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The health care industry continues to undergo major systemic and political

revisions in its form of health care delivery.  Market evolution has been described as

revolutionary, fraught with continual organizational changes. Recent years have been

marked by significant and increasing politically sensitive industry consolidations,

although the frenzied rate of the previous merger and acquisitions activity last decade has

abated. Today, the major industry segments grabbing the headlines are physician-to-

physician consolidations and retirement successions.

And so, why is there this urge to buy, sell or merge in the private clinical and

micro-economic practice arena? Medical practice consolidation is being fueled by the

uncertainty over healthcare reform measures and the continuing squeeze on the health

care dollar, due to rising costs. Aging physicians are retiring, mid-life doctors are getting

divorced, and newly minted physicians are desperately seeking to retain one last vestige

of business autonomy.

The health care market is approximately 2.56 trillion dollars, with physician and

clinical services accounting for 20.8% of total healthcare spending. Direct spending on

physicians has grown from $5.3 billion in 1960 to $527.6 billion in 2009, and is projected

to exceed 800 billion dollars by 2018. The following chart illustrates this explosive

growth trend in physician spending.

[Insert Figure 30.1]
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Strong Impetus to Consolidate

The federal government is the largest single payer in the U.S., accounting for

approximately one-half of all of health care expenditures.

With the aging population, legislative efforts to control health care spending can

only escalate. Further accelerating the urge to merge, many insurers are increasingly

basing provider payments on some level of Medicare reimbursement.  Medical practices

are continually attempting to offset declining revenues by controlling costs and offering

broader services.  With market forces squeezing the health care dollar, continual change

and industry consolidation is eminent, and is the reason for many public and private

political debates.

The Regulatory Climate

Federal and state fraud and abuse laws, self-referral laws, tax-exempt entities

prohibitions on inurement and private benefit, and a host of other federal and state laws

and regulations have significant impact on what medical practices can acquire and how

those acquisitions are structured.

The IRS and the Office of the Inspector General (“OIG”), Department of Health

and Human Services are scrutinizing the formation of integrated delivery systems

(“IDS”), with major focus on physician transactions.  The impact to the health care

industry has been:
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 Increased scrutiny by regulators

 Need for greater understanding of regulations and their impact on

determining value

 Need for greater documentation in rationale and support of underlying

value conclusions

Current health care policy issues are likely to address four broad areas: Medicare,

Medicaid, access to care, and public or managed care.  With Medicare and Medicaid

taking up significant portions of the federal budget, efforts to bring revenues in line with

spending will require painful reductions of provider payments.  Under previously enacted

Medicare reform legislation, provider-sponsored organizations (“PSOs”), that are groups

of hospitals, physicians, and other providers, are allowed to contract directly for Medicare

capitation.  This legislation also has significant negative impact to physician payments,

and in particular specialty practices.  Medicare, Medicaid, access to care, and anti-

managed-care legislation will continue to be hotly debated topics.

The Economic Climate

Other legislative risks negatively impacting traditional physician economics and

independence include:

 Health Insurance Portability and Accountability (HIPAA), risks

 Balanced Budget Amendment, risks

 Deficit Reduction Act, risks

 Anti-Trust, risks
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 Federal False Claims Act, risks

 Civil Asset Forfeiture, risks

 OSHA and CLIA, risks

 Drug Enforcement Agency, risks

 Environmental Protection Agency, risks

 Managed Care Contractual risks

 ERISA, risks

 Business and employee, risks

 Systemic economic, risks

 Workplace Violence and Terrorism, risks

 Political reform, PP-ACA and M4A, risks.

Physician Merger Motivation

In 2010, there were approximately 952,224 allopathic physician practitioners

(MD) in the U.S., 556,818 of which were office-based, representing 58.4 percent of the

physician population. Over one-half of all office-based physicians work in group

practices comprised of three or more physicians, which represent 20% of all medical

practices in the United States today.

In light of a currently growing and graying patient population, the physician

workforce faces not only heightened demand for a plethora of services, but also dire

manpower shortages and inefficiencies.
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In addition to the strain they endure as a consequence of the physician manpower

shortage, physicians (especially primary care physicians) face heightened competition

from the non-physician healthcare workforce, namely: allied health professionals; mid-

level providers; and, technicians and paraprofessionals.  There are more than 235,000

dentists (DDS, DMD); more than 36,000 full-time optometric physicians (OD); 59,000

chiropractors (DC); 62,000 osteopathic physicians (DO), and about 10-12,000 podiatric

physicians (DPM).

The increasingly diverse workforce of medical practitioners, paired with the

manpower strain of current and impending physician shortages, has allowed for the

proliferation of managed care organizations commanding significant reductions in

provider payments.

Declining incomes and increasing administrative challenges have motivated a

significant number of physicians to sell their practice assets and join hospital systems,

align with corporate partners, or decide to merge with larger medical groups to form even

larger regional groups.  There are countless acquisition and physician management

models, some successful and many unsuccessful.  Undoubtedly, there will be more health

2.0 transitional and permanent models evolve. The truth is, these affiliations must be

flexible and evolving to adapt to an ever-changing health care market. And, although

specialty and sub-specialty merger activity has declined, small medical group acquisitions

continue at a steady clip despite the past collapse of behemoth corporations.
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Specialty Mergers Slack - Primary Care Mergers Robust

The American Association of Medical Colleges (AAMC) recognizes three groups

of physician specialty/subspecialty areas: (1) Primary Care, (2) Medical Specialties, and

(3) Surgical Specialties. In 2008, 32.6% of the physician population were primary care

physicians (377,058 practitioners), i.e., general practitioners, family physicians,

pediatricians, internists, and gynecologists/oncologists. Of these primary care

practitioners, 71,794 (19%) practiced in primary care subspecialty areas.

Medical specialists accounted for 42.7% of the total physician population in 2008,

with 407,141 physicians across all specialty and subspecialty areas. Lastly, surgeons

comprised 170,025 (17.8%) of the physician population.

The physician supply is not only insufficient to meet population demands: the

existing supply allocation does not parallel to the current or impending distribution of

demand. Instead, there exist a growing number of specialty physicians in a population in

growing need of primary and preventative care services.

Of all specialty and subspecialty areas, the areas that endured the greatest percent

decline in practitioners included general practice of primary care (-77.4 percent). This

decline may prove challenging with impending changes in demographic, policy, and

therefore, demand. From 1980 to 2008, the physician-to-patient ratio, across all

specialties, grew from 207.3 to 316.4 per 100,000 people. While many surgery areas (e.g.,

general surgery, neurological surgery, ophthalmology, and urological surgery) and some

medical specialty areas (e.g., radiology and psychiatry) saw a slight decrease in per capita
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ratios, these changes are negligible when compared to the drop in general practitioners

per capita from 14.4 per 100,000 in 1980 to 3.2 per 100,000 in 2008.

