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In the “90’s, private equity took a run 
at acquiring medical practices. The 
business model was straight-forward; 
buy practices and aggregate top-line 
revenue into a “big number” with speed, 
determine the components of the busi-
ness that are most financially leverage-
able, selectively invest additional capi-
tal in these services, impress Wall Street 
and “go public”. The poster child for 
this strategy was PhyCor, the “physician 
organization”; as it was presented to 
potential sellers. Others were in the mix; 
MedPartners, FPA, ProMedco and Physi-
cian Healthcare Partners, to name a few. 
Most crashed and burned. Remnants of 
others remain in markets today.

Postmortems on “the why” of failure 
abound. The point is private equity (PE) 
is back! This time the focus seems to 
be on single-specialty, niche strategies; 
specialties that provide opportunities 
for targeted investments in financial 
margin expansion and “direct-to-the 
consumer” service demand stimula-
tion potential. PE Investors are actively 
pursuing eye, dermatology and bone 
and joint investment opportunities, for 
example.

While models of acquisition vary, there 
are similarities. The blue print typical 
includes:

1. Pre-diligence pricing. A first pass at 
financial performance of the prac-
tice is done. The PE Buyer puts a 
preliminary offer on the table. If the 
seller is accepting of the “number” 
full diligence is pursued; a process 
that will consume weeks and hun-
dreds of hours of staff time. The 
parties then move to the closing of 
the sale.

2. The structure of the acquisition 
model is likely to include a combi-
nation of cash and a conversion of 
total sale price to equity (stock) in 
the parent company. From 20-30% 
of the total sale price may be put 
“at-risk” in the form of restricted 
stock with no guarantee of future 
value or liquidity.  

3. While physicians retain an equity 
position, the value of the margins 
earned on procedural and diagnos-
tic services have been “sold” along 
with the practice. Total physician 

compensation is reduced, mov-
ing forward. The cash compensa-
tion “formula” is often a negoti-
ated percentage of collections on 
professional fees only. Physicians’ 
status is as a W-2 employees with 
an equity interest in the acquiring 
organization. The sellers exchange 
future profitability for “a price paid 
today” and bet that equity in the 
new company will pay off in the 
future.

4. Physicians pay taxes on the cash 
portion of the sale. Outstanding 
long-term debt of the practice is 
deducted from the purchase price. 
Control of the practice is turned 
over to the buyer, who controls all 
business decisions of the enter-
prise. 

The strategy of the “first-in” PE buyer is 
often a 5-7 year hold and then a sale to 
another PE buyer that plays at a level 
where purchase price is higher, but, risk 
is lower. This next level of buyer needs 
to “push productivity” to earn required 
returns on the scaled-up purchase 
price. Eventually the exit for this next 
level of buyer is sale on to a strategic 
investor or, perhaps, a sale of stock in 
public markets.

What do physicians who have sold or 
are considering sale say are the motiva-
tors:

1. Their existing capital structure and 
related “price of a full buy-in” for 
new physicians has grown too high. 
The window for a reasonable pay-
out on invested capital for existing 
shareholders is closing.

2. Future capital asset investment 
requirements are mounting and the 
prospects of recouping reasonable 
returns on new capital invested are 
diminished.

3. The inflation rates of “per-unit” 
operating costs are rising at a rate 
that is over-taking the “per-unit” 
reimbursement inflation rates.

4. General “dis-ease” related to the 
uncertainty of healthcare markets, 
economics and policy ahead.

Observations for consideration:

1. It seems the sophisticated PE In-
vestor is more “bullish” on certain 
medical services markets than are 
the physicians who grew up in the 
business.

2. It seems some independent physi-
cians have trapped themselves in 
a capital structure that does have 
restructuring options available, but 
for a range of reasons, an “escape” 
by sale is preferred.

3. It seems that the prospects (hopes)
of participating in a future equity 
liquidation event (often referred to 
by the buyers as the “second bite 
of the apple”) takes some of the 
sting out of selling their business.

4. It seems that selling and letting 
someone else worry about the 
future provides needed relief. 

So what might be different this time 
around? During the “pioneering period” 
of PE and the medical practice acquisi-
tions, success of the business model 
was often dependent upon a wholesale 
shift in the dynamics of related indus-
tries or markets; e.g. third party payers 
shifting reimbursement schemes to 
total capitation with physicians groups 
first in line for payment, positioning 
them to purchase hospital services at 
deep discounts. In many cases these 
adjacent purchaser markets didn’t 
cooperate. Perhaps this time around the 
model relies more on the fundamentals 
of “the trade”; i.e. applications of a dis-
ciplined approach to “buying right” and 
the economic scaling of services that 
have demonstrated margin potential 
even in the face of future margin pres-
sures.
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