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outlook for independent
community hospitals: uncertain
Today’s financially challenging healthcare environment is forcing
leaders of many independent community hospitals to ask whether
their “stand-alone” can continue to stand alone.

AT A GLANCE

> Increasing financial pressures in the healthcare marketplace have made it imperative for many independent community hospitals to conduct assessments to
determine the viability of continued independence.
> For organizations initiating such assessments, the
decision of whether to affiliate with another organization is as much about when to act as it is about
whether to seek a partner.
> Even if all indicators considered point to a need to
consolidate, there remains one critical concern in
identifying the best partner for a successful combination: whether the two organizations are culturally
compatible.

Independent community hospitals have long been the bedrock of the
healthcare delivery system. The past 20 years have seen movements toward
greater consolidation as changes in payment, technology, and healthcare
delivery have had considerable impact on the development of health systems. Notwithstanding the effect of such forces, the community hospital has
remained a significant factor in the delivery of health care.
Now that role is under greater pressure than ever before as many community
hospitals face a future in which capital is difficult to obtain and competiveness is harder to maintain. Many small and medium-sized, independent
community hospitals already find themselves in an increasingly competitive
marketplace with significant financial challenges and resource constraints.
In such an environment, it is incumbent on these hospitals to perform
internal assessments of whether they can continue to meet the current and
future healthcare needs of their service areas as independent organizations.
Indicators and Warning Signs
A stand-alone hospital’s assessment of its ability to remain independent
should focus fundamentally on six key indicators:
> Financial position and ability to access capital and make strategic investments
> Physician “platform”
> Market presence and position
> Differentiated clinical service complement
> Clinical performance
> Patient access and preference
Ultimately, the decision to affiliate with another organization is as much
about when to act as it is about whether to seek a partner. Organizations that
wait too long risk depleting their value, making it more difficult to find a
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partner and negotiate terms in their communities’ favor. The ability to assess the indicators and
warning signs is crucial to understanding both the
need and timing for affiliation.
Financial Position
The clearest indicator of a hospital’s inability to
remain independent is often financial. If an organization’s balance sheet is weak and it cannot
access the capital necessary to keep its facility
competitive and make strategic investments, it
enters a cycle of competitive deterioration that is
hard to break.
Balance sheet weakness is usually a product of
years of poor or negative operating margins,
which in turn are difficult to improve without the
ability to invest strategically. If a hospital has
been unable to maintain consistent positive
operating margins over the past several years, the
tightening payment trends forecast for the next
several years will make it difficult for the hospital

to generate positive margins in the future, let
alone the 3 to 4 percent typically needed to support capital reinvestment.
A hospital’s cost position is another financial
indicator. Given the focus on cost management
over the past decade, most hospitals have found
ways to reduce costs in the most obvious places.
Consequently, many small and medium-sized
independent hospitals are operating at the base of
their fixed costs and lack sufficient scale to
reduce costs much further. If a hospital’s cost per
adjusted admission (case mix index [CMI] and
wage index [WI] adjusted) is higher than that of
its competitors, and it has already implemented
the most readily identifiable cost reductions, its
ability to compete with larger-scale, low-cost
competitors is severely compromised.
Key points to consider. Finance leaders should
consider the following points when evaluating
this indicator:

