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THE STRUCTURE OF THE HOSPITAL
INDUSTRY IN THE 21ST CENTURY

WEDNESDAY, JUNE 17, 192

CONGRESS OF THE UNITED STATES,

SUBCONMMITTEE ON INVESTMENT, JOBS, AND PRICES,

JOINT ECONOMIC CoMiMTTEE,
Washington, DC.

The Subcommittee met, pursuant to notice, at 11:00 a.m., in room
2237, Rayburn House Office Building, Honorable Fortney Pete Stark
(chairman of the Subcommittee) presiding.

Present: Representative Stark.
Also present: David Podoff, Dee Martin, Doneg McDonough, profes-

sional staff members.

OPENWING STATEMENT OF REPRESENTATIVE STARK,
CHAIRMAN

REPRESENTATIVE STARK. I apologize for being late, and to those who
would rather be watching Mr. Yeltsin, but I think we have an equally im-
portant issue, albeit somewhat more complex.

We are going to begin hearings on the structure of the hospital indus-
try in the next century, and we have scheduled them because the hospital
industry, which uses about 40 percent of our over $800 billion health
care bill, will have to change rapidly to meet the challenges of the next
century.

Without any change, we are on track to leave 50 million Americans
without health insurance. The spending will run to over $1.5 trillion by
the end of the decade. While many of us are working on health insurance
reforms that will both increase access and contain costs, it is going to be
up to the various providers to adjust to getting less of our gross national
product than they are anticipating now.

In this effort, we have to pay particular attention to the hospital sector
not only because of its size, but also because of the enormous changes
that are taking place in the way acute-care medicine is practiced.

We often seem to have too many hospital beds and high-tech devices
nationwide, but then growing shortages in rural and inner-city areas. If
changes in the practice of medicine continue, the question is, will the
situation get worse or better?

(1)
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In the two hearings scheduled for today and next Wednesday, we will
focus on the role of public hospitals and on government policies with re-
spect to hospital mergers and joint ventures. To put these two issues in
perspective, we have asked a panel of health analysts to participate in
today's session and to present-an overview of the hospital industry.

What are the implications for access of hospital closures and declining
occupancy rates? How many closures are there?

What are the occupancy rates?
What are the implications of the changing mix of inpatient and outpa-

tient hospital services?
How will alternative approaches to health insurance cost containment

affect the structure of the hospital industry in the future?
In sum, how many hospital beds will we need in the year 2000, and

will they be where we need them?
The second panel will highlight the unique role of public hospitals and

underscore the need to provide additional sources of capital for these in-
stitutions. I have introduced legislation, "The National Health Safety Net
Infrastructure Act of 1992." I wish could think of a simpler name. This
act is intended to ensure adequate investment in public hospitals.
Through the use of federal loan guarantees, interest rate subsidies and
matching grants and loans, the bill would increase the supply of capital
available for public hospitals.

In today's hearing, we will not focus on the specific provisions of this
legislation. Instead, as is appropriate for the Joint Economic Committee
and its subcommittees, we will focus on broader questions related to the
capital needs of public hospitals.

Specifically, we hope the second panel will address these questions:
What are the capital requirements of public hospitals and how have

they changed over the last 30 years?
Is the "capital crunch" that public hospitals are experiencing symp-

tomatic of the "capital crunch" with respect to other public services in
their communities?

And how would alternative approaches to health insurance reform or
health payment plans and cost containment affect the role of public
hospitals?

Let's now turn to our distinguished group of witnesses. The first panel
is comprised of a group of health care analysts, including:

Stuart H. Altman, Dean of the Florence Heller Graduate School for
Social Policy at Brandeis University, and Chairman of the Prospective
Payment AssessmentCommission, a commission upon which members
of Congress involved in health care administration rely for impartial and
objective advice on how to deal with hospitals;

Gerard F. Anderson, Director of the Center for Hospital Finance and
Management, Johns Hopkins University;

James L. Scott, President of the American Health Care Systems' Insti-
tute; and
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Dr. James R. Kimmey, who is Professor of Community Health, and
Dean at the St. Louis University School of Public Health, and Professor
of Community Medicine at the St. Louis University School of Medicine.

We welcome the members of the panel to the committee and ask that
you shoot for perhaps five minutes in your opening statement, and ex-
pand on your written testimony, explain it to me as patiently as you can,
and we will put your prepared statements in the record in their entirety.
We will let Stuart lead off.

STATEMENT OF STUART H. ALTMAN, DEAN,
FLORENCE HELLER GRADUATE SCHOOL FOR SOCIAL POLICY,

BRANDEIS UNIVERSITY; AND CHAIRMAN, PROSPECTIVE
PAYMENT ASSESSMENT COMMISSION

MR. ALTmAN. Thank you, Mr. Chairman.
As usual, it is a pleasure to testify before you. As you indicated and

know well, I have had the privilege of serving this Congress as the
Chairman of the Prospective Payment System for the last eight years,
and during that eight years, and working with our staff and the commis-
sion, I have had the opportunity to get a good picture of the current dy-
namics of the current hospital system.

In my prepared testimony and in my summary this morning, I will
make extensive use of the statistics that we generated at ProPAC, but I
want to make it very clear to you and your staff and anyone else in the
audience that I speak here as a private citizen and not as the Chairman of
ProPAC. I haven't cleared this testimony with our staff or even discussed
it very much with the other commissioners.

So it is my spin on these numbers. And let me just very briefly sum-
marize what I tried to say in the testimony.

If you take an overarching look at the American hospital system in
terms of its financial situation, it looks pretty good. Overall profit mar-
gins are up over 4 percent. In the last couple of years they have im-
proved quite significantly. They are significantly higher than they were
at any time during the 1970s.

While they are somewhat lower than what they were in 1984 and
1985, when the Federal Government shipped carloads of dollars unex-
pectedly through PPS to them-we didn't plan on such large pay-
ments-it just took time to create the right payments. If you took a look
at those overall statistics, you would say, pretty good industry, not doing
too badly; maybe, a little too expensive, but they are in pretty good
shape for the 21st century.

But I think that would be an unduly rosy picture. I think we need to go
below those statistics. It is rather ironic that here we have a situation
where hospitals are doing so well; yet, we see a decline in inpatient days
of care, as fewer and fewer patients are coming to the hospitals as inpa-
tients, and the ones that do stay a shorter length of time.
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In addition, we have a decline in occupancy rates. As you have
pointed out several times, for such an expensive resource as a hospital to
have at any moment in time of upwards of 35 percent of our beds empty
is a situation that doesn't lead to an efficient system.

Also, we have a situation where government, both at the federal and
state level, have created fairly tight payment systems, at least relative to
what hospitals think-I want to emphasize "think"-their payments
should be. That is, if you used an accounting definition, they would ar-
gue, and the statistics would support them, that Medicare and Medicaid
are not paying their definition of full costs.

And also, as you pointed out in your opening remarks, we have a sit-
uation for many of our inner-city and rural hospitals where more and
more of their patients come without the ability to pay their bills, leading
to rising uncompensated care expensive.

So, if you just look at those statistics, you would say to yourself, how
is' it possible for the hospital industry, faced with that set of negative
forces, to possibly be surviving in this world? And there we have to look
to the third set of statistics.

One is that the hospital of 1992 is not at all the hospital of 1982 or
1972. It is increasingly an outpatient care facility. It is increasingly gen-
erating its profit margins from outpatient services and relying less and
less on its traditional inpatient care as the basis of its financial being.

In addition, since federal and state governments have been unwilling to
pay higher rates, hospitals have been charging their private patients sig-
nificantly higher rates than their costs. In a recent report which ProPAC
sent to you, Mr. Chairman, in your other hat as a Subcommittee Chair-
man of the Ways and Means Committee on Health, we documented that
this so-called extra billing has generated an extra cost on American busi-
ness of $22.5 billion-$22.5 billion!

Finally, we see a situation where, even within Medicare, PPS is redis-
tributing money, taking money away from suburban hospitals and put-
ting it into inner-city teaching hospitals, rural community hospitals and
hospitals that treat large numbers of disproportionate share patients.

While some might say that is not correct, I strongly support such re-
distribution. I think, had PPS not done that, those hospitals that we count
on to provide access to our Medicare beneficiaries, our best teaching
hospitals, our inner-city disproportionate share hospitals, and our rural
sole community hospitals would be in serious* shape, because they lack
the ability to shift costs and generate high payments from outpatient
care. So, this kind of shifting is allowing a rough justice to prevail.

What I am trying to say is that under this rosy picture there is a very
complicated and, I think, potentially troubling payments system for
American hospitals. You really have to question how much longer outpa-
tient care will continue to grow, or how much longer can hospitals
charge higher and higher rates for their outpatient care, when down the
street, increasing numbers of clinics and outpatient surgery centers are
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charging lower rates because they don't have to overcharge for outpatient
services to make up the losses on inpatient care.

As government and managed care systems look for cheaper ways, I
think hospitals are going to find it increasingly difficult to charge higher
rates for their outpatient care. Also, how much longer can we continue to
cross-subsidize in the Medicare program to make up for the shortfalls
from uncompensated care?

And finally, how much longer will American businesses put up with
paying 40, 50, 60, 70, 80, even 100 percent over cost? I think, at some
point, they are going to figure out a way not to do it.

Therefore, I believe that the hospital industry, for its own survival,
needs to take a very hard look and begin to bring its cost structure back
in line with overall growth in economic conditions.

The issue before the Subcommittee is, how can that happen? You
raised the issue of whether we should begin to look formally at the idea
of reintroducing some form of certificate-of-need or planning apparatus.

As you know, I served in the Administration in the 1970s and sup-
ported such a system. But the Administration and the Congress had, I
think, mixed feelings. They were unwilling to tie certificate-of-need to
the total reimbursement system. I actually am more sympathetic to a
tough reimbursement system than I am to certificate-of-need.

I think that the reimbursement system needs to be an all-payer system.
I think all payers need to play so as to put financial pressure on
hospitals.

The problem I have with certificate-of-need is not that we don't have
competent planners, but that the political process, particularly at the
state level, often was not there to back up the planners. When the plan-
ners said, close that hospital, those hospitals went right to the source of
power in the state, and those planners found themselves without a base
and ultimately without a job.

The nice thing about a tough reimbursement policy, it is much more
difficult to put your finger on who does it. That is what the market peo-
ple support and, in fact, there is some truth to it.

REPRESENTATIVE STARK. The AMA never had a problem figuring it out.
MR. ALTmAN. You also can manipulate the reimbursement system, but

it is harder.
Finally, I believe we need to get hospital costs under control for the

hospitals own sake and also for the sake of our federal budget and the
economy. I think the best way to do it is through a tight reimbursement
system, and as you know, I strongly favor a mechanism for all payers to
be built into an all-payer system and to balance it out, not only across
payers but across hospitals.

Thank you, Mr. Chairman.
[The prepared statement of Mr. Altran follows:]
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PREPARED STATEMENT OF STUART H. ALTMAN

Good morning Mr.Chairman. It is a pleasure to appear before the Joint Economic
Committee to discuss the hospital industry, its current structure and what it might look
like in the 21st century. As you know well, Mr. Chairman, I have had the privilege of
chairing the Prospective Payment Assessment Commission for the past eight years. In
that capacity I have looked closely at the American hospital system and the impact the
Medicare PPS system has had on its financial situation. Much of my testimony this
morning is derived from information generated by ProPAC. But I wish to make clear to
the committee that the analysis of this information is my own and does not necessarily
represent the views of ProPAC, its staff or the Commission.

The Financial Picture of the American Hospital
Americans spent $290 billion for hospital services in 1990, a growth of almost 150

percent in a decade. While this growth rate is substantial, it is actually smaller than the
growth rate for overall health care spending. Nevertheless, the average hospital is more
financially sound today as measured by the size of its net operating margins. Yet, un-
demeath this rosy picture is a hospital system exposed to much greater financial risk.

During the 1960's and 1970's the hospital increasingly became the center of the
American health care system. Just prior to the passage of the Medicare and Medicaid
programs in 1965, spending for hospital services equaled about one-third of total na-
tional health expenditures. The relative spending rate for hospital services expanded
quickly following the enactment of these two national programs, growing to 37.0 per-
cent of the total by 1970 and 41.0 percent by 1980. In the 1980's the importance of the
hospital, as measured by its relative contribution to total health care spending fell some-
what, back to what it had been in the early 1970's.

Table I
Percent of Total Health Expenditures

for Hospital Care

-Year Total Hospital

1965 33%
1970 37%
1975 39%
1980 41%
1985 40%/o
1989 38%
1990 37%

The fall in relative importance of the hospital within the U.S. health care system
would have registered more significantly if the revenue measure was just for inpatient
hospital services. In 1980 inpatient revenues accounted for 67 percent of total hospital
revenues or 27.5 percent of total health care expenditures. By 1990 inpatient revenues
had fallen to 64 percent of hospital revenues which equalled 23.7 percent of total health
care expenditures. The relative decline in inpatient care was generated in part by the
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decline in hospital admissions which fell 6.6 percent in the 1980-85 period and 7.0 per-

cent in the 1985-1990 period. This decline in the number of admissions occurred de-

spite a 10.0 percent increase in the U.S. population. During the same period outpatient

visits rose by 7.3 percent and 30.5 percent respectively. Will this decline continue or

have we reached a plateau? Is it possible that we will see a resurgence of inpatient care
as the center piece of the U.S. health system?

The answer to these questions relate, in part, to the changing medical technologies

and techniques of the U.S. health care system. But it relates equally importantly to the

financial factors which shape our health care delivery system. Whereas conventional
wisdom of the 1970's and 1980's strongly advocated the shifting of patient care from the

inpatient setting to outpatient care as a way-to both reduce costs and improve quality,

the consensus view of today is less clear cut. On a procedure by procedure basis the

cost of care is clearly lower in an ambulatory setting. The open-ended nature of outpa-

tient care and its easy access by patients, however, gives rise to the use of many more

outpatient procedures. For example, whereas the number of inpatient surgical proce-

dures declined by 30 percent between 1979 and 1989, the number of ambulatory surgi-

cal procedures rose by 261 percent in the same period. Some of the growth in

ambulatory procedures resulted from a shifting in the site of care as for example for her-

nia repair. Much of it, however, was the addition of new types of services whose growth

was accelerated by the ready availability of new capacity and the uncontrolled environ-

ment to deliver such services.
The extensive utilization controls for inpatient care set up by government (PRO's)

and the private sector (second opinion, pre-admission review) do not exist yet for out-

patient services. And there is concern that it will never be possible to develop such

techniques to control the utilization of outpatient services to the same extent as inpa-

tient care. That is, as long as outpatient services are paid on a per unit fee-for-service

basis. If this is true, then managed organized delivery systems and the government

might rethink their emphasis on shifting care to the outpatient sector. In the short-run,

however, the trend towards outpatient services will almost certainly continue.

Who Pays the Bill
The decline in relative importance of the hospital in our medical system and the po-

tential for further decline in the years ahead is only one indication of the confusing pic-

ture facing today's hospital. The most serious is the complicated situation with respect

to who pays the bill for the care provided and who will pay in the future. Although hos-

pital revenue margins were relatively similar in 1980 to what they are today, the under-

lying structure was quite different.
At the federal level the Medicare program was still using a slight modification of its

original cost-based reimbursement system. For most hospitals this meant that the pay-

ment for Medicare patients were roughly in line with the costs of treating those patients.

For a few very expensive hospitals, the limits imposed by section 223 of the 1971

Medicare amendments restricted Medicare payments to levels below the cost of care.

But there were few of these hospitals and the limits were not too strict. This is not to

say that hospitals were pleased with the Medicare payment system. Constant haggling

over retrospective adjustments in the payment amounts were a source of continual
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annoyance to many institutions and the changing interpretations of what an allowable
Medicare cost was kept most hospital financial officers quite busy.

At the state level, most Medicaid programs used the Medicare cost-based system as
their payment methodology. State payments were therefore somewhat comparable to the
costs of treating Medicaid patients. States and cities were also more likely to be subsi-
dizing the care for uninsured welfare patients with payments more in line with the costs
of that care. On a negative note, at least with respect to hospital financing, several more
states than today operated all-payer rate setting systems which restricted what hospitals
could charge for their Medicaid and privately insured patients. Discounts for patients in
managed care plans was a rarity. For the most part, private patients either paid full
charges (commercial insurance) or some form of cost plus payments (Blue Cross).

All this has changed. First, the number of uninsured has grown from 15 million in
the mid 1970's to 36 million in 1990. With respect to the hospital financial picture this
growth has translated into uncompensated care expenses growing from $3.0 billion in
1980 to $10.0 billion in 1989. Subsidies from government during that same period for
the care of the uninsured grew much less rapidly leaving hospitals with a shortfall in ex-
pense over revenues of $8.0 billion.

At the state level, Congress passed legislation in 1981 which permitted states to use
their own hospital payment system for their Medicaid patients if they wished. Most
states have taken advantage of this legislation. One result is a decline in the relationship
between Medicaid payments and the estimated cost of that care as defined by the hospi-
tal. In 1989, the payment rate of Medicaid averaged 78 percent of the cost of treating
such payments. These cost estimates are based on information supplied by hospitals to
the American Hospital Association. Some states, on the other hand, contend that their
cost estimates suggest that the actual cost of care for Medicaid patients are lower than
those indicated by the hospitals and that their state payments are in line with "true"
Medicaid costs. Using the AHA cost figures, the Prospective Payment Assessment
Commission calculated the percentage of costs paid by the respective state Medicaid
programs. The variation was considerable, with Arizona, Maryland and New Jersey
paying more than 100 percent of costs, and Oregon and Illinois less than 70 percent.
One characteristic of the three top paying states is that all are states which have a state
wide payment system which regulates the payment levels for payers of hospital care.

The biggest change in hospital payment system occurred in the federal Medicare
program with the passage of the DRG Prospective Payment System. As you know, Mr.
Chairman, beginning in 1983, Medicare payments were designed to provide hospitals
with a predetermined amount per patient based on the expected complexity of treating
that patient. This payment amount was to be the same for all hospitals after a 4 year
transition period, except for certain adjustments. The original adjustments were for
teaching hospitals and for hospitals in high labor cost areas. In later years adjustments
were added for hospitals that treat a relative large proportion of poor patients
(Disproportionate Share Adjustment) and sole community rural hospitals. The initial
DRG payment rate was designed to be budget neutral with respect to what Medicare
would have paid under the old system. During the first two years of that program, how-
ever, Medicare payments far exceeded costs (see Chart 1), generating a large surplus for
most hospitals. Since then the annual increase of Medicare payments has been less than
inflation and substantially less than increases in hospital costs per admission. In 1988
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average Medicare payments dropped below costs and current estimates by ProPAC sug-
gest that the shortfall for 1991-92 was 10.2 percent. From the federal perspective, this'
shortfall results primarily because of the failure of hospitals to constrain their per ad-
mission cost increases which has been growing by 8.0 to 10.0 percent per year. Of
course, from the hospital perspective these are their costs and failure to receive suffi-
cient payment by the Medicare program has pushed them to seek higher payment from
other patients, mostly those who are privately insured.

These higher charges, by hospitals for their private patients resulted in the average
mark-up of charges over costs equalling 48.4 percent in 1989. Again, the mark-up rate
varied substantially by state with Maryland and New Jersey having the lowest mark-up
and Alabama and Nevada the highest. Because not all private patients pay fully their
charges actual payments by private patients averaged 128 percent of costs. These higher
payments by private patients generated a net surplus of $22.5 billion, about equal to the
22.4 billion in underpayments as defined by hospitals, for Medicare, Medicaid and the
uninsured. As shown in Table 2, although the payment rate is higher for Medicare than
Medicaid because of its size, the Medicare shortfall amount is almost double.

This cost shifting to private patients is only part of the story in terms of the change
in who now pays the hospital bill. Within the annual Medicare PPS budget of 54.9 bil-
lion in FY 1992, about 5.3 billion or almost 10 percent is redistributed from the overall
payment total to two classes of hospitals; teaching hospitals and disproportionate share
hospitals. In addition significant extra sums are reallocated to rural sole community
hospitals. Such redistribution is the result of explicit government policy to pay these
hospitals above the normal PPS payment amounts and above the actual cost of treating
their Medicare patients.

As indicated previously, when PPS was first implemented, it was determined that
teaching hospitals would require a special payment to compensate them f or the extra
costs associated with operating education programs. While the direct costs of such pro-
grams were relatively easy to estimate, the added indirect expenses on patient care was
more difficult. The initial indirect teaching adjustment substantially overshot the mark,
helping to generate operating profits for teaching hospitals for Medicare patients in ex-
cess of 20 percent. After several downward revisions, the adjustment rate settled at a
level which still results in larger payments being sent to teaching hospitals. Much con-
troversy now surrounds just what the right adjustment rate should be. Based on calcula-
tions by the Bush Administration these extra payments are still twice as much as should
be paid for the extra indirect expenses on patient care of educating future health
professionals.

ProPAC disagrees with the administrations low estimate of the teaching adjustment,
but also believes that the current adjustment are too high. Nevertheless, ProPAC hasurged caution in reducing these extra teaching hospital payments. Whereas, major
teaching hospitals generated an operating margin for Medicare patients of 7.8 percent inthe seventh year of PPS, when all patient revenues and expenses are included, the mar-
gins for major teaching hospitals dropped to 2.0/. In contrast, the reverse picture was
true for non-teaching hospitals. They had negative operating margins for Medicare pa-
tients, but positive margins for all patients. The difference reflects, in part, the larger
proportion of private pay patients and the smaller amount of uncompensated care in the



rabIe 2

Payments for Hospital Care by
in 1990

Payer Group Payment to Cost Ratio

Payer Group

Payment Under or
Over Costs (Billions)

Below-cost Payments
Medicare

Medicaid

Uncompensated Care

Total

Above-cost Payments
Private Insurers

Other Govt. Payers

Total

'Operating subsidies from state & local govt. Included as paymens

Source: AHA, ProPAC, 1992.

Note: Includes all Inpatient & outpatient services.

89.6%

80.1%

21.0%1

($8.2)

($4.6)

($9.6)

($22.4)

$22.5

$0.2

$22.7

127.6%

106.4%



12

non-teaching institutions. Teaching hospitals are also the institutions more likely to
treat our most complicated social issue patients, e.g. AlDs, drug abuse, etc.