Transactions with medical group practices and hospitals are being increasingly

pursued.  This activity will continue to increase in popularity as a result of the following

market trends:

 Healthcare delivery and payment systems will continue to shift toward a greater

emphasis on pay-for-performance, chronic care management, bundled payments,

and budget based capitation.

 Demands for capital expenditures and working capital to support the shift toward

implementation of more advanced technology, e.g., electronic medical records

(EMR) and management information systems.

 Growing pressure on providers to deliver positive, proven, risk adjusted outcomes

in exchange for enhanced reimbursement. As this trend matures, premium

payments will shift toward focused, result-driven providers and away from scale-

driven, negotiation-focused entities.

 Traditionally, many primary care providers have been subsidiary to hospital

systems and specialists.  This structure is upside down, particularly in the

emerging environment that emphasizes wellness, prevention, and more effective

utilization of high cost services.

 The supply/demand imbalance in primary care has reached the critical level and it

is only projected to get worse under healthcare political reform.
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Of course, no one knows precisely the best formula for physician practice micro-

integration.  The move from a traditional fee-for-service environment, to capitation, P4P,

various forms of fixed-fee reimbursement, retail clinics, and proposed reform models,

such as: accountable care organizations, medical homes, and payment bundling are

shifting financial risk from payers to providers.

Additionally, physicians are faced with ever increasing needs for negotiating clout, capital

for expansion and administrative and management burdens in a time of declining

incomes.

Triggered by initiatives in managed care and again stimulated by recent and future

healthcare reform initiatives, market forces continue to drive hospitals, physicians, and/or

health plans, to integrate, consolidate, merge, and affiliate.

THE NEED FOR MEDICAL PRACTICE VALUATIONS

Physicians are entrepreneurial by nature and take great pride in the creation of

their businesses.  Market pressures are motivating physicians to be proactive and to make

informed decisions concerning the future of their businesses.  The decision to sell, buy or

merge while often financially driven and is inherently an emotional one.

Other economic reasons for a practice valuation include changes in ownership,

determining insurance coverage for a practice buy-sell agreement or upon a physician-

owners death, establishing stock options, or bringing in a new partner.  Practice appraisals

are also used for legal reasons such as divorce, bankruptcy, breach of contract and

minority shareholder complaints.
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In 2002, the Financial Accounting Standards Board (FASB) issued rules that

required certain intangible assets to be valued, such as goodwill. This may be important

for practices seeking start-up, service segmentation extensions, or operational funding.

Other reasons for a medical practice appraisal, and the considerations that go along with

them, are discussed here.

Estate Planning:

Medical practice valuation may be required for estate planning purposes. For a

decedent physician with a gross estate of more than $1 million, his or her assets must be

reported at fair market value on an estate tax return.

If lifetime gifts of a medial practice business interest are made, it is generally wise

to obtain an appraisal and attach it to the gift tax return.

Note that when a “closely-held” level of value (in contrast to “freely traded,”

“marketable,” or “publicly traded” level) is sought, the valuation consultant may need to

make adjustments to the results.  There are inherent risks relative to the liquidity of

investments in closely held, non-public companies (e.g., medical group practice) that are

not relevant to the investment in companies whose shares are publicly traded (freely-

traded).  Investors in closely-held companies do not have the ability to dispose of an

invested interest quickly if the situation is called for, and this relative lack of liquidity of

ownership in a closely held company is accompanied by risks and costs associated with

the selling of an interest said company (i.e., locating a buyer, negotiation of terms,

advisor/broker fees, risk of exposure to the market, etc.).
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Conversely, investors in the stock market are most often able to sell their interest

in a publicly traded company within hours and receive cash proceeds in a few days.

Accordingly, a discount may be applicable to the value of a closely held company due to

the inherent illiquidity of the investment.  Such a discount is commonly referred to as a

“discount for lack of marketability.”

Discount for lack of marketability is typically discussed in three categories: (1)

transactions involving restricted stock of publicly traded companies; (2) private

transactions of companies prior to their initial public offering (IPO); and, (3) an analysis

and comparison of the price to earnings (P/E) ratios of acquisitions of public and private

companies respectively published in the “Mergerstat Review Study.”

With a non-controlling interest, in which the holder cannot solely authorize and

cannot solely prevent corporate actions (in contrast to a controlling interest), a “discount

for lack of control,” (DLOC), may be appropriate.  In contrast, a control premium may be

applicable to a controlling interest. A control premium is an increase to the pro rata share

of the value of the business that reflects the impact on value inherent in the management

and financial power that can be exercised by the holders of a control interest of the

business (usually the majority holders).  Conversely, a discount for lack of control or

minority discount is the reduction from the pro rata share of the value of the business as a

whole that reflects the impact on value of the absence or diminution of control that can be

exercised by the holders of a subject interest.

Several empirical studies have been done to attempt to quantify DLOC from its

antithesis, control premiums.
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The studies include the Mergerstat Review, an annual series study of the premium

paid by investors for controlling interest in publicly traded stock, and the Control

Premium Study, a quarterly series study that compiles control premiums of publicly

traded stocks by attempting to eliminate the possible distortion caused by speculation of a

deal.1

Buy-Sell Agreements

The ideal situation is for physician partners to put in place a buy-sell agreement

when practice relationships are amicable.

This establishes the terms for departure before they are required, and is akin to a

prenuptial agreement in the marriage contract. Disagreements most often occur when a

doctor leaves the group, often acrimoniously. Business operations of the practice decline,

employee and partner morale suffers, feuding factions develop spilling over into the

office, and the practice begins to implode creating a downward valuation spiral. And so,

valuations should be done every 2-3 years, or as the economic circumstances of the

practice change. Independence and credibility are provided, and emotional overtones are

purged from the transaction.

Physician Partnership Disputes

1 Published by FactSet Mergerstat, LLC. “FactSet Mergerstat Publications,” FactSet Mergerstat,
https://www.mergerstat.com/newsite/bookStore.asp (accessed 11/4/2009); Compiled by Mergerstat/Shannon Pratt’s BV
Resources. “Mergerstat/BVR Control Premium Study – Quantify Minority Discounts and Control Premiums,” Business
Valuation Market Data, http://www.bvmarketdata.com/defaulttextonly.asp?f=CPS%20Intro (accessed 11/4/2009).
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Medical practice appraisals are often used in partnership disputes, such as breach-

of-contract or departure issues. Obvious revenue declinations are not difficult to quantify.

But, revenues may not immediately fall since certain CPT code reimbursements may

actually increase. Upon verification however, lost business may be camouflaged as the

number of procedures performed, or number of patients decrease after partner departure.

Divorce

Physicians getting divorced should get a practice appraisal, and either side may

hire the appraiser, although occasionally the court will order an expert to provide a

neutral valuation. Such valuations should be done in light of both court discovery rules

and IRS requirements for closely held businesses. Generally, this requires the

consideration of eight elements:

 Practice specialty and operating history

 Economic and healthcare industry condition

 Estimates of practice risks and future returns

 Book value and financial condition of the practice

 Practice future earning capacity

 Physician bonuses, dividends and distributions

 Intangible assets

 Comparable practice sales

Sometime, the non-physician spouse may even desire a lifestyle analysis to evaluate the

potential for under reported income, by a forensic accountant, or appraiser.
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A family law judge is often the final arbiter of different valuations, and because of

varying state laws there may be 50 different nuances of what the practice is really worth.

