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Smart approaches to top-level decision making

Strategic
Financial
Planning

Customers and customer relationships
are a potential key contributor to the
value of any business. When one busi-
ness is sold to another, the value of these
relationships can impact the purchase
decision. But when a hospital acquires a
physician practice, the calculation of the
purchase price cannot include the
potential benefits of patient referrals to
medical facilities or hospitals. The rea-
son: The Stark and anti-kickback laws,
which were enacted to prevent health-
care providers from inappropriately
profiting from patient referrals. 

The anti-kickback law is a criminal
statute prohibiting any willful solicita-
tion or beneficial acceptance for refer-
rals of health service that are
reimbursable by the federal government.
On the other hand, the Stark law, which
was put in place in 1989, prohibits
physicians from referring Medicaid and
Medicare patients to affiliated facilities
for certain designated medical services.
Affiliated facilities are ones in which the
physician has a financial interest. The
law was put in place to prevent physi-
cians from referring patients to facilities
in which they would personally benefit.

The unintended impact of the laws for a
physician practice is a prohibition on
including the value of incidental patient
referrals when valuing the practice for
purpose of a sale to a hospital or other
medical facility. So how does an acquirer
value a physician practice without
including the value of patient referrals?
Usually through one or more high-level
valuation approaches augmented with
unique aspects related to revenue, 
operating expenses, and other practice-
specific factors. 

High-Level Valuation Approaches

There are three commonly used methods:

Asset/cost approach. This approach 
estimates the fair value of the practice’s
assets, including intangibles, required to
replicate the current operations of the
facility. The value of the intangible assets

Awareness of the unique characteristics of physician practices
and the limitations of the Stark Law is critical to an accurate
valuation.
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can be determined by applying an intan-
gible asset multiple to the practice’s rev-
enues. The multiple can be derived from
an analysis of completed transactions
from various industry sources. 

Market approach. This approach looks at
similar physician practices and applies a
market multiple to determine fair value.
A market multiple is the sales price
divided by earnings or the number of
times annual earnings of similar compa-
nies have sold for. The market multiples
can also be based on revenue matrices of
the companies. Adjustments are often
made to the multiple to account for dif-
ferences between practices, such as size,
growth, profitability, or other factors that
significantly impact profitability. Market
multiples can be determined several
ways: 
>Public company analysis: published
multiples, derived from comparable
publicly traded companies based on
real revenue and earnings, and the cur-
rent share price are generally available

>Transaction analysis: multiples can be
derived from transacted sales, divesti-
tures or mergers.  These numbers rely
on information from proprietary data-
bases, client information, and dedicat-
ed transaction databases.

Income approach. The income approach
uses estimated cash flows to determine a
net present value of the practice.

Practice-Specific Factors

Let’s take a look at some of the most
important valuation-related issues
unique to a physician practice:

Revenue. Physician practices report a
number of different sources of revenue.
Major sources of patient revenue include
Medicare, Medicaid, private pay, or
managed care. The evaluation must
include an understanding of current and
expected reimbursement trends for each

revenue source, including both federal
and local regulatory changes. This
includes the potential impact of the
Affordable Care Act including fee per
visit. 

In addition, a forecast of demographic
impacts on the demand for medical serv-
ices must be made. An estimation of the
practice’s capacity for forecasted growth
must be made, not only from a facility
standpoint but also from a physician’s
and medical support staff’s perspective.
This forecast, as noted above, cannot
include potential patient referrals by the
physician practice to the hospital. Lastly,
the impact of ancillary services, such as
laboratory work and other revenues,
must be added in.

An alternative to evaluating revenue from
the patient perspective is to look at it
from the physician’s perspective.
Depending on the characteristics of the
practice, it can be effective to analyze the
revenues, including the estimated FTE
physicians (current and expected) by
specialty and the expected physician col-
lections/production. This can be bench-
marked or compared to industry normal
trends by region by referencing inde-
pendent industry surveys.  Once again, an
evaluation of demographics is important.

Operating expenses.When analyzing
expenses to prepare a valuation, a num-
ber of factors need to be considered.
First, identify and exclude abnormal,
nonrecurring, and extraordinary
expenses, such as country club dues or
physician owner perks. Then segregate
normalized expenses by fixed, variable,
and medical support staff.

Fixed expenses are typically expected to
increase in a nonlinear (step) fashion,
which is inflationary until capacity is
met, then step up due to the additional
resources added, which are again 

inflationary until more resources are
required. Variable expenses are typically
expected to follow the growth of rev-
enues. Medical staff expense can be
forecasted on compensation levels
(number of FTE and salary), but be 
cognizant of expected practice growth.
When will the practice need to add addi-
tional support staff? Staff salary can be
benchmarked with industry levels.

Compensation and benefits. One signifi-
cant variable is physician compensation
and benefits. For a physician-owned
practice, physician compensation and
benefits typically are higher than market
because all the profits are distributed to
the physician owners. To create any
value, their compensation and benefits
must be adjusted to industry norms.
Again, good references are the industry
surveys.  

This compensation and benefits data 
can be further segregated by specialty 
or region and can typically be forecast
based on the number of FTE physicians
and further detailed by specialty. Employee
physician compensation and benefits
should also be compared to industry
norms, adjusted if inconsistent, forecast
by FTE employee physicians, and
increased if revenue growth requires
additional physician capacity. It is a good
idea to create an alternative scenario to
model the expected post-acquisition
compensation and benefit structure.

Other factors that can impact valuation.
After adjusting a valuation approach
based on the unique income and expense
characteristics of the physicians practice,
other adjustments may be necessary
based on the situation. Potential syner-
gies from a merger or acquisition by a
hospital facility can add to the value.
Once again, it is important not to include
potential referrals due to the prohibi-
tions of the Stark Law.  
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Cost savings post-acquisition from
administration expense reduction can be
real. In addition, the acquired organiza-
tion may benefit from employee and
physician benefit cost reduction due to
the now larger employee pool. Any other
cost savings should be examined as well.

The acquisition terms can also impact
the valuation. A close evaluation of the

proposed terms to determine overall
value to physicians is important, includ-
ing any deferred earn-out, claw backs,
and/or equity retention.

Valuation Advice

The rollout of the Affordable Care Act is
likely to impact healthcare organizations
and physicians practices and may lead to
more acquisitions or mergers.

Depending on the complexity of the
transaction, a variety of scenarios and
sensitivity analyses can be performed by
experienced valuation experts to account
for potential synergies, proposed com-
pensation and cost structures, and per-
formance incentives. The analyses could
be beneficial to both buyers and sellers.

Anthony Law is managing director, Valuation Research
Corporation (alaw@valuationresearch.com).
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