Valuation of Healthcare
Service Businesses

erforming valuations of heaithcare service businesses and inrerests in those busi-
nesses requires fundamental business valuation expertise. it also requires special
mowledge of the key economic drivers, trends, healthcare niche issues, and unigue
ggulatory environment prevalent in the healthcare imdusery. This chapter provides
nsight into how these unique characteristics impact the valuation of healthcare
ysinesses. We do not focus on the fundamentat mechanics of performing a valua-
jon bt rather on the unique considerations that must be made in healcheare valy-
ion. We also provide nwo derailed case studies to illustrare these nusnces at the end
i this chapter: an ambulatory surgery center {Addendum 1) and a hospiral
Addendum 2). These case studies are only general examples since the procedures,
aethods and amount of derailed analysis can differ from engagement to engagement
epending on the purpose and scope of the engagement.
The healthcare industry has its pwn language. Exhibic 25.1 contains a glossary

f terms that may be reviewed to provide a foundation for understanding the health-
are indusery,

ol 25.1 Glossary of Terms

TIeH3}—Refers to Section 501{¢H3) of the Unitad States tntsrnal Ravenue Coda of 1954, This
tion deats with nonprofit orpanizations that are exempt from faderal income taxes 1.2, charitabie,
liponrs, sclenific. and educational institutions),

e Caww Hospital—A hospitz! caring for patients with serious debilitating ilnesses and injuries:
marally, the ilinesses and diseases have an average length of stay of 30 days or legs: commonly
“terred 0 a5 a short-term hospital.

hulatory Sarpery Camder (ASC)—A facility where physician surgeons perfarm oltpatient surgeries.
narhty, the patient is acmitted and discharged within a 24 hour period. 1t is not uRCOMMGN for an
3C 1o pertonm 1he following services: Anesthesia, Dentad. ENT, General Surgery, Drthopedics,
phihaimology, Plastic, Podiatry. and Urology.

hbulxiory Payment Classificatlon [APCs|—A prospective payment system for hospital outpatient
rices. APCs refar to a service classificalion system designed to axplain the amount and type of
Jources used inan gutpalient BNcoumer

faraQe Leagth of Stay {ALDS)—The total average number of days betwsen the ime a patient is
‘milted and discharged from 2 heattncare fagility.,

feanfintes)
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Exkibil 251  continued

Balancedt Budget Act of 1997—This revolutionary act. enacted i August of 1997, contained sigg
changes in Medicare reimhursement for centain areas including skllled nursing services. home e,
services, and inpatient rehabilttation. Unfike the former reimbursement systern whereby reimburserr
rates were derived Irom cost reports subject to review by government agencies, the new Progpeg
Payment System (PPS) is based 0 established federal discharge diagnasis rates far a hast of sepyic
This new law requirad that the new PPS be phased in over a three year cost reporting pariod. begian.
with those cast reparts on or after January 1, 1939,

Capitation—A flat, perindic payment whereby a physician, hospital, haalthcare facility, or neatthes
system 5 compansated on a Per-person per-month basis. Wnder the tarms of these agreements 1)
provider assumes the risk that the feed monthly payment will cover the costs associated with regtir
the patient.

Computad Tomogragh {ET}—Refers 10 a tachnigue tor making detziled X-rays of 2 predetarmin
sacthon of 2 soiid object while Blurring out the images of other planss.

Certiflcate of Neod [CON)—A certificate. traditionally issued by 8 government (l.2., state agency
approving a healthcare facilty's reguest for a specilic service or tunction, In mest cases. a CON s
required to build, purchase, or ooty a service.

Cogi-pius ralmbursamedt—, type of rimuesamant in which the recipient receives compensation fo
the costs associated with providing 4 service plus an additbonal amount as a fee or profiL

End-slaga Renal Dmnaze (ESRD}—The chnical ferm for kidney fallure. This disease can be cansed by &
rumber of conditions, ingluging: diabstes, sickle cell disease, hyperténsion, and congeanital reng!
disease. Individuale with this pondition must rely on kidney dighesis 10 Survive.

Free-Standing Oulpatisnt Surgery Cenler (FOBC—A facility providing surgenies on an ouipatient
basis. Altheugh a hospital may own one of these facllities, it is not a physical part of the hospital. [n
theory, FOSCs can be more profiable than inpatient surgery certers in hospitals since i is not subject
to the same cost struciuras,

Health Malsienaece Organtzafion (HMO)--A vpe of managad care organization (MCO} that provides
a form of hoaith Insurance coverags that is tuffilisd through hospitals, docters, and other providers
with which the HMO kas a contract. Unlike traditipnal indemnity Insurance, care provided throwgh an
HMG panarally follows a set of guidetines sat forth by the HMD's network of providers. Under Lhis
model, providars contract with an HMO {0 receive mora patierts and in return usually agres to provide
s&rvicas at 2 fiscount. This arrangement aflows the HMO ta charge a lower monthly premium, which
i5 an advantage over indemnily Insurance, provided that ts members are willing 10 abide by the
additional restrichions,

Managed Care Qeganization (MCO—A term applied to hose orpanizations that provide management
services for the reduction or control of healthcare costs. Generally, MCOs ofter their serviges 10
sorporations and insurers. Health Maimenance Organizatlons (HWOs) also fall under this category.

Magnetic Resonance imaging {MRI}—A special technique that images the internal soft tissus featurss
ot the human body. Ganeralty, MPIs are superion in quality to tragitional X-ray images.

Medicaid—Faunded in 1965, this fadaral program provides healtheare to indigent persans and those
ingividyals with certain inesses or dissases. The Medicaid program & adminisiered by the stales.

Medicare—Also establishad in 1985, this tederal program provides healthcare {0 those individuals 82
years and older and to others entitled to Social Security banefits. The Medicara program is adminislérs!
at the federal level.
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ghibit 25.1  coniinusd

[ S

Madicare, Part A Medicare Part A reters to the hospital care portion of this program. Ellglble
enrcllees are: {i} 65 years of age or older, (i} undar 65 vears of age but have been elipible for
ieabilty for more than 2 years. or (i) qualify for End Stage Renal Disease (ESRD).

Megicare, Fart B Medicare Part B refars 1o the part of Madicare whereby individuals who quallfy
tor Part A odtain assistance with the payment for physician services,

Wedizara Praseripfion Drug, Improvemend, and Modemnization Act {MMA—3 law passed in 2003
hat produced the targest overhaul of Medicare in its history, After nearly six years of debate and
\egotiation in Congress, it was signed by President George W. Bush on December B, 2003,

tphthalmolagy—The subset ol medicing that is concemed with the anatomy and treatmant of the eye,

Pysisian Practice Manapemani (PPM)—Rafers to the industry that flourished in the early to mid
15905, Companies using this model purchased indapandent physician practices and then provided
these practicas with he necessary busingss functions {i.€.. accounting, human resources, etc.} based
o a percentage of the businasses’ revenue or cash flow stream,

Prelerved Provide: Organization |[PPO-—A managed care crganization (MCO) ol medical doctors,
hosphtals, and other healthcare providars who have covenanted with an insured or a thirg-party
pdrministraior to provide health care at reduced rates to the insurer's ¢r administrators clients.

Praspactive Paymanl System (PPS}—The name given t¢ the current pricing systern for Medicare
gervices, Under this system, patients are grouped under a diagnogtic-ralated group (DRG] for which
prices are negotiated and impgsed on the healthears facllity.

Tartiaey Care—Wedical cara that is highly specialized in nature. Typically, thess fypes of services are
provided in an educational Setting. such &5 & university medical schaol or hospital,

TRICARE—# healthcars program lor activa duty and retired unilormad services members and their
familigs {formarly known as the Civilian Health and Madical Program of the Unitormad Services, or
CHAMPUS).

WOUSTRY RACKGROUND AND TRANSITION

From 1990 throogh 1998, transactions in the industry were driven poimarily by the
development of integrated delivery systems, the consolidation of health systems, and
the consolidativn of the physician pracrice managemenrt industry. The mergers and
acquisition (MB A} marker in the healthcare industry was very active during that
period.

At the heart of the MB A activity in healtheaee during the 19205 was an incred-
ible number of wansactions involving physician practices. A new company called
Phycor emerged in 1989 with a new business model, which was the beginning of the
Physician Practice Management {PPM) industry. By 1997 the PPM indusery had
became a public market segment with over 30 public companies and $13 billion in
public market capitalization. The PPM industry consisted of companies thar were
ereated and grown by acquisitions. This segment ilinstrated a classic rellup or con-
solidation strategy with public companies being priced based on their acquisition
growth, then using the publicly raded stock as currency o continoe acguiring
physician groups.
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In addition to PPMs, hospitals and healthcare systems sought to defensively
secure patienr volumes by owning primary care practices and other referring physi-
cians, As the PPM segment was actively “rolling up™ physician practices, hospitals
also were competing for physician practices as part of their planned integrated deliv-
Ery SYStEms.

The rampant market consolidation of physician practices in the 19905 slowed
dramatically with rhe failure of the PPM business model in late 1997 and the financial
distress of hospitals and healthcare systems brought on by chanees in reimbursement
in earty 1998 due to the Balanced Budger Act of 1997 {BBAS7). The BBA%7 funda-
mentally changed Medicare reimbursement to hospitals and health svstems. The fed-
eral government had previously reimbursed hospitals based on their cost to provide
services (cost plus reimbursement), The BBAS7 converted payments to a prospective
payment systern or 4 specific fee for service. There was a significant reduction i pay-
ments to hospitals for the provision of services to Medicare patients. Aithough the
hospital marker expected those changes from the federal government, hospital man-
agement did not adapt quickly, resulting in financial difficulty during 1998 and 1999,
In addition, all but several unique PPM companies failed and heaithcare systems
moved away from the integrated delivery system development strategy.

