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Study Purpose and Process

This study responds to the legislative mandate included in Act 182 (2009) fhliathai iHealth Systems
Corpration (HHSC) to arrange fom dehalf of the Legislature, a comprehensive, independent review
and evaluation 8HHSC. Specific elements of the study specifi€gection 31 of HB 200 CDiclude

the following:

(1) A comprehensive facilitipy-facility review of operations, detailing efficiencies, deficiencies, and any
recommendations for corrective action;

(2) Overall reommendations on improving effectiveness and efficiencies systéta;

(3) Determination of responsibilities of facility administration, regional boards, corporate office, and
HHSC corporate board,;

(4) Determination of centralized services required by tlaeilities to be provided by the corporate
office;

(5) Performance bechmarks to be reported to theelislature prior to the commencement of each
regular session and upon request; and

(6) Recommendations on transition plans deemed necessary;

(7) Evaluation of effect@ness of the current legal structure and adherence to $tate procurement
code and salary structure;

(8) Measures taken to address material control weaknesses and reporting issues cited in audits
performed by theStatel dzRA G2 NJ | yR | | { / Qg fisBaEyiées RIPA0AS arld fiskak (i 2 NJ R«
year 20082009; and provided further that the department shall submit the report to thgislature
no later than twenty (20) days prior to the convening of the 2010 regular session.

HHSC responded to this mandate Bsigining and implementing a selection process consistent with the
Hawai'i Public Procurement Code. This resulted in contracting effective September 14, 2009 with
Stroudwater Associates, a national healthcare advisory firm, to undertake the study. Satendw
Associates supplemented its resources by entering into amutacting agreement with KMHLR a
Honolulubased accounting firm with prior working knowledge of HHSC in order to specifically support
the review of issues related to tHetateand exterral audits.

Stroudwater and KMH commenced the study during the second half of Septe@0#d The process it
applied to completing the study included the following activities:

a) Meetings with legislatie leadership includingenatorDavid Ige Chair,SenateCommittee on
Health; RepresentativeCalvin SaySpeaker of the Housegnd RepresentativeRyan Yamane
Chair, House Health Committee

b) Meeting with Linda Smittsenior Advisor of Policy to Governor Linda Lingle.

c) Meetings with each of the five HHSC Regi@uards.
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d) Site visits and staff interviews at all fourteen of the HHSC facilities.

e) Meetings with the HHSC Board.

f) Interviews with HHSC Corporate staff leadership.

g) Meetings with the StateAuditor aswellas | { / Q& 9EGSNYIf LYRSLISYRSyi
Audtor.

h) Meetings with leadership of external organizations includigwai’it  OA FA O | S+ G KX
Health Systems, Kuakini Medical Center, Kaislemvai'iGovernment Employees Association
(HGEA)and Union of Public Worke(§IPW)

i) Separate strategic and opational analyses of each of the three Medicare PPS (Prospective
Payment System) hospitals in HHSC (Maui Memorial Medical Center, Hilo Medical Center, and
Kona Community Hospital) which cumulatively represent over 70% of the total economic scale
of HHSC.

i) Review of strategicfinancialand operational analysis findings completed for each of the Critical
Access Hospital@dCAH}¥ in the HHSC system previously completed under the auspices of the
Hawai'iState Office of Rural HealtAdditionally, a review of t8 most current year profit and
loss statements was conducted.

k) Analysis ofStatebudget data,Statedemographic data, hospital financial data, hospital market
and clinical performance data, and detailed financial data pursuant to the audit related study
issues.

I) Review of the performance aklectedother U.S. public hospital corporations.

A more detailed summarization of meetingsncluded as Appendix A
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Executive Summary

G2S OFyQil a2t @S LINRofSYa o0& dzaAydDNBKSSRIWERSY®HYR
Albert Einstein

¢CKAA atdzRé 2F GKS 1 FglA6A 1SIHEGK {@adsSya / 2NL1LRNI G
response to a mandate by the Legislature for an independent review of HHSC and recommendations for
defining its futureand improving its performance. The context of the study includes unprecedented

Sate budget deficits,State subsidization of HHSC that has grown to over $lahNually and is

projected to continue climbing, and a continuing need HMSC capacities which serves approximately

one-fifth of the total inpatient hospithvolume in the State. hEe areas served by HHS®Xcluding Oahu

represent nearly a third of the Stafpulation This areds projected to grow by over 63,506y 2017,

a 17% increase.

HHSC is in a finaiatly perilous conditio LG NBOSAQOGSR || GD2AYy 20082y O0SNYy
independent audit report, calling the future financial viability of the organization into questtsn.

liquidity is at é&ngerously lowevels with barely enough current assets to meet current liabilitiétsis

far behind in its payments to vendors (80+ dayi$)e ageof its facilities ad other physical assets are

well abovenational averages. Its future viability is at risk, paricyl if the State is unable to provide

increasing levels of operating subsidies for HHSC going forward. We have assumed Statehaill

not have the capacity or tolerande fund increasing sulidies going forward, and seekgptions that

will allow itto substantially reduce HHSC subsidies as part of its overall imperative to balance the State
budget.

