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EXECUTIVE SUMMARY
In years past, Tenet Health Care’s stock (THC) rose feverishly from ten dollars a share to well over fifty.  More recently however, THC has fallen from news of its involvement in gaming millions of dollars of Medicare reimbursements.  The trouble began when Tenet acknowledged last October that it had essentially been charging Medicare for excessive healthcare costs.  

The company is currently being sued and investigated by multiple litigants and governments agencies which could result in huge penalties similar to ones levied on HCA.  Today, many of the primary stockholders of the company are not happy.  The owners are concerned that the company is not moving fast enough to clean up the mess.  

Tenet is currently undertaking several programs in order to regain its attractiveness as an investment and its profitability.  Tenet has announced that it will consolidate its operating divisions from three to two, and that there will be five regions making up the two divisions.  This will cut administrative costs because there will be fewer people managing the two regions.  

Tenet’s is also instituting an operating cost reduction plan that is estimated to save about $100 million dollars of expenses annually. They plan to cut staff and expenses both outside of hospitals and in hospitals departments not directly involved in patient care.  They have also changed the corporate travel policy decreasing the expenses allowed for trips.  Most importantly, Tenet has decided to change its pricing approach to a more fixed structure.

We believe that the large amount of cash that Tenet currently has and is about to receive is vital to the changes that must take place. Our first recommendation is to reduce the cash that Tenet has by repurchasing shares of common stock on the open market. All of it will be retired except for a portion earmarked for a leveraged equity purchase plan to motivate management efforts.  

A leveraged equity purchase plan for top management would be highly beneficial after the common stock repurchase.  A leveraged equity purchase plan aligns shareholders and management interests more so than stock options by putting management’s capital on the line.   We feel that top management should be responsible for providing $15 million and should receive a loan from Tenet for $115.8 million.  If management defaults, the corporation will receive all the shares and the capital raised by management, leaving the corporation better off by $15 million. It is a risk free way for the company to get the best work out of its management

Tenet must also try to shift its client base from self-pay customers to customers whose health care is paid by a third party.  The increase in self-pay customers is due largely to the fact that employers are shifting more of the cost burden to employees to reduce their premiums.

It is also imperative that Tenet improve its operating efficiency. With a huge loss in revenue, expenses must be curtailed if Tenet is to return to profitability. To do this it must closely examine its portfolio of hospitals and divest units that are not in line with its core corporate strategy.

CURRENT RESTRUCTURING

Tenet is currently undertaking several programs in order to regain its attractiveness as an investment and its profitability. By consolidating its operating divisions, divesting hospitals, instituting an expense reduction plan, and undertaking a new pricing approach, executives at Tenet believe that many of their problems can be solved. Currently, they have about $200 million in cash and cash equivalents. This cash is allowing them to take charges without increasing their leverage by increasing external financing.


Tenet has announced that it will consolidate its operating divisions from three to two, and that there will be five regions making up the two divisions. This will cut administrative costs because there will be fewer people managing two regions (10K, 31). 


By divesting fourteen hospitals, Tenet hopes to better align itself with its core operating strategy, obtaining a large market share in major markets. The fourteen hospitals that they are selling did not fit the idea of a regional network. By failing to do this, they were not gaining the economies of scale that occur by the best practices method whereby hospitals can refer certain types of patients to other hospitals specializing in that type of care. This allows for not only cheaper care to the hospital, but also better care for the patient. Tenet expects to receive in excess of $600 million for these divestitures (10K, 31).


Tenet’s operating cost reduction plan is estimated to save about $100 million dollars annually. They plan to cut staff and expenses both outside of hospitals and in hospitals departments not directly involved in patient care. They will begin to use a nurse agency contracting program to combat nursing labor shortages and the involved expenses. They have also changed the corporate travel policy, decreasing the expenses allowed for trips. Finally, they will use their regional strength to cut their energy procurement costs. This program should be effective, but time will be required to fully implement the program and realize its benefits (10K, 31).


The most important change Tenet has decided to undertake is a change its pricing approach. Their goal is to create a corporate structure with a higher fixed component. To do this, Tenet will focus less on gross charges, which are retail charges, and more on actual pricing. This should provide more predictability and sustainability in payments while allowing for future growth in prices and revenues. The growth experienced by Tenet over the last several years was not sustainable due to questionable billing practices, but this new system will better allow for controlled growth. This new approach is subject to agreement by managed care organizations and could also be adversely affected by increasing prices (10K, 32).


Tenet is also currently making allowances for costs incurred from investigations and lawsuits. This money will go to financing costs and also to paying out any liabilities that might be charged to the company (10K, 19). We feel like this is a good plan because being hit with a large fine without being prepared for it will greatly hinder the company’s financial flexibility, resulting in a forced major restructuring or possible bankruptcy.


Tenet had planned to use money from the sale of its hospitals to repurchase debt and purchase stock. However, due to new restrictions on its credit related to its high provision for doubtful accounts and leverage, Tenet is unable to repurchase debt, except from banks, in excess of $50 million (Scarangella, Oct. 27). They also stopped repurchasing stock in the second quarter of 2003. Because of this, Tenet will be left with huge amounts of cash with which it will be able to make acquisitions or institute further restructuring.

