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CASE MODEL 
 

THE VALLEY MEDICAL CENTER  

Nestled in the foothills of a western state, on the outskirts of its largest city is a bedroom 
community that is blossoming with accelerated growth and vigorous opportunity. The 
Valley Medical Center, the only hospital in the vibrant community of Alpha, is preparing 
to metamorphose from the 50-year-old small rural 50-bed hospital into a modern, 
suburban 70-bed medical center needed to support this community’s new growth.  

This is an unusual market opportunity where the business has already achieved 
sufficient size to cover the debt service related to the replacement facility by more than 
1.7 times. Over the past two years, admissions have grown an average of 6.3% each 
year and outpatient visits have grown an average of 7.9% each year. This growth is 
driven by close proximity to the large city’s international airport. It is the closest hospital 
and its market is bounded to the east by the airport. The economic impact of this 
massive airport is doing much to transform Alpha from a sleepy cow-town to an upscale 
suburban community. 

PROTECTED MARKET 

The hospital is positioned in a market with unusual boundaries that provide unique 
protections from competition. The east border is bounded by the international airport. To 
the west, the river basin forms a natural barrier that separates the community from the 
adjacent town of Beta. A mountain with a national wildlife refuge is a barrier bounding 
the south. To the north are sparsely populated rural areas. 

The primary market from which 80% of the hospital admissions originate is comprised of 
seven zip codes. There are no other hospitals in this area. The hospital holds a dominant 
position in five of these zip codes and 67.5% of all admissions originate in these 
dominant zip codes. Overall market share amounted to 58.5% during 2003. 

 
Patient Origin Admissions Market Share Dominant Population 2000 Census 
80601 1,320   22,050 
80602    55    6,203 
80603   201    5,803 
80621   481   12,248 
80640    71    2,076 
80642   104    2,734 
80622   336   28,190 
Total 2,568 58.5%  79,305 
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MARKET GROWTH 

The city of Alpha (primarily zip codes 80601, 80602 and 80603) projects its population 
growth to average 8.2% annually from 2003 to 2010. Gamma, another community in the 
service area (primarily zip code 80022), projects its population growth to average 11.5% 
annually from 2003 to 2010. The remaining areas in the primary market are more rural 
and are expected to grow at 1% to 2% annually. Overall, the primary market is expected 
to grow at about 6.8% annually through 2010. The primary market’s population at the 
2000 census was 79,320; by 2010, it is projected to reach 147,425, an increase of 86% 
in 10 years! 

ESSENTIALITY 

The Valley Medical Center provides essential services for at least the 38,000 people. For 
its immediate market — the community, a town of over 27,000 people — the nearest 
alternative hospital is a 26-minute drive (14.9 miles). For Delta, a rural town with 
population of 7,500, the drive to the next closest hospital is 37 minutes (21.7 miles).  For 
Epsilon, population 1,600, the nearest hospital after Valley Medical Center is a 33-
minute drive (25.6 miles). And for the residents of Zeta, population 3,000, the next 
hospital is a 27-minute drive (19.7 miles). For these towns, the services of Valley 
Medical Center are very important. For some of the 18,379 patients who made 
emergency visits during 2003, Valley Medical Center was essential. The additional drive 
time would have meant death instead of life.  

For the community of Alpha, the replacement of Valley Medical Center is an especially 
important ingredient fueling its growth. The construction of a new, modern medical 
center is a highly visible, dramatic symbol of the transformation taking place in Alpha. As 
a major symbol of growth and prosperity in Alpha, it becomes pretty much unthinkable 
that this new, modern center for healthcare will do anything but grow and prosper. 

STRONG OPERATION 

By almost any measure of operating performance, Valley Medical Center ranks high. It 
has an attractive payor mix. It’s well managed and experiences growing volume. Its 
operating margins consistently exceed any and all benchmarks. Its percentage of labor 
cost to operating revenue is 43.5% over the past five years. Its Medicare margin 
percentage is positive compared to 59% of all hospitals in 2003 that had negative 
Medicare margins (i.e., paid less than the cost of caring for Medicare patients). Medicare 
margins have dropped every year since 1998, as the Medicare Payment Advisory 
Commission (MedPAC) correctly predicted continued margin compression with an 
estimated overall Medicare margin of negative 1.5% through 2005 – 2006. 

Its mix of surgical to total admissions is also very attractive at 32%. It is hard to find 
anything unattractive about this hospital’s operation. Operating performance this good 
and this consistent over this long a period is rarely seen. Every one of these operating 
metrics exceeds the maximum for every hospital rated by Moody’s for 2003 and for the 
last five-year average. There is no other hospital rated by Moody’s that has achieved 
these operating metrics. 
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 2003 5-year average MOODY’S INVESTORS SERVICE 
   Maximum AA Median A Median BAA Median 
Operating Margin 14.5% 14.4% 12.4%  3.3% 2.2% 0.0% 
Excess Margin 17.2% 16.9% 14.5%  7.3% 4.5% 1.7% 
Operating Cash  
Flow Margin 23.6% 23.2% 19.2% 11.2% 9.5% 7.1% 

 

PAYOR MIX   
Medicare 25.7% 23.9% 
Medicaid 16.4% 15.3% 
Managed care 39.7% 42.2% 
Commercial  2.7%  4.0% 
Self pay 15.5% 14.5% 

 

Valley Medical Center holds a strong managed care position. Most managed care 
contracts are favorable discounts from charges ranging from 3% to 12%. The hospital 
contracts with every major managed care payor in the market except Kaiser. The 
hospital avoids contracting with Kaiser for strategic purposes. No single managed care 
contract dominates; the highest volume managed care contract contributes only 7.6% of 
total hospital revenue.  

