first 
in a series of activities focused on care episode redesign. The RFA 
also indicates that additional prospective payment models are on 
the horizon and that the concepts of episode payments and gain-
sharing may be extended to the chronic care setting.9 Taken as a 
whole, and in the context of the various other efforts spearheaded 
by the Innovation Center, the Initiative provides a strong indica-
tion that the transition toward more accountable care will take 
many forms and ultimately be driven by provider innovation. 

1 The Center for Medicare and Medicaid Innovation hosts a website for the 
Initiative that contains, among other resources, a General Fact Sheet, a Fre-
quently Asked Questions document, and the Request for Application (RFA). 
See www.innovations.cms.gov/areas-of-focus/patient-care-models/bundled-
payments-for-care-improvement.html. For further information concerning 
each of the bundled payment models discussed herein, please review the RFA. 
See http://innovations.cms.gov/documents/payment-care/BundledPayments-
Request_for_Application_v4.pdf. 

2 The deadlines by which providers must submit application materials vary 
depending on which bundled payment model or models the provider seeks 
to participate in. Providers that seek to participate in Model 1 were required 
to submit a nonbinding letter of intent by October 6, 2011. Final applications 
must be received by November 18, 2011. For Models 2, 3, and 4, the letter of 
intent must be submitted by November 4, 2011, and final applications must 
be received by March 15, 2012. 

3 RFA at 4. 
4 Id. 
5 Id. at 7. 
6 See, e.g., U.S. Department of Health and Human Services, Office of Inspector 

General, Special Advisory Bulletin, Gainsharing Arrangements and CMPs for 
Hospital Payments to Physicians to Reduce or Limit Services to Beneficiaries 
(July 1999), available at http://oig.hhs.gov/fraud/docs/alertsandbulletins/
gainsh.htm. 

7 See Patient Protection and Affordable Care Act, Section 3021, Pub. L. No. 111-
148, 124 Stat. 119 (codified at 42 U.S.C. § 1315a(d)(1)).

8 See RFA at 24.
9 Id. at 5. 

www.innovations.cms.gov/areas-of-focus/patient-care-models/bundled-payments-for-care-improvement.html
www.innovations.cms.gov/areas-of-focus/patient-care-models/bundled-payments-for-care-improvement.html
http://innovations.cms.gov/documents/payment-care/BundledPayments-Request_for_Application_v4.pdf
http://innovations.cms.gov/documents/payment-care/BundledPayments-Request_for_Application_v4.pdf
http://oig.hhs.gov/fraud/docs/alertsandbulletins/gainsh.htm
http://oig.hhs.gov/fraud/docs/alertsandbulletins/gainsh.htm
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Social Media and Mobile 
Devices in Healthcare: 
Managing the Times of 
Change
Conrad Meyer, JD, MHA, FACHE 
Chaffe McCall LLP
New Orleans, LA

T he Internet has evolved over the last several years into 
a living mechanism for people all over the world to 
instantly share information, review data, transmit audio/

pictures/video, collaborate on ideas, and connect to others across 
the world through various forms of social media. Right now, 
the most interesting and important impact is that mobile and 
social media invite us to participate in the online world more 
than ever before. Both ordinary people and healthcare providers 
are constantly involved in two-way interactive communica-
tion involving mobile phones and social media that allow any 
individual, be it patient/doctor/nurse/administrator, to interact, 
share, respond, and market healthcare information in avenues 
never before realized. This evolution of both the use of mobile 
devices and the use of the Internet via social media has impacted 
the healthcare industry as well. Healthcare providers/facilities, 
medical device companies, pharmaceutical companies, insurance 
companies, and government agencies charged with providing 
healthcare services all must deal with the ever-growing use of 
mobile phones and the interaction with social media in their 
respective niches to take advantage of the opportunities these 
technologies offer, while avoiding or minimizing their liabilities. 

