CASE Z 8

University of Virginia Health
System: The Long-Term Acute
Care Hospital Project

On the morning of March 2, 2006, Larry Fitzgerald knew he had to complete all the
last-minute details for the board meeting the following day. Fitzgerald, the vice presi-
dent for business development and finance for the University of Virginia Health System
(U.Va. Health System), was eager to see the board’s reaction to his proposal for a new
long-term acute care (LTAC) hospital. His excitement was somewhat tempered that the
board had rejected the LTAC hospital concept when Fitzgerald had first joined the U.Va.
Health System in 1999. Since that time, however, the regulations regarding LTAC facil-
ities had changed, which gave Fitzgerald reason to give the project another chance. The
bottom line was that Fitzgerald thought that a LTAC hospital would improve patient
care and, at the same time, bring more money into the U.Va. Health System.

As he looked at the memo on his desk from his analyst Karen Mulroney regard-
ing the LTAC facility, Fitzgerald began to consider what guidance he could give her that
would lead to the best possible proposal to present to the hospital’s board of directors.

The U.Va. Health System

The University of Virginia (U.Va.) opened its first hospital in 1901, with a tripartite mis-
sion of service, education, and research. At its inception, the hospital had only 25 beds
and 3 operating rooms, but by 2005, it had expanded to more than 570 beds and 24 oper-
ating rooms, with 28,000 admissions and 65,000 surgeries per year. This first hospital
was the only Level 1 trauma center in the area and provided care for Charlottesville res-
idents as well as patients from across the state of Virginia and the Southeast.'

'"Trauma centers were designated Level 1, 2, or 3. Level 1 centers provided the highest level of surgical care
to patients.

This case was prepared by Nili Mehta (MBA ‘12) and Kenneth Eades, the Paul Tudor Jones Research Professor
of Business Administration. It was written as a basis for class discussion rather than to illustrate effective or inef-
fective handling of an administrative situation. Copyright © 2012 by the University of Virginia Darden
School Foundation, Charlottesville, VA. All rights reserved. To order copies, send an e-mail to sales
@dardenbusinesspublishing.com. No part of this publication may be reproduced, stored in a retrieval system,
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For each patient admitted, the hospital was reimbursed a predetermined amount
by a private or public insurance company. For an open-heart surgery, for example, the
hospital typically received $25,000 regardless of how many days a patient stayed in
the hospital or which medications or interventions the patient needed during that time.
But the cost to the hospital varied considerably based on length of stay and level of
care received, which gave the hospital the incentive to help the patient recover and
be discharged as quickly as possible.

Numerous studies showed that it was also in the patient’s best interest to have a
short stay in the hospital; longer stays put patients at risk for infections, morbidity,
and mortality because there were more infectious diseases in hospitals than in patients’
homes or other facilities. Lengthier hospital stays also compromised patient morale,
which, in turn, was counterproductive to healing.

Like many hospital systems, U.Va.’s faced capacity issues due to its inadequate
number of patient beds. The sooner it was able to discharge a patient, the sooner its
staff could start caring for another; therefore, efficient patient turnover was beneficial
to both patients and U.Va.

Before coming to the U.Va. Health System, Fitzgerald had been the CFO of
American Medical International, a hospital ownership company that later became
known as Tenet. His experience in the for-profit sector had convinced him that LTAC
facilities brought value to a hospital system. Even though the idea of LTAC hospitals
was relatively new in the nonprofit sector, Fitzgerald had pitched the idea for open-
ing one when he first arrived at the U.Va. Health System in 1999. At that time, how-
ever, the regulatory system required a LTAC facility to be built within the original
hospital structure. The project was rejected by the board partly because of anticipated
disputes from medical service units within the hospital that would be asked to forfeit
some beds to make room for the LTAC hospital. But in 2006, Fitzgerald still saw the
advantages of having a LTAC facility and was certain he could justify building one
within the U.Va. Hospital.

Fitzgerald knew it was critical to gain approval for adding an LTAC facility at
the following day’s board meeting, because the Centers for Medicare & Medicaid Ser-
vices (CMS) had recently decided that, because LTAC hospitals were making so much
money, they were partly responsible for driving up health care costs.” Reacting to this
finding, the CMS had decided to put a moratorium on the establishment of new LTAC
facilities beginning January 2007. For Fitzgerald, this meant that it was now or never
to make his case for establishing an LTAC as part of the U.Va. Health System.