In the next section of our analysis, we will discuss possible uses for this cash and ways in which Tenet can overcome its current difficulties. This cash provides Tenet with a wide range of options and financial flexibility. If it is used wisely, Tenet can once again become a profitable company.

OUR RECOMMENDATIONS
We believe that the large amount of cash that Tenet currently has and is about to receive is the lifeblood to the changes that must take place. Repurchasing stock and instituting a leveraged equity purchase plan will both be good uses of this cash. Besides disgorging some of its cash, Tenet must also face the issues of a high amount of bad debt and decreased collection per dollar of bad debt. Finally, it must face mounting legal issues and be prepared to face significant liabilities for past practices. 

Fortunately for Tenet, another company in the healthcare industry, HCA, has recently faced similar legal troubles. HCA, based on its current success, can serve as a model for dealing with legal trouble. In the end, it ended up having to pay a $745 million fine, but by making wise decisions, it was able to overcome the hard times. HCA decided to quickly sell off 73 different surgery centers and hospitals in an effort to become smaller and more focused. HCA continued to divest, but at a slower rate. Finally, it reached an agreement with the Department of Justice to settle (HCA). We feel that Tenet would benefit from trying to reach a settlement as quickly as possible and then focusing on the rest of its problems.


Large amounts of cash at management’s disposal can cause a large number of problems such as: overpriced acquisitions, reduced effort by management, and attempts to diversify the company (Glassman, 532). We feel that reducing this cash will disable management’s ability to make acquisitions at a time when they should downsize and further encourage them to streamline operations for increased efficiency to increase the bottom line.


Our first recommendation to reduce the cash that Tenet has is to repurchase shares of common stock on the open market. All of it will be retired except a portion earmarked for a leveraged equity purchase plan discussed in detail below. Right now in the healthcare industry, there is an overcapacity relative to the amount of nurses available. This overcapacity has resulted in bargaining power for the nurses and increased labor costs for the entire industry. Repurchasing shares and decreasing cash will force management to carefully reexamine existing operations and eliminate ones that are too costly. Reducing these operations will not only provide more cash, but also reduce the number of nurses that Tenet requires in a given region. This will effectively return some of the bargaining power that nurses enjoy back to Tenet. 

In addition, repurchasing common shares will have several other effects. Retiring the shares will immediately increase the remaining share value because there are fewer outstanding shares. This increase will force the existing owners to more carefully watch their investments because they have a higher stake in the company (Glassman, 536). However, the question of how much stock to repurchase remains. 

It is well within the realm of possibility that cash could reach $700 million if acquisitions are stopped and the cash is left alone. We believe that spending $400 to $500 million on stock repurchases would be enough to accomplish the goals of the repurchase. It would also leave sufficient amounts of cash to cover immediate interest expense and other pressing financial obligations. Although the amount of cash on hand will be diminished initially, it should soon be replaced from the divesting of hospitals that are either too costly to operate or not in line with Tenet’s strategy. The pressure of reduced cash should force management to divest hospitals that are not performing.

A leveraged equity purchase plan for top management would be highly beneficial after the common stock repurchase. Current compensation programs require top executives to hold certain amounts of stock in relation to their salary (10K, 96). This aligns shareholder and management interests to some degree, but a leveraged equity purchase plan takes it a step further by putting management’s capital on the line. In a leveraged equity purchase plan, top management would be forced to raise a certain amount of capital and take out a loan from Tenet in order to purchase a percentage of the company’s stock from Tenet at current market prices (Glassman, 539).


We feel that top management should be responsible for providing $15 million and should receive a loan from Tenet for $115.8 million (Note: this loan is risk free). This would allow the managers to purchase a two percent portion of the company’s stock. These figures, except for the percentage of stock, are comparable to the amounts the Henley Group used when they first developed this plan. The shares purchased will be held as collateral to the loan in the event that management is not able to increase the stock price and defaults (Glassman, 539). 

If management defaults, the corporation will receive all the shares and the capital raised by management, leaving the corporation better off by $15 million. However, if the management is able to raise the share price, they will repay Tenet for the loan at the time they sell the stock. This plan is beneficial to shareholders for two reasons. First, it greatly increases management’s incentive to create value. Second, shareholders will not lose anything in the event of default and will face only a two percent dilution in any increase in value (Glassman, 539). 

There are also several other benefits to be gained from a leveraged equity purchase plan. By management fronting their own capital to purchase stock, it sends a strong message to the market about management’s confidence in the company and in their own abilities. Next, it provides assurance to creditors about the debt of the company. Knowing that management has high incentives to increase value lets creditors know with certainty that management is doing everything in its power to meet all its obligations. Finally, it works better than a traditional stock option plan because management is able to actively monitor the impact that their day-to-day decisions have on the value of their initial investment (Glassman, 539).

