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Summary

With new 2016 AHD volume data in hand, we built and analyzed a same
store hospital data set from 2013 through 2016 and did a deep dive into those
volume trends. We confirm our initial 11/2016 work, i.e., discharges down a lot
despite reform. The danger: high margin managed care dropped again despite
the coverage expansion from the ACA. Combined with still-slowing ER visit
growth rates and results from managed care ACO initiatives, we think we paint
a compelling picture of an industry in long-term structural decline. But in the
short run, the stocks appear poised to break out of their recent ranges, potentially
propelled by a Senate GOP health care bill that's less worse than the House. Our
call: near-term upside, especially for credit-sensitive stocks for those who trade,
but we think the commercial volume declines continue, driving FCF and stock
prices down longer-term.

Key�Points

MSUSA's proprietary analysis of a custom data set of same hospitals for
each of 2013 through 2016 shows a (7.4%) decline in Commercial & Other
(C&O) discharges versus pre-reform 2013 levels, worse than the 2015 decline
of (5.8%). But as this category also includes newly insured exchange lives
versus 2013, commercial volumes should have risen even as uninsured fell.
Medicaid growth can't explain the difference. Combined with our understanding
of managed care plan's drive to reduce ER and hospital utilization, presented at
least in part herein, we reiterate our concern that the hospital industry is in the
early stages of a long-term structural decline in volumes....and as volumes go,
so go stock prices.

June 30 may be an important date for hospital stocks: The stocks have been
stuck in a trading range as we await the Senate AHCA revision. We note that
Sen. McConnell has said he wants to bring the bill to the floor, or at least to the
GOP membership by the July 3 break, which means by Friday June 30. We think
that's the catalyst for a break-out. As for direction, whatever the Senate comes
up with, it will probably be less worse than the House version. If the bill isn't
better, we think the Street will see the status quo prevailing. So either way, the
stocks could go up & the credit sensitive stocks likely have stronger S-T upside:
CYH could see $10 again and THC $20, but we expect those gains to be short
lived, even with decent 2Q results a possibility. Longer term, volumes matter
(Skolnick's rule #7) and commercial managed care volumes matter a lot. We
reiterate our ratings and PTs with renewed concerns of a long-term structural
volume decline supporting our generally cautious to negative sector view.

Price        Rating
Company Symbol (6/13) Prior Curr PT
 
Community Health
Systems, Inc.

CYH $8.77 – Neutral $10.00
 

HCA Holdings, Inc. HCA $84.85 – Buy $98.00
 

LifePoint Health, Inc. LPNT $64.80 – Neutral $62.00
 

Quorum Health Corp QHC $3.84 – Neutral $3.50
 

Tenet Healthcare
Corp.

THC $18.55 – Neutral $18.00

Source: Bloomberg and Mizuho Securities USA
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Analysis of Volume: Continued Support for Our 
Long-Term Structural Declining Volume Thesis 

In our November 2016 report (Analysis of Politics and Data), we presented 

consolidated inpatient volume, revenue and EBITDA for all non-government 

hospitals using 2011 through 2015 data from our custom database from the 

American Hospital Directory, www.ahd.com. Those calculations clearly 

showed the following trends: 

 Medicaid discharge volumes clearly benefitted from the ACA, 

growing 7.8% in 2014 and 8.1% in 2015 versus a decline of (7.4%) in 

2012 and a 4.1% increase in 2013. 

 But all of that growth came from Medicare managed care, which 

grew from 963,058 in 2013, the year before the expansion, to 

2,662,949 in 2015. 

 Total discharges, however, declined from 34,316,863 in 2013 to 

32,404,107 in 2015, which reinforced our concern that hospital 

volumes overall are declining, even with the expansion of coverage. 

We attribute that decline to declines in hospital utilization rates 

among commercial managed care and Medicare Advantage plans. 

 Meanwhile, industry revenue grew over the period from $816B in 

2013 to $851B in 2015, but declined from 2014’s $856B. And 

EBITDA followed the same pattern for the industry, rising from 

2013’s $85.9B to $95.6B in 2014, and then falling to $84.8B in 2015. 

That data was compelling – especially when we put it in chart form, as total 

discharges create a graph that slopes sharply down and to the right. Indeed, 

4Q16 and 1Q17 results (especially the latter) began to confirm our concerns: 

HCA, LPNT, QHC and THC reported adverse mix shifts from high margin 

managed care to lower margin Medicare admits. CYH was the lone standout, 

but it only gave us payer mix by revenue, not by volume: CYH could have 

had a mix shift on admits that was more than offset by improvements in price 

as it seeks to turn around its business.  

As a result of those reports, investors began to give more credence to our work 

and to our warnings about the negative trends we see building in hospital 

inpatient volumes.  Between adverse volume trends and the drama over 

repeal/replace; we see evidence of that traction as the group has been rather 

stuck in a trading range, with no real, fundamental investor interest or new 

capital being committed for long-term holdings.  

But, it wasn’t just the AHD data that supported our view then and supports it 

now: the companies’ own reported ER visit growth rates also supported our 

concerns. They’re slowing still for HCA and THC (although LPNT’s 

rebounded) even with a strong flu season and even taking into account the 
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lack of a leap day in 1Q17. Moreover, we’re entering a period of easier 

comps, so the companies would have fewer excuses if ER visit growth rates 

continue to fall.  We remind investors that the ER is the front door of the 

hospital and that about 60% or more of the heads in hospital beds first entered 

through the ER doors. So ER visit growth rates matter – and can be the canary 

in the coal mine, both on the upside and the downside. 