The Advantages of LTAC Hospitals

LTAC hospitals were designed to service patients who required hospital stays of
25 days or more and at least some acute care during that time. LTACs especially
benefited patients who were diagnosed with infectious diseases and who needed to be

2CMS was a federal agency within the U.S. Department of Health and Human Services that had a number
of health care—related responsibilities, including the determination of quality standards for long-term care
facilities.
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weaned off ventilators, required pulmonary care or wound care, and who had critical
care issues. It was often elderly patients who required these complex treatments, which
were difficult to perform in a normal hospital setting.

LTAC hospitals were financially attractive to medical centers, because having one
increased the amount of money available for patient care. Insurance companies reim-
bursed hospitals set amounts of money for each patient in its facility based on the
patient’s diagnosis, regardless of the time involved the patient’s treatment and hospi-
tal stay. Yet if the patient was transferred to a LTAC facility, the hospital could bill
insurance for the patient’s stay in the hospital as well as for time spent in the LTAC.
The LTAC facility also reduced patient care costs as the average daily hospital stay
per patient cost more than $3,000 compared to only $1,500 per day for an LTAC.

Another advantage of an LTAC facility was that it helped address the capacity
issues that the U.Va. Health System and most other hospital systems faced. By adding
an LTAC facility, a hospital gained an additional 25 bed days for each patient trans-
ferred to the LTAC hospital. The average patient stay was five days in the hospital,
compared to the average patient stay of 25 days in an LTAC facility. Therefore, by
adding an LTAC facility, a hospital gained an additional 25 bed days for each patient
transferred to the LTAC hospital. Thus, the hospital could take five more admissions
for each patient transferred to an LTAC facility.

A stay in an LTAC facility had a number of advantages from the patient’s per-
spective as well. The typical hospital setting was loud, the food could quickly become
boring, and patients usually had to share rooms. Because the LTAC facility was essen-
tially an extended-stay hospital, each patient had a private room, and the extended
stay also helped a patient become more familiar with the caregivers. Fitzgerald
remembered how, at one LTAC facility he had helped set up, a patient who was an
avid bird watcher missed not seeing birds outside his window. To fix the problem, the
staff climbed the tree outside his room and set up a bird feeder to allow him to enjoy
his favorite pastime. This experience was not feasible within a regular hospital set-
ting that often suffered from overcrowding of patients, understaffing, and an imper-
sonal atmosphere. By contrast, patients were generally delighted with the atmosphere
of an LTAC hospital with its attractive facilities, single rooms, fewer beds, and gen-
eral lack of overcrowding. Higher patient morale meant a better rate of recovery and
a lower rate of infection than in a typical hospital.

The U.Va. Health System comprised a large primary care network, a large hos-
pital center, a community hospital in nearby Culpepper, a home health agency, a reha-
bilitation hospital, several nursing homes, an imaging center, and a physical therapy
network. The LTAC facility would be another important part of the U.Va. Health Sys-
tem’s network of care. Having all their medical care provided by U.Va. was advanta-
geous for patients because it facilitated better communication between physicians
through its electronic medical-records system.

Capital Investments at U.Va.

The U.Va. Health System’s mission was to provide the highest quality health care
service to the surrounding community while reinvesting in teaching and research.
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Unlike the for-profit hospitals that ultimately had to earn a return for shareholders,
nonprofits such as the U.Va. Health System had to strike a balance across its various
objectives. A typical for-profit hospital required a pretax profit margin of 15% to
justify a capital investment, whereas a nonprofit could require a lower margin and still
meet its objective of providing excellent clinical care.

During Fitzgerald’s tenure, the U.Va. Health System had maintained an average
net profit margin of 4.9%. The board of directors considered a margin of 3.0% to be
the minimum needed to sustain the system. In order to be able to grow and develop
the system, however, the board wanted a 5.0% profit margin as the minimum for new
projects. The board reinvested any profits beyond the 5.0% level in the School of Med-
icine to support the U.Va. Health System’s teaching and research missions.

When an investment proposal was brought forward, the board generally consid-
ered three distinct sources of funding: cash, debt, and leasing. When analyzing a proj-
ect, a primary consideration for the board was to maintain an AA bond rating for the
hospital. This was the highest rating a hospital could receive due to associated busi-
ness risk. Maintaining the credit rating kept borrowing costs low and allowed the hos-
pital to effectively compete for debt dollars in the future. On the other hand, the desire
for an AA rating limited the total amount of debt the hospital could carry. Based on
discussions with several banks about the LTAC project, Fitzgerald was confident that
he could obtain the $15 million loan needed and that the added debt on the balance
sheet would not jeopardize the U.Va. Health System’s AA bond rating.

