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Executive Summary


Tenet Healthcare Corporation has been battered the last year and a half by lawsuits from individuals and the United States government. As a result, Tenet’s stock price fell from a high of over $50 to under $15 in the month of November 2002. Since this time, Tenet has not made any significant economic recovery. The following recommendations are an attempt to revive Tenet from the financial gloom it is currently facing.


Tenet’s current compensation method does not provide enough incentive for management to work in the best interests of the company.  Enormous bonuses have been awarded to management and Board of Directors while the value of the company has continued to decline.  The Stock Incentive Plan rewards options to directors and requires senior officers and directors to own certain number of shares of stock.  This method provides no punishment for management’s decisions that adversely affect the company.  We suggest that incentives be based on EVA using special stock options. Using this method, management will only realize gains if there is a positive EVA, and they will lose value on their options if economic value of the company drops.



Tenet is currently spread across many healthcare divisions.  This over abundance of health care subsidiaries unprofitably complicates Tenet as a whole and contradicts its strategies.  For this reason, Tenet could financially improve its position by spinning off (releasing its entire share of common stock in the subsidiary to its existing shareholders) its subsidiaries not related to its general hospital division, which would narrow the scope of operations.  Among other benefits, doing this will focus the efforts of managers to better enable Tenet to provide its core competencies to its consumers.

Tenet Healthcare prides itself on being the second largest investor owned healthcare provider in the nation.  Consequently, it is important for Tenet to once again make its stockholders one of its primary concerns.  Tenet should implement a stock repurchase program immediately and continue it for the next several years.  By doing this, Tenet can once again begin to increase the wealth of its owners, without whom, Tenet would not exist.


Tenet must make changes in order to survive its current financial distress.  With the current need to improve its organization, we believe that taking these actions recommended Tenet will become a much stronger company; now, and in the future.

MANAGEMENT COMPENSATION


Executive compensation falls under two categories: annual and long-term.   Annual compensation consists of the salary base, bonuses, and other annual compensation.  For the past three years, bonuses have increasingly exceeded executives’ salaries.    For example, in the fiscal year 2002, Tenet’s former Chief Executive Officer, Mr. Barbakow, received enormous bonuses of almost 4.2 million dollars even though the shareholders experienced an extreme loss of wealth under his influence.  Long-term compensation includes securities underlying options and all other compensation which include retirement savings, deferred compensation, and insurance (Tenet Healthcare Form 10-K 2002, 96). 

Currently, Tenet employs the use of their 2001 Stock Incentive Plan to encourage their directors to act in the best interest of the company.  Under this plan, “non-employee directors receive 18,000 options per year and 36,000 options upon joining the Board of Directors.  Awards have an exercise price equal to the fair market value of the Company’s shares on the date of grant” (Tenet Annual Report 2002, 44).  This year, 60 million shares of common stock were approved for stock-based awards.

Tenet maintains several guidelines for management regarding stock ownership and retention of options.  Every senior officer is required to own a certain number of shares equal to certain multiples (designated by seniority) of his or her salary (Appendix C).  Every director is required to own shares equal to three times the value of his or her Board retainer (Tenet Healthcare Form 10-K 2002, 100).  “Encouraging outside board members to hold substantial equity interests would provide better incentives” (Chew 524).


The main incentive compensation plan used by Tenet is based on the stock price of THC.  Over the course of the seven month transition period in 2002, option grants valued at over 7.5 million dollars were issued.  The incentive comes from the vesting date and requirements.  One third of these options will vest each of the next three anniversaries of the grant date if the stock price rises to $24, $27, and $30 respectively (Tenet Healthcare Form 10-K 2002, 96).  One problem with this is that there is no restraint on the time it takes the price to rise above the minimum price for each third.  If the desired increase in the stock price is not attained by the anniversary date, there is no punishment, but the options vest at any time afterwards if the price meets the minimum.  Although this plan has some relevant incentive, it is not enough to motivate management to increase stockholder wealth.  “Boards (and managements) fail to understand that their basic mission is to maximize the (long-run) market value of the enterprise” (Chew 524).  