It’s our contention that something’s afoot in hospital land that could be 

pointing to a long-term structural decline in inpatient and ER utilization 

rates…and as inpatient volumes go, so tend to go the stocks. So we think it is 

time for investors to revisit our long-term structural declining volume thesis 

because after the politics play out in the short term, it is likely to be volume 

performance that determines stock price. 

Exhibit 1: Same Store ER Visit Growth Rates 

 

Sources: Company reports and MSUSA estimates 

The 2016 AHD Data Analysis 

The combination of our tracking of ER Visits and the original AHD data 

analysis was, we think, pretty powerful in combination: hospital inpatient 

utilization was coming down, at least for the ‘all hospital’ data we used. But 

that data and analysis was, admittedly, imperfect. Over that time period of 

2011 to 2015, hospitals changed – some closed, some opened and some 
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shifted from DRG-based hospitals to 25-bed Critical Access Hospitals, 

changing reimbursement to cost-plus and often changing provider numbers 

(the unique identifier for each hospital). Moreover, that dataset included all 

types of hospitals (Rehab, LTACH and Psych) and not just acute care 

hospitals.  From that broad view of the industry, we really couldn’t tell how 

much of the trends we observed were due to shifts in utilization of LTACHs 

or Rehab rather than for acute care only. 

So when AHD made 2016 data available for most hospitals, we not only 

purchased the updated data, we also undertook an intensely manual and 

exhaustive exercise of matching the hospitals to create a same store, acute-

care only data set in order to provide investors with a more robust analysis. 

We checked well over 6,000 facilities one by one over four years, 2013 

through 2016. We also recreated the data we used in the prior analysis to 

update it for 2016 trends. 

To clarify further, we noticed that not all hospitals had updated 2016 data in 

the sample. Some still have open cost reports from 2016 and therefore the data 

isn’t yet available from CMS, according to AHD, while others may have 

contested cost report audits from 2014. Thus, we removed all psych, rehab and 

LTACH hospitals, government-owned facilities and Indian Health Service 

facilities (which may have very different utilization and reimbursement 

patterns), all hospitals that converted to 25-bed CAHs and removed all acute 

hospitals from 2013 through 2015 that didn’t have new data in the 2016 

database. That left us with roughly 4,400 hospitals in all years. 

And that data is what we analyze here. And what it shows provides 

further support for our concerns about overall hospital volumes:  

 When compared to 2013 pre-ACA levels, total discharges went 

down, while patient days were essentially flat.  

 Hospitals made up for the declining volumes with increases in 

length of stay (otherwise patient days would be down), likely due to 

increase acuity. 

 Commercial & Other volumes declined, despite the addition of 

millions of new covered lives from the exchanges. 

 While Medicaid inpatient volumes grew, the growth wasn’t 

enough to offset the commercial decline, both for discharges and 

patient days. 

Analysis of New Data & Politics: The Battle of Long vs. Short

June 14, 2017 4Mizuho Securities USA LLC



Exhibit 2: ‘Same Store’ Acute-Only Hospital Performance 2013 through 2016 

 

Sources: AHD custom dataset; www.ahd.com and MSUSA estimates 

Same Store Acute Care Hospitals 2013 to 2016 

$ in millions 2013 2014 2015 2016

Medicaid FFS Acute Discharges 4,082,243      3,856,441          3,586,845          3,368,113          

Medicaid HMO Acute Discharges* 1,811,747      1,588,259          2,600,951          2,872,595          

   Total Medicaid Discharges 5,893,990      5,444,700          6,187,796          6,240,708          

     YOY % change -7.6% 13.6% 0.9%

% change versus 2013 5.0% 5.9%

Medicare FFS Acute Discharges 9,637,465      9,344,629          9,371,600          9,204,704

Medicare HMO Acute Discharges 2,819,032      2,986,911          3,275,968          3,349,986

Total MedicareDischarges 12,456,497    12,331,540        12,647,568 12,554,690

YOY % Change -1.0% 2.6% -0.7%

% change versus 2013 1.5% 0.8%

Commercial and Other Discharges 12,449,880    12,379,470        11,721,950 11,524,216

-0.6% -5.3% -1.7%

-5.8% -7.4%

Total Discharges 30,800,367    30,155,710        30,557,314 30,319,614

     YOY % change -2.1% 1.3% -0.8%

   % change versus 2013 -0.8% -1.6%

Medicaid FFS Acute Patient Days 18,611,906    18,521,346        17,348,747        16,398,923

Medicaid HMO Acute Patient Days 15,041,766    16,610,504        19,315,569        20,723,072

   Total Medicaid Days 33,653,672    35,131,850        36,664,316        37,121,995        

     YOY % change 4.4% 4.4% 1.2%

% change versus 2013 8.9% 10.3%

Medicare FFS Acute Patient Days 48,815,109    47,156,318        47,087,703        46,097,011

Medicare HMO Acute Patient Days 15,257,813    16,227,677        17,793,277        18,128,789

   Total Medicare Days 64,072,922    63,383,995        64,880,980        64,225,800        

     YOY % change -1.1% 2.4% -1.0%

% change versus 2013 1.3% 0.2%

Commercial & Other Patient Days 46,071,307    44,206,416        43,026,792        42,579,087

