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&A: An upside
toa down market

Annual review of merger-and-acquisition activity shows a drop in deals
in 2008, but the troubled economy may offer opportunities for strong systems

eo Brideau and William Petasnick
have all too much company these
days, Like bankers and mortgage
holders and factory workers
around the country, they've seen
their best-laid plans laid to waste by
perhaps the worst U.S. economic crisis since
the Great Depression.

Until the recession shattered those plans,
Brideau and Petasnick had been working for a
long time to combine their Milwaukee-area
hospitals in a new joint not-for-profit corpo-
rate partnership under the name Progressive
Health. But the idea has been shelved for the
time being.

“This thing hit like a tsunami,” says Petas-
nick, president and chief executive officer of
451-bed Froedtert Memorial Lutheran Hospi-
tal, which is part of the regional system

SPECIAL REPORL

22 Modern Healthcare * January 19, 2009

Froedtert and Community Health. A manage-
ment team can handle only so much at one
time, Petasnick adds, and no one in his organi-
zation has navigated through such uncertain,
dangerous waters.

Brideau is president and CEO of three-hos-
pital Columbia St. Mary’s, a regional subsidiary
of St. Louis-based Ascension Health. He notes
that Columbia St. Mary’s, itself, is the product
of along-term joint operating agreement, so he
knew that such partnerships tend to be very
complex, requiring a high level of corporate
introspection. “In the end, it’s worth it. But to
do that kind of work, out of necessity, it forces
you to be internally focused,” Brideau says. “Tt
was the right idea, wrong time.”

Last year was the wrong time for one thing in
particular in the healthcare world—trying to
issue tax-exempt debt. The shock waves that
started with the auction-rate securities in the
winter worked their way through the rest of the
tax-exempt sector by fall. In October, Baptist
Health Care Corp., Pensacola, Fla,, tried to sell
bonds to finance its $245 million acquisition of
HCA’s 339-bed West Florida Hospital, Pen-
sacola, and refinance some existing debt, but
that month saw no major healthcare bond
issucs completed. Earlier this month,
Nashville-based- ' HCA canceled the deal
because Baptist Health couldn’t finance the
transaction (Jan. 12, p. 12).

These are just two examples of how, frozen
credit markets slowed dealmaking in 2008,
analysts say, and Modern Healthcare’s 15th
annual mergers and acquisitions report bears
that out. The report, which covers acquisitions,
joint ventures, long-term leases and mergers,
details 91 hospital deals that were announced
or completed in 2008 (plus Jan, 1, 2009) and
affected a total of 139 hospitals, compared with
103 deals and 214 affected hospitals in 2007.
Unlike the previous two years, 2008 wasn't

anchored by a multibillion-dollar deal. The
year before, 2007, included Community Health
Systems’ acquisition of 52-hospital Triad Hos-
pitals and 2006 included the 172 hospitals
involved in HCA’s leveraged buyout.

The continuing tight credit markets exacer-
bate the problem that tips many struggling not-
for-profits mio a sale—lack of access to capital,
says Carsten Beith, a managing director with
Cain Bros. Othér analysts agree that tight credit
will have more hospitals and systems looking to
sell. What divides the analysts, however, is who
will be the buyers and will they be able—or
willing—to bring any cash to the table.

Resources available

On the one side are the analysts who believe
that investor-owned hospital companies have
the debt capacity to make acquisitions in a
buyer’s market. Moody’s Investors Service
posited in a report last month that for-profit
chains, especially LifePoint Hospitals and Uni-
versal Health Services, would be well-placed to
acquire not-for-profit hospitals because they
still have debt capacity under their bank fend-
ing agreements (Jan. 5, p. 12).

Philip Pfrang, a partner with consulting firm
Deloitte who works with several investor-
owned hospital companies, agrees that - these
companies are going to be active acquirers in
2009. “Bvery company, whether it be health-
care or not, is probably more fiscally conserva-
tive today than they were three or four years
ago, but the major systems that we are talking
to believe that there are opportunities in this
environment that typically are not present,”
Pfrang says. “And they intend to take advan-
tage of those opportunities.” Pfrang says that he
expects healthy systems, ones with good size
and position in their markets, to pursue a deal
when before, their executives wouldn’t have
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even considered the idea. Those will be the
once-in-a-generation  opportunities  that
investor-owned companies will seek, he says.

Marc Cabrera, 2 managing director for
mnvestment bank Morgan Joseph, sees the
same opportunities. “There are good compa-
nies that have debt that is maturing, or will be
in technical default, and depending on how
their lenders respond, they may be forced into
a strategic decision” like a merger or a sale of
assets, Cabrera says.

Beith, however, doesn’t expect the same
aggressiveness from investor-owned hospital
companies, particularly from the companies
owned by private-equity firms. “There are a
number of investor-owned companies that,
for lack of a better word, are stranded because
they don’t have the ability to access cost-effec-
tive capital, so they are not likely to be signifi-
cant buyers in the market,” Beith says, “Lack
of capital is an acute and significant factor for
the industry, on both the tax-exempt and

5-bed Page"i\liembrial- I:iosbital

5 bed Enumclaw Commumty Hospital :
Eriurmclaw Community has approved a letter of -
‘intent to discuss joining CHPs: Franmscan Health .
ystem, Tacoma, Wash) -

arriage Hill Rghabili'gaticin_and Nursing Cent

y:'iucmlon of pmperty acqunred states omltted hacl no

investor-owned sides.”

Beith acknowledges that some of the
stronger investor-owned companies could

make some acquisitions, particularly when they

can buy a competitor in one of their markets
and strengthen their position. It’s more likely
that there will be consolidation among the
smaller private-equity backed companies than
that those organizations will be major acquirers
of not-for-profit hospitals, he says.

Beith sees more activity in 2009 coming
between not-for-profits, rather than involving
conversions to for-profit status. Many of these
deals can be done without a cash outlay, such as
a systerm taking on a smaller hospital’s debt as
consideration for adding the hospital to its
portfolio, Beith says. “A lot of traditional rela-
tionships will be formalized in acquisitions and
mergers,” Beith predicts. “Loose affiliations
may become much stronger in the form of lit-
eral acquisitions and mergers. I think youll also
see loose affiliations where a merger doesn't
make sense, and they will seek their freedom
for other tie-ups.”

1’ Undisclosed
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UndisclOSed'

Undisclosed. - Ac

If there are opportunistic acquirers, they may
not be limited to investor-owned chains, Not-
for-profit Advocate Health Care, Oak Brook, 1il,,
added its ninth hospital in December, with the
acquisition of 283-bed Condell Medical Center
in Libertyville, a suburb north of Chicago. Also
last month, Advocate signed letters of intent to
explore partnership with two other hospitals
outside the Chicago area, 286-bed Rockford
(I.) Memorial Hospital and 213-bed BroMenn
Healthcare System, Normal, 1L,

There are benefits to being bigger that don’t
vanish in a recession, says Scott Powder, Advo-
cate’s senior vice president of strategic plan-
ning and growth. “There is a direct link
between quality and scale,” Powder says.
“Having more partners and a larger system
allows us to have more patients, to basically get
better at quality.” <

What do you think?

Write us with your comments. Via e-mail, it’s
mhletters@crain.com; by fax, 312-280-3183. ;
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