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Chapter 10 

CALCULATING PRACTICE VALUE IN A CHANGING MARKET 

 The valuation methods reviewed herein include:  (i) summation of assets; (ii) capitalization 
of earnings; (iii) capitalization of excess earnings; (iv) multiple or percentage of gross revenues; 
(v) values of similar practices; and (vi) discounted future earnings. 
 
 The valuations herein contemplate a complete sale and purchase, although partial sale and 
acquisitions are usually based upon a prorata percentage of the practice acquired.  For example, if 
the doctor acquires a 50% interest, the purchase price of 100% of the practice is multiplied by 
50%. 
 

Summation of Assets 

 Under the asset approach, the fair market value of the asset categories are determined.  
The collective sum of those values represents the fair market value of the practice.  Those asset 
categories are as follows: 
 
Dental Equipment and Cabinetry 

 Dental equipment and cabinetry may be determined by appraisal through your dental 
dealer.  Generally, you will find that dental dealers charge approximately $100.00 to $200.00 per 
treatment room for this service.  The fair market value of the dental equipment should be its value 
"in place" and functioning, rather than the price that the dental dealer could receive for the 
equipment sold piecemeal, not in place although operational.  For example, a ten year old "over 
the chair" unit is worth more in operating condition because a purchasing doctor can use it to 
treat patients.  This same unit may be worthless if it were stored in a dental dealer's warehouse for 
resale with water lines corroding. 
 
 Another method of valuing dental equipment is to use a straight-line depreciation over a 
given period of years.  For example, if you are using a useful life of twelve to fifteen years, then 
the equipment is depreciated by 1/12 or 1/15 each year.  The "in place" value of dental equipment 
and cabinetry generally maintains a 15% to 35% salvage value, often 25%.  Therefore, an 
equipment item should approximately maintain a value of at least 25% of its original cost, so long 
as it is functioning and usable. 
 
 An alternative approach to valuing dental equipment, office equipment, furniture and 
cabinetry is through the use of the balance sheet, the "Balance Sheet Approach".  The balance 
sheet should indicate the net book value of the equipment; the original cost, less depreciation and 
any amount owing for the equipment.  Add back to the net book value 25% to 40% of the 
depreciation already taken.  Provided that the equipment is in operational condition and is not 
required to be replaced immediately, 25% of the original cost could be used as a base value.  The 
Balance Sheet Approach is described in Figure 10-1 and also includes the categories of dental 
equipment, office equipment, furniture and cabinetry. 
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 Additional considerations are appropriate to consider with regard to the fair market value 
of dental equipment.  First, technology is rapidly changing and established doctors may not keep 
pace.  As a result, it may be necessary for the incoming doctor to update the facility and pay the 
associated costs which impact cash flow.  Where equipment must be replaced immediately, it 
would not have any fair market value, irrespective of salvage value.  In fact, the value of the 
practice would be reduced by the value of the equipment to be replaced.  Likewise, if certain 
equipment needed to operate the practice is not in place, i.e., sterilization unit or vacuum system, 
such equipment would be required to be purchased and its cost would negatively and directly 
affect the value of the practice.  For example, due to governmental regulations, handpieces must 
now be sterilized.  Therefore, older handpieces have literally no value as compared with  
handpieces which are sterilizable.  Additionally, pedestal units are literally worthless, as it is very 
difficult to perform sit-down dentistry, compared to modern dental units.  Further, curing lights 
with fiberoptics in the bundles routinely do not provide adequate light to cure today's filling 
materials due to the breakage of fibers.  Therefore, these lights are of little or no value as 
compared to lights which utilize bulbs in the end of the handpiece of the curing light. 
 
 The fair market value of dental equipment will be less for a potential purchaser if the 
selling doctor is right-handed and purchaser left-handed or vice versa.  Not only will the 
equipment be of less value to the purchaser, but the cabinetry design, door entries, and assistant's 
system will also be incorrectly placed.  Left hand selling doctors may need to plan for right 
successors. 
 
 It may be appropriate to review all repair bills for the past three to five years and year-to-
date for all dental equipment.  Certain manufacturers have ceased business operations in recent 
years and some items and lines of equipment have been discontinued.  As a result, it could be very 
difficult, if not impossible, to obtain parts when needed.  Additionally, certain equipment items 
have had extremely high maintenance costs and may have never performed as intended.  These 
items would not retain the same value as equipment items that do perform as intended.  Every 
practice has at least one equipment item which is a continuing problem.  Effective dialogue with 
the selling doctor should serve to disclose these mechanical problems.  Further, the service 
technician with whom you plan to work with from your dental equipment and supply company 
should perform a maintenance check on the equipment you plan to purchase before you acquire 
the practice. 
 
