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Normalized Cash Flow: The Most Important
Determinant in Practice Value

A Theoretical Example of How Practice Cash Flow Can Affect Valuation Through
Affordability




Efficient Vs. Inefficient
Cash Flow Example

* What follows is an example of two practices
with similar revenues and some differences in
expenses.

* The areas highlighted represent where the
less efficient practice has higher expenditures.

* The net income from operations represents
the cash flow available for financing at a given
cost plus take home income before taxes for a
buyer if operations remain consistent.



Efficient Vs. Inefficient Cash Flow Example

Dr. Hans Inmouth, "More Efficient"

Professional Income 1,000,000

abs Vo009 Badpebts -

Net Revenues 930,000 Dental Supplies 58,000

e 8 000 Intgrest and.bank charges 10,000
. . Office Supplies 13,000

Malpractice Insurance and Licenses 5,000 .

: Salaries and wages 250,000
S ness INEUIEREE 2300 Short-run Varibale Costs 331,000
Fixed Costs 15,500 ’

Advertising 1,500

: Automobile
Equipment Rental - el .
Interest - LT 1,500 :

’ .E
Janitorial 5,000 Cont. Education/ Travel 5,000
E:;; ;STMI 45’002'5()80 Discretionary Costs 6,500
Utilities / Telephone 9,000

) Total E 421,000
Long-Run Variables Costs 68,000 e e

Net Income from operations 509,000



Efficient Vs. Inefficient Cash Flow Example

Dr. S. Pender, "Less Efficient"

Labs (70,000)
Net Revenues 930,000
Accounting 8,000
Malpractice Insurance and Licenses 5,000
Business Insurance 2,500
Fixed Costs 15,500

Equipment Rental

Interest - LT 12,000
Janitorial 5,000
Rent + TMI 65,000
Repairs 7,500
Utilities / Telephone 9,000
Long-Run Variables Costs 98,500

Bad Debts/ N, 10,000

Dental Supplies

Interest and bank charges
Office Supplies
Salariesand wages
Short-run Varibale Costs

Advertising

Automobile

Consulting

Cont. Education/ Travel
Discretionary Costs

Total Expenses

Net Income from operations

80,000
10,000
13,000
300,000
413,000

12,000

5,000
17,000
544,000

386,000



How Cash Flow Can Affect Value

Dr. Hans Inmouth, "More Efficient" Dr. S. Pender, "Less Efficient"

- Net pretaxincome before costs of financing and - Net pretaxincome before costs of financing and
amortization = $509K amortization = $386K

- Annual cost of financing at 3.95% over 10 years at a -Annual cost of financing at 3.95% over 10 years at a
purchase price of $1,850,000 = $224,232 purchase price of $1,250,000 = $151,500

- Net pre tax income after cost of financing - Net pre tax income after cost of financing with
with consistent operations= $284,768 consistent operations= $234,500

Based on the net cash flow, with the assumption that the two practices
are truly comparable, the "more efficient"” practice could justify a

purchase price of 500K or more than the "less efficient" practice with a THEDE TAL
greater take home income remaining based on efficiency of current
practice operationsand affordability with standard rates of financing rO er

and amortization. TEAM




