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Overview

Just as the phrase “new normal” is applied to élséructuring taking place as a result the U.S.¢loldal
financial crises and related economic downturngif@@aia hospitals and health systems are entesing
“new normal” period where their traditional intehisaurces of funding: 1) income from operations; 2)
income from investments; and 3) philanthropy; aqeeeted to be more constrained and uncertain than i
the past. What the “new normal” will mean for hitglg and health systems in California is becoming
clearer: reduced operating cash flows over timegenimited investment returns, and less philantkirap
support their businesses. In this environmenty@mg access to the capital markets has become more
urgent than ever. However, capital access foetempt hospitals, like for nearly all other issuefrs
securities, has become more difficult, more caoastigt more uncertain. Capital is allocated acrdasch
international capital market based primarily on @y metrics: risk and expected return. California
hospitals face a near term future which is unfavieran both of these measures and which will chghe
all but the most financially strong hospitals apitio consistently maintain access to capital eftiture.

In response to the greater uncertainty facingedlth system borrowers, the rating agencies arestovs
have placed increasing reliance on the cash amdiment balances of health care systems to determin
the perceived credit or investment risk of thosseays. This amount of balance sheet liquidityhiealth
care system borrowers is measured by “days caslamadi’ which is essentially the number of days of
operating expenses that are held in cash and meestalances. In 2008, the most recent period for
which these ratios are available, Moody's Inve&ervice calculates the median “Days Cash of Hand”
ratios for Aa, A, and Baa rated hospitals and healstems to be 208, 157 and 100 days respectively.
The level of these ratios in 2008 were sharply Iotlian in previous years due to the decline in
investment balances during 2008 and hospitaldikadly be under pressure to increase in the near.te

In the next few years, as bond investors and ragencies will be expecting hospitals to increasic
and investment balances, hospitals will also beetgul to make the necessary investments in thesr co
operations to ensure they remain competitive ateltabmeet the health care needs of the communities
they serve. Absent significant increases in reirsdment rates, which seems quite unlikely in threect
environment, hospitals must evaluate a number efagjpnal strategies, including:

» Eliminating, slowing down and reducing capital exgi¢ures on existing projects;

« Evaluating capital projects for ways to increasefthancial return those projects generate;

» Forcing expense reductions through staff layotfisitian, and reduced hours, and strict
limitations on purchasing;

» Raising payment rates in limited situation wheia thas been possible;

» Reducing spending on n@ssential operations;

» Pursuing programs to increase operational effiégéenand

» Selling and joint venturing necore assets and operations.
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Even with these strategies, more than half of thie's 430 hospitals are currently operating irrélae
i.e., doing business while losing money, and a remobhospitals are on the brink of financial diss or
in bankruptcy. As a result, it is estimated thatgmificant proportion of California hospitals lwilot be
able to access the financial capital necessargrpty with the SB1953 2013/2015 deadlines.

Capital Formation

In the hospital industry it generally requires $Tapital investment for every $1 of revenue geteeta
With California hospitals’ net margins averagingeagximately 5% over the past 5 years, substangal n
investment is necessary to generate significantargiment to cash flows. Thus, for all but the very
strongest California hospitals and health systgmserating sufficient cash flow from operations to
increase days cash on hand, make new investmeopgmations, fund charity care and bad debt, and
service debt is a daunting challenge. Imposinduheer burden of funding seismic retrofit progct
which are generally viewed by the investors as ipiing little or no return on capital, compound an
already difficult capital environment. In this ‘fmenormal” environment, it is clear that for all kthe
most highly rated hospitals with ready access pitaka funding seismic retrofit projects will adeety
impact their ability to deliver services. Balarsteet constraints will necessarily divert fundimgg
from new equipment and technology, improvemenigtent care, support for indigent services,
recruiting physicians and addressing other commun@tlth care needs.

Capital Market Per spectives

Capital market conditions and uncertainty arounshsie regulations has made access to tax-exempt deb
capital for most California hospitals difficult akdstly and has added risk for those hospitals with
existing bonds outstanding. These conditions anepounded by the fiscal challenges being facedhéy t
State of California, which increases the percepbibrisk for California borrowers whether they are

public entities, not-for-profit corporations or gstor owned companies.

While the seismic retrofit and replacement projecésy address valuable public policy and safety
concerns, from a financial perspective, most o$é¢hgrojects create little or no increase in eamorg
cash flow. Therefore, for many hospitals, invesitaén seismic projects reduce future access tivatap
on nearly a dollar for dollar basis. Whether litadp fund major capital projects using new bornagvor
the expenditure of balance sheet cash and investnbair future access to capital will be dependen
those expenditures generating a positive finametaln. For some hospitals that are on the thidsifo
investment grade status, expenditures to fund seigpgrades may limit or close completely theiressc
to the capital markets until they can re-estalidisirowing capacity through increases in operatemghc
flow or the repayment of debt. The difficultiesroéeting the SB 1953 requirements are all the more
daunting given the generally challenging backdeaprfy California health care borrowers. These
challenges include:
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» Weaker balance sheets from investment losses ghdrorrowing costs have changed the
fundamentals of health care financing;

= Capital markets have “tightened” significantly, lvienders less willing to place extraordinary
amounts of leverage on hospitals and have retumetbre conservative lending practices;

= Although appetite for attractive investment oppnoitigs in the hospital sector have seen increased
interest in recent months, bond investors remaiip eautious and risk averse;

» |nvestors are focused on the risk that non-SB X@®3pliant hospitals are at risk to be shut down;

= Given this risk, bondholders will demand a subsshnisk premium to invest in non-compliant
hospitals; and

= Given California’s well publicized budget problenttse perception of financial risk to California
hospitals is elevated.

