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Now, as many groups consider their options to sell, 

they are looking at potential buyers other than 

hospitals. A significant increase in activity is 

occurring where practices are selling to private 

equity (PE) firms (or private equity-backed platform 

companies). However, these deals typically involve 

vastly different structures and terms compared to 

typical hospital-physician transactions.

In the past, transactions involving hospitals and 

physician groups have typically fallen under a few 

common structures. Although there are several 

alignment models that hospitals and physicians can 

pursue, the most common structures include (1) 

practice acquisitions coupled with physician 

employment, and (2) professional services 

agreements (PSAs). 
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The following are some of the overarching common characteristics 

that describe these models and show their differentiation: 

1. HOSPITAL ACQUISITION OF PRACTICE, COUPLED 

WITH PHYSICIAN EMPLOYMENT AGREEMENT:

Acquisition typically only includes tangible assets, 

thus minimal upfront money

Practice can sell any ancillaries separately at FMV

Compensation plan based on individual physician 

production with some quality incentives

Typically makes sense for primary care or practices 

where the priority is reducing risk and attaining 

more stability in income, over upfront dollars
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2. PROFESSIONAL SERVICES AGREEMENT (PSA):

Practice maintains independence but no upfront money 

due to no sale of practice; tangible assets could be 

sold or more likely leased via the PSA

Practice can sell any ancillaries separately at FMV

PSA rate based on a group rate per wRVU; payments 

can be distributed by practice



Typically makes sense only for surgical specialists or 

proceduralists where reimbursement has declined 

significantly; also where ancillary reimbursement has 

decreased (such as cardiology)

5

Further, surgical practices are more likely to have 

higher value ancillaries (e.g., ASC’s, etc.), which would 

allow for upfront dollars if those ancillaries are acquired 

This essentially is the same as going to a single payer 

contract where the PSA rate with the hospital ultimately 

becomes the sole payer (source of revenue)

While maintaining the flexibility of how compensation 

dollars are distributed by the group, the practice still 

retains risk and overhead obligations through 

maintaining their independence; other typical 

employment requirements, such as restrictive 

covenants, etc., are in force

3. PRIVATE EQUITY ACQUISITION OF PRACTICE

Upfront value (i.e., intangible value or “enterprise 

value”) in the practice is created through the 

application of a physician compensation reduction



The compensation reduction – “haircut” – is treated as 

newly created EBITDA, which can then be applied in a

discounted cash flow (DCF) model that ultimately 

determines enterprise value
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The haircut is permanent, so the physicians will make 

less income going forward; however, they would have 

received the value of that reduced income in the 

upfront dollars

Some prospective offset to the haircut may be realized 

via improved access to services and organic growth

There would be a high likelihood of the practice being 

sold in the near future or possibly experience other 

consolidation, based on the new owner’s preferences



Hospitals have been reluctant to pay 

significant upfront dollars to practices in the 

past and for a good cause. Medical practices 

fundamentally have no intangible value, as 

they in effect distribute all of their profits in 

the form of excess compensation to their 

physicians/partners. Since they distribute 

their earnings to the physician partners as 

compensation, the fair market value (FMV) of 

a medical practice is typically limited to 

tangible assets. This is a regulatory limitation 

for hospitals; though, PE firms or private, for-

profit corporate entities are not under this 

regulation. However, they, in essence, follow

it for ROI purposes. (Note: The PE model also 

facilitates succession planning and is thus 

often more appealing to the older physician, 

five or fewer years from retirement.)
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Recently, however, the perspective has started to 
shift ever so slightly. This shift is not on the 
determination of value for medical practices, but 
instead, some hospitals have begun to explore 
whether they could pursue the same structure as 
PE firms in their acquisitions of medical practice 
entities. Meaning, they will not change their stance 
on paying significant upfront dollars tied to 
intangible value alone. However, hospitals could 
explore more significant upfront money if those 
dollars were tied to something more tangible, such 
as the compensation haircut. 

This concept makes sense because, until 
now, hospitals have been forced just to stand 

by and watch as PE firms enter their local 
markets, write large checks for practices, and 
then implement significant changes that have 

broader implications (and in some cases 
adverse effects) on that local healthcare 

market. Also, this model has a unique 
component for how a valuation can be 

derived that could increase the appeal for 
physicians to choose to partner in this 

structure with the hospital over a PE firm, 
which we address, below. 
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Before we discuss the valuation 
in these transaction structures, 

we must first understand the key 
drivers of the deal from the 

perspective of the practice. In 
evaluating options from the 

practice’s standpoint, the initial 
question the sellers must answer 

is, “why are they doing this?” 
Specifically, “what is their 

highest priority to achieve in 
doing a deal?”
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The buyers must ask themselves, is the priority for doing a deal one of 

the following …

Maximizing upfront value?
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Accepting lower upfront value in 
exchange for a more stable income?

Maintaining income but reduce the risk of 
reductions from CMS and commercial payers?

Removing risk and difficulties of running 
an independent practice?

Maintaining independence while 
attaining income stability?

Partnering with another organization to increase 
opportunities for income diversity?

Addressing the needs of 
succession with the practice? 



Determine the haircut (i.e., compensation reduction) 
to be applied across all physicians

If the consensus among the physicians selling their practice is to maximize 

the valuation paid at the time of the transaction and ultimately forego 

their independence to an outside organization (hospital or PE firm), then 

the PE model may likely be the best option. This is especially true if the 

practice is primary care or a group with few ancillaries. The PE model is 

probably the only real option for maximizing upfront value for that type of 

entity. However, even with ancillaries involved, that will only increase the 

upfront value if the hospital is willing to purchase them, which makes this 

structure even more appealing to surgical specialties. 

