





Value Line, Inc., and Standard and Poor's Corp. publish Beta values for stocks of
publicly traded corporations.

' Valuations of medical practices reviewed in the National Office in 1994-95
‘have typically employed Beta factors between 1.1 to 1.4.

Market equity risk premium ("Rp"). The market equity risk premium
component of the cost of equity formula is an empirical measurement of the
-amount by which historical average return on common stocks exceeds the
‘historical average return on risk free securities of a given type. Presently the
market equity risk premium is 6.90% for average common stocks over the
long-term, as stated in Ibbotson & Associates, Inc., Stocks, Bonds, Bills, and
Inflation 1994 Yearbook. (Ibbotson & Associates complles and analyzes market
results for stocks, bonds, and U.S. Treasury bllls Its indexes described in this
article are widely used in DCF analyses. )

Small stock risk premium ("Rs"). Since medical practices are less
marketable than many investments, the cost of equity formula should generally
include an adjustment - referred to in the CAPM formula as a small stock risk
premium - for lack of markétability. This adjustment reflects the fact that
investments that lack marketability sell at a discount from the prices of
comparable publicly traded shares. See Emory, The Value of Marketability As
Tlustrated in Initial Public Offerings of Common Stock - August 1990 through .
7 anuary 1992, Business Valuation Review, pp. 208-12. It should be noted that
since the marketability discount is factored into the discount rate through the small
.. stock risk premium, it should not be applied also at the end to the final value
developed for the medical practice through use of the income approach since that
would be "double counting." '

The current small stock risk premium is 5.3%. See Ibbotson & Associates,
supra. It is not.unusual for valuations to add a "premium for specific risks" of
between 4% and 8% to the cost of equity calculation. The premium for specific
risks'is added because Ibbotson small stocks consist of publicly traded equities
with a market capitalization less than that of the lower one-fifth of the New York

‘Stock Exchange. Thus, the small stock premium is based upon securities issues
that are still quite large and for which public mformatmn is readily available.

The followmg is an example of a cost of equlty (Ke) calculation using the
data dlscussed above.




Ke=Rf-+B1 (Rp) + Rs
1.3%% 6.9%

21.25%=6.98% + 8.97% + 5.3%

(3) Weighted Average Cost of Capital ( "WACC")

- Once the valuation analyst calculates the cost of equity, the discount rate
can be determined. As noted above, the weighted average cost of capital
("WACC") methodology is commonly used for this purpose. WACC is derived
from the cost of equity, the after-tax cost of debt, and the relative proportions of
debt and equity financing, using the following formula:

WACC=Kdx (1-t)x D% +Ke x E%

Cost of debt ("Kd"): Selecting an appropriate cost of debt ("Kd") generally
begins with the prime rate plus basis points, if applicable. This information is
included in the business sections of major newspapers and also appears in the
Federal Reserve Statistical Release. On May 12, 1995, the prime rate was 9% with
no points. The cost of debt that should be used should match that of the medical
practice being valued or that of the publicly traded comparables, which is typically
higher than the prime rate. -

Cost of equity ("Ke"): Cost of equity ‘("Ke“) is the pefcentage '(21.25%)
calculated using the CAPM formula, discussed above.

Debt ("D™): Debt ("D") is generally stated as a percentage of total capital in
capital structures similar to seller's business. In this example 14% is used which is
the average amount of debt in the closest comparable companies.

Equity ("E"): Equity ("E") is stated as a percentage of total capital in capital
structures similar to seller's business. In this example 86% is used which is the
average amount of equity in the closest comparable companies.

Tax rate ("t"): Tax rate ("t") is the appropriate combined federal, state, and
local income taxrate for the medical practice. With a rate of 40%, in the above
formula (1-t) equals .60.

Once the variables are derived using the appropriate methodology, WACC
may be calculated:




WACC=Kdx (1-t)x D% +Kex E%

9.00% x .60% 21.25% x 86%
5.4% x 14% +

76% + 18 28%

WACC= 19 04%

Discount rates (WACC) used in valuations of medical practices reviewed at
the National Office during 1994-95 have generally ranged between 16% and 21%
depending on variations in the cost of equity, cost of debt, and the debt/eqmty
ratio at the time of appraisal.