¢tKS &addzRé O2yOf dzRSa GKFd AyONEB
short term and long ternthallenges. It recommeisthree ¢ S & & S
future strategicaction.

Syilt OKFy3s Aa dzy
ALt OKFry3sSaé 1a |

¢tKS FTANRG aSaaSydaAlf OKFy3aS¢ OFftta F2NI I O2yOSNBEA
non-profit 501(c)(3) corporation. By definition, this changewouldend{ / Q& & il ddza +a |y |
{GFrGSsy RAAldzZEfAF@&AY3 AdG FNRBY NBYFAYAY3I LINL 2F (K.
GKS {GFrGS8SQa SEAalGAY3I NBGANBYSyd FYyR LIFAR GAYS 27F-
structureincluding a defined contribution benefit retirement plan and paid time off plan, HHSC can save

an estimaed $0.3M in annual operating costsAssuming other work rule related changes (e.gmig

of salaried/hourly employee status) and a willingness @ thLJr NIi 2F GKS {4dF 4GS G2 | a
operating liability for retiree health benefit costs,| { /arfddal operating costs can be reduced by an

additional estimated $B.3M. It is also projected thaHHSC would become far more effective in its

ability to generate capital through solicitation of philanthropic suppantd Federal funding In order to
SESOdziS GKAA &aSaaSy i ichpitalizétign. ywa Bave ebtingd that NBICdstiolNdS & NB
be re-capitalized using a State generallightion lond falling into a range between $286($56M cost
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of conversion; $200M recapitalizationand $456M ($56M cost of conversion and $400M
recapitalization) A detailed business plan including pro forma financials and cash flows will bieegbqu
to generate amore preciseestimate. The goal is tprovide HHS@vith adequate capital to retire a
variety of exsting financial liabilities whictvould be necessary as part of the conversion. The resulting
financial performance improvement of HHSC would givéhé aklity to service theannual debt
paymentassociated with this recapitalizati@stimated to total betweerfs20M and $36M.

¢tKS aS0O2yR aSaaSyiAal bperdliénial ¢ficRrciesOderitified as Paaf Mis Sty £ A T A y 3
and allowingsome portion ofthese savingdo inure to the individual operating organizations that
generate them The results of an overall review of HHSC facilities operations identified performance
improvement opportunities that would in aggregate result in annigdriicial performance gains within

the range of$20M to $40M. Opportunities identiled encompassrevenue cycleimprovements
additional staffing savings, length of stay reductions, g&iven the sharp time constraints related to
this study and the inabiy to study and quantify every potential opportunity, atidhal potential
savingscertainly exist. However, all major performance improvement opportunities are linked to
getting beyond the constraints of the current employment structure through a caime. This creates

the opportunity to drive accountability into the system by linking effort with reward at all levels of the
organizationfrom executive management down

¢tKS GKANR aSaaSyuiaalft OKIy3aSe¢ OF f t hererk thiNde byQen'S a4 & A y 3
model. While efficiencies of scale have never been broadly harvested by the HHSC system, they are
currently being eroded as each of the individual regions lsigitake on activities such as procurement

and IT. Nationally, an estimizd two-thirds of community hospitals operate within an affiliated system

modelt working to achieve efficiencies through a collaborative model with consolidation of shared
services.The study conservatively identified annual operating savings related tsetltiatives at

$6.5M annually.

ldadzYAy3d GKAa LIXFGF2NY 2F aSaaSyidiarft OKFy3aSaé Aa
be used for jdging the relative merits of fowstrategic options that could be pursued by HHSC. The five

key suicess factors include: 1) A corporate, governarecel management structure that facilitates

achieving strong performance by HHSSpitals and nursing homgg) Broad application of efficiencies

of scale and expertise; 3) A financial structure and paffory OS LJX Iy GKIF G YAYAYAT Sa
ongoing State subsidies; 4) The ability to understand the healthcare needs within the areas served by
HHSC; and 5) The ability to consistently deliver high quality clinical care and patient services.

The study dineatesfive strategicscenarioghat were considered andejected including the rationale

for not pursuing thesescenarios Rejectedscenariosinclude 1) closure of the HHSC facilities and

system 2) re-integration with the Department of Healthd) & (0 NHzOG dzNRAy 3 11 {/ Qa NBIA
hospital district entities4) spinning the three PPS hospitals into private independent corporations while
retaining the CAH facilities und@&tate sponsorship and 5) creating a dual employee structure that
grandfahers current HHSC in the civil service structure and employs all new staff outside of it.