     YOY % change -4.0% -2.7% -1.0%

% change versus 2013 -6.6% -7.6%

Total Patient Days 143,797,901 142,722,261     144,572,088      143,926,882      

     YOY % change -0.7% 1.3% -0.4%

Net Patient Revenue 797,458$       733,219$           810,712$            827,245$            

     YOY % change -8.1% 10.6% 2.0%

EBITDAR 86,293$          96,698$              89,107$              84,940$              

 Rent 3,095              3,294                  3,355                   3,348                   

EBITDA 83,198$          93,404$              85,752$              81,592$              

     YOY % change 12.3% -8.2% -4.9%

   EBITDA Margin 10.4% 12.7% 10.6% 9.9%

* No cost report data for HMO discharges - calculated by MSUSA by using Patient days/ALOS
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A Deeper Dive into the Data: The Decline in 
‘Same Store’ Commercial & Other 

The decline in commercial and other discharges over the period is of great 

concern to us, but the data requires thoughtful examination because prior to 

ACA implementation in January of 2014, this category would have included 

uninsured inpatient discharges.  

Thus, we would have expected the following to occur: 

1. Uninsured discharges would have declined overall. 

2. Some uninsured would be covered by Medicaid and thus would lead to a 

decline in ‘commercial and other’ and an increase in Medicaid discharges, 

growth that would have been augmented as the newly insured would 

receive care beyond just that required on an emergency basis for the 

uninsured. 

3. Some uninsured would have remained in ‘commercial’ via exchange 

coverage and overall ‘exchange,’ i.e., commercial, volumes should have 

risen over the period. 

As there were delays in enrollment in 2014 through 1Q14, the 2015 data really 

is the first full year of full coverage for the uninsured. So let’s look at the 2015 

vs 2013 and the 2016 versus 2013 data to see whether those expectations were 

correct. 

In 2015, Medicaid discharges in total increased 5% versus 2013. The actual 

amount was 293,806 for 2015 versus 2013.   

In 2015, Commercial & Other declined (5.8%) versus 2013. The actual 

amount was (727,930).  

 Medicaid discharges did not rise enough in 2015 vs 2013 (post- 

versus pre-reform) to account for the entire decrease in Commercial 

& Other. 

 So even shifting the uninsured from commercial to ‘caid does not 

explain the entire decline in commercial from pre-ACA to post-ACA 

levels. 

Now let’s do the same exercise for 2016 versus 2013: 

In 2016, Medicaid discharges grew 5.9% or 346,718 versus 2013 levels. 

In 2016, Commercial & Other discharges fell (925,664) or (7.4%) versus 2013 

levels. 

MSUSA’s analysis of 2015 & 2016 

discharge data strongly suggests 

that hospitals have a real volume 

problem:  

They are and have been losing their 

highest margin, i.e., commercially 

insured, patients at least since 

2014, despite adding millions of 

exchange lives. 
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 Once again, the growth in Medicaid discharges cannot account for all 

of the loss of Commercial & Other. 

 In other words, some other factor, apart from the shift from uninsured 

to ‘caid, is needed to explain this decline in commercial utilization of 

hospitals. 

Exhibit 3: ‘Same Store’ Commercial & Other, Medicare & Medicaid Discharges 2013 – 
2016 

 

Sources: AHD custom dataset; www.ahd.com and MSUSA estimates 

 

We strongly suspect we know what that factor is: the concerted effort on the 

part of managed care companies, both for employer-sponsored and exchange 

lives, to keep patients out of the hospital.  

We know the data can’t tell us why – it can only tell us ‘that’ something is 

happening. But that ‘something’ happened despite one of the largest coverage 

expansions in history. About 8 million enrolled in these marketplaces in 2014, 

11.7mm enrolled in 2015 and about 12.7 mm in 2017. Those enrollment 

numbers alone should have led to increased hospital utilization over that time 

period. Even if half or 60% of these lives were previously insured, that still 

represents an absolute increase in commercial insurance coverage.  

Yet despite that increase, the hospital data clearly shows that commercial and 

other discharges went down – even though some of the discharges in that 

group converted from previously uninsured to insured. 

Analysis of New Data & Politics: The Battle of Long vs. Short

June 14, 2017 7Mizuho Securities USA LLC

http://www.ahd.com/


So there are only two explanations we can come up with: either the data is 

flawed or managed care is succeeding is keeping patients out of the hospital.  

One of the checks we did to see whether there might be some inconsistency in 

the data was to look at the analysis on a patient-day basis. It confirms the 

direction, if not the magnitude of the same trend we saw in discharges: 

From 2013 to 2015, Medicaid patient days grew by 8.9% or 3,010,644. 

From 2013 to 2015, Commercial & Other patient days fell by (6.6%) or 

(3,044,515). 

From 2013 to 2016, Medicaid patient days grew by 10.3% or 3,468,323. 

From 2013 to 2016, Commercial & Other patient days fell by (7.6%) or 

(3,492,220). 

 Again, the increase in Medicaid does not fully explain the decline in 

Commercial & Other – especially as the expansion of exchange 

coverage versus 2013 should have led to higher commercial days as 

well. 

 So we conclude that the discharge data, part of which is built 

from patient days and lengths of stay and part of which is 

independent, either shares the same flaws as patient day data or, 

more likely, is strongly indicative of a declining volume trend in 

the highest margin patients, i.e., commercial managed care. 

