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Steven J. Mpsick and Betty J. WIllians, for petitioners.

Christian A. Speck and Kathryn K. Vetter, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GALE, Judge: Respondent determ ned deficiencies in

petitioners' Federal incone taxes for the 1994 taxable year as

foll ows:

Docket No. Petitioner? Defi ci ency
10930- 02 Der by $16, 739
10931-02 Dr oubay 24, 950
10932-02 Eusebi o 14, 237
10933-02 Harris 9,724
10934-02 H rsch 8, 008
10935- 02 Smi t h- Hoef er 33, 237
10936- 02 Kennedy 13, 917
10937-02 Levin 41, 320
10939-02 Sm t h- MacLean 12, 170
10941- 02 Patt er son 23,091
10942-02 Silva 26, 976
10943-02 Wnen's Heal th Assocs. 2162, 926
10945- 02 Watts-Wite 13, 341

1 Al though petitioners filed joint returns, for
conveni ence we use the surnanes of the spouses whose
medi cal practice transfers are at issue in these cases.

2 Addjustnent to the charitable contribution deduction
clainmed by the partnership. The resulting deficiencies
to the partners, Dr. Leon Schimel and Dr. Carol Lynne
Conrad- Forrest, are not at issue in these cases.
In his answers, respondent affirmatively alleges that the

i ndividual petitioners are |liable for accuracy-rel ated penalties

for gross valuation m sstatenents equal to 40 percent of the
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defi ci encies pursuant to section 6662(a)2 and (h).
Al ternatively, respondent alleges that those petitioners are
liable for penalties for substantial valuation m sstatenents
equal to 20 percent of the deficiencies pursuant to section
6662(a), (b)(3), and (e)(1)(A).

The issues comon to all petitioners are whether: (1)
Petitioners are entitled to the charitable contribution
deductions cl ai med under section 170(a)(1) for the transfer to a
t ax- exenpt nedi cal foundation of intangible assets associ ated
with each petitioner physician's nedical practice, and (2) the
i ndividual petitioners are |liable for the 40-percent accuracy-
related penalty for gross valuation m sstatenments pursuant to
section 6662(a) and (h) or, alternatively, for the 20-percent
penalty for substantial valuation m sstatenents pursuant to
section 6662(a), (b)(3), and (e)(1)(A).®* In addition, the
follow ng issues involve certain of petitioners as indicated,
whether: (1) Petitioners Daniel J. and Jean C. Kennedy (the
Kennedys) underreported Dr. Kennedy's 1994 gross receipts by

$3, 760 on Schedule C, Profit or Loss From Busi ness, and (2)

2 Unl ess otherwi se noted, all section references are to the
I nt ernal Revenue Code of 1986 as in effect for the year in issue,
and all Rule references are to the Tax Court Rules of Practice
and Procedure.

3 The deficiencies also reflect adjustnents that are
derivative of the principal adjustnents, are not directly
di sputed by petitioners, and will be resolved by our resolution
of the principal adjustnents. W do not further discuss those
derivative adjustnents.
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petitioners Charles A and Marian L. Derby (the Derbys)
underreported the 1994 incone fromDr. Derby's S corporation by
$3, 665.

FI NDI NGS OF FACT*
Sonme facts are stipulated and are so found. The stipul ation
of facts, with acconpanying exhibits, is incorporated herein by
this reference.

| . Petitioners

Wen they filed their petitions in these consolidated cases,
petitioners Charles A and Marian L. Derby, Peter E. and
Cer al di ne Droubay, Janmes W and Marilee G Eusebio, Mchael A
and Linda S. Hrsch, John F. Hoefer and Elise R Smth-Hoefer,
Daniel J. and Sean C. Kennedy, Harris D. and Barbara F. Levin,
Gerald R MacLean and Joan L. Smth-MacLean, Hugh A. and
El i zabeth K Patterson, Robert S. and Susan C. Silva, and Richard
H Wite and Paula A. Vatts-Wiite, resided in California;
petitioners Mchael R and Ann J. Harris resided in Oregon.
During the taxable year ended Decenber 31, 1994, Wnen's Heal th
Associ ates (WHA) was a partnership as defined by section

6231(a)(1). |Its principal place of business was in California.

“ To the extent that petitioners have failed to set forth
obj ections to respondent’'s proposed findings of fact, or vice
versa, we conclude that these proposed findings of fact are
correct except to the extent that the nonobjecting party's
proposed findings of fact are clearly inconsistent therewth.
See Jonson v. Conm ssioner, 118 T.C 106, 108 n.4 (2002), affd.
353 F.3d 1181 (10th G r. 2003).
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VWHA had two partners, Drs. Leon Schinmmel (Dr. Schimel) and Car ol
Lynne Conrad-Forrest (Dr. Conrad-Forrest), both of whom practiced
obstetrics/gynecology. Dr. Schimel was the tax matters partner
of WHA. At the time the petition for WHA was filed, Dr. Schi mrel
resided in California.

Petitioners were primary care physicians® (with three
exceptions: an orthopedi c surgeon, an otolaryngol ogist, and a
psychi atrist) that had been practicing in individual and snal
group practices (as sole proprietorships, S corporation
sharehol ders, or partners) in the Davis, California, area for
periods ranging from1l to 21 years in 1994.

1. Backgr ound

A. Heal t hcare | ndustry

Through the early 1980s, nedicine was generally practiced in
the Davis, California, area under a "fee-for-service" nodel, in
whi ch physicians were paid fees when services were provided to
patients. Patients with health insurance paid fixed premuns to
a health insurer, and the insurer would in turn contract directly
w th physicians to establish a fee schedule for services provided

to its insureds. Though collecting premuns, the insurer paid

> Each individual petitioner physician filed a joint return
with his or her spouse, and the spouses are petitioners in these
cases by virtue of having filed joint returns. W shall refer to
t he individual petitioner physicians as "petitioners". For
conveni ence, we shall also generally refer to the two partners of
WHA, Dr. Schimel and Dr. Conrad-Forrest, as petitioners.
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t he physicians only when its insureds received nedi cal services.
Consequently, the insurer bore the risk that a given patient
woul d require nmedical care costing nore than the prem uns that
pati ent had pai d.

In the fee-for-service environnent, many doctors, including
petitioners, owned their own practices (alone or with partners)
and managed them i ndependently, including hiring support staff,
pur chasi ng equi pnent, and overseeing billing and coll ection.

In the m d-1980s, the phenonenon of managed care, in the
form of heal th mai ntenance organi zati ons (HM3s), began to take
hold in the provision of nedical services, especially in
California. Under managed care, HMOs, a formof health insurer,
woul d collect premuns from patients, but rather than pay
physi ci ans for services as rendered, HVM>s woul d instead pay to a
primary care physician a fixed nonthly capitation fee to nmanage
the care of each patient who selected that physician. Thus,
under the HMO nodel of managed care, the risk of having a patient
whose nedi cal care costs exceeded the premuns paid was in
general shifted frominsurers to physicians and other health care
provi ders.

The penetration of the HVO nodel was low at first, but it
becanme nuch nore prevalent over tine. HMX generally would not
contract directly with individual physicians; instead, they would

enter into agreenents only with |arger groups. Physicians in the
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Davi s area becane aware in 1985 that the University of California
at Davis (UC-Davis), the |argest enployer in the region, was
considering offering HMO styl e coverage as a health insurance
option for its enployees. |In response, a group of Davis area

i ndependent physici ans, including several of petitioners, began
to meet nonthly to consider options for dealing with any
significant penetration of the HVO nodel into the Davis area
patient popul ation.

B. Fornati on of | PA

One option for physicians desiring to serve patients with
HVO coverage was nenbership in an i ndependent practice
association (IPA). An IPAis a collection of independent
physicians forned (typically as a corporate entity) to serve as
an internedi ary between its nenber physicians and HMOs. | PAs
negoti ate contracts directly with HVMOs, adm nister clains,
collect capitation fees for the HMO patients who select a
physi ci an nenber, and pay over those fees to the physician
menbers.

The penetration of the HMO nodel into the Davis area
continued after 1985. In 1987, several of petitioners and other
| ocal doctors, principally primary care physicians, forned an
| PA, the Davis Area Medical Goup, Inc., later renaned United

Heal th Medical Goup, Inc. (UHM5.® UHMG negotiated contracts

6 By 1994, each petitioner had becone a nmenber of UHMG
(continued. . .)
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with HMOs, collected capitation fees paid under those contracts,
and distributed themto nenber physicians. UHMG contracted with
athird-party admnistrator to performthe latter two functions

for a fee of 15 percent of receipts. UHMG performed no ot her

consolidated functions for its nmenber physicians, such as other

billing, patient record keepi ng, appointnents, enploynent of
staff, etc. Its nenber physicians continued to operate
i ndependent practices and to directly bill fee-for-service and

preferred provider organization (PPO’ patients.

[11. Deci sion To Affiliate

A. Necessity of Affiliation

By approximately late 1992 or early 1993, several factors
pronpted petitioners to consider affiliating with a larger health
care organi zation. The penetration of the HVO nodel into the
Davi s area had become substantial. The principal enployer in the
Davis area, UC-Davis, faced with burgeoning costs in providing
conventional fee-for-service health insurance coverage, arranged

to have HM>s anong the health insurance options for its enpl oyees

5C...continued)
al t hough UHMG s approxi mately 70 sharehol der/ nenbers al so
i ncl uded physicians who did not participate in the transactions
at 1ssue.

" A PPOis an organi zation created by an insurer consisting
of physicians and/or other health care providers who individually
contract with the insurer to provide nedical services to its
i nsureds for reinbursenent at a discount. The insureds have an
incentive to use the insurer's "preferred providers" because the
out - of - pocket costs of doing so are reduced.
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starting in 1994. Because the out-of-pocket costs to the UC
Davi s enpl oyees of HMO coverage were considerably | ess than fee-
for-service coverage, petitioners believed UC Davis's change
would result in a substantial additional mgration to HM>s in the
area. In fact, a significant fee-for-service insurer, Blue
Shield of California, faced with declining enrollnents, dropped
out of providing coverage to UC Davis enployees for 1994. This
left only a few very expensive fee-for-service insurance options
for UC Davis enployees; virtually all enployees switched to HMO
or ot her managed care coverage. By 1993, Sacranento, which is
approximately 15 mles fromDavis, had the highest penetration of
HMO care in the United States.

In California, the shift towards managed care was
acconpani ed by a significant consolidation of health care
providers and insurers into |arger organi zations, or integrated
delivery systens. Both HM3s and hospitals had begun to acquire
physi ci ans' practices as a neans of expanding their patient base.
Primary care physicians were attractive acquisition targets,
given their patient rosters, especially organized groups of such
physi ci ans. The UHMG physi ci ans, including petitioners, had in
addi tion devel oped a reputation as especially cost-efficient
practitioners; that is, they were perceived by insurers and

others in the field as having shorter-than-average hospital
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stays, ® fewer-than-average Caesarian sections, etc. The UHMG
physi ci ans were therefore courted by several HMO and hospita
organi zations in the area as acquisition targets.

In petitioners' view, the |IPA nodel, which they had adopted
in formng UHM5 did not prove to be an especially effective
means of preserving the economc viability of their nedical
practice in a managed care environnent, where the risk of having
si cker-than-average patients was shifted frominsurers to health
care providers. That was so because, while the | PA arrangenent
provi ded a nmechani sm whereby petitioners could treat patients
with HVD coverage, the I PA arrangenent did not create a capita
pool, or result in sufficient size, to allow for the nmanagenent,
or effective spreading, of the foregoing new risk. |nstead,
petitioners believed, effective managenent of the risk would
require that they affiliate wwth a | arger organi zation. They
al so believed that such an affiliation would bring them greater
| everage in negotiating capitation rates with HMOs and ot her
insurers. A final inpetus towards affiliation was the
anticipation, by petitioners and other nenbers of the nedi cal
communi ty, that nmanaged care woul d spread and consolidation of

heal t hcare providers would increase as a result of a major effort

8 UHMG physi ci ans had pioneered the use of a "hospitalist",
i.e., the full-time assignnment of a physician fromtheir group to
a hospital to oversee the care of hospitalized patients of other
UHMG physi ci ans, rather than having each physician individually
care for his or her hospitalized patients.
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to restructure the provision of health care in the United States
in 1994 by the Federal Governnent, including the creation of sone
formof national health insurance.

