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 Executive Summary

Tenet Healthcare Corporation, a nationwide healthcare provider, has been struggling to improve its bottom line as well as other key areas since the end of December ’02/beginning of January ’03 fiscal year. 
First to be discussed in the proposal is a ratio analysis of Tenet. Calculations of return on equity (ROE), return on assets (ROA), profit margin, and other ratios don’t reveal any major problems, in fact the company ‘appears’ to be an average performer, but there are detrimental results from further study of what repercussions Tenet will have to face in the very near future. 

Following the elements discussed about ratios is a look at the injuring problems the group believes Tenet is facing. Tenet’s difficulty with its high allowance for doubtful accounts costs has risen half a billion since May ’98 due to increases in uninsured patients and poor acquisition decisions to possibly gain market share. Also decreases in the collection rate from Tenet’s in-house collection agency have negatively affected its bottom line as well as its customer base and relations. We recommend reducing aggressiveness in the tactics used to collect on these accounts such as initiating a payment plan.   
The recruiting and retaining problem Tenet is experiencing is not necessarily a company specific problem because the whole industry has a shortage of qualified nurses available to work.  In addition to the industry-wide problems, Tenet’s nurses suffer from poor working conditions, low staffing levels, excessive overtime, and safety issues that are costing the company financially. Tenet should try to alleviate their nursing problem by continuing to take part in its donations to nursing schools to help educate more nurses.
Tenet is suffering from high management incentive problems that go back to the hiring of Jeffrey Barkabow in June of 1993. Although his recent dismissal as CEO has stopped his involvement in the incentives problem, the contract for the new CEO, Trevor Fetter, has not been announced.  Tenet should continue to keep high top management base salaries, initiate stock holding requirements for top executives, and help to make management be more in control of their own compensation.    
Also, unethical business practices at Tenet have cost the company devastating amounts of money in litigation charges. Malpractice by doctors, overpricing of services, and actions taken in efforts to manipulate Medicare laws are all costing Tenet enormous amounts of litigation fees and abnormal charges. Because abnormal charges, such as impairment, restructuring and litigations will continue to loom over the company for years, total costs incurred could amount in the billions. Tenet should better prepare for these future outgoing cash payments and halt its stock repurchasing plans along with retiring of long-term debt. 
Finally, we recommend Tenet to seriously consider filing for bankruptcy after measuring the costs and money saved verses keeping the status quo. Tenet’s filing for bankruptcy will only incur a 1-3% loss in value, but their current financial distress could end up costing the company up to 20% of firm value.  
Tenet Healthcare Proposal

Tenet Healthcare is a company that specializes in healthcare services to the community.  The following proposal will illustrate the many financial problems Tenet is facing and recommend potential solutions.  The first portion of this proposal discusses Tenet’s ratio analysis, which essentially explains their current financial status of the company.  Then the proposal turns to what is felt to be the major problems that Tenet Healthcare is facing.  These problems include high doubtful accounts costs, poor employee recruiting and retaining, excessive management incentives, and high litigation costs.  Finally, the body of this proposal will specify what we feel is the best solution for Tenet Healthcare.
Ratio Analysis


The financial ratios of Tenet don’t reveal any problems right away.  As a percentage of sales, cost of goods sold stays at 35% and does not increase through the years, nor do their operating costs, which stay at 54%.  In 2002 Tenet’s earnings before interest and taxes were actually higher than in the previous four years at $974 million, with the exception of 2001.  Compared to the industry Tenet stays close to its competitors.  Tenet’s current ratio for 2002 is 1.59, which is just below HCA’s ratio of 1.7, the leader in the healthcare industry.  Tenet’s real problems fall this year in their return on assets and return on equity.  This is because net income has been reduced greatly by abnormal charges related to impairment charges, restructuring charges and litigation charges.  In order for Tenet to restore its financial status they will need to limit these abnormal charges as much as possible.

Doubtful Accounts
One problem that has been plaguing the company throughout the years and even more significantly in current quarters is the rise in the allowance for doubtful accounts.  The year-end doubtful accounts have risen from $588 million on May 31, 1998, to $1,084 million as of September 30, 2003, as shown in Appendix C.  Provision for doubtful accounts as a percentage of net operating revenues has also increased from 6.8% in the first 9 months of 2002 to 10.7% in 2003.  These numbers are putting financial stress on the bottom line and it is in the company’s best interest to find ways to reduce the amount of loss arising from the doubtful accounts.  . 