Anather driving force in the M& A market during the 19905 was the consoli-
darion of hospirais and healthcare systerns. Columbia HCA Healthcare Corporatian
(Columbia HCA), 2 public company, was at the forefront of this consclidarion. Ir
was formed in 1994 when Columbia Heaithcare Corporation was merged with
HCA. Columbia HCA was intent on consolidating the hospital segment through
acquisitions. By 1997 it had a portfolio of over 300 hospitals and 120 ambulatory
surgery center partoerships. Columbia HCA and other public hospital corporations
such as Tener Heakchcare stayed on the acquisition trail threughout much of the
1990s. This acquisition activity caused many heaith systems, including nor-for-
profit systems, to seek defensive mergers with other systems. However, the hospital
MEcA market slowed dramatically in 1998 with the introduction of the EBAY7 and
the frand investigation of Columbia HCA bronght by the federal government.
Because of these financial difficulties, many public and private health svstems
greatly reduced their acquisition acrivity.

The hospital and healthcare systeem M8A marker increased during 2005,
Private equiry and venture capital firms began funding the developmment of new pri-
vate proprietary huspital companies. Because of the amount of capital invested in
new hospiral companies and the competition to 2cquire hospitais to put that capi-
tal to work, the pricing of hospitals has increased from historical levels prior to
1395. Existing publicly traded hospital companiss have begun taking ad vantage of
current hospital pricing by selling noncore or nongtrategic hospital assets at favor-
able pticmg.

@@

In the mergers and acquisition marketplace, the demand for business
valuation services has shifted away from transactions involving physi-
cian practices toward various types of joint venture deals.
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Another trend, which began in the fate 19905, involves straregic rransactions
with hospital/physician joint ventures. These joint venrures include ambulatory sur-
gery centers, surgical hospitals, acure care hospitals, diagnostic imaging centers, car-
diac cath labs, cancer centers, and other ancillaty service lines.

However, there continues to be a need for valuation services for physician prac-
rices in the dispute area, particularly for purposes of marital dissolution. See
Chaprer 12 for more information on the valuation of professional practices and
Chapter 17 on divoree valuadons.

HEALTHCARE INDUSTRY'S UNIQUE ATTRIBUTES

The healthcare indostry is unique becanse of the following major facrors:

* Size

+ Fragmentation

* Aging population and healtheare cost contzinment reends
» Physician factor

* Healthcare regulatory environment

St

The healthcare services industey remains the largest component of the U5, economy,
accounting for approximately 15.3 percent, or $1.7 trillion, of the nation's pross
domestic product (GDP).! The healthcare dollar accounts for more than one ont of
every seven dollars spent in America.

The source of healthcare cofisumer dollars are “payers,” which can be broken
dowt mto two major components:

1. Federalfstate government
2. Employers [insurance companiesi/private payers

The federal government is the largest single payer of healtheare services in the
United Srates through the Medicare, Medicaid, and TRICARE programs. The
Medicare program insures those citizens 65 vears or oider. Medicaid provides reim-
bursements to those who meet certain economic need criteria. TRICARE insures
those individuals who are current or eligible retired members of the U.S. armed
forces. The federal government spends approximately $550 billion per year for
healthcare services through the Medicare and Medicaid programs. On the privare
payer side, employers typicaliy purchase health insurance and offer those plans w
employees at a discounted rare as part of emplovee benafit packages.

The provision of healthcare begins with the physician who directs parient care,
Treats patients, orders diagnostic tests, and performs surgeries. According to the
American Medical Association, there were approximately 70,000 physicians in the
United States in 2003.% According to the Centers for Medicare and Medicaid Services

! “Health Care Spending in the United Staces Slows for the Fipst Time in Seven Vears™
Uanuary 11, 2005} Center for Medicare & Medicaid Services,

* Phygician Characteristics and Distributton in the US, 2005 Edidon. American Medical
Assoclabon,
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{*CMS™), these physicians represent an estimared revenue stream of approximately
3370 bilhon.” Those physicians represent the starting point or referral sonrce of sub-
stantially all of the revenue generated in the healtheare services mdustey, The remain-
ing expenditures are for hospital care, pharmaceuticals, postacute care, ancillary
services, and the like. Physician participation m the healthcare service industry is a
unique and very important characteristic of the healthcare industry and will be
stressed throughout this chaprer.

Fragmastation

The major segments of the indusery include:

Physician services

Acure care hospital services

Postacute care

Ancillary outpatient care {surgery, diagnoshic imaging, laboratories, cancer cen-
ters, dialysis facilities, etc.}

& ¥

Within each of these segments there are large multiple niches. The following 1s
2 list of segments and niches with their annual estimated revenues:

Healtheare Niche Estimated Annual Expenditures
Physician practices and clinics $397 billion®
Acure care hospicals 5552 hillion®
Nursing home care $115 billion
Home health care $ 4S5 billion®
Assisted living facilities $ 18 hillion®
Ambulatory surgery centers $ 6 billion*
Cancer treatment centers $ 56 bilhon?
Clinical laboratories $ 40 billion®
DHalysis centers £ 25 bilhon'
Durable medical equipment % 21 billion®
NOTES:

79).5. Heatih Spanding Progections tor 2004=2014." Heatth Fracking (Febiuary 23, 2005], Office ot the
Actuary, Centars for Medicare and Medizald Serdloes.

" “Size, Seope and Parformance of the Seniors Housing & Care iIndustry.” Nalional Invesiment Center
for Senigrs Housing & Cara Industries.

& “Asquirer or Acquired—A White Paper on the Ambulatory Surgery Gemier industry”™ {Jufy 13, 2005).
Thornas Weiset Partners.

9 IMPATH, Inc. 10K a5 of December 31 2004, wwivse Jow

* Laboratory Serporation of Arrenca Holdings 10K 35 of Detember 31, 2004, wwwsee o,

"' Renal Care Group 10K a5 of December 31, 2004, www.sec.pov.

" *Table 2: Mational Health Expenditures Ageregate Amounis and Average Annugl Percent
Change, by Type of Expenditure: Selected Calendar Years 1980-2003." Centers for Medicare
& Medicaid Services. wene.oms bhs goidstatistics/nbefmistoricall.
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The rwo largest segments, physician services and acure care hospitals, clearly
illustrate the fragmented narure of the healthcare services industry. This is discussed
below.

Physician Sarvican

The majority of the estimared 870,000 physicians operate in small group practices
ot as sole practitioners. As previously mentioned, large-scale consolidation of physi-
cian practices has proven to be unsuccessful; physician practices have proven much
more difficult to organize than other nonprofessional components of healthcare.

Acale Cara Hrspitals

Accarding to the American Hospital Association, the acute care hospital segment in
the United States consists of 5,764 hospitals. Only 790 hospitals operate as mvestor-
owned for-profit facilities, some of which are part of publicly traded hospital cor-
porations. In addition, approximately 2,984 are community not-for-profir, 1,121
are state and local government community bospitals, 239 are federal government
hospitals, 130 are long-term care hospirals, and 23 facilities are units of institutions
[prisons, college, etc.). Approximately 86 percent of the hospital market consists of
nor-for-profit or tax-exempt hospiral facilities.*

Aping Peputatien and Cast Containment Trauds

The United States population is getting older. Seniors over the age of 65 are the
fastest growing segment of our population. The baby boomers in the Unired Stares,
those born berween 1946 and 1964, will cause that trend o conrinue. According to
the U.5. Census Bureau, there were approximately 35 million people over the age of
65 in 2000 comprising 12 percent of the total population. The Census Bureau also
gstimates that by 2010, this segment wilt exceed 40 million people. By the vear
2030, when all of the baby boomers have reached the age of 63, the senior popula-
tion is estimated to be 71 million, or 20 percent of the total popularion.’ As a result,
the demand for healthcare services over the next 25 years will increase not only with
population growth but also by way of greater per-capita wrilization as the largest
group of our population enters their semor years. The projected cost of thar care to
the federal government has been the topic of heated polirical debate.

QOver the last 15 vears, emplovers and the federal government have looked to
health insurers o pravide solutions to these escalating costs. During that ime, man-
aged care organizations {MCOs} were developed by insurers 1o reduce andfor con-
trol escalating healthcare costs. A significant shift in the economics and the
pperations of the healthcare industry came with the development of insurance prod-
ucts provided through health maintenance organizations (HMO] and preferred
provider organizations (PPO).

HMO insurance praducts were introduced as an option to control the cost of
care to employers and employees. The HMO product is a fixed-fee premium prod-

* American Hospital Associavon, wwseaba.org,
S “Table 2a. Projected Population of the Unired States, by Age and Sex: 2000 o 20507
fidarch 18, 20041, WS, Census Bureau, e census.go
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uet that has very minimal additional costs {copays) to patients as they utilize health-
care services, However, by accepting the larger insurance risk, the insurees {MCOs)
have stepped in ro control this risk by dictating ro physicians the conditions under
which referrals are made and services rendered. As a result, many consumers, ateor-
neys. and physicians have argued thar insurance companies illegally dictate how
care is to be given, i.e., illegally practice medicine.

PPOs are another form of product that is offered by commercial insurance com-
panies. The difference between HMOs and PPOs are economic in nature, with PPO
prerniums higher than HMO premioms. In addition, there are additiona) costs asso-
ciated with deducribles and copayments for services rendered. The offser to the
higher cost in PPO products is greater choice of physicians and healthcare facilities,
PPO products also allow patients to receive care our of the PPQ nerwork for an
addivional fee that is not as onerous as receiving care out of network in an HMO.

The federal government has embraced the HMO concept through the develop-
ment of senior HMO risk products. By allowing MCOs to accept a fixed or capi-
tated rate for services, the federal government shifts the sk 1o the insurance
company. Many insurance companies have discontinued their Medicare risk pro-
grams because they are unprofitable. The difficuity stems from the high urilization
of services by seniors who typically urtilize healthcare services at a rate that is threc
to five times higher than the average nonsenior,

The federal government passed the Balanced Budget Act of 1997 in part to
address escalating healthcare costs. The resule of BBAY7 was 2 significant reduction
in reimmbursement of healthcare services for Medicare-eligible patients. 1t shifted
reimbursement of many hospital setvices from a cost plus reimbursement method-
ology to a prospeciive pay system {PPS). The change in reimbursement placed many
hospitals and health systems in financial distress. Many hospitals eliminated ot
reduced the provision of certain hospital services, such as skilled nursing unirs,
home heaithcare, 2nd physical therapy, because of an inability to generare reason-
able profits. In addition, many companies participating in the long-term care seg-
nient were forced to file bankruptey. The federal government, through legistative
action, is requiring heaith service providers to operate more efficiently. There wili
no longer be any financial incentive or reward to have high cost of care services.

