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PART I

ltem 1. BUSINESS.

The Registrant, Comprehensive Care Corporation, is a Delaware corporation which was organized in
January 1969. The Registrant is primarily engaged in the development, marketing and management of
programs for the treatment of chemical dependency, including alcohol and drugs, and psychiatric
disorders. It is the largest private provider of hospital-based chemical dependency treatment programs in
the United States. The programs are provided under contractual agreements with independent general
hospitals or at freestanding facilities owned and/or operated by the Registrant. During fiscal 1988,
chemical dependency and psychiatric treatment programs accounted for approximately 88% of the
Registrant's total revenues. A wholly owned subsidiary of the Registrant, RehabCare Corporation
("RehabCare"), develops, markets and manages programs for the delivery of comprehensive medical
rehabilitation services to functionally disabled persons in dedicated units of acute care hospitals. During
fiscal 1983, the Registrant reorganized its operations by transferring its chemical dependency and
psychiatric contract programs to CareUnit, Inc., a wholly owned subsidiary. The following table sets forth
for the five years ended May 31, 1988, the contribution to operating revenues of the Registrant'sfreestanding operations, CareUnit, Inc. contracts, RehabCare programs, and its other activities.

Freestanding operations
CareUnit, Inc.
RehabCare.
Other activities

Years Ended May 31,

1988 1987 1986 1985 1984

61% 58% 61% 63% 60%

26 32 33 34 37
7 5

☐5 3 3

100% 100% 100% 100% 100%

FREESTANDING OPERATIONS

The Registrant currently operates or participates in the operation of 23 facilities representing 2,235
available beds, including a psychiatric facility in the Sacramento area and a chemical dependency facility
in Tampa both of which commenced operations in June 1988. Since 1983, the Registrant has expanded its
freestanding operations through the construction of eight freestanding chemical dependency facilities and
the acquisition of six chemical dependency or psychiatric facilities, representing approximately 1,412 beds.
In fiscal 1988, the Registrant closed two freestanding facilities. Freestanding facilities are either owned or
leased by the Registrant or by joint ventures in which the Registrant and its partners share in the profits or
losses. Two psychiatric hospitals (290 available beds) managed by the Registrant are owned or leased by
such joint ventures, and one psychiatric hospital (100 available beds) is managed by the Registrant's
partner in a joint venture. The Registrant has a 50% interest in each of these joint ventures

The following table sets forth selected operating data regarding the Registrant's freestanding facilities.
Facilities are designated either psychiatric or chemical dependency based on the predominant treatment
provided. For information concerning the nature of the Registrant's interest in the facilities, see Item 2,
"PROPERTIES."

Patient Days
Year

Acquired(1)
Licensed
Beds 1988 1987 1986 1985 1984

Chemical Dependency Facilities

CareUnit Hospital of Fort Worth... 1971 83 22,507 24.139 26,696 24,278 14.593
Care Unit fiospital of Orange 1976 103 32,652 29,697 33,763 33,677 31.696
Care Unit Hospital of Kirkland 1981 33 19,574 18,640 24,336 27,099 25,530
Care Unit of Jacksonville Beach 1982 84 27,613 21.065 22,818 16.539 19.355
Care Unit Hospital of Cincınnati.. 1982 128 29.446 25,955 29,065 29,181 26,880
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Patlent Days
Year

Acquired(1)
Licensed
Beds 1988 1987 1986 1985 1984

CareUnit Hospital ofSt. Louis. 1983 144 24.353 21,278 43,822 39,953 31,299
Starting Point, Oak Avenue..... 1983 136 27,048 21,593 22,705 21,136 13,492
Starting Point, Orange County........ 1983 59 19.109 19,326 17,421 15.332 4,515
Starting Point, Grand Avenue..... 1983 25 6,834 7.249 7.264 6,158 1,294
Care Unit Hospital of Albuquerque......... 1984 70 17,187 16,730 16,080 9,597 205
CareUnit Hospital of Nevada........ 1984 50 13,738 11,615 8,748 7,640
Care Unit of Coral Springs 1985 100 23,639 2.1,735 12.398
CareUnit of Grind Rapids..... 1985 76 13.483 8,595 3,386
CareUnit of DuPage. 1986 120 1:.969 3.916 - -

