"The cash and stock
options offered by
DSMCs sound nice
enough, but is a buy-our
right for you? Do you
really want to ask some
young hotshot if vou can

play golf this afternoon?

by James R. Pride, DDS,
and William Prescott, EMBA, JD

uch is being said today abour roll- -Up COmpanies,
also known as denml management servics com-
panues. We've all heard abour the buv-ours, stock:
optons and the freedom to do dentisoy for 2 fxed ssiary
while lerang somecne sise manage the operagon of the
dental office. Sound like mannza from hesven® 1r could be
Bur, befors you jump on the band WREOn, you've gor i
dersrmine whether such an arrangemen: is nght for vour
personal and professional goals, There are more than 40
dmm]-mmgmnmt service companes (DMSCs) mang @
by prar:nr:cs today. The hure for the dentst is thar 2
percent of the pracoce purchase price is coid, hard, :a:-':..
the rest is a promissory note and stock or stock DpOOmn:
which the denost envisions being worth millions some 'a;.
Unfornunately, its not quite thar simple.
Nonetheless, we've all heard the ger- rich-quick stones
and there have been some viable successes, So lers assum

you're interested in finding our more about joinine fo
with a DMSC,
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MANAGEMENT SERVICE COMPANIES

gon of some cash and stock, the prac-
nee owner who has the least risk in
selling to 2 DMSC is one who has sig-
nificandy funded his or her renrement
plan. He or she has socked away a:
least $1 million and will be able w live
off the principal and interest comifort-
ably for 25 or more years and, there-
fore, 1s not dependent upon the
receipt of pracoce proceeds at reqre-
ment. If the stock does well, the rear-
ing seller receives a wandfall. If the
DVSC does not perform to expecta-
pons, litde is lost because the pracoce
has secured the dennsts renrement
prior to the buv-our On the other
side of the coin, the mid-career den-
ast with lile savings, parncularly one
whno must work for the DMSC after
the sale and pav management fees
suck to the DMSC, probably shouid
=it ask speculanon with DMSC stock
iy part of a buy-out agreement
U nformu-nately, it 18 the lamer who
sees the DVSC roure as the easy
ynsSWEr oo an 'I.E.nj'I.IDrJI:G regrement
plan.

With these simatons in mind, lets
lock at a few of the questons that vou
nesd to ask before agreeing to sell
-aur dental practce wa DMSC

5L, how manv years has it mken vou
to build the dental pracoce ang at
wnat prce? is the one-ume, @sh-mn-
hand pavment enough to cover the
investment vou've made 1f the stock
opoons faiif How manv vears have
vou been profimble to the mne of at
least $130,000 or more, pre-mx’ Are
vou prepared  walk awav from s

ar-to-vear sure deal for @ one-ome
-ush-in-hand pavment of approxi-
mately the same amount® Should you
Jecide, after the fact, thar vou do not
wish to work as an empiovee of the
huv-out company, how much effors
wiil be required to build & pracoce
fram the ground up aguns

Are vou prepared to do the neces-

iry due diligence as the seller?
Jmrause vou are probably dealing wath
A relanvely new enooy that will proos-
Wiy be publially caded, it s coal ©
Assess and analvze all informaoon ta:

When someone else is the boss...

How do vou feel about becoming an employee? Some denosts would
relish the oppormumty © go W work, be paid a salary and leave at the end of
the day without any worries. If this sounds appealing, then an arrangement
with 2 DMSC might prove rewarding. If you desire freedom in the way you
practics, it may be difficult to become an employee and have m answer W cor-
porate headquarters if vour production is low, or if you need to tke exwa ame
off. As a typical condition of the sale, the DMSC requires you to remain in its
empiov for five years in some cases, to as long as 30 years i others. These
companies cannot purchase your dental license. They purchase only the assets
of the pracuce, mncluding the pagent records and your patients’ good will.
Therefore, vou'll be needed w do the denml work. Who is going to be in
charge of vou? Is it another denast that the DMSC will bring in to work with
vou? Is 1t another dentst at another site? Is it someone from the companys
headquarrers?