Although repurchasing stock and instituting a leveraged equity purchase program will force management to monitor its operation with greater scrutiny, the problem of bad debt must be faced and overcome. Tenet has programs in place to help curb the effects of bad debt and has recently made changes to the way it accounts for bad debt, but it is still a huge problem that takes dollars away from the precious bottom line. Currently, Tenet is collecting $.12 on the dollar for bad debt, while in the past it collected $.17 (Feinstein). The programs in place are not doing their job as effectively as they should. It is our recommendation that more extreme debt collection practices should be undertaken at least until Tenet is again operating in the black.

Carle Hospital, located in Illinois, has been using aggressive debt collection means since 1995. It has arrest warrants issued for those patients who fail to show up for court hearings related to payment. Not every person who fails to show up has a warrant issued for his or her arrest. A special committee reviews each case to assess the situation and only then is an arrest warrant issued if it is deemed necessary. In order to recoup payments, Carle has garnished wages and seized federal tax refunds. We believe that rising health care costs and decreasing reimbursements justify these tactics (Lagnado). Backed into a corner, hospitals are being forced to recover whatever they can. Although it might seem to be a heartless practice, shareholders cannot be forced to pay for services rendered that go uncollected.

Tenet must also try to shift its client base from self-pay customers to customers whose health care is paid by a third party. The increase in self-pay customers is due largely to the fact that employers are shifting more of the cost burden to employees in order to reduce their premiums (Feinstein). Tenet believes that as the economy recovers and businesses have more money this trend will be reversed and self-pay patients will be reduced.

These suggestions by themselves are by no means enough to fix Tenet Healthcare. They are meant to provide Tenet with a structure that promotes maximizing value and allows enough flexibility to handle current problems. There are a variety of other problems outside the scope of this analysis that must be addressed before the company can right itself. 

Managed care organizations, in addition to Medicare and Medicaid, will continue to play a large part of Tenet’s future by determining if its new pricing structure will work and by determining how much Tenet will receive for providing services. Management must deal with rising costs if it is to remain competitive in the industry. These costs include labor, supplies, and other expenses (Tenet Healthcare, “Investor Relations”). 

By sticking with its core business strategy and creating regional economies of scale, management should be able to effectively control costs (Seligman). Tenet must also strive to conduct all future operations with a high degree of integrity to prevent any more investigations. More trouble on the legal front could devastate the company’s name and its ability to continue operations. 

This time period is crucial for Tenet. The market is not currently holding Tenet to the same standards, with respect to earnings, as the rest of the industry. This gives them an even greater chance of being able to turn things around. Restructuring costs will be tolerated by during this and Tenet must take advantage of its position (Feinstein). Overall, we believe that Tenet has the ability to return to profitability. It has a strong portfolio of hospitals with strong market shares in their respective regions. If Tenet can handle its legal troubles, manage its cash, and create value, then it can survive this difficult time.

APPENDIX A: COMPANY OVERVIEW

Tenet Healthcare Corporation (THC), a New York Stock Exchange-listed company, is the second largest investor-owned healthcare services company in the country.  Tenet and its subsidiaries strive to maintain the business philosophy:  “the importance of shared values among partners in providing a full spectrum of health care” (Tenethealthcare.com).  


Tenet is mainly a service oriented corporation offering home health agencies, HMOs, long-term care, outpatient surgery centers, psychiatric hospitals, rehabilitation hospitals, and specialty hospitals in addition to its primary function of being a general healthcare provider.  Tenet’s hospitals offer acute care services, operating and recovery rooms, radiology and respiratory therapy services, pharmacies and clinical laboratories, and the majority offer intensive care, critical care and/or coronary care units, and physical therapy, orthopedic, oncology and outpatient services.  Furthermore, many of the hospitals also provide tertiary care services which consist of open-heart surgery, neonatal intensive care and neuroscience.


Tenet Healthcare separates its 105 acute care hospitals with 26,216 beds into two divisions:  Eastern Division and Western Division.  The divisions encompass the 16 states in which Tenet and its subsidiaries currently own and operate its facilities that employ approximately 109,700 people.  Its headquarters is located in Santa Barbara, California and Tenet hospitals are supported by a Dallas-based service center.


With an overall net worth of nearly $1.4 trillion, the United States healthcare services industry is the world’s largest.  An ever-present and increasing trend within the healthcare industry is the increasing demand for services.  Because people are living longer, there is an escalating need for additional healthcare to meet their needs.  The healthcare industry is also experiencing a decline in the number of hospitals due to the past trend of established healthcare corporations acquiring struggling tax-exempt hospitals.  Furthermore, operating expenses and additional costs are rising mercilessly.


The competition within the healthcare industry is fierce.  Some of Tenet Healthcare’s top competitors in the industry include Ascension Health, HCA Incorporated, and Triad Hospitals Incorporated.  Ascension Health is both the largest not-for-profit healthcare provider and Catholic hospital system in the United States.  HCA, Inc. currently owns and operates 180 acute care, general, and psychiatric hospitals as well as 80 ambulatory surgery centers.  Triad Hospitals focuses mainly on smaller cities where the competition within the industry is less intense.  The industry suppliers are also faced with high competition.  Alliance UniChem, McKesson, and Owens & Minor are amongst the top competitors and are leaders in implementing technology to reduce costs.  The healthcare industry provides services for anyone and everyone willing and able to pay the expense incurred by their medical needs.
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