The exhibits that are on the following pages show the data for HCA, CYH, 

LPNT and THC. We exclude QHC from this analysis because the company 

was just formed in 2016 so historic comparisons wouldn’t be meaningful. We 

strenuously remind investors that this data comes from Medicare cost reports 

submitted by the individual hospitals to Medicare. AHD takes great pains to 

validate its data and works closely with CMS to make sure that it offers 

accurate cost report data. We also remind investors that this is inpatient data 

only for discharges and patient days. However, revenue, EBITDAR and 

EBITDA are for the hospitals in total, but may not include physician practice 

revenues or other services that do not get billed to Medicare under the 

hospital’s provider number. 

 Note that only HCA showed an increase in Commercial & Other 

discharges over the 2013 to 2016 period. But also note that the 

adverse mix shift that caused the 1Q17 miss doesn’t show up in the 

2016 data: the 2017 cost report data may show the beginning of a 

decline in commercial volumes for HCA, especially if that adverse 

mix shift continues throughout the remaining 2017 quarters. 

 Note also that each of the other three showed generally the same 

pattern that we see in the industry metrics: Medicaid rose, but not by 
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enough to offset the commercial decline, a decline that by all logic 

should not have happened at all. 

Exhibit 4: Buy-rated HCA’s AHD Data – Commercial Volumes Rose Over the Period 

 

Sources: AHD custom dataset; www.ahd.com and MSUSA estimates 

HCA:  Same Store 2013-2016

$ in millions 2013* 2014* 2015* 2016

Medicaid FFS Acute Discharges 164,533          151,644 121,487 121,707

Medicaid HMO Acute Discharges 188,109          218,306              246,181              241,314              

   Total Medicaid Discharges 352,642          369,950              367,668              363,021              

     YOY % change 4.9% -0.6% -1.3%

Medicare FFS Acute Discharges 494,512          491,816 505,695 509,230

Medicare HMO Acute Discharges 201,806          212,854              232,760              243,889              

Total MedicareDischarges 696,318          704,670              738,455              753,119              

YOY % Change 1.2% 4.8% 2.0%

Commercial and Other Discharges 522,533          494,454              505,029              551,942

YOY % Change -5.4% 2.1% 9.3%

Total Discharges 1,571,493 1,569,074 1,611,152 1,668,082

     YOY % change -0.2% 2.7% 3.5%

Medicaid FFS Acute Patient Days 799,107 774,167 652,171 646,879

Medicaid HMO Acute Patient Days 872,522 859,253 1,116,924 1,197,880

   Total Medicaid Days 1,671,629      1,633,420          1,769,095          1,844,759          

     YOY % change -2.3% 8.3% 4.3%

Total Patient Days 7,857,347 7,914,017 7,912,320 8,146,791

     YOY % change 0.7% -0.02% 3.0%

Net Patient Revenue 29,231$          29,167$              30,962$              33,067$              

     YOY % change -0.2% 6.2% 6.8%

EBITDAR 6,241$            6,658 7,251$                7,604$                

 Rent 176                  170                      175                      188                      

EBITDA 6,065$            6,488$                7,076$                7,416$                

     YOY % change 7.0% 9.1% 4.8%

   EBITDA Margin 20.7% 22.2% 22.9% 22.4%

* No cost report data for HMO discharges - calculated by MSUSA by using Patient days/ALOS
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Exhibit 5: Neutral-Rated CYH’s AHD Data – Commercial Volumes Fell Over the Period 

 

Sources: AHD custom dataset; www.ahd.com and MSUSA estimates 

Community:  Same Store 2013 to 2016

$ in millions 2013* 2014* 2015* 2016*

Medicaid FFS Acute Discharges 136,475          132,560              127,619              119,810              

Medicaid HMO Acute Discharges 84,548            88,185                124,276              127,757              

   Total Medicaid Discharges 221,023          220,745              251,895              247,567              

     YOY % change -0.1% 14.1% -1.7%

Medicare FFS Acute Discharges 324,340          317,984              291,790              259,469              

Medicare HMO Acute Discharges 88,813            79,883                63,710                67,647                

Total MedicareDischarges 413,153          397,867              355,500              327,116              

YOY % Change -3.7% -10.6% -8.0%

Commercial and Other Discharges 226,433          253,669              174,518              145,917              

12.0% -31.2% -16.4%

Total Discharges 860,609 872,281 781,913 720,600

     YOY % change 1.4% -10.4% -7.8%

Medicaid FFS Acute Patient Days 459,973 464,990 349,760 296,940

Medicaid HMO Acute Patient Days 279,853 317,820 392,712 378,032

   Total Medicaid Days 739,826          782,810              742,472              674,972              

     YOY % change 5.8% -5.2% -9.1%

Total Patient Days 3,703,190 3,737,219 3,468,130 3,131,808

     YOY % change 0.9% -7.2% -9.7%

Net Patient Revenue 16,309$          17,648$              17,016$              17,188$              

     YOY % change 8.2% -3.6% 1.0%

EBITDAR 2,458$            1,905 2,234$                2,226$                

 Rent 195                  205                      185                      188                      

EBITDA 2,263$            1,700$                2,049$                2,038$                

     YOY % change -24.9% 20.5% -0.5%

   EBITDA Margin 13.9% 9.6% 12.0% 11.9%

* No cost report data for HMO discharges - calculated by MSUSA by using Patient days/ALOS
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Exhibit 6: Neutral-Rated LPNTs AHD Data – Commercial Volumes Fell Over the Period 

 

Sources: AHD custom dataset; www.ahd.com and MSUSA estimates 

 

