Hospital Corporation of America (A)

In January 1982, Hospital Corporation of America (HCA) faced a complex financial
situation. Following a major acquisition in 1981, HCA' ratio of debt to total capital
was approaching 70%, well in excess of its well-established target ratio of 60%. Inter-
est coverage had dropped below its target of 3.0 to 2.4, the lowest level experienced
since HCA was founded in 1968. Although some investors justified, even welcomed,
HCA’s more aggressive use of leverage, others were concerned. HCA capital structure
could cost the company its A bond rating. Mounting interest expense on the debt could
also result in a decline in HCA’s first-quarter earnings per share relative to that for a
year ago. If it did, it would be the first such quarter-to-quarter decline in earnings per
share in HCA’s 13-year history. In light of these developments, HCA’s management had
to decide what, if anything, should be done about its capital structure and what specific
steps should be taken in the near future to achieve the desired mix of debt and equity.

Early Development

Hospital Corporation of America was a proprietary hospital management company. It was
founded in Nashville, Tennessee, by two physicians, Thomas F. Frist, Sr., and Thomas F.
Frist, Jr., and by Jack C. Massey, a former pharmacist and former owner of Kentucky
Fried Chicken. Beginning with only a single 150-bed hospital in 1968, HCA grew to be-
come the nation’s largest hospital management company. By 1981, HCA owned or man-
aged 349 hospitals in the United States and overseas and had net operating revenues of
$2.1 billion. Since its founding, revenues and earnings had grown at an annual rate of
32.2% and 32.6%, respectively. Pretax profit margins, averaging 9%, were the highest and
most consistent among the major proprietary hospital chains. Recent financial statements
and a 10-year summary of HCA’s operations are presented in Exhibits 1-4.

The Proprietary Hospital Industry

Proprietary hospital management companies—that is, corporations that own and man-
age chains of hospitals on a for-profit basis—were a relatively new phenomenon in the
$118 billion U.S. hospital-care business. The enactment of entitlement programs such
as Medicare and Medicaid in 1965 stimulated demand for hospital services and virtu-
ally eliminated the tremendous bad-debt burden (i.e., weak accounts receivable) that
had traditionally plagued the hospital industry. This created a valuable opportunity for
private investors to build or acquire hospitals and operate them profitably. Tight control
over costs, and efficiencies in such areas as staffing, purchasing, and hospital design,
enabled hospital management companies to offer high-quality services at reasonable
cost while achieving attractive profit margins.

With the ability to sell equity and other financial securities not generally available to
nonprofit hospitals, proprietary hospital management companies expanded rapidly in
the 1970s. While the number of hospitals operating in the United States actually de-
clined steadily between 1975 and 1980 from a high of 7,200, the proprietary hospital
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Past Growth

chains expanded the number of hospitals under their control at a 12.5% annual rate. By
1980, 38 proprietary hospital chains owned or operated 12.4% of the 6,965 hospitals
and 7.9% of the 1.37 million licensed hospital beds in the United States. The five
largest hospital chains controlled 632 hospitals and 87,502 beds in 1981. A comparison
of the major hospital chains is provided in Exhibit 5.

It was expected that revenue growth of the hospital management companies as a
group would be approximately 13—14% annually throughout the 1980s. The five major
chains, however, were expected to grow at an annual rate of 25% during the first half
of the decade. Although still rapid, this expected rate of growth was less than the 35%
annual rate they experienced between 1975 and 1980. Shrinkage in the number of at-
tractive acquisitions, along with high costs for construction and acquisition, accounted
for the expected slowdown.

HCA’s growth during the 1970s was achieved both through acquisition of existing hos-
pitals and construction of new units. Between 1968 and 1981, HCA constructed 70
new and replacement facilities and acquired or leased the rest of its hospitals. Each
year HCA evaluated many potential acquisitions and areas for construction and was
rather selective in the facilities it acquired. Criteria for selection included the target
community’s need for health care services, the quality of the target hospital’s medical
staff and personnel, the population growth pattern in the area served, the facility’s suit-
ability for future expansion, and the hospital’s overall financial position. Most of
HCA’s domestic hospitals were located in the Southeast and in the rapidly expanding
“sunbelt” area of the United States (see Exhibit 6). This geographic preference re-
flected, in part, a more favorable regulatory environment in these parts of the United
States and, in part, more favorable demographic trends. Roughly 40% of HCA U.S.
facilities were the only hospitals in their areas.

