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Study Purpose and Process 

 

This study responds to the legislative mandate included in Act 182 (2009) for the Hawai`i Health Systems 

Corporation (HHSC) to arrange for, on behalf of the Legislature, a comprehensive, independent review 

and evaluation of HHSC.  Specific elements of the study specified in Section 31 of HB 200 CD1 include 

the following: 

 

(1) A comprehensive facility-by-facility review of operations, detailing efficiencies, deficiencies, and any 

recommendations for corrective action; 

(2) Overall recommendations on improving effectiveness and efficiencies system-wide; 

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

HHSC corporate board; 

(4) Determination of centralized services required by the facilities to be provided by the corporate 

office; 

(5) Performance benchmarks to be reported to the Legislature prior to the commencement of each 

regular session and upon request; and 

(6) Recommendations on transition plans deemed necessary; 

(7) Evaluation of effectiveness of the current legal structure and adherence to the State procurement 

code and salary structure; 

(8) Measures taken to address material control weaknesses and reporting issues cited in audits 

performed by the State ŀǳŘƛǘƻǊ ŀƴŘ II{/Ωǎ ŜȄǘŜǊƴŀƭ ŀǳŘƛǘƻǊ ŘǳǊing fiscal year 2007-2008 and fiscal 

year 2008-2009; and provided further that the department shall submit the report to the Legislature 

no later than twenty (20) days prior to the convening of the 2010 regular session. 

 

HHSC responded to this mandate by designing 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.  Stroudwater 

Associates supplemented its resources by entering into a subcontracting agreement with KMH LLP, a 

Honolulu-based accounting firm with prior working knowledge of HHSC in order to specifically support 

the review of issues related to the State and external audits. 

Stroudwater and KMH commenced the study during the second half of September, 2009.  The process it 

applied to completing the study included the following activities: 

a) Meetings with legislative leadership including Senator David Ige, Chair, Senate Committee on 

Health; Representative Calvin Say, Speaker of the House; and Representative Ryan Yamane, 

Chair, House Health Committee. 

b) Meeting with Linda Smith, Senior Advisor of Policy to Governor Linda Lingle. 

c) Meetings with each of the five HHSC Regional Boards. 
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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 State Auditor as well as II{/Ωǎ 9ȄǘŜǊƴŀƭ LƴŘŜǇŜƴŘŜƴǘ !ǳŘƛǘƻǊ ŀƴŘ LƴǘŜǊƴŀƭ 

Auditor. 

h) Meetings with leadership of external organizations including Hawai`i tŀŎƛŦƛŎ IŜŀƭǘƘΣ vǳŜŜƴΩǎ 

Health Systems, Kuakini Medical Center, Kaiser, Hawai`i Government Employees Association 

(HGEA), and Union of Public Workers (UPW). 

i) Separate strategic and operational 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. 

j) Review of strategic, financial, and operational analysis findings completed for each of the Critical 

Access Hospitals (CAHs) in the HHSC system previously completed under the auspices of the 

Hawai`i State Office of Rural Health. Additionally, a review of the most current year profit and 

loss statements was conducted. 

k)  Analysis of State budget data, State demographic data, hospital financial data, hospital market 

and clinical performance data, and detailed financial data pursuant to the audit related study 

issues. 

l) Review of the performance of selected other U.S. public hospital corporations. 

A more detailed summarization of meetings is included as Appendix A. 
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Executive Summary 

 

ά²Ŝ ŎŀƴΩǘ ǎƻƭǾŜ ǇǊƻōƭŜƳǎ ōȅ ǳǎƛƴƎ ǘƘŜ ǎŀƳŜ ƪƛƴŘ ƻŦ ǘƘƛƴƪƛƴƎ ǿŜ ǳǎŜŘ ǿƘŜƴ ǿŜ ŎǊŜŀǘŜŘ ǘƘŜƳΦέ 

Albert Einstein 

 

 

¢Ƙƛǎ ǎǘǳŘȅ ƻŦ ǘƘŜ Iŀǿŀƛȫƛ IŜŀƭǘƘ {ȅǎǘŜƳǎ /ƻǊǇƻǊŀǘƛƻƴΩǎ όII{/Ωǎύ ŎǳǊǊŜƴǘ ǎǘŀǘǳǎ ŀƴŘ ŦǳǘǳǊŜ ƻǇǘƛƻƴǎ ƛǎ ƛƴ 

response to a mandate by the Legislature for an independent review of HHSC and recommendations for 

defining its future and improving its performance.  The context of the study includes unprecedented 

State budget deficits, State subsidization of HHSC that has grown to over $111M annually and is 

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

one-fifth of the total inpatient hospital volume in the State.  The areas served by HHSC, excluding Oahu, 

represent nearly a third of the State population.  This area is projected to grow by over 63,500 by 2017, 

a 17% increase. 