The increase is mainly due to the increase in the number of patients that do not have insurance.  These uninsured patients are unable to pay their bills, which cause the company’s write-offs to increase.  A possible solution to this problem is to limit the amount of uninsured patients that are admitted to Tenet’s hospitals.  Although hospitals are unable to turn away patients that are admitted through the emergency department, we believe that closer managing of patient admittance will be able to decrease the number of uninsured patients resulting in reduced losses from uncollected bills.  The managing of admission is especially important since the inception of a mandatory nurse to patient ratio in California, which limits the number of patients a hospital can have per nurse on duty.  Limiting the number of patients each hospital is able to house at one time magnifies the need to only admit patients that are willing and able to pay for the healthcare services they receive.

Another possibility for the increased cost of doubtful accounts is the poor acquisition decisions made by Tenet Healthcare.  In the past, Tenet acquired many hospitals, many of which were operating at losses, in order to increase Tenet’s market share.  The acquisition of these firms that are tremendously close to bankruptcy because of financial distress, adds to the ever-growing cost control problems that Tenet Healthcare has already incurred.  Tenet should continue to sell off hospitals that do not provide additional profit for the company. 

Another reason for the increase in doubtful accounts expense is the decrease in the collection rate from their in-house collection agency.  The collection rate of their in-house agency has fallen to 12 cents on the dollar of self-pay accounts in recent quarters from a historical average of 17 cents on the dollar.  

We recommend changing some of their collection agency methods, especially with self-pay patients.  The influx of self-pay patients can be partly attributed to the economic problems facing the economy and the increased layoffs.  We believe the collection rate will increase if Tenet is more willing to work with self-pay patients who are unable to pay for the entire bill and try to come up with a payment plan for the patients that allow them to make timely payments without sacrificing the profitability of the firm.  Self-pay patients will be more willing to pay their bills if they do not feel threatened by scare tactics that are traditionally used by collection agencies. 

Recruiting and Retaining Qualified Employees

A major problem to Tenet Healthcare and the industry as a whole is the shortage of qualified nurses available to staff the hospitals and their around-the-clock service.  Tenet Healthcare is facing some company specific problems relating to the nursing shortage.  Tenet has come across major disputes with its nurses in recent history.  

A hike in salaries for the nurses has been utilized as a way to recruit and retain the employees.  Some hospitals have even taken to offering large-scale prizes like vehicles and extravagant vacation packages as a means of recruiting and retaining employees.  This method, although somewhat effective, does not alleviate all the tension between the nurses and the company while increasing the salary expenses, which are desperately trying to be reduced or at least stabilized in the company.  

These conditions are obviously detrimental to the company and its workforce, but more importantly it reduces the quality of care provided to the party of most importance, the patients.  This concern is not going away; rather it is sure to grow in scale since roughly 67% of the nation’s nurses are nearing retirement.  Tenet has taken small steps in diminishing this problem in some areas.  However, in the areas where the most action needs to be taking place, the least is being done.  This epidemic is truly nationwide, which is why a number of companies have intensified their recruitment efforts from outside the U.S.  

Tenet just this past year decided to donate $1.2 million dollars towards establishing a new nursing school in Florida.  They’ve also recognized the need for those qualified to educate these much needed nurses, helping to initiate recruitment programs in this area.  Tenet has a number of programs in place at selected hospitals where employees can take advantage of continuing their education at little or even no cost to themselves.  Tenet also provides access to many online resources for their employees, where they can locate flexible curriculum programs or even participate in online training.  These measures may be costly, but the repercussions of not instituting similar initiatives nationwide could be much worse.  Implementing this practice would be one of our primary suggestions for improving Tenet’s current position.  

A mandatory nurse to patient ratio has compounded the nursing shortage problem, where each hospital can only a have certain number of patients for every nurse on duty.  If Tenet is unable to hire more nurses, it might cause some of the hospitals to turn away patients or even close some hospitals.  

Some nursing complaints the company can focus on include working conditions, staffing levels, excessive overtime, and safety for the patients and staff.  Needlessly to say that if Tenet is able to add to its workforce that it will eliminate many of the concerns addressed by current employees.

Management Incentives

Tenet Healthcare has come under fire due to the amount of compensation top executives have been receiving while the company has been struggling as a whole.  One part of the problem is the excessive compensation given to former Chief Executive Officer, Jeffrey Barkabow.  Barkabow received annual salaries above $1 million dollars and also received bonuses that have exceeded $8 million dollars in the past 3 years.   In addition to the salaries and bonuses, Barkabow also received stock options throughout his tenure.  Mr. Barkabow received over $110 million dollars in compensation through the sell of his stock options and other compensation when he resigned.  Tenet Healthcare had a golden parachute for Barkabow, which was unnecessary and has burdened the company.  Specifically, Barkabow was entitled to $1,359,000 upon termination of his employment.  