Consolidation on the Rise: How We Arrived at This Point
The current drive to consolidate differs from similar trends in the past in several ways.
First, the severity of the 2008 recession in many areas caused the payer mix for community hospitals to shift away from higher
paying commercially insured patients to lower paying Medicaid and self-pay patients. As a result, many hospitals experienced a
weakening of their financial resources at the very time they needed them most. In addition to the change in payer mix, volumes
declined as health care became more of a discretionary spending item for those hard hit by the downturn.
Second, while volumes and payer mix were changing for the worst, demands for additional capital expenditures were increasing.
The demand for investment in technology, especially information systems technology, has clearly strained the capacity of many
independent hospitals to finance such sizable expenditures. Likewise, the acquisition of physicians requires sizable capital that is
increasingly less available for the typical community hospital.
Third, access to the capital necessary to finance such expenditures has also become strained. While current interest rates hover near
all-time lows for highly rated borrowers, the benefit to smaller, lower-rated credits has been diminished by wider credit spreads (i.e.,
the premium bondholders demand for a weaker credit versus a better rated one). Financing is not only more expensive, but also often
unavailable in some forms as lenders favor large, better-rated borrowers at the expense of lower-rated community hospitals.
Fourth, the industrywide transition from volume-based to value-based payment, driven by funding constraints from all payer groups,
requires new levels of operational efficiency and expertise that are difficult for smaller independent hospitals to achieve.
Finally, demographic influences are changing how health care is delivered and forcing community hospitals in directions where size
offers clear advantages.
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> Utilization and financial performance trends
(Are they stable, deteriorating, or improving?)
> Cost per adjusted discharge, CMI- and WIadjusted, compared with that of competitors
> Credit ratings and credit profile, including
operating performance and balance sheet
strength (Does the hospital have, and can it
maintain, “investment grade” credit ratings to
access affordable debt?)
> Debt capacity and ability to support facility
recapitalization needs (e.g., financial capability
to replace or substantially modernize a HillBurton era facility)
Physician “Platform”
While financial position is the “lagging indicator”
of a hospital’s ability to remain independent, the
physician platform is one of the key drivers or
leading indicators. To continue as stand-alone
institutions, hospitals must have a sufficient
complement of strategically located, closely
aligned, or integrated primary care physicians
supported by the appropriate complement of
specialists and subspecialists. Moreover, they
must be able to successfully recruit and retain
physicians. Because many small and mediumsized independent hospitals are located in rural
areas or small towns, recruitment can be difficult,
especially when the medical community consists
of small or solo practices that are unable to
recruit for their own needs. A critically massed
physician enterprise includes a balanced physician “ecosystem” with a large enough primary
care base to support a broad range of core
specialists.
Because of the industry’s rapid move to the
“value” model, requiring increasing levels of
clinical integration among physicians and
between physicians and hospitals, the availability
of a range of functioning physician alignment
vehicles also is an important indicator of an independent hospital’s ability to stand alone.
Employment is the physician integration model
of choice for most small and medium-sized independent hospitals. Other “tight” integration
models are less commonly used.

For example, the comanagement model is limited
to a small number of specialty-specific physicians, and the clinical integration model
approved by the Federal Trade Commission
requires larger scale and more sophistication
than is available in most independent community
hospitals. Other “loose” models of integration
such as management services organizations
(MSOs) and standard professional services contracts are helpful, but not sufficient to develop the
integrated model of care that will be required to
compete in many markets.
Key points to consider. Points that finance leaders
should consider when evaluating this indicator
include:
> The presence of a sufficient primary care base
and an appropriate complement of specialists to
maintain strong market position and address
key coverage gaps
> The ability to recruit physicians, and a strong
track record in retaining them
> The use of tight physician integration models,
including employment-based integration
Market Presence/Position
Another key factor to consider is market presence. A stand-alone hospital must have sufficient
critical mass to be a “relevant” provider in the
market in terms of size, market share, and geographic coverage. How big is big enough?
Although there is no single answer on minimum
size, a stand-alone hospital is relevant if insurance companies consider it to be a necessary
provider for their networks. Otherwise, it risks
being excluded from the preferred-provider contracts negotiated by stronger competitors.
A stand-alone hospital’s market share should
reflect its position as a provider of choice for the
communities it serves. For example, if it is the only
hospital in its primary service area, it should have
the dominant market share. If it is one of several
hospitals in its service area, it should have an equal
or greater market share than its competitors.
Beyond total market share, the hospital should
have a strong position in the more profitable
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surgical and procedural specialties with a strong
payer mix. This indicator should be examined
closely, as weakness in these areas can be masked
by high market shares for chronic medical cases
with a less sustainable payer mix. Also, in terms
of trends over time, market shares should be
steady or improving. Eroding market shares are
difficult to recover.
A stand-alone hospital’s geographic footprint also
reflects the strength of its market position. Does
it have a network of primary care coverage available within 15 minutes of the majority of its
served population or are all services concentrated
on the hospital campus? Are its locations well
represented in growing areas?
The alternate view of a stand-alone hospital’s
market position is the presence and strength of
its competitors. Are there other strong local
providers that cover the same market with largely
the same services? Has the hospital experienced
competitive encroachment by regional systems?
Key points to consider. Finance leaders should
consider the following key points when evaluating
this indicator:
> Size and scale, especially compared with competitors (Are competitors significantly larger?)
> Geographic footprint—number and coverage of
locations (Are outpatient services easily accessible to important submarkets?)
> Degree of market overlap with other hospitals
(Is the hospital a sole-community provider or
does it have nearby competitors?)
> Encroachment of regional systems into the
primary service area
> Managed care contracting position (Is the hospital a “locked out” or low-tier provider versus a
preferred provider or participant in exclusive
contracts?)
Differentiated Clinical Service Complement
In markets where there are direct local competitors or strong regional referral centers, it is
important for a stand-alone hospital to maintain
unique capabilities for clinical services, equipment, or facilities. For example, is it the only
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hospital in the area with an accredited stroke center, trauma center, or Level III NICU? Is it distinguished as the premier women’s center or the only
one offering the latest treatments in oncology?
Key points to consider. When evaluating this
indicator, finance leaders should examine their
organizations’ service areas to identify:
> Programs or services unique in the service area,
such as stroke programs, trauma centers, or
robotics capabilities
> Highly differentiated programs based on reputation and preference (Are there programs that
consumers highly prefer over the competitors?)
> The breadth and depth of combined programs
or services not matched by competitors (Is the
hospital unique in its ability to provide comprehensive medical care to the community?)
Clinical Performance
Stand-alone hospitals must demonstrate high
quality and patient satisfaction through measurable indicators to be able to remain independent.
Even as quality and patient satisfaction scores are
becoming increasingly important to payment, the
transparency of these indicators is making them a
visible competitive factor.
Key points to consider. Finance leaders should consider these when evaluating this indicator:
> Quality and patient satisfactions scores—
especially compared with those of competitors
> National recognition and awards (e.g., 100 Top
Hospitals, HealthGrades Excellence Awards,
and Nursing Magnet Program)
> Ability to attract and retain high-quality clinical staff (Are the best staff getting “poached”
by competitors? Can the hospital fill critical
clinical positions with limited use of contract
staff?)
Patient Access and Preference
Some factors that affect a hospital’s ability to
remain independent are largely out of its control.
The growth and payer mix of its core service area
population is one of those factors. If a hospital
serves an area with a stagnant or declining population and a poor payer mix without access to

