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Introduction

nyone unfamiliar with the financial structure lines of credit).' Unlike for-profit organizations, they
A of not-for-profit hospitals and health systems do not have access to equity markets. Also, unlike
may question why these organizations carry often for-profit organizations, they are not obligated to
significant financial reserves on their balance sheets. shareholders who expect that excess funds will
The answer is straightforward: with limited sources be distributed as dividends. Instead, not-for-profit
of funding, hospitals and health systems rely on hospitals and health systems have an obligation to
financial reserves to maintain their financial stability their mission and the communities they serve, and

and support their growth. These reserves ensure that strong financial reserves help ensure that they can

hospitals and health systems can continue to serve meet this obligation even in times of operational

their communities through good times and bad and can  disruption and financial distress.

continue to invest in the highly skilled professionals and , _ _
The importance of financial reserves was

lifesaving technologies that define modern healthcare.
g g demonstrated over the course of 2022, when year-

Not-for-profit hospitals and health systems have to-date median operating margins for not-for-profit
essentially two sources of funding: they either earn hospitals and health systems remained in negative
revenue from operations and investments (providing territory throughout the year (Figure 1). This means
patient services makes up most of this revenue) or that more than half of the hospitals providing data for
they borrow funds through issuance of debt in the Kaufman Hall's monthly National Hospital Flash Report
bond markets or other forms of borrowing (e.g., bank ended the year with negative operating margins, and

Figure 1: Kaufman Hall Operating Margin Index (Year-to-Date by Month), February 2022-January 2023
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1. Avery small percentage of not-for-profit hospitals and health systems can also generate meaningful funds through philanthropy, but most organizations do not have the
capabilities for significant fundraising efforts.
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have not seen an improvement as they move into 2023.

Net losses in 2022 for some of the nation’s largest
not-for-profit health systems were well above $1 billion
and in some cases approached $2 billion. These losses
were driven by multiple factors, including ongoing
operational disruptions related to the COVID-19
pandemic, staffing shortages that limited the ability

to run operations at full capacity, rapidly escalating
costs for supplies and—especially—labor (including
the heightened use of expensive contract labor to help
ease staffing shortages), and investment losses.

With no immediate end in sight to the operational and
financial pressures hospitals and health systems are
facing, organizations will have to rely on their financial

reserves to carry them through until conditions improve,
or until organizations can adapt to a potential new reality

of decreased revenue and increased expenses.

Not-for-profit hospitals and health
systems have an obligation to their
mission and the communities they serve,

and strong financial reserves help ensure
that they can meet this obligation even
in times of operational disruption and

financial distress.

This report looks, first, at the primary functions within
the financial structure of not-for-profit hospitals

and health systems and the role these functions

play in generating financial reserves. It then looks

at the significance of financial reserves in credit
management efforts and in serving as a bufferin
times of operational disruption or financial distress.

KEY FINDINGS FROM THE REPORT

» With limited sources of funding, not-for-profit
hospitals and health systems rely on financial
reserves to withstand periods of operational
disruption or financial distress and continue to
provide services to their communities.

* Most not-for-profit organizations maintain financial

reserves to make needed investments and pursue
their mission in difficult times. In the closely
related not-for-profit sector of higher education,

for example, financial reserves often surpass those

that are held by hospitals and health systems.

* Strong financial reserves help improve a hospital
or health system's credit rating, which assists
with borrowing money for needed facility and
technology investments at more affordable
interest rates.

kaufmanhall.com

* Strong financial reserves can also increase the
amount of money a hospital or health system
can borrow, an important safety valve if the
organization needs additional funds to buffer
the impact of poor financial performance from
disrupted operations or an economic downturn
affecting returns on investments.

* When all else fails, not-for-profit hospitals and
health systems can draw upon their financial
reserves to cover their operating expenses until
they are able to stabilize their operations, or until
their reserves are depleted.

* The ultimate purpose of financial reserves is to
ensure that resources are available when hospitals
and health systems—and the communities they
serve—need them the most.
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The Financial Structure of Not-for-Profit
Hospitals and Health Systems

Not-for-profit hospitals and health systems rely on
three interdependent functions to contribute to the
financial resilience of the organization: namely, the
ability to withstand adverse changes to these core
functions and continue to provide services to the
community (Figure 2).