As the aging population continues to grow and further tax the healthcare sys-
tem, the federal government and commercial insurers will conrinue to implement
cost-cutting measures. These cost-curting measures will most likely take the form of
reduced reimbursement. In addition, there will be pressure to move healthcare ser-

Reimbursement is a critical assumprion in the financial projections of
healthcare organizations. Many analysts make the inaccurare assump-
tion that reimbursement will cantinue to increase at the national infla-
tion rates. Analyses must Arst understand the payer mix of the business
being valved, mcluding how specific pavers reimburse for services and
the prospect for future changes in that reimbursement.
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vices from higher-cost-of-care settings ro lower-cost—of-care settings, such as ambu-
latory surgery centers [ASCs).

Analysts can utilize the Federal Regisfer 10 understand Medicare reimbuzse-
ment for specific procedures. Changes in Medicare reimbursement rypically are pub-
lished in advance by the federal government. For example, on July 25, 2005, the
M5 published 2 Proposed Rule detailing planned changes to the reimbursement
rates for Medicare hospital ougpatient services paid under the praspective payment
system (PPS). The proposed changes would be applicable to services furnished on or
after January 1. 2006. Because the government controls approximately one-third of
healthcare spending, and the government has the ability to change reimbursernent
at any fime, there 15 significant risk in the ability to project foture reimb ursements,
especially given the stare of the current Medicare program.

In many situations, the reimbursement for specific procedures can vary over
time. For example, Medicare reimbursement rates for ASCs are expected to change
over the next few years. Medicare reimburses ASCs for technical fees covering the
cost of providing services, separate from any fees paid 1o the doctor. As part of the
Medicare Modernization Act of 2003 {MMA), ASCs rectived 2 reimbursement
increase on October 1, 2003, in line with the consumer price index tCPIL. This
increase was later eliminared on April 1, 2004, The current legisiation dictares thar
ASCs will recewve no CPl increase for the vears 2006 to 2009,

MMA required the Greneral Accounting Office ({GAQ) to study the relative cost
of services in ASCs and hospiral gutparient departnents and determine whether the
outpatient PPS procedure groups refiected ASC procedures. Based on its study, the
GAO should recommend whether to use the cutpatient PPS procedure groups and
relative weights as the basis for the ASC payment system. Once the study is com-
pleted, regulators are charged with creating a new ASC payment system that links
ASC paymenr raves to outpatient hospital rates. Therefore, it is expected thar some
procedures will be positively imnpacted and other procedures will experience a
decrease in reimbursement rates.

| ¥alllp ,
The volatlity of reimburserment for individual procedures can be very

high. Tt is important to consider prospective ceimbursement changes
when performing the valuarion analysis.

Physician Facter

The single largest factor impacting the vaivation of healthcare organizations is
the recognition that 2 physician and only a physician can parform surgery, admit
a patient to a hospital, order a diagnosric imaging test, perform a cardiac catheter-
ization procedure, and 5o on. The starting point for understanding and ultimately
valuing any healthcare service organization is to understand how physician prac-
tice pattefns impact nsks and ultimarely che cash flow of the subject heaithcare
business.
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Individual physicians exert 2 significant amount of control over the ‘
direction of patient referrals to heaithcare service providers. |

Example: A single-specialty ophthalmology cutpatient surgery center is per-
torrung over 6,000 ophthalmic surgery cases per year, gencranng $6.0 million in net
service revenue {the net revenue of the surgery center net of contractual allowances-
GAAP [generally accepted accounting principles| accrual net revenuve) and $2.7 mil-
lion 1n earnings before interest, taxes, depreciarion, and amortization (EBITDA}.
The center has exhibited a 10-year track record of profieability and growth.
However, one ophthalmoelogist reprasents 80 percent of the valume.

This same ophthaimologist sold his surgery center to the current owners five
years ago and simuitaneously entered into a five-year covenant not r compete
{relating to competicion in the ootpatient surgery business), That covenant ne to
compete will expire during the first year following the valuation date. 1n addition,
the barriers to entry in the surgery center business are very low. There are no
requirements for a certificate of need {CON) and the cost of the project can be
financed primarily with debt. Therefore, the shareholders of the center are at risk of
experiencing major loss of revenue if the key ophthalmologist:

Decides to move out of the service area

Is disabled and can no longer perform surgery
Dies

Retires

Decides to compete

a ® & & &

If any of these events occurs, the surgery center may lose 100 percemt of its
intangible asset value. Many valuarion analysts do not propetly identify this risk.
A commeon mistake is to assume that the key ophthalmologist is replaced ar simi-
lar volume levels. The replacement of a physician and the related revenues may be
difficukt in a community where the physician previously has built significant pro-
tessional goodwill. As a resuly, this assumption may be erroneous and could lead
to an overvaluation.

The actual results of operations of the opthalmic practice in the example wete
that the key physician left and volume deteriorated to a run rare of 1,000 cases per
year from a run rate of 6,000 cases per vear in a period of one month. The ERITDA
in the surgery center went from $2.7 million annually to a ner uperating loss aver
the same period of time.

The opposite end of the physician factor spectrum would be a very large 450-
bed tertiary care acute care hospiral that exhibits the following characteristics:

* Very large barriers to entry—capital costs in excess of $200 million
* Revenue stream in excess of $250 million
EBITDA of 350 million

250 physicians on staff, multiple speciakies and subspecialties
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* Mo one single physician represents more than 5 percent of the net revenue of the
hospiral

*  Very strong managed care contracts

» Long history in the communiry

The physician-factor risk profile of the hospital compared to thar of a single-
specialty ophthalmology center is very different. However, some valuation analysts
might attempt to vaiue both businesses using the same rules of thumb [c.g., x times
EBITDA}. Failure to understand the underlying cisk/reward relationship in che val
vation of healthcare firms can result in etroncous opinions of value.

Understanding how the “physician factor™ impacts the volume of patients in a
subject healthcare business is one of the very first steps that shauoid be performed in
valuarion. Exhibit 25.2 presents several guestions thar should be answerced as part
of the valuation process for a healthcare business.

Exhiwlt 25.2 Physician Factor Evaluation

in onder to properly Bvabiate the physician facter. the following questions mMust ba answered and
understood by the valuation anaiyst,

1. Does a physician dictate volume in g particular healthcare service antity? (in most cases the
ANGWET 5 yes)

Which phiysicians are pnmarity responsibée for the current patient vplume?

Are there any phrysicians thal raprasent 2 significant percentage of the volume?

What i the age and expected remaining professional practice term of each physician?
What compstition exists for the subject entity in the immediate sarvite anea?

Which key physicians might kave compeling reasons to leave the subject entity and winat might
these reasans b

7. Arethere any barrigrs to exlt oF ertry that woukd deter a departing physician from competing with
the subjecl antity?
8. What capital costs are assaciztad with the development of & new business?

L

Hoalthcara Repuiatory Enviraamoat

The federal government has nor overlooked the imporcance of the “physician fac-
tor” to the economics of healthcare. As a resuir, healthcare service providers are
subject 1o an array of federal and state regulations that address che relationship
berween physicians and healthcare services businesses. In addition, the dominance
of rax-exempt organizations in the hezlthcare industry has creared heavy involve-
ment by the Inrernal Revenue Service (TRS) in the operatigus, structure, and trans-
actions of healthcare organizations.

The following laws are an important part of the healthcare regutatory envi-
ronment:

¢ Federal anri-kickback laws {frand and abuse law and regulations}

v Stark laws and regulations

* [R5 private inurement regulations {impacting tax exempt organizations)
*  State anti-kickback and seli-referral laws
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Fedaral Antikickhack | aws

The most notable of the Medicare/Medicaid fraud and abuse provisions of the
Social Security Law is 42 USC 1320a-7hib}, which is commonly referred 1o as the
anti-kickback faw. The anti-kickback law makes it a felony to offer, pay, accept or
solicit payment for the referral of, or the arranging for the referral of, items, ser-
vices or patients reimbursed by any federal or state healthcare program,
Specifically, the law prohibics the willful and knowing offer, solicitation, or receipt
of any remuneration (including any kickback, bribe, or rebate), directly or indi-
rectly, avertly or covertly, in cash or in kind, for (1} referring an individual for an
rtem or service reimbursed by a federal or stace healthcare program; or (2) pur-
chasing, leasing, ordering, arranging for, or recommending the purchase, lease or
order of any good, factlity, service, or jtem covered under any state or federal
healthcare program.

Violations of the anri-kickback law are treared as felonies and are punished by
up to five years’ imprisonment per viotation andfor a criminal fine of up to $25.000
per violation. The Balanced Budger Act of 1997 also added a cvil penalty of up to
$50,000 per violation plus up to three times the remuneration offered. In addition,
civil sanctions include exclusion from participation in federal and state healtheare
programs.

2xis Nsebors 1 the Antl-Hickiack Steiwts

Because the statutory language prohibiting kickbacks is so broad, many porentially
harmless {and, in some cases, even benehciall commercial arrangements could be
prohibted by the anti-kickback law. Therefore, the Office of Inspecror General
{OIG) has issued several sers of regulations designating specific safe harbors for var-
ious payment and bosiness practices thar, while arguably prohibited by the law,
would not be subject to criminal and eivil prosecudon enforcement under che statute,
The safe harbors seek to protect various sorts of payment and business pracrices that
Congress or the OIG have determined present little risk of fraud 2nd abuse. In order
to qualify for protection under a safe harbor, the arrangement must meer the precise
terms and conditions of the safe harbor It is important to note that failure to com-
ply with a safe harbor provision does not mean that an arrangerment is illegal. An
investment that does not meet all the requirements within a safe harbor provision
may still be pecfectly lawful if there is no intent o generare remuneration far refer-
ral of Medicare or Medicaid patients.

