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growth this year if homeowners are able to sell their 
houses and move. Nonetheless, the county is projected to 
outpace both California and the U.S. during the economic 
recovery period in terms of population growth. Sonoma 
County’s above-average share of residents age 65 and 
older does provide some support for its healthcare indus­
try through more frequent demand, particularly in outpa­
tient centers, nursing homes, and home-health settings. 
   Industry Drivers.  The state’s chronic budget situation is 
darkening the outlook for state-funded health insurance 
programs and is reducing the financial incentives for 
healthcare providers in Sonoma County to provide such 
services. The February state budget agreement that 
addressed the then $42 billion budget deficit for the 
current and new fiscal year that began on July 1 reduced 
reimbursement rates for public hospitals by 10%. It also 
eliminated certain optional benefits such as adult dental 
and optometry and suspended a previously planned 
cost-of-living adjustment scheduled for July 2009. The 
July budget agreement to address the additional $26 
billion budget deficit for fiscal 2009 included $1.5 billion 
in cuts to California’s Healthy Families and Medi-Cal 
programs and reimbursements for healthcare providers. 
Expected weakness in personal income and capital gains 
growth in the near term will keep the funding for state 
health insurance programs at risk until the state economy 
begins  growing at a sustainable pace in late 2010 and 
state tax revenue growth accelerates once again. 
   The federal government’s Medicare re-imbursement 
system will be a disadvantage to healthcare providers in 
Sonoma County in the near term. Because it is still techni­
cally considered a “rural county” by Medicare, local physi­
cians are reimbursed at the lowest rate for California 
counties, below their counterparts in neighboring Marin, 
Napa and Solano counties. The reimbursement inequities 
faced by physicians in the county put it at a comparative 
disadvantage when attempting to attract new physicians 
to the area. No clear timeline has been established for a 
reform of Medicare’s use of geographic practice cost 
indices. 
   Pricing.  Hospitals and health insurers will be unable to 
reaccelerate growth in medical and insurance premiums 
until the economic recovery takes a firm hold in 2011. 
Rising unemployment and the slashing of employee 
benefits by companies have reduced the ranks of the 
insured. Oakland-based Kaiser Permanente lost 30,000 of 
its national members—a decline of 0.3%—last year. As a 
result of growing weakness in the industry, the cost of 
healthcare coverage for employers rose at its slowest rate 
last year in more than a decade.  The weaker pricing 
power for healthcare providers will not translate into sub­

stantantially lower prices paid by consumers for health-
care. Companies that still provide medical insurance are 
covering less of the total costs. Enrollment in high-
deductible insurance plans increased in 2008 by 31% 
nationally and has grown by almost 700% since its incep­
tion in 2004, according to America’s Health Insurance 
Plans. Prices paid for prescription drugs are outpacing the 
total cost for healthcare despite increased efforts by man­
aged care  companies to moderate their growth. 
Consumer medical prices are projected by Moody’s 
Economy.com to outpace the cost paid by businesses 
during the economic recovery period. 
    Operating Expenses.  Weak economic conditions will 
slow the growth of compensation costs for Sonoma 
County healthcare companies in the near term. The 
flattening of healthcare employment growth in 2008 led 
to a slowing of the growth of healthcare salaries and 
wages in the county and has continued into 2009. Health-
care employment is projected to dip slightly this year, 
further slowing compensation growth. However, com­
pensation is still advancing above the average for all 
workers, a trend likely to continue into the economic 
recovery. 
   Although compensation costs are slowing, Sonoma 
County’s healthcare providers still face higher than aver­
age, patient-adjusted operating expenses relative to the 
state, according to OSHPD data. Whereas patient-
adjusted operating expenses in California averaged 
$2,571 for the four quarter period ending in the first quar­
ter of 2009, the county’s hospitals averaged $3,165, 23% 
higher. A year ago, Sonoma County operating expenses 
per patient-adjusted day were 12% above the state level. 
An aging population can be one factor contributing to 
higher costs per patient as technology provides more 
options for care of chronic and debilitating illnesses. 
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Pro�tability. Healthcare providers in Sonoma County will 
have a di�cult time boosting pro�tability in the near term. 
Over the past year, the industry’s operating margins have 
remained negative, coming in at -2.6% in the �rst quarter, 
up from -5.5% in the same period a year earlier. St. Joseph 
Health System is facing a $21 million operating budget 
shortfall as a result of falling Medi-Cal reimbursements and 
a surge in unpaid medical bills. The system laid o� close to 
200 workers and reduced hours for other workers in Febru-
ary. Last year, Sutter Medical Center of Santa Rosa elimi-
nated 12% of its sta� in the face of falling revenues. The 
center has seen a 40% drop in use of its facilities since 2004.
     Facing falling demand and tighter operating margins, 
providers in Sonoma County may increasingly opt for 
expanding their networks of cost-e�ective community  

 

 
clinics. Medical expenses for patients who receive a major-
ity of their treatment at health centers are 41% lower than
those who receive their treatments at other facilities, 
according to a 2007 report by the National Association of 
Community Health Centers. Four community health clinics 
in the area have applied for health clinic grants included in 
the American Recovery and Reinvestment Act to assist 
with planned expansions of existing facilities and the 
construction of new centers.
   Long-Term Outlook. Despite remaining downside risks 
in the near term, the long-term outlook for the health 
service industry in Sonoma County is generally positive. 
The county’s demographics provide room for optimism for 
local demand. County residents are generally wealthier 
and older than the average Californian or the average 
American. The aging of baby boomers, concurrent with a 
boom in healthcare technology and a growing life expec-
tancy, will support consumer demand, although in an envi-
ronment of tighter pro�t margins. 
    The outlook for managed care holds many uncertainties 
surrounding possible reforms of the U.S. healthcare indus-
try. Among the several issues to be debated and resolved 
are the number of workers that will be impacted, contain-
ment of healthcare and prescription drugs costs, and addi-
tional costs that may be imposed on businesses. Without 
reforms, healthcare costs are projected to increase above 
their 18% share of gross domestic product to 34% by 2040, 
according to the Council of Economic Advisors.
    Upside Risks. Technology remains the foremost upside 
risk for the healthcare industry. Greater use of the internet 
and budding wireless technologies could provide signi�-
cant operational and cost e�ciencies. Similarly, the contin-
ued rapid development of medical technologies, including 
recent advances in biotechnology, o�ers signi�cant 
potential for providing more e�cient care to a larger and 
aging population. 
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    Downside Risks. The risks facing the healthcare indus-
try in Sonoma County are weighted to the downside. An 
extended recession would increase unemployment 
further and keep spending on employee bene�ts, includ-
ing health insurance, suppressed. Also, the deterioration 
of California’s state budget situation risks triggering deep 
and long-lasting cuts to Medi-Cal and other state-funded 
health programs, eliminating a key source of income for 
healthcare providers in the county. The combination of an 
increase in unpaid medical bills and a reduction of reim-
bursements would further worsen the �nancial health of 
already-stressed healthcare companies in the county.
    Eduardo J. Martinez
    August 2009
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