 Some doctors maintain equipment better than others and in accordance with 
manufacturer's standards.  Alternatively, some doctors use equipment without regard for its 
maintenance.  Therefore, the fair market value of such equipment should reflect the maintenance 
and use. 
 
 Treatment room layout can have an effect upon the fair market value of the equipment.  
For example, if an intraoral x-ray does not reach all positions properly, the x-ray has less value 
than an x-ray which is placed properly. 
 
 If all treatment rooms have identical equipment and tub-and-tray systems are standardized, 
then any procedure can be performed in any room, including the room in which the hygienist(s) 
works.  Additionally, the more functional the overall facility design, the more efficient you can be.  
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As a result, the in-place value of the equipment in a well designed facility will be greater than in 
one which is poorly designed. 
 
Office Equipment 

 As to office equipment, it is reasonable to either:  (i) add a percentage of the depreciation 
taken to the net book value utilizing a minimum base value; or (ii) use a straight-line depreciation 
over a given period of years.  Twelve to fifteen years for office equipment would be an 
appropriate depreciation period with perhaps a 25% salvage value.  Generally, neither you nor the 
dental dealer valuing the dental equipment will have a working knowledge of the fair market value 
of the various items of office equipment which is an appropriate reason to value the office 
equipment from the balance sheet for the practice.  Computer systems probably retain less value 
than other office equipment. 
 
Dental Supplies 

 For dental supplies, it would be reasonable to value three months of supplies on hand.  As 
the last twelve months are more reflective of current supplies than prior years, the last calendar 
year, depending upon the valuation date, or the most recent twelve months may be utilized to 
obtain the value of dental supplies.  The twelve month period is then divided by four. 
 
 As to taking an actual inventory, such a calculation is usually irrelevant to the purchaser, 
as the purchaser will generally not use the same impression materials, filling materials, 
instruments, etc. as the seller.  Therefore, the actual fair market value of supplies to the seller is 
not the fair market value to the potential purchaser.  Additionally, pricing an actual inventory is 
very time consuming.  In the early 1970's as a dental supply salesman, I prepared and priced, 
without a computer, several supply inventories.  As I recall, it generally took about forty hours to 
complete and the fair market value of the supplies was approximately the same each time.  The 
fair market value of the inventory value would generally approximate a three months' supply, 
irrespective of the fact that the purchaser will probably not use the same supplies as the seller.  
Therefore, a three month value, in my view, may be appropriate.  Remember, some practices keep 
more inventory on hand than others and generalities do not consider the specific practice. 
 
Office Supplies 

 It is reasonable to obtain the value of office supplies in the identical manner as the value of 
dental supplies, the total of office supplies for the most recent twelve months, divided by four or 
six, equaling a three or two months' supply on hand.  The possible rationale behind two months, 
as opposed to a three month or higher value, is due to the possible uniqueness of office supplies, 
e.g., stationery, envelopes, etc., with the name of the seller.  Additionally, the purchaser probably 
will not utilize the same business systems as the seller, unless a partial interest in the practice is 
purchased.  However, where an associate buy-in is contemplated, this issue may be minimized. 
 
Accounts Receivable 

 Generally, accounts receivable are not sold and are collected by the purchaser on behalf of 
the seller, less an administrative, e.g., 5%, for a period of six months from the date of closing for 
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the sale and acquisition.  Therefore, the value of the accounts receivable would not be includable 
in the fair market value of the practice.  The rationale here is the seller would have to discount the 
value of the accounts receivable to the purchaser, as opposed to collecting his or her customary 
collection percentage. 
 
 Sometimes the purchaser will acquire the accounts receivable in an effort not to borrow 
the funds to maintain uninterrupted practice operations.  In some cases, the purchase of the 
accounts receivables can resolve this cash flow problem.  In the event that the purchase acquires 
the accounts receivable, the purchase calculation may be to determine the historical "collectible" 
collection percentage on a yearly basis, e.g., 95%.  Collectible accounts receivable would be those 
receivables which are reasonably collectible, e.g., 120 days old or less.  For example, if the 
practice collects 95% of billed and uncollected accounts receivable on the yearly basis, the 5% 
uncollectible accounts receivable should be periodically written off.  If the 5% of uncollectible 
accounts receivable built up each consecutive year without being written off, the purchaser would 
be acquiring uncollectible accounts receivable.  Another method of determining the collectible 
accounts receivable would be to age the monthly receivable amounts and multiply the amounts by 
a declining percentage for each month out to 90 or 120 days.  For example, accounts receivable 
30 days old or less would be multiplied by 95%; 60-30 days would be multiplied by 85%; and 90-
60 days would be specifically reviewed for collectability and multiplied by 60%.  The decision 
would then be made whether to purchase any accounts receivable 90-120 or more than 120 days 
old.  In acquiring accounts receivable, completing the due diligence or purchase homework and in 
determining the overall value of the practice, the accounts receivable collection percentage, the 
length of time when payments are received, the collection and billing policies of the practice and 
the methods of payment; third party insurance or out of pocket payment by the patient or 
managed care contract should be considered. 
 
