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The Economic Downturn and Its Impact on Hospitals

According to the National Bureau Unemployment has grown markedly over the past year.

of Economic Research, the U.S.
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Coupled with the economic
downturn is a “once in a century”
credit crisis that began to unfold
over the past year. Since that time,
the stock market has lost nearly
40 percent of its value and formerly
well-established companies have gone
bankrupt.® Practically speaking, the credit
crisis has made borrowing significantly
more costly, or next to impossible, for
individuals and businesses alike. Hospitals
also have felt the effect, as many borrow
to fund day-to-day operations and longer-
term facility improvements and tech-
nology purchases. As a result of these
conditions, Moody’s and Fitch recently
downgraded the outlook for the not-
for-profit hospital sector from stable
to negative.” In the for-profit sector, a
major, publicly traded national hospital
chain reported weak third quarter results,
stating that the weakening economy will
weigh on its business through 2009.*

Hospitals play a vital role in our
nation’s communities, not only for the
health care they provide, but also for
the economic contribution they make.
Nationally, hospitals employ more than
5 million people, and every dollar spent
by a hospital supports more than $2 of
additional economic activity.” Yet hospitals
are not immune to the effects of economic
downturns. When the economy weakens,
hospitals see fewer elective cases, pro-
vide more charity care, absorb more bad
debt, and care for an increasing share of
Medicaid patients. Caring for Medicare
and Medicaid patients generates about
half of hospitals” revenues.'” Consequently,
hospitals’ financial health through the
current downturn hinges upon adequate
funding from these programs.

« »

from the field

Many states face budget shortfalls...

Chart 3: States with Budget Gaps in FY 2009 or Projected for FY 2010, as of
December 23, 2008
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Source: McNichol, E., and Lav, 1.]. (23 December 2008). State Budget Troubles Worsen. Washington, DC: Center on
Budget Policy and Priorities.

...and Medicaid — comprising nearly a quarter of state
spending — is a target for budget cuts.

Chart 4: Percent of State Spending by Function, FY 2007
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Source: National Governors Association and National Association of State Budget Officers. (June 2008). The Fiscal Survey of States.
Washington, DC.

“Moody’s has a negative outlook for the U.S. not-for-profit hospital sector, as virtually all
rated health care credits are facing some degree of credit stress due to a combination of
impaired access to the capital markets, soaring credit spreads, counterparty downgrades,
and a slowdown in the global economy.”!! Moody's Investors Service
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Capital Crisis Leads Hospitals to Delay Facility and Technology Investments

The economic downturn and credit
crisis are due to a confluence of factors:

the housing slowdown, loose home mort-

gage lending standards, and soaring food
and energy costs. The Federal Reserve
and U.S. Treasury have responded to the
crisis by lowering interest rates to spur
economic growth, and by taking unprec-
edented measures, including creating

a funding mechanism to inject federal
dollars directly into corporations.'

Even the municipal bond market,
which historically has been a very stable
and reliable means of raising cash for
both hospitals and local governments,
has been roiled by the credit crisis. The
situation was so dire in late September
that the State of California warned that
it may be forced to ask the federal gov-
ernment to buy its debt so the state can
meet its short-term obligations."?

The effects of the credit crisis
have spilled into the hospital field as
hospitals’ ability to secure financing
and meet day-to-day obligations has
been impaired. As payment to hospitals
traditionally lags behind care delivery,
hospitals often must borrow to meet
operating expenses. The current crisis
is making such credit difficult to secure
or significantly more expensive when
obtained. Health care financing experts
warn that hospital credit lines may be
called in as financial covenants become
harder to maintain."

Hospitals with existing variable rate
debt saw their interest payments jump
wildly in a period of weeks, making it
difficult for them to meet existing debt
obligations. In addition, higher interest
payments have made access to adequate
cash reserves even more critical.

Due to a combination of limited
funding options, higher interest rates
and worsening economic conditions,
many hospitals are reconsidering or

The credit crunch is affecting hospitals in multiple ways.

Chart 5: Percent of Hospitals Reporting Various Effects of Credit Crisis, November 2008
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More than half of hospitals are reconsidering or postponing
investments in facilities and equipment.