 

HHSC is in a financially perilous conditionΦ  Lǘ ǊŜŎŜƛǾŜŘ ŀ άDƻƛƴƎ /ƻƴŎŜǊƴέ ŦƛƴŘƛƴƎ ŀǎ ǇŀǊǘ ƻŦ ƛǘǎ 2008 

independent audit report, calling the future financial viability of the organization into question. Its 

liquidity is at dangerously low levels with barely enough current assets to meet current liabilities.  It is 

far behind in its payments to vendors (80+ days). The age of its facilities and other physical assets are 

well above national averages.  Its future viability is at risk, particularly if the State is unable to provide 

increasing levels of operating subsidies for HHSC going forward.  We have assumed that the State will 

not have the capacity or tolerance to fund increasing subsidies going forward, and seeks options that 

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

budget. 

 

¢ƘŜ ǎǘǳŘȅ ŎƻƴŎƭǳŘŜǎ ǘƘŀǘ ƛƴŎǊŜƳŜƴǘŀƭ ŎƘŀƴƎŜ ƛǎ ǳƴƭƛƪŜƭȅ ǘƻ ōŜ ǎǳŦŦƛŎƛŜƴǘ ǘƻ ŜŦŦŜŎǘƛǾŜƭȅ ŀŘŘǊŜǎǎ II{/Ωǎ 

short term and long term challenges.  It recommends three άŜǎǎŜƴǘƛŀƭ ŎƘŀƴƎŜǎέ ŀǎ ŀ ǇǊŜǊŜǉǳƛǎƛǘŜ ŦƻǊ 

future strategic action.  

 

¢ƘŜ ŦƛǊǎǘ άŜǎǎŜƴǘƛŀƭ ŎƘŀƴƎŜέ Ŏŀƭƭǎ ŦƻǊ ŀ ŎƻƴǾŜǊǎƛƻƴ ƻŦ II{/ ŦǊƻƳ ŀ ǇǳōƭƛŎ ōŜƴŜŦƛǘ ŎƻǊǇƻǊŀǘƛƻƴ ǘƻ ŀ ǇǊƛǾŀǘŜ 

non-profit 501(c)(3) corporation.  By definition, this change would end II{/Ωǎ ǎǘŀǘǳǎ ŀǎ ŀƴ ŀƎŜƴŎȅ ƻŦ ǘƘŜ 

{ǘŀǘŜΣ ŘƛǎǉǳŀƭƛŦȅƛƴƎ ƛǘ ŦǊƻƳ ǊŜƳŀƛƴƛƴƎ ǇŀǊǘ ƻŦ ǘƘŜ {ǘŀǘŜΩǎ ŎƛǾƛƭ ǎŜǊǾƛŎŜ ŜƳǇƭƻȅƳŜƴǘ ǎǘǊǳŎǘǳǊŜΦ  .ȅ ǊŜǇƭŀŎƛƴƎ 

ǘƘŜ {ǘŀǘŜΩǎ ŜȄƛǎǘƛƴƎ ǊŜǘƛǊŜƳŜƴǘ ŀƴŘ ǇŀƛŘ ǘƛƳŜ ƻŦŦ ōŜƴŜŦƛǘǎ ǿƛǘƘ ŀ ŎƻƴǘŜƳǇƻǊŀǊȅ ǇǊƛǾŀǘŜ ǎŜŎǘƻǊ ōŜƴŜŦƛǘ 

structure including a defined contribution benefit retirement plan and paid time off plan, HHSC can save 

an estimated $50.3M in annual operating costs.  Assuming other work rule related changes (e.g. re-mix 

of salaried/hourly employee status) and a willingness on thŜ ǇŀǊǘ ƻŦ ǘƘŜ {ǘŀǘŜ ǘƻ ŀǎǎǳƳŜ II{/Ωǎ ŜȄƛǎǘƛƴƎ 

operating liability for retiree health benefit costs, II{/Ωǎ annual operating costs can be reduced by an 

additional estimated $31.3M.  It is also projected that HHSC would become far more effective in its 

ability to generate capital through solicitation of philanthropic support and Federal funding.  In order to 

ŜȄŜŎǳǘŜ ǘƘƛǎ άŜǎǎŜƴǘƛŀƭ ŎƘŀƴƎŜέ II{/ ǊŜǉǳƛǊŜǎ ǊŜ-capitalization.  We have estimated that HHSC should 

be re-capitalized using a State general obligation bond falling into a range between $256M ($56M cost 
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of conversion; $200M recapitalization) and $456M ($56M cost of conversion and $400M 

recapitalization).  A detailed business plan including pro forma financials and cash flows will be required 

to generate a more precise estimate.  The goal is to provide HHSC with adequate capital to retire a 

variety of existing financial liabilities which would be necessary as part of the conversion. The resulting 

financial performance improvement of HHSC would give it the ability to service the annual debt 

payment associated with this recapitalization estimated to total between $20M and $36M. 