I. Terminal Value Exit Multiples

The terminal value is a very important calculation in a DCF analysis. It is an

~ estimate of the worth of a business's cash flows beyond the estimation period. The

terminal value can represent between 50% and 150% of the total value determined
by a DCF analysis. This inflating effect is demonstrated in Exhibit A, lines 12-14
(far right column). Notice how line 12 - the debt-free cash flow available for

distribution in the fifth (final) year - is multiplied by the exit multiple - 5 - in line

13, to reach the ferminal value - in line 14.1In this example, the terminal value is
based on the capitalization of the business's debt free cash flow at a rate equal to.

_the discount rate less its expected long-term growth rate.

Exit multiples ranging from 3 to 8 are generally seen in valuations of
medical providers. Lower multiples within that range might be seen in a medical
practice consisting of older physicians in-a specialty affected by managed care, for
example, whereas a valuation of a practice consisting of younger, primary care
practitioners who will benefit from managed care might use a somewhat higher
multiple. An exit multiple at the high end of the range might be seen in an
appraisal of an established outpatient specialty center - an ambulatory surgery
center, for example - which is positively affected by favorable reimbursement
policies and managed care.

Given the exit multiple's influence on the "bottom line" in a DCF analysis, it
is important to examine critically the criteria used in selecting it. Factors

~ reasonably relevant in selecting an exit multiple include the following:

the growth and stability of the local market environment as suggested




in the financial féreoast;

long term growth expectations for the industry;

the perceived ‘q‘uality and composition of the valuation target;
exit multiples used in similér transactions;

the interest rate environment at the time of valuation;

the ﬁnan:;ial and business risk of the valuation targét; aﬁd

the weighted average cost of capital used in the valuation.

J. Validating the Bottom Line Using the Allocation Technique -
Valuation Methodologies for Intangible Assets

(1) Introduction

The last step in a DCF analysis is totalling the present value of the cash
flows during the estimation period and the present value of the terminal year, to
arrive at BEV (Exhibit A, lines 17-19).

BEV determined under an income approach is often greater than the
combined fair market value of equipment, furniture, and fixtures (determined
under the cost approach) and buildings and real estate (determined under the
market approach) because it includes the intangible value of the business as a
going concern - L.e., the goodwill of the business.

Goodwill represents the intrinsic value in a viable, competitive, and well run
business that exceeds the value of its tangible assets. "Goodwill is comprised of
patronage, excess earnings and residual. This is a permutation of the excess

“earnings concept because the value of the enterprise will only exceed the value of
the identifiable assets (and create room for the residual) if there are excess
earnings.” Valuation of Intellectual Property and Intangible Assets, supra, at 88.

(2) Goodwill in the Allocation Technique

The value of goodwill can be allocated to specific intangible assets; the
_ value of the latter is limited to the value of the former, as calculated under the




- income approach. For example, if the total value of the individual intangible assets
exceeds the total value of the medical practice net of the aggregate fair market
value of the tangible assets, the amount of value that can be allocated among the
intangible assets is more limited. Also, it is important to note that intangible value
‘may not always be present in a medical practice.

- Thus, ascribing value to intangible assets is a matter of allocating value
derived using the income approach to speo1ﬁc intangible assets. The followmg
example 111ustrates this process: :

Example: The BEV of a medi_oal practice under the income approach
is $12,200,000. Medical equipment, furniture,-and fixtures have a
value of $2,200,000 determined under the cost approach. Buildings
-and real estate have a value of $6,400,000 determined under the
market approach. The maximum value attributable to all intangible
assets is $3,600,000.

'u'ced in’ Part 3' C this value should
mﬁe?gﬁ?ly subj ective nature of the income approaeh and ensure that the valuation
process does not result i in payments for patient referrals. |

Methods for valuing specific intangible assets commonly present ina
medlcal practlce are discussed below.