We propose a plan based on Economic Value Added while using stock options as it vehicle.  First, Tenet should sell “in-the-money” options to management for the difference in exercise price and market value of THC.  These options will carry an annually rising exercise price.  The strike price will increase by the cost of capital; therefore, the exercising of these special options will be unprofitable until the shareholders realize a rate of return above the rate at which the exercise price grows (Stewart 7), which is the cost of capital.  This means that management will only realize gains if there is a positive economic value added, and they will lose value on their options if economic value drops.  This is an extremely effective incentive strategy because of the volatility of these options.  To ensure effectiveness, top executives are required to own half of the shares that they are already required to own (Appendix C) in these special options.  Management will experience more ownership, and hopefully their decisions will reflect that.  This extreme risk results in the pressures and rewards associated with the early leveraged buyouts, which created urgency for managers to create value—and create it now (Stewart 8).  “The goal is to align the interest of the agent and the principal so that when the agent acts in their own interest, they are also acting in the principal’s interest” (Agency Lecture Notes, 9).
SPIN-OFF

Tenet Healthcare owns and operates three broad types of units:  domestic general hospitals, related healthcare facilities, and various ancillary healthcare businesses.  Tenet’s related healthcare facilities include rehab hospitals, specialty hospitals, long-term care facilities, psychiatric facilities, and medical office buildings.  The ancillary healthcare businesses owned by Tenet include services such as outpatient surgery centers, home healthcare agencies, occupational and rural healthcare clinics, and health maintenance organizations.  Although all three of Tenet’s operating units are in the expansive industry of healthcare, its main source of income is its general hospitals.  Spinning off its related facilities and ancillary businesses will allow Tenet to focus solely on its core competencies utilizing its 114 general hospitals.  In Tenet’s current organization, its general hospital unit has to consider its other two divisions when decisions are made about the company.  This factor hurts the lesser divisions of Tenet because most decisions these lesser divisions make will have to benefit themselves as well as the entire company.  For Tenet, the general hospitals accounted for 93.4% of net operating revenues in 2000.  This percentage steadily increased to 97.1% in the seven month period ended December 31, 2002.  In light of this trend, it seems beneficial to Tenet to be able to rid itself of the low-revenue, high-cost sections of the firm.


When a company elects to spin-off some or all of its subsidiary components, it simply distributes all of the common stock it owns in the subsidiary to be spun-off to its current shareholders.  By doing this, a completely new and separate company is formed (Miles and Rosenfeld 1597).  


Tenet has an operating strategy initiative, as stated by its most recent 10-K, to focus on core competencies such as cardiology, orthopedics, and neurology.  Tenet’s general hospitals all have adequate services, building space, and equipment to satisfy these three core competencies.  If Tenet would focus on its core services with its core facilities, it could build a foundation for itself to expand and build on in the future.


The positive effects on shareholder wealth of a spin-off start on the day the spin-off is announced, and are followed by abnormal returns for a period of time after the announcement (Miles and Rosenfeld 1597).  Although in a perfect market, spin-off announcements should not change a firm’s value, overwhelming evidence has suggested that spin-offs and spin-off announcements do indeed positively alter the value of a firm when done voluntarily (Miles and Rosenfeld 1600-1606).  This can be attributed to the fact that the implications of a spin-off can decrease a firm’s negative intangibles.  One such intangible is the stockholder-bondholder agency problem inherent in having subsidiaries.  For example, a subsidiary could have a positive investment option that is refused by the stockholders because it is beneficial to the parent’s bondholders, which takes away from the equity-holders.  If these subsidiaries were to be spun-off, the investment would not be refused because the equity-holders would receive the entire benefit of the investment (Miles and Rosenfeld 1598).  
Better corporate information is available after a spin-off about both the parent company and the newly-formed company.  This is because information in financial statements and reports before the spin-off include both units; after the spin-off seperate financial statements and reports are available about each new company.  The increase in the value of a company after a spin-off is said to partly come from the investors’ perception of the company’s value once the two units have been separated (Stewart 9).  In Tenet’s case, this implies that once the spin-off occurs, investors will be able to make better decisions about its general hospitals because the numbers in the financial statements and reports are only about the general hospitals.  Although it seems that taking one company and dividing it into two parts would keep the value of a company the same, evidence now suggests that “spin-offs do change the way corporations are run and do create new, enduring values” (Stewart 10).  


Because of Tenet’s current condition, divestiture is a good choice for improving its financial position.  Because of the positive effects of a spin-off, spinning off the related healthcare facilities and ancillary healthcare facilities would allow Tenet’s actual and perceived value to increase.
STOCK REPURCHASE PROGRAM

Tenet Healthcare suffered a major decline in the value of its stock in September 2002.  Since the decline there has been no indication of recovery.  In order to strengthen both the stockholders and Tenet’s current position, a stock repurchase program should be implemented over the course of the next several years.