LifePoint + Duke LifePoint:  Same Store 2013 - 2016

$ in millions 2013* 2014 2015 2016

Medicaid FFS Acute Discharges 30,271 23,038 29,652 21,353

Medicaid HMO Acute Discharges 26,382            28,399                31,431                34,099                

   Total Medicaid Discharges 56,653            51,437                61,083                55,452                

     YOY % change -9.2% 18.8% -9.2%

Medicare FFS Acute Discharges 87,439            87,144                85,602                76,912                

Medicare HMO Acute Discharges 21,627            33,174                26,899                24,864                

Total MedicareDischarges 109,066          120,318              112,501              101,776              

YOY % Change 10.3% -6.5% -9.5%

Commercial and Other Discharges 56,313            58,911                43,808                40,668                

4.6% -25.6% -7.2%

Total Discharges 222,032 230,666 217,392 197,896

     YOY % change 3.9% -5.8% -9.0%

Medicaid FFS Acute Patient Days 103,524 105,274 102,081 73,827

Medicaid HMO Acute Patient Days 92,276 105,852 108,184 123,509

   Total Medicaid Days 195,800          211,126              210,265              197,336              

     YOY % change 7.8% -0.4% -6.1%

Total Patient Days 890,313 949,696 878,620              790,727

     YOY % change 6.7% -7.5% -10.0%

Net Patient Revenue 4,175$            4,723$                4,896$                4,733$                

     YOY % change 13.1% 3.7% -3.3%

EBITDAR 456$                519 480$                    494$                    

 Rent 33                    36                        37                         36                         

EBITDA 423$                483$                    443$                    458$                    

     YOY % change 14.2% -8.3% 3.4%

   EBITDA Margin 10.1% 10.2% 9.0% 9.7%

* No cost report data for HMO discharges - calculated by MSUSA by using Patient days/ALOS
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Exhibit 7: Neutral-Rated THC’s AHD Data – Commercial Volumes Fell, Over the Period 

 

Sources: AHD custom dataset; www.ahd.com and MSUSA estimates 

 

 

 

The $64,000 Question: Why? 

Readers of our prior work know that we are concerned that the real reason for 

the stress on managed care volumes comes from the insurer’s increasing focus 

Tenet Healthcare: Same Store 2013-2106

$ in millions 2013* 2014* 2015* 2016*

Medicaid FFS Acute Discharges 108,469 92,254 55,515 46,158

Medicaid HMO Acute Discharges 88,929            84,645                139,019              144,757              

   Total Medicaid Discharges 197,398          176,899              194,534              190,915              

     YOY % change -10.4% 10.0% -1.9%

Medicare FFS Acute Discharges 168,563          165,445              163,846              160,897              

Medicare HMO Acute Discharges 70,633            78,407                86,219                99,425                

Total MedicareDischarges 239,196          243,852              250,065              260,322              

YOY % Change 1.9% 2.5% 4.1%

Commercial and Other Discharges 214,691          208,146              212,223              200,030              

-3.0% 2.0% -5.7%

Total Discharges 651,285 628,897 656,822 651,267

     YOY % change -3.4% 4.4% -0.8%

Medicaid FFS Acute Patient Days 419,638 420,528 359,486 332,319

Medicaid HMO Acute Patient Days 502,003 501,148 637,444 656,852

   Total Medicaid Days 921,641          921,676              996,930              989,171              

     YOY % change -0.8% 0.0% 8.2% -0.8%

Total Patient Days 3,020,304 2,924,630 3,005,121 2,969,763

     YOY % change -2.2% -3.2% 2.8% -1.2%

Net Patient Revenue 11,572$          11,323$              12,621$              12,670$              

     YOY % change

EBITDAR 1,593$            1,621 1,944$                1,876$                

 Rent 68                    74                        71                         74                         

EBITDA 1,524$            1,547$                1,873$                1,802$                

     YOY % change 1.5% 21.1% -3.8%

   EBITDA Margin 13.2% 13.7% 14.8% 14.2%

* No cost report data for HMO discharges - calculated by MSUSA by using Patient days/ALOS
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on value-based and patient-centered care initiatives, i.e., strategies they and 

their network physicians employ to keep patients out of the ER and out of a 

hospital bed. We know, for example, that managed care-led ACOs proliferated 

during this time frame and we know too that urgent care centers are springing 

up like dandelions after a summer rain.  We’ve previously cited some of these 

efforts, but we’ll show them again here.  

Exhibit 8: United Healthcare’s Value-Based Results – Screen More, Use Hospitals Less 

 

Source: https://www.uhc.com/content/dam/uhcdotcom/en/ValueBasedCare/PDFs/UHCvaluebasedcare_factsheet.pdf 

Notice the left column is commercial only. We stress this point because we 

suspect that among investors who are familiar with MCO’s value-based 

initiatives, most assume that the savings and quality improvements have come 

in the Medicare segment, not the commercial segment. UNH’s data, however, 

shows that both commercial and Medicare ACOs showed meaningful declines 

in hospital and ER use. 

ACOs, however, are only one tool in the value-based care toolbox. Watch this 

video of UNH’s ‘Pool Vault’ commercial, this analyst’s second favorite UNH 

commercial (next to the ‘Came in too hot’), 

https://www.youtube.com/watch?v=agI77DDECkY to see technology in 

action. The genius husband flips onto the pool deck instead of into the pool 
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and his wife chooses urgent care from her phone’s app, not a hospital. Talk 

about messaging. 