LTAC Project Analysis

Larry Fitzgerald looked at the memo and financial projections from his analyst
(Exhibits 1 and 2) and realized that much work needed to be done before the board
meeting the next day. But before he began to prepare his answers for Mulroney, he
notified his assistant that she should expect a late addition to the paperwork for the
board by early the next morning.

Fitzgerald was pleased that Mulroney had gathered working capital data and
financial data from the for-profit hospital sector. But he was disappointed to see so
many omissions in her projections on the eve of the board meeting. Fitzgerald was
convinced that the LTAC facility would be profitable for the U.Va. Health System, but
to get board approval, he would need to present an analysis that justified such a large
undertaking. Because of the size and risk of the project, the LTAC hospital would
need to have a profit margin well above the 5.0% level, and if it was to be debt-
financed, he would need to show an adequate coverage of the interest expense. Finally,
he would have to be ready to defend each of the assumptions used to create the finan-
cial projections, because the financial acumen varied significantly across the board
members.



Case 28 University of Virginia Health System: The Long-Term Acute Care Hospital Project 385

EXHIBIT 1 | Memo from Karen Mulroney

MEMO: Long-Term Acute Care Facility

Date: March 3, 2006
To: Larry Fitzgerald, Vice President of Business Development and Finance
From: Karen Mulroney, Analyst

Dear Mr. Fitzgerald,

After our meeting last week, | have developed the attached spreadsheet for the LTAC fa-
cility project. As you can see, | have most of the necessary assumptions in place to generate
an operating profit, but more work needs to be done, and | have a few questions. What follows
are my explanations about the key parts of the analysis.

VOLUME Metrics

We are assuming a 50-bed facility, which equals a capacity of 18,250 patient days. As with all
LTAC facilities, the initial year is expected to have a low utilization rate (26%) until it is granted
Medicare certification. Medicare will only provide certification if the facility can demonstrate
that the average length of stay for patients is at least 25 days. If the facility is not certified, it will
not be able to bill the LTAC rate for its patients on Medicare. Therefore, in the first year, we as-
sume LTAC will be very selective by only admitting patients who are certain to stay for more
than 25 days, which is why | have assumed 30 days as the average length of stay for Year 1.
After the first year, | used 27 days, which is the national average length of stay for an LTAC
facility patient.

For Year 2, | raised the utilization estimate to 60%, although a worst-case estimate is
closer to 45%. For subsequent years, the utilization rate should increase 3% to 5% each year
but will not be able to exceed 90% utilization. The utilization of the facility will be based on a
number of factors including whether the facility is well received by the community, support from
referring physicians, and hiring of hospitalists and nurses to ensure the facility runs smoothly
and that patients receive exceptional care. Note that this version uses a 4% annual increase in
the utilization, but we can easily reduce that if you want to see a more conservative scenario.

Total patient days for each year are computed as the utilization rate multiplied by the
patient day capacity of 18,250 days. The next metric is the average patient census per day.
Patient census measures how many patients the LTAC facility expects to serve on the average
day. The average patient census is an important number because it is used to estimate how
many full-time employees (FTEs) are needed to care for the patients. Due to the inefficiencies
of the first year and based on the experiences of comparable LTAC facilities, we assume
4.8 FTEs are needed per occupied bed in the first year of operation. For subsequent years, we
assume 3.5 FTEs will be needed as a reflection of operating at the efficiency level of an
average LTAC facility.
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EXHIBIT 1 | Memo from Karen Mulroney (Continued)

PAYER MIX metrics

Based on national trends and the local population demographics, we are confident that
Medicare, Medicaid, and Indigent patients will represent 36%, 29%, and 2%, respectively, of
our patient population. The “Commercial Payer Pool” and “Other”’ were more difficult to
estimate. The only information on this data is from for-profit hospital systems, and | am unsure
if these numbers can be applied to a nonprofit organization such as U.Va. The data | found sug-
gested commercial payers ranged from 20% to 28% of the mix with “Other” ranging from 5% to
13%.

NET REVENUE

Revenues for the LTAC facility are determined by patients’ insurance policies. Medicare, Med-
icaid, Other, and Indigent categories are billed and paid per case. Those figures range from
$28,000 to $38,000 per case. Commercial payers, however, pay based on the number days
spent in the facility. Using current contracts and taking into account the mix of major commer-
cial insurance carriers, we estimated an average billing rate of $2,800 per day.

| have also used historical data to estimate the annual billing rate increases for each of
the payer categories, with commercial payers’ rates increasing about 5% annually. Per our
standard practice, net revenue is computed as total revenue less 1% to reflect noncollectable
billings.

