Determining the Credit Worthiness of a Behavioral Healthcare Organization
Questions Bondholders, Creditors, Attorneys, Board Members, Bankers,
Providers and Other Stakeholders Should Ask
While some level of risk is always associated with the decision to extend credit to a healthcare
organization, behavioral health providers present challenges beyond those of their non-behavioral
health counterparts, particularly medical-surgical (med-surg) providers. These challenges include distinct
industry dynamics, complex financial considerations, and the influence of operational strengths and
weaknesses on the viability and valuation of the organization.
The due diligence required to make an informed decision regarding the credit-worthiness of a
behavioral health organization begins with a thorough understanding of the factors that make the
behavioral health environment unique. Knowing what to ask and how to assess the differences will help
ensure a lender’s investment will be protected. Evaluating the organization in a number of specific areas
outlined in this report will result in an informed decision about whether to extend credit to a behavioral
health provider and, if so, how much to lend.

Mental Health Disorders are Prevalent
An estimated 46.4 percent of Americans will experience some form of mental illness in their lifetime. 1 In
2006, the cost of treating mental disorders in the United States was almost $58 billion. 2 Major mental
disorders cost the nation at least $193 billion annually in lost earnings alone. 3 But mental health
disorders, like other chronic medical conditions, are highly treatable. 4 Unlike other areas of health and
medicine, however, the mental health field is plagued by disparities in the availability of and access to its
services. 5
The U.S. mental health service system is complex and connects many sectors – public, private, specialty,
general health, social welfare, housing, criminal justice and education. As a result, care may become
organizationally fragmented, creating barriers to access. The system is also financed through many
funding streams, which only increases the complexity given the competing incentives that sometimes
exist between funding sources. 6
Substance abuse is a frequent dual diagnosis for adults with mental disorders. Although evidence
supports combined treatment to address the mental health and the substance abuse diagnoses,
substantial gaps exist between what research recommends and what is available in many communities. 7
Of the 23.1 million people in 2008 who needed treatment for substance abuse, only four million
received some treatment, a market penetration of 17.5 percent. 8
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Trend analysis contained in the National Association of Psychiatric Health Systems 2009 Annual Survey
shows a strong demand for behavioral health services. Inpatient admissions increased 3.5 percent from
2007 to 2008 in facilities reporting in both years, and residential treatment admissions in the same
timeframe increased 1.5 percent. 9
Levels of care for individuals seeking treatment for mental and substance abuse disorders vary widely,
including inpatient hospital care focused on patient stabilization, longer-term residential treatment
programs to address chronic behavioral and substance abuse problems, partial hospitalization and
outpatient care.
Payers in behavioral health include Medicaid, Medicare, private insurance, state and local governments
and contracts with entities in other sectors like law enforcement and education.
The overall outlook for the behavioral health industry stands to improve since the federal government
required that behavioral health disorders be covered by insurance like other medical disorders with
enactment of the Mental Health Parity and Addiction Equity Act of 2008. The Act requires health plans
that offer behavioral health and substance abuse treatment benefits to ensure coverage of those
benefits equals its coverage of medical and surgical benefits. This signals the likelihood of fairly
significant future revenue growth in the behavioral health industry.
Sadly, the January 2011 tragedy in Tucson in which six were killed and 13 injured during the attempted
assassination of an Arizona congresswoman brought crystalline insight into the potential dangers of
unmet behavioral health needs. The senseless and terrifying event has triggered renewed public
dialogue – in town halls, state legislatures and the halls of Congress – regarding the importance of the
availability of behavioral health services.