“avenues of growth,” its ability to remain independent is compromised.
Key points to consider. Following are points that
finance leaders should consider when evaluating
this indicator:
> Service area demographics (population size,
growth, and payer mix)
> Access to “avenues of growth” in the service area
(e.g., ability to compete along the major highway
outside of town rather than just the old downtown area)
> Current market share by service line or submarket, and recent trends (Are we losing market
share or gaining? Is our market share strong in
profitable services, growing communities,
commercial payers?)
Although access to favorable demographics may
be out the hospital’s control, the level of community support and preference is often the result of
the hospital’s image in the community. If a hospital is not the preferred choice among its community’s residents, its ability to remain independent
will be challenged.

In most instances, capital access and willingness
to support capital needs are key determinants in
assessing the suitability of a partner. Typically,
the best way to ascertain whether a prospective
partner possesses these characteristics is to consider the degree to which it exhibits the following
criteria:
> High credit rating

Another attribute supporting financial strength is
economies of scale. In a partnership, size does
matter, and a potential partner should have sufficient presence to allow any new costs the consolidation will bring to be spread over a wider base.
The prospective partner also should have made
substantial investments in electronic health record
technology, on both an inpatient and outpatient
basis, that can be readily applied in the hospital.
To support clinical performance, a prospective
partner should have demonstrated clinical
expertise that can enhance the capabilities of the
community hospital coupled with established
treatment protocols that can serve to ensure more
consistent and cost effective outcomes. Likewise,
a partner should have addressed the critical issue
of physician integration and will have established
an infrastructure for physician integration/practice
management.
In addition to supporting clinical performance,
a strong physician platform supports market

Through affiliation, the
hospital seeks to improve
its financial strength,
clinical performance, and
market competitiveness,
by affiliating with a partner that can deliver five
key attributes and that is
culturally compatible.

EXAMPLE OF AFFILIATION GOALS AND DESIRED PARTNER ATTRIBUTES

Goals

Partner Attributes
Capital Access

Financial Strength
Economies of Scale

Clinical Performance

Clinical Expertise

Physician Platform

Cultural Compatibility

What to Look for in a Prospective Partner
After a hospital has thoroughly reviewed its current operations and future needs and concluded
that it should begin seeking a suitable partner, it
should determine what characteristics would be
best to look for in a partner. To make that determination, it must first determine its goals for
the partnership. Typically, through affiliation,
stand-alone hospitals seek to improve their
financial strength, clinical performance, and
market competitiveness. As shown in the exhibit
at right, having such clear goals can help determine desirable partner attributes.

