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Two years ago, I received a call from a general dentist whom I had known for over twenty years.  In fact, eight years prior to his call we had completed for him what our firm refers to as a “feasibility study.”  At that time, he was about to hire an associate to assist him in sustaining his practice growth and providing care for an abundant flow of new patients.  She desired a degree of specificity with respect to her long-term future within the practice.
We refer to this as a feasibility study because we can use the practice Fair Market Valuation as a tool to measure the impact of changes within the practice, e.g., movement to a new practice facility, a reduction in staff salaries, the acquisition of a Cerec unit in order to reduce laboratory costs, etc.  Called by various names by other consultants, this study is comprised of three separate exhibits: (1) a Fair Market Valuation of the doctor’s practice; (2) outlines for several possible methods of practice transition; and (3) various financial pro-formas outlining the benefits for both the senior associate/practice owner as well as a prospective junior associate/practice-interest purchaser.
In this specific case, we completed a plan whereby this young woman might be able to purchase minority interests in the senior doctor’s practice up to a total ownership position of 50 percent.  We delineated the production “triggers” that would allow her to exercise her options as well as a possible methodology for determining the purchase price.  Since, at that time, banks were unwilling to finance minority interest acquisition, it was agreed that the senior doctor would provide the financing.  Further, we created an outline of the future partnership agreement, including the division of practice net income and the allocation of practice operating expenses.

Although an end-in-mind plan had been developed, the doctor never followed up with the actual drafting of such an associate agreement.  It later came to light that a simple, “swinging-door” contract had been executed by both parties.  It included provisions that detailed the duties of the associate, the compensation to be paid, and a fairly specific covenant not to compete, but no outline of a partnership buy-in was included.
Perhaps due to an excessive workload, the senior doctor had a massive heart attack during the summer of that same year and was not expected to recover.  The associate continued to carry the load, even during her third trimester of pregnancy.  Miraculously, the senior doctor recovered, only to discover his long-term associate planned to open a new office and breach the provisions of her outdated covenant not to compete.  Although the senior doctor sent a letter to all patients as an attempt at “damage control,” his physician was adamant that he curtail his practice schedule or face the certainty of a life-ending second heart attack.
At his request, I reappraised the practice and listed it for sale.  Because of the competitive threat of the prior associate, we determined that a larger than usual contingency work-out provision was required in order to sell the practice.  Purchase terms were reached with a potential purchaser by the summer of 2008.  While obtaining financing was a challenge, a letter of commitment was finally obtained, and the sale closed on August 1, 2008.  Given the credit crisis existing in 2009, it is doubtful whether, six months later, anyone but the strongest of borrowers could have obtained a bank loan without a substantial note carry-back on the part of the seller.  Since the selling doctor was only 61 years old and needed to remain as an employee for health insurance coverage, a four-year employment agreement was reached whereby the seller would continue to practice on a limited basis.  Given the size of the practice and the availability of six treatment rooms, this longer than usual transition period was welcomed by the purchaser.  The uncertainty of contingency payments to be made by the purchaser was lessened by the seller’s ongoing presence within the practice.  As a postscript, only five months after closing, the senior doctor’s physician directed him to curtail all of his practice efforts.  He said goodbye to his patients and subsequently moved to his vacation beach house.

Practice Lifecycle

I tell this somewhat long story to stress three very important points: (1) There is a lifecycle to one’s private practice career; (2) Long-term transition planning is vital to realizing the entirety of one’s practice value at the point of sale; and (3) Communication with respect to the long-term objectives of one’s associate is absolutely critical to relationship longevity.  In terms of this third point, e.g., communication with one’s associate, we devoted considerable time to this important subject in the chapter entitled “How to Reduce Partnership Failure.”  Suffice it to say, the senior doctor mentioned above had all of the elements in place for a smooth, long-term transition had he only listened to his associate at the outset of their relationship.  Indeed, he was fortunate that the associateship lasted as long it did.  In the end, and not by design of the senior doctor, the practice transition culminated in what was, for all intents and purposes, a “walk-away sale.”  
Since this chapter is about the most traditional, and still most possible, of all dental practice sales, let us examine the lifecycle of a general dental or specialty practice.  Whether it is a new start-up or the result of a practice acquisition, the first phase of practice can be entitled the growth stage.  During this period, the new doctor presses all of his or her energy into the enhancement of treatment services and the expansion of the patient base.  Internal and external marketing methods are coordinated with the forging of a coherent practice image relevant to the patient base.  Critical staff is hired to ensure the continuity of service.  Treatment capacity is expanded through technology and equipment upgrades.  A larger facility may be constructed with as many as six treatment rooms for extra hygiene capability and further growth.
After some years, perhaps after the owner’s youngest child graduates from a university, the traditional practice enters a leveling off or plateau stage.  New patient flow adequately sustains production status quo.  Profit margins tend to increase by one or two percentage points because there is little new investment in new practice facility plant and equipment.  Practice protocols become somewhat institutionalized.  Long-tenured staff members maintain the regularity of patient care and ongoing restorative treatment.  At this point, the owner-dentist must make a critical decision.  In consulting with both spouse and peers, the dentist must determine if he or she has the emotional makeup and temperament to work in a collaborative partnership relationship and longer-term transition or whether plans for a more traditional walk-away sale should be set in place.  The nuances of partnership formation as well as the ingredients for success in this form of practice have been discussed in previous chapters.