Growth in Social Media/Internet for  
Healthcare-Related Uses
Americans are utilizing the Internet as a tool to locate information 
on a specific disease or medical problem. A review of the Pew Poll 
recently showed 66% of American adults look online for health 
information on a specific disease or medical problem.1 More 
than sixty million Americans exchanged medical experiences 
online with each other in 2010.2 A simple Google search reveals 
numerous healthcare blogs (DiabetesMines, HealthMatters, NYT 
HealthBlog), health social networks (PatientsLikeMe, Organized 
Wisdom, DailyStrength), and hospital Twitter accounts, Facebook 
pages, and YouTube channels. It is estimated that by 2015 more 
than 500 million people worldwide will be expected to be using 
mobile healthcare applications.3 As of November 2010, there 
were approximately 17,000 applications aimed at consumers 
versus providers/facilities relating to healthcare.4

The health information people acquire online has a significant 
impact on their health-related decisions, with 60% saying this 
information affected a decision about how to treat an illness or 

condition. These numbers are especially striking because Americans 
only turned to two sources more frequently than the Internet for 
information or assistance in dealing with health or medical issues: 

(1) Health professionals, such as doctors, and 

(2) Friends and family members.

Interestingly, because the goal of transparency continues to take 
front and center in healthcare, the current data available for 
consumers regarding hospital and physician reviews does not 
seem to be actively used. A separate study found that hospital 
and doctor review sites have not yet become healthcare decision-
making tools for most consumers and, in fact, only 6% of Amer-
ican adults are aware of the Centers for Medicare & Medicaid 
Service’s Hospital Compare tool.5 

Despite the low numbers of consumers utilizing various hospital 
and physician review sites, the evidence is clear that consumers 
are using other Internet sites and social media sites to obtain 
healthcare information, discuss healthcare issues, and seek treat-
ment options. In contrast, healthcare providers are using social 
media to market new services, educate consumers on current 
health issues, and connect to a previously untapped market.

Even with the emergence of social media as the leading outlet 
for healthcare providers and consumers to exchange informa-
tion, it is important that healthcare providers adopt policies that 
protect their interests in this age of change. Given that the use of 
social media by healthcare providers can create a number of legal 
problems, any entity engaging in social media should have a basic 
social media policy. The most common concern is controlling 
and safeguarding valuable protected health information. Some 
essential related concerns include data security and confidenti-
ality, including violations of the Health Insurance Portability and 
Accountability Act (HIPAA)/Health Information Technology for 
Economic and Clinical Health (HITECH) Act regulations; harm 
to a healthcare provider’s reputation; violations of securities laws; 
public relations; re-posting of harmful material; and employment 
law issues including harassment. Rich and relevant content is 
the most critical factor in successful social media policies. As a 
suggestion, all healthcare providers using social media need to 
clearly establish social media content rules that might include a 
sample of the following: 

• Policy should dictate healthcare provider vision, mission,  
and goals;

• Policy should define healthcare provider social media  
sites—what are they?;

• Policy should include a disclaimer as to medical advice;

• Policy should dictate posts by others not affiliated with 
provider are their own opinion and not attributable to hospital;

• Policy should have a reservation by provider to review, edit, 
remove postings;

• Policy should contain common sense rules to adhere  
to including:
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 –  No posts from minors without parents permission;

 –  Users should check copyright policies of material  
before publishing;

 –  Respect others;

 –  No foul language;

 –  Do not post personal information;

 –  Do no friend patients;

 –  Do not advertise business, services, or events; and

 –  Avoid spamming;

• Policy should dictate time, hours, and email/contact for person 
responsible for oversight of provider social media sites;

• Policy should require transparency with posting information;

• Policy should not violate HIPAA/HITECH and local privacy laws;

• Policy should have decision analysis regarding posts on a social 
media site to respond, remove, or keep posts by third parties;

• Policy should contain a non-disclosure agreement about the 
healthcare provider that prohibits any disclosure of informa-
tion that is proprietary or confidential;

• Policy should contain a prohibition on posting information 
that is defamatory, obscene, discriminatory, or harassing to 
anyone, particularly the hospital’s patients, clients, affiliates, or 
the Board of Directors, employees, or any person/entity; and

• Policy should contain a prohibition from offering any kind of 
medical advice on social media so as to avoid the creation of a 
physician-patient relationship while using social media. 

Simply adopting a good social media policy is not enough. 
Healthcare providers must be educated on the social media policy 
as well. It cannot be overstated that education is a key compo-
nent to not only comprehension of the social media policy, but 
also to reducing a healthcare provider’s exposure to liability when 
using social media as a tool in today’s healthcare market.

