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The Changing Capital Picture

Investment Needs Capital is More Costly
Continue to Escalate and Sources Declining

ﬁ Facilities $ $ Existing Variable to Fixed Debt
ﬁ ﬁ Information technology $ $ New Debt More Costly

: : Operating Margins
ﬁ Medical equipment @ P J J

o Investment Returns
Physician development N

Philanthropy

N
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The Changing Capital Picture

Implications for Facility Projects

A The need to make smart investments is critical, particularly in facilities where
the investment is:

I Very expensive
I Long term (30 to 50 years in most cases)
I lrretrievable (mistakes here just &

A There is a pressing need to explore creative alternatives to major facility
investments that are just not affordable in the current (and potentially) longer-
term environment

I The prob m hat dr.i e eed for tF
because e ol | ar r t there
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| em t ri ves
t he d ars aren
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The Changing Capital Picture

Historically, capital spending was growing steadily
relative to depreciation expense

2004 2005 2006 2007 2008 2009

Capital spending ratio* 1.3 1.4 1.5 1.5 1.6 ?

* Annual additions to property, plant, and equipment
divided by depreciation expense

However, the construction slowdown in 2008-2009 will likely be
reflected in a decreased ratio for FY09 T Is this change in the trend
for facility I nvestments a

-
'®n

Source (data): Moody 6fer-Piofit Mospital Medians fBrd-iscal iYeae2008 N o t
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Heal t h R e-rongad émpactiomviovestment Needs

1. The requirement for effective physician alignment and outcome accountability
in clinical service delivery

I Bundled payments

I Penalties for high readmission rates

I Penalties for preventable errors

I Penalties for sub-optimal treatment processes
Investment Impact: More $ required

I Major IT investment in EMR, connections with physician offices, real-time case
management information, pharmacy safety systems, etc.

I Major investment in physician alignment i principally through the development of
large employed multi-specialty groups and secondarily though alignment strategies
with private physicians

2. The cost of increased public subsidy of insurance coverage will create huge
pressure on Medicare and Medicaid program budgets
I Reduced payment rates from public sources appears inevitable
Investment Impact: Fewer $ available
I Lower operating margins will decrease capital capability
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How Much of the
Capital Budget is
on Hold?

Why are Capital
Budgets on Hold?

Source: American Hospital Association survey

Copyright 2009 Kaufman, Hall & Associates, Inc. All rights reserved.

Percent of Hospitals by Portion of Capital Budget Put On Hold
[Includes only those hospitals that indicated they had put capital projects on
hold]

Under 25% of Capital
Budget on Hold

25%to 49% of
Capital Budget on
Hold

75% or More of
Capital Budget on
Hold

17%

50% to 74% of
Capital Budget on
Hold

Percent of Hospitals Indicating Key Factors as “Very” or “Somewhat
Important” in Decision to Put Projects on Hold
[Includes only hospitals that indicated they had put projects on hold]

Uncertainty about Future Economic
Conditions

Decline in Operating Performance

Usual Sources of Capital Unavailable

Decline in Value of Reserves

Interest Rates too High

Bond Rating Downgraded [ E:57S 14%

8
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Example Hospital Projects On Hold

A Emory, Atlanta New hospital/other $1,500 million
A St. Francis, Indianapolis Major expansion $265 million
A Pro-Health, Waukesha New hospital $75-90 million
A Baylor College of Medicine New hospital $500 million
A Banner Health New hospital $128 million
A Stonewall Jackson Hospital New hospital $60 million

Sources: Modern Healthcare, March19, 2009; Internet search September 2009
Copyright 2009 Kaufman, Hall & Associates, Inc. All rights reserved. KHUfma”Ha”



Effective Ways to Create Capital Capacity in a Tight Credit Mar

Blessing in Disguise?

The need for major strategic investments in both IT and physician group

development means that there will be less available for tradition
and-mortar projects

I The credit crisis and recession have forced many organizations
reconsider major facility projects

al brick-

to

I We were on a trend of excessive investment in bigger, more expensive
facilities that could have consumed most of the capital resources

necessary for critical IT and organizational development

T 1tds time to stand back and
the brick-and-mortar investments

caref ul

The industry may well be at a major turning point when it
comes to capital investment in facilities
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Where and Why Mistakes Are Made in the Typical Facility Plannir

Process

Service m

volume Capacity Functional and Site and facility

projections: requirements: space needs eﬁr(i:rr:letgfig

_ ADischarges/ Alnpatient bed AClinical sq. ft. glesign 9
Strategic days needs ASupport sq. ft. solutions
plan ADiagnostic ADiagnostic AFunctional

and rooms/ adjacencies .
treatment treatment AParkin Capital needs
(D&T) beds L
volumes

N

Architect engaged
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Why Mi stakes Are Made: What 0s
Process? (continued)

A Why/ how does this happen?

I Management is not knowledgeable of the appropriate benchmarks for
facility planning

I Management assumes that a high-quality, experienced architectural firm
or a project management firm will plan and design appropriate space
according to good benchmarks

I The organizational culture of participation and consensus is not controlled
I management lets the experts (internal clinician experts and the design
experts) make key decisions on capacity and square footage with little due
diligence oversight

I Once the budget is approved, a high level of due diligence is often
exercised over budgetcontrolt but at that point, I
mistakes are often imbedded in the budget
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AWhat 6s the Bi g Deal About a

A The opportunity cost: less money for other strategic investment needs
A Ongoing operating cost
I Ultilities
I Housekeeping
i General maintenance [l

I Staff travel

I Future upgrades

Perhaps, $20 to $30 per square foot per year for 40 years

Copyright 2009 Kaufman, Hall & Associates, Inc. All rights reserved. I(HUfmanHa”
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#1 Know (and Manage) Your Capital Capability