The first regulatory sate harbors were published in 19591 in a final rule by the
NG (56 Federal Register 35952, July 29, 1991, The 1931 final rule established safe
harbors in ten broad areas: investment interests, space rental, equipment rental, per-
sonal services and management contracts, sale 'of practices, referral services, war-
ranties, discounts, employees, and group purchasing organmizations, In 1999, the
(NG published 2 final rulc, establishing new safe harbor provisions and clarifving ot
maodifying six of the original ten safe harbors published in 1991 [64 Federal Register
63518, November 19, 1999). The new safe harbor regutarions included the follow-
INE areas: investment interests in undetserved areas, ambulatory surgical centers,
IOVEStment interests in group practices, practitioner recruitment, obsretrical mal-
practice insurance subsidies, referral agreements for specialty services, and cooper-
ative hospital service organizations. Additionally, the GG estabiished two new safe
harbors to provide protection for cerrain managed care arrangements (64 Federai
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Register 63504, November 19, 1999}, Since then the QIG has wssued another final
rule in 2001 pertaining o ambulance restocking (66 Federal Register 62979,
December 4, 2001). The OIG continually reviews suggestions for new and modified
safe harbors, as Congress intended for the regulations to be evolving rules that
would be updated periodically to reflect changing business practices and technoio-
gies in the healthcare industry.

Valuation analysts should understand chat the level of scrutiny may be
very high when providing opinions of fair marker value that could be
subject ro the anti-kickback laws. A very large number of rransactions
are subiject o the anti-kickback regulations.

A significant number of healthcare business valuations are required as a result
of the antikickback statutes. f the following facr patremn exists, the valuation will
be subject to the crireria of the fraud and abuse reguiations:

* Subpect healthcare business receives reimbursement from a federal program
{Medicare, Medicaid, TRICARE}.

¢ There is a refercal relationship involved between the parvies involved in a
transaction—for example, a physician/hospital joint venture of an ambulatory
SUIgEry Coenrer

=

It is imnportant to identify applicabie situations and possibly seek advice ]
from healthcare artorneys as to the fraud and abuse implication of val-
nations performed in the healthcare services industry.

tark Lame

Section 1877 o the Social Security Act, commonly referred to as the “Stark Law,”
addresses the general issue of physician self-referral. I prohibits a physician from
making referrals for certain designared health services payable by Medicare ot
Medicaid to an entity with wihuch the physician or an immediate family member has
a financial relationship, uniess an exception applies. In addition, no entity may submit
a claim to Medicare or bill any individeal or entity for services furnished pursoant 1o
a prohibited referral, and no payment may be made by the Medicare program for such
services. Finaily, che Stark Law requires entities that furnish Medicarecovered desig-
nated health services to submir reports on their financial relarionships with physicians.

The Omnibus Budger Reconcilianon Act of 1989 (OBRA 1989} added section
1877 ro the Social Securiry Act and inirizlly applied only to clinical laborarory ser-
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vices, Numerous modifications and refinements were made over the next several
vears. For example, in 1993 the Stark Law was amended 1o cover 10 additional des-
ignated health services, including physical therapy services; occopational therapy
services; radiology services; radiation therapy services; durable medical equipment;
parenteral and enteral nutrients, equipment, and supplies; prosthetics, orthorics,
and prosthetic devices; home health services; outpatient prescription drugs; and
inpatient and outpatient hospital services. Additional legiskative changes to Section
1877, for example, including Medicaid as well as Medicare, led 1o the further devel-
opment of Stack regulations. These were issued in phases. Phase I was published in
the Federal Register in 2001 {66 Federal Register 856, Janvary 4, 2001) and Phase
IT regulations were published 1n 2004 (69 Fedaval Register 16054, March 26, 2004},

Services rendered pursuant 1o a prohibited referral are not payable by Medicare,
and anyone submirting claims to Medicare or billing any entity for such services has
an obligation to make a prompt refund. Submission of such claitns or failure to
promptly refund paymencs is punishable by civil monetary penaities of up to $15,000
per service and, potentially, exclusion from the Medicare program. Failure to mest
repotting requirements can result in a civil monetary penalty of up o $10,000 per day.

LU

It is important to note that violations of the anti-kickback taw are sub-
ject to criminal fines and possibie imprisonment, whereas violations of
the Stark law are punishable only by civil penalties at this time.

The intent of the Stark regulations is not only to prohibit referring physicians
from owning an interest in businesses to which they refer but also to reguire that
contractual relationships berween referring physicians and parries to which they
refer are consummared at fair market value, The Stark regulations actoally define a
valuation term called “fair market value,” which requires emphasis on commer-
cially reasonable standards and cannot be based on the value or volume of referrals
from a parucular physician as defined,

Exceptions to the Stark regulations allow physicians to own intetests in certain
entities inciuded in the designated health services list. Two key exceptions are (1] the
whole hospital exception and {2} the group pracrice exception. Physicians are permit-
ted to own interests in whole hospital facilities that include designared health services.
They also are permitted o own and provide designated health services as a compo-
nent of their group pracuce. As with all heaitheare regulations, detailed components

Appropriately factoring the regulatory environment into the valuation
is important when valuing healthcare businesses.

]
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1o each ser of laws may require an anatyst to consult with a qualified healthcare rep-
ulavory artorney to understand the complex nuances of each set of regulations.

W2 Private lanranent amd Private Banefit

A hospital or healthcare organization that is exempt from tax must be operated
exclusively for charitable purposes. No part of an exempt hospital's net earnings
may inure to the benefir of a private shareholder or individual, The primary purpose
of the exempr hospital must remain to serve the public interest rather than a private
interest. Revenue Ruling 69-545, 19692 C.B. 117, establishes the community ben-
efit standard for the exemption of healthcare providers. It focuses on a number of
factors, indicating that the operation of a tax-exempt entity such as a hospital ben-
efits the communiry rather than serving private interests. An organization cannor be
operated exclusively for charitable purposes unless it serves a public rather than a
private interest. Thus, to meer the requitements of IRC 501¢c){3) as a tax-eXempr
entity, an organization must establish that it is not organized or operated for the
benefic of private interests. Private jnurement generally involves persons who,
because of their relationship with an organization, can control or influence its activ-
wies. As such, the payment for businesses that exceed fair market value mav cause
an organizaron t lose its tax-exempt 501{c){3) status.

Eﬂlp\

It may be necessary o consulr a qualified tax lawyer to understand how
to appropriately consider the tax laws when valuing a business that
involves a tax-exempr enterprise.

Regulatory Envirsmment and the Standard of Valwe

As a result of the fraud and abuse regulations, Stark laws, and private inurement
requirements, many healthcare transactions are required to be constmmated at fair
market value, Fair market value is defined in the tax regulations as “the price ar
which property would change hands berween a willing buyer and a willing seller
when the former is not under any compulsion to buy and the latter is not undet any
compulston to sell, both parties having reasonable knowledge of the relevant facts.”
The most natable transactions are between physicians and hospitals or any party to
which they refer, where the physictan might gain a prohibited economic benefit.

@

If a valuation is being pedformed as a result of regulatory requirements,
the valvation must apply the fair market value standard of value,
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The followmg types of transactions are subject to the state and federal fraud
and abuse regulations. T the extent thar a cransaction between a physician and a
hospital exhibies one of the foliowing characteristics, the federal government will
take the position that referrals were being purchased or, in the case of a rax-exempt
organizancn, thar the tax exemprion was being inured to the benefic of the
non-tax-exempt grganization.

Physician sells surgery cenrer to hospital for greater than fair market value.
Physician buys interest in surgery center for less than fair marker value.
Physician buys interest in a hospita) for less than fair market value.
Physician sells interest to hospital for grearer than fair marker value.

hvesimont Value

There are several differences between fair market value and investment value.
Investment value can be defined as the related value of a particular asset or service
to a particular individual or entity. In other words, the investment value of a par-
ticular piece of property differs from buyer to buyver. Hence, investment value takes
into consideration a specific buyer and seller. Fair market value does not assume a
specified buyer or seller, bur rather the hypothetical buver(s)/seller(s) in the market-
place. See Chaprer 1 for 2 more detailed discussion ¢concerning standards of valae.

The federal government takes the position that if a buyer {subject o the regu-
lations) purchases 3 business or business interest from 4 potential referral source at
greater than fair market value, there has been a monetary inducement for ceferrals.,
As a result, investment value transactions are less common, Publiciy traded or pro-
prietary healthcare companies sometimes enter into transactions thar exhibir invesr-
ment value. This should be noted and considered when analyzing publicly available
transaction data.

OVERVIEW OF CONSIDERATIONS FOR VALUNNG
HEALTHCARE ENTITIES

Unisrstanding the Market i Ecasemic Drivers Isp the Indestry Niche

Performing a healthcare valuation requires thar the valuation analyst have a thor-
ough undersranding of the market in which the subject healthcare entity operares as
well as the economic drivers for each specific healtheare niche. These facrars will
affect the volume of service and the risk associaved with that velome.

Unisrstanding the Impact of Heatthcars Laws aad Regulations

Prior to accepting the engagement, the valuarion analyst should have an under-
standing of the heaithcare laws and regulanions that might impact the valuarion
process. For example, the engagement might involve a fair macket value opinion of
a diagnostic imaging center partnership cthat has individual refersing physician own-
ership. Since diagnostic imaging is a designated health service as defined by Stark
regulations and cannot have referring physician ownership, the anaiyst may be
unable to provide the fair marker value of an entity that has besn illegally struc-
tured. In facr, if there is any question about the legality of a business strucrore, a
regulatory attorney should be consuleed.
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Understanding tbs Motivations and Econsmic Brivers o the
“Typical Buysr” In the Marksinlace

Two groups most commonly represent the typical buyer in the healthcare marker
place:

1. Local and regional not-for-profit healthcare systems
2. National or regicnal for-profit specialey healthcare service firms

The motivations and economic drivers for these two potential buyers are widely
divergent. The not-for-profit healthcare system is driven by the requirement to serve
the local community’s healthcare service needs and generally reinvesrs significant lev-
els of capital back into the community health system. The not-for-profir healtheare
organization afways must be cognizant of the regulations necessary to maintain irs
tax-exempt status. The board of direcrors of the tax-exempt hospital typically will
cequire that third-party appraisers are eagaged to determine the fair market value of
a prospecuve entity for the purposes of sepporung the price of a transaction.