* The Operating Function: The Operating Function
manages the portfolio of clinical services and
strategic initiatives that define the charitable mission
of the organization. Clinical services generate
patient revenue, and if that revenue creates a
positive margin (i.e., exceeds expenses), that excess
is invested back into the health system. Operating
margins are, on average, very low in not-for-profit
healthcare. For example, for the not-for-profit
hospitals and health systems rated by Moody'’s
Investors Service, median operating margins from
2017-2021 ranged between 2.1% and 2.9%. These
rated organizations represent only a few hundred
of the thousands of hospitals and health systems
in the country and are among the most financially
healthy. A 2018 study of a wider group of more than
2,800 hospitals found an average clinical operating
margin of -2.7%.2

* The Finance Function: Because the positive margins
generated by the Operating Function are rarely
enough to support the intensive capital needs of
maintaining and improving acute-care facilities, care
delivery models, and technology, not-for-profit health
systems rely on the Finance Function for internal
and external capital formation. The Finance Function
builds cash reserves and secures external financing

Figure 2: Financial Structure of Not-for-Profit
Hospitals and Health Systems
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Source: Kaufman Hall

(e.g., bond proceeds, bank lines of credit) to support
the capital spending needs of the organization. The
cash reserves maintained by the Finance Function
also help the organization meet daily expenses at
times when expenses exceed revenues.

* The Investment Function: Not-for-profit hospitals
and health systems will also endeavor to invest
some of their cash reserves to generate returns
that, first, act as an additional hedge against
potential risks that could disrupt operations or cash
flow, and second, pursue independent returns.
Any independent returns generated serve as an
important supplement to revenues generated
through the Operating Function.

2. Dan P. Ly and David M. Cutler, “Factors of U.S. Hospitals Associated with Improved Profit Margins: An Observational Study,” Journal of General Internal Medicine,

July 2018, 33(7): 1020 - 1027.
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The three functions described above are common to
all not-for-profit organizations. The main differences
are mostly within the Operating Function. In higher
education, for example, tuition revenue takes the
place of clinical revenue. While higher education also
maintains enterprise risk, the Operating Function
for colleges and universities is less vulnerable to
volume swings as enrollment is typically steady and
predictable. Likewise, higher education is less labor
intensive than healthcare.

Financial reserves include all liquid cash resources
and unrestricted investments held in the Finance and
Investment Functions.® These reserves are equivalent
to the emergency funds individuals are encouraged
to maintain to help them meet living expenses for

six to twelve months in case of a job loss or other
disruption to income.

Absolute reserve levels are important, as discussed
above, but they must also be viewed relative to
a hospital’s daily operating expenses. A common

A Comparison: Financial Reserves and Higher Education Not-for-Profits

Not-for-profit hospitals and health systems are
not alone in their reliance on financial reserves;
most not-for-profit organizations carry reserves
that enable them to maintain operations and
make needed investments even in times of weaker
operating performance. Higher education is
probably most comparable to healthcare, with
significant overlaps between the two sectors.
Moody'’s Investors Service, one of the three major
rating agencies, notes that 16% of its rated higher
education institutions have affiliated academic
medical centers (AMCs), and revenue from patient
care at these AMCs contributes to 28% of the
overall revenues for the higher education sector.*

The magnitude of Days Cash on Hand levels
varies by industry; financial reserves maintained
by private not-for-profit higher education

institutions, for example, are significantly greater
than those maintained by not-for-profit hospitals
and health systems.® For comprehensive private
universities across all rating categories, Moody's
reports median Days Cash on Hand in 2021 of 498
days for assets that could be liquidated within a
year. This compares with a median 265 Days Cash
on Hand in 2021 across all freestanding hospitals,
single-state, and multi-state healthcare systems
rated by Moody'’s.®

Financial reserves are a critical measure of

financial health across both healthcare and higher
education. They help ensure that not-for-profit
colleges, universities, hospitals, and health systems
can continue to fulfill their vital societal functions
when operations are disrupted, or when they are
experiencing a period of sustained financial distress.