Some of HCA’s unit growth had been achieved through the acquisition of other pro-
prietary hospital management companies. A run on other proprietary chains was trig-
gered in 1978 when Humana, Inc. merged with American Medicorp, then the third-
largest chain. Following that acquisition, ten other hospital management companies
were acquired by the five majors by 1981. HCA accounted for four of these acquisi-
tions. Its most recent one occurred on August 26, 1981, when it purchased Hospital Af-
filiates International from INA Corporation, an insurance company, for $425 million
cash and common stock valued at $190 million. This acquisition provided HCA with
57 additional owned hospitals and 78 more hospitals under management contract.!
With revenues of $704 million and earnings of $29 million in 1980, Hospital Affiliates
had been the nation’s fifth-largest hospital management chain.

Sources of Capital

HCA’s operations generated substantial cash that could be used for reinvestment. How-
ever, its ambitious construction and acquisition program also required substantial fi-
nancing from external sources.

TProprietary hospital management companies frequently managed hospitals for others on a contractual-
fee basis. Such management contracts did not require much in the way of capital investment, but neither
did they provide as much revenue as owned and operated facilities. They were valuable, however, as a
source of potential acquisition candidates and as a means for scouting potential new areas for expansion.
In 1981, HCA operated hospitals under management contracts in 38 states throughout the United States.
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Generally, external financing during HCA'’s early growth period followed a simple
pattern: Revolving bank credits were used to fund hospitals under construction, while
industrial revenue bonds and privately placed long-term mortgage loans from insur-
ance companies were used to fund completed hospitals and acquisitions. Other
sources of capital were difficult to tap at first because of the newness of the propri-
etary hospital industry, the small size and short track record of HCA itself, and the
generally poor image that many investors had of hospital management companies at
that time.

However, as the hospital management industry matured and HCA’s strong perfor-
mance became recognized, other types of financing were used beginning in the mid-
1970s. In 1975, HCA issued $33 million of 15-year first-mortgage bonds, the first
public bond offering undertaken by a hospital management company. Standard and
Poor’s initially rated the bonds BBB and later upgraded them to A.% In an effort to tap
sources of funds overseas, HCA also issued $25 million of Eurodollar notes in 1978. In
another first for the industry, the company sold $47 million of commercial paper in
1980. The issue was rated A-2 by Standard and Poor’s and P-2 by Moody’s.

In 1981, HCA added $89 million of debt to its balance sheet. Most of this debt was
to mature in less than 7 years, and a substantial portion of it bore fluctuating interest
rates that were tied to the prime rate or the London Interbank Offered Rate? (a com-
plete schedule of HCA’s debt is shown in Exhibit 7). Of this, $425 million was in the
form of a revolving bank credit that was used to finance the purchase of Hospital Affil-
iates. This sudden increase in the level of debt on HCA'’s books made HCA the highest-
leveraged company in the United States with an A bond rating.

HCA had also issued common stock on a number of occasions. It had a public offer-
ing of new equity each year from 1969 to 1971 as it built its capital base. Since 1971,
HCA had only two public offerings of stock: one in 1976 and the other in 1979, when
it sold 2.2 million common shares, receiving net proceeds of $85.8 million, the largest
stock deal done that year by an industrial company. HCA also issued new common
shares in connection with some of its acquisitions.

HCA’s management hoped not to have to issue new equity any more frequently than
every other year. Nonetheless, they were very careful to maintain close contact with the
equity market. They did so through frequent presentations to security analysts and clear
and complete disclosure of information in HCA’s financial reports.

Future Growth

One of HCA’s principal objectives was to realize at least 13% annual growth in earn-
ings per share after removing the effects of inflation. As a practical matter, however,
HCA sought annual growth in the 25-30% range (including the effects of inflation) for
the foreseeable future. This aggressive rate was sought for several reasons. One was

2Moody’s refused to rate the bonds, claiming that HCA's substantial investment in hospital
construction meant that it was actually a real estate company. Because enterprises such as real estate
investment trusts (REITs) and hotel chains were performing so poorly at this time, Moody’s chose not
to rate real estate companies at all. The rating agency eventually changed its mind and gave an A to
HCA’s $23 million industrial revenue bond issue in 1979.