CareUnit of Orlando.. 1987 100 15,844 106 -

CareUnit of San Diego. 1988 92 2,872
Care Unit of Colorado. 1988 100 4,303
Closed Facilities(2). 19,180 33.902 30,393 37,921 23.725

Psychiatric Facilities

Brea Hospital Neuropsychiatric Center.... 1969 142 33.225 39.237 43,870 46,271 44,472
Crossroads Hospital. 1972 43 12,281 14.148 13,657 14,503 13.266
Woodview-Calabasas Hospital. 1970 1:7 19.143 22,473 23,104 25,531 24,375
Golden Valley Health Center.... 1984 377 48.877 54,970 56.453 64.007 155

Patient days served during period 445,277 416.369 435,979 418,823 274.856
Admissions

20,783 17,902 17,964 16,754 10,585
Available beds at end of period(3).....

Average occupancy rate for period(4).......
2,067 1.927 1,687 1,609 1,538

51% 65% 73% 72% 67%

(1) Calendar year acquired or leased.

(2) July 31, 1987, CarcUnit Hospital of Portland was closed. The facility, licensed for 160 beds (69 available), generated 2,839
patient days in fiscal 1988. The facility was closed because of an unfavorable regulatory and reimbursement environment for the
delivery of chemical dependency treatment services in the state of Oregon which resulted in losses since the facility opened. On
May 11, 1988, CareUnit Behavioral Center of Los Angeles was closed. The facility, licensed for 104 beds, generated 16,341
patient days in fiscal 1988. The facility was closed after it sustained operating losses in each of the last two iscal years.

(3) A facility may have appropriate licensurt- for more beds than are in use for a number of reasons, including lack of demand,
anticipation of future need, renovation and practical limitatons in assigning patients to multiple-ted rooms. Available beds 15defined as the number of beds which are available for use at any given time.

(4) Average occupancy rate is calculated bv lividing total patient days by the number of available bed-days dunng the relevantperiod.

Freestanding Facility ProgranLS

The Registrant's freestanding facilities offer a variety of behavioral medicine programs. The
programs offered at a given freestanding facility are determined by the licensure of the facility, the extent
and nature of competitive prograns, the populaticn base and demographics, and reimbursementconsiderations. A program within the facility represents a separately staffed unit dedicated to the
treatment of individuals whose primury diagnosis suggests that their treatment needs will best be metwithin the unit. Patients whose diagnosis suggests the need for supplemental services are accommodatedthroughout their stay as the individual treatment plan developed for each patient requires.

Chemical Dependency. Chemical dependency programs are offered in all freestanding facilities exceptWoodview-Calabasas and Crossroads. These programs are delivered under the name CareUnit andinclude programs for adults and adolescents.

Each patient admitted to the facility is subject to a full medical and social history as well as a physical
examination which includes those diagaostic studies ordered by the patient's attending physician. Patients
are detoxified under close medical supervision for a period averaging four days prior to entry to therehabilitation phase of treatment.
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The rehabilitation phase of treatment begins as soon as detoxification is completed. This phase of
treatment includes lectures; individual, family and group counseling sessions:; and such medical,
psychological, and other modalities that may be necessary to meet the individual patient's needs. The
average length of stay for an adult patient is approximately 18 days, which includes detoxification. The
average length of stay for an adolescent patient is approximately 30 days. After discharge from the
facility, the patient's recovery is monitored for a 12-week period during which the patient and family
members return to the facility once a week for outpatient counseling sessions. For individuals who do not
require the structure and intensity of inpatient treatment, the Registrant has developed outpatient
programs which generally operate in conjunction with existing inpatient programs. At May 31, 1988, 39
such outpatient programs were in operation.

Psychiatric. Psychiatric programs are offered in certain freestanding facilities. The type of program
offered at a given freestanding facility is dependent upon the extent of community need, the competitive
environment, and the licensure status of the facility. In general, psychiatric hospital services are offered
only in facilities which are licensed by the state in which they are located for either psychiatric or general
medical/surgical services. Admission to the programs offered by the Registrant is typically voluntary
although certain facilities provide emergency psychiatsic services and accept involuntary patients who are
suffering an acute episcdic psychiatric incident.