 In short, the accounts receivable are not generally part of the practice sale.  The collection 
ratios, collection policies and method of payment play a significant part in the overall 
determination of fair market value for the intangible assets of that practice in questions. 
 
Advance Payments in Orthodontic Practices 

 In orthodontic practices, more and more work is being paid in full, in advance.  Typically, 
the purchase price for the practice would be reduced by the advance payments. 
 
Lease 

 Some appraisers attempt to place a value on a favorable lease or a negative value on an 
unfavorable lease, which would be assigned to a purchaser as part of the practice transition.  
While a favorable lease may be of value to a seller, the value of the practice should not be 
increased to the purchaser.  Rather, a favorable or unfavorable lease would add or detract from 
the intangible asset value.  Additionally, an unfavorable lease or a practice facility with too much 
or too little square footage can detract from the seller's ability to sell the practice.  If a seller has 
attempted to sell his or her practice, the ability to assign the lease or obtain a new lease should be 
expected by the buyer.  Assigning a lease to a purchaser does not usually present a problem, 
although there are exceptions.  This matter should be considered in the drafting of the lease for 
the seller prior to the proposed practice sale.  Most landlords require the seller to remain 
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secondarily liable in the event of a default by the buyer for the remainder of the seller's previous 
lease term.  This issue should be considered with the landlord for the lease term or option period 
prior to the practice sale. 
 
Leasehold Improvements 

 Such costs are a trade-off between what an practice owner has previously spent on such 
costs. not the landlord, and the amount of money which a buyer would spend if he or she 
established a practice.  Unfortunately, dental practices are required to pay for specific plumbing, 
electrical and carpentry costs related to dental equipment and cabinetry, which certain other 
professional practices often do not require.  These costs can be substantial.  As a result, sellers are 
justified in placing a value on these costs as an asset and which a purchaser will avoid by 
purchasing a practice, as opposed to establishing a practice. 
 
 In determining the value of leasehold improvements, the book value provided in the seller's 
Federal tax returns or financial statements for the practice may be appropriate.  A twenty-year 
straight-line depreciation, with a 25% salvage value which is premised upon the seller's original 
costs may be an alternative method, but that seems high.  Some appraisers also use 10 to 15 years 
as a time period for depreciation.  Twenty years may be appropriate for dental practices, as 
leasehold improvements should be usable for such a period of time.  However, certain factors 
have an effect on whether the leasehold improvements will remain an asset for twenty years.  For 
example, to the extent that it is necessary to expand, redesign or reequip the practice facility, the 
purchaser will incur additional leasehold improvement costs.  Those costs should be considered in 
the value of leasehold improvements to the seller or possibly subtracted from the fair market value 
of the practice. 
 
Intangible Assets 

 The value of intangible assets can be thought of as the future cash flow attributable to a 
purchaser(s) operating the practice in place of the seller(s).  This value is generally based upon a 
number of subjective factors, all of which are rated differently by various appraisers.  Figure 10-2 
provides thirty factors, many of which will ultimately impact the two major factors of annual gross 
revenues and doctor compensation in all forms.  The factors are all weighted differently, 
depending on the characteristics of the practice being appraised or valued.  Although defining 
intangible asset value is truly subjective, some appraisers have attempted to develop rating 
systems of certain criteria affecting intangible asset value and will adjust upward or downward 
depending upon the weight of the factor, e.g., percentage of the practice in recall.  However, a 
particular rating system will affect each practice being valued differently.  As an example, in one 
practice location may be more important than in another. 
 
 Where intangible value is based upon annual gross revenues, the multiplier has 
traditionally been between .2 and .5.1  Other authorities have valued intangible assets or goodwill 
between 25% to 35% of gross revenues.2  Where intangible asset value is based upon annual 
                                                

