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Bond Rating Delusion

Don't put too much confidence in an A bond rating: The grade may not reflect hidden financial problems. 

As every health care executive knows, the higher your bond rating, the better your access to affordable debt. From a purely economic standpoint, that's why you want that A rating. 

An A rating also conveys a sense of confidence in the board room that all is right in the fiduciary realm. It gives the impression that not only are the institution's key financial ratios in the proper range, but a respected rating agency has determined that things are on track strategically - physicians are sufficiently aligned, market share is where it needs to be, competitors are at bay. 

Moody's, Fitch or Standard & Poor's, in their considerable analytic capabilities and wisdom, have pronounced the hospital's debt investment grade. Therefore, not only can the hospital take comfort, so can those willing to buy its debt. In many a hospital board meeting, I've watched trustees pull their A bond rating up over themselves like a warm blanket. It's a comfort, no doubt. But it may be time to check the seams and look for rips in the fabric.

It's been 12 years since the Allegheny Health, Education and Research Foundation (AHERF) declared bankruptcy, leaving behind $1.3 billion in debt, 65,000 creditors, and devastating impacts for its employees and investors. According to the postmortems, complicit in the collapse of the Pittsburgh-based health system was its CEO and other members of the executive team, as well as a board apparently asleep, mesmerized or misled. Not surprisingly, AHERF became the poster child for dysfunctional governance and mismanagement.

But there were other key actors in this tragedy, including accountants, auditors, bond-rating agencies and insurers, each vested with responsibility for protecting the interests of investors. They failed completely in this regard. Perhaps most troubling for nonprofit hospitals everywhere was the role played by the bond-rating agencies.

To make a long, messy story shorter, bonds for several AHERF hospitals were AAA-rated up until July 8, 1998, 13 days before the system declared bankruptcy. Moody's, under pressure from the investment community, finally downgraded these ratings to B3 and then on July 21, when AHERF declared bankruptcy, to CAA1. Troubling questions have lingered, including why the organizations vested with the responsibility for assessing risk were missing in action.

By 2008, Moody's was putting a happy face on the AHERF disaster, seemingly chalking it up as a learning experience. One of its health care vice presidents suggested that the bankruptcy had "stimulated greater transparency and greater disclosure from hospitals," then further commented on "5 important lessons" from the AHERF failure, seemingly as if Moody's hadn't been part of the problem. 

Instead, she suggested that "AHERF's ultimate downfall was driven more by decisions of the organization itself - weak governance, poorly executed strategies, lack of refined leadership and absence of methodical execution." None of this justified policies at Moody's that kept investors in the dark regarding AHERF's condition up to the 11th hour - then, in less than two weeks, downgraded AHERF bonds to junk.

If AHERF represented a teachable moment, then you might have expected some learning to have occurred, particularly in Pittsburgh. But in May 2007, shortly after West Penn Allegheny Health System, born out of the failure of AHERF, issued $750 million in debt, it was revealed that the system had some previously undisclosed financial problems. Its bonds were subsequently downgraded. The downswing cost investors millions. 

Soon, New York Times business reporter Gretchen Morgenson was holding West Penn up as an example of a continuing pattern of slipshod financial accountability: "If we have learned anything from this unrelenting credit mess, it is that greater disclosure is needed if investors are to regain their trust in the financial system. Nowhere is this disclosure more urgent than in the $2.6 trillion municipal securities market … where information is scant."

The role of the ratings agencies moved front and center as the U.S. financial system began to melt down in late 2007. According to Fortune magazine editor-at-large Bethany McLean (Aug. 21, 2007), "While out-of-date banking regulations and lax federal oversight didn't help matters, it was the complicity of the rating agencies - Standard & Poor's, Moody's and Fitch Ratings - that enabled the boom [in the subprime mortgage market]." According to McLean, "Here's how it worked. After buyers with less than stellar credit were approved for a mortgage, lenders would bundle a bunch of iffy loans and sell them to investment banks, which would repackage these into Franken-loans and sell them to investors. 

"By working hand-in-glove with the rating agencies - which were paid large fees for their involvement - institutions managed to get masses of these mortgage-backed securities rated investment grade. All of a sudden, risky consumer loans were reconstituted into - presto! - something seemingly no more risky than a government Treasury bond."

The rating agencies, whose real value ought to reside in their implied competency to assess the strength of issuers of debt and other securities, have employed an interesting defense when they've come under fire. They've argued that their ratings represent only their opinion and, therefore, are protected under the free speech provisions of the U.S. Constitution. That's essentially the position they took related to the AHERF collapse. It's a defense that has proved less durable related to their role in the subprime crisis. 

By April of this year, Senator Carl Levin (D-Mich.), chairman of the Senate's Permanent Subcommittee on Investigations, was laying blame right at the feet of Moody's, Standard & Poor's and Fitch. According to Levin, "[C]redit rating agencies allowed Wall Street to impact their analysis, their independence and their reputation for reliability. And they did it for the money." Indeed, Moody's revenue soared from $600 million in 2000 to $2.2 billion in 2007 just as the housing bubble began to burst. Levin's condemnation has been accompanied by a flood of nonpartisan heat from other agencies at the state and federal levels, including subpoenas and lawsuits. The rating agencies have been getting more transparency than they bargained for. 

E-mails from Standard & Poor's employees seem to demonstrate they knew the dangers in subprime mortgages but rated them highly just the same. The following instant message string is particularly revealing:

            S&P Exec #1: Btw that deal is ridiculous.
            S&P Exec #2: I know right … model def does not capture half the risk.
            S&P Exec #1: We should not be rating it.
            S&P Exec #2: We rate every deal. It could be structured by cows and we would rate it.
            