The implications of a more difficult bond markedazoncern about “California Seismic Risk” are that
fewer funds will be available to provide financifug California hospitals and their core clinical
operations. Furthermore, to the extent funds arertid to meet SB1953 seismic compliance
requirements, debt capacity for core uses will erehsed dollar for dollar.

Hospital Operations

Current conditions are all too familiar to Calif@rospital operators. Operating and non-operating
earnings necessary to generate liquidity and stijgp@sting and new borrowings are under pressure.
Nationally, the Healthcare Financial Managemento&ggion (HFMA) reported recently that hospitals
are experiencing negative margins, declines inoymerating income (with the largest hospitals sirffgr
the most), decreases in days cash on hand, ancticeduin patient revenueln its report, HFMA’s
findings indicated that 54% of the hospitals suedefiad negative total margins, and 80% of the kalspi
with more than 500 beds had negative total marghttn-operating revenue declined at 78% of the
hospitals, and 64% of the hospitals reported deslin non-operating income of more than 20%. In
terms of liquidity, HFMA reported that 73% of resuting hospitals had decreases in days cash on hand,
a key measure of financial strength; and 96% ohttepitals with more than 500 beds suffered deeseas
in days cash of more than 20%. Finally, net patiemenue was down at 43% of the hospitals.

The major reasons for these negative results atelywknown. Primary among these is the general
financial maelstrom that commenced in 2baid accelerated in 2008 and the resulting tightlitions

in the debt markets and realized and unrealizegkitnwent portfolio losses. As the value of donors’
portfolios declined, philanthropy has also decliaed contributed to lower non-operating income.
Indirect causes include widespread job lossesayuffs and increases in the number of uninsured;iwh
have led to reductions in patient-elective volumd Bacreasing charity care and bad debts.

! How Hospitals Are Combating the Financial DownturffMA’s Healthcare Financial Pulse, April 2009.
2 Municipal bond insurance company credit rating dgmdes, for example.
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In short, for most hospitals, operations are produtower earnings, less cash flow, and reducaddity
to support borrowings for new capital projects.

Philanthropy

Given the tremendous loss of wealth in the equitykets in 2008 and even despite equities’ good
performance in the second half of 2009, philanthrapd hospital development offices cannot be
expected to supplement revenues to the degreanrtigdy have in the past. Key findings by the
Foundation Center in a recent study suggests dhatftion giving will decrease in the range ofligh
single digits to low double digits. Although fowatibns slightly increased giving in 2008, with dsse
declines of nearly 22% in 2008, the Foundation efutund that more than two-thirds of foundations
will decrease funding in 2009; and the outlookoisftirther decreases in funding in 2010:

n= 88
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Source: Health Care Advisory Board, “Leadershipdligh the Downturn,”2009, p. 40.

Philanthropy and development, therefore, in thetsieom cannot be counted on to provide capital
expenditure support to the degree it has in the pas

Debt Markets

The harsh lesson of 2008 and 2009 in the debt rnsafetax-exempt health care borrowers is thay eas
access to the tax-exempt debt market has endecbanub longer be taken for granted. The days of
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multiple borrowing options and flexibility are nagveatly curtailed, especially for lower rated aman
rated credits.

Tax-Exempt Fixed Rate Debt Markets

General financial markets turmoil accelerated du@808, and the fixed income markets essentially
seized up in the immediate aftermath of Lehmanignat September 2008 bankruptcy. This was
especially true in the tax-exempt fixed income tieadre market that saw no new long-term tax-exempt
health care hospital bonds issued for a five-wesmrlod in September and October 2008.

An important factor in the dislocation of the tasempt market was that non-traditional investorshsas
hedge funds, deserted the municipal market, bedauseaged municipal bond arbitrage strategiesdail
These kinds of investors had been major driveth@market from 1998 to 2008.

Starting in the spring of 2009, liquidity returnedmost markets including the tax-exempt healtle car
market, although the pace has been slow. Thecjmation of traditional institutional bond fundsdan
individual retail investors has been primarily resgible for the improvement. By the end of theosec
guarter of 2009, new tax-exempt health care bosuthisce had returned to near normal levels, atfieast
single-A and double-A quality credits, althoughditspreads to comparable maturity U.S. Treasurys
remain wide by historical measures. IssuanceigétB quality hospital bonds has been sporadid, an
rates for these kinds of hospitals have been vwgrgresive. New bond issuance of non-rated tax-ekemp
health care credits has remained very difficuiingoossible.

The result is that many hospitals are no longeatije to generate enough internal cash flow or barcb
money to pay for all of their capital programs.

CONCLUSION

Hospitals and health systems are entering a “newal® period where the basic sources of liquiditga
cash flow generation are constrained and the emviemt for funding capital expenditures is much more
difficult for all but an exceptional few. Addirige additional burden of meeting seismic retrofit
requirements will be difficult for all hospitals @may not be possible for some of the most findlycia
vulnerable hospitals and health systems. For ttieehave the ability to raise the capital to mbet
requirements of SB1953, diverting this capital afvayn core operations and their balance sheets will
mean compromising these hospitals’ ability to pdevtapital to their core operations and will
significantly limit financial flexibility in the fture.