1 Valuing a Practice, A Guide for Dentists, Practice Management Series, 1996, p. 31. 

2 Valuing Small Businesses and Professional Practices, Third Edition, Shannon P. Pratt, Robert F. Reilly, 
Robert P. Schweihs, McGraw-Hill, 1998, p. 606. 
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doctor compensation in all forms, the multiplier has traditionally been between 1.0 and 1.5.3  
Other authorities have used 50% to 80% of total earnings available to the doctor.4  The rating 
criteria used by the appraiser, like those described in figure 10-2, will determine the multiplier 
used.  Of all rating criteria, probably the most significant are annual revenues of the practice and 
annual doctor compensation in all forms, e.g., compensation, bonuses, net profits, automobile 
expense, portion of the retirement plan contributions attributable to the doctors, statutory fringe 
benefits to the doctors like health insurance premiums, some continuing education costs, travel 
expense and entertainment expense.  It is interesting to note that where intangible asset value is 
based upon owner compensation in all forms and assuming that average practice profitability is 
roughly 40% of annual gross revenues,5 then the 1.0 to 1.5 times doctor compensation in all 
forms formula converts to 40% of annual gross revenues at one times doctor compensation on the 
average.  1.5 times doctor compensation equates to approximately 60% of annual gross revenues.  
Therefore, the traditional limits of intangible asset or goodwill value equate to 20% to 60% of 
annual gross revenues.  This range is extremely broad.  The Goodwill Registry6 provides for a 
statistical "mean" goodwill rate for general dental practice at roughly 37% of annual gross 
revenues, while specialty practices are rated at approximately 40% to 42% of annual gross 
revenues.  These goodwill percentages are based upon a ten year rolling period and do not equate 
to 1.0 to 1.5 times doctor compensation in all forms.  This would equate to a goodwill rate of 
40% to 60% of gross revenues which is very high in the current market given supply and demand 
of doctors, particularly specialists.  
 
 Let us assume in Figure 10-3 that the selling practice owner requests 60% of one year's 
gross revenues as the purchase price and we already have determined that the fair market value of 
the tangible assets is $100,795.00.  If gross revenues are $432,000.00 and tangible assets are 
$100,795.00, the goodwill of the practice or the selling doctor, as the case may be, is $158,405.00 
or approximately 37% of one year's gross revenues.  In other words, the total purchase price is 
$259,200.00 or 60% of gross revenues of $432,000.00.  The purchase price excludes the 
accounts receivable which necessitates a loan by the purchaser for operating capital.  The 
purchaser will also have remodeling and equipment replacement costs which further reduce the 
cash flow of the practice.  However, the purchaser in this example is not assuming any debt of the 
selling doctor; typically the case unless otherwise indicated. 
 
 Where the working capital and remodeling/equipment replacement costs are present, the 
purchaser will earn 21% of practice gross revenues in this example, with a five year payback 
period or 20% capitalization rate.  This assumes no drop in patient base and/or referral sources.  
Complete the calculations to see what happens to the incoming doctor compensation if 

                                                
3 Valuing a Practice:  A Guide for Dentists, Practice Management Series, 1996, p. 31. 

4 Valuing Small Businesses and Professional Practices, Third Edition, Shannon P. Pratt, Robert F. Reilly, 
Robert P. Schweihs, McGraw-Hill, 1998, p. 606. 

5 The Blair/McGill Advisory, Issue 00-05/May, 2000, p. 2. 

6 The Goodwill Registry, The Health Care Group, Plymouth Meeting, Pennsylvania, Goodwill Registry 
Findings, 1989-1999 
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$432,000.00 in practice revenues becomes $388,800.00 as a result of a 10% drop in the patient 
base and/or referral sources.  Assume that overhead expenses will remain the same. 
 
 If no working capital is needed and no remodeling/equipment replacement costs are 
incurred until the incoming doctor establishes a consistent cash flow, the purchaser will earn 25% 
of gross revenues which is more favorable than 21%.  Figure 10-3 indicates the possible 
considerations to; decrease the purchase price, increase the length of the payment term, work 
somewhere else and accept relatively low compensation, acquire another practice, establish a 
practice, increase revenues although potential is not generally salable and consider the impact of 
any decrease in revenues due to a reduction of patient base and/or referral sources. 
 
 The summation of assets method of valuation adds all tangible asset categories of the 
practice being sold and acquired together, as well as the intangible assets being sold by the 
practice or departing practice owner to the purchaser. 
 
 After the asset values are totaled, the verification analysis should be completed by the 
CPA for the purchaser to determine what the likely cash flow or compensation will be while 
paying the operating expenses, the purchase price to the lender(s), all in a measured time period, 
e.g., five years representing a 20% capitalization rate. 
 
 The verification analysis should be completed for all valuation methods. 
 