The cross subsidization within Medicare does not stop with teaching hospitals. As
indicated previously extra PPS payments also exist for disproportionate share hospitals
and many rural hospitals. As can be seen in Chart 2, in total they have a substantial im-
pact on the bottom line of the different types of hospitals. As of today, a type of rough
justice prevails with respect to the total operating margins of the four classes of hospi-
tals. There are important political forces, however, that are opposed to the continued re-
directing of Medicare funds away from other hospitals to pay these higher amounts.
Suppose they are successful in stopping or reducing these cross-subsidies? And suppose
managed care plans that insure private patients become more successful in forcing hos-
pitals to give them larger discounts? And suppose Medicare and Medicaid continue to
restrict their payment increase to amounts below the increase in hospital costs while the
number of uninsured patients grow? What will the financial picture of hospitals then
look like?

There are those who suggest that the hospital should become the center of the
health care delivery system of the future. Others question however, whether the hospital
as we know it today will even be needed in the future. They point to the revolution tak-
ing place in the biomedical/biotechnical fields which will permit more patients to be
treated in an outpatient setting or even at home. While this debate is centered on the
technical aspects of patient care, my concern is with the financing of hospitals. Can we
be sure that the series of cross subsidies that currently underpin our hospital system will
continue in the future?

An additional potential problem facing hospitals are forces which are redirecting
the ambulatory patient away from their outpatient centers. Increasingly, Federal and
third-party payment policies are introducing financial incentives that encourage the
continued growth and diversification of ambulatory care facilities that directly compete
with hospitals. Currently, the leading competition with hospitals for providing surgical
procedures is thE free standing ambulatory surgical centers (ASC). The number of these
ASC's grew from 239 in 1983 to 1,383 in 1990--a growth of 478 percent. The number
of procedures provided at ASC's increased by over 500 percent. Future advances in
technology will encourage even greater use of ASC's, including less invasive alterna-
tives to surgery, new types of medications and drug therapies that improve recovery
time and reduce the risk of infection, as well as advances in anesthesia.

Competition for the hospital outpatient department is also noL coming form the
physician's office (clinic) and from new types of diagnostic centers. The growth of these
alternative delivery sites has been aided by private third party payers, particularly inte-
grated managed care plans, who are seeking to provide comprehensive range of health
care services to their subscribers.

If these trends accelerate will the hospital of the future be able to use its outpatient
department as a profit center to counter losses on the inpatient side? If it cannot, how
will hospitals cope with declining incomes?

The U.S. hospital system has changed dramatically in the decade of the 1980's.
While the number of certified inpatient beds fell by almost 100,000 from the high point
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in 1983, the occupancy rate for the remaining beds fell as well, reaching a low of 63.5

percent in 1991. Nevertheless, hospitals continue to add personnel and the growth in

operating cost per admission grew by 8 to 10 percent per year. In spite of these negative

trends, the bottom line of the average hospital is stronger today than in the late 1970's.

But as I outlined in my testimony the financial strength of today's hospitals is being

supported by substantial cross subsidies that could evaporate. In the end, I believe hos-

pitals will have to ge their costs more in line with other sectors of the economy.

One question the committees asked is whether the negative cost picture would have

been different if this country had a certificate-of-need program during the decade. I'm

afraid my best answer is maybe. It depends on how committed those in control were to

closing hospitals and how much political backing the CON process received. Also an

important factor is which hospital would have closed.

The history of the 1970's with CON was not an overwhelming success. While I be-

lieve those who operated the CON system tried to do a good job in balancing access

with costs, the political process often let them down. Examples are numerous of where

the CON professionals recommended that a particular project not be approved and

where the political forces in the governors office or state legislature overruled the deci-

sion. There are also many examples of where low cost primary care hospitals closed

forcing patients to seek such care in much more expensive tertiary care facilities.

Whether over the long-run such closings saved money or at least led to higher quality
care has never been proven.

As an alternative to recreating a CON system I would recommena that we continue

to tighten the reimbursement system for all payers of hospital care. This will force hos-

pitals themselves to deal with their excess capacity. The effectiveness of this strategy

depends on private payers joining with government to keep total hospital payments

tight. It also depends on constraining reimbursement for outpatient hospital services.

Also by paying more for certain types of hospitals which are deemed to be providing

needed services for the community, e.g., rural sole community hospitals or urban dis-

proportionate share hospitals, we can use the reimbursement system to both limit the to-

tal size of the hospital system and assure the survival of certain types of facilities that

would not make it under our current uneven insurance system.

To keep overall financial pressure on hospitals and the total health system I would

recommend the establishment of a National Health Care Expenditure Board and a sys-

tem of regional Health Care Expenditure Boards. Such a system could be set up similar

to the Federal Reserve System and be independent of the day-to-day activities of

government.
So as to eliminate the cost shifting schemes now in effect, all insurance companies

or managed care plans would be required to pay a provider the same amount for the

same service. An individual plan could be less costly by choosing lower cost providers

of by managing the care used by their enrollees more effectively. They could not use

their market power, however, to extract from a provider the same service for less

money. This limitation would also apply to government programs. For example, each

plan would pay the same rate for the same illness in the same hospital. But, if a plan

had their patients stay a shorter time in the hospital or if it consistently used less ser-

vices or procedures for the same diagnosis, the plan and the hospital could negotiate for

a lower rate.
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Within each region, negotiating units of providers and payers would be established
to determine the basic rate structure for each type of service. The regional Boards
would monitor these activities to make sure that the rate structures do not generate ex-
penditures in excess of thelimits.

The National Board would oversee the entire system and determine the total expen-
diture constraint The established revenue target should be related to the growth in the
nation's income, but I would not create an arbitrary fixed relationship. Instead, I would
allow the Board discretion to set the limit consistent with the assessment about the
trade-of fs between the growth in health.spending and-other national priorities. I would
also require them to assess what level of expenditure is needed to support a cost effec-
tive health care delivery system.

Such a system, I believe would force individual providers and communities to deal
effectively with excess capacity. It would also provide incentives for such groups to
seek more efficient ways to provide needed health services. By using overall reimburse-
ment policy to control costs, it would be more difficult for individual providers to seek
special political favors. Although as you know well, Mr. Chairman, special pleading by
individuals or groups is fundamental to any governmental system.
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REPRESENTATIVE STARK. We will hear next from Gerald Anderson, who

lives in a state where they have an all-payer system, and hospitals have

managed to squeak by.
MR. ANDERSON. And I work across the street from a hospital-
REPREsENTATrVE STARK. Called by US. News and World Report the

best. Welcome to the Joint Economic Committee.

STATEMENT OF GERARD F. ANDERSON, DIRECTOR
CENTER FOR HOSPITAL FINANCE AND MANAGEMENT,

JOHNS HOPKINS UNIVERSITY

MR. ANDERSON. Thank you.
This hearing is about forecasting the 21st Century, and while some

people don't do windows, I don't do forecasts. I was trying to figure a

new perspective on some of these issues, and what I want to focus on is

the role of the courts in determining the future of the hospital industry.
I focus on the role of the courts for two reasons. First, they have an in-

creasingly important role in many of these issues that we are talking

about today. And second-and why it is important for the Joint Econom-
ic Committee-is that many of these recent court decisions are lowering
the technical and allocative efficiency in the hospital industry.

In my written testimony, I present four examples of recent court deci-

sions and how they are affecting the hospital industry, but given the time,
I am only going to use one of these examples.

There is a longstanding debate of whether or not closing hospitals and

beds is going to increase hospital costs or decrease hospital costs, in-

crease quality of care or decrease quality of care. The courts are very in-

volved in these issues right now.
The FTC and the Justice Department have adopted the standard eco-

nomic view that you will have more competition when you have more

beds and more hospitals ,and competition will drive down cost and-
REPREsENTATivE STARK. Is that like, if you have more beds, then you

and I would go in and have our appendix out because you could get it

this week for a thousand dollar rebate?
MR. ANDERSON. Yes. You have a sale.
REPRESENTATIVE STARK. Makes sense to me!
MR. ANDERSON. Johns Hopkins will have a sale on gallbladders this

week.
REPREsENTATIVE STARK. What if you don't have one. Could you get a

new one? Go ahead.
MR. ANDERSON. The health planners have the opposite position, closing

hospitals will reduce the number of beds, which will mean less duplica-

tion of services. Finally, they argue that there is no evidence that com-

petition, in fact, lowers costs. In fact, what we were talking about earlier,

the whole issue of the supplier-induced demand for more beds implies
more activities.
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Unfortunately, there is no conclusive study that says that that is abso-
lutely correct. But if you look, as you said earlier, at Minneapolis-St.
Paul, and compare the costs of either per day or per discharge in Minne-
apolis to Baltimore, you see significantly lower costs in Baltimore than
in Minneapolis. The competition that exists today is over services, not
over price, in most cases.

The association, when we do our econometric studies, between beds
per capita and utilization per capita is always positives, even if we con-
trol for demographics, more beds, more utilization.

If you look around the world, where is the most competition? It is in
the United States. We have the highest cost and most competition.

The courts are being asked to answer right now these questions of
whether or not they should encourage hospital mergers. How does that
happen? A hospital wants to merge. The FTC or the Justice Department
said, "No," you can't merge, and the court ends up deciding about a
whole set of complex and technical issues.

REPRESENTATIVE STARK. Does Maryland get a waiver from this? I don't
understand the legal system very well, but because Maryland sets rates
on a statewide basis, do hospitals that want to merge in Maryland, still
have to go through the same Justice Department, FTC reviews?

MR. ANDERSON. The Justice Department could be involved in this, yes.
So far, they have not been involved in Maryland, and there have been a
number of mergers. Johns Hopkins has acquired a number of hospitals
and actually closed a number of them in Maryland, and they did it with
no cost to the bondholders.

REPRESENTATIVE STARK. You get a bonus for that, don't you?
MR. ANDERSON. Absolutely. So, it was a good thing in that case, and

the hospitals thought it was a good thing as well.
Judges, confronted with all these complex issues, have obviously re-

sulted in different decisions. In Rockford, Illinois, two hospitals wanted
to merge and the judge said no. As a result of that, after five years, both
hospitals, which couldn't merge, are now in this medical arms race to
have more and more equipment.

On the other hand, in Roanoke, Virginia, two hospitals wanted to
merge. They would have gotten 73 percent market share. They were, in
fact, able to merge, and according to a recent hospital magazine, they are
saving $42 million by not entering this arms race.

And the courts are having this major impact beyond simply these indi-
vidual decisions. If you are a hospital and you think you can merge with
another hospital, you are not sure what the Justice Department is going
to do, or what the FTC is going to do. So, the number of mergers that
might occur diminishes because of a lack of policy.

We have 200,000 beds set up in staff that we don't expect to use on
the busiest day of the year. We have 400,000 beds not used on the aver-
age day.

REPRESENTATIVE STARK. You have a million beds?
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MR. ANDERSON. Yes. That is a big number.
REPRESENTATIVE STARK. The total number of beds is how much?
MR. ANDERSON. We have a million beds; 400,000 are not used on any

given day.
REPRESENTATIVE STARK. That is staffed beds?
MR. ANDERSON. Yes. Yet, hospitals are trying to merge; they are trying

to consolidate; they are all talking about this; and we have the Justice
Department saying, "We are not sure."

We can continue to let the courts set the health policy as they are do-
ing now, but it is my feeling that we will have a lot more inefficiency,
and there is not going to be a strong concern over the long-run impact of
this; we are just going to have more beds. The courts don't think about
the long-run impact. Congress and the Administration can set a policy
and say, 'We want to have a certain number of beds. Be more proactive.
Certificate-of-need is another way to do it."

Another way would be to set a capital cap and say that we want to
have $3 billion or $6 billion spent on capital. That gets around the prob-
lems we had earlier with certificate-of-need, in the sense that we now
have each state with a dollar amount that they can spend on capital how-
ever they want to do it.

Thank you very much.
[The prepared statement of Mr. Anderson, along with a paper,

follows:]
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PREPARED STATEMENT OF GERARD F. ANDERSON

Mr. Chairman, members of the Joint Economic Committee, I am pleased that you
have invited me to discuss the future of the hospital industry. My name is Gerard An-
derson, Ph.D., and I am Director of The Johns Hopkins Center for Hospital Finance
and Management, Co-Director of The Johns Hopkins Program for Medical Technology
and Practice Assessment, and an Associate Professor with the Johns Hopkins Univer-
sity, School of Hygiene and Public Health, Department of Health Policy and
Management

Some people do not "do windows" and I do not do forecasts. After watching ma-
croeconomic forecasters, political pundits, and weathermen come and go, I decided
there was not much of a fuiture in doing long-term forecasts about the future of the hos-
pital industry or anything else. Instead, I prefer to look for current trends which I be-
lieve will impact future behavior.

I was looking at the issues that you are discussing at this hearing and trying to find
a common thread. After some thought I realized that Congressional uncertainty.regard-
ing these issues and the need to have these issues resolved has created a void which is
being filled by the courts.

Today I would like to call your attention to the profound impact the courts are hav-
ing on the hospital industry and whose influence I expect will continue to grow unless
action by the Congress and the Executive branch is forthcoming. Since 1985, the
courts have had an increasingly large impact on hospital mergers, the charitable mis-
sion of tax exempt hospitals, hospital payment rates, and the scope of services pro-
vided by hospitals-the very topics of this hearing.

My reason for focussing on the impact of the courts in a hearing of the Joint Eco-
nomic Committee is that the courts decisions are having a significant effect of the al-
locative and technical efficiency of the hospital industry. In general they are reducing
overall hospital efficiency.

It is likely that recent court decisions have already discouraged hospital mergers
which could have reduced hospital costs in local areas.

Recent court decisions which specify the level of charity care a hospital must pro-
vide have an uncertain impact on the magnitude of charity care that is provided. They
could encourage hospitals to provide additional charity care or have directly the oppo-
site effect and encourage more hospitals to behave as profit maximizing firms and pro-
vide less charity care. Depending on how hospitals respond, the burden on publichospitals could be larger or smaller.

Recent court decisions have forced Medicaid programs to increase their payment
rates to hospitals at a time when states are financially pressed to provide essential ser-
vices. Recent court decisions have increased hospital payment rates by 15 percent in
Pennsylvania and 10 percent in Washington.

Recent court decisions have encouraged hospitals to purchase expensive new
equipment and use experimental procedures at.a time when Congress, the Administra-
tion, clinicians, and health services researchers are searching for ways to encourage
cost-effective medical care. Court decisions are requiring insurers to pay for "exper-
imental" procedures and other services which public and private insurers believe that
the care is still experimental and explicitly excluded in contract or regulations. Given
these court decisions on coverage policy, it is not surprising that insurers deny only I
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or 2 percent of all claims at a time when many experts believe that much of the health

care that is provided today is unnecessary or inappropriate.

This is not an indictment of the legal system or even specific court decisions. In

fact, the courts are doing exactly what they are supposed to be doing, that is, resolving

complaints between two parties. The problem is that the courts are not well equipped

to resolve complex social and health policy issues. The courts have a number of in-

stitutional and procedural limitations which prevent them from considering all aspects

of complex policy issues. These include:

* a focus on the concerns of the litigants and not on the broader policy context;

* a lack of technical expertise or experience in health policy,

* an inability of multiple, independent courts to generate a consistent policy

position;
* a limited ability to recognize the long-term consequences of their decisions; and

* a procedure for discovering correcting the unintended consequences of the

decisions.
These limitations can lead to court decisions which may be the best way to resolve

the dispute between two parties, but ignore the long-term implications for the general

public, hospitals, and other entities. As a result the courts may introduce technical and

allocative inefficiency into the health care system.

Allow me to show how courts increase the level of allocative and technical effi-

ciency in the four areas. Courts are being asked to decide between a policy which en-

courages hospital mergers to reduce duplication (the traditional HHS and health

planning position) and a policy which tries to prevent mergers for antitrust reasons

(the FTC and Justice positions). My reading of the literature suggests that hospital

competition leads to a proliferation of services and not lower prices. Court decisions

on this issue have been inconsistent, hospitals are uncertain as to what the policy is,

and merger levels are lower due to this uncertainty.

Courts have tried to fashion a requirement that hospitals must meet in order to re-

tain their tax exemption. I am less sure what the appropriate policy is regarding ex-

plicit requirements for tax exempt hospital status. I am sympathetic to the argument

that profitable hospitals which provide very little uncompensated care are not deserv-

ing of the very valuable tax exemption. My reservation, however, comes from the fact

that I do not know how hospitals will respond to an explicit charity care requirement-

they could attempt to meet the standard by increasing their charity care or they could

decide to behave like a profit maximizing firm and reduce their level of charity care.

The courts have not addressed this issue. I know Congress has started to debate this

issue, and believe a full debate in Congress is necessary before the courts have estab-

lished a set of guidelines without careful consideration of the long-term implications

of their decisions. This could have a profound impact on public hospitals.

The Congress was not precise when it passed the Boren Amendment in 1981 argu-

ing that Medicaid programs must pay the costs of "economically and efficiently oper-

ated facilities". It did not define the term cost and did not give criteria for identifying

an "economically and efficiently operated" facility. Subsequent HCFA regulations

merely repeated Congressional language. As a result, the courts have become the final

arbiter of this language with profound implications for state budgets and hospitals.

Congress needs to decide if a payment system which allows Medicaid programs to pay

78 percent of Medicare rates on average is appropriate.
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The courts are increasingly confronted with an individual with a life-threatening
disease, a physician who believes an experimental procedure is the patient's only hope
for survival, and a public or private insurer who has denied coverage for that proce-
dure because the contract (regulation) states that experimental procedures are not cov-
ered. Given these circumstances, it is not surprising that courts will do everything
possible to force the insurer to pay. While this is obviously in the best interest of the
patient and represents a relatively small amount of money for a large insurer (typically
less than $100,000), it has profound consequences for medical practice. It gives tre-
mendous discretion to individual physicians at a time when numerous studies suggest
that physician discretion explains much of the geographic variation in health care uti-
lization and that many services are inappropriate or unnecessary. It encourages hospi-
tals to expand their acquisition of high cost equipment.

In summary, my concern is that recent court decisions are having a profound ef-
fect on hospital behavior. In general, the decisions are lowering hospital productivity,
requiring higher payments to hospitals, and encouraging the proliferation of untested
new procedures. In addition, the courts could have the effect of concentrating the pro-
vision of charity care to a smaller set of hospitals. Congress must become more active-
ly involved in these issues if hospital productivity is going to increase.

I am enclosing a longer paper which provides references for many of these
statements.
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THIE COURTS AND HEALTH POLICY

Critics of judicial involvement in social policy issues such as school desegregation,

environmental protection, and prison reform have suggested that the courts may have

certain limitations when they become involved in reviewing and/or determining social

policy (Horowitz, 1977; Melnick, 1983). This paper examines the growing role of the

courts in four health policy areas: (1) review of coverage decisions made by public and

private insurers, (2) analysis of the adequacy of Medicaid payment rates for hospitals

and nursing homes, (3) assessment of the advantages and disadvantages of hospital

mergers, and (4) development of criteria to assess the charitable mission of tax exempt

hospitals. The purpose of this review is to determine if the criticisms of the courts

with respect to social policy also apply to health policy and to suggest alternatives to

judicial resolution of specific health issues.

The paper is organized as follows: first, a review of the concerns about court di-

rected social policy, second, a brief synopsis of the four health policy issues and a re-

view of how the court decisions are affecting the actions of payors, providers, and

patients; third, a discussion of whatever the criticisms of the courts with respect to so-

cial policy also apply to health policy and finally, the development of specific alterna-

tives to court directed health policy.
General Concerns About Court Involvement in Social Policy

Courts become involved in social policy issues once a complaint is filed. With few

exceptions, the courts have not solicited cases in order to become involved in the poli-

cy making process. Nevertheless, the courts have become involved in some of the ma-

jor social policy debates of the past thirty years.

Proponents of judicial involvement in social policy issues have suggested a num-

ber of positive outcomes of court decisions including: the promotion of minority rights,

the promotion of more humane conditions in institutions such as prisons and mental

institutions, certain restrictions on bureaucratic arbitrariness, and more generally, the

promotion of positive social change (Kagan, 1991). Others have been more critical of

judicial involvement in social policy. These critics are not suggesting that the courts

should not have any role in the policy making process, instead, they are suggesting

that the public and policymakers should recognize the limitations of the courts when

the courts become involved in social policy issues.

One concern is that many judges do not have the appropriate educational back-

ground or experience to critically evaluate the technical information necessary to re-

solve complex social policy issues, especially in a court room setting where technical

information may be difficult to present (Fuller, 1978; Moynihan, 1979). Unlike the

legislative or executive branches where policymakers may have the opportunity to de-

velop an expertise in a substantive area over a period of years, judges usually have to

be educated at the beginning of each trial concerning the basic facts and the specific

policies surrounding a particular issue. Critics of the judicial process have also noted

that much of the information is filtered by the litigation process and that relevant in-

formation can be stifled by the adversarial system if one side is able to withhold or

successfully prevent the introduction of relevant data (Horowitz, 1977). In addition,

there is concern that courts are more likely to rely on theoretical arguments offered by
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academic experts than by practitioners who are more likely to know the limitations of
social science theory (Glazer, 1978).

The decentralized nature of the judicial system is a second source of concern since
court autonomy not only hinders the formulation of coordinated policies, it also can
lead to inconsistent treatment of similar cases. This can cause confusion among inter-
ested parties trying to determine what behavior the courts will accept, especially if ap-
parently similar cases have been decided differently by independent courts. A related
concern is that the court system is essentially a reactive system. Often, the first case
involving a particular issue is an atypical case, or at a minimum, there is some ran-
domness involving which case is decided first However, the first case can play a sig-
nificant role in the overall judicial'policy making process, because of the courts
reliance on precedent to justify decisions (Melnick, 1983).

A third area of concern is the narrow focus of the court's review. Typically, cases
are initiated by one party, the scope of the issues under review is controlled by one or
both of the litigants and the decision focuses on the specifics of the particular case
(Chaynes, 1976). As a result, issues of concern to society generally, but not to specific
litigants, may be given less weight

It has been suggested that cases that involve "polycentric" issues are especially dif-
ficult for courts to resolve (Fuller, 1978). These disputes involve multifarious, interre-
lated issues that could lead to several different, but equally valid, solutions. The
problem with judicial decisionmaking in these areas is that once the court establishes
that a particular litigant has a right, it becomes difficult for the court to make tradeoffs
(Liberman, 1981). However, many of these "polycentric" cases involve complex social
policy issues where a compromise outcome may be preferable from society's perspec-
tive. However, since the courts must select winners and losers, it is unlikely that a
compromise solution will likely evolve from a court decision. In addition, once a court
has ruled it becomes more difficult for other branches of government to act since "win-
ners and losers" are established by the courts.

