












 
Alan S 
Gassman, JD, 
LLM 

 
Frederic R 
Simmons, Jr., 
CPME, CPA 

January 25, 2011 

It's (somewhat) about the money (Part 2) 
By Alan S Gassman, JD, LLM,Frederic R. Simmons Jr., CPME, CPA 

New healthcare delivery systems: Arm yourself with negotiating 
power if you sell your practice 

In the first part of this two-part article exploring options for 
independent practices in a world increasingly dominated by big 
medicine, we examined how government incentives often favor 
hospital-owned systems and large, multispecialty practices, the 
link between practice profitability and maintaining independence, 
the impact of Accountable Care Organizations (ACOs) on 
healthcare delivery, and the value of negotiating any purchase 
offer from a larger organization. 

In this second part, we'll look at the methods used to 
value medical practices, the impact of antitrust laws on the pricing 
of doctors' services, how a hospital or managed care company 
exerts influence over practices in which they invest, and how 
doctors in independent practices can best evaluate a purchase 
offer. 

MEDICAL PRACTICE VALUATION 

Typically, businesses are valued based upon a mathematical ratio 
common to their industry. For example, for many years medical practices were 
valued at approximately 1 times gross revenues, meaning a doctor who had $1 
million annually in gross revenues could expect to sell the practice for $1 
million, payable over time. Then it became common to value a practice based 
on 1 times net income, so a doctor netting $400,000 in earnings could expect 
to sell the practice for $400,000. 
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In recent years, medical practice valuations have been low and uncertain, and 
we expect this trend to continue. Many doctors feel that rather than buying an 
existing practice, they can earn equivalent income by establishing a competing 
practice. Therefore, a prospective buyer may only be willing to pay a 
"convenience and acceleration" fee for purchasing a going concern with patient 
charts, personnel, an established location, and protocols. The benefits 
associated with an existing medical practice typically are nowhere near 1 times 
gross revenues or net profits. 

By contrast, Wall Street's price/earnings ratio in the Standard & Poor's 500 
Index is 15 to 1, meaning that a company earning $1 per share would sell for 
$15 per share on average. If a corporation could buy the practice described 
above and replace the doctor with one who would work for $300,000 a year, 
and have strategies in place to enhance profitability, then the value of that 
practice on Wall Street could be $15 million. 

Stock prices are often based upon anticipated earnings—and executive bonuses 
are often based on stock prices. Thus, if a company such as HCA can tell Wall 
Street that it anticipates increased earnings because of physician practice 
acquisitions costing less than one times earnings, and that the resulting 
earnings increases may be on a 10 times earnings model, then executives at the 
company may receive bonuses as stock prices increase, based upon projected 
earnings and not the actual success of the model. 

Another example would be a 20-physician group where each physician makes 
$300,000 per year ($6 million worth of income) being acquired for $6 million 
with each physician then accepting a salary reduction to $250,000 in exchange 
for an upfront payment and a share in any future income growth. 

Expected increases in profits from ancillary and in-patient hospital functions 
might be $1 million per year. If the profit from the $50,000 per doctor payroll 
reduction is $1 million, and the expected increases in profits from ancillaries 
are $1 million per year, then projected future profits will be $2 million. If HCA 
stock is trading at 10 times earnings, the result is a $20 million value from a $6 
million investment. This makes it more than worthwhile for HCA or another 
corporation to come calling with enough cash to make the transaction a reality. 

This is how some practice management companies had huge increases in their 
stock prices, followed by abysmal losses and eventual financial failure during 
the 1990s. They failed once Wall Street realized that they could not enhance 
income, and that the medical groups they purchased actually performed much 
worse due to lower pay and poor management. Many doctors had to fight their 
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way out of these contracts by litigation or negotiation. It was an unpleasant 
experience for many participating doctors. 

THE FUTURE OF MEDICARE HMOS 

The practice of allowing Medicare to pay HMOs 115% of the average cost of 
treating a managed care patient will certainly be revisited. If HMOs can 
effectively manage care, shouldn't they bill less than 100% of what is spent per 
patient per month on average? And the level of reimbursement to many of the 
specialists servicing HMO patients is less than the Medicare rate. It would be 
interesting, therefore, to know where the extra money is going. 