(3) 'Medioal Records

Accurate and.readily accessible medical records are an important asset of an
operating medical practice. In addition, a growing market exists for the
-information in these records. Depending on such factors as how long the practice
‘has operated and how many physicians it has, medical records can number in the
hundreds of thousands and extend back a lifetime.

How long records are retained in a medical practice may depend on
professional standards, state law, and practice in a particular community.
Professional standards indicate that it is ordinarily sufficient to retain patient
records for 10 years; after that, records can be destroyed unléss destruction is

“prohibited by law. This is based on a 1974 study by the American Hospital
- Association's Committee on Medical Records and the American Medical Record




Association's Planning and Bylaws Committee. State laws (and federal regulations
applicable to provider participation in health care benefit programs) vary in their
requirements. California, for example, generally requires that medical records be
retained for 7 years; pediatric records must be kept for 18 years, while
obstetric-gynecology and worker's compensation records must be retained for 30
years and records that have been subjected to legal subpoena must be maintained
for the patient's lifetime. See Cal. Health & Safety Code. 1457. In some
communities, general practice is to retain medical records indefinitely.

The cost method is commonly used to value medical records, based on the
concept that the value of each medical record incorporates the cost of creating and
maintaining it. For a large practice, cost is calculated based on annual medical
records department expenditures for creating/maintaining records, minus the
portion of those departmerital expenditures for withdrawal of records, divided by
the number of records created/maintained in that year. (For smaller practices a
'similar methodology, using the salary of records retention personnel or a portion
thereof, is used.) Applying this approach typically results in a new per record
value ranging from $12-20. Rough validation of the per record value can, where
appropriate, be secured by comparing the amount determined under the cost
method to what it would cost to secure copies of the records at rates imposed by
state and federal social service agencies, insurance companies, and law firms.

- Medical records diminish in value once a patient is no longer a regular
patron of the practice. Thus, a reasonable allowance for depreciation is made when
valuing medical records under the cost approach. Two bases sometimes used to
establish a depreciation period (useful life) are the average term of residence in the
community where the practice is located and the legally required retention period

for medical records. Thus, if a seven-year depreciation period is used,
one-year-old records lose 14% of their cost value while six-year-old records lose
86% of their cost value. ‘ ’

) Aséembl‘éd Work Force

_ A'well trainéd, organized, and efficient work force is a valuable asset in any
business. The value of the assembled non-physician work force in a medical
_practi¢e may be appraised using the cost approach, and depends on the number of
full- and part-timé employees, their positions, and the annual employee turnover
rate (typically 15-35%). Use of the cost approach is based on the premise that for a
‘potential buyer to re-create the particular practice, it has to hire and train a similar
work force; that hiring/training process has identifiable costs - for recruitment,




orientation, training, and lost salary - that form the basis of the valuation process.

In general, the cost approach uses historical expenditures for these items to derive

cost amounts which are multiplied by the number of employees in various job

categories to derive the value of the assembled work force. Historical expenditures

~for the work force should be adjusted to levels in existence as of the valuation
date. ‘ '

() Going Concern Value

‘Going concern value has been defined as "the additional element of value
which attaches to property by reason of its existence as part of a going concern.”
VGS Corp. v. Commissioner, 68 T.C. 563, 569 (1977), appeal dismissed (5th
Cir.). For example, compare a building that will house a retail business with an
operating business in an identical building. For the former to become functional, it
will have to incur costs to recruit and train employees, furnish the building, and
market the product. The value inherent in the latter, over and above the value of
the building, is its going concern value. The elements of going concern value are
turnkey value and immediate use value. Miami Valley Broadcasting Corp. v.
United States, 204 Ct. Cl. 582,499 F.2d 677 (1974).

Medical practices have going concern value. The buyer of an existing
 practice purchases a turnkey operation and receives immediate value from the
assembled work force and other assets needed to operate the business.