8| Page
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Notwithstanding the five scenarios that were considered and rejected and assuming that the three
essential changes described above are committed to and being bctuesued, we presenfour
strategic options forconsideration Each option is tested against critical success factors for short and
long term viabilityof the healthcare services now provided by HHSC for communities across the State of
Hawai'i.

Thefirst strategic optionfully considereddescribes a regicunentric HHSC with séce bureau support

from what arenow HHSGorporate services.This option places control of regional assets, operating
resources, strategy, managemerand governancewith the regions to the five Regional Boardsd

region management It defines existing HHSC corporate services as a service bureau resource that
regionsutilize according to their setlefined needs and preferences. There is no obligation on the part
of the regions to utilize any HHSC service bureau offerifidie service bureau would be funded by dues
and service fees.

The second strategic option evaluated is a regional partnership hrpatrategy. This option envisions
that each region becomes an ingendent nonprofit private corporation and engages in a process for
attracting a capital/operating partner.The annual debt service obligation created by the conversion
would be prorated among the regionsPotential interest in the market by such partsewvas validated.

At the end of this process HHSC corporate serviaagd no longer be needed, and wouié ended.

The third strategic option evaluated is an HHSC corperatgric strategy. This envisions that many of
the duties and powers that havbeen delegated to the regions would be-censolidated at the
corporate level in ordetto link corporate accountability with authorityto simpify the process for
achieving efficiencies of scale/expertisedto create a more integrated clinical servidelivery system.

It concludes thatvhile there was some logic to the delegation of power to the regions through Act 290
in 2007, the stark realities of the current recessionary environment demand a new apptoatch
consolidates accountabilities and autitees at the corporate level.

The fourth strategic option evaluated is an HHSC system corporate partnership strategy. This envisions
that HHSC would engage in a formal process as a system to identify a capital/operating ipattraing

both in-state and mainland optionsto help accelerate its transformation to a high performing
contemporary delivery system. This option rests upon the conclusion that as a system HHSC by itself is
insufficient in scale to move to the highest levels of performance,thatiso many of its basic systems

and infrastructureare in need of major updating that it will take the-place resources of a more
advanced system to help it catch uphis will result in a sharing of governance authority between HHSC
and a chosen panter.

The study recommende fourth gotion as the most effective onfer meeting the needs of the people
served by HHSC over the short and long terms. It further recommends that this option be pursued at
high velocity in light of the financial status loéth HHSC and the State. This targetstructuring of
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HHSCgovernance and managemenpursuit of operational efficiencigsconversion of HBC to a
501(c)(3)and immediate pursuit of operational efficiencies identified. It further targets completfan
process for identifying the right partner with which to enter dnt transaction It recommends
completing this entire process within the next32years.It identifies the need for continued State
subsidy during the transition period, and ongoingpgart of the surviving entity based upon need
beyond the transition. We recognize that these are aggressive time frames. We also recognize the
intensity of financial pressures that motivate this proposed speed.

The following Sources and Uses of Funds ftaS & dzYYlF NAT Sa GKS TFAylFyOAl f
OKI y3S¢ NB O xivihe $I58M récaitafization levaind the implementation of option four
2y 11 {/ Q& FAYIYOALt Fdz2idNB FyR {dFG8 FdzyRAy3 ySSR.

Sources and Uses: Essential Changed Option Four

Conversion of HHSC into a non-profit 501(c)(3) private corporation
Sources and Uses of Funds ($000's)
State Fiscal Year

Sources of Funds ($000's) FY2011 FY2012 FY2013 FY2014
State of Hawai'i General Fund appropriations $ 60,000/ $ 50,000/ % 40,000| $ 30,000
Capital improvement funds 20,000 10,000
Capital partner(s) contributions 50,000 20,000
General revenue bonds 255,800
Total Sources of Funds 335,800 60,000 90,000 50,000
Uses of Funds FY2011 FY2012 FY2013 FY2014
Conversion to 501(¢)3

Payoff of unused vacation 34,000

Payoff of accrued compensatory time 3,500

Unpaid workers' compensation claims 18,300

Total Conversion Costt 55,800

Recapitalization of HHSC 200,000
Capital improvement projects and other infrastructure investments 20,000 10,000 50,000 20,000
Continued subsidies for hospital operations 60,000 50,000 40,000 30,000
Total Uses of Funds $ 335,800[$ 60,0000 $ 90,000 $ 50,000

LG &aK2dzZ R 0SS y2G4SR GKFG Fff¢ 2F (GKS aSaaSyudaalt OK
commitment by the State for subsidizing care in rural areas that is inherently inefficient to provide. We

have reommended a glide path that reduces State financial support of HHSCh&0M for operations

and $20M for capital in FX011 to an ongoing operations subsidy of $30M by2B¥4. The study also

emphasizes the difficult challenge related to successful iMi@ey G GA 2y 2F (GKS aSaaSyi
each option. Successful execution will require strong leadership and management, sustained focus and
discipline, a sense of urgency, and a commitment to success. Whilmandated scope dhis study

did not evaliate leadership and management resources within HHSC, such an evaluation is warranted.