Another concern is that judges, when confronted with two litigants in a specific
case, do not have the responsibility, and may not have the ability, to determine the
long-term consequences of their decisions (Horowitz, 1977; Fuller, 1978; Melnick,
1983; Easton, 1983). Court proceedings focus on retrospective conflict resolution' and
not policies for the future. Also, the judicial process may isolate the judges from the
broader public policy issues, limiting their ability to realize how their decisions will
affect or be affected by the broader social milieu. Alternatively, the long run impact on
the decision may not be relevant to the specific case. For example, without the re-
quirement that judges or juries consider the budgetary implications of their decisions,
the courts do not have to make the same financial tradeoffs that the legislative and ex-
ecutive branches must make in developing social policy (Fuller, 1978).

A final concern is that judges do not always have the tools to discover unintended
consequences of their decisions and to modify their decisions. They do not, for exam-
ple, have an established mechanism to monitor the long run effect of their decisions.
Instead, they must rely on appeals or additional cases to make revisions to earlier deci-
sions. In addition, they do not have access to the traditional "carrots and sticks" fa-
vored by economists to influence behavior-taxation, grants, or subsidies. Rulings that
require additional government funding, such as school desegregation orders, have been
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especially difficult for the courts to implement since they can require the expenditure

of additional resources which could require the imposition of a tax increase (Schapiro,

1989).
Courts and Health Pls
It is not surprising to discover that many of the concerns expressed. about the

court's involvement in social policy seem to apply equally well to health policy. The

purpose of this section is to illustrate how health policy is being made by the courts,

the factors the courts appear to consider in reaching their decisions, and how specific

constraints of the judicial process affect their decisions. The purpose of this review is

not to criticize specific rulings or to suggest alternative policies, but instead, to illus-

trate the growing role of the court in health policy decisions.

Cos=rag PFlicv
The courts have been reviewing the coverage decisions of public and private insur-

ers since the mid-1960s, however, the level of activity has accelerated in recent years

as insurers have become more aggressive in denying claims for treatments which they

believe are medically unnecessary, experimental, or are outside the scope of the cov-

ered services (Curran, Hall and Kaye, 1990). Initially, public and private insurers paid

for all services that were ordered by a licensed physician. However, after a spate of

cases in the 1960s where it was generally clear that there was no medical reason for

hospitalization, public and private insurers revised their coverage policies by inserting

an explicit requirement that services must be "medically necessary" in order to be re-

imbursed (Hall and Anderson, 1992). As public and private insurers started denying

claims based on this criterion, the courts frequently disagreed with the insurer's inter-
pretation of medical necessity.

Judges have typically viewed their role as the neutral arbitrator between the insur-

er who does not want to pay for a particular service, the provider who wants to be

paid, and the patient who wants a particular service (Hall and Anderson, 1992). In or-

der to render a decision, the judge must educate him or herself about the clinical as-

pects of a specific medical procedure in order to decide which set of clinical experts is

correct. This is an example of where the judge may not have the technical background

to completely understand the clinical information which is presented, and the adver-

sarial nature of the court proceeding may stifle the educational process. In many cases

involving the application of "medical necessity" provisions, the courts decided in favor

of the physician who was treating the patient and against the public or private insurer

who relied on government reports and scientific studies which challenge the value of a

treatment (Hall and Anderson, 1992). For example, court's order an insurer to pay for

laetrile delivered in a Bahamian clinic after the Food and Drug Administration made it

illegal to ship laetrile across state lines (Shumake v Travelers 1983). Other courts

have ordered insurers to pay for "immuno-augmentative" cancer treatment provided by

a Mexican facility in spite of the fact that the treatment had not been approved by the

FDA and was generally discredited by the medical community at the time (Taulbee v

Trvlr, 1987; Dallis vAea, 1985; McLaughlin v Connecticut General, 1983).
In response to these and other rulings, private insurers revised the contractual lan-

guage in their policies to expressly exclude coverage for experimental treatments, and

specified in their contracts that the insurer is the final arbiter for coverage decisions.

In spite of these contract modifications, insurers have continued to lose in some courts
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(Anderson and Hall, 1992). The most recent well publicized litigation over coverage
policy involves the use of autologous bone marrow transplantation to facilitate use of
high dose chemotherapy for metatastic breast cancer. Many courts have ignored the
fact that several institutional review boards and the National Institutes for Health
(NIH) have found the evidence regarding this technique to be sufficiently tenuous to
allow randomized clinical trials (Newcomer, 1990; Supple, 1990; Doza v Crum and
Forster Jusurance Compaa, 1989; Pirozzi v. Blue Cross and Blue Shield of Virgnia
1990; Cole v Blue Cross and Blue Shield of Mass, 1990). These courts have not ac-
cepted the technology assessments performed by Blue Cross and commercial insurers,
and have ordered the insurer to pay for the service even though the contracts explicitly
deny coverage for experimental procedures. In the most extreme case, a court ordered
an insurer to pay for an autologous bone marrow transplant for an AIDS patient, even
though the treating physician was the only physician in the country at the time using
that therapy and the patient had signed a clinical investigation consent form that em-
phasized the research aspects of the procedure (Bradley v Emire Blue Cross and Blue
Shield, 1990). Other courts, confronted with similar evidence, have ruled in favor of

the insurer (Hall and Anderson, 1992). A careful reading of thesetcases suggests the
courts have not given consistent guidance to insurers with respect to what constitutes
"experimental" treatment.

These cases also illustrate the difficulties that courts have in making tradeoffs in
reaching decisions. For example, it would be difficult for the court to decide in favor
of the patient who wants experimental treatment, but then to decide to have the insur-
er pay only the cost of the conventional alternative. This, however, may be closer to
the socially optimal solution since the individual would receive care and society would
not have to pay the full cost for still unproven medical procedures.

The reasons given by the courts in reaching their judgments demonstrate their fo-
cus on the specifics of the case and not on what may benefit society in general. For ex-
ample, some courts have been concerned that when the insurer employs retrospective
utilization review, the patient already had relied on his or her physician's advice in un-
dergoing the service and incurred a bill for that care. When insurers responded to this
concern and developed pre-service certification programs, however, other courts be-
come even more concerned. In one ruling, for example, the court argued that a 'mis-
taken conclusion about medical necessity following retrospective review will result in
the wrongful withholding of payment. An erroneous decision in a prospective review
process, on the other hand, in practical consequences, results in the withholding of
necessary care, potentially leading to a patient's permanent disability or death'
(Wickline v State of California 1987).

These types of cases demonstrate the courts focus on the individual case and not
on the broader social or economic context. From the perspective of the individual pa-
tient with a serious, potentially life-threatening illness, the provision of any medical
services that could potentially provide a benefit, no matter how small or at what cost,
is worthwhile. However, from the perspective of generally healthy individuals who
want to purchase an insurance policy, the perspective of do everything possible and ig-
nore the expense may not represent their preferences when they purchase the insur-
ance policy. There could be a market for policies which exclude specific types of
treatments, for example, those treatments where the technology has not been
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demonstrated to be safe and efficacious. Similarly, when Congress and the Admini-

stration make a coverage decision for the Medicare program based upon available

clinical data and cost considerations, they supposedly are making the decision in the

public's interest. In the present context, the relevant question is whether a cross sec-

tion of generally healthy individuals would be willing to pay their share of the cost of

particular treatments so that, in the unlikely event that one of them were to need that

treatment, it would be a covered service. Instead, the courts' have frequently viewed

the case from the perspective of the patient with an acute illness who has been denied

coverage.
This perspective of the courts may be partially responsible for lack of aggressive

behavior on the part of public and private insurers in reviewing medical practices. The

actions of the courts may be a partial explanation for the fact that public and private

insurers typically deny only I or 2 percent of all claims received (Pepper Commission,

1990) in spite of increased pressures by employers to control costs and published stud-

ies which suggest that a significant proportion of medical care is inappropriate (Park,

et al 1989; Pepper Commission, 1990). Given that it is virtually impossible to demon-

strate with certainty that a medical service will have no possible benefit and given the

perspective of the court, the relatively few denials by insurers may be rational behav-

ior from their perspective.
Medicaid Pavmenolicy~

Courts have been asked to decide both policy-related procedural and technical is-

sues in order to resolve recent litigation involving the adequacy of hospital and nurs-

ing home payment rates by the Medicaid program. In the early 1980s, Congress passed

legislation allowing Medicaid programs the flexibility to stop using Medicare cost

based reimbursement principles to pay nursing homes (in 1980) and hospitals (in

1981). The legislation, commonly known as the Boren Amendment, requires the

Medicaid program to set rates for hospitals which are "reasonable and adequate to

meet the costs which must be incurred by efficiently and economically operated facili-

ties in order to ... assure... reasonable access ... to inpatient services of adequate qual-

ity" (42 U.S.C. 1396A (aXI3XA)). The statute also requires the Secretary of HHS to

review the state's finding that the rates are adequate.

States responded quickly to the flexibility of the Boren Amendment and, by 1991,

47 states has instituted some form of prospective payment for Medicaid reimburse-

ment to hospitals (ProPAC, 1991). Litigation over the meaning of the terms of the

Boren Amendment and the adequacy of the Medicaid payment rates started almost as

soon as the states instituted prospective payment systems which gave certain providers

less than their full allowable costs (ProPAC, 1991, Anderson and Hall, 1992). As of

July 1991, Medicaid programs in 12 states had been sued over the adequacy of hospi-

tal payment rates (ProPAC, 1991), and more suits are contemplated (Stout, 1991).

Nursing homes have been involved in similar amounts of Medicaid reimbursement

litigation.
In Wilder v Virginia Hospital Association. the Commonwealth of Virginia de-

fended its hospital payment rates by arguing in front of the U.S. Supreme Court that

Medicaid beneficiaries, and not hospitals, were the intended beneficiaries of the

Medicaid program and, unless the Medicaid patients were actually harmed by the pay-

ment rate through reduced access or lower quality care, there was no cause of action.
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A 5 to 4 majority of the Supreme Court disagreed, ruling that "there can be little doubt
that health care providers are the intended beneficiaries of the Boren Amendment."

The Wilder v Virginia Hospital Association decision raised a second issue-how
much discretion to afford a government agency in determining the adequacy of pay-
ment rates under the Boren Amendment. The Commonwealth of Virginia argued that
the Boren Amendment gives a state flexibility to adopt any rates it finds are reason-
able and adequate and are accepted by the Secretary of the Department of Health and
Human Services. A 5 to 4 of the Supreme Court rejected this argument finding that
while the states have considerable discretion, there is still a role for the courts to re-
view the adequacy of the payment rates. In their dissent, however, four of the justices
argued that the scope of judicial review should be narrow. Writing for the majority,
Chief Justice Rehnquist noted that "providers ... will inevitably seek the substitution
of a rate system preferred by the provider for a rate system chosen by the State"
(Wilder v Virunia Hospital Association. 1990). When the court decides in favor of the
provider, Chief Justice Rehnquist argued that states will be required "to adopt reim-
bursement rate systems different from those Congress expressly required them to
adopt" (Wilder v. Virginia Hospital Association. 1990). Later in his dissent, Chief Jus-
tice Rehnquist argued that the major issues are whether the states can be trusted to de-
termine if the rates meet the requirements of the Boren Amendment and whether the
Secretarys review of the State's payment rates has any meaning without judicial
oversight.

In this case, the Supreme Court also discussed the issue of the technical compe-
tence of the courts to decide complex rate setting issues. Justice Brennan, writing for
the majority, believed that it is obvious when a State has set unreasonable rates and
"Although some knowledge of the hospital industry might be required to evaluate a
state's findings with respect to the reasonableness of its rates, such an inquiry is well
within the competence of the judiciary" (Wilder v Virginia Hospital Association.
1990).

Reviews of recent Boren Amendment cases illustrate the complexity of the policy
issues which the courts must decide in order to determine if the rates are adequate
(ProPAC, 1991; Anderson and Hall, 1992; Harris, 1991). Some of the specific policy
issues that have been litigated in Boren Amendment cases include:

* whether the need to balance the state's budget can be a factor in determining
payment rates;

* what is an appropriate rate of increase in the payment rate and what factors need
to be considered in establishing the update factor,

* what factors can be used to form hospital peer groups and how many peer groups
are appropriate;

* whether or not Congress meant average or marginal costs when it required states
to pay the costs which must be incurred;
what percentage of hospitals are economically and efficiently operated in a state;
whether or not the level of payment for capital, clinical education, and
disproportionate share is a policy decisionthat the state can make.

As anyone familiar with the difficulty of setting payment rates can attest, these are
extremely controversial issues and not easily resolved in the highly adversarial situa-
tion that exists in a courtroom by judges with limited familiarity with these policy is-
sues. It is not surprising that when "the courts have scrutinized components of
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Medicaid payment methodologies in detail [T)their final verdicts have been inconsis-

tent (ProPAC, 1991)
Although early court decisions were generally in favor of the states as the courts

deferred to the expertise of state agencies, increasingly providers have begun to pre-

vail in more cases (Anderson and Hall, 1992). One of the primary reasons for the

change was a U.S. Appeals Court ruling which created a standard which subsequent

judges have used to determine if the payment rates are adequate. In AMISUB (PSL!.

Inc. v State of Colorado Department of Social Services, the court was not satisfied

with Colorado's assurances that the rates were adequate and mandated that a "... Medi-

caid agency,' at a minimum [is] to make 'findings' which identify and determine (I) ef-

ficiently and economically operated facilities; (2) the costs that must be incurred by

such hospitals; and (3) payment rates which are reasonable and adequate to meet the

reasonable costs of the State's efficiently and economically operated hospitals"

(ASISUB (PSL) Inc v State of Colorado Department of Social Services 1988. In effect,

the court imposed new criteria which states must meet in order to be accepted by the

courts even if findings that the rates are adequate have been made by the states and ac-

cepted by the Secretary of Health and Human Services. Subsequent courts have ap-

plied this standard in their review of Medicaid rates (Anderson and Hall, 1992).

Payment policy litigation has significant implications for Medicaid programs and

providers. Both sides are affected by the cost of litigation (which can be several mil-

lion dollars) as well as by restrictions placed on the policy making process during liti-

gation when direct communication between the two parties is restricted. In cases

where states have lost, the states have been ordered to alter their payment formulas

and to make substantially higher payments to providers. For example, the court or-

dered hospital payment rates increased by 14.5 percent in Pennsylvania (ProPAC,

1991) and by 9 percent in Washington State (ASA News, 1991). Given the budgetary

situation in most states, the court decisions ordering higher payment rates have forced

governors and state legislatures to make difficult tradeoffs between eligibility and cov-

erage reductions in the Medicaid program, reductions in other governmental programs,

and new taxes.
HoitalMg
In 1975, the U.S. Supreme Court decided that learned professions were not ex-

empt from antitrust law. Since that decision, the Federal Trade Commission and the

Department of Justice have been investigating the anti-competitive actions of physi-

cians, hospitals, and other health care providers (Havighurst, 1990). Much of the re-

cent focus has involved review of hospital mergers. At the same time, working from a

different policy perspective, the Department of Health and Human Services and many

state health planning agencies have encouraged hospitals to merge in order to achieve

economies of scale and to prevent the proliferation of new technologies. The debate

has turned to the courts for resolutions.

Recently, two different courts have examined mergers of non-profit hospitals and

have reached contradictory decisions in two cases with essentially the same facts (An-

derson, 1991; Burke, 1990). In these two cases, the Department of Justice challenged

the mergers of non-profit hospitals in Rockford, Illinois and Roanoke, Virginia. Ac-

cording to the Department of Justice, the mergers would have created a single institu-

tion which would have owned 73 percent of the licensed acute care beds in the
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Roanoke Valley and 72 percent in Rockford (Holthaus, 1988). Following lengthy liti-
gation, the courts permitted the merger of Roanoke hospitals but denied the Rockford
merger. Since the court ruling, it has been reported that the hospitals in Roanoke have
begun the merger process and are expected to save $42 million over a 5-year period
while the hospitals in Rockford are continuing the "medical arms race' of purchasing
duplicate equipment (Anderson, 1991).

During the court proceedings, a number of technical economic and policy issues
were raised, (Kopit and McCann, 1988; Blackstone and Fuhr, 1989; Werden, 1989),
including how to:

* Measure the hospital product - whether it is one service or a cluster of services.
* Define the geographic dimensions of a hospital market area.
* Measure hospital capacity - the possible measurement units include beds,

discharges, patient days, patient days weighted by source of payment, and
hospital revenue.

* Determine the effect of hospital mergers and market concentration on hospital
prices.

* Evaluate the economics of scale and scope from consolidating clinical and
administrative functions.

These are complex technical and policy issues that have not been resolved empiri-
cally. It is not surprising that the court decisions were inconsistent.

In court reviews of hospital mergers, the technical issues usually overshadow the
fundamental policy issue of whether hospital mergers should be encouraged or pre-
vented. This is related to the more fundamental debate over whether competition or
regulation is the appropriate public policy. Health planners have generally encouraged
hospital mergers as a means to eliminate duplicative services and to generate econom-
ics of scale and scope. Antitrust activities, on the other hand, are more concerned with
the effect of market concentration on prices. In the absence of any consensus among
policy makers on this issue; courts have become the arbitrator of this debate through
their review of hospital mergers.

Charitable Obligations of Non-Profit Hospitals
From 1969, when the Internal Revenue Service established the "community bene-

fits standard", to the mid 1980s, it was relatively easy for non-profit hospitals to main-
tain their tax exempt status. The community benefit standard, promulgated by the
Internal Revenue Service, provides federal tax exempt status to organizations "oper-
ated for religious, charitable, scientific, testing for public safety, or educational pur-
poses." Because the standard does not expressly mention hospitals, the presumption
has been that hospitals qualify under the term charitable (Fox and Schaffer, 1991). In
recent years, Congress has reviewed the IRS ruling and has conducted hearings on
specific legislation to make the criteria for tax exempt hospitals more explicit without
taking any action. In 1976, the U.S. Supreme Court decided that there could be no fed-
eral judicial review of the IRS ruling in response to a suit brought by members of the
Eastern Kentucky Welfare Rights Organization who claimed that they were denied
care by a tax exempt hospital and therefore the hospital was not meeting its charitable
deduction (Fox and Schaffer, 1991).

The courts, however, are the primary actors in state and local debates over the
charitable obligation of hospitals that claim exemption from state and local taxes. Re-
cently, state and local officials have questioned whether the level of the societal
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contributions made by non-profit hospitals fulfilled their charitable obligations and
have attempted to levy state and local taxes on them. Hospitals have developed multi-
ple arguments to defend their tax exempt status. As a result, the issue of what is the
minimum level of service a non-profit hospital must provide in order to maintain its
tax exempt status has ended up in state and local courts.

The Utah Supreme Court was the first court to attempt to establish a set of explicit
criteria that non-profit hospitals must meet in order to maintain their tax exempt status
(O'Donnell and Taylor, 1990). Subsequent court decisions in Tennessee, Vermont, and
Pennsylvania also attempted to define the requirements for tax exemption. In Tennes-
see and Vermont, the courts have ruled that in order to retain their tax exempt status,
hospitals must admit everyone regardless of their ability to pay (O'Donnell and Taylor,
1990). In Utah and Pennsylvania, the tests were more comprehensive. Utah hospitals,
for example, are subject to a six-factor test of their non-profit status. The Utah test in-
cludes the requirement that care is available to all regardless of an ability to-pay, but
includes additional requirements that require comparisons of the value of the property
tax exemption and the value of the charitable services provided. In Pennsylvania, the
courts have been inconsistent, some courts have imposed the Vermont criteria, while
other courts have imposed the Utah standard. As a result, hospitals do not know what
specific standard will apply to them.

A key technical issue in specific cases where the value of charitable services must
be quantified is the definition and measurement of charitable services. Defmiitions of
charitable services generally include charity care; however, the inclusion of bad debt,
payment less than costs for Medicaid patients, unsponsored research, unsponsored
clinical education, the provision of health and non-health related services to the com-
munity, and many other factors is more debatable (Lewin and Eckles and _, 1988).
Because the hospital and policy communities have not reached a consensus on which
of these services are indeed charitable services, the courts are being forced to decide
this issue in order to render a decision.

The long run response of hospitals to this requirement and therefore the impact on
the provision of charitable services is unknown and generally not a part of the litiga-
tion. Non-profit hospitals could increase their level of charitable services to maintain
their tax exempt status, remain not-profit but not tax-exempt, or they could become
for-profit. As a result the aggregate level of charity care could increase, decrease, or
remain the same. Even more difficult to anticipate is the long run impact on the over-
all system of hospital care which is based primarily on locally governed, community
based institutions (O'Donnell and Taylor, 1990).

Role of the Courts
It is not surprising that many of the concerns expressed about court directed social

policy are also applicable to health policy issues. Judges have needed to develop con-
siderable technical expertise in order to render judgments on specific health policy is-
sues. As noted: earlier, judges have rendered judgments about the appropriateness of
specific medical procedures and specifics about hospitals and nursing home payment
formulas. They have needed to define hospital market areas, assess the impact of com-
petition on health care prices, and define charitable services in order to render ver-
dicts. It is unclear how successful the courts have been in processing the information
which is presented or how well the information is presented in a court room setting.
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The structure of the judicial system has made it difficult for the judicial system to
develop a consistent health policy. For example, individual courts have rendered con-
tradictory decisions in all four policy areas. Courts have decided for and against insur-
ers involving the use of autologous bone marrow transplants for metastatic breast
cancer (Doza v Crum and Forster Inc., 1989; Bradley v Empire Blue Cross and Blue
Shield, 1990; Pirozzi v Blue Cross and Blue Shield of Virginia. 1990; Reiff v Blue
Cross and Blue Shield of Oklahoma 1991; Thomas v Blue Cross and Blue Shield of
Massachusetts, 1990; Stewart v Hewlett Packard 1990; Cole v Blue Cross and Blue
Shield of Massachusetts, 1990; Adams v Blue Cross and Blue Shield of MarvlanW
1991; Whittington v Blue Cross and Blue Shield of Mmvland, 1991; Bucci v Blue
Cross and Blue Shield of Connecticut 1991), for and against states regarding specific
provisions of the Medicaid payment system ProPAC, 1991; Anderson and Hall, 1992),
for and against hospitals located in areas with similar market structures who were try-
ing to merge (Holthous, 1988), and for and against hospitals with similar mission
statements and levels of community service. This has made it difficult for providers,
patients, and payors to anticipate the court's ruling in a particular case or to determine
what behavior the courts will find acceptable.