 

¢ƘŜ ǎŜŎƻƴŘ άŜǎǎŜƴǘƛŀƭ ŎƘŀƴƎŜέ Ŏŀƭƭǎ ŦƻǊ ǊŜŀƭƛȊƛƴƎ operational efficiencies identified as part of this study, 

and allowing some portion of these savings to 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 annual financial performance gains within 

the range of $20M to $40M.  Opportunities identified encompass: revenue cycle improvements, 

additional staffing savings, length of stay reductions, etc.  Given the sharp time constraints related to 

this study and the inability to study and quantify every potential opportunity, additional potential 

savings certainly exist.  However, all major performance improvement opportunities are linked to 

getting beyond the constraints of the current employment structure through a conversion.  This creates 

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

organization from executive management down. 

 

¢ƘŜ ǘƘƛǊŘ άŜǎǎŜƴǘƛŀƭ ŎƘŀƴƎŜέ Ŏŀƭƭǎ ŦƻǊ ŀŎŎŜǎǎƛƴƎ ŜŦŦƛŎƛŜƴŎƛŜǎ ƻŦ ǎŎŀƭŜ ǘƘŀǘ ŀǊŜ ƛƴherent in the system 

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 begins to take on activities such as procurement 

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

modelτworking to achieve efficiencies through a collaborative model with consolidation of shared 

services. The study conservatively identified annual operating savings related to these initiatives at 

$6.5M annually. 

 

!ǎǎǳƳƛƴƎ ǘƘƛǎ ǇƭŀǘŦƻǊƳ ƻŦ άŜǎǎŜƴǘƛŀƭ ŎƘŀƴƎŜǎέ ƛǎ ƛƴ ǇƭŀŎŜΣ ǘƘŜ ǎǘǳŘȅ ƛŘŜƴǘƛŦƛŜǎ ŦƛǾŜ ƪŜȅ ǎǳŎŎŜǎǎ ŦŀŎǘƻǊǎ ǘƻ 

be used for judging the relative merits of four strategic options that could be pursued by HHSC.  The five 

key success factors include:  1) A corporate, governance, and management structure that facilitates 

achieving strong performance by HHSC hospitals and nursing homes; 2) Broad application of efficiencies 

of scale and expertise; 3) A financial structure and perforƳŀƴŎŜ Ǉƭŀƴ ǘƘŀǘ ƳƛƴƛƳƛȊŜǎ II{/Ωǎ ƴŜŜŘ ŦƻǊ 

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 delineates five strategic scenarios that were considered and rejected, including the rationale 

for not pursuing these scenarios.   Rejected scenarios include: 1) closure of the HHSC facilities and 

system; 2) re-integration with the Department of Health; 3) ǎǘǊǳŎǘǳǊƛƴƎ II{/Ωǎ ǊŜƎƛƻƴǎ ƛƴǘƻ Ŏƻǳƴǘȅ 

hospital district entities; 4) spinning the three PPS hospitals into private independent corporations while 

retaining the CAH facilities under State sponsorship; and 5) creating a dual employee structure that 

grandfathers current HHSC in the civil service structure and employs all new staff outside of it. 
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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 actively pursued, we present four 

strategic options for consideration. Each option is tested against critical success factors for short and 

long term viability of the healthcare services now provided by HHSC for communities across the State of 

Hawai`i.   

 

The first strategic option fully considered describes a region-centric HHSC with service bureau support 

from what are now HHSC corporate services.  This option places control of regional assets, operating 

resources, strategy, management, and governance with the regions to the five Regional Boards and 

region management.  It defines existing HHSC corporate services as a service bureau resource that 

regions utilize according to their self-defined needs and preferences.  There is no obligation on the part 

of the regions to utilize any HHSC service bureau offerings.  The service bureau would be funded by dues 

and service fees.    

 

The second strategic option evaluated is a regional partnership break-up strategy.  This option envisions 

that each region becomes an independent non-profit private corporation and engages in a process for 

attracting a capital/operating partner.  The annual debt service obligation created by the conversion 

would be pro-rated among the regions.  Potential interest in the market by such partners was validated.  

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

 

The third strategic option evaluated is an HHSC corporate-centric strategy.  This envisions that many of 

the duties and powers that have been delegated to the regions would be re-consolidated at the 

corporate level in order to link corporate accountability with authority, to simplify the process for 

achieving efficiencies of scale/expertise, and to create a more integrated clinical service delivery system.  

It concludes that while 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 approach that 

consolidates accountabilities and authorities 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 partner including 

both in-state and mainland options to 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, and that so many of its basic systems 

and infrastructure are in need of major updating that it will take the in-place resources of a more 

advanced system to help it catch up.  This will result in a sharing of governance authority between HHSC 

and a chosen partner. 