While there is considerable execution risk related to the recommendations, the financial cost of failure
may be less than the long term costs of ever increasing Ssatesidies to HHSCThe political will
required to make the necessary corporate structure, governance, management and operational changes
is considerable. The potential return on investment related to applying this will is substantial.

10| Page
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Finally, the stud S @I t dzZ §Sa | | { /989 and grivatedfaadit fih@ikys and Witk State
procurement regulations. While problems are identified, they are not of sufficient gravity to delay
pursuit of the recommendations in this report. A set of performance itaoimg metrics are also
presented as a recommended scorecard for tracking HHSC performance during this process.

11| Page
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Situation Summary

The State oHawai'iand HHSGare collidingat the crossroads of twomajor, competing imperatives.

One is thesharedresponsibilityof HHSC and thete8e to provide appropriatehealthcareresources to

meet theneeds of gopulation served by HHSC that is growing, aging, disproportionately poor, sick, and
underserved The other is théegaland fiduciaryimperative of balancing th&tatebudget.

| 1 { /cuPrént year subsidy of $111.B4representsapproximatelym 1 LIS NO Sy (i $1zbilion! | 61 A 6 .
budget deficitt What allows HHSC to continue operating &tate subsidies from the General Fund,
augmented by speciadllocations to individuaHHSONBS 3 A 2 y & ® h@SNJ mc2 2F |11 {/
depends uponState subsidies(excluding Medicaid and disproportionate share payment#)s the

following graphic highlights, thdownward financial performancdrajectory of HHS@nder ts current

operating arrangements expected tocontinue.

Hawai'i Health Systems Corporation
Historical Operating Income (Loss) Trending
Fiscal Years 1998-2011
(000s)

10,000 —&— Acute Facilities

\ /'\ —8— CAH Facilities
: \5( ) : : : : : : : : : : Oahu Region
1998 1999 2000 ZW 2003 2004 /20%006 2007 2008 2009 2010 2011

NOTES:
(10,000 1 | *Acute Facilities=Hilo,
Kona, Maui
(20,000) “CAH
Facilities=Hamakua,

Kau, Kohala, KVMH,

(30,000) \ SMMH, Kula, Lanai
*Oahu Region=Leahi,
(40,000) \ Maluhia, Kahuku, Rosalani
*FY 2008 operating

(50,000) losses include

adjustments for OPEB
/.\‘ liability not reflected in

(60,000 \ | ;
(60,000) earlier years, nor in FY
09 or FY 10 or FY 11.

(70,000) .
FY 09 amounts are
unaudited, FY 10 & 11
(80,000) v amounts are budget.
(90,000)
Fiscal Year

Source: HHSC Management Projections

! Hawai'i State Budget Web Page
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HHSC i afinanciallyperilous condition as a able going concern. Evidendecumenting this peril
includes the following:

e | aD2AY3 [/ 2YyOSNYyE¢ FAYRAYI AYy 11 {/ Q& wnny I dzZRAG®
will exceed State dflawai’ilr LILINR LINA F GA2ya F2NJ 3SySNI £ HMBISNI GA 2y
unad £ S G2 1SSLI OdZNNBy G 2y LIl eySyida (2 OSYR2NBXO®
medical supplies and services vendors placing them on credit hold or cash on delivery Stedss
YFEGGSNE ONBIFGS &dz adil yi Adorftinuikes dagoiing coreedidzi 1 | { / Q& | 6

e FY 200@nauditedloss on operations: $11684M

e FY 201Mudgeted loss on operations$99.0M [1st gtr. FY 2010 HHSC beat budget by $7.8M]

e Days in payables: 80.9 days [$35.4M as of 9/2009]

e Unresticted net assets:-$46.2M as of 6/30/09 this number does not include unrestricted net
assets invested in capital assetst of related debt of $198.3[M[assets other than fixed asts such
as buildingsequipment, andcash restricted in use]

e Days cash on hand: 25.8s(0f9/30/09) [the mediandays cash on hand f@&PBBB credits is
113.5, and folS&PA creditsis 176.7]

e Current Ratio 1.06 (as of 6/30/09)current assets divided by current lidities. This means that all
assets available to HHSC from current operations fadivibéhe assets required to paoff liabilities
currently due]

¢ Quick Ratio .26(as of 6/30/09 [cash on hand divided by current lilities. This meanghat there
areonly 26cents ofavailable castior evely dollar of current liabilities]

e Days ireceivables: 88.7 (as of 9/2009)

Source: All above numbengere sourced from internal HHSC documents and verified by the HHSC Comptroller

The following table compares some of these value§tiomsonrReutersnationalmedians

HHSC Median
Consolidatec Benchmark Goal

Current Ratio 1.06 2.8 z
Days in Accounts Receivable 88.7 50.7 bl
Days in Accounts Payable 80.9 44.9 b3
Days Cash on Hand 25.3 58.4 z

As indicatedn the following graphic, the State has made a substantial refio spare HHSC from the
pain of the budget crisis through FY 2010 by increasingptopriated subsidy to $111.5M. The
subsidy for 2011 is budgeted to be reduced by $15M to a total of $96M.