Of particular note in the Senate hearings was the suggestion by Moody's CEO, Raymond McDaniel, that investors should not rely on ratings to buy or sell securities. Warren Buffett, Moody's largest stockholder, testified in Washington along with McDaniel. Buffett said he never relies on credit ratings when making investment decisions because he makes his own judgments on companies. 

In 2007, Jim Chanos, the head of Kynikos Associates, asked the question that's been foremost in the minds of many investors: "If the rating agencies will downgrade only when we can all see the losses, then why do we need the rating agencies?" It's a question that not only the U.S. Congress is struggling with, it's one being asked quite publicly by leaders internationally, including German Chancellor Angela Merkel and French President Nicolas Sarkozy.

Recently, the umbrella of protection the rating agencies had enjoyed by asserting that their ratings are protected by free speech began to spring some serious leaks when a U.S. district judge in Manhattan flatly rejected the free speech argument.

On July 15, the Senate surprised the rating agencies and the financial community by passing a finance reform bill that made the agencies liable for the quality of their ratings. Within hours, the agencies began to refuse to allow their ratings to be used for the issuance of new debt. This threatened to cause the debt markets to seize up. How this all plays out remains to be seen, but as a July 27 Wall Street Journal article by Dennis Berman put it pointedly, "Note to Credit Raters: Evolve or Die."

For many hospital executives and board members, the collapse of the subprime mortgage market and hearings in Washington may seem distant and arcane. But irrelevant they are not. Why does all this matter? 

A graph developed by Moody's has recently been getting a lot of play in presentations and articles by health care financial advisors. The graph shows bond ratings for hospitals based on revenue size. The explicit message of the graph is that larger organizations earn higher ratings and thus have improved access to capital. 

The graph implies a cause and effect relationship between size and bond ratings. It fails to acknowledge that many smaller hospitals earn lower bond ratings not because they are small but because they serve challenging rural markets. Nor does it convey the significant number of stand-alone hospitals of medium size that continue to generate enviable performance. 

But the bigger problem with the graph is its implication that bond ratings are a credible proxy for overall organizational performance. The graph is being used to stampede small and stand-alone hospitals toward mergers. The rationale goes like this: Large organizations outperform small organizations; large organizations tend to be multihospital organizations; therefore, if you are not a large organization and you want to be sustainable, you best get yourself merged into a larger organization. 

Financial advisors too often treat hospital trustees interested in maintaining local influence over their institution's assets as if they are hopeless reactionaries. Yet this is perhaps the most responsible stance a hospital board member can take when it comes to serving as a responsible steward of the organization's assets. 

No decision so tests the meaning of board accountability as consideration of a potential merger. Constructive skepticism is the proper mindset. And that skepticism needs to extend to bond ratings of potential partners. The rating of a hospital becomes a particularly important consideration if it's a candidate for a merger or acquisition. It is clear that a decision to join a health system or merge with a neighbor might be significantly influenced by the quality of the neighbor's bond rating. Most hospital and health system boards figure an A rating assures that things are under control and that management is getting the job done. 

Bond ratings are presumed to be derived from disciplined and consistent quantitative analysis. This view fails to recognize the extent to which bond rating agencies rely on qualitative assessments - their own and those of the issuing organization.

In July 2008, Fitch upgraded the debt of a large Midwestern health system from A- to A (rating systems vary by rating agency). Based on its assessment, Fitch stated that the health system's "lower operating risk allows for greater variance to the implied rating when comparing to median financial ratios." Translated, that meant Fitch had decided to rate the organization highly even though its "historical operating margins" lagged Fitch's A-rated medians. This large health system also fell considerably short in meeting the liquidity medians that Fitch set for A-rated organizations. The health system had only 87.8 days cash on hand, well below Fitch's A median of 185.2 days. The system's "cushion ratio" and "cash-to-debt" were also well below A medians. 

Among the factors Fitch mentioned as offsetting shortcomings in the system's performance against the rating agency's medians were "excellent management practices" and "lower risk inherent in the [system's] integrated delivery model." Both, of course, are highly subjective determinations. Don't get me wrong. There's nothing wrong with subjective assessments as long as you know they're subjective, and you have confidence in the judgment of whoever is making the assessment.

An A rating is often interpreted by boards and executive teams as an endorsement of the organization's strategies and the assumptions underpinning those strategies. AHERF maintained a high rating even though its strategies, presumably well known to Moody's and others, were built on assumptions experts later determined were painfully flawed. 

Slavish adherence to rating agency assessments of strategy can translate into homogenized strategies. A hospital may seek to emulate the strategies of other hospitals with higher bond ratings, presuming that a rating agency has conveyed its endorsement. Such a hospital could end up emulating some dubious strategies premised on some very weak assessments.

Buying a hospital's debt is an investment. But the bond is not the investment. The hospital is the investment. Executives and board members have a fiduciary responsibility to ensure that the investors are getting the investment they paid for. They have the same responsibility when they contemplate merging with or acquiring another organization. In executing that responsibility, they also fulfill their fundamental obligation to protect the community's investment. An A rating may not be a sufficient test when it comes to delivering on that obligation.

In today's environment, it's not good to get too comfortable with an A rating. It's important to do the homework, keep an eye on key operating ratios, ask the tough questions and then, like Warren Buffet, make your own judgments. The rating agencies will likely continue to have an important role to play in financing the health care industry. But it's important to remember that they are, after all, only offering their opinions.
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