 

The study recommends the fourth option as the most effective one for 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 of both HHSC and the State.  This targets re-structuring of 
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HHSC governance and management, pursuit of operational efficiencies, conversion of HHSC to a 

501(c)(3), and immediate pursuit of operational efficiencies identified.  It further targets completion of a 

process for identifying the right partner with which to enter into a transaction.  It recommends  

completing this entire process within the next 2-3 years. It identifies the need for continued State 

subsidy during the transition period, and ongoing support 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 taōƭŜ ǎǳƳƳŀǊƛȊŜǎ ǘƘŜ ŦƛƴŀƴŎƛŀƭ ƛƳǇŀŎǘ ƻŦ ǘƘŜ άŜǎǎŜƴǘƛŀƭ 

ŎƘŀƴƎŜέ ǊŜŎƻƳƳŜƴŘŀǘƛƻƴǎ at the $256M recapitalization level and the implementation of option four 

ƻƴ II{/Ωǎ ŦƛƴŀƴŎƛŀƭ ŦǳǘǳǊŜ ŀƴŘ {ǘŀǘŜ ŦǳƴŘƛƴƎ ƴŜŜŘǎ ƎƻƛƴƎ ŦƻǊǿŀǊŘΦ 

 

 

Sources and Uses: Essential Changes and Option Four 
Conversion of HHSC into a non-profit 501(c)(3) private corporation

Sources and Uses of Funds ($000's)

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(c)3

Payoff of unused vacation 34,000          

Payoff of accrued compensatory time 3,500             

Unpaid workers' compensation claims 18,300          

Total Conversion Cost 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$      60,000$        90,000$        50,000$        

State Fiscal Year

 
 

Lǘ ǎƘƻǳƭŘ ōŜ ƴƻǘŜŘ ǘƘŀǘ ŀƭƭ ƻŦ ǘƘŜ άŜǎǎŜƴǘƛŀƭ ŎƘŀƴƎŜǎέ ŀƴŘ ƻǇǘƛƻƴǎ ŀǎǎǳƳŜ ǘƘŜ ƴŜŜŘ ŦƻǊ ŀƴ ƻƴƎƻƛƴƎ 

commitment by the State for subsidizing care in rural areas that is inherently inefficient to provide.  We 

have recommended a glide path that reduces State financial support of HHSC from $60M for operations 

and $20M for capital in FY 2011 to an ongoing operations subsidy of $30M by FY 2014.  The study also 

emphasizes the difficult challenge related to successful impleƳŜƴǘŀǘƛƻƴ ƻŦ ǘƘŜ άŜǎǎŜƴǘƛŀƭ ŎƘŀƴƎŜǎέ ŀƴŘ 

each option.  Successful execution will require strong leadership and management, sustained focus and 

discipline, a sense of urgency, and a commitment to success.  While the mandated scope of this study 

did not evaluate 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 State subsidies to HHSC.  The 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. 
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Finally, the studȅ ŜǾŀƭǳŀǘŜǎ II{/Ωǎ ŎƻƳǇƭƛŀƴŎŜ ǿƛǘƘ State and private audit findings and with 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 monitoring metrics are also 

presented as a recommended scorecard for tracking HHSC performance during this process.    

 

 

  



Draft Final Report:  12:15:09                                                             ST R O U D W A T E R AS S O C I A T E S 

12 | P a g e 
 
 

Situation Summary 

 

The State of Hawai`i and HHSC are colliding at the cross-roads of two major, competing imperatives.  

One is the shared responsibility of HHSC and the State to provide appropriate healthcare resources to 

meet the needs of a population served by HHSC that is growing, aging, disproportionately poor, sick, and 

under-served.  The other is the legal and fiduciary imperative of balancing the State budget. 

 

II{/Ωǎ current year subsidy of $111.64M represents approximately мл ǇŜǊŎŜƴǘ ƻŦ IŀǿŀƛȫƛΩǎ $1 billion 

budget deficit.1  What allows HHSC to continue operating are State subsidies from the General Fund, 

augmented by special allocations to individual HHSC ǊŜƎƛƻƴǎΦ  hǾŜǊ мс҈ ƻŦ II{/Ωǎ ƻǇŜǊŀǘƛƴƎ ōǳŘƎŜǘ 

depends upon State subsidies (excluding Medicaid and disproportionate share payments).  As the 

following graphic highlights, the downward financial performance trajectory of HHSC under its current 

operating arrangements is expected to continue. 

