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Physician Practice Acquisitions and

Valuations: Issues and Challenges

Learning Objectives:

Review California market dynamics and the activities around physician
practice acquisition

Understand the drivers and direction of this physician acquisition trend

Understand why acquisition can fit as a strategy and what practices are
attractive

Understand what determines practice value and explore the importance of
choosing the right physicians for successful integration

Understand the legal and financial issues associated with conducting a
valuation

Understand the typical valuation process and the typical difficulties that can
arise

Understand the process of practice integration post valuation
Learn various considerations that come into play when selecting a qualified

appraiser to value the practice

MEDICAL DEVELOPMENT SPECIALISTS
m consulting



Healthcare Reform ?77??

Positive Impacts
— 32,000,000 more insured
— Medicaid gets expanded
— Middle class get expanded coverage with tax credits
— Fewer healthcare hardship cases
More covered lives but less provider payments
— Greater physician shortage/especially primary care
— Emphasis on cost containment/efficiencies
— IT and web based solutions
— Technology solutions
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What's Happening in California?!

Hospital stays COSt. more in Northern California Breaking News from MemorialCare Health System: Four Physician
than Southern California . vatimes, march s, 2011 Groups Join New MemorialCare Medical Foundation

On average, hospitals in Northern California's most populous counties collect 56% more
revenue per patient per day than hospitals in Southern California's largest counties, a Times
analysis shows.

The Affordable Care Act: Immediate Benefits for California

- Health Reform. Gov, 2011
Wednesday, March 16, 2011

California's Hospital Systems Try To

Be Accountable ) ) ) o
- California HealthLine, March 16, 2011 Health Care Reform in California: The End of the Beginning
- California Hospital Foundation, June 2010
Enloe Medical Center Forms Cancer Care Partnership
ACO Regulations Could Remain Stalled Amid with UCSF
National Budget Battle -UC Health, March 25, 2011
] ] ) ] ) Blue Shield of California, CHW and Hill Physicians Create ACO for
An ACO Already in Action in California Retired California State Employees
- The MedSynergies, September 13, 2010 - Becker’s Hospital Review, September 10, 2010

UnitedHealth Buys California Group of 2,300 Doctors

Health care quality rests on
coordination VID

- SFGate, March 20, 2011 MEDICAL DEVELOPMENT SPECIALISTS
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Sold Non-Profit Hospitals: Distressed Hospitals:

Lessons Learned

Usually 3 or 4 major issues:

Insufficient physicians or
misalignment

Market share and revenue problem

(rather than expense) | I
Not enough non operating income TJ;
Too long of Medicare ALOS e amSEa s

Too high charity and bad debt

Too little commercial insurance or too
much commercial insurance with bad

rates ] S
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Physician Challenges

Struggles with cost escalation & growing administrative burdens of practice
management; erosion of the solo practitioner model

Incomes have been flat to declining for many physicians; retirements being
deferred due to the economic downturn

Quality of life/lifestyle = key for younger physicians (but lower production)

Continuing and growing participation in JVs (desire/need for supplemental
income)

Increase in part-time practices/shared practices and use of extenders

Increase in employment & participation in integrated models

MDS
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IF | HAD MY CAREER TO DO OVER AGAIN, | WOULD...

ignostic specialist...41%

[ D 26%

Source: Merritt Hawkins, 2010_' ' ' mconsulting
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PCP Physician Supply and Demand

PCPs can only join one ACO!

Estimated 850,000 total physicians in the U.S. (78% in
clinical practice). PCPs (FP, IM, peds) generally
estimated to be between 32-37% of total physicians

Wide regional variability across the United States
75% male, 25% female (but growing). Implications on
physician FTE count. 1 in 3 active male physicians is
age 55+, but only 1 in 7 females

Nationally, projected shortages will persist particularly in
primary care
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Hospital-Physician Alignment Continuum

Less Integrateg——-—————————p More Integrated

Informal/ Professional
Minimal Services Medical Integrated
Solo Practice Tie-in Community Need Agreements Organizations Model Employment

Staff privileges IT/quality/ Recruitment Co-management IPA Employment
only service agreements Medical contract
MU Medical Multi-specialty Foundation
(EMR) Income guarantee directorships group Section 1206(1) Residency
program
Leasing Practice support ED call Hospital Clinic
arrangements Section 1206(d)
(space, Consulting
equipment) agreement Community
Clinic
Purchase MSO Gain sharing
services Patient-
Centered
Medical Home

Medical
Institute

N\Y

~ @ ~— 00 e | S e 4
Fully Cooperative Collaborative, Partially Fully

Independent & Separate More Organized Integrated Mﬁs
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Models Physicians Are Interested in Pursuing

According to a survey of almost 1,100 physicians conducted by
PricewaterhouseCoopers, physician interest in pursuing different
models is as follows:

— Directorships, stipends, and management contracts: 51%
— Employment: 46%

— Joint venture of services: 38%

— Co-management: 34%

— Leasing: 21%

Source: PwC Health Research Institute Physician Survey, 2010.