2 Deloitte & Touche HHSC 2008 Audit, pp221
13| Page
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Hawaii State Government Departmental Funding Change
(FY 2009 FY 2011)
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Source: State of HawaiBudget Web Page, Oct. 18, 200¢

HHSC depends upon State subsidies for its continuing operational viability. The State expects that HHSC
will not retainany financialresources beyond its operating need$he result is that HHS43 a system

has no ability to accumulate significant working or investment capital resources from operations. As a
result it is in a total financial dependey relationship with the t&te for both operating subsidies and
access to investment and workicgpital.

In general Hawai'is a difficult opeating environment for healthcare providersin 2008,Hawai Q2 &
hospitals lost $187M on operatiorfaote: excluding investment income or philanthropy), according to a
study completed by Ernst Young, LLRn behalf of the Healthcar@ssociation oHawai'i The study
cites several structural factors which makdéawai‘ia challenging environment for hospitals. These
include:

V A shortage of long term care beds that require hospitals to provide over 74,0@ntmtlays
annually of sukacute level care in acute care settings.

V A growing demand for charity care.

Medicare and Medicaid payments that fall below the cost of providing the care.

V High costs related to theealities of island economies that are not refled in government or
private payment rates.

V Low provider payment levels for both hospitals and physicians compared to the ratio of
commercial/Medicare payments nationally. [Cost shifting to commercial payers is how most
markets make up for underpayment lgovernment payers. Low payments ltawai'iare
justified by payers based upon the high percentage of the population covered (95%+) as a
result of theHawai iPrepaid Healthcare Act (HPHCA)]

<
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There are a variety of reasorHSGpecificallyhas experiencedisproportionate andchronicoperating
RSTAOAGA O2YLI NBR G2 |1 6FABGAQE 20KSNJ K2aLAGLFtad ¢

a) Scale: The sizeof the marketsserved byY | y & 2 T operatifig/ steedresult in structural
inefficiencies related to their small scalelHSC is theole source of health care for several isolated
neighbor island communities (e,d&au, KohalaLanai, North Shore ofOahy. Operating scale is a
significant determinant of operational efficiency.

b) Management/GovernanceStructure: The management angovernance configuration offHSC
established by Act 290 (2007) and further modified by Act {B209) has ended up being
operationally and structurally dyunctional. Initially it did create an opportunity for the regions to
retain strong hospital operats, which was donelt did allow the regions to sidestep some of the
inefficient processes related to HHSC corporétewever, structurally it delegateauthority to the
Region Boards while maintaining operatiomald financialaccountability at the corporate level. It
inhibits system efforts to establish efficiencies of scale andedige. Ithas allowed system
efficiencies previously pursued by HHSC to be scaled back to the reghrike corporate level it
gives managemd disproportionate voice in governancby having over 40% of the Board
comprised of executive managerdhere is dack of checks and balances between the Corporate
Board and the Regional Boards resulting in regional boards making decisions in thadrest of
their region that cancost the system more and not be in the long range best interest of other
regions. Conversely a single region now has the ability to stop a system initiative that could reduce
cost and be in the long randmest interest of d regions.

¢) ClinicalDuplication: There is unnecessary duplication of clinical services within the system due to
the inability of systenmgovernance and managemett consolidate clinical resources at selected
sites to serve the entire system.

d) Performane Management: Thae is alack of reporting transparency aroundsystem and site
performance. There is little benchmarking of performance against internal or external best
practices.

e) Capital Shortfalls: There has been and continues to béranic underfinancing of capital
investments that can improve operating efficiency and competitive positioning.

f) Operational Inefficiencies: There are significant operational inefficiencegsvariousdelivery sites.
This reflects

V alack of systentonsolidation;

V failure to address root causes of undergell | y OS NB & dzf (work-H NR ¢zy BE4ISy
and outsourcing;

V expensive regulatory obligatioiseS L2 4 yd §a A5
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V inadequate management training and development processes

V a financial disincentiveesulting fromthe Sate-HHSC relationship thateducts operating
improvements from tte subsidytotals;

V financial and operating tactics agd at maintainingd 2 YS T A y | y Oby keleping O dza K A 2
improved efficiency options availableo blunt the impact of possibie future reductions in
Sate subsidies.

g) Corporate Structure:The public private partnershp corporate model under which HH8@erates
(i.e. public benefit corporation) requires that HHSC comply with bothgsdwice employmenand
State procurement rues that significantly increase operating costdhe precipitous increase in
HHSGosses between 2008 2007 disproportionately reflects increasescinil service benefit costs
and the mandate that HHSC operate un&ateprocurement rules.