 
 

 

 

 

 
Source:  HHSC Management Projections 

                                                            
1 Hawai`i State Budget Web Page 
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HHSC is in a financially perilous condition as a viable going concern.  Evidence documenting this peril 

includes the following: 

 

 ! άDƻƛƴƎ /ƻƴŎŜǊƴέ ŦƛƴŘƛƴƎ ƛƴ II{/Ωǎ нллу ŀǳŘƛǘΦ  Lǘ ƴƻǘŜǎ ǘƘŀǘ άΧƻǇŜǊŀǘƛƴƎ ƭƻǎǎŜǎ ŦƻǊ нлмл ŀƴŘ нлмм 

will exceed State of Hawai`i ŀǇǇǊƻǇǊƛŀǘƛƻƴǎ ŦƻǊ ƎŜƴŜǊŀƭ ƻǇŜǊŀǘƛƻƴǎΧΦέ  Lǘ ŦǳǊǘƘŜǊ ƴƻǘŜǎ ǘƘŀǘΥ  άHHSC is 

unaōƭŜ ǘƻ ƪŜŜǇ ŎǳǊǊŜƴǘ ƻƴ ǇŀȅƳŜƴǘǎ ǘƻ ǾŜƴŘƻǊǎΧΦ   II{/Ωǎ ǇǊƛƳŀǊȅ ŀŎǳǘŜ ŦŀŎƛƭƛǘƛŜǎ ƻŦǘŜƴ ƘŀǾŜ ŎǊƛǘƛŎŀƭ 

medical supplies and services vendors placing them on credit hold or cash on delivery status.  These 

ƳŀǘǘŜǊǎ ŎǊŜŀǘŜ ǎǳōǎǘŀƴǘƛŀƭ Řƻǳōǘ ŀōƻǳǘ II{/Ωǎ ŀōƛƭƛǘȅ ǘƻ continue as a going concern.έ2 

 FY 2009 unaudited loss on operations:  $111.64M  

 FY 2010 budgeted loss on operations:  $99.0M  [1st qtr. FY 2010 HHSC beat budget by $7.8M] 

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

 Unrestricted net assets: [-$46.2M as of 6/30/09τthis number does not include unrestricted net 

assets invested in capital assets-net of related debt of $198.3M]  [assets other than fixed assets such 

as buildings, equipment, and cash restricted in use] 

 Days cash on hand: 25.3 (as of 9/30/09) [the median days cash on hand for S&P BBB- credits is 

113.5, and for S&P A credits is 176.7] 

 Current Ratio:  1.06 (as of 6/30/09) [current assets divided by current liabilities. This means that all 

assets available to HHSC from current operations fall below the assets required to pay off liabilities 

currently due] 

 Quick Ratio:  .26 (as of 6/30/09) [cash on hand divided by current liabilities.  This means that there 

are only 26 cents of available cash for every dollar of current liabilities]  

 Days in receivables:    88.7  (as of 9/2009) 

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

 

The following table compares some of these values to Thomson-Reuters national medians: 

 

 
 

As indicated in the following graphic, the State has made a substantial effort to spare HHSC from the 

pain of the budget crisis through FY 2010 by increasing its appropriated 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, pp. 21-22. 

HHSC 

Consolidated

Median 

BenchmarkGoal

Current Ratio 1.06 2.8 ƶ

Days in Accounts Receivable 88.7 50.7 Ƹ

Days in Accounts Payable 80.9 44.9 Ƹ

Days Cash on Hand 25.3 58.4 ƶ

Average Age of Plant 25.0 10.2 Ƹ
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HHSC depends upon State subsidies for its continuing operational viability.  The State expects that HHSC 

will not retain any financial resources beyond its operating needs.  The result is that HHSC as a system 

has no ability to accumulate significant working or investment capital resources from operations.  As a 

result it is in a total financial dependency relationship with the State for both operating subsidies and 

access to investment and working capital.   

 

In general Hawai`i is a difficult operating environment for healthcare providers.  In 2008, Hawai`iΩǎ 

hospitals lost $187M on operations (note: excluding investment income or philanthropy), according to a 

study completed by Ernst & Young, LLP, on behalf of the Healthcare Association of Hawai`i.  The study 

cites several structural factors which make Hawai`i a challenging environment for hospitals.  These 

include: 

 

V A shortage of long term care beds that require hospitals to provide over 74,000 patients days 

annually of sub-acute level care in acute care settings. 

V A growing demand for charity care. 

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

V High costs related to the realities of island economies that are not reflected 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 by government payers.  Low payments in Hawai`i are 

justified by payers based upon the high percentage of the population covered (95%+) as a 

result of the Hawai`i Prepaid Healthcare Act (HPHCA)] 
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There are a variety of reasons HHSC specifically has experienced disproportionate and chronic operating 

ŘŜŦƛŎƛǘǎ ŎƻƳǇŀǊŜŘ ǘƻ IŀǿŀƛȫƛΩǎ ƻǘƘŜǊ ƘƻǎǇƛǘŀƭǎΦ ¢ƘŜǎŜ ƛƴŎƭǳŘŜΥ 

 

a) Scale:  The size of the markets served by Ƴŀƴȅ ƻŦ II{/Ωǎ operating sites result in structural 

inefficiencies related to their small scale.  HHSC is the sole source of health care for several isolated 

neighbor island communities (e.g., Kaù, Kohala, Lanài, North Shore of Oahu).  Operating scale is a 

significant determinant of operational efficiency. 