Cell/Smart Phone Usage in Healthcare 
Mobile phones, including smart phones, are common place 
amongst healthcare providers. Look no further than the Pew 
study, which found a whopping “83% of American adults own 
some kind of cell phone—and these devices have an impact 
on many aspects of their owners’ daily lives.”6 It should be no 
surprise that, according to the Pew study, text messaging and 
picture taking continue to top the list of ways that Americans use 
their mobile phones—three quarters of all cell owners (73%) use 
their phones for each of these purposes. According to the study, 
other relatively common activities include sending photos or 
videos to others (54% of cell owners do this) as well as accessing 
the Internet (44%).7 Usage of smart phones also has grown in the 
healthcare industry. A new generation of physicians is embracing 
mobile technology, not only with smartphones, but also with 
tablet computers. A recent study by QuantiaMD found “a 
significant group of ‘Super Mobile’ doctors now use both devices, 
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and they are far more likely to use mobile technology in clinical 
settings to access decision tools, learn about new treatments, 
look up reference material, and handle patient information.”8 In 
fact, the QuantiaMD study found that from their survey of 3,800 
physicians, the following trends are taking place:

• Physicians are adopting mobile technology at a very high rate; 
this transcends practice settings and years of practice;

• Physicians’ strong interest in tablet devices indicates this tech-
nology will soon command the physician market; there is also 
strong interest in tablets from healthcare institutions;

• “Super Mobile” physicians who own both smartphones and 
tablets are accessing online resources at significantly higher 
rates across a broad range of core professional activities;

• Healthcare institutions are beginning to adopt mobile 
technology for their physicians and show strong interest in 
moving forward;

• Access to Electronic Medical Record data tops the physician 
wish-list for how they want to use mobile technology; and

• Physicians are concerned about how they can be reimbursed 
for patient care and professional consulting activities when 
using mobile technology.9

As the use of cell/smart phones continues to grow, with physi-
cians using mobile/smart devices to communicate with other 
physicians, nursing staff, and patients, there is an underlying 
concern regarding the security of protected health information. 
This concern is compounded by the fact that recent action by 
the new director of the U.S. Department of Health and Human 
Services (HHS) Office for Civil Rights (OCR) indicated a trend 
toward greater HIPAA enforcement. As of September 30, 2011, 
OCR has investigated and resolved more than 14,527 cases 
by requiring changes in privacy practices and other corrective 
actions by the covered entities (CEs). Corrective actions obtained 
by OCR from these CEs have resulted in change that is systemic 
and that affects all the individuals they serve. According to the 
data, OCR has successfully enforced the HIPAA Privacy Rule by 
applying corrective measures in all cases where an investigation 
indicates noncompliance by the CE. 

In addition, OCR reported that in another 7,548 cases, investiga-
tions found no violation had occurred. However, in the rest of the 
completed cases (36,334), OCR determined that the complaint 
did not present an eligible case for enforcement of the Privacy 
Rule. To summarize, since the compliance date in April 2003, 
HHS has received more than 64,126 HIPAA Privacy complaints. 
According to HHS/OCR, more than 91% of complaints received 
(over 58,409) have been resolved either through investiga-
tion and enforcement (over 14,527); through investigation and 
finding no violation (7,548); or through closure of cases that were 
not eligible for enforcement (36,334).10 

It is interesting to note that from a review of the HHS/OCR data, 
the compliance issues investigated most, in order of frequency, are:

 1.  Impermissible uses and disclosures of protected health 
information;

 2.  Lack of safeguards of protected health information;

 3.  Lack of patient access to their protected health information;

 4.  Uses or disclosures of more than the Minimum Necessary 
protected health information; and

 5.  Complaints to the covered entity.11

Based on the increased enforcement of HIPAA Privacy Rules, and 
now with the advent of the HITECH Breach Notification Rules, 
it is paramount that healthcare providers understand the unique 
risks involved in the use of cell/smart phones in every practice 
to protect themselves from potential liability. The use of these 
devices presents numerous risks including:

• Authentication;

• Encryption;

• Wi-Fi Connection; 

• Faulty conversation;

• Incomplete conversation or text message;

• Autocorrect problems with content of emails/text messages;

• Potential violations of HIPAA/HITECH—through failures of 
the administrative safeguards;

• Potential for de-identified information to become re-identified 
for possible HIPAA/HITECH violation;

• Applications might contain faulty conversions for medications;

• Applications might contain faulty definitions for medications; and

• How text messages are entered in the medical records could 
create issues of patient care or potential liability.