Capitalization of Earnings 

 The term "capitalization rate" can be thought of as the percentage by which a constant 
income stream is divided in order to obtain the value of the business on the basis of an assumed 
rate of return7.  The income stream represents the annual sum available from gross revenues after 
the payment of operating expenses for the purchaser, the purchase price to the lender(s) and an 
"agreed" compensation amount to the purchaser, e.g., 25% of practice collections.  For example, 
if an income stream of $47,363.00 after the payment of purchaser compensation was capitalized at 
a rate of 20%, the calculation would be $47,363.00 divided by .20, which equals $236,815.00, 
which is inclusive of interest.  Provided that the stream of income being capitalized is constant, 
then the multiple is the reciprocal of the capitalization rate.  This multiple can also be thought of 
as the payback period for the purchase of the practice, e.g., $236,815.00 divided by $47,363.00, 
equals five years, the payback period.  If a 9% interest rate is in effect, the purchase price of the 
practice would equal approximately $190,130.00. 
 
 Capitalization rates are determined by the market and when expressed as a percentage 
return on an expected stream of income, the capitalization rate represents the rate of return 
available in the market on investments expected to produce similar streams of income.8  
Capitalization rates are based upon: (i) the nature of the business; (ii) the risk involved; and 

                                                
7 Shannon Pratt, Valuing Small Businesses and Professional Practices, Dow Jones-Irwin, 1986, p. 122, 

123. 

8 Valuing Small Businesses and Professional Practices, Third Edition, Shannon P. Pratt, Robert F. Reilly, 
Robert P. Schweihs, McGraw-Hill, 1998, p. 209. 
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(iii) stability or irregularity of earnings.9As a starting point for determining an appropriate 
capitalization rate for dental or dental specialty practices, it is appropriate to consider determining 
the rate of return for U.S. Treasury bills and long-term U.S. Government bonds, a relatively safe 
investment, and then adding back points to compensate for the risk and illiquidity of the 
investment in the practice.10  A capitalization rate of 20% may be appropriate for dental and 
dental specialty practices, as lenders typically like a payback of five years.  The capitalization rate 
would be adjusted upward or downward according to various factors which impact practice 
value, e.g., the factors in Figure 10-2.  A low capitalization rate yields a high practice value and 
vice versa.  For example, a 20% capitalization rate, multiple of 5, on $47,363.00 of earnings, 
would yield a practice value of $236,815.00, inclusive of interest.  The 25% capitalization rate, 
multiple of 4, would yield a $189,452.00 practice value, inclusive of interest, and a 14.28% 
capitalization rate or a seven year payback period would yield a $331,674.00 practice value, 
inclusive of interest.  Therefore, slight increases or decreases in the capitalization rate create 
substantial variations in practice value.  Similarly, practice profitability directly determines the 
amount which is available to be capitalized.  The example in Figure 10-4 illustrates the use of the 
capitalization of earnings method of valuing a practice. 
 
 What was not considered regarding to the determination of capitalization rates in Revenue 
Ruling 59-60, Section 6, was the ability of a business owner, the dentist, to successfully establish 
his or her own business or practice.  Different doctors have varying abilities and personalities 
which assist or hinder them from developing a patient or referral base in the start-up mode.  
Therefore, the opportunity to purchase a practice may be more valuable for one doctor without 
the ability to develop a patient or referral base, as opposed to another, irrespective of technical 
and clinical skills. 
 
 For example, one general dentist has developed a practice.  The doctor started on a 
second floor in a location without an elevator, and had to work at other practices initially.  
Overhead was kept at a minimum.  The doctor operated out of one treatment room.  The office 
was nicely decorated with many photographs of friends and patients, along with other personal 
items.  This doctor has always enjoyed the profession of dentistry and radiates the enjoyment of 
the profession to everyone whom the doctor comes in contact with.  The doctor's practice is now 
well established, and several years later, the doctor has moved into the doctor's own building to 
accommodate growth.  The doctor's attitude and love for dentistry attracts patients and has 
created a successful practice.  Because this doctor had the ability to establish a practice, it would 
not have been advisable to purchase a practice.  If a doctor would have retired in a location close 
to this doctor when starting, such a practice would probably have had some value, but not as 
much value as it would have had to another who is not as outgoing, hardworking and who enjoys 
the profession as the doctor in this example. 
 

                                                
9 Revenue Ruling 59-60, Section 6. 

10 Valuing Small Businesses and Professional Practices, Third Edition, Shannon P. Pratt, Robert F. Reilly, 
Robert P. Schweihs, McGraw-Hill, 1998, pp. 209, 210. 
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Excess Earnings 

 The excess earnings method or "formula" approach to valuing a practice is premised upon 
the capitalization of earnings in order to determine the value of intangible assets and is described 
in Revenue Ruling 68-609. 
 