Suffice it to say that without the hiring of an associate dentist, the practice will eventually enter into the declination stage.  The most common symptom of this phase is a feeling of “burnout” on the part of the owner.  Monthly production begins to diminish, and new patient flow decreases.  Even the staff may begin to feel uneasy about their future.  As expenses remain constant and practice revenues decline, the doctor’s accountant points out that operating profit margins are decreasing.  Finally, the practitioner determines that he or she should probably visit a practice transition consultant.
When the practice Fair Market Valuation is completed by the appraiser/consultant, the owner doctor is surprised that the conclusion of value reached by the appraiser is below the amount that he or she had determined would be added to retirement assets.  Unfortunately, the doctor had used a peer consensus “rule of thumb” and estimated the value of the practice as a percentage of the previous year’s revenues.  The appraiser/consultant explains, in most serious terms, that practice value is impacted by the level of business revenues as well as the age of equipment, yet is largely driven by net profits.  The purchaser needs to draw out a Return to Labor, e.g., 30 percent of practice collections, or what they could earn working as an associate, to support his or her family.  The excess profit, i.e., the amount in excess of 30 percent, is used to service the practice acquisition note and as compensation for the added work of operating a practice.  There is, in fact, a direct correlation between the projected amount of excess profit and practice value.  The lower the amount of excess profit, the lower will be the concluded practice value, and vice versa.  The potential for substantial incremental income must exist to make the added work of practice ownership worthwhile to a purchaser.
Further, as the profit is squeezed in this period of practice decline, a potential purchaser becomes even less willing to pay a higher value to the seller because he or she is unsure about whether a practice turnaround is possible.  If such rejuvenation is achieved, the purchaser then wonders whether the seller should be rewarded for the purchaser’s extraordinary effort.  As this reality session with the consultant continues, the advisor posits that the dentist has two choices: (1) sell the practice as it currently exists, or (2) attempt to restore the practice to former levels of revenue and profitability.  While the latter prospect seems possible, candid conversation with one’s spouse may render this option as out of the question.  The doctor may finally recognize they lack the energy or the initiative to reinstitute the marketing thrust required to elevate new patient flow or to enhance the daily patient treatment load.

Transition planning must begin before the declination stage.  Recognizing that the plateau stage is coming to an end may be difficult to admit, but it is critically important to self-diagnose the sense that practicing dentistry is not as much fun as it used to be.  This is a sign of burnout.  And procrastination could be disastrous for both you and your spouse.  If the previously mentioned doctor’s heart attack had been fatal, his wife would have been left with little or nothing to sell but the tangible assets and a professional building leasehold.  The assumption by any potential purchaser would have been that the majority of the deceased doctor’s patients would transfer their records to his associate of eight years.

Services of Practice Consultant
Let us assume that your practice consultant has completed a feasibility study that includes a Fair Market Valuation and a set of transitions terms that are achievable in the marketplace.  Let us also assume your practice has only four treatment rooms and an associate buy-in and subsequent buyout is probably not feasible without building a new facility.  Your financial planner assessed the state of your investment assets and concluded that, when combined with the after-tax proceeds of a practice sale, you and your wife will have accumulated sufficient assets for a comfortable retirement.  He or she felt that a walk-away sale would be optimum and recommended it be executed in the next one to three years.

Your next major decision is whether to handle the practice sale on your own, in conjunction with your accountant and attorney, or to enlist the services of a broker.  While some brokers offer free practice appraisals and others charge a fee for these services, you determine that you want an objective opinion and recognize that you probably get what you pay for.  After consulting your peers and checking references, you choose a firm that charges a fee for their services.  At the initial meeting, you judge the professionalism of the firm and assess whether you want to enlist their services.  You are pleased with their candor and feel they can adequately represent you in the marketplace.  They explain that, given the size of your practice, the cost of their services will be some percentage of the total dollars realized by you from the sale, minus the costs of the initial practice analysis.  However, they may also make their services available on an hourly basis, if you choose to find your own purchaser.

Further inquiry shows that the following services are provided for their commission:

1. Preparation of a practice offering memorandum that would include:

(a) a full, written appraisal of the practice;

(b) an outline of probable sales terms for the practice;

(c) a financial pro forma illustrating income for the proposed purchaser after payment of practice operating expenses and bank note;

(d) practice financial statements including accounts receivable aging;
(e) practice tax returns;
(f) three-year qualitative practice data including new patient flow, production and collection information by producer; and production by procedure; 

(g) patient base information including age, gender, zip code spread, and reimbursement method;

(h) employee information including tenure with the practice, compensation and benefits, and strengths and weaknesses;

(i) list of office and professional equipment to be sold as well as information on personal items that would not be transferred at closing;

(j) copy of the facility space lease including information regarding option for renewal;

(k) facility schematic;

(l) pictures of the office; and
(m) community information, including area population research.

2. Confidential practice marketing on a regional, statewide, and national basis;
3. Preliminary screening of all candidates (including their personal, technical, and financial capability) and subsequent establishment of meetings and, possibly, working interviews with you;
4. Subsequent to your approval, shipment of copies of the offering memorandum to potential candidates;
5. Meetings with the potential candidates to answer any questions about the practice as well as the proposed terms of sale;
6. Development of a letter of intent/earnest money contract with your choice of the optimum purchaser candidate;
7. Execution of earnest money contract and deposit of escrow funds until date of closing;
8. Draft preparation of all required closing documents for legal review:

(a) Contract of Purchase and Sale;
(b) Bill of Sale;
(c) Promissory Note, if required;
(d) Security Agreement, if required;
(e) Employment Agreements, if required; and
(f) Facility Lease, if required.

9. Mediation of all revisions to closing documents with attorneys for purchaser and seller;
10. Creation of a letter to all patients and referrers announcing that a change in practice and patient responsibility would be forthcoming;
11. Procurement of financing alternatives and bank financing commitment letter;
12. Assistance in acquisition of required life and disability coverages with their appropriate collateral assignments;
13. Assistance in acquisition of appropriate lien releases;
14. Preparation of a closing statement including proration of staff vacation and sick days, patient credits, lease payments, utilities, maintenance agreements, treatment-in-process, etc.;
15. Preparation of disbursement letters;
16. Arrangements for closing including notarization of all documents;
17. Shipment of copies of all documents to financial institution for disbursement of acquisition funds; and
18. Duplication of all closing documents and forwarding to all parties, including attorneys.

