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The Changing Capital Picture
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The Changing Capital Picture

Investment Needs 

Continue to Escalate

Capital is More Costly

and Sources Declining

Facilities

Information technology

Medical equipment

Physician development 

Existing Variable to Fixed Debt

New Debt More Costly 

Operating Margins

Investment Returns

Philanthropy

$$

$$
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The Changing Capital Picture

Implications for Facility Projects 

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

ï Very expensive 

ï Long term (30 to 50 years in most cases)

ïIrretrievable (mistakes here just arenôt reversible)

ÅThere 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

ïThe problem that drives need for the investment just doesnôt go away 
because the dollars arenôt there
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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 ïis this change in the trend 

for facility investments a ñblessing in disguiseò? 

Source (data): Moodyôs Investors Service: Not-for-Profit Hospital Medians for Fiscal Year 2008

The Changing Capital Picture 
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Health Reformôs Two-pronged Impact on Investment Needs

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

ï Bundled payments

ï Penalties for high readmission rates

ï Penalties for preventable errors

ï Penalties for sub-optimal treatment processes

Investment Impact: More $ required

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

ï Major investment in physician alignment ïprincipally 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

ï Reduced payment rates from public sources appears inevitable

Investment Impact: Fewer $ available

ï Lower operating margins will decrease capital capability 
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Source: American Hospital Association survey

How Much of the 

Capital Budget is 

on Hold? 

Why are Capital 

Budgets on Hold?
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Sources: Modern Healthcare, March19, 2009;  Internet search September 2009

Example Hospital Projects On Hold

Å Emory, Atlanta      New hospital/other $1,500 million

Å St. Francis, Indianapolis Major  expansion $265 million 

Å Pro-Health, Waukesha New hospital $75-90 million

Å Baylor College of Medicine New hospital $500 million

Å Banner Health New hospital $128 million

Å Stonewall Jackson Hospital New hospital $60 million
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The industry may well be at a major turning point when it 

comes to capital investment in facilities

Blessing in Disguise?

The need for major strategic investments in both IT and physician group 
development means that there will be less available for traditional brick-
and-mortar projects  

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

ïWe 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 

ï Itôs time to stand back and carefully assess just how and when we make 
the brick-and-mortar investments
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Strategic 
plan
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Service   
volume 
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ÅDischarges/ 
days
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and 
treatment 
(D&T) 
volumes

Capacity 
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ÅInpatient bed 
needs

ÅDiagnostic 
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treatment 
beds

Functional and 
space needs

ÅClinical sq. ft.

ÅSupport sq. ft.

ÅFunctional 
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ÅParking

Site and facility 
architect/ 

engineering 
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Capital needs

Where and Why Mistakes Are Made in the Typical Facility Planning 

Process
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Why Mistakes Are Made: Whatôs Wrong with the Facility Planning 

Process? (continued) 

ÅWhy/ how does this happen?

ïManagement is not knowledgeable of the appropriate benchmarks for 
facility planning

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

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

ï Once the budget is approved, a high level of due diligence is often 
exercised over budget control ïbut at that point, itôs too lateé big 
mistakes are often imbedded in the budget
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ñWhatôs the Big Deal About a Few Extra Square Feet?ò

ÅThe opportunity cost: less money for other strategic investment needs

ÅOngoing operating cost 

ïUtilities

ïHousekeeping

ïGeneral maintenance

ïStaff travel 

ïFuture upgrades

Perhaps, $20 to $30 per square foot per year for 40 years
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Debt Capacity = (f) of: 

Operations profitability (40%)

Liquidity position (40%)

Leverage position (20%)

You Must Balance the Sources and Uses of Funds

New IT 
Physician Devôt
Facilities

Uses

Debt service 
Minimum cash 

balance
Working capital

Routine capital

Sources

New debt
Cash reserves
Philanthropy

Monetized assets
Operating cash flow

Operating cash flow:

The lynchpin to capital capability: the direct and indirect 

source of investment funds 

ÅExploit opportunities for operational efficiencies

ÅOptimize top line revenue 

#1 Know (and Manage) Your Capital Capability
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Identifying Alternative Capital Sources
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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 

organizationôs business units, facilities, and activities, 

including maintenance, reinvestment,         monetization, or 

termination.

Assuring a Viable Organization
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Examples of Business Units Commonly Considered for Monetization

ÅManaged care plans

Å Home health 

Å Hospice

Å Service lines

ï Rehabilitation

ï Behavioral health

ï Dialysis

ÅLong-term care

ï Skilled nursing

ï Assisted living

ï Independent living

ï Continuing care retirement communities

ÅLong term acute care hospitals

ÅWellness centers

ÅPharmacy
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Framework for Business Unit Analysis ïKey Considerations

Å How well does the business unit support, execute, fund, or advance the mission 
of the organization?

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

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

Mission/ 
Community

Nature of 
Operations

Å To what extent does the business function as a standalone entity (i.e., systems, 
management, funding of operations, utilization of shared services)?

Å 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?

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

Market 
Environment

Financial 
Considerations

Å Does the business unit provide a unique point of differentiation relative to market 
position, brand, and the activities of competitors?

Å Do other external parties (Board, political or community leaders, partners or 
collaborators) have a particular stake in the business unitôs activities or operations?

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

Å What is the historical financial performance of the business and how is it 
contributing to the organizationôs overall financial performance? What are the 
capital requirements?

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

Å What is the estimated valuation of the business?

Å What impact would various monetization strategies have on the overall credit 
profile of the organization?
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Framework for Analysis of Monetization Potential

Mission/

Community

Nature of

Operations

Market

Environment

Financial

Considerations

Rationale for Monetization

Low High

UnrelatedEssential

StandaloneIntegrated

IndependentSupportive

Less Accretive More Accretive
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Considerations for Real Estate and Monetization
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Healthcare Real Estate Market Overview

ÅAttractive features to investors

ïHealthcare industryôs growth drives demand for on- and off-
campus real estate:

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

ÅHealthcare is 16% of GDP and is expected to reach 20% by 2017

ÅFirst wave of Baby Boomers turned 60 in 2006

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

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

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

ïMedical advances and high capital cost for hospital-centric 
facilities drive outpatient treatment and services
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Vacancy rate trending up but relatively lower than other commercial 

space
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Capitalization Rates (Cap Rates) ïSlight uptick, but holding ground
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Real Estate

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

1. What is the ñnetò financial advantage or gain in retaining 
ownership of the real estate we currently hold?

2. If control of key business aspects can be retained, is there a 
ñnetò financial advantage or gain in monetizing all or some of 
the existing (ñnon-coreò) real estate or in using third-party 
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?