A review of the courts involvement in these four areas suggests that primary pur-
view of the courts involves the specific litigants. This focus, although appropriate for
many judicial cases, may not be well suited to the development of policies involving
complex health care issues where the long run implications of the courts decisions are
difficult to anticipate. The coverage decisions are focussed on the situation of the indi-
vidual patient, and not on the overall objective of paying for appropriate, cost effec-
tive, or cost beneficial medical care. The Medicaid payment issues have focussed on
the needs of the specific providers and not on the opportunity costs associated with al-
ternative uses of these dollars. The antitrust decisions have not examined the broader
issue of whether society should be promoting or discouraging hospital mergers. The
cases involving the responsibilities of tax exempt hospitals have not focussed on the
long run responses of hospitals to an explicit standard or the implications of having
fewer community based hospitals.

Before discussing alternative means of dispute resolution, it must be noted that
courts have the ability to overcome some of the limitations. Judges can address their
technical deficiencies by asking questions during hearings, appointing special masters
and reviewing amicus briefs (Baum, 1986; Katzman, 1980). They can monitor and af-
fect responses to their orders though structural injunctions, supplemental decrees, spe-
cial masters, and lay committees (Katzman, 1980; Easton, 1983; Schapiro, 1989). In
addition, unlike the political process or market place, the courts can rely on reasoning
and not polls, majority votes, rule of expediency, or claims of right in reaching their
decisions (Calabresi, 1982).

Alternatives to Court Directed Policy
Students of conflict resolution have proposed several alternatives to litigation for

social policy resolution (Resnick, 1982; Sander, 1985; Kagan, 1991). The alternatives
include negotiation, binding arbitration, legislative action, reliance on expert judg-
ment, informal discussions, administrative courts, contract revision, and more gener-
ally, a restructuring of the decision making process. It is not surprising that the
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selection of a specific alternative to resolve a particular dispute will depend on the
specific policy issue.

Contract revision and restructuring of the decision making process could help re-
solve coverage disputes. One proposal is for public and private insurers to explicitly
state what treatments they wish to cover, develop standards to determine under what
circumstances other treatments would be covered, establish one or more entities to
make prospective and case specific judgments about whether the standards are being
met, and include a provision that mandates that the process is binding on all parties
(Hall and Anderson, 1992). This process would remove some of the ambiguity in the
current coverage process and it is possible that more specificity would constrain the
scope of the court's inquiry.

Reducing litigation over the appropriate Medicaid payment rate to hospitals may
require legislative or regulatory clarification of the language in the Boren Amendment
or possibly a complete revision of the legislation (Anderson and Hall, 1992). For ex-
ample, Congress may explore the option of mandating an all-payor system or a single-
rate system for all public programs. Alternatively, Congress could consider whether
actual costs should be a standard for determining appropriate payment rates. It has
been suggested that the regulation be revised to include more specificity (ProPAC,
1991).

Policies regarding hospital mergers and the charitable responsibilities of tax ex-
empt hospitals may require legislative or executive branch action. More research and
policy discussion regarding the benefits and liabilities of hospital mergers is probably
necessary. There is Congressional activity on the non- profit status of hospitals. This
legislation, if passed, would provide an explicit standard for determining tax exemp-
tion and could establish a standard that states and local municipalities could use.

Conclusio
Because of the difficulty in making decisions about certain health policy issues, re-

solving many of these issues has become the responsibility of the courts. This paper
has described some of the inadequacies of this solution and has suggested that it may
be necessary to consider alternative means to resolve these policy issues over the long
term. It is important for executive and legislative branches of government to act
quickly since allowing the courts to direct health policy will make it more difficult to
intervene if the court already has established winners and losers. In the four examples
cited, it is possible for the executive and legislative branches to reverse or modify the
court rulings by changing statues or regulations if they do not agree with the court's de-
cision. However, once society has become accustomed to the decision, it becomes
more difficult to take action. Finally, "excessive reliance on the courts instead of self
government through democratic process may deaden a people's sense of moral and po-
litical responsibility for their own future" (Cox, 1976).
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REPRESENTATIVE STARK. We will come back to this.
Mr. Scott, please proceed.

STATEMENT OF JAMES L. SCOTT, PRESIDENT
AMERICAN HEALTH CARE SYSTEMS' INSTITUTE

MR. SCOTT. Thank you, Mr. Chairman.
In my oral remarks, I want to devote attention to three of the very spe-

cific questions that you outlined in your letter of invitation. In the first
one you asked, should there be more coordination between regional cen-
ters and rural hospitals? There is no doubt that we need to develop this
kind of coordination.

In May of 1971, when I started my first job in this industry as a hospi-
tal administrator, I worked for a company that operated 20 small rural
hospitals with four or five circuit riding administrators. This was in far
Northwest Kansas. At that time, we had a very aggressive program for
sharing services between our hospitals and, what to us, were the -large re-
gional hospitals in the state.

Now, compared to what you will hear from the second panel, these
were still very small hospitals, but the bottom line is that this was.
20-some years ago. We had very aggressive programs of coordination at
that time.

Some of that was due to the kind of unusual leadership that we had in
Curt Erickson, the executive director of Great Plains Lutheran Hospitals.
But, in reality, we weren't that much different from many of the rural
hospitals in Kansas and Nebraska and Colorado.

The range of health services has increased dramatically in the last two
decades. For example, in Des Moines right now there are over 50 distinct
outreach programs offered to 120 rural communities. One of the most in-
teresting of those is their remote fetal heart telemetry program. In 21 ru-
ral hospitals, expectant mothers are hooked up to machines and their
babies' heart rates are read in Des Moines. This is a program that has
enabled both the urban and rural hospitals to address one of the most
significant barriers to cooperation, and that is the fear of the rural com-
munities that they are going to lose the patients.

At the beginning of the program, many-
REPRESENTATIVE STARK. You mean lose them to another hospital?
MR. SCOTT. Transferred, yes.
REPRESENTATIVE STARK. Not croak.
MR. SCOTT. Yes, not croak, that the patients would be transferred too

early.
This was a concern that the hospital administrators in rural Iowa had,

but the reality is that just exactly the opposite has happened. The im-
proved fetal monitoring has enabled more mothers to stay and deliver in
rural communities than what they had expected.
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Does this mean that we have achieved an optimum level of coopera-
tion? Of course not. But it is clear to me that significant progress is be-
ing made on this very important question in local settings across the
country.

I think we need to recast the question and ask another question, and
that is, in the future, what role will the hospital play in integrated health-
care delivery organizations?

Now, some believe that the actual delivery of care in the sometime
not-too-distant future is going to be coordinated by these organizations,
that there is much less agreement among the people talking about it as to
what these things would be called or what the structure of it might be. I
myself don't know. But I do know that as we move more in this coordi-
nated care direction that we are going to see some dramatic departures
from existing delivery approaches. Hospital executives, physicians, and
other members of the health-care team are going to have to learn new
roles and adjust to new responsibilities and relationships.

The honest answer to your second question regarding the future mix of
inpatient-outpatient care, it depends. The primary determinant in my
mind would be new technological developments.

The tremendous increase in outpatients services has not just been driv-
en by incentives from payment reform. Specific new technologies have
arisen that allow services previously provided on an inpatient basis to be
delivered on an outpatient basis, such as DRG-6-the carpal tunnel rele-
ase-which had drops of inpatient numbers of-89 to 90 percent. I think
we are far from reaching the end of such developments.

The technological advances will continue the movement toward short-
er length of stays, and by 1995, endoscopic surgery could account for a
significant portion of high volume surgeries, including 90 percent of the
gallbladder operations.

A friend of mine, who is a hospital administrator and needs open heart
surgery, says he is putting it off, waiting for the day when they can do it
on an outpatient basis. Now, I think he is kidding, but I am not sure how
many years in the future it is going to be before that might be the case.

A Hamilton KSA survey, conducted earlier this year, predicted that by
the year 2000 that 49 percent of their revenues will come from outpatient
services. The bottom line is, I think the proportion of care delivered on
an outpatient basis will continue to grow, and the limitation is primarily
a technological one.

The third question you asked, and I think the most important one, is,
how many hospital beds will we need. I don't think one can calculate or
predict with any degree of confidence the future acute care needed
capacity.

We did a chart that is in the testimony that shows that if the growth of
inpatient days had continued from 1980 through 1989, at the same rate
of the previous eight years, hospitals would have had 310 million patient
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days of care in 1989 instead of the less than 230 million that were actu-
ally delivered.

What is interesting about this dramatic decrease in volume measures
is that it was unexpected. In fact, at the time we were implementing PPS,
many policymakers were predicting an increase in patient days rather
than a decrease.

From the experience of the 1980s, I think we can draw a couple of
conclusions. The first is that predictions on future health-care trends
which are based on demographics and technology are often unreliable.
America is greying, but I don't think many people understand just how
gray our future society is going to be.

In about 20 years from now-the year 2010-this is some information
provided to us by Neal Howe, a well-known author-the age composi-
tion of the United States will resemble that of South Florida today, and
by the year 2040, our population over age 65 will be 170 percent larger
than it is today, while our working age population will be only 5 percent
larger.

If no other factors were to be considered to determine our future need
for hospital beds, I think it would be safe to assume that we would need
more, not fewer, beds. But I think there is another more potentially pow-
erful factor that exists, and that is medical technology. We cannot pre-
dict what technological developments are on the horizon.

Just a couple of comments on some of these. We had a recent speaker
at one of our meetings who led the research team that developed Tylenol.
Dr. McConnell talked to us a great deal about things I don't understand
at all and what they can do in cancer treatment. Somebody in the audi-
ence asked him a question about the use of monoclonal antibodies in can-
cer treatment, and he responded that if some of the potential technologies
were as effective as he thought they would be that they could render un-
necessary almost all of the existing hospital cancer treatment facilities
we have today.

Dr. McConnell predicted that we can expect as much progress in the
next two decades as we saw in the past when we conquered polio and TB
in the diagnosis and treatment of allergies, arthritis, cancer, cardiovascu-
lar and congenital disease.

Now, it is not possible for us at this time to predict which of these two
forces-demographics or technology-is going to be the. most important,
but my guess-and I use that word advisedly-is that we will find that
technology is clearly going to be the driving force.

Therefore, we would probably need fewer beds in the future, and this
is related to the important part of your third question, how do we get
there.

Should hospitals merge, close, or share facilities? The simple answer
is yes. Indeed, if the demand for inpatient capacity continues to shrink,
then some hospitals will be compelled to close, many will merge and al-
most all will share services.
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The salient public policy services questions are, number one, the rate
of shrinkage. We do not want to move too quickly and then find hospitals
lack the capacity needed for future community needs.

Number two, the one that you are most interested in is the role of the
government. Should government drive the process, facilitate change, or
simply monitor private efforts.

REPRESENTATIVE STARK. You didn't mention pay the bills.
MR. ScoTT. Just a little insignificant thing.
The third is the usage of existing health-care facilities that are no long-

er needed for that purpose. One of the biggest unknowns in planning for
the future capacity needs is the impact of the AIDS crisis. At the very
least, we should consider the conversion of some existing acute care ca-
pacity to meet the long-term needs of our AIDS patients.

In summary, Mr. Chairman, I cannot confidently predict what I think
the structure of the industry will be in the future, but do I know what I
hope it will be. I would like to see acute care hospitals as important ele-
ments, along with physicians, allied with health care professionals in ver-
tically integrated health care delivery organizations.

Given the potential of new medical technologies, I hope we will be
able to meet the needs of our communities with significantly fewer hospi-
tal beds by relying still more on outpatient care and disease prevention.

Thank you.
[The prepared statement of Mr. Scott follows:]
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PREPARED STATEMENT OF JAMES L SCOTT

Good morning Mr. Chairman. I am James L. Scott, President of the AmHS
Institute.

The AmHS Institute is the public policy center for American Healthcare Systems,
which represents health care facilities located in 47 states. It is the largest national al-
liance of not-for-profit multihospital systems, with 40 multihospital systems represent-
ing 1,100 facilities. AmHS shareholder-owned, leased, managed, and affiliated
hospitals comprise nearly 15 percent of all community hospital beds in the United
States.

While American Healthcare Systems has developed a comprehensive plan for
health care system reform - known as "PATIENTS FIRST". - and policy positions on
many of the pertinent health care financing and delivery issues of the day, we have not
gone so far as to predict what hospitals should or might be in the 21st Century. There-
fore, some of what I will say here today reflects my own personal views of what the fu-
ture might hold.

The title of this hearing, THE STRUCTURE OF THE HOSPITAL INDUS-
TRY IN THE 21ST CENTURY, and your letter of invitation suggest that action can,
and should be taken to ensure that the structure of the hospital community is consis-
tent with the overall direction of the health care system in the next century. If history
repeats itself, there is no doubt that natural forces will cause this to happen.

As needed reforms are made in our current mechanisms for financing and deliver-
ing health care services, hospitals will accommodate to those changes. -

The record of hospital response to externally developed incentives is well docu-
mented. From the passage of Medicare through the development of Medicare's pro-
spective payment system (PPS) we have seen the hospital community adapt to a
constantly changing environment.

In your letter of invitation you asked us to respond to certain questions. Mr. Chair-
man, I must respectfully note that some of those were more appropriate at the begin-
ning of the 1980s than they are today. Some of them are questions we either know the
answers to, or know that we are never going to be able to answer.

The first question is: SHOULD WE HAVE MORE COORDINATION BE-
TWEEN REGIONAL CENTERS AND RURAL HOSPITALS? There is no doubt
that we need to continue to develop coordination between regional centers and rural
hospitals. In May of 1971, when I started my first job as a hospital administrator, my
organization, Great Plains Lutheran Hospitals in Phillipsburg, Kansas, served 20 rural
hospitals with five circuit-riding administrators. These individuals traveled many
thousands of miles annually, as did circuit-riding preachers of the last century.

At that time we had a very aggressive program for sharing services between our
hospitals and large regional hospitals in the state. Those services ranged from such
mundane activities as data processing to shared mobile nuclear medicine scanners.
While some of our successes were the result of innovative leadership, we were not that
different from many other health care providers in rural areas.

The complexity and range of coordination of health services has increased tremen-
dously in the past two decades. For example, today at the Iowa Methodist Health
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System in Des Moines there are over 50 distinct outreach services offered to 120 com-
munities. Each of these is an example of successful coordination.

One of the most interesting services is the system's remote fetal heart telemetry
program. In 21 rural hospitals expectant mothers are "hooked-up" to machines and
their babies' heart beats are read at Iowa Methodist. This program is especially valu-
able because of what it teaches us about one of the most significant barriers to coor-
dination between rural hospitals and urban medical centers. Many rural hospitals fear
that close ties with regional centers will result in a loss of patients. This concern was
expressed in Iowa by rural hospital administrators who at first were worried that the
program would mean an early transfer of maternity cases to the regional center. But
the opposite has happened. Improved fetal monitoring has enabled more mothers to
deliver in their home communities.

Does this mean that we have achieved an optional level of cooperation? It does
not. More can be done, but it is clear that significant progress is being made in local
settings all across America.

A question we need to ask is: WHAT ROLE WILL THE HOSPITAL PLAY
IN THE INTEGRATED HEALTH CARE DELIVERY ORGANIZATIONS OF
THE FUTURE?

We are far beyond questions of coordination between rural hospitals and near-by
medical centers. What we need to do is to focus our attention on examining ways to
make sure that the totality of the health care delivery system is responsive to local
health needs. There is great promise for improved continuity of care and operational
efficiencies through the integration of the roles and financial incentives of hospitals,
physicians, and payers.

There seems to be a growing consensus that the actual delivery of care should be
coordinated by new organizations in the future, but much less agreement on the struc-
ture of an integrated delivery organization. Will physicians be owners, partners, or em-
ployees of these organizations? This is just one of the myriad structural questions that
must be answered as these new organizations are developed. Other questions involve
issues of common or separate ownership of facilities, governance, financial risk shar-
ing, antitrust, and how traditional insurance functions will be handled.

Integrated delivery organizations will depart dramatically from existing delivery
approaches. Hospital executives, physicians, and other members of the health care
team will have to learn new roles and adjust to new relationships.

Given the importance of health care services to our communities, and the great un-
certainty that exists in how new delivery structures might work, we feel it is important
to test, through comprehensive demonstrations, various new methodologies prior to
any national implementation.

The honest answer to your second question regarding the FUTURE MIX ON IN-
PATIENT AND OUTPATIENT CARE is: It depends. The primary determinants
will be new technological developments. The tremendous increase in outpatient ser-
vices has not been driven solely by new incentives arising from payment reforms. Spe-
cific new medical technologies that permit services previously provided on an
inpatient basis to be delivered in an outpatient setting have also contributed substan-
tially. A particularly significant example is cataract surgery. In the Medicare program
the number of inpatient cataract lens procedures in DRG 39 (in-hospital surgery)
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decreased by 93.9 percent between 1983 and 1988. DRG 6, carpal tunnel release,
dropped 88.6 percent in the same period as these procedures were shifted from an in-
patient to an outpatient basis.

The total growth of outpatient surgery was strong during the decade of the 80s.
From 1980 to 1987 the number of outpatient surgery cases grew at a 10 percent annual
rate. The last three years of the decade saw the growth rate fall, but remain a still
strong 7 percent.

We are far from having reached the end of such developments. A recent Uopita1s
magazine article predicted that technological advances will continue the movement to-
waird shorter lengths of stay. By 1995, for example, endoscopic surgery could account
for a significant proportion of many high-volume surgeries including: 90 percent of
cholecystectomies and prostate cancer stagings; and 70 percent of appendectomies,
hysterectomies, and hernia repairs. It is just a further short step to doing some of these
procedures on an outpatient basis.

In a Hamilton/KSA survey conducted earlier this year, hospital CEOs predicted
that by the year 2000, 49 percent of hospital revenues will come from outpatient ser-
vices. The bottom line is that the proportion of care delivered on an outpatient basis
will continue to grow. Its expansion will be limited, in the long run, only by the rate of
technological change.

Your third question is: HOW MANY HOSPITAL BEDS WILL WE NEED?
One cannot calculate, or predict with any degree of confidence, future needed acute
care bed capacity. Much of the new hospital capacity that was committed in the late
1970s was not needed by the time the lengthy planning and construction was com-
pleted. Figure IA illustrates this point.

Hospital Inpatient Utilization 1972-1989
Total Community Hospitals

Inpatient Days itIAtons)

310 3 10

290

230 230

2 1

190 190

170

1972 1974 1976 1978 1980 1982 1984 1986 1988 1989
Year

_ Actual Days ' Trended Days
Actual Dat. AHA Annual S-u-e

If the growth of inpatient days had continued from 1980 through 1989 at the same
rate of the previous eight years, hospitals would have provided almost 310 million pa-
tient days of care in 1989 instead of the less than 230 million that were actually deliv-
ered. The figures are even more startling when viewed on a per-capita basis. In 1981,
after 24 years of uninterrupted growth, the nation's community hospital admission rate
declined. In 1980, which marks the high point, there were 154 admissions per 1,000
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population. By 1990, only 10 years after the high point, admission rates had fallen to
125.2 per 1,000, a level not seen since 1957.

During this period, total admissions fell 13.7 percent despite a 10 percent increase
in the U.S. population. The average length of stay dropped 4.1 percent, inpatient days
were down 17.3 percent, and average daily census fell 17.1 percent.

The dramatic decrease in these volume measures was unexpected. In fact, many
policymakers predicted more days of care because of the increased aging of the pop-
ulation. You may recall that during the development of Medicare's first PPS regulation
there was considerable discussion between the Department of Health and Human Ser-
vices and the Office of Management and Budget over the need for a volume adjustor to
the PPS payment rates to account for the increase in admissions some anticipated as a
result of the admission-based reimbursement system.

From the experience of the 1980s we can draw several conclusions. First, predic-
tions on future health care trends are often unreliable. Second, the variables that will
most likely determine future capacity needs are external to the public policy financing
debate.

The two variables that will most directly affect the number of hospital beds need-
ed in the future are demographics and technology. In addition, the continued growth of
managed care and payment incentives will also influence the future need for hospital
beds.

America is graying, a fact about which there can be no doubt. What most do not
understand, however, is how really gray our future will be. Neil Howe, coauthor of
"On Borrowed Time" and "Generations: The HistorM of America's Future. 1584-2069."
spoke to an AmHS audience in the winter of 1990 and provided us with some sobering
statistics. Let me recount just a few

* About 20 years from now, (in 2010) the age composition of the United States
will resemble that of Florida today.

* By the year 2040, our population over age 65 will be 170 percent larger than
it is today, while our working-age population will be only 5 percent larger.

* By the year 2060, our total population will be the same as it is today, but its
composition will be drastically altered. Howe asked us to imagine, if we could, an
America in which the population west of the Mississippi would be comprised entirely
of persons over the age of 65, and a New England full of Americans age 20 to 65.

In a "DATA WATCH" article in the Winter 1992 issue of Health Aff several
analysts from HCFA's Office of the Actuary reminded us that persons eligible for
Medicare consume health care resources at a rate four times that of the younger pop-
ulation. Solely as a result of the aging of our population, they predicted that health
care spending would be 27 percent higher in the year 2030 than it is currently.

However, the Prospective Payment Assessment Commission reported this spring
that ...'the volume of admissions for persons 65 or older remained about 15 percent
higher in 1990 than in 1979. Thus, changes in the volume of inpatient admissions
have been much greater among the population under 65 than among the elderly.

If there were no other factors determining our future need for hospital beds, it
would be safe to assume that we would need to increase our current supply dramatical-
ly. But another, and potentially more powerful factor does exist-and that is medical
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technology. The difficulty is we cannot predict what new technological developments
are just beyond the horizon.

Technological change today is occurring at an accelerating pace. Jack McConnell,

M.D., a nationally recognized research scientist for Johnson and Johnson who headed

the research program which developed TYLENOL and an expert on the broad range of

emerging medical technologies, has this to say about just one new technology when he
addressed an AmHS conference:

"A plethora of technical opportunities have emerged out of molecular biology
technology and have provided a stream of new options and opportunities to interact
with the disease process. For example, monoclonal antibodies, proteins that act with a

high degree of specificity, can be delivered to the diseased tissue for early diagnosis
and treatment. Its application to cancer and cardiovascular disease, the two leading
causes of death in hospitalized patients, are in the forefront of current research and de-
velopment. The applications for both diagnosis and treatment are virtually limitless."

In a response to questions from the audience, Dr. McConnell noted that if some of
the promising new cancer treatment therapies prove to be as effective as hoped they
could render unnecessary almost all existing cancer treatment facilities.

Dr. McConnell predicted that, "We can expect as much progress in the next two
decades in the diagnosis and treatment of allergies, arthritis, cancer, diabetes, cardio-
vascular and congenital diseases as we saw in the recent past when we eliminated
smallpox, controlled TB, learned to manage many of the mental illnesses, conquered
polio, and developed new techniques and materials for eye problems and cardiovascu-
lar diseases."

