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Vanguard: Advisers warn of risks
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but it is not outrageous. They can
service their debt comfortably,”
said Nemzoff, whose New Hope, Pa.-
based consulting company special-
izes in nonprofit hospital merger
and acquisitions.

Besides, Nemzoff said, Vanguard
does have an ace up its sleeve.

Some 66.1 percent of Vanguard’s
stock is owned by The Blackstone
Group, one of the nation’s largest
and richest private equity invest-
ment firms. But Boudreau said
Vanguard can only count on invest-
ments from Blackstone for so long.

“No matter how much money
Blackstone has, when someone
lends money to Vanguard, the in-
vestors want to know they will pay
it back with interest,” Boudreau

In 2009, DMC earned net income
of $30 million, D’Arcy said. For
2010, DMC is projecting net income
of $10 million.

Duggan and DMC Board Chair-
man Steve D’Arcy say the account-
ing firm of Ernst and Young and
such business savvy trustees as
Roger Penske and Carl Camden
have concluded that Vanguard can
live up to its promises to DMC.

“We went line by line through
every hospital, and we are inti-
mately knowledgeable with their
finances,” Duggan said. “In mar-
Kets where Vanguard has a critical
group of hospitals (Phoenix and
San Antonio), they have excellent

performance. They will do well
here in Detroit.”

Boudreau said that if DMC can
increase its EBITDA margins to
10 percent, Vanguard can genprate
an additional $160 million of cash
per year.

“Vanguard may be able to bor-
row roughly five times that
amount or $800 million to $900 mil
lion,” Boudreau said. “These funds
could be used to either repay the
debt they took on to do the acquisi-
tion, fund the $850 million of (capi-
tal improvements) or some combi-|
nation of the two.”

However, Boudreau added, “If]
they are unsuccessful at improv-
ing the operations, then the pro-
jected (capital improvements)
could be delayed.”

From a strategy standpoint,
Boudreau said, Vanguard will try
to increase DMC's profit margins
at least to that of Vanguard’s EBIT-
DA margin of 9.5 percent

EBITDA, a financial indicator
used to measure efficiency and
profitability, is earnings before de-
ducting interest, tax, depreciation
and amortization.

“Vanguard has to push DMC to
become more efficient and cut
costs.” Boudreau said.

Duggan said that while DMC’s
profit margins are 2 percent, its
EBITDA margins are 6.5 percent.
With capital and operational im-
provements, Duggan said, DMC’s
EBITDA margins are likely to in-
crease above 7 percent.

“If they put that kind of money
into our operations, I will be 100k-
ing for significant improvement in
DMC’s profitability, and Vanguard
is expecting that, too,” D’Arcy said.

To safeguard against delayed or
canceled projects, DMC negotiated

a provision that requires Vanguard
to place shares of its stock valued at
$500 million in an escrow account
that would be controlled by the new
DMC Foundation, D’Arcy said.

“If they default on obligations,
then we end up owning a large part
of Vanguard. Blackstone is never
going to allow that to happen,”
D’Arcy said. “It is intended to en-
sure that Vanguard’s priority is to
DMC and not to purchase other
hospital systems.”

D’Arcy said the new DMC foun-
dation could sell the stock and use
it to fund projects in Detroit.

Trip Pilgrim, Vanguard's chief
development officer, said Van-
guard is in growth mode. He de-
clined to discuss other hospitals it
may purchase in the future.

Vanguard hopes to close on a
deal in Chicago by June 30 to pur-
chase two Catholic hospitals
owned by Resurrection Health Care.
It also is negotiating to purchase a
third hospital outside of Boston.

Pilgrim said Vanguard has the
financial resources to purchase all
11 hospitals, including DMC.

“We have enough free cash flow
in our existing credit facilities to
fund (DMC) over the next five years
without borrowing, but that doesn’t
mean we won't,” said Pilgrim.

borrowings to help fund the DMC
acquisition.

Boudreau said he expects van-
guard will increase its bank debt

In January, Vanguard refi-
nanced $950 million of debt at low-
er interest rates, Duggan said.

However, New York-based
Gimme Credit, which conducts cor-
porate bond research for sub-
scribers, said it “warned investors
that (Vanguard’s) 8 percent
coupon was not sufficient compen-
sation for the increasing credit
risk with management’s propensi-
ty to layer on and maintain debt.”

D’Arcy said he expects DMC and
Vanguard to finalize the deal
sometime in May.

On Thursday, the Detroit City
Council approved a renaissance
zone for the plan. DMC and Van-
guard meet this week with the
Michigan Strategic Fund for final
approval of the zone.

Attorney General Mike Cox is re-
viewing the proposed sale to make
sure the DMC’s nonprofit assets
have been valued correctly, and to
1ook for conflicts of interest and en-
sure that the DMC board conducted
duediligence in deciding to sell.

Under the proposed deal, Van-
guard would invest the $850 mil-
lion in about 20 projects, including
a new tower at DMC’s Children's
Hospital of Michigan, a cardiovascu-
lar institute at Harper University
Hospital and Hutzel Women's Hospital
and expansion of the emergency
department at Sinai-Grace Hospital.

“This is a very, very unusual
deal for an investor-owned compa-
ny and by far the biggest deal Van-
guard has ever done,” Nemzoff
said.

“It is a great deal for DMC and
for the people of Detroit. I have
questions whether Vanguard will
do the deal (because) they are
spending a lot of money in one
market, and it is Detroit. The econ-
omy has taken a hit,” he said.

D’Arcy said he is confident that
Vanguard has the liquidity to close
the DMC deal.

“There is always a business risk
when you do a deal like this,” he
said.

To read the 14-page letter of in-
tent between Vanguard and DMC,
visit www.crainsdetroit.com/DMC.

Jay Greene: (313) 446-0325,
Jjgreene@crain.com
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