 

b) Management/Governance Structure:  The management and governance configuration of HHSC 

established by Act 290 (2007) and further modified by Act 182 (2009) has ended up being 

operationally and structurally dysfunctional.  Initially it did create an opportunity for the regions to 

retain strong hospital operators, which was done.  It did allow the regions to sidestep some of the 

inefficient processes related to HHSC corporate. However, structurally it delegated authority to the 

Region Boards while maintaining operational and financial accountability at the corporate level.  It 

inhibits system efforts to establish efficiencies of scale and expertise.  It has allowed system 

efficiencies previously pursued by HHSC to be scaled back to the regions.  At the corporate level it 

gives management disproportionate voice in governance by having over 40% of the Board 

comprised of executive managers.  There is a lack of checks and balances between the Corporate 

Board and the Regional Boards resulting in regional boards making decisions in the best interest of 

their region that can cost 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 range best interest of all regions. 

 

c) Clinical Duplication:  There is unnecessary duplication of clinical services within the system due to 

the inability of system governance and management to consolidate clinical resources at selected 

sites to serve the entire system. 

 

d) Performance Management:  There is a lack of reporting transparency around system and site 

performance.  There is little benchmarking of performance against internal or external best 

practices. 

 

e) Capital Shortfalls:  There has been and continues to be chronic under-financing of capital 

investments that can improve operating efficiency and competitive positioning. 

 

f) Operational Inefficiencies:  There are significant operational inefficiencies at various delivery sites.  

This reflects: 

 

V a lack of system consolidation; 

V failure to address root causes of underperfƻǊƳŀƴŎŜ ǊŜǎǳƭǘƛƴƎ ƛƴ ŜȄǇŜƴǎƛǾŜ άwork-ŀǊƻǳƴŘǎέ 

and outsourcing; 

V expensive regulatory obligations (seŜ Ǉƻƛƴǘ άƎέ ōŜƭƻǿ); 
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V inadequate management training and development processes; 

V a financial disincentive resulting from the State-HHSC relationship that deducts operating 

improvements from State subsidy totals; 

V financial and operating tactics aimed at maintaining ǎƻƳŜ ŦƛƴŀƴŎƛŀƭ άŎǳǎƘƛƻƴέ by keeping 

improved efficiency options available to blunt the impact of possible future reductions in 

State subsidies.  

 

g) Corporate Structure:  The public ς private partnership corporate model under which HHSC operates 

(i.e. public benefit corporation) requires that HHSC comply with both civil service employment and 

State procurement rules that significantly increase operating costs.  The precipitous increase in 

HHSC losses between 2005 ς 2007 disproportionately reflects increases in civil service benefit costs 

and the mandate that HHSC operate under State procurement rules. 

 

The State Administration and Legislature have persistently suggested that opportunities exist to improve 

the performance of HHSC.  There have been suggestions that recent performance reporting by HHSC has 

been inaccurate or misleading. These have been exacerbated by a recent review completed by the State 

Auditor that ƛƴŎƭǳŘŜŘ άƳŀǘŜǊƛŀƭ ŎƻƴǘǊƻƭ ǿŜŀƪƴŜǎǎέ ŦƛƴŘƛƴƎǎΦ   
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National and State Trends Shaping HHSCõs Future 

 

While HHSC serves the island State of Hawai`i, it does not operate in isolation as a healthcare provider 

system.  Like all U.S. healthcare providers, its future will be profoundly influenced by the larger 

economy,  demographics, federal law and regulations, the national supply and demand of the market for 

physicians and other clinical and 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 in Washington D.C. regarding consideration of the largest health 

care reform proposal in the past 45 years, making precise environmental predictions is unusually 

difficult.  State trends as they relate to demographics and economics are somewhat easier to decipher, 

although still far from precise.  In both national and State environments it is however possible to discern 

directionality.  The following points represent our judgment regarding the most powerful forces that will 

impact HHSC over the next five years. 

 

Macro-Economics 

 

National 

 

Current 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 realities will drive major healthcare provider payment reform as well as changes in 

benefits, beneficiary financial obligations, and other strategies for reducing federal financial obligations. 