ADDITIVE VALUE AND ORGANIC GROWTH INGREDIENT

Sometimes, medical practice appraisals can add value where little actually exists,

or add value where not apparent. For example, mature doctors may believe their practice

is worth more than it actually is in the modern climate. Upon appraisal, they are

devastated and can’t understand the reasons for its minimal value. So consultants,

business advisors and financial planners can work to leverages practice assets to greatest

advantage.

Tasks may be identified that require less labor, human resources may be

outsourced, service line segments dropped according to CPT® code reimbursement,

paraprofessionals utilized as substitutes, and office processes automated to increase

practice bottom line profits. Sans the appraisal epiphany, these changes may never have

occurred.

Moreover, even successful practices can us periodic valuations as an ingredient to

future organic and non-organic growth. Some basic concepts to grow a medical practice

through appropriate mergers and acquisitions include:

Establish goals and a time frame:

When considering a merger, knowing where you want to go makes getting there

more likely.
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And, although merging practices to achieve economies of scale may seem

perfectly logical, be sure to have other objectives, as well.  Set revenue and profitability

goals, and leave time to digest the acquisition.

Have a strategic plan:

Make sure the new practice acquisition fits into your current medical service

offerings as a complimentary line in a hot sector, or as an alternate to a service you do not

currently provide. Complimentary services that require little continuing education might

include botox injections for dermatologists and internists, as well as plastic or cosmetic

surgeons. While counter-intuitive and alternative services might also include them for

gynecologists and oral surgeons.

Other synergies may need to materialize as the dwindling physician supply may

merit a continued and increased reallocation of the healthcare workforce. Improved

integration of physician and non-physician manpower may enhance the efficacy and

efficiency of struggling healthcare enterprises within a delivery system no longer

equipped to meet market needs. Resources may be better utilized if organizations adopt

formal business plans that incorporate methods of intra-professional (and intra-specialty)

integration and maximize collaboration between, for instance, primary care physicians,

internists and nurse practitioners; orthopedic surgeons, podiatrists, diabetologists and

endocrinologists; ophthalmologists, optometrists, and opticians; or, chiropractors,

osteopaths, psychiatrists and physical therapists.
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Address financial issues early:

Lending vast sums of money to buy a medical practice is difficult for bankers in a

tightened credit environment. Retail bankers may not fully understand new concepts, such

as managed care, fixed reimbursement rates, or boutique medical practices.

Be flexible:

With a preponderance of sellers, over buyers, in the medical marketplace today,

the more accommodating you can be to the buyer, the better you chance to consummate

the deal.

PURPOSE OF THE PRACTICE VALUATION

Therefore, it is critical that physicians fully understand the purpose of their

valuation, and how their assets will be valued.  Estimates of value can be markedly

different dependent on the purpose of the appraisal.  Some of the many reasons to value a

medical practice include:

 What is the value of the medical operating business for purchase or sale?

 What is the value of a medical practice for merger with other medical groups?

 What is the value of practice assets for joint venture with a corporate partner?

 What is the value to establish the buy-in or buy-out arrangements for partners?

 What is the value of certain practice assets for purchase or sale apart from the

ongoing business operations?
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To arrive at an appropriate estimate of value, qualified appraisers will ask the following

questions:

 What is the purpose of the valuation?

 What assets require valuation?

 Who will perform the valuation?

 Who will pay for the appraisal?

 What is your timeline?

The answers to these questions will guide the appraiser to select the appropriate definition

of value and appraisal methods to value your practice.

UNDERSTANDING VALUATION DEFINITIONS

Most practice valuations for mergers and acquisitions use “fair market value” as

the standard term used to derive a reasonable value for the medical practice.   This key

definition of value is important, as it guides the appraiser’s choice of methods to apply in

determining the appropriate value. Fair market value means the appraiser will value

your medical practice assuming an arm’s length transaction of “any willing buyer and any

willing seller” scenario, and without synergies of a specific buyer.

Synergies common among the most likely hypothetical (any willing) buyers,

however, are appropriately considered in valuing medical practices.

If you are selling your medical practice as a going concern business, inclusive of

all the medical practice’s underlying assets, then you should understand the term

”business enterprise”.



18

The business enterprise of a medical practice equals the combined values of all

practice assets (tangible and intangible) and the working capital of a continuing business.

Stated another way, the business enterprise value is equal to the combined values of

owner’s equity and long-term debt, also referred to as the invested capital of the operating

business.

The value of the “Owner’s Equity” of a medical practice equals the combined

values of all practice assets (tangible and intangible), less all practice liabilities (booked

and contingent). In essence, the equity value is the net worth of the business (after

deducting debt).  The business enterprise value is the total sum for the business including

the owner’s net worth plus the long-term debt.

The business enterprise value and the owner’s equity value definitions are relevant

when you are contemplating a sale of your ongoing medical practice, inclusive of all

medical practice assets.  In transactions involving the sale of medical assets separate and

apart from the ongoing business operations, other value definitions and methodologies

will apply.

Many medical practices are acquired without working capital.  The working

capital of a medical practice equals the excess of current assets (cash, accounts

receivable, supplies, inventory, prepaid expenses, etc.) over current liabilities (accounts

payable, accrued liabilities, etc.).   When working capital is not a part of the transaction,

the business enterprise value is adjusted for the buyer’s post acquisition build up of

practice receivables and the associated delay from the collection of those receivables.
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WHAT MEDICAL PRACTICE ASSETS HAVE VALUE?

In the context of the valuation of medical professional practices, the typical focus

of the classification of assets begins with determining the existence and quantifiability of

assets.  The tangible and intangible assets relevant to the valuation of a medical practice

may include tangible (physical) assets and/or intangible assets, depicted below.

[Insert Figure 30.2]

Medical practices can be valued in their entirety as an operating business, often

referred to as the business enterprise.  The business enterprise value includes all of the

underlying assets employed in the medical practice’s business operations.   The business

enterprise analysis is the more cost-effective way of estimating practice value.

Practice assets can also be valued apart from the operating business or in addition

to the operating business.

What assets can be acquired and the deal structure will determine whether there is

a need to separately value the practice assets only, or in addition to the business

operations.

Medical practices are dependent on the highly specialized skills of the physician

providers.  With the exception of practices that own real estate, typically the majority of

practice value lies in intangible assets, or goodwill.