Agai nst this backdrop, petitioners concluded that practicing
medi ci ne as i ndependent or small group practitioners using an |IPA
woul d no | onger be economcally viable for them |Instead, they
decided, it would be advisable to affiliate with a |arger health
care organi zation such as an HVO or a hospital. Affiliation with
a larger organi zation provided a nore secure neans to practice
medi cine in a managed care environnment, in petitioners' view, as
it would provide themw th a |larger patient base for spreading
the risk of loss being transferred to them by health insurers,
greater capital resources for the sane purpose, the benefits of
greater bargaining | everage in negotiating nanaged care
contracts, and greater efficiencies and economes of scale in
provi di ng care.

To facilitate the affiliation, it was al so deci ded that
certain of the UHMG nmenber physicians, including petitioners,
should forma nedical group.® Unlike an |IPA, a nedical group
i nvol ved the consolidation of the nenber physicians' nedical
practices, so that patient revenues were pool ed, expenses were

shared, and salaries were paid to nenber physicians. The newy

°® Not all nenbers of the UHMG | PA were asked to join the new
medi cal group, for various reasons, including that his or her
medi cal specialty, or personality and/or practice style, was not
perceived to be a good fit.
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formed nmedical group would then affiliate with a | arger

organi zati on seeking to acquire group practices. A "steering
commttee" of six UHMG physicians was fornmed for purposes of
exploring an affiliation. Letters announcing the physicians'
interest in formng a nedical group and affiliating wwth a | arger
organi zation were sent to five potential acquirers: U C -Davis
Medi cal Center, Foundation Health Corp., Wodland Cinic, Mercy
Heal t hcare of Sacranmento, and Sutter Health, all of which were
seeking to acquire or affiliate with nedical practices.

B. Rej ecti on of Foundation Health Corp. Affiliation

The steering commttee net and negotiated with
representatives of the foregoing entities and recommended t hat
the group affiliate wth Foundation Health Corp. (Foundation).
Foundati on was an HMO operated for profit and publicly traded; it
had enbarked on a course of becom ng a "Kaiser nodel" HMO, i.e.,
one that acquired nedical practices as a neans of expanding its
patient base or "market share" in California. Foundation had
of fered what steering commttee nenbers believed was the nost
generous financial consideration, including substantial cash
paynments for the intangi ble assets, or goodwi ||, associated with
t he UHMG physici ans' practices. Foundation considered the UHMG
physi ci ans nore valuable to it as a nedical group (rather than
i ndi vidual practices) because its experience had shown that

exi sting working arrangenents between physicians, such as cal
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schedul es, reduced the managenment effort required of Foundation
in organi zi ng i ndependent physicians to work together.

When the steering conmmttee presented its reconmendati on
(whi ch had not been unaninous) to the group, it was soundly
rejected. The remai ni ng UHMG physi ci ans, including several of
petitioners, were vehenently opposed to any affiliation with
Foundation. Mst had had unpl easant experiences with
Foundation's unwi |l | ingness to approve certain drugs and
procedures they had recommended for patients. Foundation
enpl oyed "fornul ari es”, which were approved lists of drugs the
departure from which when prescribing for patients required
substantial justification by the physician. This and ot her
Foundati on practices, which many of petitioners attributed to
Foundation's for-profit, business-driven orientation, caused
petitioners to fear a significant |oss of professional autonony
were they to practice nedicine as enpl oyees of Foundati on.

V. Acquisition by Sutter Health

A. Sel ection of Sutter Health

The di scussions with Foundation were term nated, and after
sone consideration of the remaining potential acquirers,
petitioners and the other UHMG doctors decided to pursue an

affiliation with Sutter Health.1® Sutter Health was the parent

10 Whodl and dinic had offered very little in the steering
commttee's view, as negotiations revealed that it was nerely
interested in the UHMG physicians' joining its organization

(continued. . .)
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corporation of a regional health care system conprising a w de
range of inpatient and outpatient clinics as well as acute care
hospitals located in Northern California. Sutter Health had a
section 501(c)(3) subsidiary, Sutter Medical Foundation (SWM),
t hat operated group nedical practices that were integrated with
Sutter Health's affiliated hospitals in an integrated delivery
system SMF operated its group nedical practices through
prof essi onal service agreenments with groups of |ocal physicians.
Sutter Health hoped to expand into the Davis area in 1994 by
acquiring a local nedical group to integrate with its hospitals
in the area. To acconplish this, Sutter Health envisioned having
SMF purchase the assets of |ocal physicians and enter into a
pr of essi onal services agreenent with those physicians organi zed
as a nedical group. Acquiring a physician group was inportant to
Sutter Health, as it represented an i medi ate roster of patients
for its clinics and acute care hospitals. !

Many of the UHMG physicians had privileges at the existing

Sutter Health hospital in Davis and had been involved in the

10¢, .. conti nued)
i ndividually. Moreover, Wodland typically required physicians
it enployed to sign nonconpete agreenents, and petitioners were
unwi Il ling to agree to such restrictions. The committee
termnated discussions with U C -Davis and Mercy Heal thcare for
reasons not fully disclosed in the record; at |east one UHVG
physi ci an believed U. C. -Davis Medical Center was too | arge and
"bureaucratic".

11 SMF was not interested in contracting w th physicians
i ndi vi dual |y.
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design of a new, state-of-the-art Sutter Davis Hospital schedul ed
to open in Septenber 1994.

B. Neqgoti ati ons

Negoti ati ons between SMF and physician representatives of
UHMSG began in 1993 and continued through nost of 1994. The
di scussions covering the consideration that petitioners would
receive for their medical practices were protracted and soneti nmes
acrinmonious. Unlike Foundation, Sutter Health was unwilling to
pay anything for the intangi ble assets, or goodw |l, that m ght
be associated with petitioners' nedical practices. Sutter Health
was unwlling to do so for two reasons: First, and principally,
because Sutter Health's managenent believed that doing so m ght
constitute a crinme under the Medicare and Medi caid anti ki ckback
statute, 42 U S. C. sec. 1320a-7b(b), prohibiting paynents for

referrals of patients eligible for Medicare or Medicaid;? and,

12 Sutter Health's nonprofit, tax-exenpt subsidiaries,
i ncludi ng SMF, provided substantial goods and services for which
paynment was made under Medi care and Medicaid. The Associate
Ceneral Counsel of the U S. Departnent of Health and Human
Services had witten a letter on Dec. 22, 1992, in response to a
request fromthe Internal Revenue Service Ofice of the Associate
Chi ef Counsel for Enployee Benefits and Exenpt Organizations for
the Departnent's views concerning the application of the Medicare
and Medi cai d anti ki ckback statute, 42 U S. C. sec. 1320a-7b(b), in
t he case of transactions involving the acquisition of physician
practices by tax-exenpt hospitals and other health care
providers. The letter, widely circulated in the nonprofit health
care sector, had expressed the view that paynents made in
connection wth the acquisition of physician practices that were
in excess of the fair market value of the "hard assets" of the
practice, including paynents for goodwi ||, patient lists, or
patient records, m ght be considered paynents for patient

(continued. . .)
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second, because Sutter Health's managenent believed, on the basis
of their projections of the financial performance of the UHMG
physi ci ans' group after acquisition, that any additional paynent
for intangi bl es woul d have rendered the deal financially
nonvi able for Sutter Health. Sutter Health's nanagenent
anticipated that petitioners and the other UHMS physicians coul d
be persuaded to affiliate with Sutter Health through additional
i ncentives, such as being given a nmanagenent role, through
participation in various managenent conmttees of SMF and Sutter
Heal t h.

Many of petitioners were greatly concerned that they not be
required to sign any nonconpete agreenent in connection with
their affiliation wwth a larger health care organization. It was
vitally inportant to themto be able to termnate their
affiliation in the event they judged it unsatisfactory and resune
the practice of nmedicine in the Davis, California, area w thout
having to relocate. Many were famliar with the tribul ati ons of
physicians in the area who had affiliated with the Wodl and
Clinic, which required affiliating physicians to sign nonconpete
agreenents. Petitioners were aware that when certain Wodl and
Clinic physicians sought to termnate their relationships with

the clinic, they becanme enbroiled in protracted litigation over

2, .. continued)
referrals in violation of the antikickback statute. Violations
of the statute could result in crimnal penalties and/or
exclusion fromparticipation in Medicare and Medicaid prograns.
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t he nonconpete agreenents. Petitioners were determned to avoid
that possibility.

At sonme point in the negotiations, petitioners and the other
UHMG physi ci ans decided to pursue exclusively an affiliation with
Sutter Health. Thereafter they retained an attorney, Peter
Grant, to advise themw th respect to the transaction with SMF
M. Gant, whose fees were paid by SM-, was experienced in
matters affecting health care organizations, including
acqui sitions of physician practices. M. Gant recommended that,
inlight of Sutter Health's unwillingness to pay cash for
goodwi I | or simlar intangible assets associated with the
physi ci ans' practices, petitioners should consider donating their
practice intangibles to SMF and claimng charitable contribution
deductions for their val ues.

M. Gant recommended that petitioners structure the
transfers of the intangibles as donations because that technique
had been used in connection wth an acquisition of a group
medi cal practice by a nonprofit medical foundation (Friendly
Hills Heal thcare Foundation), for which M. Gant had served as
an adviser. M. Gant had received a witten determ nation in
the formof a determnation letter granting section 501(c)(3)

t ax-exenpt status to Friendly Hlls Healthcare Foundati on, where
it had been represented that the medical group physicians woul d

make donations of an aggregate portion of the transferred assets
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(i ncluding intangi bl e assets) to the foundation and claim
charitabl e contribution deductions for proportionate anounts of
the aggregate donation (Friendly Hlls determnation letter). In
addition, M. Gant was famliar with the annual Exenpt
Organi zati ons Conti nui ng Professional Education Techni cal
I nstruction Program manual s, including the manual for 1994, which
expressly contenplated a "charitabl e donation" as one nethod by
whi ch a nonprofit corporation m ght acquire assets from an
exi sting group nedical practice in connection with its
acqui sition of the practice.?®®

C. Acquisition Transaction

1. | n General

To effect Sutter Health's acquisition of the nedical
practices of the UHMG physicians, including petitioners, who
wi shed to affiliate with it, a nunber of steps were taken, as
di scussed bel ow.

First, Sutter Health and the affiliating physicians arranged
for an appraisal of the "business enterprise value" of the to-be-
formed nmedical group, as well as a separate appraisal of the
tangi bl e assets that would be transferred to SMF as part of the
acquisition. In April 1994, Sutter Health retained an investnent

banki ng firm Houlihan Lokey Howard & Zukin (Houlihan), to

13 See "Exenpt Organi zations Continui ng Professional
Educati on Technical Instruction Programfor FY 1994", Dept. of
Treasury, Internal Revenue Service, Training 4277-045, at 215-217
(7-93).
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performan analysis of the "Davis Medical Goup * * * |, a group
medi cal practice (currently being forned) conprised of thirty-
five primary care physicians"” and to render an opinion regarding
"the fair market value of the aggregate assets of * * * [the
Davi s Medi cal Group] exclusive of any benefit or el enment of val ue
conferred upon Sutter [Health] as a consequence of its current or
proposed relationship with * * * [Davis Medical Goup], and with
consi deration of proposed posttransacti on conpensati on and
benefits to the physician group.” Houlihan also agreed to
"all ocate the appraised value of * * * [Davis Medical Goup] to
each of its physician/sharehol ders” using a nethod to be agreed
upon in consultation with the UHMG steering commttee, but the
agreed-upon nethod "[had to] be acceptable” to Houlihan. The
retai ner agreenent further provided that Houlihan would arrange
for an appraisal of the hard assets by a qualified third party,
for a separate fee.

Second, shortly after Houlihan was retained, a corporation
was formed to serve as the entity for the nedical group to be
formed by certain of the UHMG physicians, including petitioners,
for purposes of the acquisition of their nedical practices by
SMF. On April 19, 1994, the Community Heal th Associ ates
Mul tispecialty Medical Goup, Inc. (d.b.a. Sutter West Mdi cal
Group), was incorporated as a California professional nedical

corporation (SWG).
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2. Pr of essi onal Servi ces Agreenent (PSA)

SWMG t her eupon entered into a Professional Services
Agreenment (PSA) wth SMF on August 12, 1994, to becone effective
on Novenber 1, 1994, subject to the conditions precedent that at
| east 25 primary care physicians associated with the UHMG | PA
woul d becone shar ehol der - enpl oyees of SWMG and sell their nedical
practices to SMF under prescribed asset purchase agreenents. The
PSA had a 2-year term subject to renewal. Pursuant to the PSA,
SWMG agreed to provide professional services through its nmenber
physi ci ans exclusively to the patients of SMFs group practice
programin a prescribed service area, generally the Davis,
California, region, so as to becone part of a conprehensive
health care delivery systeminvolving SM5 SWMG and Sutter
Health's hospitals and other health care facilities. The
physi ci ans rendering the professional services on behalf of SWMG
were to be under contract with SWMG pursuant to agreenents
conplying with the terns of the PSA, which included the proviso
t hat the physicians woul d provi de professional services solely to
SMF (through SWM5, with an exception for reasonabl e anmounts of
unpai d volunteer work. SM- agreed to provide and maintain clinic
| ocati ons and equi pnent, all necessary nonphysici an personnel,
professional liability insurance coverage, and accounting and
billing services, as well as maintenance of patient records.

