
Why is one practice worth more than another even when they
 have the same revenue?   What drives practice value?  

First, there are two fundamental types of assets that are recognized in all successful, 
on-going veterinary practices: the net tangible assets and the intangible assets.  

Net tangible assets  
Tangible assets are property owned by a practice that can be seen, weighed, 
possessed and estimated using our physical senses. Tangible assets usually sold in 
practice transactions include, accounts receivable (adjusted for collect-ability), 
leasehold improvements, professional equipment and supplies, office equipment, office 
supplies and the inventory. Typically cash does not transfer in a buy-sell transaction.  It 
is relatively uncomplicated to derive a value for the tangible assets as they each 
typically have a fair market value.  The value of the net tangible assets can be 
determined by totaling the fair market value of these assets and deducting any 
outstanding liabilities. 

Intangible assets 
The term intangible asset refers primarily to goodwill, blue sky, the business name and 
reputation, the practice location and the value of client lists and patient medical 
records.   From a business value perspective, the intangible asset boils down to the 
likelihood that a client will return to the practice the next time they need veterinary 
services.  The intangible assets are generally the largest, most valuable asset that the 
practice has, often accounting for 85% or more of the practice's determined value.  A 
practice's profitability and its value of the intangible assets are directly linked - as one 
increases, so does the other. 

Both of these assets are included in the practice value.  Although there are multiple 
methods for determining the fair market value of a business (and its assets), the list of 
applicable methods for a veterinary practice is much shorter.  Historically, rules of 
thumb (i.e., one year's gross revenues, 80% of gross revenues, etc.) were used.  
These though are archaic and inappropriate.  

One option is a market based approach which looks at the value of similar practices 
that have sold on the open market.  This is similar to using comparables in residential 
properties.  However, there has not been enough information available on other 
transactions for the market based approaches to be reliable.  However, the Association 
of Veterinary Practice Management Consultants and Advisors (AVPMCA) is working on 
compiling such data which will be quite useful when it is released.

Veterinary practice appraisers typically rely on two main methods, both of which put an 
emphasis on the earnings or the profitability of the practice.  In other words, the more 
profits a business generates, the more the business is worth.  Although the methods 
are simple in appearance, they are complex when correctly implemented.  This is why 
it is important to work with a business appraiser who understands not only proper 
valuation methodology but also veterinary practices - and the market for buying-selling 
them.
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It is worth noting that “profitability” has a different 
meaning to an appraiser than it does to most 
practice owners.  The profitability (also referred to as 
earnings or cash flow) factor represents the 
revenues remaining after paying all the customary 
and legitimate operating expenses of the practice, 
after paying a fair market rent (even if the practice 
owner also owns the real estate) and after fairly 
compensating the owner for his/her work as a 
veterinarian.  This then represents the true 
profitability of the practice.  It is the owner's return 
for owning and operating the business.  The more 
earnings a practice generates, the greater will be its 
value.  

Unfortunately, many practices provide owners with a 
good job and a comfortable living, but generate little 
excess earnings beyond the owner's salary.  In as 
much as these practices do not produce a fair and 
expected return on investment, they are of less 
value.  

Usually in performing a valuation, it is necessary to 
adjust the practice's financial statements in order to 
determine the practice's true profitability.  This is 
because the financial statements can vary widely 
depending on practice management and accounting 
policies.  As a result, they rarely reflect true 
economic reality.  The goal of such adjustments is to 
adjust the financial statements to reflect fair market 
value on an on-going, operational basis.  This 
process is very diagnostic and is why it is 
recommended that practice owners have their 
practice valued at lease 3 years before they plan to 
sell.  That way, if the value is low, there is time to 
make changes to increase the practice value.

When managing to increase practice value, there are 
two general areas that determine a practice's 
earnings, the revenue and the expenses.  Because 
most of a practice's expenses are relatively fixed, it is 
usually better to focus on increasing revenue than to 
try to decrease expenses.  
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