TheState Aministration and Legislaterhave persistently suggestéloht opportunities exist to improve

the performance of HHSC. Thdrave been suggestiortkat recentperformance reporting by HH3f@s

been inaccurater misleading. Theseave been exacerbateoly a recent reviewcompleted bythe State

Auditor thatA y Of dzZRSR aYF GSNAIf O2y(iNBft 6SI1ySaa¢ FAYRAY
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Nationaland StateTr ends Shaping HHSCO0s Future

While HHSC serves the islandt& of Havai'i, it does not operatén isolationas a healthcare provider
system Like all U.S. healthcare providers, its future will be profoundly influencethdyarger
economy, demographics, federal law and regulations, the national supply and demand of the market for
physicians and other clinicand management talent, technology, and ultimately provider and patient
needs and expectations. It is imprudent to select a strategic direction for HHSC without taking these
powerful forces into account.

In this moment of high political drama inahirgton D.C.regarding consideration dhe largest health

care reform proposain the past 45 years, making piee environmental predictions ignusually
difficult. State trends as they relate to demographics and economics are somewhat easier to decipher,
although still far from precise. In both national aBthteenvironments it is however possible to discern
directionality. The following points represent our judgment regarding the most powerful forces that wil
impact HHSC over threext fiveyears.

Macro-Economics
National

Qurrent federal deficits growing at over $1 trillion annually will be exacerbated by the $61 trillion in
unfunded federal funding commitments that primarily reflect Medicare and Social Security liabilities.
These structural realitis will drive major hed#icare provider payment refornas well as changes in
benefits, beneficiary fiancial obligations, and other strategies for reducing federal financial obligations.

Providerpayment reform wilNS & dzf G Ay OK I y 3 S Servikeyof payseénk sPstemBo@aid dzy A
Godzy Rt SRe 2 NJ SLIA &ig RéSshart Fun. Olh iN&Slong Hur® pagnyeit &vill be made for

caring for defined populationsequiring far more integration andhtegrated systems of care than are

the case today.

Implementation of federal health reform policies that significantly increase the percentage of people

with health insurance coverage could ironically punish providers in Hawai'i by lowering Medicare
payments based upon the assumption that provider bad debd charity care costs will fall

RN} YIFIGAOFff&o I FégFABAQEA f2y3a GSN¥Y LRt ACRateSTT 2 NI
legislative initiatives has already achieved much of this goal, making it impossible for providers to reduce

bad debt ad charity care at the same levdlsat are likely possible in other markets

Hawai’i

lff NBOSYylG LINRP2SOlGAz2ya 02y Of dzRS GKIG 116l A6AQa SC
another two years. Discussions with the Statel@at Director paited out that $ate deficit levels are
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more likely to rise than fall based upon revenue projections, and dieapite extremely aggressive cost
reduction initiaives identified to datethe budget gap is still likely to fall in the $3068600M rangeoy
the end of CY 2009 | 1 { / cudentlR @Fdsédts Gpproximately 5% of the totiate budget,
making it a meaningfidxpense that is worthy of focus

Leqislative/Requlatory Trends

National
The clearest policy directions emanating from Washington are aroundgogyerformance, interactive
electronic medical records (EMR), unit of service payments, and increasing health benefit coverage.

Payfor-performance initiativesinclude:

e AbSOSNIASESY NI GK2AS &AGdz A prycanditioris SidhiBasmajori NB 3 Sy )
medication errors, wrong site surgery, amsgtched blood transfusions causing injury or death
gAff y2 f2y3aISNIo6S LIAR T2N) o0& aSRNgOW.NB ¢ KS f

e Valuebased purchasing (VBP) which uses CMS Core Indicators (standardized survey instrument
for measuring clinical quality) and HCAHB®r(dardized survey instrument for measuring
patients' perspectives of hospital caréo determine whether indiidual hospital providers
should receive full Medicare reimbursement, or be penalized for poor performance.

e Secondary diagnosis or conditions that were not documentedrasemt on admission (POA)
but were acquired during the hospital stay (ejgressureulcers, vascular catheter associated
infections, hospital acquired injuries, and cathetessociated urinary tract infections) will affect
Medicare payment.

e RAC (Revenue Recovery Audit Contractor) audits aimed at recovering funds paid to Medicare
provider organizations that were not in compliance with Medicare rules and regulations.

These payor-performance initiatives are transforming quality, seryiaad compliance into a revenue
cycle issue for hospitals. In other words, not meeting qualégwise and compliance standards, as well
as improper documentation and codingow results in the potential for significant reductions in
Medicare/Medicaid revenueThis trend will continue.