3. Asignificant difference between most not-for-profit hospitals and health systems and not-for-profit colleges and universities is that hospitals and health systems have very
few donor-restricted funds; most of their financial reserves are unrestricted assets. College and university endowments, on the other hand, will have a significantly higher
percentage of donor-restricted funds that can be used only for purposes specified by the donor.

4. Moody's Investors Service, “Higher Education - US: 2023 Outlook - Negative as Revenue Rebound Stalls and Expenses Surge,” December 8, 2022.

5. Because only a small percentage of not-for-profit hospitals and health systems are owned by a governmental entity (such as a city or county), the appropriate comparison for
most not-for-profit hospitals and health systems is with private, not public, not-for-profit colleges and universities.

6. Moody's Investors Service, “Not-for-Profit and Public Healthcare - US: Medians - Financial Performance and Cash Levels Improved in Fiscal 2021 Before Falloff.” Sept. 8, 2022.

kaufmanhall.com
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metric used to describe these reserves is Days Cash
on Hand. If an organization has 250 Days Cash on
Hand, that means that it would be able to meet its
operating expenses for 250 days if revenue was
suddenly shut off. The size of Days Cash on Hand will
be proportionate to the size of the hospital and health
system. Some of the largest not-for-profit health
systems have annual operating expenses approaching
$30 billion annually: meeting those expenses for 250
days would require Days Cash on Hand of more than
$20 billion.

The shutdown that occurred in the early days of the
pandemic (March through May 2020) is an example
of a time when cash flow nearly shut off for most
hospitals (except for emergency care). Reserves,
measured in absolute and relative terms such as
Days Cash on Hand, allowed hospitals that were
nearly empty to maintain staffing and operations
throughout the period. Other hospitals that were
inundated with patients during the initial surge
were able to fund increased staffing and personal
protective equipment costs through their reserves.
Other examples of how reserves provide a buffer

Financial reserves, measured in absolute
and relative terms such as Days Cash

on Hand, allowed hospitals that were

nearly empty during the early days of

the pandemic to maintain staffing and
operations throughout the period. Other
hospitals that were inundated with patients
during the initial surge were able to fund
increased staffing and personal protective

equipment costs through their reserves.

against unexpected events include natural disasters
such as hurricanes, tornadoes, deep freezes, and
wildfires, which can require the temporary shutdown
of operations; cyberattacks, which can halt a hospital's
ability to provide services; a defunct payer that is unable
to reimburse hospitals for care already provided; or an
escalation in labor costs as experienced by many during
2022. Without the reserves to pay for contract labor or
premium pay, many hospitals would have undoubtedly
had to close or limit services to their community.

KEY TAKEAWAYS

* Financial reserves are created through the
interdependent relationship of operating, finance,
and investment functions in not-for-profit health
systems.

* These reserves build financial resilience: the ability
to withstand adverse changes to core functions and
continue to provide services to the community.

* Financial reserves play an important role in
supplementing any shortfalls in revenue or capital
formation in one or more of these three functions.

kaufmanhall.com
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* Financial reserves are equivalent to individual
emergency funds—both are intended to cover
expenses if income or revenue flows are
significantly disrupted.

* A common metric used to describe financial
reserves is Days Cash on Hand: an organization's
combined liquid, unrestricted cash resources and
investments, measured by how many days these
reserves could cover operating expenses if cash
flows were suddenly shut off.
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Financial Reserves and Credit Management

For large capital projects—construction of a new cancer
treatment center, for example, or replacement of an
aging facility—issuance of municipal debt is one of the
most affordable ways for not-for-profit hospitals and
health system to finance the project.” The affordability
of that debt is, however, partly contingent on the
organization'’s ability to maintain a strong credit rating,
and financial reserves—again measured as Days Cash on
Hand—are a significant component of that credit rating.