The national or regional for profit healthcare provider is driven by rwo factors:

1. Providing high quality services thar successfully compere with the not-for-profit
providers
2. Generaring a return 1o the equity investors of the corporation

These factors will definitely change the dynamics of and motivations for trans-
acrions. The standard of value may shift from fair market valoe (the standard for
not-for-profits) 1o investment value if the regulatory environment allows. This dif-
ference in standards of value can create an uneven playing field as not-for-profic
entities compete with for-profit entities.

Understanding the Types of Ravenues Conoratied by Heslthcars Entitlaz

There are two types of revenue in healthcare services, “technical” and “profes-
sional.” The rechnical revenues m healthcare represent the reimbursement lavels
related 1o the faciliry, equipment, supplies, othér operating expenses, and capital
¢0sts associated with the provision of care. For example, a hospital is reimbursed a
technical fee for the services associated with a surgical procedure. Surgery requires
a licensed hospital or cutpasient faciliry, operating room, supplies, staff, and other
operating and capital expenses to perform the procedure. The technical fee repre-
sents the cost of services excluding the physician's professional fee. The physician's
professizmal fer 15 called the professionzl component of reimbursement, 4 comb-
nation of technical fees and protessional fees is known as 2 global fee.

it is important to understand what # included in the revenue stream of
the subject entiry since professional versus technical revenue generadon
can involve different valuarion dynamics.
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VALUATION PROCESS
Famizsmental Untsrstanding

The valuarion process should begin with 2 discussion with the client pertaining ro:

* Srandard of value

* Date of valuation

* Purpose and use of the valuation

» Specific business or interest to be valued

These fundamental factors ser the foundation for the remaining steps of the
Engagement:

* Information gathering
¢ Valuation approaches and methods
* Income approach

lermatian Gatharing

The information-gathering process can be challenging and time consuming for
healthcare valuations. Many entities operate on a cash basis and do not have
zndited financial statements, In addition, raany are small and do not have the
administrative resources needed to facilitate information gathering. As a resule, the
qualicy of informarion obtained may vary widely and careful atvention must be paid
to anomalies. If the analyst does not have healthcare expertise. an industry expert
may need to be consulred.

¥ninsian Appreacher ang Mathols

Similar to any other business valuarion, the three primary approaches to value—
income, market, and asser—should be considered. Selecting the appropriare valua-
tion methodology, as always, depends on the facts and circumstances of the subject
business being valued. However, most healthcare services businesses that are going
concerns are valued with heavy reliance on the income approach due to the rature
of service businesses. The market approach has less applicability due to Jimitations
on the quantity and supportabilicy of the underlying data. Under the asset
approach, the value of the underlying net tangible assets of healthcare organiza-
rions is typically less than the overall value of the organization such that the intan-
gible component of value can be che larpest percentape of the overalt value. The
primary exceprion to this rule is in the valuation of some acute-care hospitals that
have significant investment in land, buildings, improvements, equipment, and
working capital.

Incoms Appronch

For transaction-based valuations, the discounted cash flow (DCF) method of the
income approach is typically one of the primary methods chat is used o value
healthcare service businesses. The DCF allows the analyst to work with detailed
assumptions regarding volumes, reimbursement, payer mix, growth, staffing levels,
staffing costs, medical supply costs, occupancy costs, other operating expenses, cap-
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ital expenditures, and working capital. When analyzing projections, it is imporeant
to consider these componenrs:

» Ner patient revenue
Operating ¢xpenses

Working capital requirements
Capiral expenditures

Net Patient Revemue, Net patient revenue is the product of vol ume and charges
{gross patient revenue] less contractual allowances. The conrractual allowance is the
difference berween the charges and the amount that payers are conrracry ally obli-
gated to reimburse che provider for services.

Obtaining a concrere picture of the volume of patient flows and the charges
associated with the rypes of procedures being performed by the subject entiry will
help quantify gross patient revenue. Since volumes are dependent on physician acty-
ity, the following information will be useful when analvzing current volumes and
developing volume projections for the subject entity:

The source of volume at the physician and physician spectaley level
Changing practice patterns of utilizing physicians

Competition in the service area that could impact existing volome
Populanon growth and demographic changes in the service ares

The final component of the projectzon of net revenue is the reimbursement to
be received on patient charges. However, this is not a straightforward issue since the
payer mix will determine the anticipated amount of reimbursement 1o be received.
The analyst must understand the subject company’s payer mix for various ser-
vices/procedures, and, if necessary, tie this ro the Medicare reimbursement schedules
in the Federal Register, and use these dara to evaluate reimbursements used in the
ner revesue projections.

@

A negarive reimbursement rrend for certain healthcare services is nor
uncommon. [t may be erronecus to assume, without performing a
reimbursement analysts, that retmbursement will increase at inflation-

ary rates, J

Operating Expenses.

* Salarics, Wages, and Benehts, This is rypically the largest expanse for healthcare
service businesses. It 1s appropriate to analyze the staffing parterns and projecred
staffing as a function of patient or procedure volume in the business.

* Medical Supply Costs. Supply coses are a significant cost for most bealtheare service
businesses. Supply costs should aiso be analyzed and projecred based upon volume.
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* Occupancy Costs. These costs are relevant if the company rents its property.
Typically, occupancy costs include utility costs.

* Insurance. Liabilicy insurance can be a significant cost.

*+ Bad Debt. This expense can change significantly from year to year and can be
benchmarked against other facilities to consider the reasonableness of the
exXpense,

* General and Administeative. This category includes telephone, postage, office
expenses, travel, entertzinment, marketing, management fees, and ather adminis-
trative costs.

.

One of the erronecus assumptions somerimes made in healthcare valu-
ations is that variable expenses are always solely a function of revenue.

As in other industries, the operating expenses of 2 heaktheare firm are both
fixed and variable. Most of the variable expenses, although related to revenue, are
rezlly a function of volume.

Salaries and medical supplies vary with the number of procedures performed
rather than the net revenue of the business. Even when reimbursement revenues are
flat or declining, staffing and medical supplies continue to be affected by volume. If
volumes continue to grow, staffing and supplies must keep up. Over the lagt five
years, prafit margins of some healthcare services businesses have declined because
reimbuctement has been flac o, in some cases, declined, while volumes conrinued to
grow, mcreasing the costs associated with employees and supplics.

e

The net result of volatile reimbursement levels for some healthcare enti-
ues is declining margins. Valuation professionals must carefully track
variable costs,

Working Caprtal Reguirements. Working capital for a typical healthcare serv-
ice business includes cash, accounts receivable, inventory, and prepaid expenses, less
vendor payzbles and other current liabilities. Accounrs receivable is usually the most
significant component of working capital. Working capital costs often are based on
a teasonable level of working capital in the business as compared to similar busi-
nesses. It is common for normal warking capital requirements to be berween 10 and
25 percent of net revenue for healthcare services firms.
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Capital Expenditures, Depending on the type of healthcare entity, capital expen-
diture assumptions can have a dramatic impact on the valuation. Issues thar must be
considered include age and condition of equipment, technological obsolescence, his-
torical capital expenditures, and plans for any nonroutine capira] expenditures.

Incemn Approack Necannted Cazh Flaw Methet:
Deveioping A Digconat Rats

The next step in a DCF analysis is the development of a discount rare. Although
direct ¢quity methods can be used, the invested capiral method of the income
approach, using the weighted average cost of capital (WACC), is more common in
the acquisitions area. Both direct equity and invested capital models are used in
other areas such as tax and litigation.

To derive the equity return within the WACC, analysts can use the build-up
method or the Modified Capital Asset Pricing Model {MCAPM). One of the most
challenging issues in using the MCAPM to develop a discounr rate for a healtheare
enity 15 the selecrion of beta. The healthcare industry has been less volatile than the
rest of the stock marker for several years. The extreme volatility in the stock mar-
ker has forced the current beta for the healthcare services industry ¢o be significantly
less than one. Using MCAPM with low betas (0.2 to 0.4} can cause the equity return
to be much lower than other industries. Analysts must consitder the reasonableness
of a low bera and whether ir applies 1o the subject business.

iscame Appraach Disceunted Casb Flew Methad: Estimate of ¥alue

If peeformed properly, the DCF typically yields a valuation that most effectively con-
siders the facrs, circumstances, and risk of the cash flow of a particular business. See
Chapter 4 {Income Approach] and Chapter 5 (Ratss of Return) for more detailed
information.

Mariat Apgreach

Twao accepted methodologies may be considered in the valuarion of healthcare busi-
nesses utilizing the market approach:

1, Guideline public company method
2. Guideline company transactions method

Snlielime Fubiic Campany Method

The guideline public company method uses similar publicly traded companies (if
available} as sources for market muliples that are used ro derermine the value of the
subject entity, Market multiples may mclude:

* Invested capitalisales

* Invested capitalWEBITLXA
* Invested capitalEBIT

* Price/net income
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Based on the comparability of the public companies, adjustments are made ro
the market multiples that are then applied 1o the subject company. See Chapter 6 for
a more detailed discussion of the guideline public company method.

Information on public healthcare companies can provide an analyst with an
overview regarding financial characteristics of companies engaged in the same niche
as the sabiect company. However, utilizing publicly traded company valuation data
is very difficult. In the healthcare industry, publicly traded companies are valued
based on such characteristics as size, diversificarion, growth {acquisirions), access to
capital, and so forth, factors that simply are not present in most single-tocarion or
single-marker healtheare businesses. For example, poblicly traded hospitals some-
times trade above nine times EBITDA. However, individoal hospitals often are
priced in the range of five to eight times EBITDA, which is higher than historical
multiples for individual hospitals due to the demand the current private equity mar-
ket is placing on the hospital market. As 2 result, publicly traded comparable com-
pany mulcples are often not applicable.