 

Provider payment reform will ǊŜǎǳƭǘ ƛƴ ŎƘŀƴƎŜǎ ƛƴ aŜŘƛŎŀǊŜΩǎ ǳƴƛǘ ƻŦ service of payment system toward 

άōǳƴŘƭŜŘέ ƻǊ ŜǇƛǎƻŘŜ ƻŦ ŎŀǊŜ ǇŀȅƳŜƴǘǎ in the short run.  In the long run, payment will be made for 

caring for defined populations, requiring far more integration and integrated 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 debt and charity care costs will fall 

ŘǊŀƳŀǘƛŎŀƭƭȅΦ  IŀǿŀƛȫƛΩǎ ƭƻƴƎ ǘŜǊƳ ǇƻƭƛŎȅ ŜŦŦƻǊǘǎ ŀƛƳŜŘ ŀǘ ƳŀȄƛƳƛȊƛƴƎ ƘŜŀƭǘƘŎŀǊŜ ŎƻǾŜǊŀƎŜ Ǿƛŀ State 

legislative initiatives has already achieved much of this goal, making it impossible for providers to reduce 

bad debt and charity care at the same levels that are likely possible in other markets. 

 

Hawai`i 

 

!ƭƭ ǊŜŎŜƴǘ ǇǊƻƧŜŎǘƛƻƴǎ ŎƻƴŎƭǳŘŜ ǘƘŀǘ IŀǿŀƛȫƛΩǎ ŜŎƻƴƻƳȅ ƛǎ ǳƴƭƛƪŜƭȅ ǘƻ ǎƛƎƴƛŦƛŎŀƴǘƭȅ ǊŜōƻǳƴŘ ŦƻǊ ŀǘ ƭŜŀǎǘ 

another two years.  Discussions with the State Budget Director pointed out that State deficit levels are 
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more likely to rise than fall based upon revenue projections, and that despite extremely aggressive cost 

reduction initiatives identified to date, the budget gap is still likely to fall in the $300M -$500M range by 

the end of CY 2009Φ  II{/Ωǎ ŘŜŦƛŎƛǘ currently represents approximately 5% of the total State budget, 

making it a meaningful expense that is worthy of focus.   

 

Legislative/Regulatory Trends 

National 

The clearest policy directions emanating from Washington are around pay-for-performance, interactive 

electronic medical records (EMR), unit of service payments, and increasing health benefit coverage.  

 

Pay-for-performance initiatives include: 

 

 άbŜǾŜǊ ŜǾŜƴǘǎΣέ ƻǊ ǘƘƻǎŜ ǎƛǘǳŀǘƛƻƴǎ ǿƘŜǊŜ ƛŀǘǊƻƎŜƴƛŎ ŘƛǎŜŀǎŜǎ or conditions such as major 

medication errors, wrong site surgery, mis-matched blood transfusions causing injury or death 

ǿƛƭƭ ƴƻ ƭƻƴƎŜǊ ōŜ ǇŀƛŘ ŦƻǊ ōȅ aŜŘƛŎŀǊŜΦ  ¢ƘŜ ƭƛǎǘ ƻŦ άƴŜǾŜǊ ŜǾŜƴǘǎέ ǿƛƭƭ ŎƻƴǘƛƴǳŜ ǘo grow. 

 

 Value-based purchasing (VBP) which uses CMS Core Indicators (standardized survey instrument 

for measuring clinical quality) and HCAHPs (standardized survey instrument for measuring 

patients' perspectives of hospital care) to determine whether individual hospital providers 

should receive full Medicare reimbursement, or be penalized for poor performance. 

 

 Secondary diagnosis or conditions that were not documented as present on admission (POA) 

but were acquired during the hospital stay (e.g., pressure ulcers, vascular catheter associated 

infections, hospital acquired injuries, and catheter-associated urinary tract infections) will affect 

Medicare payment. 

 

 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 pay-for-performance initiatives are transforming quality, service, and compliance into a revenue 

cycle issue for hospitals.  In other words, not meeting quality, service and compliance standards, as well 

as improper documentation and coding now results in the potential for significant reductions in 

Medicare/Medicaid revenue. This trend will continue. 

 

Interactive Electronic Medical Record (EMR) initiatives include functionality, security, and 

interoperability.  Failure to meet Federally-defined άƳŜŀƴƛƴƎŦǳƭ ǳǎŜέ ǎǘŀƴŘŀǊŘǎ ǿƘƛŎƘ ŀǊŜ ŎǳǊǊŜƴǘƭȅ 

under development will result in reductions 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 payment trends are likely moving toward going beyond MS-DRG (Medicare Severity-

adjusted 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 greater coordination and integration among 

and between providers. 

 

Finally, increasing coverage to reduce the number of uninsured Americans is the core feature of health 

reform.  As previously noted, the State of Hawai`i could be hurt by this process if proposed legislation 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 coverage.   

 

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 one-time 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 rather than new 

health policy initiatives. 

 

Demographics 

 

National 

As noted above, growth in the population eligible for Medicare and Social Security benefits is the 

underlying unprecedented pressure on the federal budget, with a projected doubling of Medicare 

beneficiaries over the next 25 years. 