Interactive Electronic Medical Record (EMRijitiatives include functionality, security, and
interoperability. Failure to meeFederallydefinedd YSI YAy 3Fdz dzaS¢é¢ &aidl yRI NR&
under development will result in dictions in Medicare payment by 2015 and ineligibility for nearly

$85B in federal funds targeted toward helping providers to meet these new expectations.
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Unit of service paymentrends arelikely moving toward going beyonMSDRG Kledicare Severity
adjusied Diagnostic Related Group) payment arrangements to episode of care and ultimately population
based payment arrangements where providers are paid a fixed amount for caring for a defined
population for specified period of time. This will require far gegatoordination and integration among

and between providers.

Finally,increasing coverag#o reduce the number of uninsured Americans is the core feature of health
reform. As prewusly noted, the tate of Hawai'i could be hurt by this process if propb$egislation is
passed that limits provider payments under the assumption of large reductions in bad debt and charity
care that are not available in Hawai'i as a result of its 30 years of initiatives targeted toward
independently achieving universal coage.

Hawai'i

Given the current fiscal crisis in Hawai'i, the overwhelming trend is toward finding solutions for
balancing the budget. Over the next several years this is likely to reduce resources available for
Medicaid ($400M of onéime federal stimulus money has been used to support Medicaid funding
through next year) as well as for a variety of Department of Health programs and initiatives. The short
term focus will inevitably be on the preservation of existing programs and capacities ratremngw

health policy initiatives.

Demographics

National

As noted above, rgwth in the population eligible for Medicare and Social Sigupenefits is the
underlying unprecedented pressure on the federal budgetith a projected doubling of Medicare
bendiciaries over the next 25 years.

Hawai'i

The State of Hawai'ican be characterized as experiencing grovethd having a relatively high
percentage over 65Across the entire State, HHSC captures 19% of the total inpatient mdrket{ / Qa
sources offunding are 38% privateand 59% public. This compares to ARARISC Hawai'i facilities with
32% of funding from private sources and 66% from public payers.

State of Hawaii

Population HHSC Payer Mix (2008) Market Share (2008)

2007 estimated 1,298,043 Eri\éﬁte 38%590/ HHSC mm 19%

10 year projected 11% ublic I G o
% over 65 14% Self Pay 1 3% Other 81%

Source: Applied Geographic Solutions and U.S. CdrBli€ database
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Poverty Levels

Poverty eimates for the State of Hawaiare shown below. Hawai'l and Kaua'i Counties show poverty

rates in excess of the State averages.

Poverty Estimates 2008

STROUDWATERASSOCIATES

County Number Percent

Hawaii County 22,980 13.3
Maui County 12,798 9.0
Honolulu County 74,601 8.5
Kauai County 6,239 9.9
Hawaii 116,618 9.3

Source: US Census Bureau Small Area Income and Poverty Estimates, Nov. 2009 release

No data available for Kalawao County
Percentages in  bold exceed state

Poverty Estimates 2004-2008
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Death Rates
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As noted in the table below, death rates fibre State show significant variation by region.with the

poverty data, both Hawai'i and Kaua'i Counties have higher than average rates for most causes of death.

Hawaii County Maui County Honolulu County Kauai County

" rate per % of rate per % of rate per % of rate per % of
Causes of Death (rate per 100,000) Hawaii 100,000 state 100,000 state 100,000 state 100,000 state
HEART DISEASE 182 209 114% 165 90% 180 99% 191 105%
MALIGNANT NEOPLASMS 168 186 111% 161 96% 164 97% 198 118%
CEREBROVASCULAR DISEASE 54 64 119% 41 76% 54 100% 53 98%
EMPHYSEMA AND OTHER CLRD 23 27 114% 29 124% 21 92% 28 121%
INFLUENZA AND PNEUMONIA 18 20 107% 14 77% 19 101% 22 119%
DIABETES MELLITUS 18 19 105% 22 121% 18 96% 19 104%
OTHER CIRCULATORY SYSTEM DISEASES 15 16 103% 9 60% 12 78% 17 114%
ALZHEIMERS DISEASE 15 24 156% 15 99% 11 74% 12 77%
NEPHRITIS,NEPHROSIS 12 11 87% 13 107% 12 101% 14 110%

Source: Hawaii State Department of Health 2003-2007 and US Census Populations
No data available for Kalawao County
Percentages in  bold exceed state
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Hawai'i County

The population for the Hilo Region bfawai’i Countyis estimated to total 123,000 with a projected
growth of 18% over the next ten years. In this region, HHSC facilities capture 73% of the inpatient
market share. In the Kona Region, the population is estimated at 52,000, with a projected growth of 23%
overthe next ten years, and HHSC market share of 51%.