At AmHS we have the opportunity to see at close range much medical research
that is underway in biotechnology. Many of the dreams of the scientists and entrepre-
neurs will not be realized, but some will, and there is good reason to be excited about
what our technological future holds.

Another factor that will help determine future inpatient capacity needs will be the
growth of managed care. Although HMO membership has stabilized at around 35 mil-
lion Americans, or 15 percent of the population, some experts continue to believe it
will increase to at least 25 percent by the year 2000. The 1990 average HMO hospital
admission rate was 74.6 per 1,000 population, compared to an overall rate of 125.2,
and their length of stay was 4.7 days compared to a 7.2 day average for community
hospitals. If future HMO growth is as predicted, fewer hospital beds will be needed.

It is not possible to predict, with any confidence, the impact of potential new
medical technologies and managed care growth on inpatient hospital usage. I do have
some personal opinions. My guess (and that word was chosen carefully because I have
no crystal ball) is that new medical technologies, rather than demographic or delivery
changes, will be the driving force that shapes our future demand for hospital capacity.

We will probably need far fewer hospital beds in the future, and this is related to

the important part of your third question: HOW DO WE GET THERE? SHOULD
HOSPITALS MERGE, CLOSE, OR SHARE FACILITIES? The simple answer is
yes. If indeed the demand for inpatient capacity continues to shrink as I believe it will,

then some hospitals will be compelled to close, many will merge, and almost all will
share services.
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Gerard Anderson, Ph.D., Director, The Center for Hospital Finance and Manage-
ment, The Johns Hopkins Medical Institutions, conducted a study of the number and
costs of excess hospital beds for the AmHS Institute. In January of 1990, we concluded
that there were 194,000 excess hospital beds. The total annual capital costs associated
with these beds was then $3.1 billion. Simply closing them, however, would not save
an equivalent amount unless a mechanism was established to excuse the principal and
interest expense already obligated by these hospitals.

The salient public policy questions relating to the shrinkage of inpatient capacity
are:

* The rate of shrinkage (because predictions in this area are imprecise, we do not
want to move too quickly and then find that hospitals lack the capacity needed to
meet future community health care needs);

* The role of government (should government drive the process, facilitate change,
or simply monitor private sector efforts?); and

* The usage of existing acute care facilities that are no longer needed.
One of the biggest unknowns in planning for future capacity needs is the impact of

the AIDS crisis. At the very least we should consider the conversion of some existing
acute care capacity to meet the long-term care needs of our AIDS patients. The health
policy establishment will debate all such questions for much of the next two decades.

My personal hope is that as integrated health care delivery organizations continue
to develop their levels of integration they will be the most appropriate vehicle for
managing the downsizing process.

In sumnnary Mr. Chairman, I cannot confidently predict what the structure of the
hospital industry will be in the next century. But I do know what I hope it will be. In
the 21st Century I would like to see acute care hospitals as important elements, along
with physicians, in comprehensive, vertically integrated health care delivery organiza-
tions. Given the potential impact of new medical technologies, I hope that we will be
able to meet the needs of our communities with significantly fewer inpatient beds by
relying still more on outpatient care and disease prevention. The hospital beds that
will remain will be filled by patients who are the most seriously ill, as less serious
cases will be handled on an ambulatory basis.

I would be pleased to answer any questions you or other members of the Subcom-
mittee might have.
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REPRESENTATIVE STARK. When you say vertically integrated, I can deal
with you in making cars, vertical and horizontal, but define that for me.
What is an HMO? That is vertical?

MR. SCOTT. Yes.
REPRESENTATIVE STARK. What is horizontal? Fee-for-service?
MR. SCOTT. I think what we have in mind, Congressman, are organiza-

tions where you have in one kind of a corporate umbrella the hospital fa-
cilities, the physicians, the home health agencies, the-

REPRESENTATIVE STARK. That is vertical, and horizontal is, you are on
the market?

MR. SCOTT. Yes. We think that has great promise.
REPRESENTATIVE STARK. Dr. Kimmey, please proceed.

STATEMENT OF JAMES R. KIMMEY, PROFESSOR OF COMMUNITY
HEALTH AND DEAN, SCHOOL OF PUBLIC HEALTH,

ST. LOUIS UNIVERSITY

DR. KEY. Thank you, Mr. Chainnan.
In 1975, when Congress enacted the National Health Planning and Re-

sources Development Act, the report to the Interstate and Foreign Com-
merce Committee said, 'We are enacting this legislation in order to
prepare for a national financing program which we anticipate within five
years.

In the event there was no national financing program in five years
which could attract a political consensus, and the planning structure that
was put in place without the resources to manage and ultimately drafted
into a regulatory strategy the attempt to control federal costs under
Medicare, lost a great deal of support, both here in Congress and at the
community and state levels.

By 1985, the federal financial support for planning had faded from the
scene. The watch word of the day was competition in the health industry.
With a few exceptions, states and communities were unable to sustain
their planning structures, mainly because they couldn't sustain financial
support for the activity. Planning did not then, nor does it now, have
much of a constituency when it is compared to those for whom the plan-
ning was undertaken.

State regulatory activities in health care, which peaked in the late
1970s, have also faded except in a few states which that feel their cost
problems are such that they must maintain some control over capital in-
vestment decisions.

REPRESENTATIVE STARK. Did they do better than the other states in the
last decade?

DR. KmeAEY. There are really no studies that will demonstrate that one
way or the other, that I am aware of. They think they did better. And
maybe a lot of this is perception of how one is doing.

Now, as the debate concerning organization and financing heats up
again, and we hear that we are going to have national financing within
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five years, one hears very little of the either the "P" word, planning, or
the "R" word, regulation. And, indeed, planners spend a great deal of
time trying to think of another name for what they do because they got so
burned on the planning name of 10 years ago.

-Cost controls are part of some of the proposals for reform, but neither
planning nor cost controls are receiving a great deal of attention, in my
view. The Medicare lesson that infusions of large amounts of money into
the system to care for undeserved members of society without concom-
itant controls in the system breeds inflation, if that hasn't been brought
into the "corporate culture" in Washington, then the coming solutions
will cause worse problems in the Nation then we are experiencing right
now.

One' aspect of the current debate holds that there are sufficient resour-
ces-dollars, personnel, facilities-already devoted to health care to
meet the needs of the 37 to 50 million uninsured only if they were orga-
nized differently. If that is true or even close to'true, then the problem is
not financing but planning and resource allocation, or reallocation to
meet the needs of the population as a whole. If the money is there and we
are not doing it right the solution does not lie in changing the financing
system alone; we must look to planning, we must look to reallocation.

It is the facilities question-the topic of this hearing-that is going to
be most difficult to deal with in reorganizing and restructuring the health
care structure. Facilities, hospitals, clinics, emergency rooms, docs in a
box, and so forth, include any fixed location at which health care at any
level is offered.

The key word is fixed. Facilities represent large investment, take time
to construct and activate, and are difficult to move. To the extent that
they are in the wrong place relative to communities' needs or that addi-
tional facilities are needed to provide services to additional people under
a better access plan, then more than dollars or personnel determine the
rate of real change in a reformed health care system.

The hospitals of the 21st century are already with us. With a few ex-
ceptions, their locations are set. The facilities are in planning or in con-
struction. The technologies are in testing, or being adopted already. That
is the problem with facilities. They have lead time. They are immobile.
And if they aren't planned with attention to future community needs, they
are going to be problems, not solutions.

If the system continues as it is, the situation in the 21st century will
not improve significantly, and could be much worse. If, indeed, we were
to put new financing mechanisms in place and change nothing, I would
expect that we will see continued excess capacity in beds and expensive
diagnostic equipment in urban and suburban areas. I think we will see a
continued shift from inpatient to outpatient services, something the rest
of the panel has talked about. However, those new initiatives will offer
secondary and tertiary services, not provide primary care, which is the
major need for the uninsured population in this country.
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Urban problem hospitals, those that provide the most service to those
with the least access, will continue to deteriorate in terms of physical
plant and basic diagnostic and therapeutic equipment.

Inter-hospital cooperation in sharing and coordination of services will
remain the exception, in large part, because of interference from the De-
partment of Justice and Federal Trade Commission, who have intervened
in a number of attempts to get more efficient services.

Rural areas will continue to be disadvantaged with either inadequate
or inappropriate services available for their residents.

Changing the financing system to improve financial access to services
would have minimal impact by itself on these trends in the system. They
reflect the inadequacies of totally independent, market-driven institution-
al planning as the sole means for structuring the system that does not re-
spond well to market force.

Whether or not this is the decade in which we will see fundamental re-
form in health care financing, this is the time to revisitthe issue of health
planning as a responsibility of every community.

The current approach to allocating resources is not working effective-
ly from the community's perspective. Many communities across the
country have recognized this need to bring some sense of direction to the
development of their health care systems, particularly if these systems
are to meet the needs of the medically disadvantaged, the homeless, the
growing number of people with AIDS, among other problems.

But the number of communities which have evolved the leadership and
identified resources for planning efforts is small. It is an important start,
however. And it should alert thoughtful designers of reform legislation
that there is a perception of need for planning, but not for launching ex-
panded entitlements to health services.

Without some broad-based consideration of the direction of develop-
ment in the system at the community level, the system will change, but in
the direction which maximizes the chances that current institutions and
delivery systems will survive rather than in the direction that will assure
the population that their needs will be met.

Thank you.
[The prepared statement of Dr. Kimmey follows:]
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PREPARED STATEMENT OF JAMES RF KIMMEY

Mr. Chairman and Members of the Committee:
I am Dr. James R. Kimmey, Professor of Community Health and Dean, School of

Public Health, at Saint Louis University. I am here today in my capacity as an analyst
and teacher in the area of health policy to present some ideas concerning the relation-
ship of today's resource allocation decisions to the subject of these hearings, the Struc-
ture of the Hospital Industry in the 21st Century. My views in these matters have been
shaped over a twenty-five year career as a Federal and state health official, health plan-
ning consultant, and academic.

In 1975, the Congress enacted the National Health Planning and Resources Devel-
op ment Act (P.L. 93-641) which had as a central goal the preparation of the nation's
health care system for the advent of a national financing program. In the event, there
was no national financing program which could attract a political consensus at that
time, and the planning structure put in place-without resources to manage and ulti-
mately trapped in a flawed regulatory strategy-was deemed ineffective. By 1985, Fed-
eral financial support for state and community health planning had faded from the
scene. The watchword of the day was competition in health care. With a few excep-
tions, states and communities were unable to sustain financial support for planning acti-
vities without Federal assistance. State regulatory activities in health care, which
peaked in the late seventies, also faded except in a few states which felt that their cost
problems were such that some controls on capital investment decisions, even in a more
competitive system, were essential public policy.

Now, as the debate concerning organization and financing of health care heats up
again, one hears little of planning. Cost controls are a part of some of the proposals for
reform, but neither planning nor cost controls are the focus of great attention. If the
Medicare lesson--that infusions of large amounts of money into the system to care for
underserved members of society without concomitant controls on the system breeds
inflation-has not been internalized in Washington's "corporate culture", then the solu-
tions to the access problem may indeed cause worse problems for the nation than we are
experiencing today.

One aspect of the current debate holds that there are sufficient resources-dollars,
personnel, and facilities--already devoted to health care to meet the needs of the 37 mil-
lion uninsured if only they were organized differently. If that is accurate, or even close,
then the fundamental question is not financing, but rather planning and resource alloca-
tion (or reallocation) to meet the needs of the population as a whole. To the question of
whether there are sufficient dollar resources, the answer has to be yes, there are enough
in the system to meet much of the need if they were reallocated; after all, we know that
we spend proportionately more than other developed countries but receive less for our
investment. In the case of personnel resources, the answer is a qualified yes; we have
more of most types of personnel per capita than nations which are doing better at meet-
ing health needs of their citizens; but these personnel are maldistributed geographically
and by specialty and by work setting. In the case of facilities, the answer is no. If we
were to take seriously the challenge of providing health care to all, we would quickly
find that we have the wrong types of facilities in the wrong places managed the wrong
way.
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In a sense, it is the facilities question which will be most difficult to deal with in re-
organizing and reorienting the health care structure. Facilities--hospitals, clinics, emer-
gency centers. ambulatory surgery centers, dialysis centers, public health centers,-
nursing homes, physician office buildings, and so forth-include any fixed location at
which health care at any level is offered. The key word is "fixed"-facilities represent a
large investment, take time to construct and activate, and are difficult to move. To the
extent they are in the wrong place relative to a community's needs or that additional fa-
cilities are needed to provide services to additional people under a universal access
plan, they, more than dollars or personnel, will determine the rate of real change in the
reformed system.

This was recognized in the 70s. The intent of the health planning initiatives in that
era was to develop a coherent description of the optimum mix and distribution of ser-
vices and facilities based on the characteristics of the populations which comprised
medical market areas. The planning was population based--flowing from the location
and needs of people in an area-rather than resource based--flowing from the location
and needs of providers in an area. Planning as conceived and carried out in most com-
munities was participative and technically sound. It was successful in developing the
data necessary for good decision making; analyzing that data; setting overall goals for
development of resources; and suggesting alternative ways of reaching those goals.
Planning did not fail in the 70s--implementation failed.

Although there was a commitment to health planning in the Congress, the Adminis-
tration, in state and local governments, and in the industry itself in that era, there was
little commitment to real change in the system. The actions necessary to bring about the
changes in the distribution and types of health services which planning identified as es-
sential for a more effective health care system were often unpopular. Where there were
attempts to move the system in directions indicated by the community-based planning
process, they were regulatory and not developmental. Congress mandated state certifi-
cate of need programs in which regulatory decisions were based on needs identified by
planning. At the same time it declined to fund one of the most powerful tools for
change, the Area Health Services Development Fund which was to provide planning-
related seed money grants. Federal administrative agencies fought hard to keep their
particular projects from being reviewed for consistency with community plans under the
Review of Uses of Federal Funds portion of the planning agency responsibility. When
planning agencies worked with hospitals to voluntarily secure more rational distribution
of services, the Department of Justice raised the threat of anti-trust litigation. When
planning agencies attempted to negotiate expansion of services needed by the commu-
nity as a condition of approving services desired by institutions, the Congress, under in-
tense industry pressure, amended the basic legislation to prohibit the practice. This list
of examples of inconsistent support could continue, and be expanded by examples from
states and communities, but the point is made. Society was willing to support planning
efforts, but felt little pressure to support the indicated changes in the organization of
services.

With the lack of serious commitment to implementing plans on the part of those
with the capacity to do so, it is not surprising that the health planning structure was re-
ceived as ineffective in many quarters. This perception was magnified when, in the late
70s, the health planning structure--designed to rationalize the system--was tasked with
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controlling health care costs through certificate of need. This was a task which the
agencies were poorly equipped to perform, and their limited abilities contributed to pre-
dictable failure. Coupled with a growing disenchantment in the society with regulation
in general, and an interest in competitive forces as an alternative approach for health
care, interest and support for planning waned.

Beginning in 1980, national policy moved toward promoting a more competitive
approach to organization and financing of health services. Any planning was seen as in-
terfering with such an approach, and the planning structure built up over six years was
gradually starved for resources. Federal support was ultimately discontinued, and some
states abandoned both planning and regulatory programs. The health system was freed
to respond to market forces, and the focus shifted from resource allocation based on
planning to resource allocation based on those forces. Prudent purchasing, prepayment,
and fixed per admission reimbursement shaped the system as it is today, not planning.

The record for the decade of competition is not comforting. The promise seen in in-
creased competition by some has not materialized. Cost inflation has continued virtual-
ly unabated. The number of Americans lacking financial access to needed services has
exploded. Duplication of services, equipment, and facilities remains a major problem,
especially in urban areas. Consumer-driven competition has not become a reality, and
hospitals continue to compete not for consumers but for physicians, and have added
HMOs, PPOs, and business clients to the list. Decisions concerning programs, services,
equipment acquisitions, and facility expansions are made with appropriate attention to
individual institutional survival. They are based on institutional and provider, not nec-
essarily community, needs and desires.

As it has in the past, this approach subverts community interests to the interests of
the provider in that community. For the past ten years, for example, capital investment
decisions have been made independent of any considerations beyond the institution and
its perception of community need. A more competitive situation in the health care mar-
ket has had an effect on these decisions--it has tilted them toward investments with high
prestige value which attract physicians to a hospital staff, or investments which improve
the bottom line for the hospital. This period of unplanned investment has also been one
of relatively uncontrolled investment. For example, capital costs as they relate to Medi-
care recipients were reimbursed outside the DRG system. The recent decision to incor-
porate capital payment into the DRG system will do little to affect this situation. There
is still no provision for planning to meet community needs using these federal funds.

Resource allocation in the health system has returned to the model of the 30s and
40s, one rejected in the 60s and 70s. Assessment of community need for expensive faci-
lities and equipment has be defaulted to the hospital industry, and resource allocation
decisions are made from an institutional rather than a community perspective. This is
not to say that those decisions are not without merit, but rather that they are made from
the perspective o the institution's best interests which are often very different from the
community's interest. Further, they are committing the community to a certain pattern of
facilities and services in the intermediate future.

The hospitals of the 21st century are already with us. With a few exceptions, the
locations are set, the facilities in place or in planning, the technologies in testing. That's
the problem with facilities-they have lead time, they are immobile, and if they aren't
planned with attention to future community needs they are going to be problems, not
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solutions. If the system continues as it is, the situation in the 21st century will not im-

prove significantly, and could be much worse if a new approach to financing is enacted
without attention to planning and cost controls. In that case, one can expect:

Continued excess capacity in beds and expensive diagnostic equipment in ur-
ban and suburban areas.

Continued shift from inpatient to outpatient services, but to offer secondary
and even tertiary services, not to expand primary care availability.

Urban problem hospitals-those providing most service to those with the
least access--will continue to deteriorate in terms of physical plant and in basic
diagnostic and therapeutic equipment.

Inter-hospital cooperation in sharing and coordination of services will remain
the exception.

Rural areas will continue to be disadvantaged with either inadequate or inap-
propriate services available for their residents.
Changing the financing system to improve financial access to services would have

minimal impact on these trends in the system. They reflect the inadequacies of totally

independent market driven institutional Tanning as the sole means for structuring a sys-

tem that does not respond well to market forces.
Whether or not this is the decade in which the nation will achieve fundamental re-

form in health care financing, this is the time to revisit the issue of health planning as a

responsibility of every community. The current approach to allocating resources is not
working effectively from the community perspective.

Many communities across the country have recognized this need to bring some

sense of direction to the development of their health care systems, particularly if these

systems are to begin to meet the needs of the medically-disadvantaged, the homeless,

and the crowing number of people with AIDS, among other problems. In St. Louis,

such an effort was launched last July by Mayor Vincent C. Schoemehl, Jr. and County

Executive George R. Westfall. They convened a broadly-based community wide task

force to examine the current health system, identify its strengths and weaknesses, and
recommend changes which can be pursued by joint efforts involving providers, con-

sumers, business, and government working together. The range of issues the group has

examined over the past year include economics of health care in the community, health

care cost containment, access to care for community residents, and educational needs

and opportunities. In addition, the task force has explored the need for a permanent
planning structure for the St. Louis community. A preliminary recommendation for es-

tablishment of a planning body with broad responsibility for defining a more effective
approach to organizing and financing services locally is under consideration.

St. Louis is not alone in identifying the need for re-establishing health planning.

But the number of communities which have evolved the leadership and identified re-

sources for these efforts is small. It is an important start, however, and should alert

thoughtful designers of reform legislation that there is a perception of need for planning

before launching an expanded entitlement for health services. Without some broad-

based careful consideration of the direction of development in the system in communi-

ties, the system will change, but in directions which maximize the chances that current

institutions and delivery systems will survive rather than in those which assure that the

population's needs will be met.
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The hospital in 1992 is central to technically complex medical care but tangential to
community health. Left to the workings of the market, and without organized communi-
ty planning efforts, that cannot be expected to change significantly as we move to the
21st century. The largest component of increased demand from the underserved popula-
tion will be for primary care, and for services which are accessible temporally and geo-
graphically as well as financially. These are not the strong points of an institu-
tion-focused system.
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REPRESENTATIVE STARK. Thank you.
Let me make a statement or two, and then you can tear it apart. We

are really focusing, I guess, on building a record, or some evidence, that
would help us sort out the box that we are in of having to deal with anti-
trust legislation and fair trade things, which were designed, it is my con-
tention, for something else.

So, my first hypothesis is that, compared to the market, for soybeans,
automobiles, sneakers, imported T shirts, there is generally no market
relationship between the consumer-patient-and the seller of the ser-
vice-hospital, doctor, etc. I mean, the patient doesn't pick the hospital,
generally. They may be forced into a hospital because it is the only one
in town, but basically the doctor makes the decision. Often the patient
hasn't even picked the doctor; he or she has been referred.

And the two people involved, the hospital and the patient, deal with
some other person who nobody knows; the hospital may not know
them-whoever pays the bills and decides what is going to be paid. So,
you have a whole bunch of people who are unaware of what the costs are
or of what the options would be.

It is hard for me to see a market-as I learned about that from Profes-
sor Samuelson a thousand years ago-I can't find it in there. If there isn't
that market, you either have a situation then that is an anarchy-every-
body for themselves, and the devil take the hindmost-or you have to
regulate it somehow. You have to figure out how you are going to pay
for the services.

I don't understand how our standard concept of antitrust of A&P con-
trolling all the prices of eggs because it owns the chicken farms applies
here. I can follow that for a grocers chain, but I can't follow the logic of
why two hospitals in San Francisco should merge or should not merge.

I can see the issue of, should you just leave it to chance, because it is
conceivable that in nonprofit institutions there is greed, competition on
the basis of pride, institutional jealousy, and they could gang up on
somebody in town and decide, 'We are going to put hospital X out of
business because we don't like them, or they haven't joined the club."

There is probably no evidence that says we ought to put the fox in the
chicken coop. We ought to let the hospitals divvy up the market without
any consideration for the public interest because, arguably, they would
all end up in the suburbs and leave behind the public hospital to deal
with the problems of the inner city.

It may be an unfair characterization of the industry, but the evidence
shows that that is pretty much what has happened.

Is that a fair characterization of what we are facing, relative to dealing
with the antitrust issue saying: 'We have to do something to get this kind
of system, this antitrust procedure, off the backs of hospitals, but we
have got to replace it with something."

DR. KEY. I will start with a response because mine will be predict-
able, and that is that a planning system that has set up and laid out how
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the community system ought to be structured would provide a test
against which mergers and other kinds. of activities could be viewed.

REPRESENTATIVE STARK. I could understand that test.
DR. KmINEY. Yes. If the community has undertaken a planning process

and says it is more advantageous for this community to have one obstet-
rical hospital and have another hospital provide community emergency
service, and hospitals are willing to do it-

REPRESENTATIVE STARK. If the good burghers of that town are willing to
vote for the bond issue.