This program can be accomplished through the use of transferable put rights so that Tenet can easily control the amount of shares repurchased (Dividends Notes 6).


With the recent influx of cash from the sale of assets, Tenet has the ability to repurchase its own stock from shareholders.  Tenet also has the added opportunity at this time to repurchase these stocks at a relatively low price.  The repurchase of Tenet’s stocks should create value for the owners of Tenet Healthcare.


By repurchasing its own shares, the number of outstanding shares decreases and the earnings per share increases.  Even if future net income remains constant, it does not have to increase; the value of the stock will rise (Graham 507).  This in turn creates wealth for the current stockholders.  By reducing the amount of shares outstanding, the stock price is theoretically more positively influenced by changes in the company if these changes result in an increase in net income (Graham 506).


A stock repurchase would allow Tenet to distribute cash back to its owners without the use of taxable dividends.  Only the shareholders who sell for a gain are taxed in a repurchase (Dividends Notes 3). 


While Tenet has repurchased its common stock in the recent past including 18,181,000 and 18,082,000 shares in fiscal years 2001 and 2002 respectively, these repurchases where accompanied by a large amount of exercised stock options (Tenet 10-K, 60).  In essence it would seem that while Tenet was repurchasing stocks, it was having to do so to combat excess dilution of its own stock created when the options where exercised (Graham 508).  The repurchases were also completed in those years when Tenet’s stock price was much higher than it is currently. 


One of the downsides to any stock buyback is the possibility of wealth redistribution (Dividend Notes 4).  This redistribution would occur when a repurchase causes the value of a company’s share to decline, and thus only the shareholders who sell their shares profit from the repurchase.  While it may be true that the value of the shares could decline immediately following the repurchase using a tender offer, it is still only a temporary decline.  Shareholders willing to hold on to their shares should then reap the benefits of the repurchase in the near future assuming net income will remain constant or increase.  In addition, a stock repurchase can be accomplished through transferable put rights.  By using transferable put rights, there is no wealth redistribution and the stock is still effectively repurchased (Dividend Notes 4).  

Tenet is currently in a position where it would be unwise to expand, or purchase risky assets because of its current debt issuances, and other financial difficulties resulting from possible future litigation.  As a result, stable cash flows with a lower risk are needed.  Distributing excess net income to shareholders through a stock buyback is a perfectly feasibly option that will create value for the company and its owners now and in the future.  The stock repurchase, in conjunction with the spin off and sale of specialty or unprofitable subsidiaries; as well as a revised compensation plan, should effectively rebuild Tenet Healthcare into a financially manageable entity that can weather the current storm and be in a position to profit when the storm subsides.
Appendix A

Overview


Tenet Healthcare Corp. is one of the largest investor-owned healthcare services companies in the world.  Their main focus is providing quality health care services through general hospitals, of which they are planning to divest four.  Tenet also owns related health care facilities consisting of rehabilitation hospitals, specialty hospitals, long-term care facilities, medical office buildings, physician practices, and other ancillary healthcare businesses.  These related healthcare facilities make up less than three percent of Tenets revenues. 


Tenet’s facilities are owned primarily in the United States, but they own one general hospital and related healthcare facilities in Barcelona, Spain.  Within the United States, Tenet’s hospitals are concentrated mainly in Texas, Florida, and California, where their corporate headquarters are located.


The stock price of THC plummeted in November of 2002 from a high of $52.50 to around $15, and has gone nowhere but down since then despite a major change in upper management, plans to divest 14 hospital groups and restructure their remaining operations.  The reason for this decline is attributable to a lack of confidence in the corporation’s ethics rising from corporate scandals.  These scandals include doctors performing unnecessary heart procedures in order to boost revenues for themselves and the hospitals.  This almost caused their insurance relationship with Blue Cross to be terminated, but the termination notice was rescinded on Friday the 21st of November and the hospitals will remain in good standing status with no disruption in service or benefits.  The most substantial reason for the flatlined stock price is because of its extreme risk due to investigations that are already underway by the U.S. Attorney General.  These investigations stem from allegations of raising prices to individuals lacking ability to pay for services in order to get a larger reimbursement from the government.  For Example, the following was taken from an analyst report at a reputable firm: “08:21 am EST... REITERATE AVOID TENET HEALTHCARE SHARES, SENATE INVESTIGATION HIGHLIGHTS RISK (THC 15.66**)”(Appendix B).  Tenet Healthcare Corp. is in need of some drastic improvements led by their new CEO, Mr. Fetter, in order to continue competing and raise confidence in the company.
Appendix B
Taken from AG Edwards analyst:
Tenet Healthcare                                                10/07/03 08:00AM