MDS
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Ownership Trends

Medical practice ownership tre nds —— Physician ouned
e Hospital ovned

g%

7%

—_1-.-..-_

B0

B0%

40%

0%

20%

0%

0%

2002 20073 2004 2005 20086 2007 2003

Source: Physician Compensation and Production Survey, Medical group
Management Association 2003-2009
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Market Drivers of Physician Acquisition

15%

10%

5%

0%

-5%

Primary Care Surgical Specialties Medical Specialties

MDS
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Typically higher starting salaries; additional
compensation for after hours shifts and urgent care

Better benefits (e.g., 3 weeks vacation for new
physicians, 5 weeks after 10 years of service)

Less call burden/better lifestyle balance
Technology/IT superiority
Security and predictability

Truly integrated system (hospital alignment, collegiality,

resources) MDS
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Physicians and other professionals in group practices
Physicians and other professionals in networks of practices

Partnership or joint venture arrangements between hospitals and
physicians

Hospitals employing physicians/professionals

Other forms that the Secretary of HHS may determine appropriate

MDS
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Models

Existing Examples

Medical
Foundation
Model 1206(])

Clinic Model
1206(d)

Faculty Model

Partner with
Kaiser

St. Bernardine Medical Center

A memnber of CHW

Partner with
Major Medical
y Group

Various



Accountable Care Organizations (sounds like integrated delivery
systems)
— Group of providers (hospitals, PCPs, specialists)

Manage the continuum of care
Responsible for quality and cost

— Savings, bonuses, penalties
Needs

16

Dedicated physician model

Medical home

Real or virtual IDS

Clinical protocols

High cost/risk patient management

Information system

Compensation model (pay for performance) based on productivity and

i
(Ill::k;tréward sharing M )S
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Rationale for Physician Acquisition
Increase or protect market share

Provide infrastructure to sustain, retain and recruit physicians to meet
community needs

Establish a strong physician alignment to address health reform initiatives
Compete effectively in the marketplace (i.e. Kaiser, other hospitals)

Acquisition Considerations (How )
Alignment Model

Valuation Model (Asset Purchase, DCF, Stock Purchase, Merger)
PSA

Physician Compensation

Incentives (citizenship, compliance, quality, gain-sharing)
Operational, Clinical and Financial

MDS
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1. Industry rules of thumb are typically expressed as multiples of
Gross Revenue, Operating Income or some other benefit stream,
l.e., EBITDA, Cash Flows, etc.

2. Limitations
A. Usually Driven by Guideline Company transactions
B. May require some flexibility for normalization

C. Identifies a “typical” business thus, it always contains some degree of
error.

MDS
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1. Examples from the Health Care Industry

A. 1 FTE Physician - Provider (average = mid-market competitors)
0.4 to 0.7 times Gross Medical Revenue (some variation with specialty)
4.0 to 5.0 times E.B.l.T.D.A.

B. Noted variations among data sources, for example, a Family
Practitioner (during the last three (3) years) averages multiples of
medical revenue per data surveys:

IBA Market Date 0.510 x medical revenue
Pratt’s Stats 0.582 x medical revenue
Biz Comps 0.627 x medical revenue
GW Regqistry 0.361 x medical revenue

MDS
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To improve the health and well being of
iIndividuals, families, and our communities
through innovation and the pursuit of excellence.

Advancing health in extraordinary ways—
together.

A'le MEMORIALCARE
M MeDICAL GROUP






INDEPENDENT PHYSICIAN PRACTICE HEALTH SYSTEM EASED

Solo/Private Small Group Large Group Eoundation Model
Practice Single Specialty Multi-Specialty
PERSONAL
Lifestyle
Autonomy

Risk
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STEERING TEAM
EXECUTIVE SPONSORS

Tammie Brailsford - Patrick Kapsner

INTERGRATION LEADERS PROJECT MANAGER
N Laurie Sicaeros - John Somers Adrienne Ramirez
CONTRACTING INFORMATIION HUMAN FINANCE QUALITY BUSINESS MARKETING &
SYSTEMS RESOURCES DEVELOPMENT COMMUNICATIONS

ACCOUNTABILITY BEST PRACTICE COMPASSION SYNERGY

RESPECT FLEXIBILITY DILIGEMCE

1. Develop a clearly stated end state

2. Establish day one readiness priorities
3. Drive synergy capture

4. Manage engaqing communications
5. Blend cultures












Understand what determines practice value .......