3The London Interbank Offered Rate is the interest rate offered for dollar deposits in the London
market. It serves as a benchmark interest rate for dollar loans in Europe, much as the prime rate
serves as a benchmark for some loans in the United States.
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competition from other management companies in the acquisition of hospitals. As Bill
Meclnnes, vice president of finance for HCA, noted:

There is a feeling here that we must be prepared to strike while the iron is hot. There are only
7,000 hospitals out there and we can’t expect to have them all. With, perhaps, three to five
good years [of growth by acquisition] left, we will have to move along in an expeditious
manner to get our fair share.

Management also recognized that HCA’s expected growth rate was a major factor
influencing the price of the company’s equity. “This is a company in which people
check the stock price two or three times a day,” Mr. McInnes said.* “No one wants to
see what will happen [to the stock price] if the growth rate starts to unwind.” Manage-
ment’s attention to growth and its impact on equity prices was undoubtedly hei ghtened
by security analyst reports on HCA, many of which were predicting 1982 earnings per
share of $3.00—a 35% increase over 1981.

Management expected growth to continue in the same basic directions that it had
taken since the company’s founding—through acquisition, construction of new hospi-
tals, expansion of services, and the signing of new management contracts. Some indi-
cation had been given that the company was likely to expand into new areas, but only
into other health services such as home health care and outpatient surgery.

As far as future growth by acquisition was concerned, it seemed likely that a some-
what different tack would be taken. Partly for antitrust reasons, many analysts and in-
dustry participants believed that the acquisition of other hospital management compa-
nies had nearly run its course as a major source of new growth for the large chains in
the 1980s. Thereafter, it was believed, growth by acquisition would have to occur pri-
marily through the purchase of nonprofit county, municipal, and religious-order hospi-
tals. Many such hospitals had old buildings in need of renovation, obsolete equipment,
and unsophisticated management systems. Because of the unwillingness or inability of
their present owners to raise taxes or issue new debt to continue operations, it was
likely that many of these units would be put up for sale.

HCA appeared to be well positioned to make inroads into this market. Interestingly, this
position had as much to do with HCA’ quality image as its financial strength. Among the
major hospital management companies, HCA was considered one of the most attractive by
which to be acquired because of its industry leadership position, its decentralized manage-
ment style, and the high quality of its corporate management. Its list of directors read like
a page from Whos Who in Finance and Industry. The board was chaired by Donald Mac-
Naughton, former chairman and chief executive officer of Prudential Insurance Co. of
America, and included other prominent business leaders such as Robert Anderson, chair-
man and CEO of Rockwell International Corp; Frank Borman, chairman, president, and
CEO of Eastern Air Lines; Owen Butler, chairman of Procter & Gamble Co.; John de
Butts, retired chairman and CEO of American Telephone and Telegraph; and Irving
Shapiro, chairman of the finance committee of E. I. du Pont de Nemours and Co.

HCA’s quality image was important when approaching nonprofit hospitals because
of the misgivings that some of their owners often had about selling to a profit-oriented
management company. Many nonprofit hospitals were directed by politicians, public
agents, and other public figures, who sometimes balked at the thought of profits being
carned on the care of sick people or who incorrectly believed that past abuses associ-
ated with nursing home companies also characterized the proprietary hospital manage-
ment business. HCA’s quality image was often the critical factor in overcoming the
doubts of such trustees and convincing them to sell to HCA.

40fficers and directors of HCA as a group owned 3.6 million shares of HCA’s common stock and
1.8 million options on HCA’s common shares.

Other Goals
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Besides its growth objective, HCA had several other explicitly stated goals and guide-
lines. A very important one was its 60% target ratio of debt to total capital. This target
was in line with the degree of leverage more or less expected by the rating agencies for
an A-rated hospital management company. Its origin, however, was somewhat informal.
Typically, debt was used to finance real estate development projects on a 75% loan-to-
value basis. In HCA’s early years management reasoned that, since 15% of its expendi-
tures on hospital projects were for equipment rather than property or plant, it would be
conservative and use only 60% debt financing for its hospital construction. Ultimately,
this ratio became the standard for the entire proprietary hospital management industry.
However, insofar as many hospitals in the 1980s were built and operated on a stand-
alone basis with as much as 90% debt financing, a case could be made on comparative
grounds for a higher debt ratio for a healthy hospital management company. In fact,
several of HCA’s managers expressed the belief that HCA could comfortably accom-
modate as much as 75-85% debt in its capital structure if it so desired.