Chart 6: Percent of Hospitals Reconsidering or Postponing Capital Expenditures,

November 2008
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putting off replacing aging physical
plants and upgrading technology."

For example, the Lakeview Hospital in
Stillwater, Minnesota, has postponed
breaking ground on a 60,000-square-
foot facility that would expand its
emergency department and surgical
offerings due in part to current econom-
ic conditions.'* More than 50 percent of
hospitals responding to a recent survey
reported reconsidering or postponing
expansion projects or renovations."”

Hospitals also rely on philanthropic
donations and it is likely that these will
slow due to the broader economic crisis.
According to a survey conducted in
November 2008, 38 percent of hospitals
already have experienced a decrease in
philanthropic giving.'® Hospital philan-
thropy experts believe that donations of
appreciable property during this economic
crisis will mirror the downward trend of
donations following the 1987 stock market
crash and the late 1990s dot-com bust."
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The Economic Downturn Is Eroding Health Insurance Coverage and Financing

The recent economic downturn is driving
up the number of uninsured, underin-
sured and Medicaid beneficiaries. More
than 60 percent of Americans get their
health insurance through employers,” but
the steady rise in unemployment since
the beginning of 2007 has resulted in a
loss of employer-sponsored insurance.
According to a recent Urban Institute
study, a one percentage point increase in
the unemployment rate leads to a loss of
employer-sponsored coverage for 2.5
million beneficiaries and dependents.”!
The recent growth in unemployment
also has swelled Medicaid enrollment.
Experts estimate that a one percentage
point increase in unemployment increases
enrollment in Medicaid and the State
Children’s Health Insurance Program
(SCHIP) by one million.? In fiscal year
(FY) 2009, Medicaid enrollment and
spending are expected to grow by 3.6
percent and 5.8 percent, respectively.”
Just as Medicaid rolls and the ranks
of the uninsured continue to grow, state
tax revenue is falling. A recent survey of
15 states found a median decline in total
tax revenue of 5.9 percent from June
to September 2008 when compared to
the same period in 2007.2* As a result of
declining state revenues, 29 states had

to close budget shortfalls, totaling more
than $48 billion, when finalizing their
FY 2009 budgets. Despite these efforts,
states continue to experience fiscal chal-
lenges. Forty-one states and the District
of Columbia (DC) are now reporting
mid-year FY 2009 budget gaps totaling
$42 billion. In total, 44 states and DC
have reported budget shortfalls for the
current fiscal year or projected budget

shortfalls for FY 2010.%

State budget deficits are forcing some
states to cut hospital payments at a time
when hospitals are seeing a greater num-
ber of uninsured and Medicaid patients.
This is not new; in response to the last
economic downturn, 31 states cut or
froze inpatient hospital rates in FY 2003,
and 32 states did so in FY 2004.%

California, for example, recently passed
a 10 percent Medicaid payment reduc-
tion for all health care providers through

More than half of hospitals’ revenue comes from

Medicare and Medicaid...

Chart 7: Percent of Gross Revenue by Payer, 2007
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Source: Avalere Health analysis of American Hospital Association Annual Survey data, 2007, for community hospitals.

Precedent Exists for the Federal Government to Use FMAP Increase as Fiscal Relief

The federal government and states share responsibility
for funding the Medicaid program. The federal govern-
ment matches state dollars spent on Medicaid services at
a rate known as the federal medical assistance percentage
(FMAP). The FMAP varies by state, ranging from 50 to
77 percent based on a state’s per capita income.*!

During the last slowdown, Congress delivered approxi-
mately $10 billion in fiscal relief to states by temporarily
increasing each state’s FMAP by 2.95 percentage points
from April 2003 to June 2004. States were required to

maintain Medicaid eligibility requirements as a
condition of receiving the increased assistance; most
used these federal funds to ease their budget gaps

and prevent further Medicaid cutbacks. Forty-two
states used the additional federal dollars to close their
Medicaid shortfalls. Twenty-seven states used the
enhanced FMAP to avoid, lessen or postpone Medicaid
cuts or freezes.* Missouri and New Jersey, for example,
were able to reverse planned cuts to Medicaid coverage
for beneficiaries due to the federal fiscal relief.?