There are two basic forms of municipal debt:

* General obligation bonds are backed by the full
taxing power of the issuing municipal authority and
are considered relatively low risk. Hospitals that are
owned by a city or county can be funded by general
obligation bonds, although there are practical
limitations on their ability to issue these bonds,
including in many instances the need to obtain voter
or county commissioner approval. Organizations

What Is Municipal Debt?

Municipal bonds, or “munis,” are bonds issued
by a state, city, county, or other governmental
entity, often to fund large capital projects (like
the construction of a new healthcare facility).
These bonds are offered for sale to the public,
with a promise to repay the debt over a set term
of years (defined by the date of maturity, which is
the end of the repayment period). Not-for-profit
hospitals and health systems can issue municipal
bonds through a governmental entity. Although

without municipal ownership—including most
not-for-profit hospitals and health systems—
cannot issue general obligation bonds.

* Revenue-backed municipal bonds are backed by
the ability of the organization borrowing the debt
to meet its obligation to make principal and interest
payments through the revenue it generates over the
life of the bond. Because revenues can be disrupted
by any range of factors, revenue-backed bonds are
higher risk for investors. Most healthcare bonds
are revenue-backed municipal bonds.

When determining whether to invest in revenue-backed
municipal healthcare bonds, investors will look to the
credit rating of the hospital or health system that is
borrowing the debt. Credit ratings—issued by one or
more of the three major credit rating agencies (Fitch
Ratings, Moody's Investors Service, and S&P Global
Ratings)—provide an assessment of the probability

the governmental entity is the issuer, it acts more
like a middleman. The hospital or health system

is the borrower, and investors in the municipal
bond (known as bondholders) rely on the revenue
generated by the hospital or health system for
payment of the principal and interest on the bond.
Financial reserves provide bondholders with some
assurance that the hospital or health system will
be able to make its principal and interest payments
over the life of the bond.

7. Qualifying projects directly related to a hospital's or health system’s 501(c)(3) purpose—such as construction of a new hospital—can be funded with tax-exempt municipal
debt. Non-qualifying projects often can be funded by taxable debt. Investors are typically willing to accept a lower interest rate for tax-exempt debt because they do not pay

federal income tax on the interest payments they receive.

kaufmanhall.com
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that the hospital or health system will be able to meet
the terms of the debt obligation. These ratings are
tiered. A credit rating in the AA tier is better than a credit
rating in the A tier, which is better than a rating in the
BBB tier. Ratings below the BBB tier are considered sub-
investment grade. Organizations with a sub-investment
grade rating can still access various forms of debt,

but the amount of debt they can access generally will

be lower, the cost of the debt will be higher, and the
covenants that lenders require will be more stringent
than for investment-grade rated organizations.

Financial reserves and credit ratings

Days Cash on Hand is one of the most important factors
credit rating agencies use because it is an indicator

of how long the rated organization could withstand
serious disruption to its operations and cashflow.

The rating agencies issue median values for the various
metrics they use to determine credit ratings. Median

values for Days Cash on Hand increased significantly
across most rating categories for all three agencies

in 2020 and 2021; this reflects the temporary inflow

of pandemic relief funding through, for example,

the Coronavirus Aid, Relief, and Economic Security
(CARES) Act.®2 We anticipate these medians will move
closer to pre-pandemic levels as relief funds are
exhausted and hospitals repay remaining balances

on Medicare's COVID-19 Accelerated and Advanced
Payment (MAAP) program funds. But even before

the pandemic, organizations in 2019 had a median
Days Cash on Hand of 276 to 289 days at the AA level,
173 to 219 days at the A level, and 140 to 163 days at
the BBB level.® In other words, the Days Cash on Hand
benchmark for organizations seeking to maintain an
investment-grade rating would be well over 100 Days
Cash on Hand, and well over 200 Days Cash on Hand for
organizations seeking to achieve a higher rating level.
Again, these reserves are proportionate to the operating
expenses of the individual hospital or health system.

What Is the Significance of Rating Agency Medians?

The rating agencies determine medians by
analyzing how all hospitals and health systems
across a rating group (for example, all hospitals and
health systems with an AA rating) performed on
key metrics, such as Days Cash on Hand. Using this
performance data, they then compute the rating
group's median performance for each metric.

