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Collaborative Medical Services 
Arrangements
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Though not yet enacted, health care reform legislation is viewed by some industry 
participants as potentially setting the stage for greater demand for health care services, 
combined with continuing and increasing pressure on reimbursement levels. In response 

to this confluence of conflicting market forces, many providers continue to focus on 
collaborative strategies in an effort to achieve operating efficiencies. This discussion 

summarizes some of the key considerations that should be addressed when health care 
service providers are contemplating joint venture arrangements.

IntroductIon
As presented in several discussions throughout this 
Insights issue, health care systems and physicians 
throughout the country continue to engage in a vari-
ety of strategic joint ventures and alliances aimed 
at positioning them to deal effectively with the 
continuing challenges created by the ever-changing 
health care environment.

At the time of this writing, discussions contin-
ued to swirl throughout both chambers of Congress 
regarding what version, if any, of a health care 
reform law actually will result from the measures 
recently passed in the U.S. House of Representatives 
(the “House”) and the U.S. Senate (the “Senate”). 
Uncertainty exists regarding the level of “reform” 
that a possible health care law ultimately may bring 
about. However, there is little uncertainty within 
the health care industry that one by-product of 
reform—regardless of the actual level of reform—
likely will be represented by continuing and increas-
ing reimbursement pressure. This reimbursement 
pressure will be accompanied by an intensifying 
demand for greater efficiency with regard to the 
delivery of health care services.

The key objective of both the Affordable Health 
Care for America Act (the “AHCA Act”), passed by 
the House on November 7, 2009, and the Patient 

Protection and Affordable Care Act (the “PPAC 
Act”), passed by the Senate on December 24, 2009, 
is a significant reduction in the number of uninsured 
Americans. The Congressional Budget Office (CBO) 
estimates that, over a 10-year period, the AHCA Act 
would reduce the number of uninsured Americans 
by 36 million, at a net cost of $894 billion. The 
CBO estimates that the PPAC Act would reduce the 
number of uninsured Americans by 31 million over 
a 10-year period, at a net cost of $848 billion.

Service providers within the health care indus-
try (e.g., hospitals, physicians, ambulatory surgery 
centers and a large number of other out-patient 
facilities and ancillary professionals) recognize that 
any success at reducing the number of uninsured 
Americans, while inherently of great social value to 
all, will produce two very tangible consequences for 
professionals that deliver medical services.

First, based on the assumption that those indi-
viduals currently uninsured are not receiving all 
necessary medical services through charity care 
programs, expanded insurance coverage likely will 
result in greater demand for medical services. 

Second, based on the assumption that those 
individuals currently uninsured are either (1) not 
receiving all necessary medical care services, or (2) 
are receiving all necessary medical care services 
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through charity care programs, the estimated “cost” 
attributed by the CBO to expanded insurance cover-
age actually represents potential for an increase in 
net revenue to service providers.

While health care reform has yet to be real-
ized, the long-term goal of reducing the number 
of uninsured Americans is imminent. Regardless 
of the number of Americans that shift from unin-
sured to insured status, and regardless of the time 
period required to achieve the shift, the existing and 
increasing pressure on service providers within the 
health care industry to remain economically viable 
in the face of continually declining reimbursement 
rates can be addressed only through more effec-
tive and efficient service delivery. The continuing 
high level of strategic alliances and joint ventures 
among service providers appears to represent a 
favored strategy relied upon by the service delivery 
segment of the health care industry to address the 
long-standing mandate for increased effectiveness 
and efficiency.

Numerous challenges exist when service provid-
ers contemplate the development of an alliance or 
joint venture. Key questions should be answered in 
order to create a successful venture, including (1) 
the value of purchased/contributed assets, (2) gover-
nance rights with regard to the venture, (3) require-
ments regarding future distributions/contributions, 
and (4) dissolution/separation considerations.

Through examination of an actual physician-hos-
pital relationship, this discussion will examine some 
of the complexities that often arise in collaboration 
arrangements through an in-depth look at one of the 
more common medical entities—an ambulatory sur-
gery center (ASC)—that frequently is the objective 
of a joint venture arrangement. Further, as is often 
the case, the contemplated joint venture involves a 
tax-exempt health care system and a private medi-
cal practice, requiring consideration of many of the 
regulatory guidelines addressed in several discus-
sions in this Insights issue.

Fact set
The relationship in the instant case involves a 
Northwest-based, tax-exempt health care system 
(HCS) and a private physician practice (PPP).