...yet Medicaid and Medicare payments to hospitals

already fail to cover costs.

Chart 8: Hospital Payment Shortfall Relative to Costs for Medicare and Medicaid,

1997 — 2007
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Source: Avalere Health analysis of American Hospital Association Annual Survey data, 2007, for community hospitals.

March 2009, after which a smaller cut
of 5 percent will be imposed. These
planned reductions are being contested

in the courts.” In October, Massachusetts
announced more than $200 million in
payment cuts to providers, including

TRENDWATCH

hospitals.?® More states may impose similar
cuts as their budget gaps continue to grow.
At the federal level, the growing
budget deficit is raising concerns about
potential cuts to both Medicare and
Medicaid. Together, these programs
support more than half of hospital care
provided. This share will grow as more
people become eligible for Medicaid and
as the first Baby Boomers reach age 65.
Furthermore, Medicare and Medicaid
payment rates already fall short of
hospitals’ costs. In 2007 alone, hospital
payment shortfalls relative to costs were
$10.4 billion for Medicaid patients and
$21.5 billion for Medicare patients.”” The
Medicare Payment Advisory Commission
(MedPAC) estimates that aggregate
Medicare hospital margins will be

negative 6.9 percent for FY 2009.%

Hospital Financial Stress Increases as Fewer Patients Are Able to Pay for Care

As the economic downturn continues,
hospitals will see an initial decline in
patient care volume as patients put off
elective procedures. At the same time,
hospitals will care for an increasing num-
ber of patients with immediate needs who
are unable to pay their bills. Hospitals’
uncompensated care costs are rising as
hospitals provide more charity care and
accrue more bad debt. From 2001 to
2007, as the number of uninsured grew
from 39.8 million to 47 million, hospitals’
total uncompensated care costs also rose,
from $21.5 billion to $34 billion. Over
the past three months alone, about half
of hospital survey respondents reported a
moderate to significant increase in their
uncompensated care costs. Additional data
indicate an 8 percent increase in hospitals’
uncompensated care costs** in the third
quarter of 2008 compared to the same
quarter in 2007.%

However, the impact is likely to vary
for different areas of the country and

During economic downturns, the need for financial
assistance and subsidized services swells.

Chart 9: Percent of Hospitals Reporting a Moderate to Significant Increase in
Uncompensated Care and Need for Subsidized Services in Past Three

Months, November 2008
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different hospital types. For example,
these trends are likely to be more pro-
nounced in regions experiencing greater
numbers of layoffs (e.g., those heav-

ily dependent on financial services or

manufacturing). Also, public hospitals
and other predominantly safety-net hos-
pitals likely will see increased numbers
of patients as the ranks of Medicaid and
uninsured patients grow.
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Moreover, many people who cannot
afford care will delay seeking it until
their conditions worsen and their treat-
ment becomes even more expensive. In a
recent Commonwealth Fund report, 68
percent of the uninsured and 53 percent
of the underinsured reported going
without necessary care in 2007 due
to costs.”® As patients forgo care until
urgently needed, hospitals are likely
to see initial drops in patients seeking
care followed by an influx of emergency
department visits when needs can no
longer be put off.

The economic downturn also is caus-
ing a marked uptick in the number of
Americans seeking mental health assis-
tance and turning to their local hospital.
Approximately 20 percent of hospitals
recently reported a moderate to signifi-
cant increase in the number of patients
presenting with behavioral health needs
in the months of August, September and
October 2008.%

Additionally, hospitals traditionally
have relied on investment income to
supplement revenues from patient
care, which often don’t cover costs,
but these gains have turned to losses

as the stock market indices have fallen
by the greatest amount since the Great
Depression. Overall financial health

is at risk, and many hospitals are con-

sidering cutbacks.

The downturn is beginning to impact the

financial health of hospitals.

Chart 10: Total, Operating and Patient Margins*, 3rd Quarter 2007 vs. 3rd Quarter 2008
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Source: DATABANK, 557 hospitals reporting data for both 3rd Quarter 2007 and 3rd Quarter 2008 as of November 11, 2008.
* Total Hospital Margin is calculated as the difference between total net revenue and total expenses divided by total net revenue.