Notwithstanding the fact that you have several potential purchaser candidates who may be interested, you decide to utilize the appraiser/brokerage firm to handle the walk-away sale of your practice.  The broker fully explains the terms of sale such that there will be no misunderstanding when a letter of intent is presented to you on behalf of a potential purchaser.
Cash and Contingent Term 

Also discussed is the fact that you will not be receiving 100 percent of the practice value in cash as you did when you and your spouse sold your last house.  In fact, there will be two cash components to the amount paid by the purchaser to you.  Ninety percent of the purchase price will be paid with a cashier’s check at closing.  You will receive the remaining ten percent in the form of contingency earn-out payments, paid on a monthly basis.  Discussion then returns to the appraisal and the difference between tangible and intangible assets.  While a house is a 100 percent tangible asset, a dental practice is a 60 percent to 90 percent intangible asset.  This determination is made by subtracting the value of the dental supplies as well as the office and professional equipment from the total appraised practice value.

The intangible value is the result of profitable revenue in excess of the Return to Labor and is a function of both a projection by the appraiser of future practice operating revenue as well as operating expenses.  Both projections are guaranteed to be wrong: they will be either high or low.  If the revenue projections are low, the purchaser received a good value on his invested dollars.  However, if the revenue projections are high, the purchaser received less than that for which he or she paid.  Both you and the broker represent that both projected revenue and projected expenses can be sustained subsequent to closing.  You cannot be held accountable for the manner in which the purchaser operates the business, e.g., operating expenses such as staffing, office and dental supplies, advertising, choice of laboratories, etc.  However, the integrity of the transition process, including the introduction to patients and patient referrers, is within your control as the seller.

The contingency payment represents several thousand reasons for you to make an effective transfer of patient revenue and to ensure a win-win relationship with the purchaser.  Most certainly, if your son or daughter were purchasing a practice, this would be an important provision.  If the revenue secured by the purchasing doctor is equal to, or exceed, the revenue projections contained in the appraisal, then the value concluded in the valuation is sustained.  On the other hand, if the revenues are less than those projected in the appraisal, for whatever the reason, then the appraisal and the consequent purchase price are too high.  This deficit in projected revenues could occur as the result of a lack of “transition” assistance on the part of the seller.  It could also be due to a transfer of existing patient loyalties to an alternative dental provider because of a less than optimum choice of purchaser in terms of social style, technical capacity, or even ethnicity.  A reduction of new patient flow caused by a downturn in the local economy or competition from three new dentists who moved into the area would prove that the original assumptions in the appraisal about new patients were wrong.

  

The contingency payment is calculated and paid each month on an annualized basis.  An agreed upon percentage is paid to the seller on the tenth of the month for the prior month’s revenue deposits (to the purchaser’s practice operating account) that are in excess of a specified revenue threshold.  In other words, if the revenues meet or exceed those projected in the appraisal over the contingency period, the seller will “earn out” the appraised value and purchase price agreed to by the parties.  Attached to the contingency check is both the statement of prior month collections from the in-place dental software system as well as the worksheet indicating how the amount of the contingency payment was calculated.  An example of such an arrangement and its calculation can be found at www.yourpracticeasset.com.

There are four questions the seller of the practice should consider regarding the reasonableness of the contingency arrangement:
1. Why do many other brokers remove the seller from any transition risk by securing all of the seller’s cash proceeds at the time of closing?  There are probably two reasons: (i) they do not want to be held accountable in any way for the “match” between purchaser and seller; and (ii) they want all of their commission at the time of closing.  When a contingency arrangement is utilized, the broker expects to receive his commission only when monies are received by the seller.  Thus, as the seller receives his contingency payments each month, a portion equal to the agreed-upon commission is also mailed to the broker, attached to a copy of the worksheet and the collections record.  In other words, everyone is on the same side of the table: the purchaser, the seller, and the broker.  This is also a reassuring term for the purchaser and their spouse as well as their father-in-law, attorney, CPA, etc.

When the closing hammer comes down and 100 percent of the cash price has been paid, regardless of statements to the contrary, the seller’s attention often turns to the golf course and other diversions.  The seller should ask, “Would I like this term if my son or daughter was paying $600,000 for a dental practice, of which $500,000 was goodwill?”  I should clarify here that, in partnership buy-in arrangements, a contingency arrangement is rarely used because the buy-in has been preceded by at least a one-year “courtship.”  Conversely, if the practice being sold is subsequent to the recent death of the practice owner dentist, the contingency pay-out could be as much as 50 percent, depending on the degree of risk, e.g., zip code spread or extent of market competition.  Some brokers attempt to estimate such risk and cram down the purchase price.  I believe that, if the widow can lend valuable transition assistance and, in fact, the purchaser equals or betters the practice revenues of the deceased dentist, she deserves to obtain full value for the practice.

2. How can the seller be assured that the purchaser will work hard enough to duplicate the revenues and, thus, pay the contingency payments?  They can’t!  And if either the broker or the seller has any doubts, they should find another potential purchaser.  Remember, everyone has a vested interest in the purchaser’s success.  What seller would like to hear that his purchaser was forced to file for bankruptcy because he or she did not have the capacities to be a good CEO, CFO, and VP of Human Resources?  To be sure, banking institutions love contingency arrangements because it ensures that the seller has “skin in the deal.”  Finally, the seller has a responsibility to his patients of many years to find an individual who not only can take good care of their treatment needs but also has the capability to run a business successfully.
3. How can the seller be assured that his or her patients will like the proposed purchaser?  There’s no guarantee, but, on the other hand, who knows better than the seller?  He or she knows each patient and the purchaser as well—or, at least, he or she should!  If there is any doubt, there should be another dinner meeting with the purchaser and his/her spouse.  If there is still any doubt, there should be another working interview.  The seller owes it to his or her patients.  Two examples underscore this point.  (1) A well known broker/loan intermediary sold the Houston practice of a 65-year-old Jewish male dentist to a 26-year-old African-American female dentist from Los Angeles.  Practice revenues dropped by 50 percent and the young woman went bankrupt.  (2) A large national practice brokerage firm persuaded a single male dentist from Phoenix to purchase the large practice of a retiring dentist in a small town in East Texas.  Since bank financing could not be arranged, the same firm, under the guise of dual-representation, persuaded the seller to “tote the note.”  The young purchaser borrowed some additional funds from the local bank to add new equipment for the practice.  Within two years, the purchaser skipped out in the middle of the night.  Of his own volition, the retiring doctor paid off the bank note and reassumed control of the practice.