A hospital would not have to reach the median

for every metric to achieve an AA rating, but
sub-median performance on metrics will increase

the risk that the hospital might be downgraded

to a lower rating level. Similarly, above-median
performance on these metrics increases the chance
of an upgrade to a higher rating level. In this way,
medians act as a performance benchmark for
hospitals and health systems seeking to maintain or
improve their credit rating. In 2022, as operating and
financial performance declined, there were more
downgrades than upgrades for not-for-profit hospitals
and health system at all three rating agencies.

8. The Provider Relief Fund (PRF) was established under the CARES Act to mitigate the financial impact of COVID-19 on hospitals and other healthcare providers; PRF
distributions ended in January 2022. The MAAP program provided loans to hospitals and other healthcare providers participating in traditional Medicare. Repayment of

these loans began in 2021 through reductions to a portion of new Medicare claims.

9. Median values vary among the rating agencies because of differences in their portfolios of rated hospitals and health systems. Methodologies also differ: S&P, for
example, is unique among the three rating agencies in reporting medians for not-for-profit stand-alone hospitals separately from not-for-profit health systems.

kaufmanhall.com
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Impact of credit ratings on access to capital

Organizations that can achieve a higher rating can
also borrow money at more affordable interest

rates. Figure 3 shows average interest rates for
municipal bonds across a range of maturities as of
mid-December 2022 (maturity is the term in years

for repayment of the bond at the time the bond is
issued). Lower-risk general obligation municipal bonds
are shown as the baseline, with lines for AA, A, and
BBB rated healthcare revenue-backed bonds above

it. As a reminder, most hospitals and health systems
cannot borrow money using general obligation bonds;
instead, they use higher-risk revenue-backed bonds.

Because revenue-backed bonds are a higher risk for
investors than tax-based general obligation bonds,

even hospitals and health systems with a strong

AA credit rating will pay a higher interest rate than
would a city or county that could back repayment of
the bond with tax revenues (see the line for AA rated
Healthcare Revenue Bonds compared to the line

for AAA rated General Obligation bonds). But there

is also a significant gap between the interest rate a
hospital with an AA credit rating would pay compared
to the interest rate available to a hospital with a lower
BBB rating. Here, the difference is approximately
three-fourths of a full percentage point. When the
amount borrowed for a major new hospital project
can run into the hundreds of millions of dollars,

that difference represents significant savings for
organizations with a higher credit rating.

Figure 3: Higher Ratings Help Secure Lower Interest Rates
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Financial reserves and debt capacity

Financial reserves and the funds they generate—
including investment income—also help define an
organization's debt capacity: essentially, the amount of
debt an organization can assume without jeopardizing
its current credit rating. There are two key ratios here:

» The firstis total unrestricted cash and investments
to debt. In general, the more favorable that ratio is,
the more latitude a hospital or health system has to
take on additional debt, especially if the organization
is toward the middle to top end of its rating tier.

* The second is the debt service coverage ratio,
which measures the organization’s ability to
make principal and interest payments with funds
derived from both operating and non-operating
(e.g., investment income) activity. A higher ratio
here means the organization has more funds
available to service debt.

The ability to assume additional debt is an important
safety valve if, for example, an organization needs to
mitigate poor financial performance to fund ongoing
capital needs or strategic initiatives.

KEY TAKEAWAYS

* Not-for-profit hospitals and health systems often
borrow debt through revenue-backed municipal
bonds, meaning that the debt obligations will be
met by the revenue the organization generates
over the life of the bond.

* Because revenue-backed bonds are higher
risk than general obligation bonds backed by a
municipality’s taxing authority (revenues can
be disrupted), investors seek assurance that an
organization will be able to meet its obligations.

* Credit ratings offer investors an assessment of
an organization’s current and near-term ability to
meet these obligations.

kaufmanhall.com
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* Days Cash on Hand is an important metric in
assessing the organization'’s credit rating, and a
higher rating generally requires a higher number of
Days Cash on Hand.

* A higher credit rating allows organizations to
borrow money at more affordable interest rates.