So how does the valuation work in the PE model? The 
approach is relatively simple, though significant 
technical analysis, modeling, and assumptions are 
required to derive an accurate dollar amount. 
Generally, the following are the key components of 
deriving enterprise value in the PE model:
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1.
Develop a pro forma financial model, wherein the 
haircut is ultimately turned into EBITDA with growth 
over a five-year projection period (Note: Although 
there are critical and detailed steps that must go 
into the development of these models, but for the 
sake of this discussion, we assume the model follows 
all relevant and appropriate standards)

2.

Calculate a DCF valuation model using the financial 
tenets from the pro forma. This calculation will 
derive an enterprise value for the entity following 
appropriate guidelines and standards

3.



Below is a high level, generic description for how this process works. This simple 

illustration relates how the general numbers might fall1: 

1 Note, this is a hypothetical example only and presented in general form using round numbers 
that are simple to follow.
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Acquisition by PE Firm

Practice Revenue $50,000,000 

Total Physician Compensation (Pre-Haircut) $25,000,000 

Total Number of Physicians 10

Haircut 10% $2,500,000 

Reduced Comp per Physician $250,000 

Multiple on Haircut 9

Transaction Value $22,500,000 

Proceeds of Transaction per Physician $2,250,000 

In the example above, each physician in the group would receive $2.25 million in 

upfront value for their practice (assuming the proceeds were distributed evenly), 

compared to the $250,000 in compensation relinquished each year. This model 

also assumes the PE firm applied a multiple of 9x to the haircut amount, to derive 

their transaction value. However, there are few true market multiples that can 

applied for such deal models. As such, applying a multiple against the haircut to 

derive the value would entail a varied multiple in each transaction, based on the 

financial resources, risk, and flexibility of the parties involved.2

2 This valuation calculation would relate solely to the sale of the practice. If the transaction 
involved the sale of ancillaries or other related entities, these assets would be valued 
separately and ultimately entail additional value to the sellers in those deals. Typically, the 
ancillary services would be a separate legal entity – such as an ASC – or for purposes of the 
transaction, would in effect be treated separately.



Hospitals that are competing with PE firms must provide more upfront value 

than under other models. A hospital cannot purchase a medical practice by 

writing a check for as high an upfront value as a PE firm. However, where they 

have the potential to present a more appealing offer is to implement the 

haircut for a defined, limited period, i.e., three years. Instead of the physician 

sellers receiving all their intangible value upfront in exchange for a permanent 

compensation reduction, they could pursue the same structure where the 

upfront value is less than a PE offer (though still significant), and their 

compensation is restored after a relatively short period. 

As noted previously, to 

validate the upfront dollars, 

the standard approach for 

applying this model with PE 

firms is for the haircut to be a 

permanent reduction applied 

throughout the life of the 

post-transaction relationship. 

The PE investor requires this 

to allow an adequate return-

on-investment (ROI) over a 

relatively short timeframe. 

Then, there likely could be 

another transaction or 

liquidity event soon after. 

We denote, at this point, the 
potential differences for a 
hospital pursuing a transaction 
with a practice under a PE-like 
model compared to a PE firm 
transaction. A hospital’s ROI can 
be factored in a variety of ways, 
and in most cases, it would not 
consider flipping the practice in 
five or fewer years as a PE firm 
often does. Therefore, a 
hospital’s outlook is different, 
which creates room for flexibility 
in the structure and economics 
of a potential transaction. 
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The hospital-driven PE model could potentially be the following, using the same generic 

figures from our previous illustration: 
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Acquisition by Hospital using PE Model

Practice Revenue $50,000,000

Total Physician Revenue $25,000,000

Total Number of Physicians 10

Haircut 10% $2,500,000

Reduced Comp per Physician $250,000

Term of Haircut 3

Total Reduced Comp per Physician $750,000

Multiple on Haircut N/A

Transaction Value (under DCF Approach) $19,125,000

Proceeds of Transaction per Physician $1,912,500

In this example, the value of the practice was derived not using a multiple applied to the 

haircut but by applying a DCF model. This process is entirely separate and requires a 

discussion of its own to explain and understand the mechanics and how a valuation is 

derived. However, it is a valuation methodology widely used and accepted if implemented 

under the proper guidelines and standards. Nevertheless, the value of the practice paid 

through the upfront proceeds of the transaction is less than the value paid in the PE 

acquisition. The more important distinction is that while the physicians received $1.913 

million in upfront dollars, this amount was attained in exchange for giving up $750,000 of 

compensation over three years. After Year Three, though, the compensation is restored with 

appropriate increases. This means that there would be continued value received by the 

physicians from the transaction going forward, more than if they would have done the same 

deal with a PE buyer. 



In evaluating a PE-like structure, the primary 

question comes to what the physician sellers 

hope to obtain from a transaction. If they want 

as much money upfront without concern of the 

impact on future compensation, then a 

hospital may not be the best option. However, 

if they seek a significant portion of the 

practice’s value off the table via an upfront 

distribution of funds while maintaining the 

ability for the restoration of this compensation 

after a time, the PE-like model could be highly 

attractive for both a hospital and the physician 

group. 
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