Some of the health plans are also working with high performing physician 

networks to develop better patient care protocols that are informed by 

advanced analytics and algorithms that now employ advanced Artificial 

Intelligence, machine learning and Deep Learning methods. Based on our 

conversations with thought leaders in that fascinating area, the technology has 

improved dramatically, as has the ability to ‘unstructure’ the data and then 

apply the technology to it rapidly. Complex learning time (essentially the 

process of adapting the algorithm to vast amounts of data via much iteration) 

has been cut from weeks (or longer) to days, with much better precision and 

accuracy. The improvements to best practices are meaningful and are moved 

quickly into physicians’ hands. Fewer hospital stays and/or shorter hospital 

stays with better outcomes result because doctors have better data and 

predictive analytics. Simply put, they can keep patients healthier and out of 

high cost/poor outcome settings. 

But even those health plans that aren’t yet using such advanced technology are 

still pursuing the ‘right care/right time/right place/right cost’ paradigm. 

Inpatient and ER use rates are falling pretty much across the board – it’s 

pricing that is keeping hospital payments from collapsing, not volumes. 

Connecting the Dots, We Start to See Long-Term 
Structural Decline for Hospitals…  

In short, it seems unreasonable to ignore the body of hard data from the MCOs 

and the hospital companies themselves that points to consistent and building 

pressure on hospital volumes. We think investors have to start connecting 

these dots, just as we have begun to do in our work on hospital volumes. 

Finally, we’ll remind investors of Skolnick’s Rules,  # 6 and # 7: 

#6: Hospitals are fundamentally real estate-based, cash-flow-generating assets. 

If they don’t generate FCF, the strategy probably isn’t sustainable (HMA, 

CYH, THC are cases in point, in our view). 

#7: In hospital-land, it’s always and ever about the volumes.  

(See our ‘A Retrospective’ report issued 3/25/15, page 21 for a list of 

‘Skolnick’s Rules, which now (more than ever) seem relevant.)  

In other words, volumes are really, really important. If they’re falling, don’t 

buy those hospitals – and that conclusion is based on nearly 30 years of 

following the sector. Heads in beds, especially high margin managed care 

beds, means cash in bank and higher returns to shareholders, and if the heads 

aren’t in the beds, no matter how high the price, there won’t be cash in bank.  
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Add the uncertainty around the politics and the long-term call for hospitals is 

really rather simple, in our view: if hospitals continue to see managed care and 

total volumes erode and ER visits decline, then the politics can only make 

things worse, not better, by slashing rates on Medicaid and pulling away one 

source of growth of heads in beds. And our extended hospital data analysis 

just reinforces our concern that hospitals may be experiencing the start of a 

long-term structural decline. 

…But Perhaps a Short-Term Trading Opportunity 

Since the beginning of May, when it appeared that the bill wasn’t quite dead, 

through its passage by bill was passed in the House on May 4 through today, 

the major acute care hospital stocks we cover have generally traded in a 

relatively tight band as we await Senate action on the several controversial 

points in that bill: HCA between $81 and $85; THC between $15 and $18.28; 

CYH between $8.61 and $10.62; and LPNT between $60.75 and $64.25.  

Recently, however, THC has begun to show some signs that it might be trying 

(technically) to break out of the range (our PT is $18, unchanged), and both 

LPNT and HCA look to be trying to make such a move as well. But there is 

still this little matter of a major piece of legislation that’s pending in the 

Senate – and that’s the short term call in our view. 

Exhibit 9: Hospital Bands: HCA, THC, CYH & LPNT Trading in a Range 

 

Sources: Bloomberg Finance, LLP 

It’s clear to us that the catalyst to break out of this range is going to be one of 

two things: the Senate GOP bill or, if it’s not released before earnings, 2Q17 

results. As earnings will be what they will be, we’ll focus instead on the fate 

of the AHCA and the ACA in the Senate. 

So far, the Senate GOP has not held any public hearings, nor released many 

details on the bill they are supposed to be crafting. Occasionally, there is a 
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tidbit that comes out along the lines of ‘moderates may be open to ending the 

Medicaid expansion,’ or ‘perhaps states will have a choice between block 

grants and per capita Medicaid payments,’ or ‘the Senate may modify the 

subsidies to take more into account than just age and income. We find it 

interesting that neither the media nor the Street seems to be willing to be 

provoked into commenting even if these are real trial balloons.  

And, as a result, any moves in the stocks have thus far been temporary and not 

sustained – in part because we don’t know what that Senate is thinking. And 

neither does anyone else.  There simply is no visibility into whether there will 

be a Senate bill, what will be in one if there is one and whether it will move 

more to the center or stay closely aligned with conservative ideology, i.e., 

whether the Senate bill will be good or bad for the stocks.  

Watch for a Senate Bill by June 30 

But we do know that there isn’t much time left for the Senate to bring a bill to 

the floor. The Senate takes a break for July 4 for most of the week and then 

leaves for August break on July 31.  That leaves 29 working days, assuming 

the Congress intends to work on summer Fridays. 29 days to draft a bill, get it 

through the Senate to reconciliation and a House vote before the summer 

recess. That would free Congress to consider taxes, infrastructure and jobs in 

the fall session. 

 The current schedule appears to call for McConnell to move the bill 

from behind closed doors to the Senate floor (or at least the GOP 

caucus) by the July 4 break – which means by Friday, June 30.  