To address these issues, healthcare providers and facilities should 
devise policies that address these concerns as well as create adminis-
trative, physical, and technical safeguards that are HIPAA compliant 
so as to decrease liability. To that end, policies to decrease potential 
exposure to HIPAA/HITECH violations via use of cell/smartphones 
by healthcare providers might include the following:

• Enforce a restriction on the use of personal cell phones/elec-
tronic communication devices by healthcare providers during 
work hours; 

• Provide a safe location for healthcare providers to use cell 
phones/electronic communication devices in private space 
away from all patients, common patient care areas, and 
common work areas;

• Provide a specific time window for healthcare providers to use 
cell phones/electronic communication devices, e.g., during 
lunch or break periods;

• Require personal cell phones/electronic communication 
devices to be turned off and stored during working hours;

• Require any cell phones/electronic communication devices 
utilized by healthcare providers be issued and authorized by 
the hospital/facility/group organization and only be used for 
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business purposes or other uses consistent with healthcare 
provider business or in furtherance of patient care;

• Require that any use of cell phones/electronic communication 
devices to record or take still or video pictures of the facility, 
employees, patients, or property is strictly prohibited and 
such activity could subject the offending individual to imme-
diate termination; and

• Require that cell phones/electronic communication devices 
used by patients or public at large be limited to a private 
space away from all patients, common patient care areas, and 
common work areas.

Conclusion
In today’s healthcare market, both social media and mobile/smart 
phones play a growing role for disseminating information related 
to healthcare services. Healthcare providers are in a difficult 
position. While people are using mobile/smart phones and social 
media at an ever-increasing rate, the multiple legal and regula-
tory schemes potentially applicable to healthcare providers create 
unique challenges for them. Despite these hurdles, healthcare 
providers should venture cautiously into social media and care-
fully consider how to control the use of cell/smart phones by 

providers. Healthcare providers can take many proactive steps to 
mitigate the regulatory risk, and these steps can be integrated into 
an entity’s existing compliance program.

1 See www.pewinternet.org. 
2 Id.
3 Id. 
4 Id.
5 Tara Lagu and Peter K. Lindenauer, Putting the Public Back in Public Report-

ing of Health Care Quality,  304 J.A.M.A. 1711-1712 (2010), see http://jama.
ama-assn.org/content/304/15/1711.extract. 

6 See www.pewinternet.org/Reports/2011/Cell-Phones/Key-Findings.aspx. 
7 Id. 
8 Mary Modahl, Tablets Set to Change Medical Practice, QuantiaMD (June 

15, 2011), www.quantiamd.com/q-qcp/QuantiaMD_Research_TabletsSet-
ToChangeMedicalPractice.pdf. 

9 Id. 
10 See HHS Enforcement Highlights at www.hhs.gov/ocr/privacy/hipaa/enforce-

ment/highlights/index.html. 
11 Id.
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Upcoming Webinars

Unless otherwise noted, all webinars are held from 1:00-2:30 pm Eastern.
For more information and to register, please visit: www.healthlawyers.org/webinars.

The convenient forum of a webinar allows you or 
multiple members of your firm or organization to 
participate from your office or boardroom—all you 
need is a phone and internet access. Instructions on 
how to dial in for the program as well as the URL for 
accessing your conference materials will be emailed  
to you. 

Physician Supervision Requirements and False 
Claims Implications for Diagnostic Testing 

Tuesday, January 10, 2012

Social Media Bootcamp Webinar Series, Level I,  
Part II: How to Use Social Media and Social 
Networking: Focus on Facebook and LinkedIn

Wednesday, January 11, 2012

Healthcare Antitrust Bootcamp Webinar Series, 
Part V: Monopolization 

Thursday, January 12, 2012 
12:00-1:30 pm Eastern 

The recording of this webinar is sponsored by First 
Chesapeake Group.

Healthcare Fraud and Abuse Bootcamp Webinar 
Series, Part I: Fraud Healthcare Primer 

Tuesday, January 17, 2012 

The America Invents Act: The Good, The Bad,  
and The Ugly 

Thursday, January 19, 2012 

The Medicaid RAC Final Rule: What Legal Counsel 
Representing Healthcare Providers Need to Know 

Wednesday, January 25, 2012

3:00-4:30 pm

This webinar is sponsored by HORNE LLP.
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With the networking value of bringing 
together legal counsel, in-house counsel, 
and government representatives, and the 
outstanding, high-quality faculty, you won’t 
want to miss this excellent educational 
opportunity. For more information and to 
register, go to www.healthlawyers.org/
programs.

Co-sponsored with National Association of College and University Attorneys (NACUA) and Association of American Medical Colleges (AAMC) 

Huron Life Sciences has provided sponsorship in support of this program.
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