Each patient admitted to a psychiatric program undergoes a complete assessment including an initial
evaluation by a psychiatrist, a medicał history, physical examination, a laboratory work-up, a nursing
assessment, a psychological evaluation, and social and family assessments. The assessments are utilized to
develop an individualized treatment plan for each patient.

The treatment programs are undertaken by an interdisciplinary team of professionals experienced in
the treatment of psychiatric problems. The length of the treatment stay varies in accordance with the
severity of the patient's condition. A comprehensive discharge plan is prepared for each patient which
may include outpatient psychiatric or psychological treatment, or referral to an alternate treatment facility.

Eating Disorders. The Registrant began providing eating disorders services in 1983. This program
treats those individuals suffering from anorexia nervosa, bulimia and gross obesity. Each patient entering
the program is subject to a physical examination and nutritional assessment. Additional diagnostic and
psychíatric evaluations are undertaken when necessary. Each patient's treatment is directed by a physician
experienced in the treatment of eating disorders. Eating disorders programs are offered by the Registrant
only in certain freestanding facilities. Each facility offering said services is licensed as either a psychiatric
or general medical/surgical hospital. The eating disorders program includes: individual and grouptherapy, nutritional guidance and management of attendant medical or psychological problems.

Sexual Dependency. The sexual dependency program offered at Golden Valley Health Center is the
first of its kind in the United States that provides both inpatient and outpatient treatment to sexually
dependent individuals. Sexual dependency is defined as engaging in obsessive/compulsive sexual
behaviors which cause severe distress for the individual and/or family. The individually tailored inpatient
treatment program is approximately five weeks in duration. The program is staffed by psychiatrists,chaplains, therapists and nurses experienced in treating the sexually dependent person, family and
significant others. The program includes individual and group psychotherapy and educational com-ponents. Family involvement is an essential element of the treatment process.

Development of Freestanding Facilities

The development and operation of health care facilities is subject to compliance with various federal.
state and local statutes and regulations. Health care facilities operated by the Registrant must comply with
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the licensing requirements of federal, state and local health agencies, with state mandated rate control
iniciatives and with the requirements of municipal building codes, health codes and local fire departmen's.
Stave licensing of facilities is a prerequisite to participation in the Medicare and Medicaid programs.

Fursuant to the requirements of federal law, many states have enacted Certificate of Need ("CON")
laws to curtail the proliferation of unnecessary health care services. Thus, prior to the construction of new
facilities, the expansion of old facilities or the introduction of major new services in existing facilities, the
Registrant must demonstrate to either state or local authorities, or both, that it is in compliance with the
plan adopted by such agencies. The CON application process ordinarily takes from six to 18 months, and
may in some instances take two years or more, depending upon the state involved and whether
application is contested by a competitor or the health agency. Certain states, including California and
Texas, have enacted legislation repealing CON requirements for the construction of new health care
facilities or the expansion of existing facilities. CON legislation is also being challenged as anti-
competitive in certain states as it protects existing providers from new competition. The Registrant
unable to predict the outcome of these deliberations.

the

is

Factors to be considered in the development of freestanding facilities include population base and
demographic characteristics, community pricing standards, state licensure and rate control issues, and
CON requirements. During the past five years, the Registrant has focused its development efforts in states
where the regulatory environment is relatively less restrictive so that the Registrant has been able to
develop sub-acut: facilities without obtaining a CON.

In general, sub-acute licensed facilities have lower sperating costs than acute licensed facilities. State
law governing the operation of health related facilities typically imposes a higher standard of construction,
staffing and operating oversight on facilities licensed for acute treatment. The Registrant generally incurs
the necessary construction cost to build its facilities to an acute psychiatric standard so that the facility may
be converted to an alternative use if necessary. Although the sub-acute model facility has a lower level of
operating cost, such facilities are not currently eligible for participation in the Medicare or Medicaid
programs.

The Registrant selects the physical site of the proposed facility and thereafter obtains a CON, where
necessary. The Registrant engages architects and engineers, construction managers and a general
contractor who are responsible for the construction of the physica! plant. During fiscal 1988, the
Registrant employed one individual whose responsibility is the oversight of construction activities on
behalf of the Registrant. The construction process normally requires from '2 to 18 months.

