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Can Your Practice Afford An 
Associate/Partner? 

P robably the two most compli
cated and difficult questions a 

doctor will face af ter professionaI 
school are the foUowing: 

1. Should I purchase an ownership 
interest in a specific practice and 
at what price and terms? 

2. Can I afford to add an associate or 
partner for the practice I pres
ently own? 

This article will deal with the second 
question. While there are many ad
vantages and disadvantages to group 
practice, the purpose of this article is 
to focus on the economic aspects. 

Analyzing the economics of adding an 
associate or partner is an extremely 
complex procedure. While there are 
many individual components making 
up the decision, the most critical is 
determining what the bottom line is 
and what it can support. Many 
doctors add an associate for reasons of 
sharing caU, sharing management 
responsibilities, and a perceived abil
ity to increase their own net profit. 
Instead, what they get is additional 
overhead, additional stress, and many 
times a devastating decrease in their 
own personal net income. They made 
the decision to add an associate or 
partner without properly and knowl
edgeably nrst assessing the economic 
impact of their decision. 

This problem is compounded by the 
financial needs of the new graduates. 
Never before have they incurred such 
massive educational debt. This trans
lates to higher salaryand income 
requirements. If the owner doctor 
commits to a fixed salary which will 
meet the new doctor's survival finan
cial needs, and the practice cannot 
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support it, it must come from the 
owner's previous income. 

Non-Financial Factors 

Prior to looking at the actual num
bers, an assessment must be made of 
the potential for future practice rev
enue increases. The most efficiently 
run practices are those which have 
about 20% more business than they 
can possibly handle. These practices 
are doing nothing to generate addi
tional business. However, 20% will 
not support an addition al doctor. 

"An assessment must be 
made of the potential for 
future practice revenue in
creases." 

Therefore, a careful assessment must 
be made ofthe practice demographics 
and whether the practice base rev
enues, with a concerted effort to 
generate more business through con
scious marketing efforts, can be in
creased beyond the present leveIs. If 
a practice is not as busyas it could be, 
the decision to add an associate or 
partner, expecting that they will in
crease business, can be disastrous. 
What is frequently seen in this situ
ation is that the owner doctor merely 
brings in a competitor who will now 
compete with the owner for the ex ist
ing client base while decreasing the 
owner's net. 

This is especially true in a practice, 
which for several years, has experi
enced flat or declining gross and net 
revenues. While this factor must be 
carefuUy, objectively reviewed, many 
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times an analysis of the practice 
numbers will contribute a subjective 
answer to the question as to whether 
the practice can support another prac
titioner based on perceived busyness 
leveIs. 

This factor can be off-set if it is the 
conscious intent of the owner doctor 
to begin slowing down and subse
quently turn some of the clients and 
net income over to a new doctor . In 
this case, the determination must 
still be made as to whether the 
practice can financially support aU 
providers during the transition pro
cess without any undue financial 
hardship. 

Assessing A Primary Benefit 
of Ownership-Equity 

When considering only salary issues, 
many times we hear an owner say 
thatsalary for salary, the associate or 
new partner is making as much or 
more than the original owner. What 
the owner has failed to calculate in 
are the many other primary economic 
benefits of ownership. The first in
cludes the tax benefits of ownership. 
While items such as accelerated de
preciation make the Profit and Loss 
statements appear to have minimal 
financial rewards for ownership, they 
only reflect tax planning. They do not 
accurately reflect the true equity 
build-up which is occurring. 

This equity build-up is further occur
ring during the payments of principal 
on capital items purchased. It is the 
owner who will have the equity re
turned at the time of practice sale. 
This "forced savings account" has 
little value to the associate. There-
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fore, on ly comparing salaries when 
assessing the financial aspects of an 
associate/partner does not accurately 
reflect the total picture. If the sala
ries are even, and the only other 
benefit is the equity build-up, this 
may be enough to justify to the owner 
that the other non-financial benefits 
which will improve the owner's qual
ity of life make the associate/partner 
feasible. 

And finally , the owner must consider 
the advanced planning required to 
maximize the return of equity built 
up in the practice. The planning for 
the ultimate transition of the owner 
out of practice should begin at least 
five years in advance. This insures a 
locked in purchaser at the time of 
retirement. Furthermore, most prac
titioners experience a decline in 
energy levels during their final years 
in practice. This translates into 
decreasing revenues and decreasing 
practice re-sale value. If you were 
told that a parti cul ar stock you owned 
was going to decrease in value 10% 
per year for the next five years, when 
would you sell it? And if you could 
sell it at it's maximum value and still 
receive all the income benefits of 
ownership, including ongoing em
ployment, would it make sense not 
to? 

By planning in advance, the maxi
mum equity can be withdrawn from 
the practice. Therefore, although it 
would appear on the surface that 
there may be minimal economic ben
efits to an associate based on the day 
to day profit and loss state ment, this 
factor may overwhelmingly support 
the cost of an associate and/or new 
partner. 

The Associate's 
Salary Determination 

There are four factors which will 
determine what an associate's salary 
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should be. The first is what your 
practice can afford. The second is 
what the associate's true financial 
needs are, based on living expenses 
and educational debt re-payment re
quirements. The third is what the 
associate is willing to accept. And 
this will be determined, to a major 
extent, by the fourth factor, "what 
will the existing market for associ
ates pay?" 