Unique Industry Dynamics Necessitate
a Different Approach
Determining whether a behavioral health provider is creditworthy, and, if so, how creditworthy, requires
viewing the industry through a different lens than used for other healthcare providers. Although the
complexities entailed in making a sound assessment of a behavioral health organization are challenging,
a sound evaluation of the organization’s credit worthiness and a determination of how much debt it can
reasonably undertake is possible.
What makes behavioral healthcare providers different? To start, there is no typical behavioral health
model. Providers vary widely in the extent of inpatient and outpatient services they offer. Other aspects
related to the delivery of behavioral health care may differ from state to state, including authorization
for services, reimbursement, and even terminology.
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There are factors even within the settings in which patients receive behavioral health treatment that are
challenging and distinctive. For inpatients in either acute care or residential treatment, extra security
measures and employee training to ensure patient and staff safety are necessities.
In the outpatient setting, patients with behavioral health and substance abuse issues often return from
treatment sessions to unstable home environments that contribute to their issues and impede their
progress.
These are just a few examples of the unique considerations that factor into an assessment of the
financial picture and operational performance of behavioral healthcare organizations and providers.
Complicated and different from med-surg, it requires a particular competence and understanding of
authorization and reimbursement issues to evaluate the impact of these factors on the financial solidity
of the provider. With the proper expertise, exploring the tangible and intangible factors that influence
the behavioral health industry will ensure the evaluation is conducted from the proper viewpoint.
Reputation and Relationships Are Intertwined
In many ways, referral patterns for behavioral health providers are even more relationship-sensitive
than in non-behavioral health environments. Evaluating the reputation of the behavioral health
organization and whether that reputation reflects a realistic picture of the organization and its
performance is essential.
A behavioral health provider is frequently more reliant on a broader variety of funding streams, often
providing many of its services under state or local contracts. Building strong relationships with referral
sources, opinion leaders, and elected or appointed officials can be important to maintaining these
critical partnerships, particularly when a reputation-threatening issue arises.
Because it operates on slimmer margins than its non-behavioral counterparts, the behavioral health
provider is likely to be more severely affected by reputational damage, be it an unfavorable audit report,
revelations of mismanagement or the unfortunate suicide of a patient. This vulnerability creates an
environment where the behavioral health provider, particularly one with a poor reputation, may not
have the financial wherewithal to endure the backlash from an adverse incident. A provider that has
developed a sound reputation and built strong relationships with its referral sources stands a much
stronger chance of retaining contracts even in tough times.
Third-Party Advocates Are Scarcer
The behavioral health provider faces inherent challenges in developing good standing in the community
because the quality and value of the services it provides often go unrecognized.
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Satisfied patients and family members will readily attest to their satisfaction with a hospital’s labor and
delivery unit or its heart or cancer center, but rarely will anyone attest so openly to their satisfaction or
even utilization of behavioral health services.
In addition, there are numerous tools that exist to make comparisons among non-behavioral healthcare
providers like hospitals, skilled nursing facilities and physicians, including Hospital Compare, Nursing
Home Compare, HealthGrades, The Leapfrog Group and The Joint Commission’s QualityCheck.org.
Similar evaluation tools do not commonly exist, however, for behavioral health providers.
For these reasons and others, including the stigma attached to individuals with mental health and
substance abuse disorders, behavioral health providers are generally not viewed as favorably as their
med-surg counterparts.

Interpreting the Complex Financial Picture
of the Behavioral Health Provider
Funding Streams Are Different
The broad spectrum of payers and funding streams on which behavioral health providers rely typically
includes contracts with diverse organizations. For instance, contracts and partnerships with school
systems, nursing homes, correctional facilities, law enforcement programs, homeless shelters, federally
qualified health centers or hospital emergency departments may be important funding sources for
behavioral providers.
Additionally, the myriad local, state and federal contracts that produce significant revenue streams for
behavioral health providers may be term-limited or include language that allows them to be cancelled
even without cause with as little as 30-60 days’ notice. Without the proper understanding of the
behavioral health payer mix, this type of out clause can make the provider’s contracts less dependable
and the organization, subsequently, appear a riskier investment.
History, Governance and Structure Are Critical
A behavioral healthcare company is more directly influenced by its structure, governance and leadership
than a med-surg provider, and is more directly influenced by those factors on a day-to-day basis. A
larger organization with more resources will often have developed a more sophisticated system of
checks and balances, including regular audits and the oversight of an active finance committee, as
compared to a behavioral provider.
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With generally lower levels of net assets and net worth, the behavioral health organization frequently
has very tight operating margins that give it little room for error and may also make it more challenging
to invest in updated facilities, new service lines, or high-quality staff.
Understanding a behavioral health provider’s history means asking the right questions to gain important
insights into its relative strengths and weaknesses.


If the healthcare provider grew through acquisition, did that result in competing missions and
cultures, or create a leadership structure that is too fragmented or unable to make decisions?



How is the organization structured? Does the board of directors have a strong finance
committee that functions properly, or is it led by well-intentioned members of the community
who lack the experience to monitor financial performance and assess the organization’s health?



Are peer or industry comparisons routinely assessed?



How is the CEO regarded in the community? Since behavioral health is relationship-sensitive, is
the CEO highly-regarded, which in turn positions the organization well? Is the CEO engaged in
the community or a newcomer? How invested is he or she in the long-term viability and health
of the organization?



What is the level of engagement of the organization’s board and leadership with key referrers
and strategic partners? Are other members of leadership regularly engaged in strategic
networking, or is the CEO the sole figurehead?



Does the organization maintain a healthy balance between mission and margin? No matter how
many important services it offers the community, if the organization provides them without
adequate reimbursement, both the mission and the finances of the organization are placed in
jeopardy.



Does the organization have a capital expenditure plan? Have the board and leadership of the
organization made plans for physical expansions or other projects that will create additional
debt? Has the funding been secured? How sound is that funding?