Keep in mind that goodwill is only one of several intangible assets that may be

found, not a “catch-all-moniker” for all intangible assets in the aggregate.
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This is in contrast to accounting and other definitions of goodwill (e.g., “The

Goodwill Registry”, published by The Health Care Group) which consider all practice

intangible assets as goodwill, and apparently relies on subtracting the tax basis

depreciated book value of tangible assets which happen to appear on the practice’s

balance sheet (in contrast to their economic fair market value) from the reported sale

price, and then simply (and incorrectly) assuming that the residual amount of the sale

price after that subtraction equals the value of “intangible assets” (which, as a term of

convenience, it defines as “goodwill”), and ignores the very nature of how tangible and

intangible assets co-exist and relate to each other in the value of professional practices.

Many valuation professionals consider goodwill to be the residual amount of intangible

asset value that may exist after the separately identified, separately distinguishable, and

separately appraised elements of intangible value have been determined.

Intangible assets that are sometimes considered as part of goodwill and patient-

related include custodial rights to medical charts and records; electronic medical records;

patient recall lists; and both personal/professional and/or practice/commercial goodwill.

The custody of medical charts, electronic medical records, and patient recall lists may be

separately identified and quantified as a distinct intangible asset aside from goodwill,

however, they are often considered together with goodwill as they create the background

that supports the propensity for the continued patient-provider relationship, which

constitutes goodwill.
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In the event that the valuator determines the existence of intangible asset value in

the practice and the existence of goodwill as one of the intangible assets existing, then,

the next step is to identify, distinguish, disaggregate, and allocate the relevant portion of

the existing goodwill to either “Professional/Personal Goodwill” or

“Practice/Commercial Goodwill.”

Professional/Personal Goodwill results from the charisma, knowledge, skill, and

reputation of a specific practitioner and may include such characteristics as “(1) lacks

transferability, (2) specialized knowledge, (3) personalized name, (4) inbound referrals,

(5) personal reputation, (6) personal staff, (7) age, health, and work habits, and (8)

knowledge of end user.”2  Since these attributes “go to the grave” with that specific

individual physician and therefore can’t be sold, they have no economic value and are

not, as a practical matter, transferable.

Practice/Commercial Goodwill should be defined in a medical services enterprise

which includes a practice component as “the propensity of patients (and the revenue

stream thereof) to return to the practice in the future.” Practice/Commercial Goodwill

may include such characteristics as “(1) number of offices, (2) business location, (3)

multiple service providers, (4) enterprise staff, (5) systems, (6) years in business, (7)

outbound referrals, and (8) marketing.”3

Defining the “Standard of Value”

2 In re Marriage of Alexander, 368 Ill.App.3d 192, 199 (2006).
3 In re Marriage of Alexander, 368 Ill.App.3d 192, 199 (2006).
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At the outset of each valuation engagement, it is important to appropriately define

and have all practices agree to the “Standard of Value”, which defines the type of value to

be determined. In addition to fair market value (see Understanding Valuation

Definitions), three other standards of value are often mentioned:

 Investment Value focuses on value to a specific physician buyer rather than value

to a hypothetical buyer.  For example, let us examine the physician owner of an

ambulatory surgery center who is considering the acquisition of a compete ting

ASC that operates in the same geographic market.  The owner might calculate

value based upon the knowledge that the combination of the two ASCs will create

economies of scale and less competition. This would result in greater profitability

per dollar of revenue.  Therefore, such a buyer, all else equal, may assess a greater

value to the company than a buyer who would expect to operate the ASC in its

current free standing situation, without the expected cost saving and

corresponding expectation of increased cash flow.

 Intrinsic Value is similar to investment value however the practice is typically

viewed in a stand-alone mode as a going concern.  That is, value is based upon the

expected cash flows of the practice based upon its current operating configuration.

However, changes in operating policy, such as changing its financial structure can

have an impact on its intrinsic value.

 Premise of Value is an assumption further defining the standard of value to be

used under which a valuation is conducted, and is determined at the outset of the

valuation engagement.
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 The premise of value defines the hypothetical terms of the sale and answers the

question, “Value under what further defining circumstances?” (e.g., value-in-use

as a going concern or value-in-exchange, ranging from orderly disposition and

assemblage of the assets to forced liquidation, etc.).  Two general concepts relate

to the consideration and selection of the premise of value are “value in use” the

premise of value that assumes that the assets will continue to be used as part of an

ongoing business enterprise, producing profits as a benefit of ownership of a

going concern) and “value in exchange” (an orderly disposition of a mass

assemblage of the assets in place, but not as a going concern enterprise).

HEALTH CARE REGULATIONS – WHAT DOCTORS NEEDS TO KNOW

Federal and state regulatory oversight is increasing.  The trend of not-for-profit

community hospital conversions into for-profit groups is generating business for

appraisers to perform Fairness Opinions to calm community benefit fears.

A number of industry regulations must be considered, regardless of the buyer’s

tax status, when organizations acquire or affiliate with physicians.  These regulations

include:

 Medicare fraud and abuse legislation makes it a criminal offense to

offer, pay, solicit or receive payment for patient referrals for business

covered by a federal healthcare program, often referred to as anti-

kickback.
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 Anti-self-referral legislation (Stark I, II and III) makes it illegal for

physicians to refer Medicare patients for certain identified services if

the physician or family holds an ownership interest in the business of

the service provider.  The legislation identifies health services such as

lab work, radiology, magnetic resonance imaging, ultrasound, home

health services, durable medical equipment, computerized axial

tomography, and hospital services.

 Section 501c(3) of the Internal Revenue Code makes it illegal for not-

for-profit organizations to pay more than or receive less than fair

market value in physician and other transactions.

 An IRS payroll audit program of approximately 6,000 companies

(including tax-exempt organizations) that was slated to begin in

February 2010, will scrutinize executive compensation and determine

how to regulate and penalize those tax-exempt entities that fail to meet

Fair Market Value for transactions.4

 Antitrust laws protect against combinations that may preclude market

competition.

4 “Enforcement Efforts Take Aim At Executive Compensation of Tax-Exempt Health Care Entities”, by Candace L. Quinn
and Jeffrey D. Mamorsky, 18 Health Law Reporter 1640, December 17, 2009; “Employment Tax Audits of Exempt
Hospitals Could Turn Up Other Issues, Attorneys Warn”, 18 Health Law Reporter 1653, December 24, 2009.
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Valuations Regulations that Impact Practice Value

Both the buyer and seller need to understand how industry regulation impacts

practice value and also have an appreciation for accepted appraisal definitions and

methodologies used by qualified appraisers to estimate value. The Uniform Standards of

Professional Appraisal Practice (USPAP) are promulgated standards, which provide the

minimum requirements to which all professional appraisals must conform.  USPAP

requires the three recognized approaches to value (the income, market, and cost

approaches) be considered to estimate value.

In the fall of 1994 and 1995, the IRS first issued training guidelines pertaining to

the valuation of physician practices.  These guidelines suggest that appraisers consider all

three of the general approaches to valuation as required by the USPAP.  Specifically in

transactions involving physician organizations, the IRS implied:

1. The discounted cash flow (DCF) analysis is a relevant income

approach.