Under the PSA, all patients seen by the SWMG shar ehol der
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physi ci ans were deened to be the patients of SMFs group practice
program and all inconme fromthe rendering of professional
services to these patients was to accrue to SM-.

The PSA cont ai ned a nonconpete provision, under which SWJG
and its physician sharehol der/enpl oyees were prohibited from
participating in the ownership, managenent, operation, or control
of any busi ness or person providing health care services within
the service area covered by the agreenent. However, specifically
exenpted fromthis prohibition was any SWMG physician who |eft
t he enpl oynent of SWMG

Pursuant to the PSA, SWMG woul d recei ve conpensation for its
provi sion of professional services equal to a percentage of net!t
revenues frompatients, as follows: 57.75 percent® of fee-for-
service revenue; 47 to 53 percent of capitation revenue,

dependi ng on average nonthly levels; and a sliding scale from 90

4 For this purpose, "net" revenue consisted, in the case of
fee-for-service revenues, of gross revenues |ess an estinmated
percentage to account for contractual discounts and bad debts
and, in the case of capitation revenue, of gross revenue |ess
anounts equal to the cost of third-party adm ni stration, cost of
ancillary services, and other m scel |l aneous costs. "Net"
revenues for this purpose were not offset by SMF s expenses of
providing clinic |ocations, nonphysician personnel, or
adm ni strative services such as billing or maintaining patient
records.

15 The parties anended the PSA, wherein the fee-for-service
percentage was initially set at 54.5 percent, to reflect the
percent age noted above on Dec. 1, 1994, retroactive to Nov. 1,
1994.
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to 60 percent for the first $800,000 of "risk pool revenue",
with a 55 percent!” share of anpbunts above $800, 000. SWVG agreed
to conpensate its physician nenbers, including petitioners, from
the foregoing share of revenues. 1In addition, the PSA provided a
guaranty, or floor, on the annual conpensation that SWVG (and
t hrough SWMG, its nmenber physicians) would receive, generally
equal to 98 percent of the total designated annual conpensation
anounts for SWMS s nenber physicians. (The designated annual
conpensati on anounts were set individually for each nenber, and
ranged (for full-time practitioners) froma high of $348, 859 for
petitioner Elise R Smith-Hoefer to a | ow of $110,076 for
petitioner James W Eusebio.) Finally, the PSA provided for the
paynment of a "Physician Access Bonus" described as follows: "A
critical elenent necessary to maintain an integrated health
systemis physician access. To provide an incentive to SWMG to
formand sustain a group, SMF will pay SWMG a Physi ci an Access
Bonus." The PSA nowhere provided, or required that the
enpl oynent agreenent between SWMG and each SWMG physi ci an
provi de, that SWMG physicians nmaintain "open" practices; i.e.,
accept new patients notw t hstandi ng existing patient |oads.

Provi si ons governing the assignnent of patients to SWMG

1 The record does not define "risk pool revenue".

7 As with capitation revenues, the share of risk pool
revenues noted above was the product of a subsequent anendnent,
having been initially set at a flat 50 percent.
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physi ci ans were contained in the enpl oynent agreenents between
SWMG and each SWMG physi ci an, di scussed bel ow.

The "Physician Access Bonus" was $35,000 for each of SWMG s
full-time physicians, plus a prorated portion of $35,000 for each
of up to five part-tinme physicians. Forty-four percent of the
anount so cal cul ated was payable 2.5 nonths after the Novenber 1,
1994, effective date of the PSA (January 15, 1995), with the
bal ance payable in two 28-percent installnments on the first and
second anni versaries of the PSA's effective date. Wen the PSA
was renegotiated for the period after its initial 2-year term
there was no conparabl e provision for a "Physician Access Bonus".
SMF di d not pay physician access bonuses in connection with its
acqui sition of any other physician practices.

The PSA al so secured for SWMG a role in the governance of
SMF. Pursuant to the PSA, SWMG was entitled to designate one of
its nmenber physicians to serve as a voting nenber of SMF s board
of directors during the first year of the agreenent, and one to
serve as a nonvoting nenber for the termof the agreenent.® SW/G
was also entitled to designate representatives on various
managenent and pl anning comrmttees of SMF and Sutter Health. In
addition, as one of SMF s contracting nedi cal groups, SWMG was

entitled to nom nate three of the seven nenbers of SMF s Area

8 SMF al so agreed to "facilitate discussions" between SWG
and Sutter Health to evaluate and restructure provisions
regardi ng permanent physician nenbers of SMF s board of
di rectors.
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Governance Council, the function of which was to oversee the day-
t o-day operations of the group nedical practices in SWMG s
service area and to provide advice to SMF' s board of directors
with respect to all policy matters affecting that service area.
Finally, SMF agreed under the PSA to include the SWMG nenber
physicians' clinic locations anong its clinic |ocations and to
refrain from maki ng changes in clinic locations during the term
of the agreenent w thout the approval of SWVMG

3. Physi ci an Empl oyment Agreenments (PEAs) and Asset
Pur chase Agr eenents (APAs)

The concl uding steps of the affiliation of the UHMG
physicians with Sutter Health were effected during the latter
hal f of October 1994 and consi sted of the purchase of a share of
SWMG s stock by each affiliating physician (including
petitioners) coupled with his or her execution, effective
Novenber 1, 1994, of a Physician Enpl oynment Agreenent (PEA) with
SWMG and an Asset Purchase Agreenent (APA) with SMF. SMF' s
obligation to purchase, and each affiliating physician's
obligation to sell, his or her nedical practice pursuant to an
APA was preconditioned upon the physician's having becone a
shar ehol der and enpl oyee of SWM5 and the PSA between SWMG and
SMF havi ng becone effective.

As noted, a precondition to the PSA's becom ng effective was
the requirenent that at |east 25 of the UHMG physicians becone

sharehol ders of SWMG  This had occurred by the end of QOctober
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1994, by which tinme 36 UHMG physi cians had done so. Accordingly,
t he SWMG shar ehol der physicians sold their practices pursuant to
the APAs and becane enpl oyees of SWMG pursuant to the PEAs, on
Novenber 1, 1994.

The PEAs between SWMG and the affiliating physicians,
including petitioners, were substantially identical except for
t he conpensation and benefit anounts to be paid to the physicians
under the agreenents, and were effective Novenber 1, 1994, for a
termof 1 year, renewable annually. Each petitioner agreed to
practice medicine full tinme and exclusively for SWMG (except for
reasonabl e anmounts of unpaid vol unteer work) and to provide
medi cal services solely to SMF and its group practice patients.
SWMG was given "the exclusive right to allocate patients anpbng
its enployees with due regard to the source of the patients, the
patient's preference with respect to choice of physicians, the
specialty and skills of its enployees, and their workload";
however, SMF was given "final authority over acceptance or
refusal of any patient". The PEAs provided that persons treated
by physicians pursuant to the agreenment were patients of SMF and
that SMF was solely entitled to all fees for the services
rendered by the physicians. Upon the term nation of a
physi ci an's enpl oynent under the PEA, the physician was not

entitled to take or use any confidential or proprietary
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information of SWMG including "patient |ists" and "patient
medi cal records”. The PEAs provided in addition that

t he Physician shall not use any information obtained in

the course of his or her enploynment with * * * [ SWM3

for the purpose of notifying patients of * * * [ SWJ

of the termnation of his or her enploynent, or of his

or her willingness to provide nedical services;

provi ded, however, the departing Physician may give

witten notice to the Departing Physician's patients

named in the Departing Physician's patient |ist

furnished to SMF on or before the [Novenber 1, 1994]

Effective Date [of the PEA], announcing the Departing

Physician's separation from * * * SWMG and his or her

new practice location, and offering the patient an

opportunity to choose whether his or her patient

records should remain with SMF or be transferred to the

Departi ng Physician.

We shall hereinafter refer to the foregoing patient notification
right, together with the PSA's exenption fromits nonconpete
provi sion for SWMG physi ci ans who ceased enpl oynent with SWMG as
the free-to-conpete provision.

Each affiliating UHMG physician (or partnership), including
petitioners, agreed to sell his/her (or its) medical practice
assets to SMF pursuant to an APA. Although each seller entered
into a separate APA with SM-, the APAs were virtually identical.?
Pursuant to article 1 of those agreenents, SMF agreed to purchase
fromeach seller "all of the fixtures and personal property of
every kind and description, whether tangible or intangible and
wherever |ocated, * * * used in the operation of [the seller's]

busi ness."” Those assets included the seller's fixed assets

19 The APAs were prepared from naster agreenents that were
custom zed for each seller
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(equi prent, furniture, fixtures), inventory and supplies, records
(excluding patient records), licenses and permts to the extent
transferrabl e under applicable I aw, and any i ntangi bl es which
were part of the seller's nedical practice. Each seller retained
hi s/her (or its) cash and accounts receivable. Each seller was
given "an equal and joint ownership interest” with SMF "in al
patient lists and patient nedical records used in [the seller's
busi ness]". SMF agreed to assune contractual and | ease
lTabilities.

Article 1.04 of each APA provided:

Sel |l er and Buyer believe that the purchase price
of the Assets is less than their fair market val ue.
The difference between the purchase price and the fair
mar ket val ue of the Assets is referred to as the
"contribution". At the closing, Seller wll
irrevocably and unconditionally donate the Contribution
to Buyer to be used in furtherance of its charitable
purposes. |If Seller chooses to claima charitable
contribution deduction for the Contribution, then,
subject to the follow ng conditions, Buyer, upon the
written request of Seller, agrees to acknow edge
recei pt of the contributed property by executing Part
| V (Donee Acknowl edgnent) of a properly conpleted IRS
Form 8283 (Noncash Charitable Contribution) supplied by
Seller: (a) Seller must obtain froma duly qualified
i ndependent third-party appraiser an appraisal (the
"Appraisal") of the value of the Seller's Business that
conplies with the standards of Rev. Rul. 59-60,
including its later nodification and anplifications;
(b) the Appraisal nmust be made as of a date no nore
than sixty (60) days prior to the Closing Date (as
defined in Section 7.01); (c) the clained fair market
value of Seller's charitable contribution nust not
exceed the Contribution, as determ ned by the

Appr ai sal
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The APA further provided that each seller was required "to
use Seller's best efforts * * * to preserve Seller's present
busi ness relationship with suppliers, patients and ot hers havi ng
busi ness rel ationships with Seller" and "to cooperate with * * *
[ SMF' s] attenpts to retain the services of the enpl oyees of
Seller's Business followng the Cosing to the extent that * * *
[ SMF] decides to attenpt to enploy any such enpl oyees. "

4. Houl i han and Narvco Appraisals

Houl i han issued its appraisal (Houlihan appraisal) on Apri
7, 1995.2° The Houl i han appraisal described SWMG as "a newly
formed group of thirty-eight physicians who have practiced in the
City of Davis for many years." Using a discounted cashfl ow
approach, the Houlihan appraisal concluded that, "as of Novenber
1, 1994 and currently, the fair market value of the fixed and
i ntangi bl e assets, excluding working capital, of * * * [SWMF is
reasonably stated as $4 mllion."

The tangi bl e assets of the affiliating physicians' practices
were val ued separately by Narvco Enterprises, Inc. (Narvco). The
standard used by Narvco in valuing the tangi ble assets, nanely,
"value in use", was directed by SMF and the SWMG physi ci ans after

they had agreed that it was appropriate. Under the APAs, each

20 Respondent contends, and we agree, that the Houlihan
appraisal is hearsay. It was not offered as an expert report
under Rule 143(f). Nonetheless, it was the appraisal relied on
by petitioners in the 1994 returns, and it is relevant for
vari ous nonhearsay purposes.
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SWMG physi ci an received paynent for the tangi ble assets of his or
her nedi cal practice equal to the appraised val ue determ ned by
Narvco. The aggregate anount paid by SMF for the tangi ble assets
of the SWMG physicians' practices was $1, 156, 733.