DR. Knoay. But if they are willing to do it, they should be able to go
ahead and do this if it is consistent with planning.

Look at what happened several years ago in the first antitrust cases in
Virginia where just this suggestion was made. The Department of Justice
sent a letter to the planning agency and to the hospitals involved, and
said, 'We think we might consider this a violation." Bang, end of talk of
distributing service, end of merger, end of planning agency's
effectiveness.

MR. ALTmAN. On the other side, having watched the 1970s and having
been a participant in trying to get the 1974 legislation passed, I am not
unsympathetic to the scenario that you played out.

But let me give you my sense of what actually happened. That is, it
didn't work out the way you said. What happened was that the existing
power structure protected itself. It prevented others from coming in. Or-
ganized medicine often prevented doctors who wanted to practice alter-
native ways from getting into their hospitals.

Yes, it may have preserved some hospitals in the inner city, sometimes
for the good. It is not clear to me, however, that all people from the sub-
urbs should come into the inner city. Some of the protected inner-city
hospitals may have been pretty weak hospitals.

Second is what I said previously, when the planners fought against the
power structure, guess who won. If we had been able to keep the pres-
sure on the government level and on the private side-I think the system
might have won. But we didn't. I think we did a better job using tough
reimbursement.

So, that is why I put my stock increasingly on the reimbursement
side. Not that I am opposed to planning; I think good reimbursement
policy needs to have planning in it. Why? Because I don't think you
should just pay the bills.

I think that what we are doing in PPS makes sense. We may need to
pay certain hospitals more and certain hospitals less. We can torque the
reimbursement system to reach out and create a structure that we like. It
is not like reimbursement means market, planning means CON. I don't
view it that way. I think a good system needs a combination of both. I
just fear relying on constraints of capital while we allow the reimburse-
ment system to run its willy-nilly way.
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Finallyj I would say that the scenario you play out could happen, and
it does happen, but the alternative happens as well, and that is a sloppy,
inefficient, controlled power structures which uses the CON process for
their own benefit. And we have seen that too often take place.

REPRESENTATIVE STARK. Mr. Anderson, then Mr. Scott.
MR. ANDERSON. I agree that we don't have a market in health, and I

think most people who have looked at this industry would agree with
that.

REPRESENTATIVE STARK. Including Professor Enthoven?
MR. ANDERSON. He would like to create a market in health care.
REPRESENTATIVE STARK. If he came to a little lower altitude, maybe,

where there was more oxygen. Jackson Hole is pretty high.
MR. ANDERSON. My concern is similar, but a little different from

Stuart's. Certificate-of-need had really two objectives. One objective was
to control capital and expenditures, and I am not sure it was very succes-
sful in that, but what I am more troubled by was the fact that it was ba-
sically ineffective in redistributing dollars from the suburban areas
where the dollars were going into inner cities or rural areas. I don't see
much evidence that it was able to do that. And, if that is the public poli-
cy goal, which I think it should be, then we have got to look for an alter-
native mechanism.

REPRESENTATIVE STARK. That is just paying the bills for the poor. I
mean, that will take care of redistributing the dollars.

MR. ANDERSON. That will certainly help. Then, you might create a
market for hospitals in the inner cities.

But the other thing to do, in a more proactive way, is to look to other
countries and to look to how they have allocated capital. They effectively
have the government with a stronger role in allocating capital.

You can do it in one of two ways. You can give out the dollars or set
targets that each country, each region, each area, can have that is based
upon a set of-

REPRESENTATIVE STARK. You and I could go on with this all day, but as
you understand, this raises the specter of socialism. You can see all these
socialists rowing across Lake Erie from Canada to take over our system.
With some of them, we have to do it in-house. As we look across the
border for solutions-it's like buying a Japanese automobile today-it
might be better, more fuel efficient, safer and more fun to drive, but don't
buy one.

MR. ANDERSON. The third thing is what is going on in Maryland. They
have tied the reimbursement system to the planning program. And you
don't get additional dollars for reimbursement until the planning program
has approved it, and the regulatory people for rate setting have to ap-
prove it as well. So, you have to have both of them making that decision,
to close hospitals and to add hospitals.

REPRESENTATIVE STARK. Maryland likes the system.
MR. ANDERSON. Right. And the hospitals in Maryland like the system.
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REPRESENTATIVE STARK. Somebody suggested that there was no evi-
dence that we were saving any money with these programs, who said in
the states, with more planning-

DR. KwMEy. Certificate-of-need states.
REPRESENTATIVE STARK. Okay. What I am led to believe is that New

York, for instance, which I think for the sake of argument we could call
a highly regulated state-

DR. KNEy. But that is the key thing, it is certificate and rate review.
States that have both

REPRESENTATIVE STARK. But then states like California, which-has nei-
ther, probably doubled the cost of a room over New York.

Now, we have an excess of beds. In New York, there is a shortage of
beds. So, New York, maybe, constrained themselves too much and they
have an occupancy problem where there are not enough beds, arguably.
California's problem is twice as many beds as it needs. But Maryland
seems to come in-I think they brag on it a little more than the actual re-
sults-but they come in, at least, at the Medicare average, which isn't
bad.

MR. ANDERSON. And they do it at 80 percent occupancy.
REPRESENTATIVE STARK. They are not happy about it.
MR. ALTMAN. As we pointed out in the report that we sent to you, if

you look at those states that are doing the best under Medicare, have
kept their cost shifting the lowest, and have a much better payment to
cost by Medicaid, all of them are rate-setting states.

REPRESENTATIVE STARK. And then the other approach is in those states
or areas that have HMOs or delivery systems. My own county has-I
will just refresh your memory-1,200,000 people. Half of them go to
Kaiser, arguably, if you take out the poverty folks and the military folks
and so forth. Kaiser delivers the care to my county. I don't know about
its overall cost structure, but with a third the number of hospital beds
and a quarter of the number of docs.

You can argue whether it is good or bad, but it has been there for 50
years, and they tell me that they will lower the rates next year; that is, af-
ter some increases, but that is a different system completely. They are
outside the certificate-of-need system. But we haven't been able to dupli-
cate that.

As much as the Administration would like me to make that a cookie
cutter and stamp them out in every state, all we have managed to do is
generate felons in Florida and bad business people in Los Angeles. It is
not easy to do.

What do you think we should do?
MR. ScoTT. First of all, I agree with what Stuart has said, that the

more powerful approach to this is through the reimbursement system as
opposed to some kind of planning mechanism. But I think it needs to go
beyond just being tough on reimbursement, and I think we have to do
more of what the folks have done at Kaiser. We have to find increasingly
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better ways to bundle the payments, so we don't have a stream of reve-
nues coming to the hospitals for outpatient surgery, and they are compet-
ing with a freestanding surgical center.

We have to find a way so that whoever is making the decision about
where is the best place for a person to have surgery, if the most cost-
effective place is the outpatient surgery center, the patient ought to be di-
rected that way.

But in addition to what Stuart said about being tough on reimburse-
ment, we need to be tough on a much broader scale. We need to bundle.

REPRESENTATIVE STARK. Are you comfortable with-
MR. ALTMAN. I support that.
REPRESENTATIVE STARK. Let me ask the next question. Are you com-

fortable with just expanding what we do now under Medicare reimburse-
ment policies, and just dealing and trying to refine the DRG system, and
expanding that as a payment system with appropriate opt-outs for states
like Maryland who want to do it on their own, without Stuart's heavy
hand on the tiller, or mine?

I mean, I am, of course, leading into it. That is one of the suggestions
that is before the Congress now. It is America, for better or for worse.

How would that work?
MR. ScoTT. I don't think that that gets us to the place we need to go.

That just perpetuates the problems that we have with hospital payments
coming in this direction, physician payments coming in a different direc-
tion. The incentives for the hospitals under the PPS system are very dif-
ferent than the incentives under RBRVS.

Rather than worrying about applying those kinds of rates to other
payers or other parties, I think we need to find ways to bundle those pay-
ments into much larger units, then we can let the physicians, the hospi-
tals, the nursing homes-

REPRESENTATIVE STARK. You mean like a preferred provider or capi-
tated plan?

MR. ScoTT. Ultimately, we have to move forward to a capitated sys-
tem, that is my belief.

REPRESENTATIVE STARK. Anybody making a rational decision in my
county would join Kaiser. In the previous Administration-Bill Roper's
idea-was to have a complete capitation plan; it is the only way we can
save money. And I agree with that.

MR. ALTMAN. They said that, and then they did all the wrong things.
REPRESENTATIVE STARK. They couldn't get any support.
MR. ALTMAN. No, you listen to the rhetoric of the previous two admin-

istrations on supporting capitation, and then you look at how they pay
HMOs. You can't survive under the existing AA PPC systems in areas
that are not oversubscribed in terms of resources. So, they talk with one
set of tongues and they do something totally different.
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I am not a super advocate for all aspects of managed care. I think you
and I share the concerns about all the quick buck artists that are making
money by setting up these systems.

REPRESENTATIVE STARK. The Administration?
MR. ALTMAN. Yes.
REPRESENTATIVE STARK. That goes without saying. But what I am sug-

gesting is that there was a thought that capitation would be a solution.
And I am just suggesting that the populous aren't going to sign up. My
bellwether person in my intensive research is my mother. I have my doc-
tor, I am not going to join Kaiser. And there are a lot of folks who have
this attachment to the current medical delivery system. Generally, in
whatever way they came into it, that is where they want to stay because
they are comfortable and familiar with it.

I think that over time more and more people will find this system use-
fiu. But in the meantime, coming back to Mr. Scott, if we apply the
DRG system to all hospitals, plus they got the fee, there is no more un-
compensated care, and allowed those who wanted to go off and meet the
federal standards for HMOs or managed care exempt them, what is
wrong with that system?

MR. ScoTT. There is a lot wrong with that system. One is the level of
Medicare payments.

REPRESENTATIVE STARK. I am saying the system, not the level of pay-
ments.

MR. ScOTT. It is a little hard to make the distinction.
REPRESENTATIVE STARK. Let's assume that we gave the hospitals their

current costs, or 130 percent of the Medicare payment. Pretty generous,
right?

MR. ScoTT. Sounds generous.
REPRESENTATIVE STARK. You get a 10 percent increase next year, not

bad. But we rachet that down, so it goes 10 percent,'9 percent, 8 percent,
7 percent, 6 percent. In the out years, no more than Gross Domestic
Product. A good hospital administrator ought to put jillions of surplus
dollars in his or her pocket, with all Medicaid patients now reimbursed at
the Medicare level. How much more can we give them?

MR. ScoTT. The bottom line is that applying the Medicare payment
rates to all payers takes away-

REPRESENTATIVE STARK. Not rates. We didn't say rates. System.
MR. ScoTT. System to all payers takes away a great deal of flexibility

that hospitals currently have; flexibility we very much want to keep.
REPRESENTATIVE STARK. To shift costs?
MR. ScoTT. That is right.

REPRESENTATIVE STARK. I mean, my poor people shift all the costs onto
the taxpayers in my district.

MR. ScoTT. Cost shifting, for all the negatives about it, it does enable
us to continue to provide services that we could not provide if we didn't
have the ability to shift those costs.
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Congressman Stark, the hospital industry doesn't trust the government.
REPRESENTATIVE STARK. We don't trust the hospitals. They have been

lying to us.
Let me talk to you about the hospital association. If I could para-

phrase their testimony, every hospital in the country-I am sure Stuart
has heard this-is going to go broke. I mean, go broke. How many hos-
pitals? Your testimony said 500 over 10 years. Fifty a year out of 6,000?
I mean, I have more saloons in the town I grew up in go broke every year
than that, and another one steps right in to take their place.

I mean, arguably a thousand a year should go out of business if we
were going to take care of the excess capacity.

So, the hospital industry keeps strumming in tune to us that we are
breaking them, and they know that is not true. They can't support it with
numbers.

MR. SCOTT. In my statement, I made the point that in the future we are
going to have to close hospitals, we are going to have to merge hospitals,
and hospitals are going to have to share services. I don't think there is
any doubt that that is the reality we are facing.

The decrease in inpatient days that we have seen as a result of
technology and payment incentives is very real. I don't anticipate that it
is going to change, and we are going to find ways to reduce the size of
inpatient capacity.

REPRESENTATIVE STARK. How are we going to find ways to cut down
the costs? Who is going to do that?

MR. SCOTT. Right now, even though the numbers continue to go up,
the thing I know from working with the hospitals that I work for is that
they are very diligent in their efforts to control cost.

REPRESENTATIVE STARK. But they aren't controlled.
MR. SCOTT. They are working very hard.
REPRESENTATIVE STARK. But they are doing a lousy job. Their costs are

increasing 10, 12 percent a year, and there is no business in this country
that won't go broke at that, and they come back to us and ask us to bail
them out.

But then they say what you just said, "Don't control the costs." I say,
wait a minute. How about if we don't pay the bills either? If you want us
to pick up 40 percent of your revenue and take it out of the taxpayers'
pocket, we have a duty, somehow, to see what you guys are doing with
that money.

MR. SCOTT. Absolutely. I don't doubt that.
REPRESENTATIVE STARK. Isn't that regulation?
MR. SCOTT. This is an industry that is not going to be able to avoid

regulation. There is a substantial amount of regulation already inherent
in the industry. There is always going to be regulation in the industry.

I think, in my mind, the question for the future is, what is the right mix
of regulation and market incentives?
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REPRESENTATIVE STARK. How about what they do in Maryland? Let's
just do the Maryland plan.

MR. SCOTT. There are a lot of people in Maryland who like the Mary-
land plan.

REPRESENTATIVE STARK. Who do you know that doesn't?
MR. SCOTT. Who thinks it works in Maryland.
REPRESENTATIVE STARK. Who do you know in Maryland doesn't like it?
MR. SCOTT. I don't know of any.
REPRESENTATIVE STARK. Why don't we do the Maryland system, then?
MR. SCOTT'. Like Dick Davidson says, just because it works in Mary-

land doesn't mean it is going to work in southern California.
REPRESENTATIVE STARK. That isn't what he said in Maryland. That is

just because he went into a new job.
MR. ANDERSON. One of the big issues about cost shifting is, who can

cost shift? If you have a lot of Blue Cross patients, you can cost shift. If
you are an inner-city hospital, you don't have much of an ability to cost
shift.

MR. ALTmAN. As you know, I basically support what you are saying. I
would make two modifications in it to allow some degree of managed
care and competition to play into it.

One, to the extent that a managed care plan can demonstrate that it is
using resources more efficiently by having their patients stay shorter
lengths of stay by using less tests and procedures, they should be able to
negotiate a discount below these fixed charges.

Second, to the extent that they can set up a system with a different set
of providers, they should be able to negotiate a lower price.

So, yes, we can have an all-payer structure without every payer pay-
ing exactly the same rate. But, as you know, I support the idea that we
have to bring everybody to the table.

REPRESENTATIVE STARK. Mr. Scott, you don't like that system?
MR. ALTmAN. To do what Jim says we need to do, we need to bundle

and provide a decent payment.
What the Chairman says is, you bring government payments, both

Medicare and Medicaid, up to decent levels, but what you do is to estab-
lish a structure that prevents this kind of fee where the last person in the
door pays the check. What we are finding is that the people who are pay-
ing the check are the least able to afford it.

Even within managed competition, you wind up with the small busi-
nesses and the ones the least well insured have the least clout, and they
are paying 200 percent of costs while our big corporations are only pay-
ing 150 percent.

REPRESENTATIVE STARK. What is wrong with what he says?
MR. SCOTT. If it were to work in real life as it is described, probably

very little. Our experience with the Federal programs has taught us that
things don't work out as they are predicted at the beginning. Sometimes,

60-211 0 - 93 - 3
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as Stuart said, in the first few years of PPS, that worked to our advan-
tage. In the most recent years, it has not.

Congressman Stark, it comes back to a basic level of trust. You don't
trust us, and we don't trust you.

MR. ALTmAN. Can't we come together?
REPRESENTATIVE STARK. We both trust Stuart!
MR. ALTmAN. I am a very trusting person. I think I can do a good job.
REPRESENTATIVE STARK. That is why he is there.
MR. ANDERSON. In Maryland, I want you- to know that we have as

many people enrolled in HMOs, or the same percentage which is slightly
higher than the national average, in fact. So, rate setting and managed
care are not incompatible.

REPRESENTATIVE STARK. I agree. But my guess is that in any of these
programs that have been suggested, the hospitals, the doctors, the phar-
maceutical manufacturers, and the insurance companies will oppose
them as a complete destruction of the system. That doesn't surprise me
because, in each instance, there is some financial reward by staying with
the present inefficient system. And there is some resistance to change.

I despair that there will ever be a program that will, somehow, estab-
lish a budget. If we are going to control cost, it seems to me, we have
to-I know that is a contentious position, but I just don't know how you
control costs, unless you are Lockheed and manufacturing for the Gov-
ernment-but other than that, I know of no one outside of the medical in-
dustry who gets every bill paid that they submit.

Somehow, if you are going to control those costs, you have to have a
budget. And, if you have a budget, somebody has to divvy it up. It is a
matter of indifference to me who divvies it up.

Maryland, I think, does a good job, and their politicians like the fight,
and the good burghers of Maryland like the way it is providing services,
and the Federal Government leaves it pretty much alone. So, the hospi-
tals there don't have to trust me. They have to trust somebody in Balti-
more who I don't know, and they do.

I have no quarrel if they want to do that in Massachusetts or anyplace
else. I don't know why we shouldn't let them.

But Maryland does say, "This is all we are going to spend, period."
That is all we have to get to. It is a matter of indifference to me how you
want to get there. But I don't see you doing it without regulation. Wheth-
er it is county, city, state, federal, makes no difference to me. But I don't
think the hospital association will buy any of those. Am I correct?

MR. ScoTT. You are correct.
REPRESENTATIVE STARK. They want no regulation. Just pay the bills.

That is a tough spot for the taxpayers, who are going to catch on to that.
DR. KmMmy. When I started out, I said the planners are looking for

another word for what they do. I talked about planning as a place to look
at, in terms of mergers and so forth, and it was immediately assumed
that I meant certificate-of-need. They are not the same thing.
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I think that we can get along without a blanket certificate-of-need
structure, although I think there are some areas where that may be need-
ed, but I don't think we can get along without planning.

It is no more appropriate, in my mind, to say that reimbursement can
plan for the way the system ought to look than it was 20 years ago to say
that planning can handle how reimbursement looks. You need both. We
have abandoned one totally, and we are getting a system that increasing-
ly has no relationship to the community's need.

MR.-ALTmAN. One final thing. I know Jim and respect what he is do-
ing, but I am not sure all the hospitals would agree with what he said.

I talk to a lot of hospital administrators who are increasingly uncom-
fortable with the shifting sands of the current reimbursement system. But
I share his concern that government enters into a deal and then doesn't
follow through-that is what I think he is really saying, and I guess there
is evidence to support him.

MR. ScoTT. Good evidence.
MR. ALTMAN. I think that if everyone was at that table, including the

private sector, and they knew that the day that the government paid a
dollar less they would have to pay a dollar more, they would line up full
square on side of the hospitals to make sure that the government paid
their bills.

REPRESENTATIVE STARR. I agree with you.
MR. ALTMAN. And that is what happens in Maryland.
REPRESENTATIVE STARK. The problem with organized advocacy-let's

take the AARP. If one group of seniors objects to a program, the AARP
will not support it, even though. 80 percent of the seniors might. In other
words, you have a situation where you are trying to keep your member-
ship. You dare not, if you are running the American whatever it is, of-
fend your rural members, say. They almost have a veto.

So you begin to water this down to the lowest common denominator
for any change, which gets to be no change: Similarly, you cannot get a
majority of the members of Congress to agree to significant change. You
are not going to get 100 percent of the members of the American Hospi-
tal Association or the American Medical Association, or the Pharmaceu-
tical Manufacturers Association to agree to one program. And their
position pretty much is like the labor unions. If you hurt us one, you
have hurt us all. That is the box we are in.

At some point, it falls to us, unfortunately, to vote. That means that
we are going to offend someone and make the other person happy. And
thus far, Congress keeps looking for the solution that will make every-
body happy, and I don't think it is there.

I mean, I think it is close in some area, but certainly we are not going
to get this through by unanimous consent.

But, again, the principal purpose here, with whatever program we end
up with, is to see if we can come to grips with the Justice Department
and the FTC, which I think has frustrated well-intended efforts of the
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industry, and that is the purpose that I would like to help them. I know
they don't believe that, but that is the purpose of the hearing, to suggest
how we can simplify their lives and get a more rational way for them to
do some planning under whatever process they agree to.

I thank the panel for their participation.
We will recess for five minutes, and we will then have our second

panel.
[Recess.]
REPRESENTATIVE STARK. We will proceed. I apologize for the

interruption.
We have our second panel now, which consists of experts in the public

hospital community, including Larry Gage, who is president of the Na-
tional Association of Public Hospitals.

I am pleased to see Ms. Ophelia Long, who is the Chief Executive Of-
ficer of my favorite hospital, Highland General in Oakland, California.

Edward J. Renford, Administrator from King/Drew Medical Center,
which, with some cooperation, could become my second most favorite
hospital.

Donna D. Fraiche, the Chairman of the Medical Task Force in the
Downtown Development District in New Orleans, Louisiana, and the
home of the second best group of restaurants in the United States.

Finally, Michael A. Morrisey, a professor at the Lister Hill Center for
Health Policy and School of Public Health, University of Alabama, Bir-
mingham, Alabama.

We welcome you all and will ask you, if you can, to limit your expla-
nation of your written testimony to about 5 minutes. Then, we will get
into a less formal discussion. We will proceed in the order that I intro-
duced you, starting with Larry.

STATEMENT OF LARRY GAGE, PRESIDENT, NATIONAL ASSOCIATION
OF PUBLIC HOSPITALS

MR. GAGE. Thank you very much, Mr. Chairman.
I am Larry Gage, President of the National Association of Public Hos-

pitals. As we have told you many times in the Ways and Means Commit-
tee, NAPH'S members include over 100 of America's metropolitan area
safety net hospitals. Most of our members are public, although some are
private. These institutions, taken together, comprise America's most im-
portant health and hospital system. They have combined revenues of
over $10 billion, and they provide over half of their services to Medicaid
and low-income, uninsured and underinsured patients.