2. The DCF analysis must be done on an “after-tax” basis regardless of

the tax status of the prospective buyer.

3. Practice collections must be projected for the DCF based on reasonable

and proper assumptions for the practice, market, and industry.

4. Physician compensation must be based on market rates consistent with

age, experience, and productivity.



26

THE PRIVATE VALUATION PROCESS

Valuation of securities is, in essence, a prophesy as to the future and must be

based on facts available at the required date of appraisal.

IRS Revenue Ruling 59-60

Closely held businesses, such as medical practices, clinics, and surgery and wound

care centers also produce economic benefits for their owners but the value of those

companies cannot be directly observed by activity in traded markets. And so, valuation

professions estimate value by applying valuation theory.  Among the wide array of

sources of guidance with which business valuation consultants should be familiar to

conduct an accurate business valuation, the pronouncements of the Internal Revenue

Service (IRS) may be most widely cited.  The IRS provides insights regarding their

positions on business valuation issues through various mediums:

Internal Revenue Code, the Treasury Regulations to the Code, Technical Advice

Memorandums, Private Letter Rulings, and various Revenue Rulings. RR 59-60 provides

a general outline and review to “the approach, methods and factors to be considered in

valuing shares of the capital stock of closely held corporations for estate tax and gift tax

purposes.”5

5 “Valuations for Estate and Gift Tax Purposes,” in “Valuing a Business: The Analysis and Appraisal of Closely Held



27

In the valuation of the stock of closely held corporations or corporate stock that

lacks market quotations, all available financial data along with significant factors

impacting the fair market value should be considered.

The value of financial assets, whether traded or not is generally based upon the

following:

 The level of expected distributable future cash flows

 The timing of those expected distributable cash flows

 The uncertainty in receiving expected future cash flows

Valuing your medical practice will require consideration of many other factors that

influence value.  A thorough valuation analysis will include a study of the economics of

the health care industry, reimbursement trends, competitive market conditions, historical

earnings trends, as well as management experience.  These factors, collectively

considered, influence the future prospects of your medical practice and, ultimately, its

estimate of value as a going concern.

The appraiser will want to gain an understanding of the history of your practice,

its operations, and local competition and payer contracting issues.  The business and

management fundamentals studied are patient retention and potential for new patient

growth, providing services efficiently and cost effectively, timely collections for services,

and maintaining competitive equipment and facilities.

Companies,” 5th ed., by Shannon P. Pratt, Alina V. Nicolita, McGraw-Hill, 2008, p. 633-637.
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After the need for an independent valuation is determined, here is what to expect:

 Who pays the bill?  An independent valuation appraiser may be engaged by the

buyer, or seller or, in some cases jointly by both buyer and seller.

 Make sure the appraiser understands the health care industry and most

importantly, educates both the buyer and seller in the conduct of an appraisal.  All

too often, values are misunderstood and may result in deals unnecessarily falling

apart.

 The appraiser will request financial information, operating statistics, and other

information in advance of a site visit.

 The appraiser should visit your medical practice to conduct key interviews and

review the physical condition of the facilities and medical equipment.

 The appraiser will review historical practice patterns, financial and operating

performance as a basis for forecasting future operations.

 The appraiser will adjust, or normalize historical financial data to eliminate one-

time, non-recurring expenses, adjust for excessive or below normal expenses, and

eliminate expenses not expected to be a part of future practice costs. The rationale

for adjusting practice costs is to estimate the fair market value price of the

business that is transferable.
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 The appraiser should work with you to assist with the development of key

assumptions concerning future reimbursement trends, physician productivity,

practice cost structure, and physician compensation for use in financial

projections.

 The appraiser should review valuation assumptions and forecasts with you.

The choice of methodology depends primarily on the purpose of the valuation report, the

specific characteristics of the medical practice, and the availability and reliability of data.

Once the valuation consultant clearly understands the purpose of the appraisal

assignment, has determined the standard of value and the premise of value, and has

determined the availability and reliability of data, he or she must select one or more

applicable methods. These methods can be classified by three major valuation

approaches: income, cost, and market.

APPROACHES TO MEDICAL PRACTICE VALUE

In many cases, a significant amount of practice value may reside in the business

operations as opposed to the physical assets. The value of a going concern medical

practice is directly linked to the value of the practice’s ability to generate economic

benefits to its owners, as measured by projected future cash flows.

As a result, the development of a reasonable forecast of future operations is

crucial to determining a meaningful practice value. Additionally, the three major

valuation approaches are discussed below.
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Income Approach

Since medical practice value correlates directly with the measurement of

economic benefits to owners, earnings or cash flow methods are the best tools for

estimating practice value.

Discounted Cash Flow (DCF) Method

The Discounted Cash Flow (DCF) method is accepted by the IRS and is

considered relevant given the changing nature of the healthcare.  The DCF is a

sophisticated analysis requiring assumptions of forecasted practice operations regarding

future reimbursements and physician productivity, practice efficiencies and competitive

market conditions.  An estimate of practice value is developed by discounting future net

cash flows to their present worth based on market rates of return required by an investor

physician.

In other words, the discounting process converts future expected distributable cash

flows to arrive at their present value, according to several core valuation principles.

 The discounting process is one of converting expected future practice cash flows

into a present value.

 The value of an investment is based upon the level of expected future practice

cash flows, the timing of those cash flows and the risk or uncertainty attached to

those cash flows.

 The discount rate represents the purchaser’s (investor’s) required rate of return.
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 The discount rate or required rate of return is based upon a purchaser’s

(investor’s) other opportunities to invest in alternative investments whose cash

flows have similar risk and duration.

Thus, the value of your medical practice is primarily dependent upon future practice

earnings that will provide an adequate return on an investment for the buyer.  An

informed buyer will not pay more than the present value of all anticipated future

economic benefits of ownership. Supportable practice values are entirely dependent on

realistic financial and operating assumptions about future practice operations.

Key DCF Assumptions

A DCF analysis includes a financial forecast projecting net cash flows for the

business operations for usually a period of three-five years or until the practice achieves

stable operations. In estimating practice value, key variables and assumptions used can

have a significant impact to your value.  The key DCF elements include:

1. Reasonable supportable projections of future practice revenues based on

historical practice patterns and with consideration of future physician

productivity, reimbursement trends and shifts in payer mix.

2. Reasonable supportable projections of future practice cost structure based on

expected normal levels of practice expenses.

3. Projected physician compensation based on market rates for physicians with

comparable age, experience and productivity.
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4. DCF model calculates after-tax cash flows regardless of the tax status of the

buyer.  The tax rate is based on a blend of federal and state rates.

5. Reinvestment in the business is necessary for funding working capital needs

and capital expenditure requirements to replace and acquire new equipment or

other medical assets.

6. Terminal value represents the going concern value at the end of the projection

period.  Stated another way, it is a residual value for the expected remaining

practice value at the end of the forecast period.