 Recent press reports from The Hill, USA Today and other sources 

suggest that top Senate Republicans are working with CBO to score 

various options before bringing a bill to the floor. That could bode 

well for its passage and especially within a tight time frame because 

the main body wouldn’t have to wait for scoring (and because the 

leadership can craft its spin ahead of time if the coverage score is 

dreadful and the cuts are too light). 

 Recall that the Senate Parliamentarian likely will have to weigh in on 

whether policy changes likely to be proposed (anything not a tax or 

spending provision) will have to be approved for reconciliation 

treatment and 51-vote passage. Otherwise, the Senate will either have 

to pursue the nuclear option (suspend the 60 vote rule, as we 

suggested in our November Part I report, might be one of the only 

ways the entire (or policy portions of the) ACA could be repealed) or 

find a Parliamentarian who will agree to the desired treatment. 

o So we expect the stocks to be range bound for only a 

short time more – through the release of the Senate bill – 

and break out of the range after that. But in which 

direction will the break out happen? 
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Whatever the Senate Does, It Seems Likely to be No Worse 

for Hospital Stocks than the House Bill…Stocks Could Have 

Upside 

There are three key issues for the hospitals, in our view: 

1. Whether the Senate will adopt, amend or abandon the House’s plan to 

freeze and end the Medicaid expansion/restoration of DSH cuts as of 

midnight on 12/31/19; 

2. Whether the Senate will adopt, amend or abandon the House’s plan to 

move Medicaid to a capped per capita scheme for the Federal portion of 

states’ spending; and 

3. Whether the Senate will adopt, amend or abandon and replace the House’s 

plan for exchange subsidies and the financing thereof. 

So when the Senate bill is finally released, we’ll all scramble to figure out 

what the implications are for hospitals. But it’s frankly hard to imagine that 

the more moderate composition of the Senate will allow the leadership to 

whip up 50 votes (plus VP Pence) without moving more toward the middle. 

Specifically, the Senate could phase in the end of the Medicaid expansion, 

give states a choice of block grants vs. per capita capped amounts, reduce the 

total amount of the Medicaid cut, change the methodology for premium 

subsidies and perhaps provide for subsidies of out of pocket costs, although at 

a reduced level. The Senate could be influenced, for example, by recent efforts 

by a few GOP governors, notably the governor of Iowa, who have reached out 

to CMS for help in supporting exchanges in some of their counties where no 

insurance option currently exists and the number of people losing their 

coverage could accelerate even before the AHCA becomes law. The collapse 

of the Obamacare marketplaces has many fathers, including the mandate 

provisions of the ACA itself and the lack of funding from a Republican-

controlled House that led to de-funding of the risk abatement payments. The 

blame game isn’t important: Senate action to address the problem is. 

Thus, because key Senators are on the record as saying that the Senate would 

start from scratch, we have to consider whether the Senate might focus on 

preserving coverage by fixing parts of Obamacare, rather than tearing it apart. 

For example, it might give states the option of keeping the structure they have, 

e.g., California and New York could keep their state-based exchanges and 

Medicaid expansions, but with reduced Federal support. The Senate also has 

to deal with the pre-existing conditions issue to ensure that voters in that 

circumstance have access to insurance even if states have more flexibility in 

designing their ‘Trumpcare’ benefits, as the House version grants them. 

We know we’re supposed to have some insight, some information as to what 

the Senate is likely to do – but the very nature of the secretive process means 
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that we, along with the rest of the Street, can’t really predict what the Senate 

bill will or won’t contain. 

And that sets up an interesting short-term dynamic for the stocks: they’re 

in a range, and they’ll likely break out hard, especially the credit-sensitive 

stocks like THC, CYH and QHC, but whether that’s to the upside or 

downside remains to be seen. We’ll make a call this way, though: 

1. We think the Street has already assumed that the Senate bill will be less 

worse than the House and embedded at least some, but not all of that 

upside in the stock prices that have generally traded above their early May 

lows ; and 

2. We think the Street still sees the group as lagging the broader health care 

and market indexes; so 

3. As long as the Senate GOP bill takes as least some steps toward the 

center, we think the hospital stocks trade up, but only in the short term 

because our longer-term volume work suggests that multiples have to 

come down over time. 

4. And, don’t forget that less worse isn’t good – short term upside, long-term 

structural downside, that’s our call. 

5. How much upside in the short term? Maybe another 10% for THC (call it 

$20 – a little resistance there) and CYH could retrace to $10, our target 

price. HCA as the group leader could regain its pre-AHCA high $80s 

level, but short term fundamentals would have to be positive enough to 

sustain those gains, which would likely push THC’s and CYH’s EBITDA 

multiples well above HCA’s. And that, we think, is neither appropriate 

nor sustainable. 

Our Unchanged Ratings and PTs  

HCA remains our only Buy-rated hospital stock ($98 PT) despite the first 

quarter miss for two reasons: volumes are still trending higher and it has a lot 

of FCF and is deploying it to grow the company and shrink the share base 

while maintaining relatively low leverage.  