 An example of the formula approach is illustrated in Figure 9-5 and the steps in this 
method are as follows11: 
 

1. The fair market value of the "hard" or tangible assets should be determined; 
 
2. Determine the annual practice earnings, averaged over the past five years, after 

deducting owner compensation; 
 
3. An appropriate rate of return should be ascertained, 8-10%12, on the value of the 

intangible assets as a return on investment; 
 
4. Subtract the return on tangible assets from the annual practice earnings; 
 
5. The annual practice earnings, less the return on tangible assets should be 

capitalized and the resultant amount is the goodwill or intangible asset value of the 
practice; and 

 
6. The tangible assets and intangible assets are added and the sum is the value of the 

practice. 
 
 Although the formula approach has been considered valid case law, this Ruling states that 
the formula approach should not be used if there is better evidence available to determine the 
intangible asset value.  The Ruling further states that the capitalization rate for the business being 
valued should be 15% to 20%.  The 15% rate seems to be relatively high for dental and dental 
specialty practices, although 20% should work well to equal a five year payback period. 
 

Multiple of Gross Revenues 

 Although the multiple of revenues method of valuing a practice is relatively simple, this 
method should not be used alone, as it does not account for the particular characteristics, positive 
or negative, of the practice being valued.  Where a multiple of gross revenues can be useful is 
where the appraiser is attempting to assess the current range or trend of values for dental or 
dental specialty practices, then adjusting the average of values as a percentage of one year's gross 
revenues, e.g., 40% - 65%13, based upon the uniqueness, profitability and revenues of the 
particular practice. 

                                                
11 Revenue Ruling, 68-609. 

12 Revenue Ruling, 68-609. 

13 Valuing a Practice, A Guide for Dentists, ADA, Practice Management Series, 1996, page 24. 
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 An example of the multiple of gross revenues approach is set forth on Figure 10-6 and the 
dental practices in this example averaged a multiple of gross revenues of 55%. 
 

Similar Practices 

 The value of similar practices is a valuation approach which should be valid if there were a 
large enough number of comparable transactions involving practices with similar characteristics, 
e.g., one doctor, three treatment rooms, which were sold upon similar terms and conditions.  The 
problem here is that no two practices are identical and the terms and conditions of each practice 
sale are different.  For example, two practices with gross revenues of $432,000.00 will each have 
varying profit percentages.  One practice may yield owner compensation in all forms of 40% and 
the other at 35%.  These practices should have different selling prices even though their gross 
revenues are identical.  In addition, one practice may have to replace equipment and relocate in 
the foreseeable future.  This will impact the selling price.  The value of similar practices can be 
useful if proper information is available to document the terms and conditions of other practices 
sold in a similar geographic area. 
 

Discounted Future Earnings 

 Some appraisers use the discounted future earnings method to value practices.  This 
method is based upon the future benefits, earnings, which will be produced by the practice in 
future years, discounted back to a present value at some discount rate.14  This method was not 
generally used in the valuation of professional practices but is now becoming more popular, 
irrespective that:  (i) future profits would be based upon the purchaser's efforts as the new owner 
of the practice, as opposed to past efforts of the seller; and (ii) it can be difficult to reliably predict 
future earnings in a changing market.  Alternatively, capitalization rates reflect the historical 
profitability or earnings of the practice.15 
 
 Figure 10-7 provides a recap of practice values.  It is common to value a particular 
practice using more than one method, although not necessary.  Often, all methods used are 
averaged to arrive at the determination of fair market value for the practice being appraised.  
However, if the verification analysis does not support the assessed fair market value, it does not 
matter what method is used if the economics of the sale and acquisition do not provide for a 
win/win transaction between the parties. 
 

Verification Analysis 

 The verification analysis in Figure 10-4 determines at what price a practice can afford to 
purchase itself.16  Assuming that a purchaser's only source of income is the practice being 
                                                

14 Valuing Small Businesses and Professional Practices, Third Edition, Shannon P. Pratt, Robert F. Reilly, 
Robert P. Schweihs, McGraw-Hill, 1998, p. 236. 

15 Valuing Small Businesses and Professional Practices, Third Edition, Shannon P. Pratt, Robert F. Reilly, 
Robert P. Schweihs, McGraw-Hill, 1998, p. 236. 

16 Shannon Pratt, Valuing Small Businesses and Professional Practices, Dow Jones-Irwin, 1986, p. 310. 
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purchased, the purchaser should pay no more for the practice than the cash flow for the practice 
can support.  Additionally, the purchaser needs a yearly compensation level to live comfortably 
while paying for the practice, but not usually at the compensation level of prior owner(s).  In 
determining the compensation level for a purchaser while paying for a practice purchase, the 
purchaser should review the compensation which he or she could earn as an associate, realizing 
that the practice being purchased will eventually be paid for.  The question is then how long is the 
payback period.  A 20% capitalization rate would provide for a five year payback period which 
shows the importance of properly determining the capitalization rate. 
 