 
Top 10 Managed Care Contracts Percent of Revenue Discount 
United Healthcare 7.6% 10% 
Cigna 5.2%  7% 
Pacificare 4.7% 20% 
Blue Cross National 4.0% DRG 
Sloan’s Lake 3.6% 10% 
Aetna 1.9% 12% 
Blue Cross HMO 1.7% 12% 
Blue Cross PPO 1.6% DRG 
Great West/One Health 1.0%  7% 
PHCS 0.8%  3% 

COMMITTED MEDICAL STAFF 

Valley Medical Center maintains a unique medical staff model that requires physician 
commitment to the hospital and creates unusually high physician loyalty. This 
commitment is demonstrated in several ways; most significantly, physicians can’t take 
patients from the primary market to any other hospital. The commitments physicians 
make to the hospital seek to align the benefits of staff privileges with the needs of the 
community and the hospital. At the present, this unusual model is serving the hospital 
well; it is currently set to sunset in 10 years. 
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GOOD GOVERNANCE 

The hospital is supported by a governance structure tied to the community. The 
membership of its nonprofit corporation is composed of state residents who have 
contributed at least $10,000 to the hospital’s foundation and the board of directors. The 
board of directors is composed of 14 members, six appointed by the membership, six 
appointed by the board of directors and two ex-officio (medical staff president, and 
hospital president). Board members are appointed for six-year terms. This distribution of 
governance powers has served the hospital well, keeping it focused on the needs of the 
community, keeping a strong management team in place, and avoiding distracting 
entanglements with other interests.  

HIGHER LEVERAGE 

When the proposed bonds are issued, leverage, expressed in terms of debt to total 
capital, will be about 62%. Debt to total capital of 62% is within the range of credits in the 
A and Baa Moody’s rating categories; it is 1.99 standard deviations above the mean for 
A rated credits and .67 standard deviations above the mean for Baa credits. Thus, while 
the initial debt to total capital ratio will exceed the median for investment grade credits, it 
is well within the observed range for investment grade credits; it wouldn’t even be 
considered an outlier in the Baa rating category. 

Studies show no correlation between debt service coverage and leverage. Higher 
leverage may be associated with higher risk when debt service coverage is also low. 
But, when the hospital’s leverage is expected to be highest, at 62%, debt service 
coverage is projected at 10.6 times. The lowest forecast debt service coverage is 3.4 
times when debt to total capital is forecast to be about 51%. Investment grade ranges for 
debt service coverage are from .4 to 16.7 for the A category and (5.4) to 11.2 for the Baa 
category. When this debt is issued, Platte Valley Medical Center’s leverage and 
coverage fit comfortably in the Baa rating category and are not outside the ranges 
observed in the A rating category.  

UNDER 100 BEDS 

Hospitals under 100 beds are not commonly rated in the investment grade categories. 
Moody’s expresses the view that smaller providers “tend to be more vulnerable to 
unexpected operating challenges, such as key physician departures, shifts in 
demographics, and competitive threats.” Valley Medical Center has unique protections 
from these threats. Its committed medical staff model makes it less vulnerable to key 
physician departures since it is less likely that the patients of a departing physician will 
be moved to a competing hospital. For the foreseeable future, shifts in demographics are 
driven by the economic development around the international airport and they are 
overwhelmingly positive. Competitive threats are minimized by the unique natural market 
protections along with the committed medical staff model. 

The profile commonly typifying hospitals under 100 beds is rural with little or no growth. 
The profile for Valley Medical Center is exactly the opposite. 
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NOT A SYSTEM 

Valley Medical Center is a stand-alone hospital, not affiliated with a hospital system. As 
such, the credit risk is not spread to any other markets; it is concentrated on the 
international airport market. In the event this market becomes inadequate to meet debt 
service requirements, the hospital will almost certainly become an attractive acquisition 
candidate for most any of the hospital systems in the big city. Its market position would 
be highly complementary to any of these hospital systems.  

LOTS OF CASH 

Valley Medical Center has accumulated a great deal of cash. Cash balances amounted 
to $49.4 million at December 31, 2003 and represented 480 days of expenses. This 
compares to the Standard & Poor’s medians of 211 days for AA hospital credits, 159 
days for A hospital credits and 110 days for BBB hospital credits. These cash balances, 
coupled with the project debt service reserve fund, represent unusual levels of protection 
against any downturns in operating performance.  