Who decides whar type of meamment will be offered to padents?
Some DMSCs state thar they are onlv buving high-quality pracuces. Who
defines “hign-quality,” the denast or the DMSC? Will the denast be asked o
restriet the tvpe of the frequency of eamment delivered? Will the denost be
wold that, from this pownt forward, prophviaxes will be 30 munures or will the
dentist be allowed to pracuce the way he or she was pracacng before the buy-
out* Know what vou are gemng into. If the word “capimoon” appears any-
where in the opersnng agreement, you can bet this will be a facror, exther now
or in the funure

Who determines practice hours? lninally, the hours of work may seem
extremety favorable. But read the conmace carefully. Usually, the operanng
agreement can be changed “to make the company more profitable or more
comperove.” Suddenly, some denasts will find that they are being asked w
work evenungs, Saturdavs or longer work davs. For dennss who are over 50
vears old and have been practcng ndependendy for some 20 vears, it may be
difficulr to come 1o terms with e face that they have a woml of wo weeks'
vacanon and that their hours are conoolled by someone else.

Who manages the safff Most DMSCs promuse to ke staff manage-
ment off the shoulders of the dennst Most dennsts wouid like to be freed
from the msks of mogvanng, waining and compensaung s@ff. Several agree-
ments have sated explicdy thae while the company will send in consulmnes
and other individuals from ame-to-dme o overses and manage the saff, itis,
in fcr, the dennscs responsibility to hire, fire, main and moovate saff mem-
bers who work with hum or her on a regular basis. If the company sews a work
rule that the s=f doesn't care for, the unhappy smff member(s) zo to the
dentist. not tie company, for the mediaton of work rules. While one of me
modvaoons for selling in the first piace mav be w get away Tom the chai-
lenges of s:aff management. most DMSC agreements ask the dentist to deal
Wit Mese 1.

normallvy would be addressed with
respect 1o selling vour pracoece w2
public company. This is much differ-
ent and more difficult than assessing
the credennais of an individual pur-
chaser. Oboin svery prece of Iniomma-
son that vou can on the DMVSC
Check all

TEIErSACEs 15 [ LNE T

agement team and investors, their
backgrounds and denmi experiences.
The npical informadon vou receive
from the DMSC nacurally will be
DMSC-friendly, focusing on the
company'’s goais and objecoves. which
mav or mav not materialize, Ask the
DOMSC ro provide, tn wnong, its track:
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MANAGEMENT SERVICE COMPANIES

Sale may be a breath of fresh air,
but what about taxes:®

Whar are the tx consequences of the sale ones vou
have succumbed o the grear lure of getung that injgal
$150,000 ro 5200,000 in cash® How much will the taxes
be and how much will be lef® What are the mx conse-
quences if you have to buy the practice back? Can vou
regain the taxes that vou already had paid when ¥OU orig-
nally sold? Assuming vou have an independent, quaiified
pension plan, how much of that money can you use w
fund rearemenc

Some DMSCs contend thar the sale of your pracoce
can be accomplished on 3 mx-fres basis. There are wo
ways to sell 2 practice or any business: through the sale of
assers or through the sale of stock.

In the event thar vour pracnee operates as a C corpors-
ton-and the DMSC agrees to acquire the stock of your
pracuce, the sale of your stock may be classified as an
Internal Revenue Code Secnon 168 recrganizoon. In
this sinzanon, gan may be deferred to the extent thar your
stock was exchanged for DMSC stoci. However, any
increase in the value of the DMSC stock after the sale of
the stock of vour pracoce would be tmxable upon it lame
sale.

M

A more likely scenario is thar the DMSC would agree
m acquire the assess of your pracdee. Therefore, if o
pracuce operatss as a2 C corporadon and sells its assers,
there are two levels of tax imposed: 35 percent ar the cor-
poratz level and another tax at the selling dendsc’s individ-
ual tax race. In essence, there can be well over 4 55 percent
tax rate when a professional C corporation sells its assers.

Practices operaang other than as C corporation ent-
ues do not face double mxaton upon the sale of asses,
The mx implicanons of any practice sale should carefully
be considered while any management, consultng and
deferred compensaton armangements should be handled
mn gccordance with applicable federai tx regulations.

Ar the stre and federal levels, there can be cermin con-
sideranons relatve to seiling your practice to 2 DMSC,
They include

* Fee-splitung concerns since you are, in essence,
“splitung” the fee with the DMSC.