7. Discount rate is applied to the future net cash flows to arrive at the present

(cash equivalent) value for the medical practice.  The discount rate must be

based on the industry’s weighted average cost of capital that takes into

consideration the specific risks for the practice.

The DCF analysis consistently produces higher values than other methods of estimating

practice value because there may be supportable reasons to forecast improvements in

future practice performance. Understanding the key DCF variables and assumptions used

in the income method will assist in producing a meaningful estimate of practice value.

Determining the Required Rate of Return for DCFA

A physician’s required rate of return takes into account that monies received

sooner have a greater value than those received later, the greater the risk in receiving

future cash flows the lower their current value and one must always keep in mind returns

that can be earned on alternative investments.
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The process of selecting an appropriate required rate of return begins with an

assumption that all investors will require, at a minimum, the risk-less rate of return

offered by government securities. Government securities with maturity similar to that of

the duration of the investment in a private company are selected, and normally a duration

of ten to twenty years is used.  Because of the minimal default risk associated with

government securities, the rate is referred to as the risk free rate.

Physician investors typically require returns greater than the risk free rate.  The

additional return (in excess of the risk free rate) is called the risk premium.  Risk

premiums are generally calculated through an analysis of historically realized rates of

return segmented by varying levels of risk. This analysis illustrates that higher historical

rates of return occur in situations of higher risk.  For example, securities issued by the

U.S. government have lower rates of return than securities issued by large corporations.

Returns on the equity of large corporations are greater than those of debt securities issued

by the same firms. Thus, historical rates of return are generally used as a proxy for future

required rates of return.

When valuing a practice one must compare the risk of the expected cash flows of

the firm being valued to the risk of the cash flows of publicly traded securities and to

determine an appropriate required rate of return based on that assessment.

It is generally assumed that the expected cash flows from an investment in a

closely held business are at least as risky as those of large publicly traded firms. The

combination of the large firm equity risk premium and the riskless rate of return provide

an indication of the required rate of return for an investor in a large public firm.
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Beyond that, additional risk premiums related to firm size, proportion of debt, and

industry conditions and many other possible company specific risk factors may be

appropriate.  When valuing a small medical practice, appraisers generally employ

required rates of return 15 percent to 25 percent beyond the currently low long-term risk

free rate. However, this rate may vary greatly.

Capitalization of (Excess) Earnings Method

The Excess Earnings method estimates the present value of the medical practice

by capitalizing a single representative (normalized) year of economic benefits to the

owner, in contrast to a multiple period discounting method.6  The three variables on

which a capitalization method depends are: (1) projected base level economic income

flow; (2) cost of capital; and, (3) expected long-term growth rate.7  In cases where the

anticipated future economic benefits are expected to be unstable, the discounted multiple

period discounted cash flow method is more appropriate.  In contrast, the single period

capitalization method is useful for entities expecting a stable or relatively even growth in

economic benefits.8

6 “ASA Business Valuation Standards”, American Society of Appraisers, 2008, p. 26
7 “Valuing a Business”, By Shannon P. Pratt and Alina V. Niculita, New York, NY: McGraw Hill, 2008, 5th ed., p. 256
8 “Valuing a Business”, By Shannon P. Pratt and Alina V. Niculita, New York, NY: McGraw Hill, 2008, 5th ed., p. 244-

245
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Net Income Statement Adjustments

When analyzing a set of financial statements, adjustments are generally needed in

order to produce a clearer picture of likely future income and distributable cash flow.

This normalization process usually consists of three types of adjustments to a medical

practice’s net income (profit and loss) statement.

1. Non-Recurring Items

Estimates of future distributable cash flow should exclude non-recurring items.

Proceeds from the settlement of litigation, one-time gains/losses from the selling of assets

or equipment, and large write-offs that are not expected to reoccur each represent

potential non-recurring items. The impact of non-recurring events should be removed

from the practice’s financial statements in order to produce a clearer picture of likely

future income and cash flow.

2. Perquisites

The buyer of a medical practice may plan to spend more or less than the current

doctor-owner for physician executive compensation, travel and entertainment expenses,

and other perquisites of current management.  When determining future distributable cash

flow, income adjustments to the current level of expenditures should be made for these

items.
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3. Non-Cash Expenses

Depreciation expense, amortization expense, and bad debt expense are all non-

cash items which impact reported profitability.  When determining distributable cash flow

the link between non-cash expenses and expected cash expenditures must be analyzed.

The annual depreciation expense is a proxy for likely capital expenditures over

time. When capital expenditures and depreciation are not similar over time an adjustment

to expected cash flow is necessary.  For example, a practice may have radiographic

equipment with a useful life of fourteen years that are depreciated over seven years for tax

and financial reporting.  Depreciation expense will likely overstate the funds needed to

maintain the equipment as the useful life exceeds the depreciable life and distributable

cash flow.  In determining distributable cash flow one must add back the annual non-cash

depreciation expense and subtract an estimate of funds needed to fund medical equipment

replacement. In this way the cash flow available for distribution to owners will be more

properly stated.

Some practices reduce income through the use of bad debt expense rather than

direct write-offs.  Bad-debt expense is a non-cash expense that represents an estimate of

the dollar volume of write-offs that are likely to occur during a year.  If bad debt expense

is understated practice profitability will be overstated.  A close examination of accounts

receivable to see if any past due accounts need to be written off is generally part of the

due diligence a buyer of a practice will undertake.  The calculation of distributable cash

flow avoids this problem as the actual monies received from patients, and payers, rather

than the revenue generated by patients is measured.
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Balance Sheet Adjustments

Adjustments can also be made to a practice’s balance sheet to remove non-

operating assets and liabilities and to restate asset and liability value at market rates,

rather than cost rates.  Assets and liabilities that are unrelated to the core practice being

valued should be added to or subtracted from value depending on whether they are

acquired by the buyer.

Examples include, the asset value less outstanding debt of a vacant parcel of land,

and marketable securities that are not needed to operate the practice.  Other non-operating

assets such as the cash surrender value of officer life insurance are generally liquidated by

the seller and are not part of the business transaction.

Thus, CEM can provide a reasonable estimate of practice value in situations

where limited information is available, or when the practice is likely to maintain stable

cash flows.  The main advantage of this method is it does not require assumptions

regarding future forecasted operations for the medical practice.

Market Transaction Approach

The market transaction method is a useful gauge in setting a valuation bottom and

top range for comparison with the income approach.  Market multiples are ratios

developed by correlating market sale prices of guideline practices to key practice

performance measurements.  Common physician practice market multiples include

comparisons of sale price to revenues, sale price to earnings before interest and taxes

(EBIT), sale price to earnings before interest, taxes, and depreciation (EBITDA), and sale

price to number of physicians.
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Market transaction multiples are typically limited to serving as a benchmark for

testing the reasonableness of the income approach. To apply the market approach,

information on the guideline practices such as size of practice, specialty, number of

physicians, growth potential, cost structure, payer mix and profitability are necessary for

determining comparability to the medical practice being valued. Often, information

concerning transaction specifics and practice particulars are either insufficient or not

available for direct comparison with the practice being valued.