HCS represents an integrated health care deliv-
ery system comprised of four hospitals, numerous 
primary care and urgent care clinics, and a variety 
of other medical services delivered in a catchment 
area covering a number of Northwest counties. HCS 
has over 100 years of operating history and is widely 
recognized in the region as a community-oriented, 
high-quality medical service provider.

PPP specializes in surgical services. Seven 
physician-owners practice at PPP, specializing pri-
marily in general surgery and urologic surgery. 
The physician-owners of PPP also provide surgical 
services to patients through a wholly owned ambu-
latory surgery center (PPP-ASC) situated within the 
same medical facility as the PPP medical practices. 
PPP has over 10 years of operating history, and no 
physician-owner at PPP is over 50 years old.

The medical facility housing PPP’s operations 
is within 200 yards of one of HCS’s four hospitals 
(“HCS Hospital”). PPP’s physician-owners maintain 
privileges at HCS Hospital. HCS Hospital staffs an 
outpatient surgery department. The population of 
the city and surrounding communities in which 
PPP and HCS Hospital are located is approximately 
100,000.

PPP owns real property immediately adjacent to 
the existing facilities it currently leases from a third 
party. Further PPP currently has plans to develop, 
own, and operate a medical facility on the real prop-
erty within 18 months, relocating and expanding the 
scale of operations for PPP-ASC in the process.

HCS management approached the PPP physi-
cian-owners with the concept of combining the HCS 
hospital outpatient surgery department with the 
PPP-ASC and housing the expanded operations (i.e., 
the “JV”) in the newly developed medical facility 
that PPP is contemplating.

key collaboratIon 
consIderatIons

In order to develop a successful venture, HCS and 
PPP are required to address several key consider-
ations, including the following:

1. measuring the value of the business 
operations/assets that will be contributed 
by HCS and PPP to form the JV
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2. establishing the role that HCS and PPP will 
play with regard to the governance and 
operation of the JV

3. establishing policies with regard to future 
distributions to, and contributions required 
of, HCS and PPP

4. establishing policies with regard to exit/ 
dissolution options

Measuring the Value of Business 
Operations/Assets

Based on the fact that HCS is structured as a tax-
exempt, Section 501(c)(3) organization, the transfer 
of any assets by HCS is governed by key regulatory 
guidelines addressed in several discussions in this 
Insights issue. (See the discussions by Torgerson, 
and Woods and Schroeder.) In addition, and with 
regard to the proposed formation of the JV, the 
existing relationship between the physician-owners 
of PPP and HCS requires consideration of Anti-
Kickback Statutes, as well as Stark law prohibiting 
the attribution of value to any historical or prospec-
tive referrals, or the value of referrals, made by PPP 
and its physician-owners to HCS.

Specifically, the fair market value of the assets 
contemplated for transfer to the JV needs to be 
established in order to determine the ultimate own-
ership interests of PPP and HCS in the JV. Stark law 
generally defines fair market value as:

the value in arm’s-length transactions, con-
sistent with the general market rule—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 busi-
ness for the other party . . . on the date of 
acquisition of the asset. . . . Usually, the fair 
market price is the price at which bona fide 
sales have been consummated for assets of 

like type, quality, and quantity in a particu-

lar market at the time of acquisition. . . .1

It is important to note that, while PPP is con-
templating the transfer of PPP-ASC—that is, all of 
the operating assets of PPP-ASC—to the JV, HCS 
is contemplating the transfer of a revenue line 
represented by the outpatient surgery department 
of HCS Hospital. As explained in the Woods and 
Schroeder discussion and presented in this Insights 
issue, HCS, as the exempt organization, “must be 
credited with the value of any existing business that 
is effectively contributed to the joint venture.” This 
would include the value of the physical assets con-
tributed to the JV as well as the value of the revenue 
stream from outpatient surgery services that will be 
diverted from HCS Hospital and provided by the JV 
in future operating periods. 

Additionally, HCS should be compensated for 
or credited with the value of any covenants not to 
compete in favor of the JV.

Although it is not the intent of this discussion 
to provide a detailed focus on the process and 
methodology relied upon to develop a reasonable 
indication of the fair market value of an ASC or 
related revenue stream, a summarized discussion 
will provide some relevant context. Generally, the 
valuation of any operating entity or revenue stream 
can be estimated based on consideration of the 
three generally accepted approaches to value: (1) 
the income approach, (2) the market approach, and 
(3) the cost, or asset-based, approach.

