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inflation. Furthermore, a large number of nurses .have
quit the profession for a variety of reasons, including
family responsibilities. Many of these nurses are
willing to work occasionally but not on a permanent
basis. About one in five nurses works part time.

4. Typically, the nurses who want to work on a selective
basis have spouses who provide family coverage health
insurance. Also, these nurses do not require extensive
fringe benefits, such as pension plans or paid
vacations, and because they are part-time workers,
they are not eligible for unemployment insurance of
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expansion, Tiffa.my always used the firm’s free cash flow to retire the debt
25 soon as possible. Recent growth has involved franchising, in which
the franchisee puts up the required capital, and hence there has been
o need for outside capital for several years.

Tiffany believes that her firm’s high-growth days are over. First,
qumerous companies that offer competing services have appeared on
the scene. Second, the number of hospitals, which are her primary cli-
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Third, many hospitals have created “flexible staffing pools rkO; r;lrllrcsiee 4
which, for all practical purposes, are in-house temporary WOrk a5 :

iting internation-
- nurses are recruiting 1m
Finally, many large employers of ry domestic workers. Thus,

ally, which lessens the demand for tempora]atively slowly in the future.

Tiffany expects the firm’s earnings gr]gw r;m i
Tiffany’s financial manager, Paul : Lll)rtl 3 i;s i
years that RN Temps should use some €€

£ our competitors
all,” says Paul “everybody else uses debt, and some ©

d com-
n underleverage :
use more than 50 percent debt financng: Also, a1 e e
pany is exposed to @ hosti

ile takeover b porecs
. the bid. Js would be Us€
excess debt capacity 1 iy the borT© # fl;rcllssare 1ot needed

”

If the firm were tO recapltahzi;l
i n
to repurchase stock in the oP¢

‘



sur

reaction t0 Baglt Pf(}’lc'lding is Cautj,,
iness- Ti | the chance to prove E]P;)g:t- Pau] *
bust 0 give Pau ¢ six years and know§ at the on| S
mﬂg for the P33 hould use debt flnancmg i$ to ¢,
Tiffany hat the firm $7° ] ik

alySlS.

/ e cture an |

ince stru s, Paul knows that Tiffay %
/ 0

yious €

bt financing: (1) the ?mpac.t on the ﬁrm’s
o the firm’s financial Statemey,

126 s

ffany’s
to grow the !
but she 18 W1
worked with
he can conv
e
duct a COmPreh

On the basis 0 tde ;
four major concern’ abOus rePorted 1 t )
ou ity (ROE) as ! rice and corporate cost of Capity
retymion e g he firm’s e 1 changes in businegg -y -
(2) the impact on ; ] effects of potential chang S Tisk of

he financl
(CCC), (3)t

N elllpS, darn }'

i Temps.
for the level of debt financing of RN

fpre

Impact of Financial Leverage on ROE

illi res of common stock outstanding, which
RNEcli]:}:isil;atshleoolzjel:lrl-lt(;lré-scllinter market. The current shgre. Price is
;rleZ(; so the total market value of the firm’s equity is $12 million, T,
boskialie o equity is also $12 million, so the .stock now sells.at its
book value. The firm’s federal-plus-state tax rate is 40 percent, Tiffany
owns 20 percent of the outstanding stock, and others in the manage-
ment group own an additional 10 percent.

Although RN Temps’ earnings before interest and taxes (EBIT) is
expected to be $3 million in 2014, there i some uncertainty in the
estimate, as indicated by the following probability distribution:
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EXHIBIT 19.1

RN Temps, Inc.:
Estimated Cost of Debt
and Equity at Different
Amounts of Debt
Financing

EXHIBIT 19.2

Healthcare Franchise
Industry Data; Debt
Ratings at Different
Levels of Debt Ratio
(Total debt/Total assets)
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Amount Borrowed Cost of Debt Cost of Equity
$ 0 — 15.0%
2,500,000 10.0% 15.5
5,000,000 11.0 16.5
7,500,000 13.0 18.0
10,000,000 16.0 20.0
12,500,000 20.0 250
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