EXPENSES

Salaries, wages, and benefits for FTEs are estimated at $60,250 per employee with an
increase of 3% per year, based on university and other local salary data. Supplies, drugs, and
food for patient care are estimated as 16.3% of net revenues. Per your suggestion, | have
included 8% of net revenues as the fees paid for managing the LTAC facility, which includes
management salaries, billing, and overhead.

Operating expenses include utilities, minor equipment purchases and repairs, and legal
and professional expenses. These costs were estimated to have a fixed component of
$1.2 million and a variable component. The variable portion is estimated to range from 7% to
10% of net revenues.

The land for the LTAC facility will be leased for $200,000 per year. We have several bids
from construction companies, all of which are close to an all-in cost of $15 million to build the
facility. About half the construction will occur prior to the first operating year, and the balance
will be spent in the first half of Year 1.

'The “Other” category included out-of-pocket and foreign patients, who were always difficult to estimate.
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EXHIBIT 1 | Memo from Karen Mulroney (Continued)

Per your request, my final objective of the analysis is to compute a net present value and
internal rate of return for the cash flows of the project. | recognize that in order to compute the
cash flows, | will need to convert the above assumptions into revenues and costs, but first, |
have a few questions:

1. It looks like we can get bank financing on the facility at 8.0%. This will be structured as a
30-year mortgage with monthly payments that include both principal and interest, which on
an annual basis sum to $1.33 million. To calculate net profit, should | include the full amount
as “interest expense,” or should | segregate the interest and principal and only report the in-
terest portion? When | worked in the for-profit world, we omitted interest expense because
we wanted an “unlevered” cash flow (i.e., without financing cash flows). | assume that |
should also compute an unlevered cash flow here for the NPV and IRR calculations, but |
need to include interest expense to calculate a net profit, which | know the board wants
to see.

2. Should I include depreciation of the facility as an expense? In my previous positions in man-
ufacturing companies, we always viewed depreciation as a noncash flow, except for its im-
pact upon taxes. Since this is a nonprofit entity that pays no taxes, would it be easier for me
to just ignore depreciation?

3. You had instructed me to use 10 years as the time frame for the analysis, but the facility will
last much longer, albeit with the benefit of significant renovations along the way. What
should | show for cash flows after 10 years?

4. Are there any balance sheet effects for me to consider such as changes in working capital?
Based on other LTAC facilities and the hospital, | would assume accounts receivable of
30 days, inventory of supplies, drugs, and food of 60 days, and accounts payable of 30 days.
Would you be comfortable with these numbers?

5. What should | use as the discount rate to compute the NPV and to assess the IRR? | have
compiled financial information for comparable publicly traded health care companies
(Exhibit 3). | have also collected data about current yields on government and corporate
bonds (Exhibit 4). Should | rely on these data to estimate a “market-based” cost of capital
to use as the discount rate?

My notes from our January meeting indicate that you wanted this analysis completed by
the end of February. | apologize for being late with this, but | have been busy analyzing the
behavior of our receivables and payables balances for the hospital.

Any feedback you have on the attached projections would be greatly appreciated.

Sincerely,

Karen Mulroney
Analyst




"JojIM ased AQ pajeal) :90In0g

1joid 18N
asuadx3 1saioul-
sasuadx3g BunesadQ |ejoL

dy'N 000'000'G}+$ uonoNISU0D
%€ 000°002$ (e¥el |lenuUE) BSEO pUET]
‘dy'N A81 18U JO %/ (ajgenren) sesuadx3 Bunelsado
‘dy'N 000'002'$ (paxyy) sasuadxg Bunesado
dy'N A8J J8U JO %0'8 994 Juswabeue
‘dv'N N8I }8U JO %E'9L poo4 ‘sbniq ‘saiddng
%E 3144ed  052'09% syjouag ‘ebep “Aiefes
asealou| jenuuy SASN3AdX3
sanuanay 19N
anuanay |ejoL
%€’k aseo Jad 000°GE$ %2 jsbipu
%E" aseo Jad 005‘8€$ %6 J8ui0
%0°'S Aep Jad 008‘2$ %Y slafed [eroiswwion
%E" aseo Jad 000°Ge$ %6¢ predips |
%00 aseo Jad §6.°L2$ %9€ 8JedlpalN
asealou|
[enuuy ajey bullg  XIN  SHIAVA IONVHNSNI
8G1 ¥S1 Lyl ovlt eel ol 6L1 41" e(0] } 29 seafoldw3 awi]-In4
g'e Se Se S'e ge Se Se Se g€ 8y snsuaQy/seakoldw3 swi|-|In4
809 S6S 895 LrS 145 18Y 09 eey 90 851 Jesp Jad sjusiied Jo Jequinn
/2 L2 L2 L2 L2 L2 L2 Le L2 oe Reys Jo yibue ebeseny
S 144 2y ov 8€ 9e ve 2e 0e €l Req Jad snsuag jusired ebesony
Ger'9L  090°9F  0€e‘Sk  009‘vk  0/8°€h  OVL'EL  Olv'ek  089'kL  0S6°0F  SvL'y pesn sheq jusied
%06 %88 %8 %08 %9L %cL %89 %19 %09 %92 uoneziun
0S2'8F  0Se2'8L 0Sc'8k 0Se'8k 0Ge2'8l 0Se'8k  0S2'8k  0Ge'8l  0S¢'8k 0S8k Ayoede) Aeq jusned
JNNTOA
OL1e9\ 6JeaA QJIeap LJIeap OJeop GJIeapA [ IeapA ¢©IBap ¢JeaA | Jeox