A. Define "Practice Value*
1. Value to who
2. Fair market value and the hypothetical buyer / seller
3. Value without recognition of synergies or advantages to a specific
iInvestor
B. Outline The Mechanics Of Measuring Value

1. Return on investment as the benefit stream chosen (cash flows to
equity, cash flows to invested capital, EBITDA., Pre-tax / after-tax
earnings, etc.)

2. Investment in tangible and intangible assets (usually intangible assets
do not appear on the balance sheet but are key to the total value of the
practice)

3. Market presence and competitive posture (what are comparable
practices and how to compare and contrast with historical sale

transactions) M )S
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Understand the legal and financial issues associated with conducting a
valuation

A. A transactions between hospitals and physicians should adhere to
Stark

1. Stark mandates a fair market value measurement
2. Independent valuations are generally prepared in accordance with industry
regulations

Uniform Standard of Professional Appraiser Practice ("USPAP" per the appraisal
standards board of the appraisal foundation)

Statement of Standards for Valuation Services ("SSVS per the American institute
of CPAS)

Standards of the Institute of Business Appraisers ("IBA")
Standards of the American Society of Appraisers ("ASA")
Standards of the National Association of Certified Valuation Analysts ("NACVA")

MDS
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3. Financial due diligence provides the rationale needed to underwrite
value

. Avaluation requires a consideration of each of the three (3) approaches to
value

. Each of three (3) approaches to value relies on historical financial detail

MDS

MEDICAL DEVELOPMENT SPEGML.IS‘I'S
mconsulting



Understand the typical valuation process and the typical difficulties that

can arise

A. Request for a valuation is received
1. Discussion regarding purpose for the engagement and required timing

2. Issues data request and exchange confidentiality agreements

B. Meet with subject ownership and discuss valuation direction and

requirements and tour the facilities
1. Discuss unusual aspects of operations / hypothetical conditions / key personnel
/ explain to subject ownership what to expect

2. Photograph fixed asset investments

MDS
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C. Work effort which generally requires four (4) weeks to complete in
normal cycle
1. Review data received and prepare preliminary schedules

2. ldentify what is missing from original request and what new information may be
needed

3. Perform research appropriate to the subject / industry / open valuation issues

4. Formal analysis of subject in accordance with US Treasury revenue ruling 59-
60

5. Consider and apply appropriate valuation approaches and methods
6. Prepare and maintain appropriate documentation

7. Consider valuation adjustments for ownership control / marketability / key
person, etc.

8.  Prepare written report (full-detail / summary)

D. Issue draft or final report depending upon agreements with client

MDS
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1. Goodwill

A.

All intangible value (professional and practice) associated with the
business which cannot be separated and sold, leased, licensed or
transferred

Effectively consolidated in revenue ruling 68-609 capitalization of excess
earnings (except for the intangible value associated with the workforce)

2. Intangible assets

CTmoOO®>

Goodwill (collective measurement)

Trade name / Service mark

Management Service agreements / Non-compete agreements / etc.
Patient charts / Capitation panels, etc.

Proprietary systems / technologies, etc.

Assembled workforce

Other M )S
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3.

4.

Determining value

A.
B.
C.

Income approach
Asset-based (cost) approach
Market approach

Value less than purchase price

A.

B.

Liquidation value methods (forced or orderly) are also a part of the
analysis

Re-define standard and premise of value used when applying
valuation methods

Minority and non-marketable ownership interest results in proportional
value indications that are less than per unit controlling interest.

MDS
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5.

Multiple / weights

A.

B.

Multiples are reflective of a standard against which the measurement is
compared

Multiples may be industry (or specialty) based / regionally based /
ownership based, / based on any subjective issue which may impact
Investor attraction

Data on both sides of the comparison should be normalized (as
possible) prior to applying the multiple standard

Weights attempt to apply reason to comparative issues by subjectively
applying leverage

Weights can be used to suggest reliability / proximity in time or volume,
etc.

MDS
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6. Earnings before interest, taxes, depreciation and amortization

A.

B.

C.

EBITDA is one of various benefit streams that can suggest a basis of
comparison ("rule-of-thumb") for value multiple

If the financial detail is well prepared, EBITDA is free of non-operational
Income and expenses (a relatively clean benefit stream before analysis)

Discount and capitalization rates are sensitive to the benefit stream
selected to measure return on investment (ROI)

7. Market comparisons

A.

B.

C.

Generally best used as a test of reasonableness because of the huge
variations in operating characteristics / regions / time frames / etc.

Should always be included in a valuation because they provide a real world
link (reasonable / unreasonable) to investor attraction of the niche

Have a broader applicability that other approaches. They frequently can
overlap into tangent industries and still provide a sense of appropriateness.
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