4. How can the seller be assured that the purchaser will not fraudulently under-report the revenues under which the contingency payments are based?  The seller can’t!  First remember that the broker also has a vested interest in seeing the totality of the contingency payments being made.  Second, if either the seller or broker has any doubt about the integrity of the purchaser, they should find another purchaser.  Third, remember that a thorough credit analysis has been completed by the financing institution and, in most cases, trust issues will arise, if they are present.  Fourth, as part of the contingency arrangement, the purchaser must also forward copies of his or her tax returns as well as annual financial statements to the seller and broker.  Obviously, they must concur.  It is one thing to lie to a seller; it is something else to also defraud the U.S. Treasury Department.  Although the most obvious method of fraud is through unreported cash payments, in most cases the purchaser would need to involve a member of the staff in the scheme.  It is has been my experience that this rarely happens during a dentist’s first three years in practice—the usual number of years over which a contingency is paid.  Finally, it has also been my experience that dentists are incredibly honest!
While there has been much written about the subject of contingency work-out payments, suffice it to say that I believe very much in their use as well as their efficacy in optimizing the success of dental practice transitions.  Tangible assets can be used as collateral and, if need be, can be resold.  As bankers will tell you, goodwill is poof, smoke, blue-sky!  In fact, the reason that traditional banks will not make practice acquisition loans is that there is insufficient hard collateral.  Only because of the very low default rates on dental practice loans have specialty lenders arisen, e.g., Bank of America, Matsco (wholly owned by Wells Fargo), U.S. Bancorp, Main Street Bank, and First Command.
Just as the bank will require protection in the event that certain insurable events should occur, the seller also deserves such protection.  If, for example, the practice facility should be destroyed by fire, tornado, or hurricane or damaged by flood or wind, monies due both the bank and the seller are in jeopardy.  Likewise, if the purchaser should die or be disabled, the probability of promissory note or contingency payments being paid is unlikely.  The financial institution providing acquisition funding will require that they be named as collateral assignee on property and liability insurance as well as life and disability coverages.  The seller should also be named.  Obviously, the seller will be in a second lien position behind the bank with respect to tangible and intangible asset collateralization.  In terms of the insurance protection, the purchaser should provide, and pay for, sufficient insurance such that the full amount of the contingency would be paid in the event of his or her death or disability.  At www.yourpracticeasset.com, you will find a worksheet on how to create and calculate a contingency arrangement.  The website also contains an Abridged Terms of Sale (a.k.a., earnest money contract) in which you will find language describing a contingency arrangement that coordinates with the worksheet.

Accounts Receivable and Contracts Receivable
Many sellers and practice brokers prefer to arrive at a purchase price and then transfer the value of the accounts receivable concurrent with the sale of the practice.  The obvious problem is how to value the receivables.  While the value will eventually be known, that number is merely an educated guess on the date of closing.  A seller always believes the accounts are worth more, and a purchaser always thinks they are worth less.  The primary reason that some brokers include accounts receivable in the purchase price is because this amount also becomes commissionable as of the date of closing.  The explanation given to the purchaser is that by transferring the value with the sale, the front desk staff avoids having to separate receivables between seller and purchaser subsequent to closing.  They point out that additional monies that must be borrowed by the purchaser are offset by the fact that working capital is no longer necessary.
Our firm does not include accounts receivable for several important reasons.  In a well-run practice, they typically amount to about one month’s collections, depending on how quickly the office processes insurance claims.  If accounts receivable remain an asset of the seller, at least the purchaser is assured of maintaining the attention of the seller until the majority of the receivables have been collected.
Let us address each of these issues so that you can determine the optimum strategy for your situation.  Keep in mind that if a win-win relationship is not established, the sale has a high probability of imploding prior to the date of closing.  Remember also that the purchaser often does not have representation and is counting on the seller to treat him or her in the same fashion the seller would want their own son or daughter to be treated.
By applying a percentage to each category of accounts receivable, an estimate of sale value can be calculated.  (Please see a table for such an analysis at www.yourpracticeasset.com.)  Obviously, the differences in valuation conclusions completed by seller and purchaser result from the different percentages utilized, the seller normally assuming a higher percentage than the purchaser.  While a compromise may be possible, if you are going to sell accounts receivable, we recommend setting up a “reconciling account.”  Specific contract wording for this approach can be found at www.yourpracticeasset.com.

To create the “reconciling account,” the parties agree that, if an amount greater than the price paid for the seller’s accounts receivable is collected by the purchaser, then the purchaser will pay the seller the specific amount of the overage.  If the amount collected by the purchaser during the year following the date of closing is less than what the purchaser actually paid for this asset, then the seller pays the purchaser for the deficiency.  Under this arrangement, the seller must bear the risk that his or her receivables will not be actively pursued.
If receivables are not sold, there are certain caveats that must be included in the Contract of Purchase and Sale.  First, “Unless the PURCHASER shall obtain prior agreement from SELLER, payments from patients with balances due to both SELLER and PURCHASER will be credited against the oldest balance first.”  Second, “Insurance assignments will be credited according to the particular and related claim.”  The entire purpose of such language is to remove any conflict of interest on the part of the purchaser that could develop because of any unpaid balances that are still due the seller subsequent to closing.
There is also the matter of accounts receivable versus contracts receivable.  An account receivable results from work performed by the seller for which he or she has not been paid.  Contracts receivable represent work yet to be completed but for which a patient has committed to being completed, most likely in written form but, perhaps, in non-written form.  In years past, this was primarily an issue only within orthodontic practices.  The issue was complicated by the practice of some accountants to incorporate the full amount of contracts receivable as accounts receivable despite the fact that they represented work as yet uncompleted.