                         *** STANDARD AND POORS ***

Owns or operates, as of Sept. 5, 2003, 113 acute-care hospitals with 27,674

beds and numerous related health-care services serving communities in 16

states. Related health-care facilities include rehabilitation and specialty

hospitals, long-term care facilities and a psychiatric facility. Announced 2Q

loss per share of $0.28 vs. EPS $0.45 and 6 mos. loss per share of $0.24 vs.

EPS $0.96. STARS Ranking: ** 2003 EPS estimate $1.03 2002 Reported EPS $0.93

Tel.# -- 805-563-7000

09/08/03 08:21 am EST... REITERATE AVOID TENET HEALTHCARE SHARES, SENATE

INVESTIGATION HIGHLIGHTS RISK (THC 15.66**): The Senate Finance Committee's

announcement, late Friday, of an investigation into THC's corporate governance

practices, comes on the heels of the Health & Human Svcs. Dept.'s action to

seek to bar THC's Redding Medical Center from Medicare, on Thursday. Both were

largely unexpected, and both highlight our view of the continued risk to THC

shares from possible legal action, from the Federal Govt., shareholders, and

now any findings or fallout from the Senate's inquiry. At 15x our '04 EPS est.,

shares are trading in line with peers, yet we think offer greater risk.

/F.Connelly\

Tenet Healthcare

 ---SHARE EARNINGS---   ----DIVIDENDS----   --MARKET ACTION--    --BAL SHEET--

6 Mo Jun     -.46/1.03 Rt&Yd     Nil       03 Rng  19.25  11.32 Cur Ratio  1.87

Last 12 Mos       -.56 Last Div       .006 Avg Vol      2537880 LT Dt(M)   4026

P/E               14.5 Ex-Date       03/13 Beta             -.3 Shs(M)   463.83

5-Yr Growth %    ..... PayDate    03/24/00 Inst Holdings    80% Rpt.of 06/30/03

FV 4B+  S&P 500.  ASE,CBOE,P:Cycle 2.  3-for-2,'02.                        NYSE

Yr    High     Low    P/E Range    Div    Dec   EPS      Rev(M)  Net(M)   BV/SH

02   52.50   13.70   56.5  14.7 ......    02    .93vt ......... .......    4.81

01   41.85   24.66   30.1  17.7 ......    01   1.39v    12053.0   678.0    3.44

00   30.50   11.29   44.9  16.6    .00    00    .68vy   11414.0   321.0    1.56

99   18.12   10.25   34.4  19.5 ......    99    .52v    10880.0   249.0    1.00

*******************************************************************************

EARNINGS ESTIMATES:

     (Q3-03)             Mean Estimates

  Current Quarter        Cur    Prev      High     Low     # of Ests.

      Street             0.20    0.21      0.25     0.17        21

      S&P                0.20    0.20

                 NEXT EXPECTED EPS REPORT DATE:

Est. 5-yr Ern. Growth:    11%   ROE:   N/M    S&P STARs:     2 (Avoid)

S&P Ern/Div Rating:         B   ROS:   5.6%   Fair Value     4+

STREET GUIDANCE:    Buy     Buy/Hold     Hold    Hold/Sell    Sell      Rel Str

  Opinions           2         2          14         5        3           36

Tenet Healthcare

EARNINGS ESTIMATES:

                        Mean Estimates

  Current Year (2003)    Cur     Prev      High      Low     # of Ests.

      Street             1.02    0.96      1.12     0.95         25

      S&P                1.03    0.98

  Next Year (2004)

      Street             1.00    1.01      1.30     0.73         26

      S&P
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Appendix C

Multiple of
Title






Base Salary
CEO . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5x

President . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .4x

EVP and others above SVP . . . . . . . . . . . . . . . . . . . . . . . . . . . 2x

SVP . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1x
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