5. Allocation of Value of Intangibles

SWMG entered into a further retainer agreenment with Houlihan
on June 14, 1995, pursuant to which Houlihan woul d provide an
opinion "with respect to the appropriateness of the allocation of
the intangi bl e value [of SWME anong the individual sharehol ders
of SWMG pursuant to * * * the Asset Purchase Agreenent [ APA]
bet ween SWMG and Sutter Health."” No such opinion is in the
record. Earlier, in an October 11, 1994, l|etter, Houlihan had
advised Dr. Silva (chairman of the SWMG steering conmttee) that
an allocation could be nmade upon one, or a conbination, of the
following three nmethods: On the basis of each physician's
contribution to revenue, on the basis of each physician's
contribution to incone, or on the basis of each physician's
roster of active patients.

The formula for allocating each SWMG physi cian's
proportionate share of the estimated intangi ble value of SWMG was
devi sed, however, not by Houlihan but by one of petitioners;
namely, Dr. Levin. Dr. Levin described his allocation, to be
used by each SWMG physician for purposes of calculating his or

her charitable contribution deduction arising fromthe "bargain
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sale" of his or her nedical practice to SM/ in a July 11, 1995,
letter. Dr. Levin calculated that the aggregate val ue of the

i ntangi bl e assets that had been "contri buted" by the SWIG
physicians to SMF was equal to the "business enterprise

val uation" of SWMG as determ ned by Houlihan ($4 mllion), |ess

t he aggregate val ue of the anobunt paid by SMF to the SW/G
physicians for the fixed assets of their practices, as determ ned
by Narvco ($1, 156, 733), |ess the aggregate accounts receivabl e
estimated to be collectible by the SWMG physi ci ans as of Novenber
1, 1994 (the transfer date) ($1,210,890). The residual

(%1, 632,377) was assuned to represent "the value of the

i ntangi bl e donation to * * * [SMF]." This aggregate val ue was
then all ocated anong the 29 SWMG physi ci ans who sold their

medi cal practices to SMF, pursuant to a fornula devised by Dr.
Levin. That formula allocated (i) 50 percent of the aggregate
val ue on the basis of each physician's share of gross revenues
generated in the year preceding the transfer to SMF, (ii) 25
percent on the basis of each physician's "years in the
comunity", with up to a maxi mumof 5 years bei ng counted; and
(1i1) 25 percent on the basis of each physician's share of the
aggregate fixed assets transferred to SMF by the SWMG physi ci ans.

V. Petitioners' and SMF' s 1994 Returns

On their 1994 returns, petitioners clainmed charitable

contribution deductions for the transfer to SMF of the intangible
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assets associated with their medical practices in anmounts

consistent with Dr. Levin's allocations, as foll ows:

Deducti on

Docket No. Petitioner d ai ned
10930- 02 Der by 1$65, 006
10931-02 Dr oubay 73,592
10932-02 Eusebi o 35, 978
10933-02 Harris 38, 839
10934-02 Hi rsch 28,619
10935-02 Snmi t h- Hoef er 81, 769
10936- 02 Kennedy 240, 884
10937-02 Levi n 104, 255
10939-02 Sm t h- MacLean 47,427
10941- 02 Patt er son 83, 405
10942-02 Silva 76, 045
10943-02 Wnen's Health Assoc. %162, 926
10945- 02 Watts-Wite 40, 475

! Because the charitable contribution deduction clai ned
on Schedule A, Item zed Deductions, of the Derbys' 1994
return ($8,913 in cash contributions plus the $65, 006
noncash portion at issue in this case) exceeded 50
percent of adjusted gross incone, the Derbys' 1994
charitable contribution deduction was limted to

$60, 212. Respondent deni ed a deduction for "any anount
in excess of $8913" and increased the Derbys' inconme by
$51, 409, although it appears that the deduction

di sal | onance shoul d not have exceeded $51, 299 (the

di fference between $60, 212 and $8, 913).

2 Cl ai mred on an anended return.

3 This is the aggregate amount of the charitable contribution
deduction related to the SMF transaction that the
partnership allocated to the two partners (Dr. Schi nmel
($77,277); and Dr. Conrad- Forest ($85,699)) on the
partnership return. The Forns 8283 provided for each

partner list a charitable contribution deduction of $96, 896
for each. There is no evidence in the record that accounts
for the discrepancy.
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Attached to each petitioner's 1994 return was a Form 8283,
Noncash Charitable Contributions, in support of the charitable
contribution deduction clainmed for the transfer of intangible
assets to SM. Part I1l, Certification of Appraiser, of Section
B of the Form 8283 was executed by Houlihan and dated April 7,
1995, the date of the Houlihan appraisal. Part |V, Donee
Acknow edgnment, of Section B of the Form 8283 was executed on
behal f of SMF by Karl Silberstein, "VP', and dated July 18, 1995.

Onits 1994 return, Form 990, Return of Organi zation Exenpt
From I ncone Tax, SMF did not report as contributions received any
donations of intangible assets or goodwi || from petitioners or
any ot her SWMG physi ci an.

VI . Dut cher Appr ai sa

After respondent comnmenced an exam nation of petitioners'
1994 returns, petitioners' counsel in this case retained another
apprai ser, Ernest E. Dutcher, managi ng nmenber of Nati onal
Busi ness Appraisers, L.L.C., to "independently determ ne the
mar ket val ue of the intangi ble assets of SWM5 as of * * *
Novenmber 1, 1994, assumng a sale to a qualified buyer who could
either be a for-profit entity or a 501(c)(3) corporation.” M.
Dut cher's apprai sal (Dutcher appraisal) postulated that the val ue

of the aggregate intangibles of the SWMG physi ci ans was equal to
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SWMS s "business enterprise value" less SWMG s (i)"inplied
working capital" and (ii) fixed assets.?

M. Dutcher derived the business enterprise value of SWVG by
taki ng the wei ghted average of what he conputed to be SWMG s
val ue based on an inconme nethod (50 percent), an asset nethod (40
percent), and a nmarket nmethod (10 percent). The inconme val ue was
based upon a di scounted future distributable earnings approach
wher eby an estimate of SWMG physi ci ans' aggregate revenues for
199422 was projected forward, and the future after-tax
di stributable earnings then discounted to present val ue,
produci ng a busi ness enterprise val ue on Novenber 1, 1994, of
$4,112,500. In calculating what SWMG s future distributable
earni ngs woul d be, M. Dutcher assuned that the expense of

physi ci an conpensati on woul d equal the national nedian for the

21 The Dutcher appraisal treated the fixed assets of SWMG as
equal to the fixed assets of the nedical practices of each of the
SWMG physi cians (or partnership) who transferred his or her (or
its) practice to SM.

22 SWMG did not exist as an operating entity until Nov. 1,
1994. M. Dutcher treated as SWMG s 1994 revenues the estimated
1994 aggregate revenues of the 29 UHMG physicians who transferred
their practices to SMF, plus the 1994 revenues of 5 of the 7
"hi red" physicians in SWMG who did not have ownership interests
in a nedical practice when the affiliation with SMF consunmat ed.
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"Western Region"? for a weighted average of the nedica
specialties conprising SWMG or 45.18 percent.

The asset val ue was based upon a capitalization of excess
earni ngs approach. In making his conputations under the excess
earni ngs approach, M. Dutcher used the Narvco apprai sed val ue of
the tangi bl e assets of the nmedical practices of the UHMG
physi ci ans who transferred their practices to SMG (nanely,
$1, 156, 733), as the value of SWMG s fixed assets. M. Dutcher's
estimate of the business enterprise value of SWMG conput ed under
t he excess earnings approach was $4, 061, 400.

Finally, M. Dutcher used a market approach whereby he
derived a business enterprise value for SWMG based on a
conparison wth price/earnings ratios of publicly traded health
care conpanies, wth a 23.1-percent discount for SWMG s smal | er
size, a 35-percent premumreflecting control, and a di scount for
| ack of marketability of 10 percent, resulting in an indicated
val ue of $4,076,400. Wighting the three values in the manner
previ ously noted produced a business enterprise val ue of
$4, 088, 450.

As noted, M. Dutcher treated the value of SWMG s intangible

assets as SWMG s business enterprise value ($4,088,450), less (i)

2 M. Dutcher's figures were taken froma "Physician
Conmpensation Survey", based on data froma report by the Center
for Research in Anbul atory Health Care Adm nistration, "Physician
Conpensati on and Production Survey: 1994 Report Based on 1993
Dat a" .
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"inplied working capital"” (estimated as 4 percent of net revenue,
in accordance with industry standards, or $416,462%%) and (ii)
fi xed assets (Narvco's $1, 156, 733 apprai sed val ue), producing an
estimated value for SWMG s intangi bl e assets of $2,515,255. M.
Dut cher further opined that SWMG s i ntangi bl e val ue represented a
"bundl e" of intangi ble assets, including "assenbl ed workforce,
patient records, provider contracts, trademarks and tradenane,
and practice goodw I |".%

For purpose of allocating the $2,515, 255 value for SWMG s
i ntangi bl e assets to the 29 SWMG physi ci ans, M. Dutcher sinply
adopted the sane formul a devised by Dr. Levin. The Dutcher
apprai sal offered no analysis of the appropriateness of Dr.
Levin's fornmul a.

The busi ness enterprise value of SWMG as estimated in the

Houl i han and Dut cher appraisals differed by only 2 percent

24 |n M. Dutcher's view, substituting an anount for
"inplied working capital"”, based on industry standards, instead
of nmeasuring actual current assets and liabilities, provided a
nore accurate neasure of the business enterprise value of a going
concern, since the level of current assets and liabilities
fluctuates greatly.

% |n M. Dutcher's view, the goodwi || of a nmedical or other

prof essi onal practice consists of "practice goodw I|", which is
associated wth the entity, and "professional goodwll", which is
associated wth the individual. According to M. Dutcher, the

practice goodwi Il of a nedical practice generally consists of
such itens of value as patient records, provider contracts,
assenbl ed wor kforce, trademarks and tradenanes, and goi ng concern
value. Professional goodwill, in his view, "results fromthe
charisma, know edge, skill, and reputation of a specific
practitioner”, is not transferable, and has no econom c val ue.
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($4, 000, 000 and $4, 088, 450, respectively). However, the
aggregate value of SWMG s intangi bl e assets estimated by the
Dut cher appraisal (%$2,515,255) differed markedly fromthe anount
postul ated by Dr. Levin through the use of his formul a
(%$1,632,377). Since the Dutcher appraisal and Dr. Levin's
formula both started with substantially the sanme figure for
SWMS s business enterprise value, and both subtracted an
identical figure for fixed assets (%1, 156, 733), the marked
difference in their outcones is attributable to the fact that Dr.
Levin believed that the SWMG physi ci ans' accounts receivabl e
(%1, 210,890 as of Novenber 1, 1994) al so needed to be subtracted
(and that no adjustnment needed to be nmade for working capital),
whereas the Dutcher appraisal postulated that all current assets
and liabilities (i.e., including accounts receivable) were best
accounted for by subtracting an anmount for inplied working
capital, which was estinmated as $416,462. The difference between
t he Dutcher appraisal's working capital figure and Dr. Levin's
accounts receivable figure, when added to the approximately 2-
percent difference in the Dutcher and Houl i han estimates of
SWMG s business enterprise value, accounts for the discrepancy in
the estimates of SWMG s aggregate intangi ble value by Dr. Levin
and the Dutcher appraisal.

In his appraisal, M. Dutcher also asserted that "it is ny

opi ni on the physician conpensation offered SWM5 shar ehol ders by
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Sutter had no market val ue beyond the value of their professional
medi cal services". The Dutcher appraisal contains no further
di scussion or analysis purporting to support this proposition.
The Dutcher apprai sal does, however, contain a "Physician
Conpensati on Survey", which sets forth the national nedian ratios
(for the "Western Region") of physician conpensation to net
revenues for listed nedical specialties. Using a weighted
average of those published ratios, the Dutcher appraisal's
Physi ci an Conpensation Survey shows that the wei ghted average of
the national nedian ratios of "conpensation to revenue" for the
specialties mx of the SWMG physicians was 45. 18 percent. As
previously noted, the PSA entered into between SWM5 and SMF
provi ded for conpensation to SWMG equal to 57.75 percent of fee-
for-service revenue, 47 to 53 percent of capitation revenue, and
at | east 55 percent of risk pool revenue.

V. | ssues Related to Specific Petitioners

A.  The Kennedys

On Schedul e C of the Kennedys' 1994 return, they reported
$195, 709 of gross receipts fromDr. Kennedy's nedical practice.
The notice of deficiency issued to the Kennedys increased
reported Schedul e C gross receipts by $3,760 to $199, 469.