For example, a parent has committed to paying a total of $5,800 for a two-year orthodontic treatment plan on behalf of a son or daughter.  At the time of banding, the parent may have paid $1,000 and committed to paying $200 per month for the next twenty-four months.  If twelve months of treatment is completed and the parent is not in arrears, there remains twelve months of payments at $200 per month.  In other words, the amount of the uncompleted contract receivable is $2,400.  In some cases, the $2,400 would be carried on the balance sheet of the orthodontic practice along with all the other contracts receivable.  Clearly, this is not an account receivable in any sense of the term.  Not only has the work not been completed, the parent could transfer the child’s case to another orthodontist.  If this orthodontic practice were sold in its entirety, the $2,400 remaining on the contract would be included as a practice asset.  And as the treatment is completed by the purchaser, the remaining balance would be paid to him or her over the next twelve months.  At the same time, if the parent was in arrears on the twelfth monthly payment, that amount would appear in the accounts receivable because the work had been completed but, as of the date of closing, had not been paid.
The issue is further complicated by the fact that many orthodontists receive the full payment for certain cases in advance of the treatment having been started.  At the time of closing, such amounts must be recalculated as patient credits to the purchaser, and the following clause must appear in the closing documents: “Payments received in advance of sale or service will be recorded as a liability to the patient until delivery of sales or service.”  With the advent of implant and larger cosmetic cases, doctors sometimes require substantive amounts of payment in advance of work being completed.  Unless, within the transition terms, the selling doctor is allowed to complete those cases for which treatment was planned and begun prior to closing, such amounts also appear as patient credits and are credited to the purchaser within the statement at the time of closing.

As a result of overpayment by insurance companies, there may be patient credits that remain a liability of the seller.  These are usually funds received by the doctor in excess of the total treatment charges and are due the patient.  The doctor must either pay out the monies to the patient or provide additional services.  In some cases, such credits are offset against accounts receivable purchased or even offset against certain amounts of accounts payable.  This is less than optimum practice, because it is most imprecise.  If other amounts need to be reconciled post-closing, one party will reach back to certain concessions made prior to closing and suggest that all of the credits and debits even out.  Rarely do they even out, and in the end, what was a good relationship is tarnished to a greater or lesser extent.
In all cases, patient credits are the liability of the seller.  Usually, they have arisen because of an underestimation of insurance reimbursement.  But whatever the reason, the doctor has been overpaid for his services and, as such, the credit can be seen as a “coupon” against future treatment to be rendered on behalf of the patient.  Thus, for the seller to pay out such amounts before closing could be detrimental to the purchaser.  The patient would have no incentive to return to the practice and “redeem” their credit coupon.  However, there are some credits that are several years old.  Checks for the credit balance may even have been mailed to the patient, but have been returned as “undeliverable.”  At our firm, we adopt a “six-month convention” that credits to the purchaser at the time of closing any patient claims that arose within six months of the time of closing.  Those credits that arose prior to the six months before closing are still the responsibility of the seller, but will only be recognized if the patient actually claims them from the purchaser.  In the interest of patient goodwill, the purchaser recognizes the claim as a credit at the time of new treatment.  He or she then either deducts the amount from the contingency payment due the seller in the following month or sends a statement to the seller requesting reimbursement.
Employment Agreement for Seller
As discussed in a prior chapter, only if a practice is large enough to support two providers will there be a necessity, or a desire on the part of the purchaser, to enter into a long-term relationship in which the purchaser becomes the employer of the seller.  The seller cannot sell the “tree” and at the same time demand continued ownership of a portion of the “fruit.”  A financial analysis prior to entering into an earnest money contract should include a determination of whether there is sufficient production for the purchaser to (1) pay all practice operating expenses, (2) amortize required payments, and (3) provide for his or her family after taxes and after any student debt payments.  In order to acquire financing, the net practice income after these deductions must be equal to or greater than the family budget that the purchaser submits to the bank.

Only if such amounts can be paid by the purchaser would the option for the seller to remain working in the practice be extended.  Even under these circumstances there needs to be an “inside limiter” for there to be a win-win relationship for both parties.  For example, if the purchaser has paid what was deemed to be a fair amount for the acquisition of a practice generating $50,000 of monthly revenues, the seller should be paid only on amounts whereby his production adds to the $600,000 annual revenue level.  In other words, if in a given month the practice generates $70,000 of collections, the seller’s compensation would be limited to $6,000, i.e., 30 percent of the additional $20,000 of revenues.  This compensation paid to the seller would be a maximum notwithstanding the actual collections generated by the seller in excess of $20,000.  His or her value as a provider should only be “additive” to the practice value acquired by the purchaser, e.g., that which is in excess of $50,000 per month on an annualized basis.  Logic would dictate the critical nature of this provision, in that under no circumstances should the purchaser of the practice be in competition with the former owner.  To be sure, if the seller is in the practice on a given day, former patients might feel more comfortable with, and prefer the services of, the seller instead of the purchaser.  Despite significant negotiation regarding the length of the transition period, I have often received a phone call from the purchaser several days following the date of closing.  In most apologetic terms, he or she solicits my assistance in explaining to the seller that his or her services are no longer required.

Nevertheless, it is vital that a standby employment agreement be executed by the seller at the time of practice closing, even if it is assumed that no compensation would be paid under the terms of the agreement.  If the purchaser should become disabled, contract a long illness, or need to be absent from the practice due to the illness of a family member, the logical person to step in, if he or she is available, is the seller.  Under these circumstances, the terms of employment would already have been reached and agreed upon by the parties.  The rate to be paid to the seller should be the percentage of collections that coincides with the Return to Labor utilized in the fair market appraisal used to determine the purchase price for the practice.  Although there are some states, e.g., Texas, where the seller’s name can only be left on the door of the practice for a limited period of time, I believe that such a legal requirement is obviated if an employment agreement is in place and the possibility exists for the seller to return to the practice on a limited basis.

Further Assistance and Transition Period
The employment agreement with the seller is compensatory and payable for “wet finger dentistry” provided in the practice under all circumstances.  However, as part and parcel of the transfer of goodwill to the purchaser, non-compensatory transition assistance is also required.  This assistance would be during the period immediately following the date of closing in two capacities: (1) introduction to the patients and referral sources of the seller and (2) case consultation with respect to certain patients and their treatment.  It is probable that the first type of assistance can be completed within the first thirty days subsequent to the transfer of the practice.  A letter from the seller discussing his or her long-term plan and an endorsement of the purchaser is critical.  Other means of introduction might include an open house to which patients are invited to meet the new owner, or even a cocktail party or one-on-one luncheons for critical referral sources.  In recognition that this transition assistance is needed, the seller should agree to compensate the buyer for some of these costs, e.g., the introductory letter.  Keep in mind that from 50 percent to as much as 85 percent of the value of the practice being transferred is intangible goodwill.  A sample introductory letter and an example of a transition language for a Contract of Purchase and Sale can be found at www.yourpracticeasset.com.