Return on total capital was expected to be a minimum of 11% after taxes, and return
on equity was expected to be at least 17% after taxes. Although very important goals,
these target rates of return could be difficult to maintain during periods of rapid
growth, especially if that growth were achieved largely through acquisition. The reason
was that growth by acquisition often meant the takeover of hospitals that needed to be
turned around. This process could take several years and result in the squeezing of
profit margins in the meantime.

HCA’s other goals included a dividend payout of 15% of net income and the mainte-
nance or improvement of net profit margins as a percent of operating revenues. Sam
Brooks, senior vice president of finance and chief financial officer of HCA, had also
expressed his desire to keep the average interest cost for all HCA’s debt at 15% or
lower in the foreseeable future.

Regulatory Change and the Outlook for the Future

The future of the hospital management industry appeared bright in several respects. In
the near term, continued growth in revenues and earnings seemed assured as nonprofit
hospitals became available for acquisition. In the long run, as growth by acquisition
and new construction subsided, the natural expansion and aging of the population
could be relied upon to increase occupancy rates, thus providing still further growth.
Moreover, because of the high operating leverage created by hospitals’ fixed costs,
much of the growth in revenues due to higher occupancy rates could be expected to
translate directly into higher earnings. The provision of additional services and a con-
centration on further cost containment rather than on geographic expansion could fur-
ther add to growth in earnings in the long run.

The future was not without its risks, however. The federal government had been ex-
ploring ways to reduce hospital and medical costs in order to cut federal expenses for
Medicare, VA hospitals, and other government-backed health care programs. Various
types of industry deregulation tended to be favored in the political climate of the early
1980s as a means of improving production efficiency and increasing consumer welfare.

Regulatory reform of health care could have potentially far-reaching implications
for the hospital management companies. For example, under the present regulatory
system, hospital expansion was controlled by local health planning agencies through
“certificates of need.” New hospital projects would be granted such a certificate only
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if it could be demonstrated that there existed a genuine need for the new services or
expanded capacity being contemplated. Although a bureaucratic headache, this re-
quirement restricted new hospital construction and, in the process, tended to provide
existing hospitals with protected franchises. Were certificates of need eliminated, as
had been proposed, this form of protection would be removed. This might stimulate
rapid expansion by competing hospitals, possibly resulting in the duplication of ser-
vices, excess bed capacity, and lower occupancy rates than might otherwise be ex-
pected. The average occupancy rate for all U.S. hospitals was only 75% in 1979, down
from 83% in 1969.

Of equal concern were various proposals to reform the nation’s system of health
care insurance so that consumers would become more price sensitive and hospitals
more cost conscious. Because 90% of all Americans were covered by some form of
health insurance, the bulk of hospital revenues came from third-party payers. Conse-
quently, the demand for hospital services by the ultimate consumer was relatively price
insensitive. It had been estimated that hospitals could vary prices by as much as 20%
up or down without a material effect on patient utilization.?

Similarly, because most hospitals receive a substantial part of their reimbursements
from government-backed programs such as Medicare and Medicaid, incentives to con-
trol costs were diminished. The reason was that such reimbursement programs were
“cost-based.” That is, hospitals were reimbursed for their costs of providing services to
covered patients. Costs allowable under Medicare/Medicaid programs included depre-
ciation and interest but excluded costs of research, losses on bad debts, and expenses
for charitable cases. In addition, Medicare allowed a return on equity (excluding non-
patient-related assets and liabilities) at a rate equal to 150% of the average annual in-
terest rate on certain debt obligations of the Federal Hospital Insurance Trust Fund. The
pretax return on equity allowed was 12.3% in 1978, 13.7% in 1979, 16.5% in 1980,
and 20.0% in 1981.