 If the purchasing doctor has enough savings for a substantial down payment, then the 
yearly amount available for compensation to a potential purchaser will be increased, as the down 
payment amount would not be includable in the loan for the purchase of the practice. 
 
 The verification analysis can be thought of as a "check" against the valuation methods to 
determine the affordability over a predetermined payback period, given the economic history of 
the particular practice.  As indicated in Figure 10-3, the Purchase Analysis for the asset 
summation method of valuation considered working capital needs, renovation/equipment 
replacement requirements, as well as the loan for the payment of the practice.  In the example 
provided, the purchaser has the following choices:  (i) work at a yearly compensation level of 
$90,873.00; (ii) offer a reduced purchase price for the practice in order to increase the available 
level of compensation; (iii) pay for the practice over a long period of time than originally 
anticipated; (iv) attempt not to spend any funds on equipment replacement or facility renovations; 
(v) determine the feasibility of increasing gross revenues; (vi) initially find additional employment; 
(vii) purchase another practice; or (viii) establish a practice.  The difficulty in paying the purchase 
price over five years, representing a 20% capitalization rate, is further made difficult if a ten to 
fifteen percent drop in patient base or referral sources would occurs.  In this case, the analysis 
should be revised to reflect the "best guess" of practice revenues and operating expenses.  Figure 
10-4, however, provides for purchaser compensation of 25% of gross revenues or approximately 
$108,00.00  In the capitalization of earnings method of valuation, tangible assets should be 
included in the sum available to be capitalized.  There is $47,363.00 available, inclusive of 
interest, to pay for the practice over 5 years.  Therefore, the purchase price should be 
$190,130.00 or 44% of gross revenues.  The traditional methods of valuation without the 
verification analysis valued the practice too high.  In other words, all that really counts may be the 
verification analysis. 
 
 In the event that there would be no remodeling and equipment replacement costs or 
working capital needs, the yearly owner compensation in all forms would equal $172,800.00 or 
40% of gross revenues.  This assumes yearly gross revenues of $432,000.00 and operating 
expenses of $259,200.00 or 60% of said revenues.  Assuming a 9% fixed interest rate, a five-year 
payback period and purchase compensation of 25% of gross revenues, the purchase price would 
equal approximately $260,000.00 or 60% of gross revenues.  If purchaser compensation would 
equal 28%, the purchase price would equal approximately $208,000.00 or 48% of gross revenues.  
If purchaser compensation would equal 30%, the purchase price would equal approximately 
$173,000.00 or 40% of gross revenues.  Therefore, slight changes in profitability, gross revenues, 
interest rates, and/or purchaser compensation will significantly affect the purchase price, given a 
fixed time period for repayment. 
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 Please note that the calculations herein provide for an interest rate of 9%.  Although the 
prime rate will fluctuate as will rates from traditional banks, the rates available to finance the 
acquisition of a practice sale may be at approximately 9% or higher.  The alternative to 
unavailability of third party lender funds will be seller assisted financing. 
 

Required Information 

 The more complete and accurate the information for which to value the practice, the more 
effective the practice valuation.  The items needed are as follows: 
 

1. Federal income tax returns of the practice for the past five years; 
 
2. Financial statements (if they are provided for the particular practice) for the 

past five years and year to date; 
 
3. A copy of the current lease and any renewal amendments; 
 
4. A floor plan of the practice facility; 
 
5. A listing of all dental equipment by room, plus darkroom, utility room, 

sterilization area, x-ray area and laboratory; 
 
6. A listing of all office equipment; 
 
7. Maintenance records for all dental and office equipment for the last five 

calendar years and year to date; 
 
8. An aged trial balance of all accounts receivables; 
 
9. An accurate breakdown of treatment procedures performed and those 

referred out. 
 
10. A current fee schedule and a summary of fee increases over the last five 

years, as well as the corresponding amounts; 
 
11. The number of active patients (patients treated in the past 12 to 18 

months), as well as inactive patients; 
 
12. A summary of the number of new patients per month over the last five 

years and year to date; and 
 
13. A list of all employees, hours worked, compensation levels and dates of 

hire, including former employees over the last five years and year to date. 
 
 Under normal circumstances, it is difficult to obtain all information requested in valuing a 
particular practice.  If some requested information is unavailable, the appraiser must make certain 
assumptions based upon the information available, while noting the information on which the 
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appraisal is based.  However, certain information is crucial, such as Federal tax returns and 
accurate year-to-date financial information. 
 
 Finally, photographs of the practice facility are helpful, as well as videotapes, for the 
reason that photographs and videotapes force the seller to understand that someone else will be 
looking at the layout and appearance of the premises. 
 