* A higher level of financial reserves and investment
income in relation to existing debt obligations also
increases an organization's debt capacity, creating
an important safety valve if an organization has
to borrow money to mitigate poor operating or
investment performance.
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Financial Reserves as a Buffer for Disruptions in
Operation and Investment Income

For the first time in recent history, we saw all three
functions of the not-for-profit healthcare system'’s
financial structure suffer significant and sustained
dislocation over the course of the year 2022

(Figure 4). The headwinds disrupting these functions
are carrying over into 2023, and it is uncertain how
long they will continue to erode the operating and
financial performance of not-for-profit hospitals

and health systems.

* The Operating Function is challenged by elevated
expenses, uncertain recovery of service volumes, and

an escalating and diversified competitive environment.

* The Finance Function is challenged by a more
difficult credit environment (all three rating agencies

now have a negative perspective on the not-for-
profit healthcare sector), rising rates for debt, and
a diminished investor appetite for new healthcare
debt issuance. Total healthcare debt issuance in
2022 was $28 billion, down sharply from a trailing
two-year average of $46 billion.

* The Investment Function is challenged by volatility and
heightened risk in markets concerned with the Federal
Reserve's tightening of monetary policy and the
prospect of a recession. The S&P 500—a major stock
index—was down almost 20% in 2022. Investments
had served as a “resiliency anchor” during the first
two years of the pandemic; their ability to continue
to serve that function is now in question.

Figure 4: Headwinds Challenge All Three Functions of Not-for-Profit Healthcare’s Financial Structure

2023 challenge:
sustained credit and
market headwinds
challenge capital
formation and

resource allocation

FINANCE FUNCTION
HEADWINDS

* Baseline sector credit headwinds

* Market environment complicates
external capital formation: )
elevated rates and spreads, flat -~
curve; diminished investor appetite

Source: Kaufman Hall
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OPERATING FUNCTION
HEADWINDS
* Long-tailed margin pressures drive
sustained sector credit pressures
— Volume, revenue, expense
dislocation
— Escalating and diversified
competitive environment

INVESTMENT FUNCTION
HEADWINDS

* Volatility and return headwinds

* Pressure to elevate risk or use
investments as a capital source

* Do investments remain
“resiliency anchor”?
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A significant factor in Operating Function challenges is
labor: both increases in the cost of labor and staffing
shortages that are forcing many organizations to

run at less than full capacity. In Kaufman Hall's 2022
State of Healthcare Performance Improvement Survey, for

example, 67% of respondents had seen year-over-year
increases of more than 10% for clinical staff wages,
and 66% reported that they had run their facilities at
less-than-full capacity because of staffing shortages.
These are long-term challenges, dependent in part on
increasing the pipeline of new talent entering healthcare
professions, and they will not be quickly resolved.

Recovery of returns from the Investment Function

is similarly uncertain. Ideally, not-for-profit health
systems can maintain a one-way flow of funds into
the Investment Function, continuing to build the

basis that generates returns. Organizations must now
contemplate flows in the other direction to access

funds needed to cover operating losses, which in
many cases would involve selling invested assets at a
loss in a down market and reducing the basis available
to generate returns when markets recover.

The current situation demonstrates why financial
reserves are so important: many not-for-profit
hospitals and health systems will have to rely on
them to cover losses until they can reach a point
where operations and markets have stabilized, or
they have been able to adjust their business to a
new, lower margin environment. As noted above,
relief funding and the MAAP program helped bolster
financial reserves after the initial shock of the
pandemic. As the impact of relief funding wanes
and organizations repay remaining balances under
the MAAP program, Days Cash on Hand has begun
to shrink, and the need to cover operating losses is
hastening this decline (Figure 5). From its highest

Figure 5: Days Cash on Hand (DCOH) Benchmarks (Rolling 12 Month), January 2021-September 2022

25th % DCOH Median DCOH 75th % DCOH
80 250 350
70 300
200
60
250
50
150 500
40
150
20 100
1
20 0o
50
SO S A A | SN A e SO S R A | S LY S A A | A L
& ®7>* N ®®* &R & Q'b* &K & @'b* X & ®?>* NS @Q}* &R

Source: Kaufman Hall; based on data from approximately 900 hospitals nationwide. The graphs show trends for Days Cash on Hand at the
25th percentile, median, and 75th percentile.