What services does the organization provide, and how essential are those services to the
community? Some services are more essential or may have less competition than others, which
in turn makes the organization more essential to the community and better able to negotiate
insurance or managed care contracts. Do gaps in services exist? Does the community have
significant unmet needs in the area of behavioral health?



Is the company for-profit or not-for-profit? Is it part of a larger network and therefore less
dependent on local community and government relationships? Does it have access to best
practices information, regional or national support systems and sophisticated information
systems?



How involved are the members of the board in the operation and decision-making of the
company? Too much involvement can indicate poor administrative leadership; too little board
participation may be a sign of poor stewardship.
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Conducting independent research, including one-on-one interviews with referrers, political and
community opinion leaders, will help paint a more accurate picture of the behavioral health provider’s
viability and value to the community.
The Financial Picture Is Complex
Although it is important to delve into many areas in addition to the financial health of a behavioral
health organization, an accurate financial picture remains an essential and often more complicated part
of the evaluation process. A thorough evaluation of the balance sheet, net worth, cash flow, operational
and financial performance, and revenue cycle of the organization is a critical component of any
thorough due diligence effort. With a behavioral health provider’s slimmer margins, a potential creditor
may need to adjust its expectations of the behavioral health organization relative to med-surg providers.
For instance, the average number of days of cash on hand at a behavioral health organization may not
be as great as that of an acute care facility, and yet it can still be a healthy and worthy credit risk. To
determine if the days of cash on hand falls in the acceptable range for a particular behavioral provider
requires researching what comparable data may exist for states in which the provider operates.
There are common national benchmarks for the financial health of med-surg companies, but no similar
counterparts exist for behavioral health. Each state has its own regulations and methodology for
collecting information from providers, but those requirements are unique from state to state. With
research, it is possible to conduct an assessment of the financial information available in each state
where the organization operates. Behavioral health trade associations and state agencies may also
provide information or resources helpful in this process.
Capital Needs
Given the slimmer operating margins and cash flow, behavioral health providers often lack the cash and
borrowing power to adequately address their capital needs. It is not atypical to find behavioral health
providers with antiquated or inadequate information systems and significant deferred maintenance of
buildings and facilities.
In the behavioral health organization, the lack of adequate investment in information technology usually
manifests itself in suboptimal revenue cycle performance. Deferred maintenance of facilities can result
in poor staff and patient satisfaction and contribute to patient safety concerns.
One positive aspect of behavioral healthcare providers is that they require less capital outlay than their
med-surg counterparts since the delivery of services does not require expensive investments in
operating suites or equipment like MRI and CT scan machines.
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Lastly, there are often programs at the state and county level that help to fund the capital needs of nonprofit behavioral health providers. Evaluation of the provider, therefore, should include assessment of
whether the organization has thoroughly investigated the availability of funding at the county, state and
federal levels to address its capital needs.
Services Provided by States Vary
Each state determines the behavioral health services it will fund and make available to its citizens, so
service offerings are different across states. Medicaid is the single largest payer for mental health
services in the United States – providing services and supports for 58 million adults and children. 10
Working in partnership, federal and state governments, along with advocates, develop an array of
behavioral health services and supports that is configured to reflect the uniqueness of each state and
locality. Each state formulates and administers a plan, subject to federal regulations and guidelines,
outlining the nature and scope of the services to be provided in that state under Medicaid. 11
Further complexity in understanding government reimbursement for behavioral health services exists in
Medicaid waiver states. These states, which have been given flexibility in providing healthcare to their
citizens, including freedom from certain regulations, may prioritize their use of federal funds differently
as long as the funds are utilized in accordance with that state’s own waiver.
There is No Common Lexicon
Not only do services, reporting standards and methodologies vary by state, but each state has its own
lexicon, or terminology, for behavioral health. There are no national standards defining “outpatient”
behavioral health services, for example, so each state defines outpatient in its own way. In evaluating
the financial information for a behavioral health provider, you must understand what services the term
“outpatient” encompasses in the state in which it operates. Does “outpatient” in that state include
intensive or acute outpatient, partial hospital, and home- and community-based services? How does
that state define community-based services? And if the company operates in more than one state, how
does the definition of outpatient vary from one to another?
Understanding each state’s terminology and how it categorizes service types is essential to making an
apples-to-apples comparison. Otherwise, assumptions may be made that are not valid and can result in
an inaccurate analysis of the organization.
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Assessing Operational Strengths and
Weaknesses: Beyond the Numbers
Evaluating the organization’s operational strength means looking beyond the numbers to gather a
relevant understanding and complete picture of how the organization functions.
Compliance Is Crucial
An important operational indicator involves the quality of an organization’s compliance program. A
culture of compliance means an organization is more likely to detect problems, correct them through
improvements, monitoring or training, and prevent reoccurrences. An organization that lacks these
systems and a commitment to maintaining a strong regulatory compliance program is more likely to
experience and be negatively impacted by adverse events.
Risk Management Impacts Financial Health
Like compliance, the quality of an organization’s risk management program is critical to helping
minimize the probability or impact of a reputation-threatening or fiscally ruinous event. Does the
organization have an adequate risk management program? Does it provide sufficient training on facets
of its operations that include documentation, regulatory reporting and recognizing high-risk inpatient
and outpatient behaviors? Does it have human resources practices that support appropriate hiring and
screening? Is the organization managed so that all services bring patient value while being adequately
reimbursed? Or is there greater volume in service areas that increase risk to the organization without
increasing margin?
Staffing Requires Balance
Staffing is a balancing act based on daily volumes. If the organization is maintaining its margins through
inadequate staffing, it inevitably creates an unsustainable model. Questions about staffing are
important in the assessment of the organization’s operational strengths and weaknesses. Is the staffing
level impacting the delivery and quality of care? What is the organization’s turnover rate? Recruiting
quality staff in behavioral health is more difficult because the pay doesn’t compare to med-surg
compensation levels. How easy has it been for the provider to recruit and retain quality physicians and
specialists? Evaluating whether the provider is too rich or too lean in its staffing is essential to
conducting an accurate valuation. Finally, some states and contracts mandate specific staffing levels and
disciplines.
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Accounting for Service Delivery is Different
Once the terminology and services reimbursed by the state in which the organization operates are
ascertained, it must be determined if the behavioral health company has the mechanisms and practices
required to accurately track delivery of those services. In behavioral health, documentation of the
delivery of services may be required in as small as 15-minute increments. Accurately and consistently
recording the delivery of services to patients is essential to receiving appropriate and full
reimbursement.
Billing codes used by national insurance companies for med-surg procedures and services are fairly
standard, which has led to the development of a wide range of technological solutions and software
options for compiling and analyzing operational data. Unfortunately, the inconsistency between states,
in both vernacular and coding methodologies, has made development of comparable products for the
behavioral health industry especially difficult, particularly for outpatient services.
This lack of sophisticated technologies is not a problem if a behavioral health company has a data-driven
culture. Does the organization have a strong business mindset? Does it have sound data collection
processes, and does it consistently analyze the data and understand what it means? Does it utilize
reliable methodology for counting and tracking inpatient census as well as other products and services?
Look for trends that paint an overall picture of the company’s overall operational soundness and
stability.