One of the effects of this system of insurance in the United States was to provide
hospitals with relatively stable revenue streams that were largely insulated from eco-
nomic cycles, inflation, and other economywide risks. Another was that hospitals
tended to compete with one another on the basis of quality and breadth of services,
reputation of medical staffs, and advertising rather than on the basis of low prices. Pro-
posals to make consumers bear a greater proportion of their hospital expenses out of
their own pockets and to change Medicare and Medicaid to something other than cost-
based reimbursement systems could change these characteristics significantly. Some of
the proposals being considered included treating health insurance premiums paid by
employers as taxable income to employees, increasing the level of out-of-pocket ex-
penses borne by Medicare/Medicaid patients, turning the Medicare program into a
voucher system that provided fixed benefits independent of costs, eliminating return-
on-equity provisions in Medicare and Medicaid reimbursements, and revising the
Medicare/Medicaid programs so that they were prospective reimbursement systems.
Under a system of prospective reimbursement, hospitals would be paid on the basis of
“prospectively” set rates rather than actually realized costs. If a hospital provided ser-
vices at a lower cost than the established rates, it could earn a profit; if not, it would re-
alize a loss. ‘

Most industry analysts predicted that some form of prospective reimbursement
would be implemented some time in the 1980s. What was unclear was the exact com-
position of hospital costs that would be covered by such a system. One possibility

5Todd B. Richter, “The Hospital Management Industry: Survival of the Fittest,” Industry Trend Analysis
(Morgan Stanley & Co., Inc., Investment Research), September 30, 1982, p.11.
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would be a system in which capital costs would be prospectively set along with other
costs of providing services. If this were to occur, hospitals would no longer be able to
count on recouping the full amount of their allowable interest expense from the federal
government. Another possibility was that interest expenses would continue to be paid
retrospectively, but the return-on-equity provisions would be dropped altogether. This
outcome would place even greater pressure on the private-patient side of a hospital’s
business to provide an adequate rate on capital. Whatever type of prospective reim-
bursement system was adopted, it seemed probable that the virtual elimination of
losses and the subsidizing of capital costs heretofore provided by the cost-based reim-
bursement system would be reduced. This would instill greater volatility in hospital
revenues and earnings.

Financial Decisions

HCA’s growth objective implied capital expenditure outlays of $575 million in 1982.
This level could be expected to expand by 20% a year for the next several years. Given
these increasing capital requirements, its debt repayment schedule (see Exhibit 7), the
future prospects of the hospital care industry, and HCA’s other goals, senior manage-
ment had to determine how best to prepare financially for HCA’s future.

The first issue that had to be addressed in this process was HCA’S target capital
structure. Was its long-standing 60% target ratio of debt to total capital too high, too
low, or about right? The rating agencies had made it clear that HCA would have to re-
turn to its 60—40 capital structure if it were to retain its A bond rating. In a meeting
with the rating agencies, prearranged for the day after the acquisition of Hospital Af-
filiates was announced, Sam Brooks was “given the distinct impression that we had
roughly until the end of the summer of 1982 to do something about our debt ratio.”
Loss of its A bond rating could make access to the debt markets more difficult for
HCA. Historical data on debt issued with various credit ratings are presented in
Exhibit 8.

Others, however, saw HCA’s high level of debt in a more positive light. One Wall
Street analyst was quoted as saying that the acquisition of Hospital Affiliates and the
debt burden that accompanied the transaction “removes the stigma, if it is one, that
Hospital Corp. is too conservative. It said for a long time that it would stick to a 60-40
ratio of debt to equity . . . [This] shows they’re willing to be flexible when the right
move comes along.’® Although maintaining its high degree of leverage would cost
HCA its A bond rating, the loss might not be all that damaging. Du Pont, for example,
lost its long-standing AAA bond rating with its acquisition of Conoco in 1981 without
a dramatic rise in its cost of debt or a loss of access to the debt market.

Still others argued that even a 60% ratio of debt to total capital could be too high
in light of potential changes in the regulatory environment. By increasing the risk
surrounding the cash flows of the hospital management companies, such changes
might necessitate a capital structure with only 50% debt or less. Reducing leverage
to such a level would take time to accomplish and would require corrective action
well in advance of the anticipated changes, even if one were beginning at a 60% debt
level. As Bill McInnes said, “A $2!4 billion capital structure can’t be turned around
on a dime.”