You Must Balance the Sources and Uses of Funds

New IT
Physician] I
Facilities

New debt
Cash reserves
Philanthropy
Monetized assets
Operating cash flow

Debt service
Minimum cash
balance
Working capital
Routine capital

Debt Capacity = (f) of: Operating cash flow:

Operations profitability (40%) 0 The lynchpin to capital capability: the direct and indirect
Liquidity position (40%) source of investment funds

Leverage position (20%) AExploit opportunities for operational efficiencies

AOptimize top line revenue
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ldentifying Alternative Capital Sources
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Assuring a Viable Organization

The Board and management team are responsible
for determining how community needs are best served
through the services and activities offered by the healthcare
organization. To position the organization for success, leaders
must consider the full range of possible options for each of the
organi zationods business unijt:
Including maintenance, reinvestment, monetization, or
termination.

Copyright 2009 Kaufman, Hall & Associates, Inc. All rights reserved. KanmanHa” 16
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Examples of Business Units Commonly Considered for Monetizat

A Managed care plans
A Home health
A Hospice
A Service lines
I Rehabilitation
I Behavioral health
i Dialysis
A Long-term care
I Skilled nursing
I Assisted living
i Independent living
i Continuing care retirement communities
A Long term acute care hospitals
A Wellness centers

A Pharmacy

Copyright 2009 Kaufman, Hall & Associates, Inc. All rights reserved. KHUfma”Ha” 17
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Framework for Business Unit AnalysiKey Considerations

. A How well does the business unit support, execute, fund, or advance the mission

Mission/ of the organization?

Community A Are the operations supportive of the key objectives of the organization with
regard to enhancing patient care (quality, safety, continuum of care, etc.)?

A What level of expectation from the community exists for such services being
available by the organization?

A To what extent does the business function as a standalone entity (i.e., systems,
Nature_of management, funding of operations, utilization of shared services)?
Operations A Are the operations and activities of the business unit located or performed in space

that a patient would view as being within the core operations of the organization?

A What resources (time, effort, capital) are required for the management of the
business unit?

A Does the business unit provide a unique point of differentiation relative to market
Mar_ket position, brand, and the activities of competitors?
Environment A Do other external parties (Board, political or community leaders, partners or
coll aborators) have a particular stake

A Are there key industry factors or trends that impact how successful the business
unit would be expected to be in the coming years?

. . A What is the historical financial performance of the business and how is it
Flnan_CIaI_ contributing to the organizationo6s ove
Considerations capital requirements?

A Can the financial performance of the business be segregated in reasonable
manner from the organization?

A What is the estimated valuation of the business?

A What impact would various monetization strategies have on the overall credit
profile of the organization?

Copyright 2009 Kaufman, Hall & Associates, Inc. All rights reserved. Kanma”Ha” 18
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Framework for Analysis of Monetization Potential

Mission/
Community

Nature of
Operations

Market
Environment

Financial
Considerations

Essential

Unrelated
® o
Integrated Standalone
® o
Supportive Independent
® o
Less Accretive More Accretive

® o

Rationale for Monetization

Low

High
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Considerations for Real Estate and Monetization

Copyright 2009 Kaufman, Hall & Associates, Inc. All rights reserved. Kanma”Ha” 20
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Healthcare Real Estate Market Overview

A Attractive features to investors

i Heal t hcare industryodos gandoift h dr
campus real estate:

A Continued growth in outpatient delivery of healthcare drives real
estate development, particularly for medical office buildings

A Healthcare is 16% of GDP and is expected to reach 20% by 2017
A First wave of Baby Boomers turned 60 in 2006

A Americans age 65 and older will total 40 million in 2011 and 60 million
in 2021

i Medical office buildings represent 25% of the $700 billion
healthcare real estate market

I Medical office buildings offer steady rent and growth, relatively
predictable recession-resistant cash flow and high retention rates

I Medical advances and high capital cost for hospital-centric
facilities drive outpatient treatment and services

Copyright 2009 Kaufman, Hall & Associates, Inc. All rights reserved. Kanma”Ha” 21
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Vacancy rate trending up but relatively lower than other commercie
space

Medical Office Supply and Demand
United States Vacancy Trends
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Capitalization Rates (Cap Raté&s¥light uptick, but holding ground

U.S. Medical Office Building
Medical Office Cap Rate Trends Sales Volume

—Cap Rate —Long-Term Average —10-Year Average

©
[o2]

12%

©«
[e2]

10%

- \
8%
\/'/ s I
6% $0 . . . I . .

N ]

Average Cap Rate
Sales Volume (billions)
©»

S

N

v v 3 S > x ) © A ®
@@q@q%‘%@@oﬁb @Q“@@QQ@Q@@B N & & $ ¢ & N
VYAV YV S fL N w“@w“q?q?\ &
* Through 1Q
Sales $‘I.,DDD,OOD and above Includes Sales of $1 Million and Greater
Sources: Marcus & Millichap Research Services, CoStar Group, Inc. Sources’ Marcus & Millichap Research Services, CoStar Group, Inc., Real Capital Analytics

Copyright 2009 Kaufman, Hall & Associates, Inc. All rights reserved. Kanma”Ha”



Effective Ways to Create Capital Capacity in a Tight Credit Mar

Real Estate

Three key questions every hospital or health system should ask
about their real estate at this time:

1. What iIis the Aneto financi al a
ownership of the real estate we currently hold?

2. If control of key business aspects can be retained, Is there a
Aneto financial advantage or
the exi stbpngofinnenl est-partye or
ownership and financing for new development projects?

3. What capital capacity might be created if we monetized real-
estate assets and obtained third-party capital for our new
development projects?
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