Asset/Cost Approach

The asset/cost approach to estimating value calls for the identification and

separate valuation of all the practice assets, including goodwill.  Also referred to as

“Accumulation of the Assets”, this approach is more labor intensive and costly than using

the business enterprise analysis to estimate practice value.  Generally this approach is not

very useful for estimating going concern value.

Although rarely used to estimate going concern value, another cost approach

method may be used to estimate the costs that would be incurred to start-up a medical

practice and develop to the current level of practice operations. The costs of establishing a

new medical practice typically include the expenses involved in the recruitment of

physicians, acquisition of space, office furnishings, patient treatment equipment,

computer software, and medical records; advertising for staff; and losses incurred during

the start-up period.
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This estimate of “replacement cost or cost avoidance” value represents an upper

limit (or ceiling) of value.  It is has limited use as an accounting artifice, and no prudent

buyer would pay for an existing medical practice a price equivalent to what it would cost

to build and develop a new medical practice.

The most appropriate application of the cost approach involves the valuation of

medical practice tangible assets.  However, valuing only the tangible assets used in a

profitable, medical practice is not representative of the business value of the company.

Since the intangible assets typically represent a significant portion of practice value, the

cost approach is generally not considered useful in estimating the value of a going

concern medical practice.

UNDERSTANDING CORPORATE DEALS STRUCTURE

Although now less common than a few years ago, corporate deal structures often

acquire substantially all of a medical practice’s assets, excluding the working capital, and

then enter into employment agreements with its physicians.  In this scenario, the selling

physician is left with the accounts receivable, cash, and the practice liabilities.  Most of

these asset purchases are cash deals.  When the sale price is based on an enterprise value,

this usually provides the physician with the ability to settle the practice debt.

Stock Purchase v. Asset Purchase

There will be some variation in appraisal methods dependent on whether the

transaction is structured as a stock purchase or an asset purchase.  Due to corporate

practice of medicine laws in some states and desires of buyers not to assume practice
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liabilities, most practice acquisitions are structured as asset purchases.  In an asset

transaction, the buyer will receive a tax amortization benefit associated with the

intangible value of the business.   This tax amortization represents a non-cash expense

benefiting the buyer.  In this case, the present value of those future tax benefits is

additive to the business enterprise value.

Restrictive Covenant Value is Goodwill

Restrictive covenants for physicians usually involve covenants not-to-compete

related to the sale of a medical practice or other assets.  The value of covenant-not-to-

compete lies in the protection it affords the buyer from potential loss of income due to

competition from the selling physicians.

To estimate the value of a covenant-not-to-compete, the income approach is

considered to be the most appropriate method.  The cost to secure the agreement is

irrelevant to the value of the protection afforded the buyer.  The sales comparison

approach requires sales of similar or like assets; because each medical practice is unique

and public data are unavailable for transactions of physician’s non-compete agreements,

the sales comparison approach is not useful. Generally, an income approach includes the

value associated with a non-compete agreement as part of the intangible asset value.  As

such, the non-compete agreement value is not additive to your business enterprise

practice value.  Instead, it is a component of practice goodwill, which can be separately

valued if desired.
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BUYER MISTAKES (“CAVEAT EMPTOR”)

Significant federal funding has been provided targeting physician transactions

with penalties potentially imposed on both the physician and individuals in the acquiring

organizations. Recently, there were several federal investigations of for-profit hospital

systems alleging those systems deliberately overpaid for physician practices as

inducement to receive patient referrals (a violation of the anti-kickback statue).  When

selling your practice beware of the following buyer blunders:

 Overpaying Physician Practice Value

Some buyers obtain a business enterprise value, and will also obtain separate

values for the medical equipment and non-competition agreements.  These values

can be useful in allocating the overall purchase price.  The business enterprise

value, however, represents an estimate for a 100% ownership interest in the

medical practice.  The separate values for the assets are not additive to the

business enterprise value, but rather are components of the total value of the

business.  Some buyers have overpaid for physician practices by adding these

separate asset values to the overall business enterprise value to determine the sale

price.   Not understanding values can be misconstrued as overpaying in exchange

for patient referrals.

 Overpaying for Physician Compensation

Industry surveys have reported that more than 75% of practices acquired fall short

of projected productivity used in the valuation.  This fact coupled with exposure

to IRS audit and intermediate sanctions has increased the need to value practices
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based on reasonable appropriate projections of practice collections and market

rates for physician compensation.

 Not Buying Insurance on the Physician

Much of the value to an investor rests with the physician’s skill and talent to

remain with the practice after acquisition.  The buyer expects to achieve a return

on the investment in the medical practice based on future cash flows and to

eventually recoup the purchase price.  Since most practice acquisitions are cash

deals, the buyer is at significant financial risk due to a business interruption

associated with an unexpected loss of life or permanent disability.

FINDING QUALIFIED VALUATION PROFESSIONALS

One landmark cases in the business-valuation industry was The Estate of Edgar A.

Berg v Commissioner (T. C. Memo 1991-279). The court criticized its two CPAs for not

being qualified and for failing to provide an analysis of the appropriate discount. The

court observed that both CPAs made only general references to a prior court decision to

justify their opinion of value. In rejecting the CPAs, the court accepted the IRS’s expert

because of his advanced education and demonstration of the discounting process.

This case marked the beginning of the Tax Court’s tendency to lean toward the

side with the most comprehensive appraisal. Previously, it had a tendency to split the

difference. Some experts think that the Berg case launched the business-valuation

profession. Since the Berg case, the corpus of knowledge for the valuation profession has

grown exponentially. Valuation professionals include those with advanced degrees and

designations by professional accrediting bodies.
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Therefore, hire local or regional professionals with publishing, teaching, or

academic experience—not commissioned agents. Medical specificity is paramount.

Physician valuators with experience and deep subject-matter expertise are ideal.  But,

finding a qualified medical practice appraiser is not always an easy task in a healthcare

environment with increasing levels of state and federal scrutiny regarding transactions

and compensation related to medical practices. So, consider the following guidelines:

 Make sure appraisers use generally accepted IRS methods and have a proven track

record with the government for medical appraisals.

 Make sure the valuation is written, substantiates medical practice value, provide

detail to support conclusions, and is signed by the appraiser.

 Avoid conflict of interest or self-dealings. Seek an unbiased and independent

viewpoint.

 Make sure the appraiser will qualify as an expert witness and is presentable on the

witness stand, if needed.

 Request references and examples for previous medical practice appraisals.

 Inquire about experience in publishing, speaking and teaching medical practice

valuations techniques.

Organizations that accredit business appraisers (but not necessarily medical practice

appraisers), include:

 American Society of Appraisers (www.appraisers.org) offers the ASA (American

Society of Appraisers) designation for business appraisers.
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 American Institute of Certified Public Accountants (www.aicpa.org), providing

the Accredited Business Valuation (ABV) for CPAs, only.

