Need a Second Opinion on the Value of Your Practice?

The healthcare market is undergoing shrinking reimbursements from Medicare and Medicaid programs, and new government requirements like Electronic Medical Records (“EMR”) are leading many small practices to sell or to band together to form larger medical groups.  When groups are formed, or small practices are acquired, when physicians retire, or medical groups admit or retire partners, a Fair Market Valuation of the practice is called for.  

A medical practice’s value has numerous components.  Its reputation in the community is vitally important, and its specialty, location, employees, equipment and supplies, earning capacity, goodwill, office lease terms, and recent financial trends must all be considered in arriving at the entity’s fair market value.

The Internal Revenue Service also has a significant influence on the valuation of medical practices.  For example, a nonprofit hospital may not pay more than fair market value for a medical practice, or it might lose its tax exempt status by reason of inurement.  
Internal Revenue Manual - 4.48.4 Business Valuation Guidelines, (07-01-2006) was published to provide guidelines applicable to all IRS personnel engaged in valuation practice.  The manual describes the three generally accepted valuation approaches, and states that consideration should be given to all three approaches.  The three approaches are:
1. Income approach:
a. Capitalization of excess earnings, an historical method

b. Discounted cash flow, a future projection method

2. Market approach: a comparison to other similar practice transactions
3. Asset based approach: which assesses the replacement value

Following are some recent transactions in which a second opinion was requested.  

Central California Coast

A five-physician internal medicine group was considering acquisition by a large medical group.  The accounting firm hired by the potential acquirer to value the smaller group was instructed to conduct the appraisal using only the discounted cash flow method.  The smaller group was being offered a purchase price of $400,000 or an amount equal to its accounts receivable balance.  In other words, the smaller group would have been purchased with its own money.
The physicians hired an appraiser to give them a second opinion.  This valuation utilized all three approaches described above, and concluded that the group’s value was nearly $1 million, including accounts receivable.  A meeting was arranged to compare the two valuations, and the $1 million valuation was agreed upon, after the assumptions used in the first valuation were revised.  This second valuation earned the physicians more than $500,000.

Lessons learned:

· Be sure that several methods are used in the valuation process to create a range of value, providing a reality check for the conclusion.

· Determine whether your appraised value includes your cash or accounts receivable.

Chicago Suburbs

Eight Chicago-area hospitals were combining to form a large health system.  One of the individual member hospital’s MSO was selected to serve the new organization, and was valued at $3 million by a national consulting firm.  

However, another appraiser called in to offer a second opinion identified many additional assets, including policy and procedure manuals, provider manuals, computer systems and software, extensive employee training, and marketing materials.  It was finally agreed that the fair market value of the MSO was $6 million increasing the value to the MSO’s shareholders by $3 million.

Lesson learned:  valuations should identify all the tangible and intangible assets of a practice.

Northern California Coast

A for-profit hospital commissioned an appraisal of a four-physician primary care medical group that was having financial difficulties.  The appraiser recommended that the hospital acquire the group’s assets by assuming its liabilities, thus relieving the physicians of their debt.  The physicians ordered a second appraisal, which included the physician’s growth plans and synergies from a strategic affiliation with a strong capital partner. The consultants who prepared the second appraisal helped the physicians affiliate with a large not-for-profit hospital in the area, and increased the value of the practice to the physicians by $500,000.  

Lesson learned:  the assumptions used in the financial projections should include growth plans and synergies with strategic affiliations.  

New York City Area

A national practice management company was acquiring a large MSO that owned an eighty percent (80%) interest in a subsidiary MSO.  The transaction required the subsidiary’s twenty percent (20%) minority owners to sell their interest, which the majority shareholders’ appraisers valued at $500,000.  Not satisfied with the first appraisal, the minority shareholders got a second appraisal, which determined that the market value of the smaller MSO was nearly double the first appraisal.  It was finally agreed that the value of the minority shares was $950,000.  

Lesson learned:  it isn’t sufficient to accept an amount that a buyer is willing to pay for your practice.  How much are other buyers willing to pay for your practice?  Revenue Ruling 59-60 defines Fair Market Value from the Estate and Gift Tax Regulations, in effect, as the price at which property would change hands between a willing buyer and a willing seller when neither is under any compulsion to buy or sell, and both parties have reasonable knowledge of relevant facts.  Court decisions frequently state in addition that the hypothetical buyer and seller are assumed to be able, as well as willing, to trade and to be well informed about the property and concerning the market for such property.

Conclusion

Any appraisal of a medical practice should utilize several methods to create a range of values that provides a reality check for the conclusion.  You may have some idea of what practices like yours are selling for, but in the final analysis, if you are not satisfied with a potential acquirer’s valuation of your practice, it may be prudent to hire an appraiser and get a second opinion on the value of your practice.
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