ANTITRUST LAW 

Antitrust laws designed to prohibit doctors in a specialty and region from 
joining together for the purpose of negotiations help assure continuing 
opportunities for independent practitioners and small practices. Furthermore, 
small practices often operate on lower per-doctor overheads than the big 
groups. With "any willing provider" legislation, which requires any qualified 
doctor who agrees to a health plan's payment terms to be allowed on its panel, 
the doctors who do not join the large groups may be the ones who do best. 

Additionally, these antitrust laws prohibit separate doctor groups from fixing 
prices or even discussing what they charge managed care plans. However, an 
"IPA safety zone" in the antitrust regulations allows competing medical groups 
to join independent practice associations (IPAs). These may, under certain 
circumstances, take on managed care plan contracts and pay the physician 
groups to work the contracts. 

Under this "messenger model IPA" an independent company is set up that may 
be owned by any number of the involved physician groups and/or investors or 
managers. The physicians who join the IPA give its management a fee schedule 
or conversion factor indicating what he or she is willing to accept from a payer. 

An IPA manager (the "messenger") then develops and shares a spreadsheet 
that hides each doctor's and practice's identity, while showing how the 
participating doctors are reimbursed. Using this "sterilized" data, the IPA 
members can negotiate with the manager as to what levels of compensation 
they would be willing to take from various managed care plans. 

The IPA manager then tells managed care plans the general level of 
compensation that is likely to attract many of the IPA members. The manager 
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also has the authority to contract on the IPA's behalf with payers offering at 
least their minimum price. 

Once the managed care plan provides its terms to the IPA, each IPA member 
has the right to accept or reject those terms. The IPA cannot require every 
doctor to accept the terms of any particular contract. Furthermore, the IPA 
allows the managed care plan or HMO to have most, if not all, of the IPA 
members on its panel, saving time and coordination expenses and efforts. 

Overall, IPAs have worked best where the doctors' groups joining them have 
had good relationships and commonality of decision-making, while still 
functioning legally and independently as described above. Medical practices 
using common software, electronic medical records systems, and other 
common IT infrastructure will probably be ahead of other groups if and when 
it comes time to negotiate for participation in an ACOs. 

THE IMPORTANCE OF CONTROLLING THE MONEY 

Typically, about 15% of the money flowing through the healthcare system is 
spent on insurance carriers and their administrative tasks, including 
credentialing, 35% is spent on physicians and physician office ancillaries, and 
50% is spent on hospital and inpatient expenses. The physicians control most 
of their own spending, and the physicians control many hospital decisions that 
affect how the hospital bills and spends its money. 

If physicians control a greater percentage of the pie, then they can assure that 
office services, testing, and treatment are maximized based on cost-
effectiveness and the needs of the patients. However, if the hospitals control 
the 85% of the remaining expenses, then it's likely that more patient testing 
and treatment will occur at the hospital, leaving less money for physicians and 
outpatient treatments, and stifling the development of alternatives that might 
compete with hospitals. 

It stands to reason that over time the physicians who control and derive their 
profit from the medical practices will have more income, while the physicians 
who are controlled by hospital systems will have less income, but the initial 
economic incentives that the hospital provides induce physicians to join them 
rather than staying independent. 

There has been some concern that physicians and hospitals partnering would 
violate laws prohibiting physician self-referrals. However, there's a strong 
possibility that these laws will be modified to allow enhanced influence over 
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doctor decision-making by hospital and other medical system organizations. 
This may permit ACOs to exist without outright employment of physicians by 
systems that need to control physician referrals. 

HOW CONTROL IS EXERTED 

Typically, a hospital or managed care company investing in a physician 
structure will ask for the greatest operational and management control 
possible. By controlling the ACO they can control referral rules, when and how 
procedures and treatments will be permitted, supplies and equipment used 
and prescribed, and many other aspects of medical treatment. 

Where administrators are required to respond directly to physicians who hold 
positions of equal or greater authority, medical practice companies are often 
more balanced, more responsive, and much more physician-friendly, even 
when disputes must be resolved by a third-party arbitrator or a hospital chief 
executive officer. 

Medical groups with multiple locations may be in a better position to negotiate 
favorable terms with a purchaser if they have a proven track record of multiple 
office coordination, information system usage, and coverage of a broader 
marketplace. 