B. The Derbys
On Schedul e E, Supplenental Incone and Loss, Part |1, |ncone

or Loss From Partnerships and S Corporations, of the Derbys' 1994
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return, they reported $4, 209 of nonpassive income from Schedul e
K-1, Sharehol der's Share of Inconme, Credits, Deductions, etc.,
attached to the 1994 Form 1120S, U.S. Inconme Tax Return for an S
Corporation, filed by Dr. Derby's wholly owned professiona
corporation, Charles A Derby, MD., Inc. The referenced
Schedule K-1 states that Dr. Derby's share of his S corporation's
1994 ordinary inconme from business activities was $7,874. The
notice of deficiency issued to the Derbys increased their 1994
i ncone by $3, 665, the difference between the foregoing figures on
t he Schedul es K-1 and E.

OPI NI ON

Petitioners' Entitlenent to Charitable Contribution
Deductions for Their Transfers of Intangible Assets to SMr

A. Transfer Wthout Adequate Consi deration

Petitioners contend that as part of the transfer of their
medi cal practices to SMF they each made a charitable contribution
to that entity of the intangible assets of the practices.
Respondent determ ned that the deductions petitioners clainmed on
account of the charitable contributions are not allowable, and we
must decide the extent, if any, to which they may be deduct ed.
Petitioners bear the burden of proving their entitlement to those

deductions. See INDOPCO, Inc. v. Conm ssioner, 503 U S. 79, 84

(1992); Deputy v. Du Pont, 308 U.S. 488, 493 (1940); New Col oni al
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lce Co. v. Helvering, 292 U S. 435, 440 (1934); see also Rule

142(a)(1).2°

Section 170(a) generally allows a taxpayer a deduction for
any charitable contribution, as defined in section 170(c), made
during the taxable year. Section 170(c) defines the term
"charitable contribution”" as "a contribution or gift" to or for
the use of certain specified organizations. Respondent has not
di sputed that SMF was a qualified recipient of a charitable
contribution as required by section 170(c).

If a charitable contribution is nmade in property other than
nmoney, the anmount of the contribution is generally the fair
mar ket val ue of the property at the tinme of the contri bution.
Sec. 1.170A-1(c)(1), Incone Tax Regs. "[F]Jair market val ue" for
this purpose "is the price at which the property woul d change
hands between a willing buyer and a willing seller, neither being
under any conpul sion to buy or sell and both having reasonabl e
know edge of relevant facts.” Sec. 1.170A-1(c)(2), Incone Tax
Regs. A charitable contribution is allowable as a deduction only
if verified under regul ations prescribed by the Secretary, sec.
170(a) (1), including certain substantiation requirenents provided
in section 1.170A-13(c)(2), Inconme Tax Regs. In addition, no

deduction for any contribution in excess of $250 is all owed

26 petitioners concede that sec. 7491(a) does not apply in
t hi s proceedi ng.
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unl ess the taxpayer substantiates it by a contenporaneous witten
acknow edgnent by the donee organization. Sec. 170(f)(8).

The question of what constitutes a "contribution or gift"
for purposes of section 170 has been the subject of considerable
caselaw. Sone 5 years before the transaction at issue in this
case, the Suprenme Court provided the foll ow ng guidance:

The legislative history of the "contribution or
gift" limtation [of section 170], though sparse,
reveal s that Congress intended to differentiate between
unrequi ted paynents to qualified recipients and
paynments made to such recipients in return for goods or
services. Only the fornmer were deened deductible. The
House and Senate Reports on the 1954 tax bill, for
exanpl e, both define "gifts" as paynents "nmade with no
expectation of a financial return commensurate with the
anmount of the gift." * * * Using paynents to hospitals
as an exanple, both Reports state that the gift
characterization should not apply to "a paynent by an
individual to a hospital in consideration of a binding
obligation to provide nedical treatnment for the

i ndividual's enployees. It would apply only if there
were no expectation of any quid pro quo fromthe
hospital." * * * [Hernandez v. Conmm ssioner, 490 U.S.

680, 690 (1989); citations omtted.]
Thus, "A paynent of noney [or transfer of property] generally
cannot constitute a charitable contribution if the contributor

expects a substantial benefit in return.” United States v. Am

Bar Endownent, 477 U.S. 105, 116 (1986); see also Transanerica

Corp. v. United States, 902 F.2d 1540, 1543 (Fed. G r. 1990);

Singer Co. v. United States, 196 Ct. d. 90, 449 F. 2d 413 (1971)

(sewi ng machi ne manufacturer not entitled to charitable
contribution deduction for sale of sewing machines to public

school s at discount, given the expectation that students' use
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woul d result in future increases in sales); Mrphy v.

Conmm ssioner, 54 T.C. 249, 254 (1970) (no charitable contribution

deduction for paynent to effect adoption of child).

The Supreme Court has further instructed that in
ascertaining whether a given paynent or property transfer was
made with the expectation of any return benefit or quid pro quo,
we are to exam ne the external, structural features of the
transaction, which obviates the need for inprecise inquiries into

the notivations of individual taxpayers. Hernandez v.

Commi ssi oner, supra at 690-691. |In Hernandez, where the Suprene

Court found a lack of donative intent in the taxpayers' paynents
to the Church of Scientology for certain "auditing" and training
sessions, the external features cited by the Court included the
church's establishnment of fixed price schedules for the sessions,
calibrated to length and | evel of sophistication; the provision
of refunds if session services went unperforned; and the
categorical prohibition on providing the sessions for free.

These external features revealed the "inherently reciprocal
nature of the exchange" involving the paynents and the services
provi ded by the church. A taxpayer who receives or expects to
receive a benefit in return for a purported contribution may
nonet hel ess be all owed a deduction if the noney or property

transferred clearly exceeds the benefit received and the excess

is given with the intent to nmake a gift.



- 42 -

Where the size of the paynent is clearly out of
proportion to the benefit received, it would not serve
t he purposes of 8170 to deny a deduction altogether. A
t axpayer may therefore claima deduction for the

di fference between a paynent to a charitable

organi zati on and the market val ue of the benefit
received in return, on the theory that the paynment has
the "dual character” of a purchase and a contri bution.
See, e.g., Rev. Rul. 67-246, 1967-2 Cum Bull. 104
(price of ticket to charity ball deductible to extent it
exceeds market value of admssion) * * * . [United
States v. Am Bar Endownent, supra at 117.]

A taxpayer claimng a charitable contribution deduction under the
"dual character"” theory, however, "nust at a m ni num denonstrate
t hat he purposely contributed noney or property in excess of the
val ue of any benefit he received in return." 1d. at 118; see al so

Sklar v. Conm ssioner, 282 F.3d 610, 621-622 (9th Gr. 2002),

affg. T.C. Meno. 2000-118.

Petitioners argue that they transferred their nedical
practices to SMF, a section 501(c)(3) organi zation, in a
transaction in which they agreed to accept a cash paynent equal to
the value of the tangi ble assets of their respective practices and
no consideration for the intangi ble assets, because a paynent for
goodwi | I woul d have viol ated Federal |aw. Because they received
no consideration for the intangi ble assets, they nade a
contribution thereof with the requisite donative intent,
petitioners contend. In petitioners' view, the value of that
contribution is equal to each petitioner's allocable share of the
fair market value of the intangi ble assets of the nedical group,

SWMG, formed when the transfers were nmade (as estimted by expert
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appraisal). The allocation to each petitioner of a share of the
val ue of the intangi ble assets of the new y-formed nedi cal group
t hough perfornmed by a nonexpert (Dr. Levin, one of petitioners),
was reasonabl e, petitioners argue, and was ratified by expert
opinion. In addition, petitioners argue, the Comm ssioner
indicated in a determnation letter and in certain training
manual s that a charitable contribution deduction was available in
simlar circunstances for the transfer of nedical practice
i ntangi bl e assets in connection with the acquisition of a group
medi cal practice by a section 501(c)(3) organization.
Consequently, petitioners contend, respondent has a duty of
consistency with the foregoing in his litigating position in this
case.

Respondent di sputes all of petitioners' argunents.
Respondent contends that petitioners have failed to show that the
val ue of the assets they transferred to SMF including any
i ntangi bl e assets of their nedical practices, exceeded the val ues
of the consideration each received in exchange therefor.
Consequent |y, respondent argues, petitioners have failed to

satisfy the test outlined in United States v. Am Bar Endownent,

supra. Respondent further argues, relying on United States v. Am

Bar Endownent, supra, and Hernandez v. Conmmi Ssioner, supra, that

petitioners | acked donative intent in light of the substanti al

benefits that they expected to, and did in fact, receive in return
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for the transfers of their medical practice intangibles.
Respondent al so takes issue with nunmerous aspects of the valuation
of the intangi ble assets purportedly transferred by petitioners to
SMF. Finally, respondent argues that petitioners have failed to
satisfy the substantiation requirenents of section 1.170A-13,
| ncone Tax Regs., and section 170(f)(8).

We agree that petitioners have failed to satisfy the
requi renents for a charitable contribution deduction. Wile
petitioners seek to characterize the transaction between
t hensel ves and SMF as the sale of the tangi ble assets of their
medi cal practices for cash equal to their value, coupled with the
transfer of their medical practice intangibles to SMF for no
consi deration, that characterization ignores a significant
addi tional el enent of consideration they received; nanely, future
enpl oynment with SMF on carefully delineated terns. The agreenents
securing the terns of petitioners' future enploynent (i.e., the
PSA bet ween SWMG and SMF, and the PEAs between SWMG and each SWVG
physician) were integral to and legally interdependent with the
agreenents under which petitioners transferred their nedical
practice assets to SMF (i.e, the APAs). Each of the foregoing
agreenents was contingent upon the other. Thus, the transfer of
petitioners' intangible assets to SMF was part of an integrated
transaction in which petitioners also agreed to provide future

services (through SWM5 and transfer tangi ble assets to SMF in
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exchange for SMF s agreenent to pay them cash and to enpl oy them

(through SWMZ’) pursuant to specified terns.

The transaction had an "inherently reciprocal nature".

Her nandez v. Conmi ssioner, 490 U. S. at 692. The record

denonstrates that Sutter Health clearly wanted the SWJG
physi ci ans' intangi bl e assets, a significant portion of which
consisted in their patient roster and the expectation of continued
patronage fromthose patients.? Sutter was engaged in a strategy
of expansion into the Davis area by neans of acquiring existing
medi cal practices to becone part of an integrated delivery system
wth its hospitals. Sutter also had a nearly conpleted hospita
in Davis for which it needed to ensure an adequate patient base.
Anot her portion of petitioners' goodw ||, their established
reputation as efficient, cost-effective practitioners, increased
their desirability to Sutter. The negotiations over the terns of

the acquisition transactions were protracted and soneti nes

2 Under the integrated and | egally interdependent
agreenents, petitioners were obligated to form SWMG and to enter
into contracts to provide their nedical services exclusively to
SWMG under stated terns, and SMF was obligated to contract with
SWMG for the nedical services provided by petitioners and the
ot her SWMG physicians. The obligation of SMF to purchase, and
petitioners' obligation to sell, the tangi ble and intangible
assets of their nedical practices was contingent on the
f or egoi ng.

2 \W note that the PSA provided that once the transaction
was consummated, all patients treated by the SWMG physici ans were
deened to be the patients of SMF (subject to the physicians
rights to reclaimpatients under the "free to conpete”
provision). In addition, the APA obligated the SWVMG physi ci ans
to use their best efforts to retain existing patients.
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acrinoni ous, according to the testinony of participants. It is
clear fromthis testinony that the SWMG physi ci ans negoti at ed
aggressively for the best terns they could get. The intensity of
the negotiations is reflected in the witten agreenents, which
were anended late in the discussions to increase the percentages
of net revenue that were to be paid to the SWMG physi cians for
gi ven categories of revenue. Significantly, an official of SM
who participated in the negotiations testified that SMF not only
"could not" pay anything for the SWMG physi cians' intangi bl es but
"would not", explaining that SMF s refusal to pay any cash for the
i nt angi bl es was based both on the possible | egal proscriptions and
on SMF's unw | | ingness to pay anything for the intangibles
because, according to SMF s financial projections, to do so would
render the transaction financially infeasible for SM. In sum
the SWMG physicians extracted from SMF all that SMF believed it
could provide if the affiliation with the physicians were to
remai n econom cally viable.