Income Approach
In theory, the value of an ASC, or any medical ser-
vices entity, depends on the future benefits that will 
accrue to it, with the value of the future economic 
benefits discounted to a present value at an appro-
priate, risk-adjusted discount rate. In other words, 
the basic concept of the income approach is to 
project the future economic income associated with 
a business operation and to discount the projected 
income stream to a present value at an appropriate 
discount rate based on the estimated risk inherent 
in the prospective economic income stream.

As discussed in the Exempt Organizations 
Continuing Professional Education Technical 
Instruction Program Textbook (1994 for FY 1995), 
the discounted cash flow (DCF) method represents 
an income approach method that reasonably can be 
relied upon to estimate the value of a medical prac-
tice or similar entity (i.e., the PPP-ASC). However, 
the Technical Instruction Program Textbook indi-
cates that even in those cases where the DCF 
method is deemed appropriate to value the busi-
ness being sold, the valuation should be based on a 
discount rate supportable by market transactions. 
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To ensure a correct valuation, the results of the 
income approach should be tested against other 
valuation approaches such as market and cost.2

Market Approach
The market approach is based on the premise that 
the value of an ASC, or any medical services entity, 
is best estimated based on what astute and rational 
capital market investors would pay to acquire the 
ASC or medical services entity based on the analysis 
of acquisitions of similar (i.e., comparable) ASCs or 
medical services companies.

Two methods typically are used to perform the 
market approach: (1) the guideline publicly traded 
company method, and (2) the guideline transactions 
method. The guideline publicly traded company 
method relies on the analysis of data from publicly 
traded companies deemed similar in nature to the 
subject medical services entity (i.e., PPP-ASC) as 
the source of guidance with regard to the valuation 
of the subject medical services entity. The guideline 
transactions method is based on the analysis of data 
relating to completed transactions involving compa-
rable public or private companies as the source of 
valuation guidance.

Cost, or Asset-Based, Approach
The cost, or asset-based, approach is based on the 
economic principle of substitution. The principle 
serving as the anchor for the asset-based approach 
is the premise that an investor will pay no more for 
a medical services entity (e.g., the PPP-ASC) than 
the cost to obtain—either through purchase or con-
struction—an efficiently organized assemblage of 
assets of equal utility. Although utility can be mea-
sured in many ways, generally speaking, the utility 
measure considered most relevant with regard to the 
purchase of a business is the economic returns that 
the investor expects the investment (i.e., organized 
assemblage of “operating assets”) to generate.

The asset-based approach can be applied based 
on the identification and discrete appraisal of each 
of the subject medical services entity’s assets (e.g., 
the asset accumulation method), or the collective 
revaluation of the subject medical services entity’s 
assets (e.g., the adjusted net asset value/capital-
ized excess earnings method). Generally, the assets 
of a medical services entity may be grouped into 
four broad categories: (1) financial assets, (2) real 
properties, (3) tangible personal properties, and (4) 
intangible assets.

Establishing Governance and 
Operating Roles

As presented in the Bishop discussion in this 
Insights issue, “A jointly owned ASC is commonly 

formed as a limited liability company with a hospi-
tal as the majority owner. Although it is common 
for physicians to represent minority ownership, the 
goal of cost savings can be enhanced if the physi-
cians are given a significant voice, if not control 
over, clinical care matters in the venture.” (See 
also the section on Governance and Control in the 
Woods and Schroeder discussion.)

With regard to our JV example, HCS and PPP 
readily recognized the benefits associated with a 
limited liability company structure. Additionally, 
HCS and PPP generally agreed that the day-to-day 
management and operation of the JV was best left 
under the control of PPP. This decision was rooted 
in the fact that PPP historically had achieved very 
favorable operating and financial results with regard 
to the ownership and management of PPP-ASC 
(realizing favorable service and revenue growth and 
generating annual operating margins approximating 
35 percent).

Establishing Distribution and 
Contribution Policies

Consistent with policies discussed by Woods and  
Schroeder, HCS and PPP preliminarily discussed 
the development of governing documents for the 
JV requiring that returns of capital, allocations, dis-
tributions and subsequent contributions to the JV 
would be proportionate to their respective owner-
ship interests.