Where physicians own their buildings and significant equipment, a long-term 
lease arrangement can be negotiated. But the arrangement must specify that 
upon termination of employment, the physicians should be able to also 
terminate the lease and resume their independent medical practices. This is 
particularly important if and when the sponsoring organization does not 
comply with applicable agreements, including prudent billing and collection 
processes. 

HOW WILL PHYSICIANS BE PAID? 

Devising compensation plans for physicians in integrated medical systems is 
often extremely difficult. Hospitals are not permitted to pay more than fair 
market value for a physician's practice, or to pay a physician more than fair 
market value compensation. Otherwise, the hospital could be accused of 
paying for ancillary service referrals. 

Most hospital/physician employment models call for compensation 
arrangements to be renegotiated every two to five years. If the doctor has the 

Page 5 of 8Modern Medicine: It's (somewhat) about the money (Part 2)

2/1/2011http://license.icopyright.net/user/viewFreeUse.act?fuid=MTE2M...



right to terminate the arrangement without significant financial cost, then 
renegotiations can benefit both sides. 

On the other hand, if the buyer of a practice requires doctors to sign a long-
term, noncancellable agreement, then the physician is in danger of being taken 
advantage of if the compensation formula proves to be less than what the 
doctor could earn on his or her own. 

At that point the doctor and hospital have to renegotiate or the doctor will 
need to leave the area to realize his or her earnings potential. Of course, the 
hospital will have the upper hand in such negotiations, since the cost of 
relocating and starting over, both professionally and personally, can be 
tremendous. 

WEIGHING THE PROS AND CONS OF A PRACTICE SALE 

A medical practice's sale price is often an important motivator for the 
physician, but when the price is divided by the number of years of 
commitment, there may not be as much financial incentive as the physician 
initially thought. The exceptions are usually cases where funds from the sale 
represent the final step in an impending retirement, or are invested wisely, or 
used to repay debt. 

Too often, unfortunately, physicians who sell their practice don't invest the 
proceeds of the sale wisely. The safest course is almost always to place at least 
a portion of the funds in certificates of deposit, money market funds, or short-
term bonds so it is available to buy back the practice or establish another one if 
the new arrangements don't work out. 

Developing a spreadsheet can be helpful for anticipating the financial results of 
a practice sale. While there are certainly tax advantages to receiving capital 
gains dollars now, as opposed to dollars later that will be subject to ordinary 
income tax rates, the loss of the ability to fully fund a 401(k) plan, travel and 
entertainment expenses, and more to invest in future years may make a 
practice sale seem less appealing than before. 

On the other hand, the hospital system may provide a guaranteed income, and 
assume responsibility for practice amenities and management oversight, 
tradeoffs that will appeal to physicians who do not want to manage the 
business aspects of their practices. 

PREPARING FOR CHANGING DELIVERY SYSTEMS 
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Every physician in private practice should be evaluating how to prepare for the 
opportunities, dangers, and organizational changes that will occur as the result 
of the fast-paced structural changes in healthcare delivery systems. This may 
not always require making significant changes or joining a large organization. 
There have been instances of physicians joining hospital systems or 
multispecialty practices, only to have their practices and financial situations 
damaged to the point where they felt they had to leave and start over. 

The "any willing provider" rules, Medicare and other open panel provider 
plans, and market demand may well give every physician the opportunity to 
make a reasonable living, and to possibly beat the larger and more 
administratively top-heavy provider organizations. Almost every specialty has 
profitable niches and developing areas doctors should watch for and 
participate in when feasible. 

The largest asset most physicians possess is the ability to make a living. From a 
professional satisfaction standpoint, it can be vitally important for physicians 
to have a good working environment and control over their practice. Many 
doctors who have stayed in small groups have enjoyed financial, professional, 
and interpersonal success. 

Should you decide to join a large provider organization, don't feel compelled to 
sign its contract as presented to you, even if it seems as though all your 
colleagues are doing so. While negotiation is often a detailed and time-
consuming process, it can yield great results for parties who do it well. 

By appropriate negotiation, realistic action, and controlling overhead costs, 
physicians will improve their chances of staying independent if they so choose, 
and strengthen their bargaining position if they decide to be acquired by a 
provider organization. 

Information + Preparation = Astute Decision-Making. There is still plenty of 
time to prepare if the well-informed physician begins weighing the options 
now. Think carefully before you leap, and if you do, make sure you take along a 
parachute—just in case. 
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