Operating Margin is calculated as the difference between operating revenue and total expenses divided by operating revenue.
Patient Margin is calculated as the difference between net patient revenue and total expenses divided by net patient revenue.

Beyond Health Care, Hospitals Support Economic Activity and Growth

Hospitals historically have been an
important and steady source of employ-
ment in their communities in both good
and bad economic times. In 2007, U.S.
hospitals employed more than 5 million
people, ranking second as a source of
private-sector jobs.*® The U.S. Bureau of
Labor Statistics estimates that health care
will generate more jobs than any other
industry from 2006 to 2016 by adding

3 million new salary and wage jobs.”

In 2007, hospitals spent approximately
$299 billion on employee compensation
and $304 billion on goods and services.
When hospitals purchase goods and ser-
vices, pay wages or pay taxes, that spending
supports other jobs in their communities
and is used by employees to purchase other
goods and services. When these muldplier

Nationwide, hospital jobs are still growing even as
employment in other industries declines.

Chart 11: Percent Change in Employment, Seasonally Adjusted: Hospital vs.
All Industries (Total Non-farm), 2006 — 2008
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Even so, many hospitals are making or considering
cutbacks as economic concerns mount.

Chart 12: Percent of Hospitals Making or Considering Changes in Response to

Economic Concerns, November 2008
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Source: AHA. (November 2008). Rapid Response Survey, The Economic Crisis: Impact on Hospitals.

effects are included, hospitals supported

nearly $2.0 trillion in economic activity.*’
Historically, hospitals have continued

as a source of economic and job growth

during recessionary periods. For example,
during the last economic downturn, monthly
national employment figures dropped con-
sistently from mid-2001 to the end of 2003,

Policy Decisions Will Be a Key Factor in How Hospitals

Fare Moving Forward

Given the severity of the economic
situation, hospitals will have to be very
conservative to maintain their dual role
as health care provider and economic
engine, but policy decisions also will
play an important role.

Hospitals will have to more carefully
scrutinize programs and services and
reassess the costs and benefits in this
new environment. They also will have
to manage both cash and debt carefully
to ensure that their overall financial posi-
tions do not deteriorate to the point that
they jeopardize their ability to meet cur-
rent and or future community needs.

Even when the credit markets do
regain their footing, hospitals will likely
continue to find borrowing to be more
difficult and expensive. Initial excess

demand could result in only the high-
est rated hospitals being able to access
credit. Hospitals that delay making
capital improvements may see their
ability to keep pace with the needs of
their community deteriorate.

Against this backdrop, adequate
payment from Medicare and Medicare
will become even more critical. The
current economic situation also is likely
to heighten calls for wholesale reform
as this downturn casts an even brighter
light on the many failings of the nation’s
health care system. Whether and how
policymakers deal with these larger
health system issues as they struggle to
revive the economy will ultimately deter-
mine the outcome for hospitals, patients
and their communities.

TRENDWATCH

while at the same time health care and
education experienced job growth.*!
Uncertainty about the length and
depth of this recession, however, raises
concerns about whether these trends
will hold. Employment figures from
the current economic downturn tell
a mixed story. From January through
December 2008, the health care and
education sectors experienced job
growth even as national monthly
employment declined.”” Meanwhile, the
number of mass layoffs — defined as an
action involving 50 or more people at
a single employer — experienced by the
health care field this year has surpassed
the 10-year average.”’ That said, hospital
mass layoffs comprised just 20 percent
of the total 544 mass layoffs experienced
by the health care field overall through
November 2008.% So while the field as
a whole is still growing, individual hos-
pitals are making adjustments to ensure
they remain financially viable.

%
POLICY QUESTIONS -

»  What types of federal policy
interventions are necessary
to address the increased
burden hospitals bear as a
direct result of this challenging
economic climate?

= How might policymakers
work together with hospitals
to ensure that the effects of the
recent credit crisis do not per-
manently stunt hospitals’ ability
to deliver quality care and to
make economic contributions
to their communities?

= As policymakers consider broad
health care reform, how might
hospitals’ experience and respon-
sibility in the current downturn
inform their decisions?
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