I am pleased to have this opportunity to testify on the situation of
safety net hospitals in America, both-today and in the 21st century. My
prepared testimony will be submitted for the record. It covers four broad
areas.
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First, I have described the current situation of America's safety net
hospitals in some detail, including the tremendous volume of services
that they provide to uninsured patients. Second, I have focused, in par-
ticular,.on the increasingly acute capital financing crisis confronting
these hospitals. In this regard, I am announcing today the results of a
new NAPH survey of the capital needs of urban public hospitals; that
survey is attached to my testimony.

Third, I have briefly sunmarized the need for the important new
health safety-net infrastructure legislation, which you have introduced,
that will help to address this capital crisis. We will be pleased to work
with you to streamline the title of that legislation, by the way.

Fourth, I have provided you with NAPH'S principles for achieving na-
tional health system reform, against which we believe the specific reform
bills that are pending before Congress should be considered.

Despite the critical role that these hospitals play within their commu-
nities, the combination of increased demand for their services and pres-
sures to reduce local funding have created a potential crisis today of
unprecedented proportions. The continued viability of these hospitals
cannot be taken for granted. After decades of underfunding and years of
recessionary pressures in many areas, the safety-net infrastructure is be-
ginning to crumble around us. The buildings and equipment on which
these hospitals rely have been allowed to deteriorate to the point that de-
livery of care to major portions of the population is now in jeopardy. A
new survey conducted by NAPH gives some indication of the scope of
this need.

The average age of the physical plant of urban public hospitals is
nearly 26 years, as compared to a national average of only seven years
for private hospitals. Many safety-net hospitals are far older than that.
For example, public hospitals in Los Angeles, New York, New Orleans
and Chicago are over 50 years old, built by the WPA' and not the Hill-
Burton program. The 51 hospitals responding to our survey indicated
10-year capital needs totaling $10.4 billion.

We also found, not surprisingly, that capital spending by safety-net
hospitals is far below that of private facilities. The average capital ex-
penditure for an urban public hospital is $12,600 per bed as compared to
an average expenditure for all hospitals of $23,500. In other words, it is
half.

In New York City, public hospital capital spending per bed is 59 per-
cent of the industry average. Public hospital capital spending per bed in
Louisiana, which you will hear about in a moment, is less than 15 per-
cent of private hospital spending. In California, private hospitals spend
five times as large a proportion of their budgets on capital expenditures
as do public hospitals. Examples of underinvestment in safety-net facili-
ties can be recounted in communities all across the Nation.

Clearly, with needs such as these, the time for rebuilding and reinvest-
ing in this infrastructure is long overdue. We think the desperate need for
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capital and health-care services is itself sufficient reason for making new
investment in their futures. We are pleased that this hearing is in the
Joint Economic Committee, because we also believe that the benefits
from such spending would extend far beyond the immediate ability of
these hospitals to deliver health services.

Investment will be a shot in the arm for local economies, no less than
any other kind of public works project. Individual public hospital re-
placement and renovation projects in major cities often exceed $250 mil-
lion, and a few approach or exceed $1 billion. In fact, as you will hear
from my colleagues, needed safety-net hospital projects in Atlanta, Bos-
ton, Los Angeles, Chicago, New Orleans and New York are among the
largest public works projects ever to be undertaken in those cities.

Unfortunately, many of these hospitals will be unable to secure suffi-
cient financing without federal assistance. A number of obstacles bar
these hospitals' access to adequate funding sources, including state and
local fiscal crises, the lack of availability of general obligation bond fi-
nancing in many cities and counties, revenue margins too low to support
revenue bonds, and the instability with which the bond markets typically
view hospitals that need to rely on local subsidies.

In summary, to follow up on the discussion that you had earlier about
the competitive versus the reimbursement and regulatory system, we
strongly believe that the marketplace alone cannot and will not be able to
decide whether these hospitals get rebuilt or whether they are needed. As
Stuart Altman said, you will need to tweak the system in order to gener-
ate the spending needed to rebuild these facilities.

In conclusion, Mr. Chairman, the time has come for the Federal Gov-
ernment to step in again and form limited, carefully targeted partnerships
with states and local governments and safety-net hospitals to stem this
tide of deterioration and to rebuild our health infrastructure. It is impor-
tant to point out that we are not talking about a broad new Hill-Burton-
type program. Rather, we believe that a relatively small amount of tar-
geted, highly leveraged federal funds could make all the difference in un-
corking the flow of capital to these institutions. The legislation that you
have introduced accomplishes that, using relatively small numbers of
federal dollars to leverage many times that amount in the bond market
and from other capital sources.

We are grateful for your leadership in introducing this'legislation. We
are also pleased to let you know that Senators Tom Daschle and John
Breaux, who are both members of the Senate Finance Committee, are
drafting a companion bill to be introduced in the Senate.

Finally, we have asked that the House and Senate leadership incorpo-
rate at least some elements of these proposals in the urban initiative cur-
rently being developed in both Houses, and you and your staff have been
helpful in that regard as well. In closing, let me urge that we not lose
sight of the important and ongoing need for an institutional safety-net in
our preoccupation with achieving system-wide health care reform. These
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hospitals are here today serving millions of uninsured and underinsured,
as well as providing many community-wide services. For a variety of
reasons, they will continue to be needed in the 21st century, as well,
whatever we do about health insurance reform. It is essential that we
take steps today to insure their long-term viability.

I would be happy to answer any questions at the conclusion of all
presentations.

REPRESENTATIVE STARK. Thanks very much.
[The prepared statement of Mr. Gage, together with tables and data,

follows:]
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PREPARED STATEMENT OF LARRY GAGE

Mr. Chairman, members of the Committee, I am Lariy Gage, President of the Na-
tional Association of Public Hospitals (NAPH). NAPIs members include over 100 of
America's metropolitan area safety net hospitals. These institutions (taken together)
comprise America's most important health and hospital system. With combined reve-
nues of over $10 billion, these hospitals provide over 50 percent of their services to
Medicaid and low income uninsured and underinsured patients. As you debate the
structure of the hospital industry in the 21 st century, it is imperative that you under-
stand the critical role that this handfil of institutions plays and will continue to play in
holding together the threadbare fabric of the health care delivery system in most of our
nation's urban areas.

I am pleased to have this opportunity to testify on the situation of safety net hospi-
tals in America both today and in the future. My testimony will cover four broad
areas:

First, to provide the appropriate background, I would like to describe the current
situation of America's safety net hospitals in some detail, including the fragile
sources of financing of such hospitals and the increasing demand for their
services by uninsured patients.

* Second, I will focus in particular on the increasingly acute capital financing
crisis confronting America's urban health safety net institutions, and on the need
to include health care institutions in any national policy discussions on
rebuilding the infrastructure; in particular, in this regard, I am announcing today
the results of a new survey of the capital needs of urban public hospitals.

* Third, I will briefly summarize the important step that can be taken in meeting
these capital needs by enactment of the National Health Safety Net
Infrastructure Act of 1992, which has been introduced in the House as H.R. 4521
by House Ways & Means Health Subcommittee Chairman (and Joint Economic
Committee Member) Pete Stark. Senate Finance Committee Members Tom
Daschle and John Breaux are drafting legislation for introduction of a companion
bill in the Senate.
Fourth, I will provide you with NAPHs principles for achieving national health
system reform, against which we believe the specific reform bills before
Congress should be considered, and also make some observations about the
importance of continuing to address the other immediate needs of our nation's
health safety net hospitals and the patients they serve.

AMERICA'S SAFETY NET HOSPITALS
With the nation still mired in the depths of a prolonged and painful recession, a

new and growing population of uninsured Americans has been forced to rely for health
care on the already overburdened safety net hospital system. This small and extremely
fragile safety net is comprised of no more than two to three hundred public and non-
profit teaching hospitals, mostly in metropolitan areas, and by sole community hospi-
tals in many isolated rural areas.

America's urban safety net hospitals provide an extraordinarily high volume of pri-
mary and outpatient care, serving as family doctor and emergency department for both
insured and uninsured low-income patients. Without these safety net hospitals, access
to health care would simply not exist for many of these people. In addition, safety net
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hospitals provide essential, specialized health services to all residents of their commu-
nities, regardless of economic status, including trauma care, bum centers, high-risk
pregnancy services and neonatal intensive care.

Despite the critical role many such hospitals play within their communities, the
combination of increased demand for their services and pressures to reduce local fund-
ing have created a potential crisis today of unprecedented proportions.

The most recent full year for which NAPH has comprehensive national data from
its annual survey of members is 1989. The results of this survey (which are attached to
my testimony) reveal the full scope of the trying conditions under which safety net
hospitals must operate, and the significant differences between these hospitals and the
rest of the health industry:

Safety net hospitals are bursting at the seams, providing an extraordinary
volume of inpatient and outpatient care. NAPH members provided, on average,
over 265,000 outpatient visits, 18,600 inpatient admissions, and almost 3,600
live births in 1989.

68 NAPH member hospitals across the nation averaged an 83 percent
occupancy rate in 1989 - up from 81 percent in 1988 - with many hospitals
approaching 100 percent. The average occupancy rate at other short-term
general hospitals, according to American Hospital Association data, is 66
percent.
Many of the patients in safety net hospitals are uninsured, even by Medicaid; in
1989, 44 percent of Ball discharges and 37 percent of all inpatient days were
unsponsored in NAPH member hospitals; on average, over 175,000 outpatient
visits, or 56 percent of all visits, were also uninsured.

* The average NAPH member hospital experienced nearly 70,000 emergency
department and over 209,000 outpatient department visits in 1989, with some
members providing as many over 200,000 emergency room visits and over
500,000 outpatient visits. Other short-term (non-safety net) general hospitals
averaged less than 15,400 emergency visits and slightly more than 37,000
outpatient visits.

* Likewise, NAPH members averaged 3,600 births in 1989, compared with a
national average of just 700; some NAPH hospitals delivered as many as 14,000
live babies in 1989, a number surpassed only by one other hospital in the entire
world (in Singapore).

* Just 18 percent of the net operating revenues of safety net hospitals were derived
from private insurance in 1989, while 52 percent of net revenues came from
Medicaid and direct state/local subsidies (an average of $43 million in Medicaid
revenues and $33 million in direct subsidies).
Without direct state or local subsidies, NAPH member hospitals would
experience average operating deficits of over 43 percent of revenues; even with
subsidies, 65 percent of NAPH hospitals still experience operating deficits.
The growth and persistence of these deficits have been exacerbated by new
epidemics concentrated on the poor and disenfranchised, including AIDS, drug
abuse, drug resistant tuberculosis, high risk infants, and inner city violence.

* The ability of safety net hospitals to cope with these new epidemics and still
serve their other patients is further affected by critical personnel shortages and
the inability to obtain capital for renovation, maintenance and technology.

* These new epidemics, combined with the general lack of availability of
preventive health services for the uninsured, means that safety net patients are
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also more likely to be sicker than insured patients - especially inner city
minorities. The New England Journal of Medicine reported last year that black
men in Central Harlem now have a lower life expectancy than men in
Bangladesh. And here in Washington, D.C., a resident of Anacostia is ten times
more likely to require hospitalization for pneumonia than a resident of
Georgetown.
Nor are these problems limited to New York and Washington - they affect
middle Amrerica as well. For example, 15 percent of all babies born at Kansas
Citys Truman Medical Center in 1989 had traces of cocaine in their urine.

In short, while Congress is debating how to provide access to health care, the na-
tion's safety net hospitals are providing that care now, and they are providing it to
more and sicker people than at any other time in our nation's history.

THE NEED TO REINVEST IN THE SAFETY NET
Safety net hospitals are clearly fulfilling a vital but often overlooked role in sus-

taming our nation's health care system. Without these institutions, we would not have
the luxury of taking months and even years to decide on the proper approach to health
reform. Moreover, without these institutions, no reform plan would stand a chance of
success: merely providing low income unemployed or uninsured citizens with some
new form of coverage (such as expanding the Medicaid program) will not change who
they are or where they live, as we have seen from the discrimination in many areas
against Medicaid recipients and others. A safety net will thus always be critical to
catch those who inevitably fall between the cracks.

The continued viability of safety net hospitals cannot be taken for granted. After
decades of underfunding and years of recessionary pressures, the safety net infrastruc-
ture is beginning to unravel around us. The buildings and equipment on which these
hospitals rely have been allowed to deteriorate to the point that delivery of care to ma-
jor portions of the population is now in jeopardy.

The average age of the physical plant of urban, public hospitals is nearly 26 years,
as compared to a national average of only 7 years for private hospitals. Many safety
net hospitals are far older, for example, public hospitals in Los Angeles, New York,
New Orleans and Chicago are over 50 years old. Providing up-to-date medical care in
these environments is difficult at best.

A number of hospitals have been threatened with loss of accreditation if they do
not address their infrastructure needs. Some are spending millions of dollars on
patchwork repairs merely to hold on to accreditation when it is clear that major reno-
vations are in order.

RESULTS OF NAPH CAPITAL SURVEY
A new survey conducted by NAPH, the results of which are being announced today

for the first time, gives some indication of the scope of this need. (A copy of the sur-
vey results is attached to my testimony.)

The survey estimates total capital needs among NAPHIs 100 members of $15 bil-
lion over ten years. The 51 hospitals responding to our survey indicated ten-year capi-
tal needs totalling $10.4 billion. Two-thirds of the dollar value of these projects entail
comprehensive reconstruction. The remaiping 32 percent is allocated to safety net
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services, medical equipment, physical plant deficiencies, and support services and
systems.

We also found, not surprisingly, that capital spending by safety net hospitals is far
below that of private facilities. The average capital expenditure for urban public hos-
pitals is $12,600 per bed, as compared to an average expenditure for all hospitals of
$23,500. In New York City, public hospital capital spending per hospital bed is 59
percent of the industry average. Public hospital capital spending per bed in Louisiana
is less than 15 percent of private hospital spending. In California, private hospitals
spend five times as large a portion of their budgets on capital expenditures as do pub-
lic hospitals. Examples of under-investment in safety net facilities can be recounted in
communities all across the nation.

Consider the following examples of the infrastructure handicaps confronting some
of the nation's older public hospital systems:

25 percent of first year residents at Cook County Hospital in Chicago have
converted positive for tuberculosis because there are no isolation rooms for
infected patients and no air handling system. At Bellevue Hospital in New
York, the rate is 11 percent for first year residents and 5 percent for nurses, for
the same reasons.

X Some of the nursing stations at Cook County are located an entire city block
away from patient rooms.

* Cook Countys power plant is incapable of supporting air conditioning.
* Women at Cook County may give birth on a 'labor line" rather than in a labor

suite, without any semblance of privacy.
* As recently as ten years ago, patients at Queens County Hospital in New York

were found with maggots in their wounds. The cause turned out to be flies and
vermin that gained access to the patients through the unscreened windows,
which had to be left open in the summer because of the lack of air conditioning.
Replacing the windows has become a top priority at Queens, displacing for the
time being several other equally urgent unmet needs.

' Open wards still exist at Queens County, resembling a scene out of 'Gone with
the Wind.' They offer no privacy, patients share gang showers and toilets. The
situation is contrary to all modern notions of appropriate patient care, but no
capital is available for renovations.

* Boston City Hospital's current inpatient facilities and clinical and support
departments are spread over 18 different buildings occupying an entire city
block. Patients must be transported long distances up and down aging elevators
and through underground tunnels merely to receive routine ancillary services
such as radiology. Transporting supplies is equally problematic.

* Boston City Hospital, like many other safety net facilities, lacks any air
conditioning and even any mechanical ventilation; a hardship during the hot and
humid Boston summers.

* At General Hospital at Los Angeles County+USC Medical Center, patients share
rooms with four other people with one toilet between them. 28-32 patients share
a single bath/shower.

* General also must employ 'fire watchers' to circulate the hospital to check for
fires - at an annual cost of $600,000 - to comply with HCFA fire safety orders.

Clearly, with needs such as these, the time for rebuilding and reinvesting in our
nation's health infrastructure is long overdue. Many urban areas have struggled and
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sacrificed to maintain their roads and bridges while their public health and hospital in-
frastructure has been left largely ignored.

If we are going to rely on these hospitals to continue to provide an adequate safety
net into the 21st century, we must act now to rebuild their infrastructure. Their exist-
ing physical plants reflect an historic emphasis on inpatient, acute care services. With
the shifting emphasis away from this kind health care delivery towards outpatient and
ambulatory care settings, capital investment is necessary to enable these hospitals to
reorient their focus to meet the new demand. Construction of new community-based
priniary and preventive care clinics, ambulatory surgery centers and other outpatient
services is essential to the future delivery of efficient and high-quality care.

BROADER ECONOMIC BENEFITS OF NVESTING IN
THE HEALTH INFRASTRUCTURE
The desperate need of America's safety net hospitals for an infusion of capital is in

itself a sufficient reason for making a new investment in their futures. Yet the bene-
fits from such action would extend far beyond the immediate ability to delivery quality
health services. The investment would be a shot in the arm for local economies no
less than any other kind of public works project. Individual public hospital replace-
ment and renovation projects often exceed $250 million. A few approach or exceed $1
billion. In fact, needed safety net hospital projects in Atlanta, Boston, Los Angeles,
Chicago, New Orleans, and New York represent the single largest public works proj-
ects ever to be undertaken in those cities. The boost they provide for the local econo-
my and employment is magnified by large multiplier effects, initially within the local
construction industry, and later in the hospital-related service economy. These institu-
tions are often the largest single employers in their communities. The revitalization of
their facilities and of their operating budgets will have a continuing and positive im-
pact on their local economies for years to come.

In fact, the history of America's health safety net has been one in which periodic
federal support has been essential both to the construction and preservation of this in-
frastructure and to the economic vitality of the areas where these hospitals are located.
As noted above, a number of our largest urban public hospitals date back to the 1930s,
when they were initially constructed with substantial assistance from the WPA and
other New Deal programs. In the 1960s and 1970s, the Hill-Burton program, and the
increased availability of tax exempt financing, led to a second wave of hospital
construction.

Unfortunately, in more recent years, many safety net hospitals have been unable to
secure sufficient financing to undertake rebuilding and renovation projects of the mag-
nitude that is needed. A number of obstacles bar these hospitals' access to adequate
funding sources:

First, the local governments that support safety net hospitals are often far too
financially pressed to fund capital projects directly or through the issuance of
general obligation bonds.
Second, the Hill-Burton program essentially died out in the late 1970s, and has
not been available for many years.
Third, with budgetary constraints suppressing local government subsidies, many
safety net hospitals' operating margins are far too slim to support debt service
payments.
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* Fourth, even where debt service payments are feasible, bond markets often view
the local appropriations as too uncertain to be factored into the institution's
revenue stream, resulting in low bond ratings and higher interest rates.

* Fifth, bond or mortgage insurance under the FHA program is often unavailable
for much the same reason. For many safety net hospitals, access to capital is but
a pipedream - a cruel tease in the face of their relentless decay.

NEED FOR NEW FEDERAL LEGISLATION
The time has come for the federal government to step in again and form limited,

carefully targeted partnerships with state and local governments and safety net hospi-
tals to stem this tide of deterioration and rebuild our nation's health infrastructure. It
is important to note that we are not talking about a broad new "Hill-Burton" type pro-
gram. Rather, we believe that a relatively small amount of targeted, highly leveraged
federal funds could make all the difference in uncorking the flow of capital to these
institutions.

Towards that end, NAPH strongly urges this Committee to support immedi-
ate enactment of the National Health Safety Net Infrastructure Act of 1992, H.RL
4521. We are grateful for the leadership of Chairman Stark for introducing this im-
portant piece of legislation in March, and of Senators Daschle and Breaux who are
drafting legislation to introduce a companion bill in the Senate. We have also asked
that the Senate Majority Leader and the House Democratic leadership incorporate at
least some elements of these proposals in the urban initiatives currently being
developed.

The National Health Safety Net Infrastructure Act would establish a health safety
net infrastructure trust fund in the U.S. Treasury from which public and non-profit
safety net hospitals could receive loan guarantees, interest rate subsidies, direct loans
and direct grants. The assistance will be targeted only to those hospitals most in need:
hospitals that are publicly owned or operated, quasi-public benefit corporations, or pri-
vate, non-profit hospitals with a government contract to provide indigent care repre-
senting at least 10 percent of revenues. In addition, the hospitals must qualify as
"high" disproportionate share providers under Medicare, as "Pickle" disproportionate
share hospital, as an Essential Access Community Hospital, or as a federally qualified
health center to be eligible. (We anticipate that the version of the bill to be introduced
in the Senate will have a separate definition of eligible rural provider.)

The assistance will be available in four forms, depending on the hospital's re-
sources and need:

* Loan guarantees will provide federal guarantees of loan repayment to
non-federal lenders making loans to qualified hospitals for hospital replacement,
modernization and renovation projects. By reducing lender risk, the guarantees
will improve access to capital and reduce interest rates associated with such
debt.

* Interest rate subsidies will partially offset debt service payments where state or
local governments have demonstrated a significant commitment to financing
safety net hospital renovation projects.

* Direct matching loans will be available for projects designed to achieve
compliance with accreditation standards, life safety code standards, and other
certification standards, and projects related to the provision of new services.



74

State, local or private matching participation in the amount of at least 25 percent
of the project value will generally be required for qualification.
Direct matching grants will be available for projects to correct life safety or
accreditation violations, for projects to maintain essential services such as
obstetrics or trauma care, and for limited planning grants to hospitals requiring
pre-approval assistance in order.to apply for other assistance under the program.

These carefully targeted funds will leverage approximately four times their value
in funding from other sources. Over five years, the Act could generate sufficient capi-
tal from all sources to meet the estimated $20 billion in immediate needs facing urban
and rural safety net hospitals. Several options for financing the trust fund are avail-
able. H.R. 4521 is financed through a 1 percent premium tax on employer-provided
health insurance. The Senate bill will likely tap a currently unallocated pool of funds
containing assets confiscated by the U.S. Customs Service. We are not wedded to any.
of these financing mechanisms, although we understand the need for this bill to be
self-financing; we would welcome the advice of the Joint Economic Committee.
Whatever source is used, the investment will pay off handsomely in securing a vital
and healthy safety net for years to come.

NAPH PRINCIPLES FOR HEALTH COVERAGE REFORM
Because the prospect of national health reform must be an integral part of the com-

mittee's assessment of the structure of the hospital industry in the 21st century, I
would like briefly to set forth NAPH's principles for reform. Clearly the critical fea-
ture of any national health plan is universal access. Universal health coverage must
remain. the single most important legislative and policy goal of our nation's
health system. To be truly effective, NAPH members believe that a nationwide pro-
gram is an essential component of genuine health coverage reform; we would lend our
support to any number of proposals which achieve this crucial goal.