Source of Revenues

During fiscal 1988, approximately 93% of the Registrant's operating revenues from freestand:ng
operations were received from private sources (private health insurers or directly from patients) and the
balance from Medicare, Medicaid and other governmental programs.

Private health insurers offer plans which typically include coverage for chemical dependency or
psychiatric treatment. In some instances, the level of coverage for chemical dependency or psychiatric
benefits is less than that provided for medical/surgical services. Lower coverage levels result in higher cо-
payments by the patient who is often unable to meet his or her commitment in its entirety or is unable to
pay as rapidly as the insurance company. In freestanding facilities these factors tend to increase bad debts
and days outstanding in receivables.

Private insurance plans vary significantly in their methods of payment, including: cost, cost plus,
prospective rate, negotiated rate, percentage of charges, and billed charges. Blue Cross and other
commercial insurance plans have adopted a number of payment mechanisms for the primary purpose of
decreasing the amounts naid to hospitals (including the Registrant's) for services rendered. These
mechanisms include various forms of utilization review, preferred provider arrangements where use of
participating hospitals is encouraged in exchange for a discount, and payment limitations or negotiated
rates which are based on community standards. The Registrant is unable to predict the impact of changing
payment mechanisms in the future years.
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Health Maintenance Organizations ("HMOs") and Preferred Provider Organizations ("PPOs")
attempt to control the cost of hea'th care services by directing their envollees to participating physicians
and institutions. Aggressive utilization review and limitations on access to physician specialists are used to
further limit the cost of service delivery. Such organizations have typically developed on a regional basis
where an appropriate enrollee population and mix of participating physicians and institutions can be
developed. To the extent that these organizations are successful in a given locale, the Registrant may be
faced withadecreased population base (to the extentof the enrolled population) to support its programs.
The Registrant believes participation in HMOs and PPOs is continuing to expard. The Registrant also
believes that the development of these organizations has had a negative impact on utilization of its
freestanding facilities in certain markets and is unable to predict the impact of further development of such
organization In certain instances the Registrant has elected to participate with the HMO or PPO, in
which case the Registrant may discount its charges for service.

Employers, union trusts and other major purchasers of health care services have become increasingly
aggressive in pursuing cost containment. To the extent that the major purchasers are self-insured, they
have begun actively to negotiate with hospitals, HMOs and PPOs for lower rates. Those major purchasers
that are insured or use a third party administrator expect the insurer or administrator to control claims
costs. In addition, many major purchasers of health care services are reconsidering the benefits that theyprovide and in many cases reducing the level of coverage, thereby shifting more of the burden to their
employees or members. Such reductions in benefits have a negative impact on the Registrant's busıness.

The Medicare program provides hospitalization, physician, diagnostic and certain other services to
eligible persons 65 years of age and over and others considered disabled. Providers of service are paid by
the federal government in accordance with regulations promulgated by the United States Department of
Health and Human Services ("HHS") and accept said payment, with nominal co-insurance amcunts
required of the service recipient, as payment in full.

to

Initially, Medicare proviced for reimbursement of reasonable direct and indirect costs of the services
furnished by hospitals to patien's, plus a specified return on equity for proprictary hospitals. As a result of
the Social Security Amendments Act of 1983, Congress adopted a prospective payment system ("PPS")
cover routine and ancillary operating costs of most Medicare inpatient hospital services. Under this
system, the Secretary of HHS established fixed payment amounts per discharge based on diagnostic related
groups ("DRG"). In general, a hospital's payment for Medicare inpatients is limited to the DRG rate,
regardless of the amount of services provided to the patient or the length of the patient's hospital stay.
Under PPS, a nospital may keep any difference between its prospective payment rate and its operating
costs incurred in furnishing inpatient services, but is at risk for any operating costs that exceed its payment
rate. Psychiatric hospitals, freestanding inpatient rehabilitation facilities and outpatient rehabilitation
services are exempt from PPS. Inpatient psychiatric and rehabilitation units within acute care hospitais are
eligible to obtain an exemption from PPS upon satisfaction of specified federal criteria. Qualified
providers of alcohol and drug treatment services were excluded from PPS until October 1, 1987. Such
providers are no longer eligible for exclusion from PPS effective with the beginning of their Medicare fiscal
year on or after October 1, 1987 and will be paid under PPS. Three of the Registrant's freestanding
facilities became subject to payment under PPS effective June 1, 1988.