6”Hospital Corp. to Buy INA Unit for $650 Million,” The Wall Street Journal, April 21, 1981, p. 27.
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EXHIBIT 1
Consolidated Income
Statements,
1979-1981 (millions
of dollars except per
share data)

EXHIBIT 2
Consolidated
Balance Sheets at
December 31,
1979-1981 (millions
of dollars)

1979 1980 1981

Operatingireventies: .. .u.ith e i e iion iy $1,043 $1,429 $2,406
Contractual adj. and doubtful accounts................... 143 197 343
Netirevenueshensissi i sl i S O 901 1,232 2,064
@OperatingiexpensesEt el i lie doiniimd e 726 998 1,682
Depreciation and amortization 41 53 88
Interestlexpenser i ciire Bl PEsh ol 38 50 131
Income from operations ..........ccceceeicieieieniieenneene 95 130 162
Otherincome sl it LEHEES 10 BRI 3 1 6 22
Income before income taxes.........occvveeeeiiiierenineeenns 96 136 184
Provision for income taxes

Gurrentuss s B e L e Binn LR R S 28 44 49

Deferrediistzp e sime,: file L1 8 ann L R LS LY 14 11 24
Netincome s iin il u i b s b $ 54 $ 81 $ 111
Average number of common and common
equivalent shares (millions).........c.ccceciniiiniininnnne 41 47 50
Edarningsiperisharels - o sinial bl ing Bl $ 1.34 $1.73 $ 2.23

Note: Figures may not add exactly because of rounding.
1979 1980 1981

Cash and cash equivalents............ccccoeieeeiiinniieanne. $ 30 $ 29 $ 50
Accounts receivable, net........ccccceeeviiiiiiiiiniineninnnnns 149 214 363
STHppliesttd il STV A irat s Wi i S atiil o 29 44 65
Othercummentiassets t.o. i n s 10 15 18

@urrentiassetsisisiiit i tatitbetng B L e 218 303 498
Net property, plant, and equipment.. 802 1,187 2,066
Investments and other assets ......c...cccveeeiiieesinineenn. 40 81 188
Intangiblelassets &t L2t NI B e R AL 18 38 207

Totaltassetsihiss sai et aivas 28 faionn sow i $1,078 $1,610 $2,958
Accounts)payablesiisentid el Laennaiine dogll $ 38 $ 58 $8103
Dividends payable .. 2 3 4
Accrued;liabilities .-t Ll L 45 80 166
Income taxes payablej:i s Liin il L i 56 71 61
Current maturities of long-term debt...................... 19 26 43

@urrent liabilitiesh:, hetuay L0 cip it e (it 160 238 367
Long:termidebt’. It iasinniviae it il et e 427 775 1,649
Deferred iNCOME faXeS...cccccveeevuiiriiereeeeeeiirieereeaeaenns 74 85 117
Other liabilities ..... 30 43 58

Total liabilities 691 1,141 2,191
Common stock (issued 52,210,645 shares
in 1981; 45,378,375 shares in 1980; 19,456,634
shiarestin {i979)srlmeeynn e wurl myneert Sadar itz Lo 19 45 52
Additional paid-in capital 157 144 342
Retainediearnings ..o fd i s B et 210 279 374

Shareholders’ equity 387 469 768
Total liabilities and shareholders’ equity.................. $1,078 $1,610 $2,958

Note: Figures may not add exactly because of rounding.

EXHIBIT 3 Ten-Year Historical Summary, 1972-1981 (millions of dollars except per share data and percentages)

1973 1974 1975 1976 1977 1978 1979 1980 1981

1972

Summary of Operations

$ 298 $ 393 $ 506 $ 627 $ 797 $1,043 $1,429 $2,406

$ 223

.5 173

Operating revenues .........
Interest expense . ............

131

50
136

38
96
54

32
74
42

24
59
33

21

17
36
21

13
30
16

184

111

47

23

18
10

Income before income taxes

Net income

81

27

12

Average shares outstanding

50

$ 223

47
$1.73

41
$ 1.34

40
$ 1.05

39
.86
a2

14.0%

38
$ .71

34 34 35
$ .45 $ .59

$.35

35
.30
.02

(millilons)a e w Temi e

$

Earnings per share? .. ........

.34
15.2%

.27
15.6%

.22
16.4%

A7
16.2%

.05 .06 .09
10.2% 12.7%

.04
11.4%

Cash dividends per share?