10. Kaufman Hall: 2022 State of Performance Healthcare Improvement: Mounting Pressures Pose New Challenges. October 2022.
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point in 2021, Days Cash on Hand had decreased, as
of September 2022, by: Financial reserves are playing the role

* 29% at the 75th percentile, declining from 302 to 216 for which they were intended; the only
DCOH (a drop of 86 days)

* 28% at the 50th percentile, declining from 202 to 147
DCOH (a drop of 55 days)

* 49% at the 25th percentile, declining from 67 to 34
DCOH (a drop of 33 days) what is likely to be a protracted period of

question is whether enough not-for-profit

hospitals and health systems have built

sufficient reserves to carry them through

Financial reserves are playing the role for which they recovery from the pandemic.
were intended; the only question is whether enough
not-for-profit hospitals and health systems have built
sufficient reserves to carry them through what is likely
to be a protracted period of recovery.

KEY TAKEAWAYS

* All three functions of the not-for-profit healthcare » Days Cash on Hand is showing a steady decline, as
system'’s financial structure—operations, finance, the impact of relief funding recedes and the need
and investments—suffered significant and to cover operating losses persists.
sustained dislocation over the course of 2022. « Financial reserves are playing a critical role in

* These headwinds will continue to challenge not-for- covering operating losses as hospitals and health
profit hospitals and health systems well into 2023. systems struggle to stabilize their operational and

financial performance.
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Conclusion

Not-for-profit hospitals and health systems serve
many community needs. They provide patients
access to healthcare when and where they need it.
They invest in new technologies and treatments that
offer patients and their families lifesaving advances
in care. They offer career opportunities to a broad
range of highly skilled professionals, supporting the
economic health of the communities they serve.
These services and investments are expensive and
cannot be covered solely by the revenue received
from providing care to patients.

Strong financial reserves are the foundation of good
financial stewardship for not-for-profit hospitals and
health systems. Financial reserves help fund needed
investments in facilities and technology, improve an
organization’s debt capacity, enable better access to
capital at more affordable interest rates, and provide a
critical resource to meet expenses when organizations
need to bridge periods of operational disruption or
financial distress.

Many hospitals and health systems today are relying
on the strength of their reserves to navigate a difficult

kaufmanhall.com
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Strong financial reserves are the foundation
of good financial stewardship for not-for-
profit hospitals and health systems. When
current operational and financial headwinds
have subsided, rebuilding these reserves
should be a top priority to ensure that
hospitals and health systems can remain a

vital resource for the communities they serve.

environment; without these reserves, they would

not be able to meet their expenses and would be at
risk of closure. Financial reserves, in other words,

are serving the very purpose for which they are
intended—ensuring that hospitals and health systems
can continue to serve their communities in the face of
challenging operational and financial headwinds. When
these headwinds have subsided, rebuilding these
reserves should be a top priority to ensure that our
not-for-profit hospitals and health systems can remain
a vital resource for the communities they serve.

14

modified without the express written consent of Kaufman, Hall & Associates, LLC.


https://www.kaufmanhall.com
https://www.kaufmanhall.com

THE ESSENTIAL ROLE OF FINANCIAL RESERVES IN NOT-FOR-PROFIT HEALTHCARE

KaufmanHall

Glossary of Key Terms

Credit Rating. A rating assigned by a credit rating
agency that assesses the current ability of an
organization borrowing debt to repay that debt
based on such factors as current financial strength,
past performance, etc. Investment-grade credit
ratings range from AAA to AA to A to BBB. Higher-
rated organizations are considered less of a credit risk
and can typically obtain the most affordable interest
rates when they borrow money. Ratings below BBB
are considered sub-investment grade and higher
risk; borrowers with a sub-investment grade rating
will typically pay a higher interest rate to investors to
compensate for that risk.