%0°L
008'c$
%S
%ot
%09
%9¢
0S

asuadx3 s|qeuep bunesadO

Req J1ad Buiig 1ehed [epiewwon)
X\ Johked [eplowwo)

2 lea) Jale asealou| uonezijin
uonezinn g JesA

uoneziun | Jesp

spag Jo JaquinN

suonNdWNSSy

suonosfold [eroueul [endsoHq Qv sAeuoiny uaiey | g LIGIHX3

388



‘G00gZ Joquieda( ‘aul anje :92inos eleq

‘Slajued

ABojoouo uoneipes pue A1ebins pue ‘sisjued yiesy [eioineyaq ‘sieydsoy [eolbins pue 81ed enoe sejeiado pue SUMO—SeDIAISS UleaH [BSISAIUN e

"s1ejua0 A1ebins Aloyeinquie pue sjeudsoy Buipnjoul seiyjioe) 81ed yiesy sebeuew pue SUMO—Ss[e)idsoH pel] e

'sreydsoy a4ed a1noe pue ‘saljioe} Bulall palsisse ‘soluljo geyal jusiedino
‘SHUN UOIB)I[IgeYSI PUE [BOIpBW 81ndeqgNns ‘sall|ioe} Buisinu pa||iys sayelado ‘sanjigeded peoiq yim Sadialas yijeay Jo Japinoid—alie) Jouep e

"SOIUNWWOD UBCINUOU Ul SBOIAISS Y)[esy 81ed a)noe ue [elsuab Jo abuel B sepinoid—0ou| ‘sejeloossy Juswabeue|y yyeoH e

"SOUNWIWOD UBGINUOU Ul S|eldsoy a1ed anoe [eisusb sejelado—yiesH AHunwwo) e

'SEX8] pUE }Seaynog ay} ul Ajurew seudsoy sabeuew (Auedwod uswabeuew [eldsoy—oul YOH e

090 09°0 080 020 090 090 elog
gad g gad gad g v Bune. puog
9/9'2%$ /15'$ 801°‘c$ /¥2'S$ L1G°€$ £65'c2$ (suo|jiw) deod 1exue
9'v5 88 8. 2'lve 588 L72SY (suoypw) Buipuessino seeys
£0'67$ o Lv$ 6t°6€$ s2'ees €1°6€$ 21'2s$ (areys/$) @o1d o0is
2es$ €0L°1$ 158% Y10°tS 018'I$ 8/2'6% (suoyw) 198p [e10L
S/.$ 8St°1$ £69% 166% 196$ 222's$ (suoljjiw) siessy
0€0'v$ S08'v$ G/E'e$ 085‘c$ 0zL'e$ S/¥'ves$ (suoyjiw) senuaney
S99IAI9S sjeydsoH peup a1e) ouep sajeloossy yljeaH ou| VOH
ylesaH jJuawabeueyy Ajunwwo)
|esianlun yyesH

seluedwon aren yyesH Hjoid-1o4 Jo

eleq [eoueuly | € LigiHX3

389



390 Part Four Capital Budgeting and Resource Allocation

EXHIBIT 4 | U.S. Treasury and Corporate Bond Yields for March 2, 2006

U.S. Treasury Yields*

1-year 4.77%
5-year 4.72%
10-year 4.72%
30-year 4.73%

Corporate Bond Yields**

AAA 5.31%
AA 5.38%
A 5.45%
BBB 5.88%
BB 6.79%
B 7.57%

*Data Source: http://federalreserve.gov/releases/h15/data.htm (accessed March 2006).
**Data Source: Bloomberg, “Fair Market Curve Analysis,” 10-Year Corporate Bonds, March 2, 2006.
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