Covenant Not to Compete
Although non-competitive covenants are discussed in other chapters, the value of this provision as part of the negotiated terms of a walk-away sale cannot be overstated.  Certainly the majority of arbitration, and hopefully not litigation, has been over perceived breaches of the covenant not to compete by the former practice owner.  Sometimes these claims are justified and sometimes they are not.  When unjustified, the circumstances are usually the result of malfeasance or lack of business competence on the part of the purchaser.  He or she has found an attorney who says that the substance of the transaction can be undone and the seller should be forced to disgorge a portion of the sale proceeds.

Circumstances that drive this type of claim might include diminution of new patient flow, transferal of existing patient records to other practices, etc.  In most cases, these cases partially stem from a less-than-optimal choice of practice purchaser on the part of both seller and practice broker.  A practice is highly personal, and the personalities of some purchasers will not be compatible with either the existing patient base or a long-tenured, existing staff.  Since liquidated damages are usually significant and equal to the value of goodwill being transferred to a purchaser, a claim of competitive covenant breach is usually the easiest method by which a disgruntled purchaser can bring the seller back to the negotiating table.

Where there has been a violation by the seller of the covenant not to compete, it is usually the result of either boredom or a realization that financial resources are insufficient for retirement.  Under the first case, the selling doctor might be asked by a peer to cover for him during a protracted illness or an extended vacation.  Seizing the opportunity to return to practice, the former seller agrees to such a locum tenens position, even though it is within the covenant’s geographical area.  In the latter case, the seller starts practicing again because financial resources are running thin.  Even if the new practice location is outside the geographical radius, some patients will travel the distance to see the selling doctor in his or her new location.  The legal question under these circumstances normally revolves around whether “solicitation” occurred.  In any event, a retiring doctor and his or her spouse should assess the full range of financial possibilities before the practice is placed on the market for sale.

A covenant not to compete must be reasonable in terms of scope, geographic area and timeframe.  Except in the most unusual cases, the radius defining the area is usually not an issue.  I believe, however, that a different measure should apply to general dentistry practices than to any of the specialty fields.  Our firm suggests a ten-mile radius for a general dental practice in an urban area and a fifteen- to twenty-mile radius in a rural area as  a minimum to safeguard the purchaser and the valuable consideration paid for the goodwill of the practice.  In a specialty practice, a twenty-five-mile radius may be appropriate.  Nevertheless, individual state case law may require variations on these general guidelines.  With regard to timeframe, three years should be an absolute minimum to protect a purchaser from the competitive threat of a seller.  The purchaser has made possibly the most significant investment of his or her entire life and should be sheltered for a time in order to repay the bank that provided financing for the practice acquisition.

Some attorneys representing sellers would prefer that the courts determine the actual amount of damage in the event of a breach of the covenant not to compete.  I believe, however, that specific liquidated damages should be included in the letter of intent and then repeated in the contract of purchase and sale.  The seller should think twice before beginning to practice in a new location.  At the very least, he or she should inform the purchaser of his or her intentions.  If circumstances arise that the seller wants to see a specific patient who is not included on the exhibit included in the contract of purchase and sale naming patients that are excluded from the covenant, the seller should also contact the purchaser dentist.  Sample contract language to address non-compete covenants can be found on www.yourpracticeasset.com.
Patient Records
Obviously, patients cannot be bought or sold nor their records be maintained by the purchasing doctor, if in fact, the patient requests that their records be transferred to a new dentist.  Nevertheless, it is clear that the single largest asset being sold in the walk-away sale is the stream of patient revenue derived from the existing patient base.  As of the date of closing, the purchaser agrees to become the owner and custodian of the patient records being acquired.  The purchaser also agrees to provide copies of patient records to the seller in the event that they are required as a result of any kind of malpractice litigation or for future attempts at the collection of accounts receivable.  The purchaser further agrees that he or she will inform the seller if there is any contemplated destruction of patient records.

Finally, careful attention must be paid to the specific provisions of the state dental practices code applicable to the practice being sold.  In certain instances, ownership rights regarding the charts and records of the patient are granted to the “dentist performing the dental service” for that patient.  Sample contract language addressing patient records can be found at www.yourpracticeasset.com.
Use of Name, Telephone Numbers, and Website

An important objective of the walk-away sale is the transfer of patient loyalty.  From the patient’s perspective, the transition should be as seamless as possible.  The purchaser should be able to use the name of the seller in conjunction with his or her own in telephone directory listings as well as any other place where the seller’s name might appear for a period of time.  This would include building directories as well as advertising designed to communicate continuity of ongoing patient care to the patients of the practice.  Primary telephone and fax numbers, e-mail addresses, and website(s) also need to be transferred to the purchaser as part of the sale of intangible assets.  Needless to say, assistance by the seller in facilitating relationships between the purchaser and third-party payers is essential.
OSHA and HIPAA Compliance
 While total compliance with OSHA and HIPAA regulations is assumed to be the state of all dental offices, it is also well-known that this may not be the case.  Although many purchasers feel compelled to bring the office into full compliance, it is unfair that they be required to take on the expense and time to bring the office to such a legal state.  Sample language for addressing these concerns can be found at www.yourpracticeasset.com.
Debts, Liabilities, Encumbrances, and Leases
With the exception of the facility lease, all debts and liabilities of the seller should be retired as of the date of closing.  When our firm accepts a listing agreement, we complete a lien search to determine if either the purchaser or the bank providing financing for the practice acquisition will have difficulty in obtaining a first lien on the practice assets as collateral.  It is essential that all suppliers be informed and notified that a practice sale has taken place.  If suppliers have any outstanding bills, they should be presented prior to the date of closing.  Any and all practice collateral is being sold as of a given date and will be unavailable to satisfy unsecured claims by creditors.
The bank providing acquisition financing usually requires a lease from the seller’s landlord with primary terms, including a renewal option equal to at least the amortization period of the loan.  Such a lease must be negotiated prior to the date of closing.  In most circumstances, it is advisable to secure the services of a real estate leasing agent to achieve an optimum result.  There should be no charge for the agent’s services, since the landlord pays the individual a commission at the time the final lease is executed.  If the lease rate is higher than the one utilized within the appraisal and, subsequently, in the letter of intent, the purchaser would be paying the same price for a lower return on investment.  Thus, a recalculation of practice value and, consequently, the selling price for the practice must take place.