FORECAST 

Valley Medical Center has developed a five-year financial forecast that encompasses the 
proposed project. Key ratios include: 

 
 2004 2005 2006 2007 2008 
Admission growth 8.5% 3.6% 3.7% 3.8% 6.0% 
Operating margin 10.7% 10.1% 12.2% 4.3% 5.5% 
Net margin 12.6% 16.9% 21.3% 10.1% 10.1% 
Earnings before interest   11.8% 11.4% 13.3% 12.2% 12.6% 
EBID margin 20.1% 19.6% 21.1% 23.4% 22.9% 
Debt service coverage 10.7 11.7 14.6 3.4 3.5% 
Days of cash on hand 517 567 485 468 491 
Debt to total capital 61.7% 58.0% 53.9% 51.3% 48.8% 

 

NOT SPECULATIVE 

This project is not speculative; current revenues are adequate to provide more than 1.7 
times coverage of pro-forma maximum annual debt service. This coverage does not 
count on the future growth driven by development around the international airport or 
market share growth driven by the more favorable location in the market, the additional 
bed capacity and a modern facility. All of these factors are solid and significant and will 
positively affect the revenues of Valley Medical Center. 

Further, liquidity is high and is forecast to remain at high levels — the lowest forecast 
level for cash is 468 days of cash in 2007. This high level of liquidity along with the debt 
service reserve fund provides good protection against possible future blips.  
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Strengths  

Strong market growth 

Dominant market position 

Protected market position 

Strong operating performance 

Strong managed care position 

Physician loyalty 

Lots of cash 

Weaknesses 

Under 100 beds 

Not a system 

 

SOLUTION CONSIDERATIONS FOR THE VALLEY MEDICAL CENTER 

SOURCES  
Equity $17,000 
Fixed rate tax-exempt bonds  76,075 
Variable rate tax-exempt bonds  11,415 
Original issue discount    -804 
Earnings on construction fund    1,532 
Total $105,218 

 
USES  
Hospital project $89,570 
Medical office building project   7,470 
Debt service reserve fund   7,358 
Issuance costs     825 
Total $105,218 
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KEY ISSUES: 

How important to hospital capital structure and formation are the following: 

Source of assets? 

Use of assets? 

Credit ratings? 

Market share? 

Market metrics and benchmarking? 

What additional issues should a hospital team consider in order to successfully transform 
a 50-bed hospital into a 70-bed medical center? 

Hospital Product Markets 

 What, if any, are the impacts of terminology vagaries on the definition of a 
hospital product market?  

 What are the definitional impacts on competition for medical services provided 
by hospitals?  

 What developments have there been in economic theory with regard to defining 
hospital product markets?  

 How do payors (including employers) define hospital product markets? 

 What data is available to assist in the formulation of an appropriate hospital 
product market? 

 How do patients and physicians define hospital product markets? 

 What developments have there been in economic theory with regard to defining 
hospital geographic markets? 

 Assuming definitional stability, what data is available to assist in the formulation 
of an appropriate geographic hospital market? 

 Do hospitals in more concentrated markets charge higher prices?  

 Does the structure and performance relationship differ for not-for-profit and 
proprietary hospitals? 

Acute Care Hospitals 

 What correlation is there between fiscal capital formation efficiency measures 
and the actual measures that are implemented in an acute care hospital?  

 Have discounts secured from acute care hospitals by managed care payors 
resulted in higher prices for other payors or for capital acquisition?  

 What evidence is there that acute care hospitals in concentrated markets lead to 
higher prices?  

 What evidence is there that ease of capital acquisition and formation in 
concentrated acute care hospital markets have led to changes in the breadth 
and quality of medial services?  

 What evidence is there that concentrated acute care hospital markets have 
slowed the rate of managed care penetration? 
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Specialty Hospitals 

 What factors drive the unbundling of inpatient acute care hospital medical and/or 
surgical services in specialty hospitals?  

 What have been the effects of unbundling medical services for specialty focused 
hospitals?  

 Has quality of medial care been enhanced as “focused specialty hospital 
factories” have emerged?  

 Have costs and access increased, or decreased in specialty hospitals?  

 How has competition been affected by general inpatient acuter-care hospitals, 
and the single-specialty hospital, and for services provided only by the general 
inpatient hospital?  

 Is the development of a general acute care hospital any different than the 
emergence of specialized hospitals for children, rehabilitation, psychiatry or the 
elderly? 

 What actions have general inpatient hospitals taken in response to the 
emergence of competition from single-specialty hospitals?  

 Do any of these actions involve anti-competitive conduct or capital formation 
compression? 

Hospital Networks 

 How prevalent are local geographic hospital networks or RBACs? 

 What does competitive economic theory indicate about the circumstances under 
which hospital networks are likely to emerge?  

 When are hospital network arrangements likely to be pro-competitive and when 
are they likely to be anti-competitive?  

 How do traditional antitrust concepts address the forms of anti-competitive 
conduct potentially likely to emerge in a healthcare setting? 

 What implications for merger and acquisition potential does the existence of 
such network conduct have? 
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