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IS THE SELLING PRICE TOO LOW? 

 
Determining the proper value of a nonprofit’s assets is critical in the review of any conversion 
proposal.  The valuation determines how much the purchaser must pay for the nonprofit’s 
assets and is typically the amount that will fund the resulting foundation after the nonprofit’s 
debts are paid.  In other words, the higher the price, the more money will be available to meet 
the community’s health needs.  Undervaluation of a nonprofit’s assets allows charitable assets 
to benefit private for-profit purposes.  Unfortunately, there are many examples of 
undervaluation, particularly in the early years of nonprofit conversions.1  In each of these deals, 
the nonprofit was undervalued and the real value of the nonprofit went to investors, not the 
public. 
 
The value of the assets of a nonprofit will depend on the valuation method the nonprofit or 
regulator relies upon and the independence of those completing the valuation.  Valuations may 
also vary depending on price/earnings ratios, market capitalization of publicly-traded 
companies, and comparable private sales or mergers.  Valuation by predetermined formulas is 
typically inaccurate, since market conditions and the terms of the transaction can impact the 
value of the converting entity.  Nevertheless, when an investment banking or accounting firm 
values a nonprofit, various rules of thumb can be applied to estimate the value of the assets 
involved.  Although valuation is technical and involves complicated financial analyses, it is 
useful for communities to have some basic understanding of the terms and the science of 
valuation. 
 
Common Valuation Methods: 
 

• The Income of Discounted Cash Flow Method: Generally, a buyer of any business is 
purchasing future earnings.  Therefore, expectations of an asset’s performance have a 
key role in estimating value.  The approach estimates value by discounting to present 
value the future case flows of the nonprofit.  The analysis develops multi-year cash flow 
projections and establishes a value range using alternative discount rates.  It is difficult 
to make accurate projections regarding future income/revenues.  Therefore, discount 
factors are only based on assumptions about what a “reasonable profit” should be over a 
given period of time.2  If the assumptions change, the value of the enterprise will also be 
affected. 

• The Comparable Transaction Method is based on the theory that recent sales of 
similar nonprofit assets are good indicators of fair market value.  This method, however, 
is limited by the incomplete disclosure of relevant information and the absence of perfect 
comparables. 

                                                 
1 See “Undervaluation of HMOs Chart,” attached as Appendix A, and California Attorney General’s Letter to Sharp 

Healthcare Board of Directors, dated Nov., 8, 1996, attached as Appendix B. 
2 A proposal from a for-profit hospital chain to purchase the net assets of a nonprofit hospital is often expressed as a 

multiple of its most recent one-year cash flow.  For-profit companies generally define cash flow as earnings before 
interest, taxes, depreciation, and amortization (EBITDA).  Columbia/HCA and Tenet typically attempt to purchase 
nonprofit hospitals at 5x EBITDA.  Wall Street values for-profit hospital chains at multiples of between 8x and 10x 
EBITDA.  Seizing on the difference between the nonprofit acquisition multiple and the Wall Street’s valuation 
multiple for for-profit hospitals is one way for-profit chains create value for shareholders in these types of 
transactions.  
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• The Market Comparison Method estimates the fair market value of an assets based on 
the stock prices of publicly-traded companies similar to the assets being acquired.  The 
results obtained from this method will vary with stock market conditions, which may not 
reflect the true value of the asset to be acquired at any given time. 

• The Cost Approach estimates value based upon the replacement value of the asset to 
be sold.  This method is typically not used because it does not adequately capture the 
value attributable to the continued operation of the asset. 

 
Another way of establishing a nonprofit's true value is to structure the transaction in such a way 
that the nonprofit's future value is captured by the resulting conversion foundation.  This 
approach most successfully reflects a nonprofit's true value if, upon conversion, the new for-
profit corporation intends to issue stock.3  Using this structure, once the value of the nonprofit is 
estimated by a valuation, part of the purchase price is paid in cash, and the rest is paid in stock 
of the new for-profit company.  The cash and equity are then transferred to the resulting 
foundation or other successor charity. 
 
Information about valuations are often found in documents entitled: "Appraisal," "Valuation 
Opinion" or "Valuation Report," and "Fairness Opinion."  The most informative are "Fairness 
Opinions," which regulators should require in every transaction.  These Opinions analyze 
whether the amount of the money paid is fair to the nonprofit from a financial perspective.  
Communities should scrutinize this and other documents to ensure the valuation is fair. 
 
How Consumers Can Have a Voice in Valuation 
 
In a conversion transaction, the community should examine all aspects of the valuation.  
Consumers should demand that regulators either review the valuation conducted by the 
converting entity or conduct an independent valuation.  Communities also should request that 
regulators make all valuation estimates available for public review.  Groups can ask accountants 
or others with financial expertise to volunteer to review the financial document to be sure the 
community is not losing assets. 
 
As discussed earlier, nonprofits are often undervalued.  This can happen when the valuation 
provides a “reasonable range” of value and the acquiring entity chooses to pay the lowest end 
of the range.  Communities should demand the highest value be paid.4  This ensures the 
community won’t lose charitable assets.  Further, consumers should ask that regulators require 
the converting nonprofit to consider competing bids.  This also could increase the value of the 
nonprofit, and the resulting value of the new foundation. 
 
Finally, depending on the nature of the proposed transaction and its potential impact, 
community members and regulators may want to seek the help of experts.  In choosing an 
expert, it is important to examine the relationship of the expert(s) retained to all the parties 
involved in the proposed transaction for any actual or potential conflicts of interest. 

                                                 
3 Typically, nonprofit insurers and health plans issue stock upon conversion; hospitals do not. 
4 In theory, a nonprofit board may accept a bid lower than that offered by the highest bidder, but only if it can quantify 

the benefits and contractual commitments which justify the cash differential between the bids. 
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Appendix A 
 
 

UNDERVALUATION OF HMOS 
 

HMO 
Amount to Charity 

at Time of 
Conversions 

Later Value Current Value 

Family Health Plan 
(FHP) 

$38,456,000 
(1984) 

$135,628,000 
(1986) 

$1,711,000,000 
(1994) 

Foundation Health $78,000,000 
(1984) 

$302,500,000 
(1985) 

$1,873,000,000 
(1994) 

Pacificare Health $360,000 
(1984) 

$45,300,505 
(1985) 

$2,193,000,000 
(1994) 

Inland Health Care $663,000 
(1985) 

$37,500,000 
(1986) Not Available 

Anne Lowry Bailey, “Charities Win, Lose in Health Shuffle,” The Chronicle of Philanthropy, June 
14, 1994, p. 12. 
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Appendix B 
 

 
