There is also the issue of leasehold negotiation if, in fact, the seller of the practice also owns the real estate and the real estate is not being acquired simultaneously with the acquisition of the practice.  Presumably, a fair market rental rate was assumed within the original fair market appraisal of the dental practice.  Such a rate would have been disclosed at the time the letter of intent was executed along with clarification as to whether the lease was a gross lease or was calculated on a net basis.  If the former, the landlord would be responsible for real estate taxes and  real property insurance as well as grounds and exterior maintenance.  A net lease would require the purchaser to pay these expenses.  The lease would also disclose if there was an option to buy the real estate and under what terms it could be purchased as well as if there was a right of first refusal.
Tax Allocation
As indicated in the chapter “Tax Aspects of the Buy-Sell Transaction” by Matthew Aycock, C.P.A., both seller and purchaser in the sale of a business must file Form 8594 to indicate how the practice assets were allocated from a tax perspective.  Thus, if the purchaser determines that the value of the tangible assets being purchased is $100,000, then the seller must recognize the same $100,000 as tangible asset gain as part of the sale of his or her practice.  In most cases, this will subject the assets to “depreciation re-capture,” and such proceeds from the sale of tangible assets will be taxed at the seller’s ordinary income tax rate.  On the other hand and assuming that the seller is not a C Corporation, the goodwill will be taxed at the current long-term capital gains rate.  Those assets that are allocated as tangible in the Contract of Purchase and Sale are depreciated over a period of one to seven years, while intangible assets are amortized over a fifteen-year period.

Since a dollar’s worth of depreciation or amortization is clearly worth more (on a present value basis) taken earlier rather than later, the purchaser would prefer to have assets allocated as tangible in nature versus their being classified as “patient records,” “goodwill,” or “covenant not to compete.”  Given the fact that the seller’s tax will be as much as 20 percent higher if the practice assets are classified as tangible, one can see the obvious tension between purchaser and seller.  Treasury regulations have specified that such valuation be completed at Fair Market Value.  Thus, while there can be a certain amount of negotiation between the parties, the allocation of purchase price should be determined by an appraiser.  The individual completing the initial practice appraisal will usually have provided an indication of value to which he would be willing to testify, if the IRS raises a question about the issue.  One can also ask their equipment representative to render an opinion.  A more formal opinion by an equipment appraiser can also be commissioned.  For specific references, one can go to http://www.appraisers.org/findappraiser and search under “Machinery and Equipment” for your particular state.  This individual can render an opinion under accepted appraisal standards that, under normal circumstances, will usually be accepted by the IRS.
Condition of Equipment

In the original Abridged Terms of Sale (earnest money contract), the seller and purchaser have stated that the equipment is being purchased “as is” on the date of closing.  The practice will be sold as a “going concern” with a clear inventory of equipment attached as an exhibit to the Contract of Purchase and Sale as well as the Bill of Sale.  In fact, the seller has represented that the equipment is in “good working order.”  And while there is no suggestion of malice with respect to the condition of the tangible assets, the seller may not be aware of certain underlying repair issues.
Obviously, the last concern a new purchaser wants to deal with on the first workday after closing is insufficient vacuum pressure or a malfunctioning dental unit in operatory number one.  The need to ask your bank for an additional $15,000 to purchase a new x-ray unit is clearly a situation that should be avoided.  Thus, an inspection by a qualified equipment representative is critical.  Such an inspection should be completed within one to three days just prior to closing by an individual who has no strong allegiance to the seller.  Instead, the purchaser should ask a dental equipment specialist with whom he or she has a relationship.  Normally there is no charge for such an opinion because the individual is trying to “earn” the right to be the purchaser’s equipment and dental supplies representative in the future.
Thus, as part of the due diligence completed by the purchaser, the inspection serves notice to the parties that an agreement must be reached with respect to the repair or replacement of such equipment that has been represented to be in good working order.  If such remediation is not effected prior to closing, there should be an incorporation of language into the final closing documents stating that the seller will be responsible for bringing the equipment up to operating standard acceptable to the purchaser.  There can also be a deduction from the sales proceeds, as indicated by a credit to the purchaser in the final closing statement, such that the purchaser will have the funds necessary to make repairs at the cost indicated by the equipment specialist.
For example, in a recent practice closing, the seller was using a 20-year-old Panorex that was still operational.  However, the equipment specialist pointed out that certain parts were well-worn and the unit was liable to malfunction soon and without warning.  The problem was compounded by the unavailability of parts to repair the aged equipment.  Under these circumstances, it was important for the purchaser to be in a “whole” position after closing.  Thus, the seller granted to the seller an amount equal to 80 percent of the cost of a replacement unit as a deduction to the sales price of the practice.  To view sample language that could be incorporated into the Abridged Terms of Sale agreement, visit www.yourpracticeasset.com.
Closing Statement