@

Historcally, public healthcare compenies have been acquisitive and
have had high valuation muitiples. As a result, the multiples generated
by public companies are nsually not comparable to those of small pri-
vate businesses. J

Bakisflne Cocxpzay Transactions Mathod

The guideline company transactions method involves developing the pticing mul-
tiples from tranactions of similar companies in the markerplace and applying
these mukiples to the subject company. The information is synthesized through a
number of different sources including Securities and Exchange Commission 8-K
reports. lrving Levin and Associates Healthcare M&A report, Mergerstat Review,
Done Deals, and Pratt’s Stats. The benefit in ntilizing individual cransaction data
is that the companies often are more similar in size and may be affected by simi-
lar economic facrors.
The drawbacks w utilizing these data inciude:

* Lack of disclosure of all transaction terms
* Facts and circumstances that may differ dramaticaily berween the targer com-
pany being analyzed and the subject company

The information needed to appropriately analyze marker transactions include:

Terms of purchase agreement
Historical financial and operational information of target company
Facts, circumstances, history, and outlock of the target company

Detailed private transaction data such as that listed above is rarely made avail-
able to the public. The details of 2 purchase agreement include price, consideration
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paid, assets and habilities included, assers and liabilities excluded, postclosing adust-
ments, conditions, and warranties of the rransaction. Publicly available information
such as transacnon anncuncements typically exclude the data necessary to perform a
reasonable guideline transaction analysis. Withour thoroughly analyzing the data, it
15 very ditficult to develop reasonable pricing multipies.

| Yaimp

.

Many analysts try 1o force the use of guideline company transaction
muitiples. This can increase the risk of a flawed valuation.
Unfortunately, rarely is the infermation at the level of detail necessary
to perform a supportive guideline company Trapsaction analysis.
However, they can sometimes be used as a general reasonableness test
.depending on the situation.

It the vatuation analyst follows the industry closely and develops relatinnships
with those responsible for buying and seliing healthcare businesses in each niche, he
or she can develop general ranges of market multiples for transaction pricing and
use them as a test for reasonableness.

Azzat Appraach

The asset approach is applicable in thase situations in which the value of the under-
lying assets of the business are greater than the values derived from the income and
market approaches. Underperforming healthcare entities sometimes experience this
situation.

The asset approach begins with proper identification of the tangible and intan-
gible assets of the entiry, A typical asset base can include:

Tangtble Assers

Working capiral

Furniture

Leasehold improvements
Medical and other equipment
Real estare

" ¥ a % B

Intangible Assets

Trained workfarce

Customer contracts

Trade name

ovenants not to Compete
Managed care relationships
Customer/parient relationships
Leasehold interests
Proprietary sofrware

" ¥ 8 A e g o &
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Iif the analysis requites significant fixed assers or real estate valuation, a gualified
appraiser in each area may be engaged. If the undetlying profitability of 2 healthcare
entity decreases significantly because of systematic changes in the mdusery, such as
reimbursernent, the underlying assets of the business may experience economic obso-
lascence. The assets may no longer be able to generate an adequare rate of return over
their remaining economic usefut lives. Many assers in healthcare, such as buildings,
improvements, and equipment, are single purpose by nature. As the economics of
the industry change, so can the underlying value of the tangible assers. Obsolescence
of assets should be considered when performing an asset approach to value, See
Chapter 7, Addendum 2 {Understanding Real Estate Appraisals) and Addendum 3
(Understanding Machinery and Equipment Appraisals} for more derails on tangibie
asset val vanons.

CONTROL PREMIUME AND MMORITY DISCOUNTS

When performing a healthcare valuation, it is important to consider the appropri-
ate level of value. Generally, there are four basic levels [sometimes five) of value
applicable to 2 business or business interest (see Chapter 8}

1. Control strategic—The value of the enterprise including synergies

2. Controlling interest—The value of the enterprise as a whole

3. Marketable minority interest—The value of a minoriry interest lacking control
but enjoying the benefit of marker liquidity

4. Nommarketable minority interest—The value of a minoriry interest lacking both
control and market lignidity

Control interests are usually more valuzable than minority interests on a pro
rata basis. Although the issue of control is very broad and may encompass several
factors, some common prerogatives of contral are:

Appointment of management and the determination of their compensation
Setting business policy and contro! of the day-to-day operations
Acquisition or liguidation of assets

Acquisition of other companies or the sale of the company itself

Selection of costomers

Acquisition or sale of treasury shares

Control of dividends, distriburions, and contribarions

Change or amendment of the articles of incorporation

Dilution ar constriction of awnetship

Inclusion of buy/sel] provisions in a partnership of cotporation agreement

a & & & = F & 8 ¥ »

To determine whether a discount or preminm 15 warranted, the analyst must
consider the valuation method used and whether the cash flows are on a minority
or contral basiz. Some valuanion methods resulr in a control level of value, If one of
those metheds 15 used to value a minority interest, a discount may be warranted. Bur
if a valuation method yields 3 minarity interest level of value, chen the base valpe
already reflects the minonty owner’s lack of control, and a further discount would
not be appropriate.
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One of the differences in minoriry discounts for healthcare businesses is that
many healthcare joint ventures and partnerships are strucrured to minimize the dis-
advantages of minority ownership, Healthcare parmerships are typically strucrured
to be favorable o the mimority sharcholder in terms of distributions, buy-sell pro-
visions, and participation i management. Partnerships that involve physician own-
ership incluode surgical hospitals, ambulatory surgery centers, diagnostic imaging
centers, cardiac cath labs, and other ancillary businesses. A common feature of a
healthcare partnership is a provision for reguiar {quarterly and semiannual} distr-
butions based on a formula or protocol,

Minority partners (physicians) it most healthcare parenerships are also customers
of the business. Management in hospitals and ancillary healthcare businesses, such as
surpery centers, typically provide urilizing physicizns very high levels of inpuat in the
day-to-day operations of the business. In addirion, physician ownerfcustomers usoally
are asked to provide input related to clinical policies and practices. If the physician
owmner/customer is not satished with management of the operations, they typically do
not practice at that location. The underlying operating agreements and specific facts
and circumstances should be considered carefuliy before applying 2 minority discount.

Some Mminaority interests in healthcare businesses do not exhibit the gen-
eral characreristics thar affect the magnitude of discounts in other |
closely held businesses.

DISCOUNTS FOR LACK DF MARKETABILITY

Marketability relates to the ability of an investor to convert the ownership interest
to cash quickly, incur minimal transaction and administrative costs, and enjoy a rel-
atively high degree of certainty of realizing the expected amount of net proceeds (see
Chapter 8}, Although the issue of marketability discounts is very broad and may
encompass several factors, the key areas considered are:

» Restrictions on transfer of shares
» Availability of 2 ready marker
+ Approach and merhod of value

As with minotity discounrs, many healthcare parmerships are structured with
ptovisions that mituimize the issues associated with lack of marketabiliry:

+ Reguiar distributions rypically are paid, making the interest more desirable.

» The qualified buyers of a partnership are peers (.., surgeous/customers), which
creates 3 built-in market.

+ Many operating or partnership agreements provide buy/sell provisions that often
define che calculation of value or require a value analysis in advance of the sale
of an ownership interest.
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The analyst should read the operating and/or partnership agreement o
determine the level of minority or marketability discount.

VALUATIGN ISSUES FOR SPECIFIC HEALTHCARE
MDUETRY MICHES

The next section provides insight into the unique issues associated with the valua-
tion of healthcare services organizarions that aperate in specific niches of the indus-
try. Healthcare organizations in specific market niches are subject to the pressures
and trends of the healthcare industry as a whole. However, each niche presents
unique economic and operations issues of its own that impact the valuation of those
organizations. This section identifies the key issues to consider when valuing entities
in the following industry niches:

Hospitals and health systems

Physician and physician group practices
Ambulatory surgery centers

Driagnostic imaging centers

Dialysis centers

* % & %+ =a
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The regulatory and legal issues discussed earlier in this chapter may
pertain to the valuation of entities in many indostry niches.

Neapitals and Nealth Systems

Sackproamd

Hospitals and health systems make up a large segment of the healthcare industry,
Not-for-profit hospitals make up 86 percent of the 5,764 hospitais in the United
States. Omly 790 investor-owned hospitals are operated in the United States,
Hospitals and health systems are one of the largest empioyers in most cities and
urban areas. Although the hospital market has gone through a rapid eonsolidarion
process over the last 10 years, it still remains considerably fragmented.

After reaching its lowest level of merger and acquisition activity in 15 years in
2003, the hospital M&A market tebounded in 2004, Currendy, the market is being
driven substantially by private hospital companies funded by private equity firms or
venture ¢apital funds. In addition, exisnng public hospital companies are typically
looking for growth in acqguisitions. The result has been more demand thar supply for
hospital acquisitions, causing pricing to increase.
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Rapuivinry izstms

Federal anrikickback statures, Stark regulations, and IRS peivare inurement are all
potentially relevant in a hospital valuation, The antikickback starutes will be impor-
tant in transactions that involve physician ownership. The Stark regulations define
the exceptions that aliow physicians to own interests in hospitals and health 5¥8-
tems, called the whole-hospiral exception of the Stark regulations. The IRS regula-
tions are importaar 1o the extent that the bover or seller of ahospiral s a tax-¢xempt
organization.

Typical Pumese of Kalution

Valuations rypically are performed prior to hospital sale or purchase, hospital part-
nership inverest sale or purchase, and financing associated with a hospital transac-
tion. In addition, in some siruations the value of a hospital is contested and litigared
among shareholders.

Investment value is usually not the required standard of value except certain sit-
uations where two proprietary hospital companies negotiate the salefpurchase of a
facility.

YHeatisn Matbodulnpien

In most situations, the iscome approdck, more specifically the discounted cash flow
method, is used. This method captures the facrs, circumnstances, risks, and ultimarely
the cash How of the hospital in an ever-changing environment.

The market approach has several deficiencies that make it difficult to apply o
hospirals:

* Individual hospitals are typically not purchased/soid ar the same values 25 pub-
licly traded heaith systems.

* Transactions are difficult to use because of the lack of deralled informarion
regarding the hospiral purchased as well 25 the terms of the transaction.

* Popular price-per-bed multiples ofren do not reflect the economics of a hospital.
resulning in unreasonabie values.

The guideline company transacrions method can be used as long as the appro-
priate data regarding the transaction and the sellers’ financial statements and oper-
ations have been provided. Care should be taken to analyze each transaction.