The consideration received in the transaction by petitioners
and the other SWMG physicians included: (1) Enploynent, with
conpensation to their nmedical group set at a mninmumof 47 to
57.75 percent of net revenues with a guaranteed floor, (2) a
$35, 000 "Physi ci an Access Bonus" for each physician, (3) rights to
participate in the managenent of SMF, (4) greater professional

aut onony than was perceived to be avail able from other potenti al
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acquirers of their nedical practices; and (5) rather than a
nonconpete agreenent, the "free to conpete" provision, which
secured for each petitioner the express right, upon his or her
termnation of enploynment with SWME SM-, to have his or her
patients as of the date of affiliation wwth SMF notified of the
departure and given the option of having the patient's nedical
records transferred to the departing physician. In addition, when
petitioners' circunstances before the transaction are consi dered,
a second tier of benefits they secured in the transaction with SM-
becones apparent. First, petitioners solved their core economc
probl em arising fromthe advent of managed care; nanely, the risk
of loss fromhaving patients requiring extraordinary care. After
the transaction, by virtue of the m ni num conpensati on guaranties,
this risk was largely transferred to SM~, which could better
manage it given SMF s greater patient popul ation and resources.
Second, as a result of their affiliation with a relatively |arge
health care organi zation, petitioners secured the benefits of
greater |leverage in negotiating contracts wwth HMO s and greater
efficiencies in providing care, with any resulting enhancenent in
revenues inuring to their benefit by virtue of SWM5G s conpensati on
bei ng determ ned as a percentage of net revenues. |In sum by
transferring their practices to SMF in the transaction at issue,
petitioners ensured for thenselves the continued ability to

mai ntain or inprove their accustoned | evel of earnings fromthe
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practice of medicine-— sonething they had concl uded was not |ikely
to be possible had they continued to maintain solo or small group
practices.

The linchpin of petitioners' claimof entitlement to a
charitable contribution deduction is their argunent that none of
the foregoing consideration was received in exchange for the
i ntangi bl e assets of their nedical practices, which consisted
essentially of goodwi || or going concern value. Petitioners
contend that they received no consideration for their goodw ||
from SMF because any paynment for goodw || by SMF was proscribed by
law. Cearly none of the consideration from SM was denom nat ed
as a direct paynent for the intangible assets of petitioners
medi cal practices. However, given the integrated nature of the
transaction, Sutter Health's desire to obtain petitioners' patient
roster and other goodwill, and the intensity of the negotiations,
we are persuaded that petitioners' intangible assets functioned as
| everage in the negotiations and that their transfer to SMF
resulted in an increase in the total consideration petitioners
received in the transaction. Thus, the claimthat petitioners
received no consideration for their intangible assets is

contradi cted by the substantive evidence. ?°

2 W are aware that the parties to the transaction went to
sone lengths in the APAs to nenorialize that each SWMG physi ci an
as seller and SMF as buyer "believed" that the purchase price for
the medical practice assets was |less than their fair nmarket val ue
and that the seller was therefore donating to the buyer the

(continued. . .)
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Since petitioners received consideration for their
i ntangi bles, their charitable contribution deductions fail unless

t hey can show, pursuant to the theory approved in United States v.

Am Bar Endownent, 477 U.S. 105 (1986), that the transfer of their

i ntangi bles to SMF had a "dual character” as both a transfer for
consi deration® and a contribution. To do so, however, petitioners
"must at a mninmumdenonstrate that * * * [they] purposely

contri buted noney or property in excess of the value of any
benefit * * * [they] received in return.” 1d. at 118; see also

Skl ar v. Conmi ssioner, 282 F.3d at 620-622.

Petitioners have not shown that the val ue of what they
transferred to SMF exceeded the value of the benefits they

received in return. As noted above, those benefits included, in

29(. .. continued)
excess of fair market value over the (purported) purchase price.
In our view, this provision is a self-serving attenpt to support
the claimfor a charitable deduction contribution. As discussed
herei nafter, the SWJG physi ci ans recei ved many ot her kinds of
consideration in connection with the integrated transaction. The
effort in the APAs to all ocate any consideration away fromthe
i ntangi bl e assets was self-serving for the SWMG physi cians and a
matter of indifference for SM~. Notably, notw thstanding the
APAs' characterization of a contribution of intangible assets,
SMF did not report the receipt of any such contributions on its
Form 990 for 1994.

30 United States v. Am Bar Endownent, 477 U.S. 105 (1986),
and the revenue ruling therein approved by the Suprene Court
(Rev. Rul. 67-246, 1967-2 C.B. 104) both involved transfers of
cash for goods or services that purportedly had dual characters
as purchases and contributions. The sane principle applies,
however, to a transfer of property for consideration, see, e.g.,
Transanerica Corp. v. United States, 902 F. 2d 1540, 1543-1546
(Fed. Cir. 1990), such as the transfer of the assets of
petitioners' medical practices at issue.
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the first instance, enploynent that was conpensated with shares of
revenue (47 to 57.75 percent) that significantly exceeded the
medi an share of revenue (45.18 percent) devoted to physician
conpensation in petitioners' specialties; a $35,000 "Physician
Access Bonus" for each SWMG physician, including petitioners;?3 an
absence of restrictions on establishing a conpeting nedi cal
practice in the event of cessation of enploynent with SMF, and

greater econom c security in the managed care environnent. O her

31 Petitioners strenuously argue that the "Physician Access
Bonuses" were consideration for the SWMG physi ci ans' agreenent to
mai ntai n "open" practices; i.e., to accept new patients
notwi t hstandi ng exi sting patient |oads. Accordingly, petitioners
contend, the "Physician Access Bonuses" coul d not have served as
consideration for the SWMG physicians' transfer of their nedical
practice intangi bl es.

Petitioners' argument is unpersuasive. As wth petitioners
broader claimthat no consideration was paid for their intangible
assets, the argunent depends upon segregating el enments of
consideration that were part of an integrated, and intensely
negoti ated, agreenent. The extensive and otherw se detail ed
witten agreenents governing the transaction wwth SMF do not
menti on any open practice requirenent. Even if the transaction
docurent s had expressly allocated the $35, 000 bonuses to the
physi ci ans' agreenents to nmai ntain open practices, we would
remai n unpersuaded, because there is no evidence in the record
that a $35,000 paynent was custonmary for a physician-enpl oyee's
agreenent to maintain an open practice. In fact, one SM
official who testified conceded that no such bonuses had been
paid to other physician groups that affiliated with SMF, and the
Dut cher apprai sal does not address the bonuses. Tellingly, when
the PSA was renegotiated to cover the period after its initial 2-
year term there was no conparabl e provision for "Physician
Access Bonuses" to secure the SWMG physi ci ans' open practice
commtnents. After respondent noted this apparent inconsistency
on brief, petitioners offered no explanation to account for it.
Consequently, we find that the $35,000 "Physician Access Bonuses"
are not fully allocable to open practice agreenents and instead
were part of the consideration package received by the SWIG
physi ci ans in exchange for the transfer of their nedical
practices.
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benefits received included greater professional autonony than was
perceived to be available fromconpeting acquirers and a role in
managenent .

Petitioners rely on the Dutcher appraisal to establish that
they contributed property worth nore that any benefits received in
return.® Petitioners' position is that they transferred property
with a value in excess of what they received back from SMF because
the Dutcher appraisal estinated the value of their intangible
assets at $2,515, 255, ** whereas they received back from SM- only a
$1, 156, 733 paynent in the aggregate. There are a nunber of
problens in the Dutcher appraisal's estinate of the fair market
val ue of SWMG s intangi bl e assets and each petitioner's allocable

share thereof.3 However, even if it is assuned for argunent's sake

32 Al t hough petitioners used the Houlihan appraisal, coupled
with Dr. Levin's allocation fornmula, for purposes of claimng on
their returns the deductions at issue, they abandoned the
Houl i han appraisal for purposes of trial and rely instead on the
Dut cher appraisal, prepared for them after respondent commenced
exam nations of the returns.

3% The Dutcher appraisal treats as the val ue of each
petitioner's intangi ble assets an all ocable share of the val ue of
the intangi ble assets of SWM5 a nedical group petitioners forned
si mul taneously with the consummati on of the transaction wth SM,
as required by the ternms of the transaction. Respondent argues
t hat because SWMG di d not exist before the transaction,
petitioners could not have transferred any portion of SWVG s
i ntangi ble value to SMF as part of the transaction. W find it
unnecessary to resolve this issue for purposes of deciding
whet her petitioners are entitled to the charitable contribution
deductions cl ai nmed.

34 Sone of the nore salient problens with the Dutcher
apprai sal i ncl ude:
(continued. . .)
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(1) There is no allocation of any value to the professional
goodwi I | of the SWMG physicians. M. Dutcher distinguishes, in
the case of the goodwi Il of a professional practice, between
"practice" goodwi |l and "professional"” goodw ||, the forner
attributable to characteristics of the practice entity such as
patient records, provider contracts, and workforce in place; and
the latter attributable to the personal attributes of the
i ndi vi dual practitioner, such as charisma, skill, and reputation.
M. Dutcher further acknow edges that professional goodwill is
not transferable. The intangible asset value attributed by M.
Dut cher to SWMG was derived to a substantial degree fromthe
di scounted present value of the distributable earnings stream
t hat woul d be generated by the SWMG physicians in the 5 years
after the affiliation wwth SM~. (That is, M. Dutcher treated
the value of SWMG s intangi bl e assets as equal to the present
value of its future distributable earnings, |ess inplied working
capital and tangi ble assets.) Yet those distributable earnings
wer e undoubtedly generated in part by patients who continued to
see a physician because of that physician's charism, skill,
and/or reputation--his or her professional goodwi|ll. Several
petitioners testified that they understood the goodw || that they
transferred to SMF to consist of the foregoing elenents. W
believe that sonme portion of the earnings fromwhich M. Dutcher
derived his intangible value estinmate were generated as a result
of professional goodw I|l. However, M. Dutcher nmade no
adjustnent to his intangi ble value estimte to account for any
portion attributable to the professional goodw |l that he
concedes is nontransferable. To that extent, his estimte of
val ue of the intangi ble assets transferred by the SWVG physi ci ans
to SMF is inflated and unreliable.

(2) There is no adjustnent for the fact that the SWM/G
physi ci ans were not required to execute nonconpete agreenents.
M. Dutcher treated each SWMG physician as transferring an
al | ocabl e share of SWMS s intangi bles, including goodw I, which
was not treated as dimnished in any way by the physicians' not
havi ng execut ed nonconpete agreenents with respect to SWVG or
SMF.  However, in Norwalk v. Conm ssioner, T.C Meno. 1998-279,
we found that there is no transferable or sal able goodw I| where
a conpany's busi ness depends on its enpl oyees' personal
relationships with clients and the enpl oyees have not provided
covenants not to conpete. W acknow edged, distinguishing
Schil bach v. Comm ssioner, T.C Meno. 1991-556, that sone of the
goodw I | of a nedical practice is inherent in the operating

(continued. . .)
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that each petitioner transferred intangi ble assets wth sonme val ue
to SMF, petitioners would still have failed to show that the val ue
of what they transferred exceeded the value of what they received

inreturn. As previously outlined, the consideration petitioners

34(...continued)
entity. Norwalk v. Conmm ssioner, supra. W also believe that,
under the willing buyer/willing seller standard of fair market
val ue enunciated in Rev. Proc. 59-60, 1959-1 C. B. 237, to which
M. Dutcher purportedly adhered, a willing buyer of SWMG on the
transacti on date would have insisted on a significant discount
wWth respect to the value of the entity's intangi ble assets,
preci sely on account of the absence of nonconpete agreenments from
t he SWMG physicians. | ndeed, the SWMG physicians not only did
not execute nonconpete agreenents; they had the benefit of the
"free to conpete” provision in the PSA which facilitated their
reclaimng their patients in the event they decided to cease
working for SWMZ SM-. M. Dutcher's failure to account for the
risk to his estinmated 5-year stream of earnings posed by SWG
physi ci ans' departing with their patients is contrary to well -
est abl i shed val uati on principles and compbn sense, and results in
an inflated value for the SWMG physi ci ans' goodwi | | .

(3) The Dutcher appraisal adopts the fornula devised by Dr.
Levin, a nonexpert, for allocating the purported value of SWMG s
i ntangi bl e assets anong the SWMG physi ci ans, w thout providing
any reasons or analysis to support or justify that choice. See
Md-State Fertilizer Co. v. Exch. Natl. Bank, 877 F.2d 1333, 1340
(7th Cr. 1989); Estate of Jann v. Comm ssioner, T.C Meno. 1990-
333. To the extent petitioners may not be relying on the Dutcher
apprai sal to support the allocation fornmula used, the allocation
underlying the clainmed charitable contribution deductions is not
t he product of expert appraisal and should be rejected on that
account .