As in the finalizing of any real estate transaction, a closing statement must be executed.  Such a statement specifies the final purchase price as well as any debits and credits due either the purchaser or the seller so that funds can be wired from the bank to the respective parties.  This statement is normally prepared by the offices of the broker/consultant who is assisting in the sale of the practice.  The following are specific areas that must be clarified as of the date of closing and included in such a statement:
1. Delineation of the sales price – There should be an outline of the terms of sale, including cash being paid at closing as well as any amounts deferred as part of a promissory note or contingency payment structure.
2. Business Property Taxes – Since these amounts are normally paid in arrears and billed to the individual or entity owning the assets as of January 1 of the year of closing, a pro-ration of these amounts needs to be calculated and credited to the seller.  Then, when property tax bills from the respective taxing authorities arrive, the seller will add the amount that he or she “received” at closing from the purchaser and settle the bills.  In subsequent years, tax bills will be sent to, and paid by, the purchaser.
3. Practice Expenses – Practice expenses will be prorated.  These expenses may or may not include the following: rent, utilities, telephone, yellow page advertising, insurance information services, computer software tele-support services, computer software and hardware maintenance services, dental consultancy services, x-ray or equipment maintenance agreement services, etc.  In certain cases, these amounts, e.g., telephone, need to be settled after closing as the services are paid in arrears and will not have been billed as of the date of closing.  Insurance premiums are not normally prorated as new policies need to be obtained for the purchaser and subsequently assigned to the bank providing acquisition financing.  Any refund due to the seller because of cancellation of insurance coverage will normally be prorated as of the date of closing and refunded by the insurance company.
4. Utility and Rent Deposits – These amounts, which have been paid by the seller prior to the sale of the practice, are due the seller in accordance with the original earnest money contract.  These can be “transferred” to the purchaser by way of the final closing statement.
5. Equipment Repair and Replacement – As discussed above, these amounts are determined by the equipment specialist who has inspected the tangible assets prior to closing.  If the practice software has not been updated to the latest version necessary for ongoing tele-support, it may be necessary to upgrade certain pieces of computer hardware in order to have enough memory or operational speed to accommodate the software updates.

6. Employee Vacation and Personal Days Off – Some staff members may have taken more or fewer vacation days and/or personal days off under the seller’s policies relating to staff benefits.  A careful determination must be made of the amounts of such time allowed to each practice employee, the amounts of such time taken as of the date of closing, and the hourly, daily, or monthly compensation under which individual staff members are paid.  Based on this information, amounts are calculated and then debited or credited to the seller or purchaser, as the case might be.  Consideration should also be given to practice weeks closed, e.g., week between Christmas and New Years, and how this amount will be credited to the purchaser.
7. Employee Bonuses – If it is the policy to credit bonuses at the end of the year to various employees, an amount should be credited to the purchaser equal to the expected bonuses to be paid multiplied by the fraction of the year having passed as of the date of closing.  The seller may claim that this amount is discretionary to the purchaser.  While this may be true, compensation due existing and long-tenured employees is the last area that a purchaser should institute change within the first two years of practice ownership.
8. Practice Commissions – In the interest of full disclosure to all parties, the total practice commissions, if any, due the broker should be disclosed in this final statement.  Obviously, these amounts are the responsibility of the seller.

9. Fees Due Consultants, Attorneys, and Accountants – If all such amounts have not been settled prior to the time of closing, these fees can be settled as part of the closing statement.  Unless there has been prior agreement, e.g., drafting of closing documents for legal review by the practice consultant, these fees are payable by the respective party who engaged the specific advisor.

10. Contingency Payment Calculation Form – If contingency payments will be paid to the seller, the calculation presented in both spreadsheet format and explanatory wording should also be attached and initialed as an exhibit to the closing statement.

This final closing statement, along with the closing documents and insurance collateralization forms, can be forwarded to the individual parties, their attorneys, and the bank funding the practice acquisition.  The disbursement amounts should coordinate with the final bank disbursement letter signed by both seller and purchaser, and forwarded to the bank.  An example of such a closing statement can be found at www.yourpracticeasset.com.
Arbitration

There can be disputes in any business agreement or contractual arrangement.  Other than claims of fraud as it relates to the representation of either financial or qualitative practice data, the vast majority of litigated claims surrounding the sale of a dental practice are related to the seller’s breach of a covenant not to compete.  If a case is to be made by the seller, his or her claim usually is whether the timeframe and geographical restrictions are too broad to be enforced within the confines of state case law.  In my opinion, that argument is groundless.  If the seller took the money and accepted the terms of the non-competitive covenant, then he or she should abide by the terms of the agreement.
Solicitation of former patients can be more problematic.  For example, the selling doctor might later open a “retirement practice” 200 miles away in a highly desirable vacation destination for those of retirement age.  Then in a Christmas letter, the seller announces the opening of this practice and invites his or her “friends,” who may also be patients, to visit.  While the solicitation may be in question, the proof would rest in the fact that a long-time patient who was having their teeth cleaned twice a year suddenly stops coming to the practice and subsequently becomes a patient of the seller.  The question then becomes whether the “solicitation” was meaningful within the context of “loss” to the purchaser and whether liquidated damages should be assessed.  Sample contract language addressing this possibility can be found at www.yourpracticeasset.com.
If we believe there is any possibility that the seller will open a competitive practice or has an alternative location to which patients of record of the practice may transfer their treatment, we add a fourth provision to the Covenant Not to Compete specifying that the seller will “…for three years, pay over to the purchaser 100 percent of the revenues obtained from any patient of record as of the date of closing.”  At least the seller can avoid a “conflict of interest” and tell any former patient seeking treatment that “…by the terms of my agreement with the doctor who assumed responsibility for your treatment, I cannot provide for your care in my practice.”

Nevertheless, issues sometimes do arise, and if the purchaser seeks injunctive relief, a law suit will typically follow.  Given that the dispute usually arises within the early years following the practice sale, the seller usually has “deeper pockets” than the purchaser and can afford more in legal fees as well as the “costs of waiting.”  Thus, we also include arbitration provisions within our draft agreements, subject to the approval of legal counsel.  In certain cases, the attorney for either the purchaser or seller demands their removal in order to be “able to sue,” if the case arises.  They are also quick to point out that arbitration provisions are (1) not appealable; (2) not enforceable by the arbitration panel; (3) sometimes just as expensive; and (4) sometimes just as time consuming.  All of these facts are true!  However, just as they are regarded by the drafters of many agreements, including stock and bond brokerage contracts, such arbitration provisions are at least an attempt to “even the playing field” between purchaser and seller.  As stated long ago by Ray Britain, former law professor at the University of Houston, arbitration is fast, cheap, and, most importantly, there is an outside chance that, following the proceeding, you can shake hands with the person at the other end of the arbitration table.  A sample mediation/arbitration provision can be found at www.yourpracticeasset.com.