> Solid operating metrics focused on operating
cash flow, days cash on hand, and debt to
capitalization
> Access to capital at attractive rates
> Access to credit and equity
> Willingness to support and invest

Market Competitivenes
Market Presence
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competitiveness. Other partner attributes that
contribute to market competitiveness include
reputation and market presence. For example,
does the potential partner have a regional,
statewide, or even national reputation as major
referral center? Does it have a strong brand presence in the local community? Does it have a broad
market “footprint” with system-branded community hospitals, ambulatory centers, and physician offices? Does it have an integrated health
plan with strong market presence?
Finally, there is the matter of cultural compatibility—whether the mission and values of the prospective partner are compatible or at variance with those
of the community hospital. No matter how strong a
potential partner may be, if the values and culture
of the prospective partnership are not aligned, the
potential for a successful integration of the organizations is significantly diminished. It is relatively
easy to discern the attributes of a prospective partner or to gain a sense of the benefits a combination
may bring. What is more challenging is realistically
assessing what benefits the community hospital
brings to the relationship and whether its service to
community values will remain uncompromised by
its incorporation into a larger organization serving
multiple constituencies.
Next Steps for Success
Having undergone an internal assessment of its
future, and an external assessment of the potential partners in the market, how does a community hospital ultimately decide whether to align
itself with a partner or remain independent? For
many hospitals, this choice is relatively straightforward. They recognize that they do not have the
financial wherewithal to remain independent and
align themselves with a partner that they have
determined offers the greatest promise of longterm survival. This is certainly a solution to one
problem facing community hospitals, but it only
takes into account part of the analysis.
The critical considerations in a stand-alone
hospital’s decision to remain independent or

consolidate given current marketplace challenges
are the questions of how the role of community
healthcare provider will be enlarged or diminished by a consolidation and how the prospective
partner’s values mesh with the independent
hospital.
To answer these questions, the hospital should
have a clear sense of the various constituencies its
serves: its employees, its medical staff, and its
patients. It should be able to see how the consolidation would enhance its ability to meet the community’s needs, as opposed to merely preserving
the status quo for a few more years.
Can the consolidation be accomplished without
losing all aspects of community control? Will the
values of the combined organization be aligned
with those of the community?
To be successful, a consolidation must bring value
to both parties of the transaction. On the one
hand, the community hospital should be mindful
of the limitations it brings to the transaction just
as the prospective partner should be mindful of
the value the community hospital offers its market. Although financial considerations are often
the impetus for hospital consolidations, it often is
the intangible considerations that determine
whether these consolidations are successful.

About the authors
Scott Clay
is a director, Navigant Healthcare,
Suwanee, Ga., and a member of
HFMA’s Georgia Chapter
(scott.clay@navigant.com).

Peter Bruton, PhD,
is a managing director, Healthcare
Finance Group, RBC Capital Markets’
New York (peter.bruton@rbccm.com).
This article is for informational purposes
only and solely represents the views of the
author, not RBC Capital Markets, LLC.

Reprinted from the November 2012 issue of hfm magazine. Copyright 2012 by Healthcare Financial Management Association,
Three Westbrook Corporate Center, Suite 600, Westchester, IL 60154-5732. For more information, call 1-800 -252-HFMA or visit www.hfma.org.

6

NOVEMBER 2012

healthcare financial management

The people who make up a community wonâ€™t necessarily reflect the population included in a contract. Members in a contract might
be sicker and higher users of resources compared to the broader community. While health plans seem to understand this, some health
systems arenâ€™t there yet.Â Hospitals and health systems should help members manage chronic diseases, and keep patients out of
the hospital through the use of preventive medicine and wellness programs. This might include connecting to their patients digitally and
monitoring them at home.Â An Article Titled 2018 Outlook: Many Hospitals and Health Systems Will be Straddling Two Canoes |
Deloitte US already exists in Saved items. My Deloitte. Ã—. Fed and ECB chiefs say economic outlook still uncertain despite vaccine
optimism.Â "But I don't want to be exuberant about this vaccination because there is still uncertainty" about the production and
distribution of the vaccine, she added. Mr Powell echoed her, saying the vaccine results were "good and welcome news" but it was "too
soon to assess with any confidence the implications for the near term". Mr Bailey said he felt "very uncomfortable" at the huge amount of
economic uncertainty created by Covid-19. "We are living in a world of huge uncertainty and unpredictability, and I don't like to say that,"
he said. "It's a very, very difficult place to be in." WASHINGTON, D.C. â€” With the 2016 American Hospital Association Annual
Membership Meeting concluded, several topics covered are important for the hospital field to keep an eye on going forward. Matters
related to the regulatory environment and the various changes taking place in clinical care and reimbursement were among the recurring
themes at the conference.Â How the elections will affect that oversight is uncertain, given that the party that will control the two
chambers of Congress is up for grabs. Because the GOP has more incumbents up for re-election in the Senate, that party potentially
has more seats to lose, according to speakers at the conference. Outlook for independent community hospitals: uncertain. Authors:
Scott Clay Peter Bruton. Healthc Financ Manage 2012 Nov;66(11):88-92, 94. Navignant Healthcare Suwanee, GA, USA. View Article
and Find Full Text PDF. November 2012.