THC remains Neutral-rated with an $18 PT: we don’t buy the sum of the parts 

(it can’t sell USPI as it doesn’t own it yet, so that 15x multiple some are using 

is irrelevant in our view, and spinning off the hospitals probably can’t raise 

enough to pay down enough debt to create a well-capitalized real-estate light 

USPI + Conifer business).  But, THC rarely misses 2Q (3Q has been the 

problem historically and sometimes 4Q),  and it’s a credit sensitive equity, so 

the stock could move up sharply in the near term. See the discharge data for 

why we remain Neutral longer-term. 
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CYH remains Neutral-rated with a $10 PT: everything here hinges on 

improving performance of the remainco hospitals and getting the full proceeds 

for the to-be-sold hospitals, in our view. But we note that CYH includes 

working capital in its gross proceeds estimate, so cash received to-date seems 

off-pace to hit the full amount of proceeds in guidance ($2B on $4B of 

revenue for these potential sales in total). 2Q17 could also be quite important 

fundamentally – it would mark the third quarter in a row without an earnings 

miss if CYH at least meets expectations. On the other hand, we note that 

CFFO seems to be lagging the EBITDA improvement and that makes us 

nervous. 

LPNT is also Neutral-rated, $62 PT: we remain concerned about volume 

trends, the heavy dependence on the improvements in the recent acquisition  

‘classes’ and the impact of capex commitments at those acquired hospitals on 

FCF, especially if Medicaid gets whacked. 

Finally, we continue to rate QHC shares Neutral, $3.50 PT as we remain 

concerned that the small scale of the remainco hospitals may be insufficient to 

support planned increases and improvements in corporate infrastructure (e.g., 

taking AR management and collections in house), among factors.  
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Price�Target�Calculation�and�Key�Risks
Community Health Systems, Inc.
Our valuation of $10 is based on 7.5x our 2017E EV/Pro Forma EBITDA , including the
assumed $2.3B in sale proceeds as cash. We now expect FCF to be modestly positive
in 2017, but still pressured, and see volume guidance as a risk., On the other hand,
CYH's stronger than expected recent performance could set up a near-term refinancing
and relief versus the 2018/2019 maturity wall. On balance, while we think more of a
multiple discount could be warranted, the high level of leverage makes this multiple
only a slight discount to leading peers.

Risks to our rating and price target include, but are not limited to, better than expected
asset sale results or the involvement of an activist investor, or the acquisition of
shares by deep value investors. Factors weighing on valuation include, but are not
limited to, relief of the following: pricing pressure from government and private payers,
continued soft volume growth, additional labor cost pressures, further deterioration of
bad debt, integration of HMA and turnaround of HMA, physician losses, competition
for acquisitions, the pending asset sales and a highly levered balance sheet. However,
CYH may be more or less successful at cost cutting and growing volume than we think
and that could cause upside surprise to be reflected in the stock price. CYH has not yet
finalized the value of the CVR, which could result in unexpectedly higher settlement
and/or legal costs above the reserve level. Potential passage of the AHCA and shift to
Medicaid block grants/freeze the expansion could also be a risk to our estimates and
price target.

HCA Holdings, Inc.
Our valuation of $98 is based an equal blend of our $108 DCF (4.9% WACC, 60% debt/
total cap, 0.5% terminal growth), EV/EBITDA less NCI on 2017E multiple of 8x and a
P/E of 9.4x our 2017E adjusted EPS of $7.37 or $68.41, and a target FCF yield of 5%.

Risks to valuation include, but are not limited to, repeal/replacement of the ACA,
pricing pressure from government and private payors, continued soft volume growth,
further deterioration of bad debt, competition for acquisitions, increasing labor costs
and labor market shortages, along with industry volume headwinds.

LifePoint Health, Inc.
Our valuation of $62 is based on a 8.5x multiple on our 2017E EV/EBITDA less
NCI, which includes an estimate of future capex liabilities as 'debt.' We think this
multiple is appropriately reflecting likely inpatient volume pressures, the margin-
dilutive impact of acquisitions in the near term plus capex commitments associated
with them and balanced by its moderately levered balance sheet and smaller, but
still positive, FCF. Risks to valuation include pricing pressure from government and
private payors, continued soft volume growth, further deterioration of bad debt and
competition for acquisitions, excess dilution from acquisitions due to slower than
expected improvement in margins and execution risk.

Quorum Health Corp
Our $3.50 PT is based on a multiple of 9.7x our 2017E EBITDA estimate of $151mm,
corresponding to a more in-line with the group multiple of 7.4x on PF 2017E. We note
that this low-dollar stock is highly volatile and that small changes in actual price may
lead to our target being out of synch with our Neutral rating from time to time.
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Risks to our rating and price target include, but are not limited to: repeal/replace the
ACA, execution, reimbursement, litigation, regulation, investigation and other market
and government-based risks. In addition, QHC, formed through a spin-off from CYH,
is a very new company just having been formed on 4/29/15. Thus, it has a limited
track record and has had much time to execute on its strategic plan. Our estimates, and
therefore our rating and price target, are thus based on extremely limited company-
specific information. We expect the shares to be very highly volatile given the small
float and high degree of leverage, and the continuing risk of repeal of the Medicaid
expansion and the potential for the privatization of Medicare and Medicaid block
grants.

Tenet Healthcare Corp.
Our $18PT is based on 7.8x our estimated impact on 2017E EBITDA less NCI as we
see the hospital business still under volume pressure, leading to a low-end of the historic
range multiple as being appropriate in our view. Risks to our price target include, but
are not limited to, pricing pressure from government and private payors, continued
soft volume growth, execution risk (including closing transactions in a timely fashion)
and further deterioration of bad debt. Risks associated with health policy changes,
privatization of Medicare all factored into our target multiple as well, along with the
company's highly levered capital structure. Medicaid policy is potentially subject to
change in Congress that could adversely affect results.
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