A common oversimplification is utilizing Limited marker rransaction
data without understanding the transactions, a situation that ¢an lead
to faulty canclusions. They can be used as a reasonableness test,

_ —

The assef approach to value may be considered in situations where the income
approach to value produces a valuation that is similar ro or less than the underlying
value of the ner tangibie assets of a hospital. However, becanse hospitals are singje-
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pse facilines, impairment of the asser base should be considered if the asser value
exceeds the income approach value,

Spachic lasueg to Adirass

* Analyze the top 20 admitters and top 20 surgeons on staff of the hospital, includ-
ing any risks associated with key physicians.

* Understand where medical patient admissions and surgical patient admissions

origmare,

Understand the services provided by the facility on an inpatient and ourpatient basis.

Understand the facilicy’s case and payer mix.

Understand the commercial insurance reimbursement environment .

Analyze the staff and supplies expenses and benchmark the subject hospital to

peer groups vo uaderstand the efficiency of the hospital. Common benchmacks

are full-time equivaient (FTE) per adjusted occupied bed and supply cost per

adjusted patient day.

* Review annual capital expenditures for replacement of the depreciating capital
base, and review any potential one-time capital expenditures for new pragrams
or new facilities,

> % 2 %

Physician and Physician Grasg Practices
Backpraumd

The M&A market associated with physician practices has declined dramaically
from the activity levels associated with the early o mid-1990s. Hospitals are no
longer purchasing large numbers of physician practices as part of their strategic
growth, and the PPM market segment proved to be a stravegic failure.

Ropulataey scuns

Anukickback statues, Stark regulations, and IRS private inzrement are involved.

Typical Purptus of the Yakmatie

Valuations typically are performed prior to a new partner’s buy-in, sale of practice
by renring physician, sharcholder disputes, divorce, merger, sale to a strategic buyer,
ot salt to a hospital.

Yaination Mathocelayinz

In the application of the income approach, the most important consideration is
physician compensation. It is common for physicians to retain 100 percent of the
earnings as compensation. Since this leaves no earnings in the practice to value, the
income approach can result in zero value. Many valuation analysts pse published
data to overlay comparable median or average physician compensation. This
asswmption may be arbitrary since an individual physician generaring a cerrain com-
pensation stream may nof take a pay cur and continne to produce the same amount
of revenue. The PPM industry overwhelmingly demonstrated that physician pay
cuts create an unpsustainable relationship {even when the physician was paid con-
sideration for aking the pay cut).

Without making an assumption concernimg a lower level of physician compen-
sation, the income approach may nor produce value. An exception to this accurs
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when the practice uses physician extenders such as physician assistants or nurse
practitiontts. There also can be value in a growing practice thar empioys younger
physicians ar lower compensation levels.

In the market approach, the availability of accurate market transaction data 1s
very limiced. Several sources of information are poblished, such as the Gooduwill
Registry and transactions reported by publicly traded companies. The difficulty with
all these sources is rwofold: accuracy and completeness of terms. As discussed previ-
ously, to understand the econumics of the rransaction one must understand the rerms
of the transaction. For example, the same physician practice could have significantly
different valuations if two different physician compensation models were assumed on
a postiransaction basis. The Physician Practice Management Companies created an
economic model that proved o be unsustainable. As a result, the transaction market
for physician practices has changed dramatically. Physicians no fonger have the
appottunity to sell their practices to third-party management companies. The market
thar remains is composed primarily of junior employed physicians buying into an
existing physician practice. Valuation analysts must fully understand historical trans-
action dara before using it to develop a transaction method ™ value,

The asset approack 1s used 10 determine the aggregate vaiue of all tangible and
intangible assets, including practice and professional goodwill. This detarmination
1s often unnecessary, as this value is caprured in the income approach. The tangible
assets sometimes are valued when there are nominal earnings in the practice and the
practice is worth only its net fixed asset vaiue.

Spectic lcsuad 1o Jiliresy

The valuation of a physician pracrice is stgnificantly different from that perfortmed for
any other healthcare entity. Since a single or group physician practice is a professional
practice, most of the entiry value is based on underlying incangibie assets commonly
referred to as professional goodwill and practice goodwill, The sepacation of profes-
sional goodwill from praciice good will 1s arguably the most difficult analysis thart ana-
ysts are required to do in healtheare valuation. How much of the intangible vaiue of
the practice walks out of the office everyday in the form of a single physician?

Separating “professional compensation™ from “practice ¢arnings™ may be one
way to quantify an answer to this question. Howevet, this may be challenging 1o
accomplish, depending on the facts of the valuation.

Under yer another scenario, certain physician practices do not generate profirs
based on the professional goodwill of the physicians but, rather, based on contrac-
tual relationships with hospitals. Hospital-based physicians in specialties such as
¢mergency roomn care, anesthesiology, radiology, and pathology may have exclusive
contracts {o provide their services to a hospiral. As a result, the intangible value—
professional goodwill—of these physicians is partially converted into a corporare-
owned intangible asser [i.e., a contract). See Chapter 19 for more details on the
valuation of professional practices.

Ambwintary Surpery Conters
Dackpreand

The development of outparient or ambularory surgery centers has been one of the
most active areas in the healthcare services industry over the last five to seven years.
The trend has been driven by two factors:
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1. The desire of surgical or procedural specialists to own an interest in the outpa-
tient surgery centers where they work and to be more invoived in management
of those centers,

2. The movement of cutpatient surgical cases into lower cost-of-care Settings out
of higher cost acute care hospirals.

Cutrently there are four pure-play public surgery center companies: AmSurg,
Symbicn, Novarred, and United Surgical Pareners International, Inc. However, because
of antractive public multiples and the natural movernent ro outpatient surgery, many
venture capital-backed ambulatory surgery center companies have started recently.
There are at least 20 private surgery center management companies, some of which
probably will be taken public or acquired by pubiic companies over the next several
years.

nlﬂltri e

These issues include antikickback statutes, IRS private inurement, and Srark rep-
ulations.

The regulatory environment is crucial to determining whe is allowed to own an
interest in a surgery center and under what terms. On November 19, 1999, the
Office of the Inspector General published the “Clarification of the Initial OIG Safe
Harbar Provisions Under the Ann Kickback Statute.” These regulations created new
safe harbor provisions which protect arrangements from prosecution under the anti-
kickback statute, which prohibits anvone from knowingly and willfully offering,
paying, soliciting, or receiving payment or remuneration to induce volames reim-
bursable nnder the federal or state health care programs. Within the new safe har-
bors, the federal government created an ambulatory surgery center safe harbor The
basic theme of this safe harbor is the extension of the pracrice theory. The safe har-
bor allows those physicians for whom outpatient surgery or outpatient procedures
represent a significant percentage of their practice and practice income to own inter-
e5ts In outparient surgery centers. The federal gevernment views the surgery center
as an extension of those physicians’ practices. As a result, they do not receive remu-
neration for making a referral but rather make additional returns on procedures that
are 2 normal part of their everyday practice.

Tyaicl Purpaie of Yaation

* Sale of contrlling interest in surgery center
¢ Minority interest of a parmership
» Disputes

Yaleation Mutheseloping

The discounted cash flow method of the income approadh ofren is used and should
consider, by specialry, patient volume, reimbursement changes, and physician prac-
tice pattern changes. In addition, the underlying cost structure of the surgery center
should be considered, as should rourine capital expenditures since ambuolatory sur-
gery centers must constantly replace andfor purchase new surgical equipmen:,

The gwideline public company method of the marker approack usually is not
appropriare since usually there are no public companies whose multiples can be
applird to the typical ambulatory surgery center. If the guideiine company transac-
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ton method of the marker approach is used, detailed data concerning privare trans-
actions should be considered carefully. These data include:

Purchase price

Consideratiens paid [cash or stock)

Percentage interest of ambulatory surgery center
Assets and liabilities purchased

Assets and liabiliries excluded

Specialty case mix

Payer mix

Volume growth or contraction

Utilizing surgeon analysis

Unique capital expenditure requirements in facility
Terms of any underlying covenants not to compete
Terms of shareholder ageeements or parmership documents
Certificate of need I place

Competition in the subjecr service area
Post-closing purchase price adjustments

" 8 & & 3 % & & & B & F B ¥ 8

Each transaction is unique. If the detailed componencs of a reported transaction
are not fully understood, the results are less reliable.

An asser approack should be considered 1o the extent thar the snbject surgery
center does nct generate sufficient profirabilicy.

Spacific kexann 1o Aidrass

In most cases the structure of the ambulatory surgery center is a partnership {him-
ited liability partnershup, 5 corporation, limited liabiliey corporation, limited part-
nership). Ownership includes physicians, physicians and hospitals, and physicians
and ambularory surgery center management companies.

Ambulatory surgery center regulatory safe harbors dictate who the sharehold-
ers of the surgery cenrer can be. The only physicians who are allowed to own an
interest in a sUrgery center are surgeons and proceduralists (gastroirestinal doctors
and anesthesiologists). The physician owner of a surgery cenrer is by definition a
shareholder and a cosromer. The surgery center will operate in the manner rthat the
customer or physician sharsholder desires, or the customer will find another loca-
tion t¢ perform cases. This is an important issue when analyzing minorivy and lack
of markerability discounts. In general, operating agreements in surgery center part-
nerships are designed to minimize the issues associated with discourts.

Addendum 1 to this chapter presents a case study for the valuation of an ambu-
latory surgery ceneer.

Dlagnostic lmaging Canters
Anckproani

The outpatient diagnostic imaging center is a business that is named in the Stark reg-
ulations as a designated health service. As a resule, ownership is limited to physi-
cians. The n-affice ancillary seevices exception to the Stark regulations exempts
services personally provided by a physician member of the same group practice as
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the referring physician or personally by individoals who are directly supervised by
the referring physician or another physician in the same office. As 2 result of thig
exception, the only way a referring physician may own an interese in an iMmaging
center would be to operate the business within the group practice exception of
Stark. By definition, this would nor be a freestanding outpatient imaging cenrer byt
rather a component of a gronp practice.

Radiclogists are not considered referring physicians {much like surgeons in 2
snrgery center), site the federal government views a diagnostic imaging center as
an extension of the practice of radiclogy. Therefore, radiologists are not prohibited
from owning an interest in a freestanding outpatient imaging center. The typical
Inaging center valuarion consists of a parmership between radiologists and a hos-
pital or health system. Radiologists perform pracedures in hospitals, so the same
regulatory requirements exist for radiology joint ventures.