The cost approach can be used to determine going concern value, based on
the concept that specific costs are associated with finding a location, purchasing or
leasing furniture and equipment, marketing the business, and hiring and training
the work force. Application of the cost approach to appraising going concern
value thus involves a process similar to that explained above for valuing
‘assembled work force. (Indeed, assembled work force may be viewed as a
component or element of going concern value. Accordingly, it is inappropriate to
value both asseinbled work force and going concern value.) Identifiable costs
associated with creating going concern value are estimated and totalled to arrive at
fair market value. )

(6) Covenants Not to Compete

Sales of medical practices often involve the selling physicians' promises
(covenants) not to compete with the new owners. An agreement by a seller not to
‘compete with a buyer for a definite period of time after the sale may be a valuable




intangible asset to the buyer. Thus, if the economic effect of the covenant can be
reasonably estimated, and the duration of the covenant is finite, the covenant's
value may be quantified in monetary terms through 4 valuation appraisal. See
Better Beverages, Inc. v, United States, 619 F.2d 424 (5th Cir. 1980), aff'g 44
AF.TR2d79-5101 (S.D. Tex. 1978); and Ansan Tool & Manufacturing Co. v.

" Commissioner, T.C. Memo. 1992-121.

The sale of aphysician practice can entail several different covenants not to-:
compete. Three types of covenants are typically present:

~ Between the individual employee physician and the selling medical practice
(employer): This first type of covenant prevents the physician employee from
competing with the employer during the term of employment and, depending on
the terms of the covenant, may run for an additional finite period of time after
termination of employment. This is the basic covenant that runs between an
employee and an employer and sometimes is purchased by the IDS organization.
This covenant benefits the employer because it protects against physicians leaving

the practice with "their" patients.

Between the individual selling physician and the buyer: The second type of
covenant, between the individual selling physician and the purchasing
organization, similarly prevents the individual physician from competing with the

‘purchaser for a stated period of time. The protection provided by this covenant is

the same as with the first.

_ Between the selling medical practice and the buyer: The third type of
covenant provides that the selling medical practice as a whole will not compete
with the buyer for a fixed period. For example, the selling practice covenants that
for two years after the sale and/or during the term of its professional services
agreement, it will not compete against the buyer. This covenant protects against
the seller's removing the patient base, for which substantial value may have been
paid. '

Covenants not to compete may extend only to specific categories of patients
- managed care or fee for service patients, for example. They may contain different
terms and conditions for different covenanting parties. For example, the duration
of the covenant and the "protected” service area may differ for covenants with
individual physicians and those with the practice as a whole.

~If there is more than one type of covenant not to compete, each should be




separately valued.

Example: A practice receives 100% of its revenue from fee for
service patients. Both the practice and all individual physicians
‘covenant not to compete with respect to the entire geographic area for
two years. In this example, it could be appropriate, with proper

~ factual substantiation (i.e., patient retention rates) to assume that as
much as a 100% of the cash flow from patients is protected for two
years. In succeeding years the covenant must be analyzed to
determine if, and the extent to which, cash flows are protected for the
vremamder of the estimation period. In the third through fifth years,
the covenant prevents the terminating physician from competing with
respect to existing patients of the practice, but allows the physician to
compete with respect to other patients in the community. If the
practice’s existing patients account for 60% of the revenues, as much
as 60% of the practice's cash flow could be protected with proper
substantiation of patient retention rates.

In valuing covenants not to compete, it is important to analyze not only their
terms and conditions, but their real economic effect. In some communities, such
covenants may not be legally enforceable, or for other reasons may be widely
disregarded. Thus, before any value may be assigned to covenants not to compete,
it must be determined if it is unrealistic for the seller to have given a covenant -
the "economic reality" test. This test was first enunciated in Schulz v,

' Commissioner, 294 F.2d 52 (9th Cir. 1961), aff'g 34 T.C. 235 (1960) In this case,

the court stated that a covenant "must have some independent basis in fact or some
arguable relationship with business reality such that reasonable men, genumely
concerned with their economic future, might bargain for such an agreement.’
Generally, where the seller is, objectively, likely to pose a real threat of
competition, courts will probably sustain some allocation of value to the
covenants. In making such a determination, a variety of factors must be
considered, such as whether the seller has the ability to compete with the buyer.
The courts have stated that the following are important considerations in
determining if the seller has the ability to compete:

Did the seller have a customer network and experience that makes
competition real?

Did the seller have the financial ability to compete?