(4) The Dutcher appraisal takes no account of the $35, 000
"Physi ci an Access Bonus" payable to each SWMG physici an over the
initial 2 years of the affiliation. 1lgnoring these paynents when
conputing distributable earnings that SWMG woul d generate results
in a overstatenent of those earnings and a correspondi ng
overstatenent of the value of SWM5 s intangible assets (since,
under M. Dutcher's analysis, intangible asset val ue equals
present value of future distributable earnings, |ess tangible
assets and inplied working capital).
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recei ved was not confined to the cash paynent for their tangible
assets. They in addition received a package of val uabl e benefits
(above- nedi an conpensation, $35,000 "Physician Access Bonuses",
wor ki ng conditions they preferred, etc.) that were not nerely
incidental or akin to the benefits that inure to the general
public as a result of a charitable transfer. See, e.g., Otawa

Silica Co. v. United States, 699 F.2d 1124 (Fed. Cr. 1983);

Singer Co. v. United States, 196 CG. d. 90, 449 F.2d 413 (1971).

Concededl y, sone el enents of the consideration petitioners
recei ved may have been difficult to quantify, but this does not
mean these benefits can be disregarded in determ ning whether a
quid pro quo existed that defeats donative intent. See, e.g.,

Transanerica Corp. v. United States, 902 F.2d 1540 (Fed. Gr

1990) (donor-taxpayer's receipt back from donee of commerci al
access rights to donated notion picture fil mnegatives defeats
charitabl e deduction for value of negatives transferred); Singer

Co. v. United States, supra (benefit of possible increase in

future custoners defeats charitable deduction for the val ue of
di scounts given to public schools purchasing taxpayer's sew ng
machi nes) .

Petitioners argue that any consideration they purportedly
received in the transaction representing the "value of their post-
contribution enploynent relationship" with SMF nust be disregarded

because "that value is already taken into consideration in the
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val uation process.”" In petitioners' view, because the Dutcher
apprai sal conputed the value of petitioners' intangible assets as
bei ng essentially the discounted present value of SWMG s "future
di stributabl e earnings" (less the value of tangible assets and an
anount for inplied working capital), and those future earnings
were net of physician conpensati on expense and all other
oper ati onal expenses, the anount clainmed as a contribution for
i ntangi bl e assets should not be offset by physician salaries or
any other benefit petitioners received in connection with their
providing services to SM. The "value of the physicians' future
salaries is already netted out of the value of the contribution”
petitioners argue.

We disagree. First, we do not believe the Dutcher appraisal
fully accounts for petitioners' conpensation from SM~. Presumably
because SWMG was newly fornmed and there existed no historical data
on its physician conpensati on expense, M. Dutcher assuned when
conputing future distributable earnings that SWMS s physi ci an
conpensati on expense (conputed as a percentage of revenue) woul d
be equal to the nedi an physician conpensati on expense for the
medi cal specialties conprising SWMG, or 45.18 percent of revenue.
In fact, SMF agreed to pay conpensation to the SWMG physi ci ans of
at least 47 to 55.75 percent of revenue. Moreover, because M.
Dut cher treated SWMG s physi ci an conpensati on expense as equal to

the 45.18 percent nedian, his conputation of physician
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conpensati on expense takes no account whatsoever of the $35, 000
"Physi ci an Access Bonus" that each SWMG physician received. Mre
fundanental | y, the Dutcher appraisal takes no account of the
various contractual rights and other intangi ble benefits that
petitioners and the other SWMG physici ans sought and obtained in
the transaction wth SMF, such as avoi di ng signi ng nonconpete
agreenents and obtaining preferred working conditions. Because it
does not fully account for the benefits that petitioners received
in the transaction with SM-, the Dutcher appraisal does not
establish that petitioners contributed property to SMF t hat
exceeded the values of the benefits they received in return.3

The quid pro quo nature of the transfer of petitioners
medi cal practices (including both the tangible and intangible

assets) in exchange for the package of cash and contractual rights

35 Undoubt edly, sone portion of the conpensation and
benefits provided to the SWMG physicians in connection with their
posttransaction enpl oynent (through SWM5 with SMF is
attributable to the posttransacti on services perfornmed. However,
petitioners have not denonstrated what portion is attributable to
t he services they provided, such as by showi ng what the fair
mar ket val ues of those services were. The fair market val ues of
the services petitioners provided to SM- m ght be shown, for
exanpl e, by a conparison to the conpensation paid to simlarly
experi enced physici an-enpl oyees of an integrated delivery system
health care provi der where the physici an-enpl oyees had not
transferred existing nedical practices to the enployer. \Whether
such an arrangenent woul d have exhi bited conpensati on conparabl e
to petitioners' in terns of salaries, initial $35,000 bonuses, no
requi renents to execute nonconpete agreenents, etc. is a matter
of speculation on this record. Although M. Dutcher stated in
his appraisal that "it is my opinion the physician conpensation
of fered SWMG sharehol ders by Sutter had no market val ue beyond
the value of their professional nedical services", there is no
data or analysis to support this conclusion.
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that they received from SMF is al so denonstrated by petitioners
rejection of the proposed transaction with Foundati on (wherein
t hey woul d have sold their practices to, and entered into an
agreenent to provide future services for, Foundation).
Petitioners make much of the fact that Foundation, as a for-profit
entity, was willing to pay substantial suns for petitioners
i ntangi bl e assets because it was not constrained by the Federal
proscriptions on such paynents applicable to nonprofit, tax-exenpt
entities. But when petitioners were offered the opportunity to
affiliate with Foundation (and receive an outright cash paynment
for their intangibles), they collectively rejected the prospect in
favor of an acquirer that offered them working conditions they
preferred, greater econom c security through multiple sources of
paynent, a "free to conpete" provision whereby any of them could
essentially "unwi nd" the transaction and retrieve his or her
patients if he or she desired to termnate the relationship with
the acquirer, a role in managenent, and other intangible benefits
that were negoti ated between the SWMG physici ans and SMF. Vi ewed
inthis light, it is apparent that the intangible benefits that
petitioners received in the transaction with SMF were of
substantial value to them Petitioners spurned a cash paynent for
their nedical practice intangibles in order to obtain these
benefits in a different transaction. On this record, petitioners

have not shown that the value of what they received in the
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transaction with SMF was | ess than the val ue of what they
transferred. Thus they have not shown that the transfers of the

i ntangi bl e assets of their nmedical practices were w thout adequate

consideration. "The sine qua non of a charitable contribution is

a transfer of noney or property w thout adequate consideration."”

United States v. Am Bar Endownent, 477 U.S. at 118; see al so

Transanerica Corp. v. United States, 902 F.2d at 1545-1546. 36

B. Respondent's Duty of Consi stency

Petitioners also argue that the Conm ssioner has previously
taken the position in rulings and other gui dance covering simlar
transfers of group nmedical practice assets to nonprofit health
care organi zations that charitable contribution deductions for the
transferors are appropriate and that respondent is therefore bound
to follow that position in this case. Petitioners cite the
Friendly Hlls determnation |l etter and several of the
Comm ssi oner's annual Exenpt Organizations Continui ng Professional
Educati on Technical Instruction Program manuals (instruction
manual s) wherein the Comm ssioner indicated that a section
501(c)(3) organization could acquire the assets of a group nedical
practice through purchase or through a charitable donation by the

group's physicians w thout jeopardizing the acquiring

% Because we conclude that petitioners have failed to
denonstrate that they transferred property worth nore than what
they received in return, we do not decide whether the clained
deductions shoul d be deni ed because petitioners failed to conply
with the requirenents of sec. 1.170A-13, Inconme Tax Regs., and
sec. 170(f)(8).
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organi zation's tax-exenpt status. Since in the foregoing
materials the Conm ssioner specifically contenplated a charitable
contribution under section 170 and did not put it into issue or
otherwi se treat the matter as problematic, petitioners argue that
t he Comm ssioner has thereby indicated that donative intent in
such transactions is presunmed or is not a significant issue.
Thus, petitioners conclude, by challenging petitioners' donative
intent in a virtually identical transaction, respondent has
violated his duty of consistency between his rulings and

l[itigation position, contrary to our holding in Rauenhorst v.

Comm ssioner, 119 T.C 157 (2002).

Respondent argues that: (1) The transaction considered in
the Friendly Hlls determnation letter is materially
di stingui shable fromthe transaction in this case, (2) neither
that letter nor the instruction manual s address the section 170
deduction issue, and (3) in any event, neither may be cited as

precedent. Therefore, respondent considers Rauenhorst to be

I napposi te.

We agree with respondent that, under Rauenhorst, neither the
Friendly Hlls determnation letter nor the instruction manuals
limt the position respondent may take in these cases.

The Friendly Hlls determnation letter did concern the
acqui sition of the assets (including "intangi ble assets") of a

physi ci ans' nedi cal group by a nonprofit nedical foundation in
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which it was represented that the foundation would pay $110
mllion and the transferring physicians would "make charitabl e
donations in an aggregate anount, and deduct fromtheir incone
t axes proportionate anounts of that aggregate, which, when
conbined with the [$110 million] cash purchase price, will not
total nore than $125 million." However, the issue addressed in
the determnation letter was the tax-exenpt status of the
acquiring foundation (which was granted). The determ nation
letter thus had no occasion to consider the issue of donative
intent (rmuch less rule on deductibility), observing only that
"Donors may deduct contributions to you as provided in section 170
of the Code." Respondent al so argues, and we agree, that there
are significant distinctions between the facts as represented in
the Friendly Hlls determnation letter and petitioners
circunstances. In the Friendly HIlls transaction, unlike the
cases at issue, the transferring physicians had executed
nonconpet e agreenents, there were no signing bonuses (i.e.,
"Physi ci an Access Bonuses"), and the donations represented
approximately 12 percent of the transfer ($15 million/$125
mllion), whereas petitioners claimthat approximately 61.5
percent of the "business enterprise value" of SWMG was gi ven away

(%2, 515, 255 i nt angi bl es/ $4, 088, 450 "busi ness enterprise val ue"?).

3" The figures above are taken fromthe Dutcher appraisal's
estimate of the intangible assets purportedly contributed by the
SWMG physi ci ans, on which petitioners currently rely. On the

(continued. . .)
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Most inportantly, the Friendly Hlls determ nation letter, as
petitioners concede on brief, pursuant to section 6110(j)(3)* "may
not be used or cited as precedent."”

Simlarly, although the instruction manuals generally
descri be nmethods by which an integrated delivery system may be
formed, including acquisition of nmedical group assets "by
donation, fair market val ue purchase, |ease, |license, stock
transfer or a conbination thereof" (enphasis added), those
publications al so focus on nergers of nonprofit hospitals or
medi cal foundations wth physician groups fromthe standpoint of
the former entities' qualification for tax-exenpt status under
section 501(c)(3). Simlar to the Friendly Hlls determ nation
letter, the instruction manuals do not specifically address the
charitable contribution issue, which accounts for their failure to
enphasi ze the requirenent of donative intent in connection with
any "donation" of assets by the physicians. Mor eover, the

i ntroduction to each annual edition of the instructi on manual s

contains the followng statenent: "The text is for educational
purposes only. It is not authority, and may not be cited as
such. "

37(...conti nued)
basis of the Houl i han appraisal used by petitioners for purposes
of filing their 1994 returns (but now abandoned by them, the
cl ai med donati ons woul d constitute approximately 41 percent of
t he val ue of SWMG ($1, 632,377 intangi bles/$4 mllion business
enterprise val ue).

3 Currently codified as sec. 6110(k)(3).
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| n Rauenhorst v. Conmi ssioner, supra at 183, we held that the

Comm ssioner may not take a litigating position contrary to his
own revenue rulings, which constitute public guidance. Neither
the Friendly Hlls determ nation letter nor the instruction
manual s are revenue rulings or are intended by the Conm ssioner to
constitute public guidance. Therefore, even if they could be

vi ewed as supporting petitioners' claimthat the Conm ssioner has
m nim zed the significance of donative intent in sone transfers of
medi cal practice assets, since the cited materials are not revenue

rulings or simlar public guidance they do not, under Rauenhurst,

constrain the position that respondent may take in these cases.