Ragalatory lasues

The issues involved are antikickback statutes, Stark, and IRS private inurement.

Typical Purpssa ol 12 Vsizatien

+ Sales of Center
* Minority interest in joint venture
* Disputes

¥shuation Methesalepiss

The discounted cash flow method of the income approach typically is used as it cap-
rures estimates of future volume, reimbursement, revenue, expenses, and capital cost
assunptions.

The guideline transaction method of the marke? approack often is not reliable
because the following information is usually nor avaifable:

¢ Assets and liabilities purchased (excluded assets such as working capital not
reported)

« Consideradon {cash versus stock in the buyers company)

» Modality and volume mix of the imaging center (MBI, CT, yltrasound, flup-

roscopy, mammogtaphy, X-ray, bone density, nuclear, etc.] as some modalicies

are far more profitabie than others

Volume growth

Competition in service arca

Payer mix

Global fee revenue versus technical fee only

Radiology relationship andfor coneract

Maintenance agreernent

Equipment manufacturer, age, and condition

Available capacity in the center

Need for large capital reinvestment

& & B 2 & & & #

The asset approack can be applied if the valyation of the business on an income
approach 15 similar 1o or less than the estimated net asset value, Engagement of spe-
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cialized equipment appraisers is probably necessary given the unique type and use
of the assers.

Epactic aans To Nlirsy

Capital expenditures as a percent of operating earnings for diagnostic Imaging cen-
ters is higher than in other healthcare businesses. Equipment in a diagnostic imag-
ing facility 15 very expensive: MRI machines can cost $1.0 million to $2.0 million,
and CT machines can cost $0.7 million to $1.2 million. In addition, the technolog-
ical obsolescence in imaging technology is very rapid, resulting in more frequent
equipment purchases. There has also been a2 continual downward pressire on reim-
bursement of diagnostic imaging procedures over the last 10 years, with that trend
expecting to continue. These major econormic influences result in valuation mulripies
that are often lower than those in ather healthcare businesses.

Dislysis Cantors
Bachyranm

Patients who suffer from end -stage renal disease (ESRD) are required to have dial-
ysi$ treatments approximately 12 to 13 times per month. Regardless of age, patient
ESRD is the only program that is reimbursed by the Medicare program. Patients
who are diagnosed with ESRD qualify for the Medicare program 24 months after
having been diagnosed. As a resulr, Medicare is always a very large payer for diai-
¥5iS BEryices.

Medicares heavy participation in the diatysis business creates the risk that
CMS will change reimbursement levels for a significant percencage of the business.
With the government as a major payer, the regularory requirements in the business
are significant.

Purpess vl the Valnatien

* Sales and buy-ins

» Drisputes

* Regulatory issues

« Amikickback statutes, Stark, IRS private inurement

Yaleatian Methedatoples

The DCF method of the income approack rypically is used, as it caprures estimates
of future volume, reimbursement, revenue, expenses, and capital cost assumptions.

The guideline transactions method of the market approack can be utilized in
the valuation of dialysis facilivies, unlike most other healthcare entities. The unifor-
mity of utilization {volume by patient} and paver mix {Medicare} allows careful use
of transaction data. Price per patient can be used very carefully as 2 check on the
results established in the income approach. The quality and depth of information is
also important. Availabiliry of toral purchase price, consideration paid, assets and
Habiliti#s included, number of paricuts, and paver mix are desirable to rely on this
approach. In some cases that data can be fuund in the Irvin Levin Healthcare M&cA
database and public company SEC reports.
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Typically the assef approack to value is not relied on in the valuation of a dial.
ysis facility uniess the facility is financially underperforming. Each dialysis machine
costs between $20,000 and $30,000, so for a 30-station facility, the machines
could cost almost $1 million. In addition, special water purification systems nseq
in the dialysis process must be installed in each facility. The underlying cost of the
facility, including equipment, tenant improvements, working capital, and other
mtangible assers, should be considered during the valuation process. To the extent
that the valuation under an income and market approach falls below that of the
asset approach, the underlying net assets should be considered as an appropriate
indication of value.

IMciNc lsakes te Adres:

The volume of patient treatments s very predictable based on the nomber of
patients treated ar the dialysis center. However, the risk associated with competition
from the patient’s primary physician (the nephroi ogist] is very high. Nephrologists
who are responsible for the patients in a dialysis center can ditect patients from cen-
tet to center. As a result, nephrologists rypically are subject to medical directorship
agreements that include strong covenants not to compete. The lack of covenants not
to compete with the nephrologists treating patients in a dialysis center would
increase the risk of the cash flow stream dramaticaily. The medical directorship pay-
ment should also be evaluated.

Understanding the diaiysis center's relationship with the nephrologist is
critical n assessing risk.

PUBLIC AND PRIVATE REALTHCARE SERVICES
COMPANES BY NICHE

The following healthcare enrities are some of the best known within their niche.
Public information about these companies and information disclosed in their public
filings can assist the analyst in understanding the dynamics influencing the economic
performance of the particular niche. {Noze: This list is not meant to be all-inclusive,
nor does it address medical device or pharmaceutical companies).

Nicha Pubdic Companies Privaia Companies
Behavioral Hagith Horizon Haalth Corpormation NextHaalit, Inc.
(rarnpanies Mapelizn Health Services, Inc,
Psychiatrle Sohtons, Inc.
fes-Care, Inc.
Danta! Services Amenican Dental Pariners, [nc. Bright Now! Dental, Inc.

Mational Dentex Corporation [nterDent, Ing.
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Niche
o i o

Dialysis Providers

Disagse Wanagernent

Home Haalth Care

Lab Companies

Lithotripsy

LTACHS

167
Public Companies Private Companies
Alliance Imaging, ing. American Radictogy Senvces, inc.
Primedax Health Systems, Ing, InSight Health Corp.
Radiciagix, Inc. Raytel Madical Corpotation
isubsidiary of SHL Telamadicine
Ltd.]
Davta Inc.* Diabysis Clinic. Mng,
Diatysls Corporation of Amarica LS. Renal Care, nc.

Frasenius Mathcal Care Corporation
Gamibmo AR
Remal Care Growp, Inc.

Curative Heatth Sendces, Inc.
American Heatthways. [nc.

Alligd Heatthcare intemnatiopnal Inc.
{formarly Transworld HealthCare,
Ing.)

Ampst Family, Inc. (formary
Cartfienmers Heslth Corp.)

Armedisys, Inc.

American HomePatient, Inc.

Apria Healthcare Group i,

Continucare Gorparation

LHE Group, Inc.

Lincare Holdings Inc.

Nathonal Hama Heatth Gare Corp.

Mew York Health Care, Inc,

Optlon Care, Inc.

VistaCare, Inc,
VITAS Healthcare Cofp {subsidiary
of Chemed;

Community Health Systems, Inc.
HCA Inc.

Heatth Managemment Assoclates, lnc.

Lifspoint Hospltats, [ne.

Tanet Haaltheara Corpotation
Trizd Mospltals, ine.

Universal Health Services, inc.

Ganzyme Comoration

Laborgtery Corporation of Amarica
Hokiings

Quest Dagnostics incorporated

Specialty Laboratories. Ing.

HealhTronics, [

Kirtired Heafthcare, ne.

Caram Healtheare Corporation

Argent Health Services LLG
Attentus Heatthrare, Inc.

Capella Heakthcare

Ezsant Healthcare, [ne.

Hospital Partners of America ing.
lask Heatthcare Corparation
Vanguard Heslth Systems, Inc.

AmeriPath, Ing.
Pathology Partners, inc.

Americen Kidney Stane
Managament, Lid,

LifaCare Hospitaks
Promise Yeakhoats, Ing.
Select Medical Corparation
Triumph Heakthcars
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Niche
Jiehe

Fharmacy Benalit
Maragarnerit

ot Grganizations
Poctacule Care

Astlition Theragy
Rehatifitstion Hospitats

Specialiy Hospit

Stirgery Canter
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Publi¢ Sotnpanies
Caretmark RX, Inc.

Fediatrix Medical Group, |ne.

Advocat Ing,

Beverly Enterprises, inc.

abelTel Intermatipnal Corporation
{formarty Greenbriar Corp.)

Capital Senigr Lving Corporation

Emerttrs Carporation

Extendicare Ing.

Five Star Quaiity Care, Inc.

Gienasis Heattheare Corporation

IntarWest Medical Comparation

Mangr Care, Inc.

National HeathCars Corporation

Salemn Sanigr Houzing, n. {formerty
Diversified Senior Services)

Sun Hezjthears Grodg, inc.

Sunnisg Sanior Living, Inc. {formerty
Sunrise Assisted Living, Inc.)

Ratliation Therapy Senvices, Inc.
HaelthSouth Comporetion
RehabCare Gropp, Inc,
MedCath {orpomtion

Amsurg Corg,

HealthSouth Corporation

Mavahed, Inc.

PainCare Holdings, Ine.

Symbion, Inc.

United Surgical Partners
International, Ire.

Private Gompanies

US Oncology, Inc.

Alerra Yeaitrrate Carporation
Altria Semior Living Group
Balanced Cire Campotsion
Hearthsigne Mahagement, Ing,
Lefsure Care, LLE

Merrlll Gardens. LLEC

Regent Asslsted Living. Inc.
Sava Senor Care LLE
Southemn Assisted Living, Inc.
Trans Heafthcare, Inc.

Vantags Qncaiogy Mng,

AmbUlatory Surgical Centers of
America

Engdoscopy Management Services
Qrganizanon

Foundation Surgery Afflliates

Health imentures, LLE

Natrond Surgica Care, (e,

Nusterra Healthcare LLG

Facific Cataract andl Laser instiute

Physicians Endoscopy Center
Lid, LLP

Podiatry Assocates, FA.

Regant Surgical Health, LLC

Surgiz, Inc.

Wondrarn ambulatary Systams
Davihoamant

Mot On December §, 2004. DaVita ing. enferatl into an agreement o cquite Gambro Healtheare Inc from
Gambro AB. The trzhsactan is subet to certain closing conditions inclnding the receip! of reguineg ragulatory

approvals.