 Institute of Business Appraisers: (www.go-iba.org), awarding the certifications of

Certified Business Appraiser (CBA), Master Certified Business Appraiser

(MCBA), and Business Valuators Accredited in Valuation (BVAL).

 National Association of Certified Valuation Analysts (www.nacva.com),

awarding the designations of Certified Valuation Analysts (CVA), Accredited

Valuation Analyst (AVA) and Certified Forensic Financial Analyst (CFA).

Since some appraisers feel that certain organizations set the bar for certification

significantly higher than others, the NACVA website at http://www.nacva.com offers a

comparison of the accreditation criteria required by all four major organizations.

Medical practice niche players include Health Capital Consultants, Inc.,

(www.healthcapital.com) who provide valuations in all healthcare sectors, including

professional practices and Certificate of Need (CON) economic determinations. And, the

Institute of Medial Business Advisors Inc, specializes in small practice valuations, and

confers the designation Certified Medical Planner© (CertifiedMedicalPlanner.com), on

its related independent consultants and advisors  (www.MedicalBusinessAdvisors.com).

HOW MUCH MONEY IS YOUR MEDICAL PRACTICE REALLY WORTH?

Now that you have a background of what factors influence value, needs for

valuation, a general understanding of appraisal theory and how industry regulations
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impact value, the valuation process and methodologies employed, we get to the heart of

the matter.

Understanding Your Value

Understanding value is crucial to a successful negotiation.  Both buyers and

sellers too often misinterpret the value conclusions of appraisers straining buyer/seller

relationships and unnecessarily jeopardizing deals.

How to Maximize Medical Practice Value

There a few critical areas you can review for opportunities to maximize your

practice value. For example, use the DCF method to estimate practice value.  This

method consistently produces higher values than others, but recall the USPAP edicts.

Practice Revenue:

 Can the practice and local market support adding additional providers such as

physicians or mid-level providers?  Providers usually take two to three years

to ramp up their practice before they begin to significantly contribute to the

bottom line.  Generally, adding a mid-level provider will produce a greater

impact to value, as their compensation levels are lower than physicians.

 What future provider productivity is expected?

 Does the practice plan to offer new services?

 Is the current practice fee schedule at market rates? Is there an opportunity for

fee increases?

 Is there an opportunity to improve payer mix?
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Review Practice Costs:

 Eliminate any unnecessary practice expenses.  Identify any unusual, non-

recurring costs.

 Eliminate any physician-related costs not likely to be paid by a buyer.

 Eliminate any special perks of business ownership.

 Adjust for any over-inflated salaries of relatives and eliminate any unnecessary

salaries.

Physician Compensation Inverse Relationship to Value:

 Although physician compensation must be based on market rates, fair market

value is a range.  Practice value correlates directly with the net cash flows

available after all practice expenses including physician compensation.  As a

consequence, the higher the compensation the lower the practice value, and

conversely, the lower the compensation the higher the practice value.  As little

as a $10,000 swing in salary can have significant impact to value, and as

physician compensation rises, practice value falls.

COMPLETING THE TRANSACTION

Depending on whether the likely buyer is a health system or a corporate partner,

the deal structures will vary.  From the physician’s perspective, deal negotiations are

based on consideration of personal and financial planning goals.  Some of the key

negotiations considered in the “art of the deal” include:
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Working Capital – In or Out

Including working capital in the transaction will increase the sale price.

Stock versus Asset Transaction

Structuring the deal as an asset purchase will increase practice value due to the tax

amortization benefits received by the buyer for intangible assets of the practice.

Common Stock Premium

The total sale price can be significantly higher than a cash equivalent price for

accepting the risk and relative illiquidity of common stock as part of the payment.

Physician Compensation

If your personal financing planning goals are to maximize practice value,

negotiating a lower salary within a range you feel comfortable with will increase

the sale price.

UNDERSTANDING PRIVATE DEAL STRUCTURE

Now, assuming a practice sale is a private transaction, deal negotiations are based

on the following discount and premium, pricing methodologies, as presented below:

Seller Financing
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Many transactions involve an earn-out arrangement where the buyer puts money

down and pays the balance under a formula based on future revenues, or gives the seller a

promissory note under similar terns. Seller financing decreases a buyer’s risks, the longer

the terms, the lower the risk. Longer terms demand premiums, while shorter terms

demand discounts. Premiums that buyers pay for a typical seller-financed practice are

usually more than what you would expert from a simple time value of money calculation,

as a result of buyer risk reduction from paying over time, rather than up front with a bank

loan, or all cash.

Down Payment

The greater the amount of the down payment for acquisition of a medical practice,

the greater the risk is to the buyer.  Consequently, sellers who will take less money up

front can command a higher than average price for their practice, while sellers who want

more down usually receive less in the end.

Seller Involvement

The key to practice purchase success boils down to how many of the selling

doctor’s patients, and managed care contracts, can be transferred to the new doctor,

owner. The most important factor in transitioning patients is the involvement of the

selling doctor.  The system of seller financing and earn out arrangements can work well if

the seller continues to be involved in the practice, and can create an incentive for the

seller to make the transaction work. Sellers typically remain at least for six months, and
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usually for not more than a year, to ensure a seamless transaction. When a deal fails, it is

usually due to lack of seller commitment.

Location

Variations can be significant between the value of a practice in a major

metropolitan city and one in a small town. Usually, practices in a small town have a

larger, but less affluent basis. Managed care penetration is another factor to consider.

Profit Margin

Determining medical practice profitability is distinctly different from determining

a practice’s value.  It is not unusual for selling doctors to run every expense imaginable

through their practices, in order to reduce profit and hence, taxes. In many cases however,

a practice with high overhead can be sold for the same price as one with low overhead,

because all expenses are not transferable.

Taxation

Tax consequences can have a major impact on the price of a medical practice. For

instance, a seller who obtains the majority of the sales price as capital gains, can often

afford to sell for a much lower price, and still pocket as much or more than if the sales

price was paid as ordinary income. Value attributed to the seller’s patient list, medical

records, name brand, good will and files qualify for capital gains treatment. Value paid

for the selling doctor’s continuing assistance after the sale, and value attributed to a non-

compete agreement both are taxed at ordinary income. But, a buyer willing to allocate
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more for items with capital gains treatment, or a seller willing to take more in ordinary

income, can frequently negotiate a better price.

ASSESSMENT

Valuation is as much art as economic science. It is easy to discern that what we

are really looking for is a price range, with a reasonable floor and ceiling. After all the

mathematical spreadsheets have been constructed and due diligence has been performed,

the next step in the sale process is just good old-fashioned negotiation.

CONCLUSION

The above discussion solidly presents the reasons for, and methodology behind,

acquiring a professional appraisal when contemplating the sale, purchase or merger of any

medical practice. The next chapter will discuss sales contracts, terms and agreements.
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