Dividend payout

11.1%

6.7%

Financial Position

$ 321 $ 417 $ 508 $ 602 $ 709 $ 857 $1,078 $1,610 $2,958

.$ 275

Totaltassetss .
Total debt

1,692

801
469

$10.33

446

427
252

$ 6.57

363
215

$5.65

327
186

$4.89

298

240
121
$3.53

175
107

$3.12

155

768
$14.70

387
$ 8.84

142
$4.09

91

Shareholders’ equity . .........

Book value per share (year-end) ..$ 2.69

11.8 15.9 18.5

9.2 8.6 10.9

8.0

18.1 743

33.7

Average price-earnings ratio . . . .

Stock Performance

$19.90 $37.00 $50.70

$5.10 $7.10 $7.60 $9.00 $15.30
5.80

$9.90

.$12.10

Highmssa smbina b s o hn

11.60 17.90 31.70

7.50

2.80 1.50 2.30 5.40

8.10

Lowss st r e n e

Selected Ratios
Current ratio

1.4
4.6%

1.4 1.2 1.5 1.5 1.4 1.4 1.4 1.3

1.3

5.7%

5.2%

5.2%

5.9%
19.3%
1.12

5.3%
5.5%

5.3%
17.9%

5.3%

5.0%
17.0%

5.2%

4.9%
14.5%

.93

5.5%

4.4%
13.4%

6.0%
5.3%

14.3%

Net profit margin ............

6.9%
23.7%

1.50

7.5%
20.9%
1.33

6.3%
21.5%
1.22

5.3%
19.0%
1.00

Return on beginning assets

Return on beginning equity . ...

Asset turnover

1.04
62.7%

.94
67.8%

.81
62.0%

.89
63.1%

53.5% 63.1% 68.8%

63.7% 62.9%

66.4%

Total debt/Total capital

*Average share figures include unexercised options. Per share earnings and dividends were computed based on average shares outstanding.
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Growth Rates, 1976—1981

Medicarer it i
Medicaidibegreie 0
Blue Cross
Total cost-based .........
Charge-based . . . . .
Netiincomes i e 0
Total assets
Hospitals in operation

Sources of Revenues by Payer
RevenlieSesiig s o s nn

Cost-based

Note: Fiscal year ends August 31 for Humana and American Medical International; December 31 for HCA and Lifemark; May 31 for National Medical Enterprises. NR = not rated; na = not available.

aExcludes convertibles.
°Excludes long-term care facilities (i.e., nursing homes).

4U.S.-owned only.

EXHIBIT 5 Continued

bFor owned hospitals only.
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Hospital Corporation of America (A) 163

EXHIBIT 6
HCA'’s Hospital
Locations in the
United States

EXHIBIT 7 Schedule of Outstanding Long-Term Debt, 19791981 (millions of dollars)

1979 1980 1981

Mortgage notes and bonds, 6%-16%%, due through 1998 ............ccccceceviverenriennnae. $2887 gi53 . (3 176
Revenue bonds, 6%%-13%%, due through 201 .......ccceveviieirieiineiiercrereereneeen e 63 102 134
Notes, debentures, and capitalized leases, 7%-16%%, due through 1999.... i A 227 281
Revolving credit and term loan agreements at prime or LIBOR, plus 1%4%-%%.......... — 168 515
Commercial paper and bank financing, 13%% composite effective rate at
December 3119812 i st bt ol e ol i el e — 125 208
Convertible subordinated debentures: '
8%%, due 1996, convertible at $43.50 Per Share .........ccocovresiriiiriereieieseseerenenes - - 80
8%%, due 2006, convertible at $41.17 PEF ShAr€ ........coccovvvevieieereeieiierereneiiseerenenes = = 125
12%, due 1996, convertible at $62.30 per share .........c.cccooieioeeiccseinse e o = 81
Guaranteed notes, 15%%, due 1988 . s 50
Totaliocinil el e e e L $775 31,649
Debt maturing in the next 5 years ($ millions):
1982 $ 34
1983 70
1984 71
1985 117
1986 163

In 1980 and 1981 the company entered into revolving credit agreements with a group of banks, aggregating $160 million and $278 million, respectively. The lines were used
to support commercial paper and other bank financing during these 2 years. Because of the availability of long-term financing under these agreements, the company classified
the commercial paper issue under long-term debt.