Exempt hospitals and exempt units within acute care hospitals are subject to limitations on the level of
cost or the permissible inc"ease in cost subject to reimbursement under the Medicare program, including
those limitations imposed inder the Tax Equity and Fiscal Responsibility Act of 1982 ("TEFRA"). No
assurance can be given that psychiatric or rehabilitation services will continue to be eligible for exemption
from PPS or that other regnlatory or legislative changes will not adversely affect the Registrant's business.

Nine of the Registrant's facilities participate in the Medicare program. Of these, six are currently
exciuded from PPS (TEFRA limits are applicable to these facilities). Medicare utilization at those
facilities participating in the program averaged approximately 6% in fiscal 1988. The Registrant does not
believe that the imposition of TEFRA limits or PFS have had a material adverse impact on its business at
its freestanding facilities. Loss of exclusion at freestanding facilities would also not materially impact theRegistrant's business.
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Hospitals participating in the Medicare prograá are required to retain the the services of a peer
review organization ("PRO"). The PRO is responsible for determining the medical necessity, appropri-
ateness and quality of care given Medicare program patients. In instances where the medical necessity of
an admission or procedure is challenged by the F'RO, payment may be delayed, reduced or denied in tts
entirety. Amounts denied because of medical review may not be charged to the service recipient, they are
absorbed by the hospital. In non-emergency admissions (which encompass most of the Registrant's
admissions) review is performed prior to the patient's arrival at the hospital. In the event that the PRO
does not approve the admission, the patient is referred to an alternative treatment provider such as an
outpatiént program or sent home. The Regicirant believes that the existence of PROs has had a negative
impact on census growth in certain facilities, but is unable to measure the magnitude because the primary
impact is in lost admissions.

The Medicaid program is a combined federal and state program providing coverage for low income
persons. The speciic services offered and reimbursement methods vary from state to state. In the majority
of states, Medicaid reimbursement is patterned after the Medicare program. Less than 2% of the
Registrant's freestanding facility revenue is derived from the Medicaid program. Accordingly, changes in
Medicaid program reimbursement are not expected to have a material adverse impact on the Registrant's
business.

Competition and Promotion

The Registrant competes first for the deveiopment and implementation of freestanding facilities and
subsequently for patients who utilize those facilities. With respect to both of these areas of competition,
the Registrant's primary competitors are hospitals and hospital management companies (both not-for-
profit and investor owned) which offer programs similar to that of the Registrant. The Registrant hasfaced generally increasing competition in the last few years as a result of the increasing deveiopment of
competitive programs. Some of the hospitals which compete with the Registrant are either owned or
supported by governmental agencies or are owned by non-profit corporations supported by endowments
and charitable contributions which enable some of these hospitals to provide a wider range of services
regardless of cost-effectiveness.

The Registrant and its competitors compete to attract patients to utilize their programs. In many
instances the patient may be directed to a specific facility by his or her employer (or their agent), by a
physician, by a social services agency, or by another health care provider. The Registrant markets its
services by attracting these referral sources to its programs. The primary competitive factors in attracting
reterral sources, patients and physicians are marketing, reputation, success record, cost and quality of care,
and location and scope of services offered by a facility. The Registrant has an active promotional program,
described below, and believes it is competitive in reputation and other factors necessary for patient
attraction. In addition, the Registrant and its competitors compete to attract qualified physicians and
psychiatrists.

The Registrant has an active public relations program designed to iacrease public awareness of the
programs offered by the Registrant. During fiscal 1988, the Registrant spent $9,553,000 for all forms of
advertising in support of its freestanding operations. Media advertising (television, radio and print) was
$7,886,000 in fiscal 1988. The Registrant's advertising program includes a series of television commercials
advertising the Registrant's programs. The forms of media used are specificaily tailored to the geographic
area in which the marketing efforts are directed.

Other aspects of the Registrant's public awareness program include a nationwide telephone hot line
which is staffed by counselors who provide referral advice and help on a 24-hour basis and a Crisis
Intervention Program which assists relatives of chemically dependent or emotionally disturbed individuals
in motivating a potential patient to seek professional help through an appropriate program.
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