 

Hawai`i 

The State of Hawai`i can be characterized as experiencing growth and having a relatively high 

percentage over 65.  Across the entire State, HHSC captures 19% of the total inpatient market.  II{/Ωǎ 

sources of funding are 38% private and 59% public. This compares to non-HHSC Hawai`i facilities with 

32% of funding from private sources and 66% from public payers.  

 

 

 
Source:  Applied Geographic Solutions and U.S. Census, HHIC database 

 

State of Hawaii

HHSC Payer Mix (2008) Market Share (2008)

2007 estimated 1,298,043

10 year projected 11%

% over 65 14%

Population
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Poverty Levels 

 

Poverty estimates for the State of Hawai`i are shown below. Hawai`I and Kaua`i Counties show poverty 

rates in excess of the State averages. 

 

 

 

 

 

 

 

 

 

 

 
 

Death Rates 

 

As noted in the table below, death rates for the State show significant variation by region. As with the 

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

 

 

Poverty Estimates 2004-2008
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% of
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rate per

100,000

% of

state

rate per

100,000

% of

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

Causes of Death (rate per 100,000)

Hawaii County Honolulu County Kauai CountyMaui County

Poverty Estimates 2008

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
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Hawai`i County 

 

The population for the Hilo Region of Hawai`i County is 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% 

over the next ten years, and HHSC market share of 51%. 

 

 
Source:  Applied Geographic Solutions and U.S. Census, HHIC database 

 

  
 

 

Iŀǿŀƛȫƛ /ƻǳƴǘȅΩǎ ŘŜŀǘƘ ǊŀǘŜǎ ŀƴŘ ǇƻǾŜǊǘȅ ƛƴŘƛŎŀǘƻǊǎ ǎǳƎƎŜǎǘ ǘƘŀǘ ŀŎŎŜǎǎ ǘƻ ǎŀŦŜǘȅ ƴŜǘ ǎŜǊǾƛŎŜǎ Ƴŀȅ ōŜ 

more difficult on this Island than on others. With over 30,000 additional people projected to be living on 

the Island by 2017, provision of adequate access to healthcare 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%, this will 

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 additional health services infrastructure investment in the 

future. 

  

Big Island

Community (SES) HHSC Payer Mix (2008) Market Share (2008)

2007 estimated 122,790

10 year projected 18%

% over 65 15%

2007 estimated 51,548

10 year projected 23%

% over 65 11%

Population

Kona 

Hilo Region
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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, HHSC facilities capture 85% of the 

inpatient market share. In the Moloka`i/Lana`i/East 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%. 

 

 

Source:  Applied Geographic Solutions and U.S. Census, HHIC database 

 

 

 

 

 

 

 

 

 

 

aŀǳƛΩǎ ōŜƭƻǿ ŀǾŜǊŀƎŜ ŘŜŀǘƘ ǊŀǘŜǎ ŀƴŘ ǇƻǾŜǊǘȅ ƭŜǾŜƭǎ suggest that access to safety net services may be 

less difficult on this Island than on others. With 22,000 additional people projected to be living on the 

Island by 2017, and assuming 2.5 occupied beds per 1,000 population, an additional 55 beds are likely to 

be occupied at future population levels.  At an occupancy rate of 75%, this will require 73 additional 

beds, excluding peak demand requirements.   On Maui, the biggest issue regarding adequate acute care 

beds will be the future ability to move sub-acute care patients out of acute care beds and into long term 

care settings 

  

Maui Islands

Community (SES) HHSC Payer Mix (2008) Market Share (2008)

2007 estimated 100,136

10 year projected 16%

% over 65 13%

2007 estimated 43,672

10 year projected 15%

% over 65 11%

Population

West & Central 

Maui

Molokai/Lanai/ 

East Maui
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Kauài County 

 

Population 

The population 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 is estimated at 30,000, with a projected growth of 12% 

over the next ten years, and HHSC market share of 37%. 

 

 

Source:  Applied Geographic Solutions and U.S. Census, HHIC database 

 

 

 

 

Yŀǳŀƛ /ƻǳƴǘȅΩǎ above average death rates and poverty levels suggest that access to safety net services 

may be comparatively challenging. With an additional 6,800 people projected to be living on the Island 

by 2017 assuming 2.5 occupied beds per 1,000 population, an additional 17 beds are likely to be 

occupied at future population levels.  At an occupancy rate of 75%, this will require 23 additional beds, 

excluding peak demand requirements. Projected future needs will not tax the available inpatient 

capacity on the Island.  Long term care beds including CAH swing bed capacity is inadequate, and the 

need for more primary care physicians in the future is apparent. 

 

  

Kauai Island

Community (SES) HHSC Payer Mix (2008) Market Share (2008)

2007 estimated 32,838

10 year projected 10%

% over 65 14%

2007 estimated 29,933

10 year projected 12%

% over 65 15%

North & West 

Kauai

Population

East Kauai