S Stone Container Corporation (A)
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e % § % P § % The first quarter of 1993 had been a trying one for the management of Stone Container
£ oN® o Corporation, the United States’s largest producer of cardboard containers and related
= © ° paper products. In fact, it had been a tense 4 years since Stone’s acquisition of Consoli-
g 2 ; o 2 g dated-Bathurst Inc. of Canada in March 1989. The accumulation of more than $3.3 bil-
@ Qg e S lion of debt in connection with that acquisition had left the company highly leveraged rel-
= ) 2999y ative to its rivals during a period of falling prices for paper and linerboard. Despite a
E N SN M N strong bull market since the end of 1990, Stone’s stock price was less than half its value
= G L D at the time of the Consolidated-Bathurst acquisition. As the first quarter of 1993 drew to
2 X X a close, Stone was preparing to report a first quarter loss of $0.91 per share, $0.76 higher
| <t 0w © MO 3 s : # P!
= REEE o S than its loss in the same quarter of the previous year. Although it had not defaulted on its
ah g S 2 debt, it was drawing precariously close to the coverage and indebtedness covenants on its
En RS S 2 BNER bank loans. Immediate steps would be necessary if Stone were to avoid default.
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= 2 < Company and Industry Backeround
E © ® 001 S i i 2
&0 g D = In 1993, Stone Container Corporation was the paper and forest products industry’s
= RS = S leading producer of containerboard and corrugated containers as well as kraft paper,
S D e :,L bags, and sacks. Additionally, Stone Container held a major position in newsprint man-
£ : : ufacturing and groundwood specialty papers. Stone Container also produced building
= 7 o0 ¥ 0|S products and wood pulp. With plants throughout the world, Stone Container employed
E N RIJI=I8 31,800 people. Sixty-nine percent of its sales came from the United States while
E s I e 0 Canada accounted for 16%, and Europe, 15%. Stone Container’s 1992 sales totaled
§. SalRoaN o $5,520.7 million (see Exhibit 1). Other financial statements are provided in Exhibits 2
S i 50 and 3. A ten-year historical summary of Stone’s performance is provided in Exhibit 4.
= X X
£ R 0w oS The Paper and Forest Products Industry
] — ™M \O \O o % 3
-E el b DO e S In early 1993, the paper and forest products industry included a vast array of compa-
s = S QYo nies. Among them were Georgia-Pacific, the world’s largest producer of paper and
= NodNo |0 wood products; Scott Paper, the world’s largest producer of sanitary tissue products;
% eain GLTE Weyerhauser, the world’s largest private owner of softwood timber; and Stone Con-
g § e § tainer, the industry leader in containerboard, corrugated containers, kraft paper, bags,
2 INI™ I8 and sacks. Other products made by industry participants included newsprint, packaging
= 2 = papers, paperboard, paper towels, lumber, logs, plywood, among many others.
; 2 D S e BYes = Between 1986 and 1992 the paper and forest products industry grew from $61.6 bil-
5 S | lion in sales to $85.2 billion, a total increase just shy of 40%. In 1986, industry net
£ - & Eu profit was $2.85 billion. After exceeding $6 billion in 1988, industry net profits then
£ X e oé: g fell to $.97 billion in 1992.!
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- > A ; £ "Valueline, July 23, 1993, p.914.
% =S T A S N5 e N & Research Associate Kirk A. Goldman prepared this case under the supervision of Professor W. Carl
=] —L: I o o g Kester as the basis for class discussion rather than to illustrate either effective or ineffective handling
” £ S 0 R of an administrative situation.
= é i S EE;D"E Copyright © 1997 by the President and Fellows of Harvard College. To order copies or request
m 2| g" : aih i 2 3 permission to reproduce materials, call 1-800-545-7685 or write Harvard Business School Publishing,
T el s © %) 82 Boston, MA 02163. No part of this publication may be reproduced, stored in a retrieval system, used
5 § G § g 2 <C o) E g in a spreadsheet, or transmitted in any form or by any means—electronic, mechanical,
[72] o o

photocopying, recording, or otherwise—without the permission of Harvard Business School.
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