1. | ssues I nvolving I ndividual Petitioners

A.  The Kennedys

1. Backgr ound

Respondent bases his $3, 760 increase in Dr. Kennedy's 1994
Schedul e C gross receipts on three docunents, all of which are
stipulated exhibits: (1) The exam ning agent's summary of certain
bank deposits of Dr. Kennedy's, totaling $23,797.26, that is
described as a schedule of Dr. Kennedy's 1994 accounts receivable
after sale of practice (agent's report); (2) a letter fromDr.
Kennedy to his accountant dated February 27, 1994, 3 (sic)

(letter), in which he advises his accountant: "I have collected

®G ven its contents, the letter was necessarily drafted in
1995.
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$23, 037.00 for Novenber and Decenber and | have included that on
my business incone for 1994"; and (3) Dr. Kennedy's profit and
| oss statenent for Cctober, 1994 (P & L statenent), which shows
total year-to-date patient fees, as of Cctober 31, 1994, of
$176,002.44. On the basis of these docunents, respondent posits
that Dr. Kennedy's total reported 1994 gross receipts from patient
fees (earned before he becane an enpl oyee of SWMG as of Novenber
1, 1994) were understated by $3,760. Therefore, they nust be
i ncreased from $195, 709 as reported to $199, 469 as determ ned
after exam nation. The Kennedys offer no docunentary rebuttal.
They nmerely state, on brief, that the adjustnent is 9 years old,
the records are "inpossible to trace", and it is "Dr. Kennedy's
recol | ection" that the $195, 709 reported on his return "is the
accurate dollar amount that he received as gross sales for his
medi cal practice.”

2. Di scussi on

Al t hough the stipulated exhibits (in particular, the letter)
general ly support respondent's determ nation, his nunbers do not
guite add up. Whether the $176, 002 representing Dr. Kennedy's
1994 gross receipts through October 31, 1994, is increased by
$23, 797 (per the agent's report) or $23,037 (per the letter), the
result differs slightly fromthe total 1994 Schedul e C gross

recei pts of $199, 469 respondent determ ned. On cross-exan nation
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by respondent's counsel, Dr. Kennedy testified as follows
regarding the contents of the letter and the P & L statenent:

Q Whul d you | ook at Exhibit 629-J please? Do you
recogni ze this?
A | think it's a letter | wote to ny accountant it
| ooks like, at least the first of it.
Q Okay. And then there's a |l engthy paragraph on the
bottom of the page, which you know, as we get two-thirds
of the way down it states, "I have collected 23,037 for
Novenber and Decenber." Do you see that?
Yes.
Ckay. And then would you | ook at Exhibit 631-J
pl ease?
Yes.
Which is your profit and | oss statenent through the
end of October '94?
Um hmm
So it says, "lnconme Patient Fees Year To Date $176, 002.”
That woul d have been what you collected through that
point in time?
(No audi bl e response).
So then if we add the 176,000 to the 23,000, we get
about 199, 000. So that would have been your incone for
t he year?
A | suppose.

Q> O»r O>

Q >

We accept the foregoing exchange as a concession by Dr.
Kennedy that his Novenber and Decenber 1994 collections totaled
at | east $23,000 and a concession by respondent that Dr. Kennedy's
total 1994 Schedule C gross receipts totaled $199, 000, not
$199, 469, an increase of $3,291 over the $195,709 Dr. Kennedy
reported. Therefore, we sustain respondent's proposed increase in
Dr. Kennedy's 1994 Schedule C inconme to the extent of $3,291

B. The Derbys

1. Backgr ound
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There appears to be no dispute between the parties that there
is a $3,665 discrepancy between the anmount reported as Schedul e K-
1 nonpassive incone fromDr. Derby's wholly owned professional (S
corporation, Charles A Derby, MD., Inc. (the corporation), on
t he Derbys' 1994 Schedul e E (%$4, 209) and the amount of ordinary
incone actually listed on the corporation's 1994 Schedul e K-1
($7,874). During the trial, Dr. Derby testified as follows
regardi ng the discrepancy:
At the close of the year, | had -- | was in the
process of dissolving the "S" corporation, and one of
the reconciliations that was necessary was there were a
-- | had a petty cash drawer and in it there were
receipts. And there was one principal receipt that was
for the -- ny conputer that | had purchased earlier in
the year. It was around 2,600 -- 2,700. And then
around a thousand dollars of petty cash receipts that
were nmoney fromny own personal pocket that had been
utilized by the "S" corporation, and in dissolving the
"S" corporation, | think that's where the discrepancy.
Now, | tried to get in touch with nmy accountant,
M. Kraner, to go over this with him and | just wasn't
able to do that, and I don't have specific receipts for
this at this particular tinme, but that's ny best
recollection of the -- what the discrepancy was.
Dr. Derby further testified that the corporation reinbursed him
for the conputer and the other itens at the time of its
dissolution in late 1994. Thus, it is Dr. Derby's position that
he, in effect, made a constructive loan to the corporation of the
anount in question by personally incurring expenses deened to be
incurred by the corporation wth the constructively borrowed funds

(which were reinbursed to Dr. Derby upon dissolution of the
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corporation), and that the corporation's 1994 return m stakenly
overstated the corporation's net ordinary inconme by the anmount of
t hose deducti bl e expenses. Respondent sinply points to the
di screpancy between the two returns and argues that Dr. Derby
understated his 1994 ordinary inconme fromthe corporation by
$3, 665.

2. Di scussi on

The di spute between the Derbys and respondent raises three
issues: (1) A factual issue as to whether Dr. Derby incurred the
expenses in question in 1994, (2) whether the expenses were
currently deducti bl e busi ness expenses under section 162(a), and
(3) assum ng he did incur the expenses and that they were
currently deductible, whether they resulted in a constructive |oan
and corporate purchase of the itens in question or a capital
contribution of the purchased itens by Dr. Derby to the
cor porati on.

At trial, Dr. Derby admtted that he had no "specific
recei pts" that would substantiate the all eged expenditures or
their deductibility and that his oral testinony constituted his
"best recollection of * * * what the discrepancy was." Assum ng
arguendo that the Derbys are not required to satisfy the
substantiation requirenments of section 274(d) in support of the
al | eged expenditures, they were nonetheless required to maintain

records sufficient to substantiate the cl ai ned deductions, in this
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case, on behalf of the corporation. See sec. 6001; sec. 1.6001-
1(a), Income Tax Regs. Modrreover, they have failed to provide even
the m nimal substantiation that would permt us to estimate the

al | owabl e deducti on under Cohan v. Conmm ssioner, 39 F.2d 540, 543-

544 (2d G r. 1930). Even under Cohan, there nust be sufficient
evidence in the record to provide a basis upon which an estinmate

may be made. Vanicek v. Conmi ssioner, 85 T.C 731, 742-743

(1985). Here, there is none. By failing to provide any
substantiation that woul d corroborate Dr. Derby's sonmewhat
uncertain testinony, the Derbys have failed to sustain their
burden of proof under Rule 142(a) as to either the existence or
deductibility of the alleged expenditures.

Mor eover, assum ng arguendo that Dr. Derby actually incurred
the all eged expenditures and that they were of a type that woul d
be currently deductible by the corporation, the evidence does not
establish whether Dr. Derby incurred themon behalf of the
corporation with an expectation of reinbursenent or intended that
they constitute a capital contribution to the corporation. Dr.
Derby's oral testinony is consistent with either approach.* The
Derbys' failure to prove the existence of a constructive |oan

provi des an additional basis for respondent's $3, 665 adj ustnent.

40 Al though Dr. Derby testified that he was rei nbursed by
t he corporation when the corporation was di ssol ved, that
"rei nbursenent” distribution is consistent wwth either a debt
repaynment or a final cash distribution in connection with the
di ssol uti on.



3. Concl usi on

The Derbys understated Dr. Derby's 1994 inconme fromthe
corporation to the extent of $3, 665.
I11. Penalties

A. | nt roducti on

The notices of deficiency issued to petitioners contain the
foll ow ng explanation for respondent’'s denial of a charitable
contribution deduction for each petitioner's alleged contribution
of practice intangibles to SM:

The contribution clained with respect to * * * [SMF] is

not all owabl e because it has not been established that

the fair market value of the assets sold exceeded the

sales price received by you or that the intangible

assets donated had any fair market val ue.

Based upon petitioners' alleged failure to establish that
their intangi ble assets had any fair market val ue, respondent
alleges, in his answers to the petitions, that "petitioners are
liable for the accuracy related penalty under [section] 6662(a) in
t he anount of 40 [percent] of the deficiency for a gross val uation
m sstatenent under * * * [section] 6662(h), or in the alternative
are liable for a penalty in the amount 20 [percent] of the
deficiency for a substantial valuation m sstatenent under * * *
section 6662(e)" (sonetinmes, the overvaluation penalty). Because
respondent raises the penalty issue in his answers, the issue

constitutes a "new matter" under Rule 142(a), and the burden of

proof with respect to that issue is upon respondent. See Rule



- 69 -

142(a); see also Am Ideal Ceaning Co. v. Conm ssioner, 30 B.T. A

529, 531 (1934); Burnett v. Conm ssioner, T.C Meno. 2002-181,

affd. 67 Fed. Appx. 248 (5th Cr. 2003).

Respondent argues, on the evidence in the record, that "the
al l egedly donated goodw Il had no value to SM~." Therefore, the
val ues petitioners clainmed as the bases for their section 170
deductions "were 400 percent or nore of the correct value, zero."
Respondent further argues that petitioners may not rely upon the
"reasonabl e cause", "good faith" exception of section 6664(c)(1)
because: (1) The valuation of their intangible assets transferred
to SMF was not "based on a qualified appraisal nade by a qualified
apprai ser” as required by section 6664(c)(2)(A), and (2)
petitioners failed to nmake "a good faith investigation of the
val ue of the contributed property"” as required by section
6664(c)(2)(B). See also sec. 1.6664-4(h), Incone Tax Regs.*
Petitioners argue that the advice received fromM. Gant and his
partners and, for several of petitioners, fromtheir own
accountants furnished a "reasonabl e basis" for their charitable
contribution deductions and that the seeking of and reliance upon
t hat advice constituted a "good faith investigation of the val ue
of the contributed property" within the nmeani ng of section

6664(c) (2)(B).

41 As applicable in 1994, the regul ation was codified as
1.6664-4(e), Incone Tax Regs.



B. Analysis

On brief, respondent specifically acknow edges that, if we
deny petitioners' charitable contribution deductions for reasons
ot her than their overvaluation of the transferred intangibles,

"the penalty is not applicable", citing Gainer v. Conmm Ssioner,

893 F.2d 225 (9th G r. 1990), affg. T.C. Menp. 1988-416.

In Gainer, the issue was whet her the taxpayer was |iable for
t he overstatenent penalty under circunstances in which his
depreci ati on deduction and investnent tax credit with respect to
an equi pnent purchase were deni ed because: (1) The equi pnment was
not placed in service during the taxable year, (2) the equi pnent
was overval ued, and (3) the prom ssory note given in connection
wi th the purchase was nonrecourse so that he was not at risk. W
refused to apply the penalty on the ground that the deduction and
credit were disallowed because the equi pnent had not been pl aced
in service during the tax year. Therefore, the underpaynents were
not "attributable to" any overstatenent of value.* The Court of
Appeals for the Ninth Grcuit affirmed, reasoning as foll ows:

Even if Gainer had correctly valued the container, the

under paynent of tax would be the same because the

contai ner was not placed in service. Thus, Giner's

actual tax liability, after adjusting for failure to
pl ace the container in service, was no different from

42 Sec. 6662(b)(3), like its predecessor provision (sec.
6659) considered in Gainer, inposes an addition to tax on
under paynents "attri butable to" any "substantial valuation
m sstatenment” (referred to, in sec. 6659, as "a valuation
overstatenment").
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his liability after adjusting for any overval uation.
[1d. at 228.]

The Court stated that "no * * * [overvaluation] penalty * * * [may
be i nposed] when there is sonme other ground for disallow ng the
entire portion of a deduction that otherw se m ght be disall owed

for overvaluation." 1d.; see also Scoville v. Conm ssioner, 108

F.3d 1386 (9th Cr. 1997), affg. in part and revg. in part wthout

publ i shed opinion T.C. Meno. 1995-376; Todd v. Conm ssioner, 862

F.2d 540, 543 (5th Cir. 1988), affg. 89 T.C. 912 (1987).

We have denied petitioners' charitable contribution
deductions, in their entirety, on the ground that petitioners
received a commensurate quid pro quo. Therefore, under (Giner,
because there is a separate, independent ground for disallow ng
t hose deductions, the overvaluation penalty may not be inposed

agai nst petitioners. See also 885 Inv. Co. v. Conm ssioner, 95

T.C. 156, 163 (1990).4

C. Concl usion

Petitioners are not liable for either a 40-percent or 20-

percent addition to tax under section 6662.

“In light of our conclusion that the overval uation penalty
may not be inposed, we need not address whether petitioners had
"reasonabl e cause" with the neaning of sec. 6664(c).



To reflect the foregoing,

Decisions will be entered

under Rul e 155.