Rulings 

 1. Revenue Ruling 59-60. 
 
  Revenue Ruling 59-60 sets forth the relevant criteria for determining fair market 
value of a closely held business, a business with a relatively small number of owners or practice 
for estate and gift tax purposes.  The factors which should be considered in the determination of 
fair market value are as follows: 
 

(a) The nature and history of the business from its inception; 
 
(b) The economic outlook in general and the condition and outlook of the 

specific industry in general; 
 
(c) The book value of the stock and the financial condition of the business; 
 
(d) The earnings capacity of the business; 
 
(e) The dividend paying capacity; 
 
(f) Whether or not the business has goodwill or intangible asset value; 
 
(g) Sales of the stock and the size of the block to be valued; and 
 
(h) The market price of stocks of corporations engaged in the same or a similar 

businesses. 
 
  Revenue Ruling 59-60 also went on to indicate that fair market value depends 
upon the circumstances of each case and is not an exact science.  It changes with general 
economic conditions, according to the degree of optimism or pessimism with which the investing 
public regards the future at the required date of appraisal.  In many instances, the best measure of 
fair market value may be the price of similar practices. 
 
  Additionally, profit and loss statements should be obtained for five or more years.  
Earnings are one of the most important criteria of value in cases where products and services are 
sold to the public, whereas the value of the assets is the most important criteria in valuing closely 
held investment or real estate holding companies. 
 
  As to capitalization rates, there is no ready or simple solution and wide variations 
will be found for companies within the same industry.  Additionally, the capitalization rate will 
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fluctuate from year to year depending upon general economic conditions.  The factors which 
should be considered in determining the capitalization rate are: (i) the nature of the business; 
(ii) the risk involved; and (iii) the stability or irregularity of the earnings. 
 
  Because valuations cannot be made on the basis of a prescribed formula, there is 
no means to weigh the various applicable factors of a particular case in deriving the fair market 
value.  For this reason, no useful purpose is served by taking an average of several factors or 
methods of valuations, for example, book value, capitalized earnings and capitalized dividends, 
and basing the valuation on such a result.  Such a process excludes active consideration of other 
pertinent factors and the end result cannot be supported by a realistic application of the significant 
facts, except by mere chance. 
 
  As to the fair market value of buy-sell agreements, the stated purchase price of the 
stock is a factor to be considered with other relevant factors, including fair market value for estate 
tax purposes.  It is always necessary to consider the relationship between the parties, the number 
of shares held and other material facts to determine whether the buy-sell agreement represents a 
bona fide business arrangement or is a device to pass the decedent's shares to the natural objects 
of his or her bounty for less than adequate and full consideration for money. 
 
 2. Revenue Ruling 65-192. 
 
  Revenue Ruling 65-192 expanded Revenue Ruling 59-60 and stated that the 
methods and factors outlined in Revenue Ruling 59-60 for use in estate and gift tax purposes 
applied equally to valuations for income and other tax purposes, and were also useful in 
determining the fair market value for business interests for any type, and the intangible assets, for 
all tax purposes.  Revenue Ruling 65-192 also discussed a capitalization rate of 20% on excess 
earnings. 
 
 3. Revenue Ruling 65-193. 
 
  Revenue Ruling 65-193 modified Revenue Ruling 59-60 by stating that the 
instances where it is not possible to make a separate appraisal of the tangible and intangible assets 
are rare.  Revenue Ruling 65-193 suggested that tangible and intangible be valued separately. 
 
 4. Revenue Ruling 68-609. 
 
  Revenue Ruling 68-609 considered the formula or excess earnings approach the 
determination of fair market value.  It further suggested the use of a capitalization rate of 15-20% 
for intangible assets and an 8-10% rate of return on tangible assets. 
 
 5. Letter Ruling 7905013. 
 
  Letter Ruling 7905013 stated that although the IRS may not disturb the selling 
price of the entire business, the values of all assets may be reallocated in proportion to their fair 
market values to reflect the value of goodwill.  Therefore, the IRS may reallocate the purchase 
price of the practice or the owner(s) to reflect goodwill, irrespective of the asset purchase 
agreement. 
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 6. Revenue Ruling 81-253. 
 
  Revenue Ruling 81-253 set forth the proposition that no minority discount in the 
selling price of a practice is allowable for Federal gift tax purposes when the transferred stock is 
part of a family controlling interest.  However, when there is evidence of family discord or other 
factors indicating that the family would not act as a unit in controlling the corporation, a minority 
discount may be allowed.  Although courts have recognized that where a shareholder is unrelated 
to other shareholders, a minority discount may be available because of absence of control.  This 
issue is important with the transfer of practice ownership where both the parent and child are 
doctors and the child receives the parent's interest in the practice in whole or in part. 
 