Days Cash on Hand. A metric that measures the
availability of cash and other liquid, unrestricted
investments to meet operating expenses in the event
that cash flow to an organization was suddenly cut
off. If an organization has 120 Days Cash on Hand,
that means it could meet its operating expenses

for 120 days without receiving any revenue. Days
Cash on Hand is a common method of measuring

an organization'’s financial reserves.

Debt Capacity. The amount of debt an organization
can assume without jeopardizing its current

credit rating. Two ratios are especially important

in determining debt capacity. The first is total
unrestricted cash and investments to debt; the
more favorable that ratio is, the more latitude the
organization has to take on additional debt. The
second is debt service coverage ratio, which measures
the ability of an organization to meet its obligation
to make principal and interest payments with funds
derived from both operating and non-operating
(e.g., investment) activity. A higher ratio here means
the organization has more funds available to make
its debt payments.

kaufmanhall.com
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Medians. A measure of the median performance on

a given metric by organizations within a common
credit rating group. Hospitals with an AA rating, for
example, might have a median Days Cash on Hand of
275 days, while those within the BBB rating group may
have a median Days Cash on Hand of 175 days.

Municipal Bonds. A form of debt issued by or through
a city, county, state, or other governmental entity.
When the governmental entity is the borrower, and its
ability to repay the loan is backed by its taxing power,
the issued bonds will be relatively low risk general
obligation bonds. If a not-for-profit hospital or health
system is the borrower, repayment will depend on

its ability to generate sufficient revenue over the life
of the bond. These revenue-backed municipal bonds
are considered higher risk to investors in the bond.
Although hospitals and health systems will typically
pay a higher interest rate than a governmental entity,
municipal bonds are still one of the most affordable
ways for them to borrow money.

Operating Margin: A ratio, usually expressed as a
percentage, that divides the difference between
operating revenue and operating expenses

(i.e., revenue and expenses directly related to patient
care) by operating revenue. An organization that has
$500,000,000 in operating revenue and $490,000,000
in operating expenses would have an operating
margin of 2% [($500,000,000 - $490,000,000) +
$500,000,000 = 0.02]. When operating expenses
exceed revenue, the operating margin will be negative.

Unrestricted Cash and Investments. These include
cash and cash equivalents (i.e., investments that can
be readily converted into cash, such as money-market
funds or marketable securities) that can be invested or
liquidated without restriction on the use of the funds.
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Qualifications, Assumptions and Limiting Conditions (v.12.08.06):

All information, analysis and conclusions contained in this Report are provided “as-is/where-is” and “with all faults and
defects”. Information furnished by others, upon which all or portions of this report are based, is believed to be reliable

but has not been verified by Kaufman Hall. No warranty is given as to the accuracy of such information. Public information
and industry and statistical data, including without limitation, data are from sources Kaufman Hall deems to be reliable;
however, neither Kaufman Hall nor any third party sourced, make any representation or warranty to you, whether express

or implied, or arising by trade usage, course of dealing, or otherwise. This disclaimer includes, without limitation, any implied
warranties of merchantability or fitness for a particular purpose (whether in respect of the data or the accuracy, timeliness
or completeness of any information or conclusions contained in or obtained from, through, or in connection with this report),
any warranties of non-infringement or any implied indemnities.

The findings contained in this report may contain predictions based on current data and historical trends. Any such
predictions are subject to inherent risks and uncertainties. In particular, actual results could be impacted by future events
which cannot be predicted or controlled, including, without limitation, changes in business strategies, the development
of future products and services, changes in market and industry conditions, the outcome of contingencies, changes in
management, changes in law or regulations. Kaufman Hall accepts no responsibility for actual results or future events.

The opinions expressed in this report are valid only for the purpose stated herein and as of the date of this report.

All decisions in connection with the implementation or use of advice or recommendations contained in this report are the
sole responsibility of the client.

In no event will Kaufman Hall or any third party sourced by Kaufman Hall be liable to you for damages of any type arising
out of the delivery or use of this Report or any of the data contained herein, whether known or unknown, foreseeable or
unforeseeable.
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