* The fact that some smtes quesnon whether 2 DMSC
is engaged in the unauthonzed pracuce of dendstrv.

* Whether the unbundling of fees poses a problem
under both federal anomust faw and applicable smre insur-
ance laws,

These marers, and others, shouid be reviewed and
addressed pior w selling vour practice to a DMSC.

record for atmining these goals. All
Securites and Exchange Commussion
filings and documents permining to
the DMSC should be obrained and
reviewed as well, All of tus documen-
moon should be scrunnized pror 1o
releasing anv informanon on your
pracuce. Thereafter, sign 3 confiden-
ality agreement with the DMSC.
whereby informaton with respecs w
your practice will not be used against
you in the event thar vou do nor sel!
your practce o the DMSC.
Distinguish the confidennality agree-
ment from 2 letter of intenr. which
outiines the terms and condidons of
the saie of vour pracnce. Unless VoL
are absolureiv cermun that vou desire
0 negonate with only one DMVSC, be
Cunous in granung an erclusive righ:
@ negonate for 2 specified me per-
od. Any lerter of intent should be
drafred as 3 non-binding proposal,
subject to the sxecuton of definigve
legal document. In other words. do
not allow a lecer of intent to have
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more meaning than vou inmnd. After
the sale, your due dilizence conunues.
You will have to assure thar you are
being paid the full purchase price
when due: you will have to provide
any required management fess o the
DMSC after the sale and, wvprcally,
vou will remain 1n the pracace as an
empiovee of the DMSC for some
penod of ome.

Read the fine prnt

Like anv other business, DMSCs are
In Dusiness to make money. Bafore
=ntenng into anv sgre=ment to sell, be
sure vou undersmand all of the Ane
print of the contract and vour long-
term obligations to the company.
Most agreemenc all for vou w oro-
vide the DMSC with “managemen:
fees.” Some fess range from 14 o 20
percent or more of vearly collecdons.
Others il for up o 30 percent of the
pre-mx net before owners compensa-
gon. Either way, it can add up to 3

hefy sum. The DMSC has o realize

a retwm on its mvestment. [f ie has pu
130,000 o the pracoce, i will need
a 15 to 25 percent rerurn on thas
invesument eacn year, If the DMSC
mmvests $3500,000 into the praenice,
under me buy-our terms it will need

10 FECOUp an InVestment remrn of

570,000 or $80,000. Addidonaily, che
DMSC has to have its general and
adminiscranve expenses paid: salares
foris CEO. president, chief operar-
ing officer, chief financial officer, sec-
reanes, erc, Also, included i these
mxpenses s the money for the mainers
and consuitants the DMSC brings
mw e pracoes “from cme-to-ame.”

Finally, the DMSC has to assure
mat it has buiit profit into its borom-
line so thar the companys stock value
can appreciate. This money has to
come out of what used to be called the
denoist’s pre-tax, take-home pav.
Therefore, to receive vour anoopated
compensagon and o assure thar che
stock is wiable so that you can ulo-
mately realize the full purchase prcs
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for your practice, profimbility must
increase at a rate equal m these man-
agemenc fees.

Many DMSCs stte they mncrease
the pre-tax net of the dental pracoce
by reducing supply costs through bulk
inventories. In facr, a 25 percent
reducton in supply costs would add
only about 1.5 percent w the botom
line. Thats only $7,000 w the bomom
line of a $300,000 pracuce.

IMSCs mav exeend the hours of

circumstances. Additionally, the
DMSC should be subject to 2 non-
compere in the event that vou r2open
vour pracuce. Further, you should
have the abiiity to re-enter the
premuses under any lease (whether
vou own the bulding or nog), if neces-
sary. Finallv, vou should have 3 “frst
security incerest” on the pracuce
assers or stock that vou sold o the
DMSC.

When a subsznoal part of the sale

of the practce is ted to the sale of the
stock and the company does not go
public, where does that leave the den-
ast? Possibly selling the pracoce for
less money than it is worth because
part of the sale price is ted to the
stock of the DMSC. Additonally,
pubiic stock cannot be sold unnl a
DMSC goes public. Assurung @ pub-
be offering is successfui, do not expect
to sell your DMSC stock quickiv. The

Securioes and Exchange Comirmussion

operadon to reduce fadlity coss and
the amornzagon of denml equipment
eosts, and mav move two or three
pracinoners into a one-dennst office.
There is some validity to tus concept |
from a business perspecove. There i
nio sense in having a dental pracoce sit
idle weekends or evenungs. The ques-
mon is, how many denoises with how
many different personalides will be
brought together in order m accom-
plish the cost reducoons? What con-
trol, supulated in wonng, do you have
pver these 1ssues?