Similarly, it was generally understood that the 
governing documents would be developed to ensure 
that all terms incorporated in the JV’s contracts and 
transactions, either with the JV partners or with 
third parties, would be based on arm’s-length negoti-
ations and would be priced consistent with fair mar-
ket value for comparable goods and services. This 
was a significant consideration, as it was expected 
that PPP would own and rent facilities to the JV.
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Establishing Exit and Dissolution 
Options

Recognizing that the historical tax-exempt operat-
ing focus—and charitable mission—of HCS and 
the historical for-profit operating structure of PPP 
potentially created incongruent operating philoso-
phies that could hinder a long-term operating 
relationship, the parties recognized the need for a 
planned separation strategy. Discussions centered 
on buy-sell arrangements and withdrawal and/or 
dissolution provisions based on independent valua-
tions prepared by qualified experts and in a manner 
consistent with the initial valuation process.

WHen do We close?
Having at least preliminarily addressed some of the 
important considerations required to form a suc-
cessful joint venture, one may reasonably conclude 
that HCS and PPP were prepared to target a closing 
date on the calendar. As is often the case with most 
transactions, and regardless of the level of transac-
tion planning and coordination, unforeseeable cir-
cumstances arose. With regard to the contemplated 
JV between HCS and PPP, transaction discussions 
and negotiations led to the development of the fol-
lowing alternatives:

1. HCS would acquire the entire medical 
practice of PPP, including PPP-ASC, and 
the physician-owners of PPP would become 
employees of HCS Hospital. The outpatient 
surgery department of HCS Hospital would 
be combined with PPP-ASC and the con-
solidated entity would operate from leased 
space in the new medical facility developed 
and owned by the physician-owners of PPP.

2. HCS would acquire PPP-ASC from the PPP. 
The physician-owners of PPP would contin-
ue to practice through PPP. The outpatient 
surgery department of HCS Hospital would 
be combined with PPP-ASC and the con-
solidated entity would operate from leased 
space in the new medical facility developed 
and owned by the physician-owners of PPP.

3. HCS would enter agreements to acquire 
PPP-ASC from PPP on a deferred basis (e.g., 
two-year deferral). The physician-owners 
of PPP would continue to practice through 
PPP. The outpatient surgery department 
of HCS Hospital would be combined with 
PPP-ASC and the consolidated entity would 
operate from leased space in the new medi-
cal facility developed and owned by the 
physician-owners of PPP.

It is important to note that each of the three 
contemplated alternatives potentially triggers 

different regulatory requirements, including the 
need for (1) independent estimates of the fair 
market value of PPP, PPP-ASC, and the outpatient 
surgery revenue of HCS Hospital; (2) independent 
estimates of fair market value compensation for the 
physician-owners of PPP as employees of HCS hos-
pital; and (3) independent estimates of fair market 
rental rates for the new medical facilities leased by 
HCS Hospital from the physician-owners of PPP.

Independent valuations resulted in initial, aggre-
gate fair market value indications for PPP and 
PPP-ASC that generally were deemed reasonable 
and acceptable by representatives of HCS and PPP. 
However, the ownership of PPP was structured in 
such a manner that certain, “newer” physicians had 
not vested entirely with regard to their ownership 
interests. As a result, the current sale of all or any 
of the assets of PPP would not provide the level of 
returns that the newer physician-owners deemed 
sufficient to warrant consummating the transac-
tion.

While the newer physician-owners did not consti-
tute a majority of ownership in PPP, their continuing 
commitment and cohesive affiliation with PPP was 
deemed crucial with regard to the continued success 
of PPP and PPP-ASC.

Discussions continue between HCS and PPP.

conclusIon
Physician-hospital collaborations and joint ventures 
continue to represent a favored strategy for the 
purpose of addressing decreasing reimbursement 
and related, market-driven efficiency mandates. 
As providers contemplate collaborations, key con-
siderations regarding (1) the fair market value of 
transferred assets, (2) governance, (3) distributions 
and subsequent contribution requirements, and (4) 
exit strategies must be addressed. Existing regula-
tory guidelines effectively require that health care 
systems mitigate the risks relating to integration 
activity by relying on the advice and guidance of 
qualified legal counsel and valuation analysts when 
engaging in certain collaborative arrangements.

Notes:
1. 42 C.F.R. §411.351.
2. Exempt Organizations Continuing Professional 

Education Technical Instruction Program 
Textbook (1994 for FY 1995), L., Integrated 
Delivery Systems and Joint Venture Dissolutions 
Update, p. 166.
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