Did the seller's physical ability allow for him/her to compete (1.¢., age
and state of health)?

'Did noncontractual restrictions, such as limited market entry, prohibit
the seller from competing in the absence of the covenant not to
compete? (This factor may be important where a certificate of need
requirement exists, for example.) -

' Did the seller intend to retire or leave the geographic area covered by
the covenant? :

Did negotiations to sell the business make it clear to the seller that a
covenant was essential to the transaction?

Another important factor in the value of a covenant not to compete is the
portion of protected cash flow attributable to fee for service and capitated
. contracts. Individual physicians' covenants not to compete may be more valuable
" ifmore revenues are attributable to fee for service arrangements than managed
care contracts, because patients are freer to choose to see the competing physician.
In other words, the covenant protects the cash flow generated by the ability of the
individual physician and/or practice to attract and retain patients in the
community. Where more patients are "locked in" a practice by managed care
arrangements, the physician's covenant not to compete may be less valuable. Also,
where covenants not to compete extend to managed care patients, care should be
taken to ensure that the valuation appraisal does not assign value to the same
revenues as part of the valuation of the covenants not to compete and the contracts
themselves. (Valuation of managed care contracts is discussed in the following
section.) ' :

In addition, whether the covenant not to compete is executed in conjunction
with an employment contract is also significant. If it is, both agreements need to
be evaluated carefully because their provisions, and their values, may overlap. An
employment agreement may convey similar benefits and cover the same time
~ period as a covenant not to compete, and thus its value is not separate and distinct

from the value of the covenant '

In summary, covenants not to compete have value if the terms are
reasonable and if the seller is truly being compensated for giving up the right to
forego opportunities that would place him/her in competition with the purchaser.
Often a large portion of total BEV is assigned to covenants; the assignment may



appear to be arbitrary, with little discussion of the-basis for establishing value.
Such appraisals do not provide an adequate basis for establishing fair market
value.

(6) Managed Care Contracts

Fixed revenue contracts are often an important source of value for a
business entity. Managed care contracts are such an asset for a health care
~ provider.

Managed care contracts are typically valued under an income approach. In
this approach, revenues associated with contracts are determined, minus a pro rata
portion of expenses (including capital charges). The resulting cash flow is
discounted to arrive at the contracts' present value.

The valuation analysis should list all confracts and their term. Value should
be allocated using this methodology only to contracts providing for payment on a

capitated basis, because generally only that revenue is certain.

A significant issue in valuing managed care contracts is whether the

*. contracts have value after their term. The assignment of value after the contract

expires, like the asmgnment of value to a covenant not to compete after its
expiration/termination, seems questionable and should be carefully scrutinized.
Any such assignment should be well-documented and supported by mformatlon
‘such as the followmg

the percentage of contracts renewed annually
the number of years the practice serviced the contracts
the contract retention rate prevailing in the community

the portion of the community that receives health care under managed
care oontraots «

wheéther contracts have recently been renewed at lower rates than in
previous years

(7) Trade Name




Generally, an individual physician practice retains the benefits of a trade
name - "Dr. Jane Doe, M.D., Family Practice," for example - only so long as the
practitioner remains in practice. The trade name of a large group practice -
"Women's Health Clinic of Gotham," for example - may be an important and
enduring asset, however, particularly where the practice has operated under the

- same name for a long time. A number of other factors influence the value of a

trade name.

The premise aocordmg to which the name of a physunan group practice has
value is that patients can choose where to receive medical treatment. Thus, any
appraisal in which value is assigned to a trade name should discuss factors bearing
on the name's influence on patient choice, such as organizational reputation,
individual physician reputation, location, longevity/history, innovation, and
historical advertising of the name. ’

The income method is gcnerally used to value trade names. Typically,
fee-for-service and managed care revenues are addressed separately, reflecting the
different degree or level of patient choice reflected in such revenues. Managed
care contracts should result in little (if any value) assigned to trade name; as noted
above, those contracts are generally separately valued. As with the application of
the income approach to other intangible assets, discounted cash flows reasonably
attributed to the target asset for the estimation period are totalled to arrive at fair
market value. .