The second factor is fixed. The 
associate's needs are what they are. 
The third and fourth factors are 
perceptual in nature and therefore 
largely out of the control of the owner 
employer. All the owner can hope for 
is that the candidate's expectations 
are realistic. However, it is the first 
consideration which will ultimately 
determine the affordability and feasi
bility of the propos ed associate's sal
ary. 

Analyzing Affordability of an 
Associate's Salary 

The analysis of what a practice can 
afford to pay an associate is based 
upon a combination of fact and edu
cated assumption. What follows is a 
discussion of these factors. 

We must begin with an evaluation of 
the practice's profit and loss state
ment. While there are many legiti
mate item s which can be expensed 
through the professional practice, they 
are not all necessary for the actual 
production of services. Therefore, the 
p & L must be adjusted for all elective 
expenses, any expenses which could 
be classified as part of the owner 
doctor's compensation package, or 
which are not necessary for the pro
vision of services. 

Also to be subtracted is the cost of 
depreciation which does not accu
rately reflect a practice cash outflow. 
Interest payments and lease pay-
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ments are allowed. What is left af te! 
these deductions is the true casb 
available prior to owner compensa· 
tion and principal payments. Now 
the doctor must subtract those actual 
principal payments and what is the 
owner's expected or required personal 
compensation needs. The actual com
pensation may be less than previ
ously drawn, and should represent 
what the doctor actually needs in pre
tax income. This figure will als o 
reflect what the owner considers fair, 
but may need to be adjusted if the 
decision to hire an associate overrides 
the owner's desire for personal com
pensation. 

Finally, to this available associate 
compensation, we must add an amount 
equal to the assumed increase in net 
revenues the associate will generate. 
The doctor and doctor's consultant 
will need to determine, based on 
knowledge of the practice, the area 
demographics and area competition, 
what the associate can reasonably be 
expected to produce in excess of the 
current receipts. This number is 
multiplied by the net percentage which 
will be generated af ter payment for 
the variable expenses, such as sup
plies and additionallabor expenses 
for staff hi red for the associate. This 
figure will not equal the total over
head percentage, because certain fixed 
expenses such as rent, utilities, etc. 
would not be incurred by the addi
tional revenue. 

Once determined, this number will 
tell you what you can afford. Hope
fully, it will also coincide with what 
the associate requires. If this number 
does not cover the expense of the 
associate's salary, a determination 
will now need to be made as to what 
can be done, if anything, to increase 
that number. However, to hire an 
associate without adequate available 
compensation means that it will come 
out of the owner's net. 
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Analyzing Affordability 
of a Partner 

While much of the previous discus
sion applies when considering a part
ner, there are several other factors 
which must be included. The pre
doctor compensation net practice earn
ings are determined as stated above. 
To this must then be added the 
assumed net revenues that the part
ner will generate. The balance is 
usually divided equally between the 
partner owners. 

The original partner owner must 
dec ide whether they are comfortable 
with this level of compensation which 
is usually less than it was pre-part
nership. The owner must also deter
mine whether this new income level 
will meet their true living expense 
needs. The ultimate deciding factor 
is generally whether the perceived 
decrease in practice time demands 
warrants the income loss. While it is 
true that in addition to the earned 
income the original owner will re
ceive equity payments for the prac
tice, if these payments must be used 
to meet living expenses due to earned 
income decreases, then the owner has 
in effect given away the equity basis 
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in the practice for the honor oftaking 
a reduced salaryand bringing on a 
partner. 

The earned income for the new part
ner must similarly be adjusted. From 
the new partner's income must be 
subtracted the cost of buy-in. The 
amount will depend on the appraised 
value of the practice, the period of 
amortization and the interest rate. 
The new partner must decide whether 
the bottom line will adequately meet 
their personal needs and future ex
pectations. 

Summary and Conclusions 

While there are many non-economic 
reas on s to take on an associate or 
partner, these must be carefully 
weighed in light of the economic 
factors. These economic factors must 
be thoroughly investigated prior to 
actually making the decision to tak e 
on the associate or form a partner
ship. Failing to do so invites finan
cial disaster. 

A cash flow projection should be 
generat ed. This projection will clearly 
show the known factors, the available 
net income, and the effect of the 

addition of an associate or partner. 
This important forecasting tool will 
be invaluable in determining whether 
the proposed arrangement is possible 
before the fact, not after the owner 
has suffered the financial conse
quences of an inappropriate decision. 

If a partnership is being considered, 
the practice should be carefully ap
praised by a qualified appraiser prior 
to beginning the employment rela
tionship. This will allowall parties 
to know up front whether the pro
posed arrangement will be economi
cally feasible in the future. The 
appraisal numbers should also be 
included in the cash flow projection, 
which should be expanded to cover a 
ten year time period. This projection 
should include the amortization of 
the purchase price. This will show 
both the buyer and seller what the 
annual pre-tax income results will be 
for each doctor . 

Unfortunately, all to of ten, an associ
ate is hired without investigating the 
financial feasibility. The result is 
financial hardship and emotionai con
flict for all parties. Much of this could 
be avoided if each situation would 
have been carefully analyzed first. 
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