Understanding the
Regulatory Environment
Accreditation and licensure status, along with compliance with other regulatory requirements, is
another piece of the puzzle when analyzing the credit-worthiness of a behavioral health provider.
Accreditation Indicates Quality
Accreditation status influences perceptions among referrers, payers, regulators, strategic partners,
patients and families. At the minimum, an organization providing inpatient services must be certified as
complying with standards set forth in federal regulations to participate in and receive payment from
Medicare or Medicaid. This certification is based on a survey conducted by a state agency on behalf of
the Centers for Medicare and Medicaid Services (CMS), or accreditation may be “deemed” by national
accrediting organizations like The Joint Commission.
The accreditation status of the behavioral health provider reflects its ability and commitment to provide
safe, quality care. Accreditation from The Joint Commission or other accrediting organizations signifies
the provider’s further commitment to meeting standards that go beyond the minimum requirements,
enhancing both the real and perceived quality of the organization.
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State Oversight is Inconsistent
States generally do not provide the same level of oversight for behavioral health as for non-behavioral
health providers and, once again, the level of oversight and standards vary widely from state to state. In
fact, it may even vary within a state from county to county. In one state, for example, the Office of
Attorney General may become involved in the oversight of a struggling behavioral health provider, while
in another the level of oversight, if any, may be left to the discretion of a local judge.
Within Medicaid, the oversight of behavioral health services is often delegated to departments outside
the single responsible state agency, but the Medicaid agency remains accountable for fraud, abuse, and
improper expenditures in these programs. 12
In assessing a behavioral health provider’s viability, understanding the state’s oversight role and
delegated responsibilities provides keys to understanding where information regarding program
compliance, licensure and operations can be found.

Conclusion
The credit worthiness of a behavioral healthcare organization can be determined if you know the
questions to ask and understand the factors that make the behavioral health environment unique.
Due diligence requires a more sweeping and holistic approach, including assessment of financial
indicators combined with an evaluation of the external influencers and industry specifics that impact the
behavioral health organization.
Research and judicious examination of all available information will help bondholders, creditors,
attorneys, board members, bankers, providers and other stakeholders make a sound assessment of
credit worthiness, determine reasonable lending parameters and protect the lender’s investment.
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