Big Island
Community (SES) Population HHSC Payer Mix (2008) Market Share (2008)
Hilo Region 2007 estimgted 122,790  Private 29% ,, HHSC m—73%
10 year projected 18% Public o— 68% Other 279
% over 65 15% Self Pay 1 3%
Kona 2007 estimated 51,548 gri‘é?te 39%580/ HHSC — 51%
10 year projected 23% ublic I o o
% over 65 11% Self Pay 1 3% Other 49%

Source: Applied Geographic Solutions and U.S. CenBll€ database

HHIC SES community groupings on the Big
Island include Hilo Region (red) and Kena
(blue). Market and demographic data are
based on these community groupings. “Hilo
Region" is a combination of the SES
communities of Hilo-Nerth Hawaii and
South Hawaii.

‘D konala Hospital
Hale Ho'ola Hamdkuam_

North Hawaii Community Hospitat- Together, these two SES communities are
4 referred to as the "Big Island” in the
Stroudwater report.

i
“Hilo Medical Center

*__Kona Community Hospital

Ka'u Hospital
Community (SES)
Hilo Reqgion
Kona

I L6 A6A [/ 2dzyieQa RSFIK NIGSa FyR LR2@GSNIE& AYyRAOLF (2
more difficult on this Island thaan others. With over 30,000 additional people projected to be living on
the Island by 2017, provision of adequate ascteshealthcare resources will be even more challenging.

Assuming 2.5 occupied beds per 1,000 population, an additional 77 beds are likely to be occupied at
future population levels. At an aggressive operationally achievable occupancy rate of 75%i)l this
require 100 additional beds, excluding peak demand requirements. A total of 97 acute care beds are
unfilled today on the Island. The demand for outpatient and long term care is growing much faster.
There is significant evidence of a need for iiddal health services infrastructure investment in the
future.
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Maui County

The population for the West and Central Maui Region of Maui County is estimated to total 100,000 with
a projected growth of 13% over the next ten years. In this region, HatSlifies capture 85% of the
inpatient marke share. In the Moloka’i/Lanakast Maui Region, the population is estimated at 44,000,
with a projected growth of 15% over the next ten years, and HHSC market share of 64%.

Maui Islands

Community (SES) Population HHSC Payer Mix (2008) Market Share (2008)
West & Central 2007 estimated 100,136 Private 44% HHSC IS5,
Maui i 9 Public 52%
10 year projected 16% 40/— ° Other 15%
% over 65 13% Self Pay m 4%
MolokallL_anall 2007 estimated 43,672 Privqte 45% HHSC T 4%
East Maui 10 year projected 15% Public s 51%
5% Other 36%
% over 65 11% Self Pay B 5%
Source: Applied Geographic Saos and U.S. CensusHIC database
HHIC SES community groupings in the
Molokai General Hospital Maui region include \West & Central Maui
] (yellow) and Molokai/Lanai/East Maui
(green). Market and demographic data are
based on these community groupings.
Together, these two SES communities are
" Mo MemaAst Madical Cente: referred to as the “Maui Islands” in the
Lo Q- - Stroudwater report
Community (SES) (1] 1
West + Central Maui
Molokai - Lanai - East Maui &

al dzAQa o0Sft2¢ I @SNF IS R SuggeKthalciess Eafdyyh@® sehipe® Bdylbe  f
lessdifficult on this Islad thanon others. With 22,00Gadditional people projected to be living on the
Island by 2017and assuming 2.5 occupied beds per 1,000 population, an addif&izds are likely to

be occupied at future population levels. &t occupancy ree of 75%, this will require 7a@dditional

beds, excluding peak demand requirement®n Maui, he biggest issue regarding adequate acute care
beds will be the future ability to move stdtute care patients out of acute care beds and into long term
care settings
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Kauai County

Population

Thepopulation for the East Kaua'i Region is estimated to total 33,000 with a projected growth of 10%
over the next ten years. In this region, HHSC facilities capture 8% of the inpatient market share. In the
North and West Kaua'i Region, the population isneated at 30,000, with a projected growth of 12%
over the next ten years, and HHSC market share of 37%.

Kauai Island

Community (SES) Population HHSC Payer Mix (2008) Market Share (2008)
East Kauai 2007 estimated 32,838
10 year projected 10%
% over 65 14%
North & West 2007 estimated 29,933
Kauai 10 year projected 12%
% over 65 15%

Source: Applied Geographic Solutions and U.S. Cerbli€ database

Y dzI A /aBodedvierage death rates and poverty levels suggest that access to safety net services
may becomparatively challengingVith an additional 6,800 people projected to be living on the Island

by 2017assuming 2.5 occupied beds per 1,000 population, an additibfiabeds are likely to be
occupied at future population levels. At an occupancy rate of 75%, this will require 23 additional beds,
excludhg peak demand requirement®rojected future needswill not tax the available inpatient
capacity on the Island. Lgrterm care beds including CAH swing bed capacity is inadequate, and the
need for more primary care physicians in the future is apparent.
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