We believe that it is Tenet’s best interest to reduce the agency problems that have been plaguing the company.  Tenet should require its top executives to hold a certain amount of shares in the company in order to keep management focused on the long-term goals of the company.  Currently, Tenet requires the CEO to keep 5 times his annual salary in stock and executive vice presidents 4 times their salary.  If Tenet increased the amount of stock required, it would significantly reduce some of the agency problems because management’s compensation would be more closely correlated with the profit of the firm. There is a significant and positive correlation between management’s efforts and the firm’s profits.  In other words, higher effort =>higher profits =>higher salary.  Since management would be in control of their own compensation and they desire more money they would increase their effort.

Tenet should not eliminate top managements’ base salary because higher wages are able to attract the most competent managers.  In the case of Tenet Healthcare it might take a few years for management decisions to have adequate effect to cause the stock price to significantly appreciate enough to attract top executives.  We recommend Tenet provided higher base salaries for the first two years to allow top management to make decisions that will have the most benefit to Tenet Healthcare in the long run.  We limit the higher base salary to the first two years because we want to provide significant incentives for management to put in the effort and also in some cases very high levels of managerial compensation cause managers to become too rich too fast to care about continuing to work hard to keep their job.

Litigation 

Tenet is currently experiencing an over abundance of litigation suits due to unethical practices that the company had performed in the past.   Although the company has made many strides in the right direction, including rectifying many of the improper procedures and replacing personnel that did not fit the new vision for the company, Tenet will still have to pay for the troubles of the past.  Tenet is suffering litigation costs for various reasons.  

Some of Tenet’s doctors are charged with performing unnecessary invasive heart surgeries, while the company is charged with wrongly classifying patient care as outliers in order to over charge on claims and pressuring doctors to give costly treatments and keep patients in hospitals longer.  The government is charging Tenet with deliberately overpricing and manipulating the Medicare laws to boost profits.  Punitive damages to be paid by the company have been estimated as high as $6 billion dollars.  Although it is very unlikely Tenet will have to pay nearly that much because of settlements and government’s reluctance to levy large fines that would force large health care companies out of business, the company will still have to pay significant amount of damages.

We believe that Tenet should prepare its balance sheet in anticipation of these future outgoing cash payments from the current pending lawsuits.  In recent quarters Tenet has been buying back outstanding shares of the company and has also participated in retiring some of its long-term debt.    Tenet has spent over $320 million on litigation and investigation costs so far in 2003.  These are substantial expenses, which illustrate the potential magnitude current litigations will have on the company’s finances during the upcoming quarters. We recommend Tenet Healthcare suspend these activities until the cloud of litigation has subsided and Tenet can clearly forecast no more litigation costs ahead for the company.  However, these litigation expenses will be appearing in Tenet’s financial statements for some time in the foreseeable future.

Bankruptcy

We recommend Tenet Healthcare seriously consider filing for chapter 11 bankruptcy.  This is only recommended if and only if costs continue to rise faster than revenues and litigation charges continue to increase as expected.  Tenet is currently under financial distress, which can cost the firm up to 20% of its value.  The financial distress has already had adverse effects on the company and will continue to do so until the problem is resolved.  The company will only endure a 1-3% loss if they proceed with filing bankruptcy.  Tenet has suffered from a loss of confidence in the firm, which lead to higher credit costs, loss of key employees, and loss of credit purchases.  The current financial conditions have also caused management to focus on the survival of the company instead of maximizing the value of the firm.  

Tenet has tried to improve its cash flow by issuing more debt such as the $1 billion debt issue in January 2003 with a maturation date in 2011 (See debt schedule, appendix D).  The increase in debt in the firm’s capital structure forces bondholders to tighten restrictions on the company through covenants and increase the monitoring of management in the indenture.  Both of these actions by the bondholders have adverse effects on management’s ability to efficiently operate the company.  The restrictive covenants hamper Tenet especially because bondholders have set specific ratios (Total Debt/EBITDA & Total Debt/ Cash Flow) that the company must maintain in order to keep from defaulting on their loans.  If Tenet’s earnings keep decreasing and they continue to have outlays of cash from litigations, they will fall below the specific requirement set by bondholders.  If Tenet were to default on their loans, banks could then call the four billion dollar debt due to be paid in full immediately. If and when the debt is called Tenet would be forced into chapter 11 bankruptcy because there is not enough cash on hand to pay off the loans (see appendix E).  To efficiently operate the company management needs to set aside ample cash to satisfy bondholders, but this cash in not available.  

The increase in debt will also increase the chance of Tenet Healthcare losing the tax deduction usually accompanied with corporate debt because the EBIT will not be above the interest expense of $260 million dollars.  Based on the assumptions that Tenet is suffering from costs that are rising quicker than revenues and from increasing litigation costs we feel the chapter 11 bankruptcy is the best course of action for Tenet Healthcare.