Terminanng an agreement ‘
Lees look at what can happen if the
arrangement doesm T work ouc as anoc-
ipated. In most cases, the dennst
elecong to termunate the operaong
agreement will walk away from the
promissory note and, more than like-
iv, walk away from the oprion w pur-
chase stock or the stock that he or she
holds. The fine princis very impormnt
here. The dennst who doesn't like the
DMSC and doesn't like being an
emploves, mav have to walk away |
from his or her pracues with S130,000
or 5200,000, and thats v

On the other hand, many agree- |
ments allow te dentst the opoon of
buving back the pracoce. Be carenul
here, too, to avoid paving more © get
the practce back than vou ongmally |
gor in cash for selling i There usuailv
are substandal penaldes artmched to
practice buy-backs. Certainly, vou
would want vour pracges back if vou
were not ve: reurec. 1 hercfors, any
covenant not to compete snould be
null and void under cermin negooated |
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usually mandates 2 two-year holding
period prior to such stock betng sold

Because DMSCs consorute rela-
gvely new ground on Wall Streer,
expect the Securiges and Exchange
Commission to impose addiuonal
resmictions. In the funure, selling your
practice and ownang stock ina DMSC
may become more complex.

In the event that 2 DMSC is
unsueeessiul, it can file bankruprey,
close its doors, be merged or sold. In
the event of bankruptcy, what are me
responsibilines of the dennst? Whar
arc the dentists chances of being pad
on the promussory nore? Ar this point,
the stock opuons become 2 mute
point. In the event the DMSC is sold
w or merged with another company,
what are the denosts nghts in the new
arrangement” Your cononued oblgi-
oons under these circumstances
should be considered and negonated
prior to your selling in me first place.
For exampie, vou may be verv happy

with wvour arrangement with a
DMSC. However, if it ts merged with
another company or 1s sold, there may
be new management and operagonal
svstems to contend with. As a2 result
vou could be very unhappy with the
new arrangement and wish t© termi-
nate your emplovment, be paid all
sums due vou immediately, mke your
pracoce back or otherwise have the
ability to terminate che agreement

A good DMSC should provide a
wide range of servicss: billing and col-
lecang, scheduling and record man-
agement, Negouanng with insurers,
recrwnng saff, leasing 3 pracoes fadl-
ity, purchasing eguipment, £rc.
Realize, however, that mest DMSCs
parogpate in managed care; its sither
in their contract or part of their future
planmung. And, as far as marketing for
new panents is concemed, the enoce-
mens of reduced fees or other “free-
bies™ mav nor elicr the kand of quality
PADENTS At VOU Want to Jmrace

In short, read the fine princ. Pay
artention o whats there, 25 well as w
whnars noc there, DNVSC successes to
date have been primarily with
orthodonte offices, due 1o the sum-
lanoes from office to office. It is more
difficuit for 2 DMSC m be successful
with GPs, due m the fcr thar offices
can be quite diverse in the services
offered to pauents, along wich the sys-
temns that support these services.

If you decide that such a venoure is
nght for you, be sure that you want to
work as an employvee, and that you
completely undersmnd your absolute,
downside sk As one DMSC execu-
ave said 1o us, “Dennst are a loo dif-
ferent than physicians. They are hard-
er to control and moovare.”

“Of course," we replied, “denusts
are hard-driving enmepreneurs who
are used to achieving their wins inde-
pendendy. Welcome 1o the waorld of
dﬂ'll‘.‘iﬁtl‘:.‘."
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Visit the Colgate® website today and find out how much it can felp you.
Each maonth. vou get
m Marketng tips W Taxtips ® Practice buiiders w 5=(f notes @ Plus a free job piacement bulletin board
where you can seed employment or hire sizff memoes

Here's how 1o get thers:

1.Go to: www.colgate.com 2. Click on: Protessional Wordd 3. ick an: Practice Management
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