NAPH members remain convinced that leadership for comprehensive reform must
come from the federal government. In this context, we are pleased to set forth'some
essential criteria for any program of universal health access and coverage for all
Americans. The following principals, at a minimum, have been endorsed by NAPH
member hospitals as essential to any national health plan:

* While incremental improvements are acceptable in their own right, the goal of
any national health plan must be nothing less than universal access or coverage
for all.

* However, not every individual needs to receive insurance coverage to be
guaranteed true access under a universal health plan; it must be recognized that
there will always be individuals who fall through the cracks, and that it is
acceptable to provide access for such persons through the preservation of a
strong and well-financed institutional safety net.

i A national health plan must require the federalization of the Medicaid program,
and quite possibly its elimination and merger with Medicare.

i A core national minimum benefit package must be developed that is neither so
rich that it is unaffordable, nor so poor that it fails to cover essential preventive,
primary care and hospital services or guard against the prospects of catastrophic
illness.

* The present system of private insurance can continue under a national health
plan, but insurance reform is an essential part of any national health package;
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the federal government should preempt state regulation to the extent necessary
to set national standards for health insurance plans, which include mandating
minimum benefit packages on all employers above a reasonable size,
reinstatement of community rating, and curbing current trends toward exclusion
of preexisting conditions (or setting post-illness limits on specific diseases such
as AIDS).

* States must be permitted wider latitude to experiment with new plans, including
the ability to waive ERISA constraints on the regulation of self-insured
businesses.

* Any national plan must include a heavy emphasis on preventive and primary
care and must provide adequate support for initiatives to encourage changes in
lifestyles.

CONTINUED NEED FOR SAFETY NET HOSPITALS
Our current health safety net is extremely fragile and underfunded today, and for

many reasons, even if national health insurance were adopted this year, these institu-
tions will need continued support well into the future:

* Any new system is likely to be phased in over a long period of time.
Even under a universal system, many of the currently uninsured will fare little
better than patients on Medicaid today, who in many states find their access
restricted to those few "open door" hospitals and clinics who are willing to serve
them.

* In addition, many of the currently uninsured suffer from a variety of health and
social problems very different from those of middle America; AIDS, drug abuse,
tuberculosis, and teenage pregnancies are often augmented by homelessness,
joblessness, and lack of education. While no health care provider can fully cope
with all of these problems, our urban safety net hospitals are currently the only
ones even attempting to do so.

* With the dramatic cost containment efforts already being imposed under the
current system by both public and private payers, even insured individuals are
more likely to receive many expensive and unprofitable services (such as
trauma, burn care, and neonatal intensive care) in safety net hospitals.

* Finally, many safety net hospitals are simply located in the geographic areas
where most uninsured Americans reside - areas which, even if national health
coverage were fully implemented, most other health care providers would be
unwilling or unable to serve.

For these reasons, in the final section of my prepared testimony, I would like to
call your attention to a number of other short term needs that must be met over the
next several years to ensure that the nation's safety net hospitals can continue to falilll
their mission.

MEETING THE IMMEDIATE NEEDS OF SAFETY NET HOSPITALS
1. The Medicare Disortionate Share Hospital and Medical Education Adjust-

ments Must Be Preseved and Increased
Medicare represents a relatively smaller proportion of the patient load in safety net

hospitals than in the rest of the industry (only 18%, as compared to 40% on average
for the industry as a whole). Nevertheless, it is usually the single most important non-
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indigent payor in many safety net hospitals, and as such, constitutes an essential part
of patient care revenues.

Congress has made great strides in mandating Medicare payment adjustment in-
creases for "disproportionate share hospitals." This program has grown from paying
just $200 million in its first year to well over $1.4 billion in 1991. In the last three
years, Congress has also refrained from making any further reductions in the indirect
teaching adjustment. This has resulted for the first time in actual real dollar gains in
Medicare reimbursement for safety net hospitals, although these gains have not succe-
eded in erasing the significant operating deficits of such hospitals (such deficits cur-
rently average over $14 million, or -9%).

2. Direct Institutional Operating Support for Safety Net Hospitals Must Become
an Immediate Federal PrigLity.

While Medicare clearly has a role to play in sharing the financial burden of safety
net hospitals, additional measures are also needed. In particular, as the debate over
universal health coverage drags on, it is imperative that the Congress enact some form
of nationwide institutional support for safety net hospitals.

Ideally, such support should take the form of a national uncompensated care trust
fund, with dedicated sources of revenue. Legislation originally introduced in the last
Congress as H.R. 754 could serve as a model. That legislation would create a trust
fund with the proceeds of a small tax on health insurance premiums; such a tax could
generate potentially $600 million to $1 billion for distribution to high volume provid-
ers of uncompensated care. Other'potential funding sources that have been mentioned
include taxes on alcohol, tobacco and firearms, as well as a national excise tax on hos-
pital utilization.

3. Unless and Until Universal Coverage Becomes a Reality. Continued Efforts
Must Be Made to Reform the Medicaid Program.

Continued reform of the Medicaid program is an equally essential priority, at least
so long as no universal coverage program is in place. Recent Medicaid improvements
have expanded eligibility for pregnant women and children, permitted states to contin-
ue using a variety of mechanisms for providing extra payments to disproportionate
share hospitals, and permitted public and private hospitals to participate in the financ-
ing of Medicaid expansions through broad-based provider taxes and the transfer of
funds by local governments to states. It is imperative that states be permitted to
continue to make use of these alternative sources of revenues, especially at a time
when many are suffering severe budget crises.

Even with the availability of the augmented payment sources described above,
only about half of all states pay significant differentials to "disproportionate" safety net
hospitals. In fact, as a result of Medicaid legislation enacted last December, it may
prove more difficult in the future for states that have not already improved Medicaid
disproportionate share hospital payments to do so now. And a number of states con-
tinue to subject hospitals to inadequate base payment rates as well, as evidenced by
the proliferation of lawsuits brought by hospitals against state Medicaid agencies
around the country. Both reasonable and adequate Medicaid payment rates, and
meaningful disproportionate share hospital payments, must be enforced upon all
states.
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In closing, let me just urge that in our preoccupation with developing systemic
health reform, we not lose sight of the important and ongoing need for an institutional
safety net. These hospitals are here today serving millions of uninsured and underin-
sured; they will be here serving those with no other coverage in the future as well. It
is essential for us to take the kinds of steps I have outlined today to ensure the contin-
ued viability of the safety net for generations to come.

I would be pleased to answer any questions you may have at this time.
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The National Association of Public Hospitals completed a comprehensive survey

of the capital needs and spending patterns of 51 members. The members studied

operate 51 acute care public hospitals in urban areas across the country with

25,993 beds. Major findings of the study include:

* The infrastructure needs of these hospitals total $10.4 billion over the next 10
years. Conservatively, the ten year capital needs of all major public hospitals is
estimated to exceed $15 billion.

* Over two-thirds of the dollar value of the need is devoted to comprehensive
reconstruction projects.

* Almost one-tenth or $946 million of the required investments are for safety net
pro ects.

* The remaining 23 percent is allocated to medical equipment, physical plant or
code deficiencies, and support services and systems.



Infrastructure Needs of NAPH Member Hospitals
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The infrastructure investments required were categorized into
the following project types:

*Comiprelienisive reconstruction: major new or replacement project
effecting most or all patient care areas

*Safety net service: renovation, expansion, or replacement of such
services as obstetrics, neonatal, emergency and trauma, outpatient x0
services

*Medical equipment: puIrcIases of equipment used in direct patient care

0Physical plant:correction of life-safety and JCAHO violations, and
structural and building deficiencies

OSupport: administrative, lab, materials management, and other services
and systems sustaining clinical functions
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EXAMPLES OF INF'RASTRUCTURE NEEDS
OF SAFETY NET HOSPITALS

MA .RzorIn C5O N PROJEaT:

Grady Meninal Hesp0W. AUM. GA S 320 million

Denwr Genril HaspWal, Di. CO S 100 million

Bo$s Chy HoSpal, 1.0. MA S 170 million

Cook Coway Hospia, Cbqo. I. S 550 million.

Los Angs Cowuy+USC Medical Center, L MEOuD CA $1,230 million

Los Angela CoWjlEat Valley Medical Canter, City ol lty. CA S 400 million

Olive View Medical CaNter. SyLm. CA S 110 million

HarborIUCLA Medical CaeNr, To-. CA S 121 million

High Desan HospWta. I ---. CA S 248 million

Ranchas Las Amigos Medical Caen,. Dm.-y. CA S 298 million

Chanry Hospital, N. Oe.. LA S 197 million

Kings Cou" Hospital Canter, N. Y.k. NY S 614 million

Queens Couniy HaspWita CaeNr, Ns Yod. NY S 115 million

Highlod General Hasptal/FairMRnont Hospital, Ab.d Ctouy. CA S 400 million

D.C. General Hospital, w..-qg- D.C. S 140 million

Harbornvew Medical CaeN,. S.11k. WA S 150 million

Jackn Manornal Haspital. mi-, FL S 122 million

Sen Matao County Generel Hospital, S- Mm. CA S 60 million

Santa Clara Valley Medical Center. S. J-, CA S 238 million

Merrithew Menoril Hosptal, M CA S 85 million

Unl C Of Oiago HoaspWa cM.u IL S 80 million

South Bravwnd HospWial Disnct. dn.. FL S 32 million

Stitlaus Medical Center. _m. CA S 30 million

Wbkad Mensoruil Hospital, Ibuutn IN S 75 million

Trwan Medical Cantr, long term cau facility, rc-Cay. MO S 19 million

EK Long MenIrerial Hospital. Bam anq.. LA S 48 million

HP Log Medical Canter. Pin, LA S 36 million

Elnut Hospitl Center, NM Y.k. NY S 53 million

Kigs Coay Hosputal Canter skilled

nunsing acility, N Y.o NY S 34 million

Queens Hospital Catr, kiUcd nursing

facility. NM Yk. NY S40 milion

Erlanger Medical Center, ancillary wing, Ch_.m, TN S 38 million

Natividad Medical Caenr, _d.. CA S 82 million

Univ of Nonh Catalina Hospital, clildren's

hospital, C i MD.u NC S 72 million
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SAnm Ner SnsvcEs paoCI:

King/Drew Medical Center, uauma center, Io. A-,... CA S 77 million
Regional Med Or at Menplhus, bum center expansion, M-, TN S 6 millionPar,*lm Meo a4l Hopital, T.uma Center, Ddi. TX S 18 million
Denwrr Geserl Houpal, emergency room renovation. D.- co 5 3 milionHaremn Hospital Center outpatient f7ciity. Nw Yo. NY S 35 million
Mi hw-ke COWVY Medical Cener. ambulatory car building, M s.. S 38 million
Las Anla C-wuy. Permnatal expanstM. LM "k.. CA S 32 millionWioard MaloriaI Hospital. special care nursery. t i,. IN S 2 million
T a Medical C-er. ICU expansion, r- Coy. mO S 13 million
Unveritry Medical Center. expansion and renovation of post parnum. labor

and delivery and neoatal ama. Lh"=. LA S II million
Regional Medical Center ar MemPhis. ambulatory came building. M-mnPt.. TN 5 34 millionNassau Couny Medical Cener, Emergency room expansion. r- M. , NY S 12 millionNew Yor* Ciy Health and Hospitals Corp.. offsite ambulaiory

care. N- Yk. NY S 23 million
Uiversity of Tr Health Cenrer at T.er, ambulaory care

expansion, Tyl. TX S II millionLos Angelr County health centers S 80 million

MEIL EQiW

Regional Medical Center at Mempki. medical equipmen for thenewborn center and radiation oncology, M Pbu., TN S II million
Warchd r County Medical CenWr V. NY 5 24 millionCook Conly Hospitatl Cha e.. IL S 6 millionEa Ciy HoRpital, t. MA S 8 millionWishamd Memorial Hospital. MR] facility. ldioi. IN S 3 millionHighland General Harpwial, oC CA S II million

PIIYCAL PLANT PNoug:

Wshrd Memorial Hospital. fire protection. inctnentor. warehouse
prrects I, d.pu. IN 5 6 million

New Yor* ary Health and Hospitals Corp., asbestos removal, New York, NY S 3 millionCook CoGuy Hospital, life safety, Ciib.".. oL S 20 million
LOs Angela ConY, firelife safey, accreditation, La AM CA S II million



Chronic underinvestment is clear

Age of Plant Capital Ratio Capital Budget/Bed

7 yrs 11% $23,500/bed

26 yrs
Private PlPit -uiPve$1 2,600/bed

Private Public Private Public Private Public

Note: Public dada ame from NAPH member surveys;

pivate dabam fom Industry source



These results are consistent with the findings
of local studies

NYCHHC capital spending
per bed was 59 of _

Capital ratio for privates Industry In 1986
was 5 times higher than

public hospitals In 1987 _
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Capital spending per bed
' was 9 - 15% of private
hospital spending in 1988
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The National Association of Public Hospitals (NAPH) has for the last decade represented a significant proportion of

American's metropolitan area safety net hospitals. Today, NAPH members include 100 hospitals. These 100 institutions taken

together comprise America's most important health and hospital systems. With combined gross revenues of over $12 billion,

these major, tertiary hospitals truly serve as "national health insurance' by default, in most of our nation's metropolitan areas.

The need for America's safety net hospitals in the 1990s will be greater than ever. The volume of services

provided continues to increase placing a greater burden on safety net hospitals. The average NAPH member hospital had 499

beds and admitted over 18,600 patients a year in 1989. NAPH member hospitals experienced an average of almost 70,000

emergency department visits in 1989. NAPH member hospitals also delivered an average of 3,600 babies.

A substantial proportion of the patients of safety net hospitals are uninsured and their number is

growing. Thirty-seven percent of inpatient days and 56% of outpatient visits to NAPH member hospitals were by uninsured

patients in 1989. Thirty-four percent of inpatient visits and 22% of outpatient visits were by Medicaid patients; 16% and 13% of

visits were by Medicare patients and only 13% and 9% of visits to tafety net hospitals were by patients with private insurance.

Safety net hospitals are losing money on every category of patients they serve. Sixty-five NAPH member

hospitals recorded gross revenues of $12.6 billion. However, 35% of these gross charges were attributable to uninsured ("self-

pay) patients. Sixty-five percent had a negative operating margin with the average hospital losing $14.1 million in 1989. Gross

charges for Medicaid patients averaged $63.8 million, while collections averaged only $43.4 million. Gross charges for

Medicare patients averaged $34.6 million and the collections averaged only $24.7 million. The average safety net hospital even

lost money on its few privately insured patients, averaging $27.8 million but just $23.9 million in collections.

The following figures and charts illustrate these numbers and give additional statistics on utilization and financing characteristics

for NAPH member hospitals for 1989.



Figure 1: Payer Source for NAPH Hospitals
1989

Medicare
16% Private Ins.

9%

Selipay/Oiher
37%

Medicaid
22%

Sellpay/Other
56%

Outpatient Visits

Medicaid
34%

Private Ins.
13%

Medicare
13%

00
ID

Inpatient Days



Figure 2: Gross Revenues
NAPH Member Hospitals, 1989
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Figure 3: Net Patient Revenues
NAPH Member Hospitals, 1989
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Figure 4: Operating Margins
1986 -1989
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Figure 5; Occupancy Rates for NAPH and Other
Short Term General Hospitals
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I Chart 1: Gross Revenues - 1989 (in Thousands)

N81, 6663. l.d ._. W. Pi.llo w. I

O -Ho 0 - 866oi ed

D.C. 6 W._Mincod
Ed. Comly Abdoa C.6, M0ok

F.d - mo.pha - Lowks

61 Cww" N woma
H-o bil_0 Cat, Melr

_1ok Cmm iddi k.

.AC-1bIr-UICL Tcdoo
LAC-Hbigh_ Dol 1 L _I..
LAC-."d Who i_4k '_o Angl

LA--Whe " AM 0odi-AC.W L - 4dowD

M-""o..UIMI d Co. 806*

t4D An n n
Wol God. d Cani. Oio.n

1ooi CwUNI _b C.M EON _f.
.Y4 ,- m.4y
AC-14.A.. o.A . .

LVC- C14g1 id... 4,i n
LAC-146 Eholool

MPc- "Jwd Hoh Wf
NYC- M l dkWn SCy -

WC- 'S . _4 NY
iNYC- _. C. a- 0-

LAC-A6l mA8 C 114

NAC- G.61 .0 C.
NYC- W _dA I_ N-M

-ododM.* 0msw Dho.*

P _ ^am M " 14.5866.6

Pea_ _ Ho 14 P63t8

U s .6 _3 63 6 C o e d . _ *

S n odb d CCo oed Eo E4 o

N Y - o b . .14..8 ., N Yo o

S Y C - C m l e a d, y
NY- GedOm.

5NYC a CSo ,o ol Speo-

N Y C -. 6 3 0 0 0 5 6 8 .I Too6M NY

NYC- No.6. Ho pd 'ao w B o. th
N Y C -' .!A 1 4_ o .8 D m . '6 e .

TP nmo .d B P1o
Tno_3 _pod CAM. mil City
U d C 1i66w CM-"

6 * 6 ., d uC m_ , 8 ._ u m o n

U_ M StN Co m y 0 m Cb 4 6 l Him

Sinfi Lmj4n 63*60m. o.,.
6.. Lad . 8 36 1 3 .N o ft i..

Womipi. 86 . Taxwo 111i1121i

IMM-d_ _ i

Lk616 1 4p i_.86 iS_63y

I a .7512% 30.757
1 27.73 14% 91 .114

82 6 8 I14% 3. 75
1 24.007 116 27A85

19s.8 15% 31.A34
38405 30% 43 64

1 78.O7 30% 48.21
1.460 23% 25.837

596123 24% 45a.
35.807 10% 87is2
47.300 25% 535
61.844 16% 10264
Jule1 11% 85337

311 5% 3.024
16.743 6% I6I
3.797 12% 14257

11.978 5% 81238
6.375 4% 74380

21.715 12% 1i0.154
24.64 4% 277.4684
22377 16% 43Jn6
33,476 20% 79JS5
50280 21% 6"20
80.819 41% 30.307
14.100 16% 35.147
48.448 2e% 24 185
55.905 2e6% 6222
48.882 13% 23250
55.280 19% 145M
60.171 38% 64.48
44.192 19% Joe.086
47527 18% 148228
40.071 10% 210.8
19.377 9% 137 "1M
32.001 16% 12026
196291 13% 69254
35.585 18% 18e8"
25.644 12% 638250
53.918 16% 33w773
3.1 SS 35% 1631
37.309 33% 21.76
23.185 11% 6.4
14.801 11% 4s
13.014 % 645s43

.71 I% 29.011
10.487 22% II.84

86.366 15:% 3226
1 7. 8 5 I % 2 6.7 3 1

i 392 56 33% 16.808
I 104.170 30% 80.132

9.413 9% 10.751
126W 2i% 133*30
10.4i 10% 25 618
24.8 21% 36.71

i 122446 25% 121.788
19.71 I % 412373
422689 31% 38255
13.151 17% 1660
24.149 17% 7285
2025W 13% 37A08

I 7.114 27% 3922
433 19% 34218
750.12 23% 60.6847
I iwe -2 I-m
27Y2 26% 1648

3.a 4036 Ji m 8 4 . 6 8 5.2

Fi2 awi

I l l 1 2 7
1*224 077T

2236 12%

2 Ds2 ll$554 1%
243951 14%
11.837 9%
25.021 20%
so S" 35s

2. 159 4%
24.85 10%

8255 2%
452 24%
6063 e~e 20%
10M7ei 10%

632 2%
15.675 8%

6 7 61 3 %
1155 5%
4.0 8 8 2 %

12.748 7%
12.606 2%
1O0204 7%
1.303 1%

14 .119 43%
70.76 7 38
3.874 5%80.279 27

47253 23%
162oo 4%

I2.351 6%

7,047 3%247417 4%

1 .575 57.070 4%

6,161 6%s

2615 3%
7.385 2%

52.04 1 8%1
3 28 f1 38
53486 47%
34.738 17%

7.3 48 5
12.715 %

6.178 42%
5285 5%
5225 13%
3.670 4%

34.121 20%
110,507 31%

5.066 6%81.682 21%
17.581 17%

0.048 7%
125.885 25%
34.135 1a'
4075a3 30%
21.540 27%
6wJ21 48%

76264 36%
37384 16%
20213 9%

636 5%
1 6. 4 3 1 3 %o

114.776 0%

28.663 77%
60.122 52%
7"52 53%
2DY62i 16%
40.004 15%
IC"50 21%

113,381 47%
257255 70%
43.01 23%

6 3.75 38%
34211 31%
1.5 24%

133.325 47%
12.487 40%

114.345 52%
1 AM4 82%

41. 82 23%
328257 51%

e.341 45%
1.1.2 31%

62.024 34%
1 a.164 6%
25.42 32%
e1.888 34%
42.085 20%86281 24%

82.177 22%
31250 20%
66 .587 2f%
57-AS 22s

104.312 27%
50.264 23%

2S.42 20%

4L3.32 22%
47,49 22%

183.874 58%
10. 726 11%
2.513 2%

64.4 i1%
67.170 50%
58.027 40%
2919i 722.166 37%

7.531 18%
_0.7_ 51 %
25,M 22%
N8.7 22%
?a.&" 75

07.416 17%
74.46 75%X
48.618 47%
44.761 38%

124.58 25%
80.877 48%
12381 10%
24.815 31%
21 .7?aI5%
4S141 40S
37.866 18%

118.003 60%
1660*5 50%

0 0%

:iJO~~66l U 83J

t.43A ous u

I . 0
-~j M

Td41
Total

138214

127.637
2s58.014

51.03
244.076

ISO .41 a

160,675
5.720

312561
21 6,012

1S42577
843.7
148.30

244*7
Ise,007
78.302

205 721
374.685
276.874

21i.462
3654258
217 43

18 7.74

148,548

157.534
320285
3325.60
100280
114.38
204A7
133.113
145.36
75.52n
47,132
412255
69 308

II$.300

102 .070

1800463
113.428

464680i4 ANs

134.667
76266

141.602155 .117
208 .67

234314
3253571

13.mm2
162*13

62AI

14.076

9,5 6

04we

I

TX

I las

TCML , " - -
AVEPAW �,'� -11 ., .

- ... .
61111110111k, , "" -;� : '
1110,11:1 I I �



95

I Chart 2: No Armnum - 189 Thousands)

_ TI____eom 1c_ aam ~ ~ ~ ~ 401ofcmo %~OIN N I- VN

0-0-

&bW*Um-Lf 10.11

mc. im mm a

ONIDINI_ I _DMI

LUC-"SN,_ L

UC- - c ou _

wmc- 'IDIND
MIMIC. MS

mc.mm"NS,m- aMOW~

_ St > < b,_

,aanarai... anaM .
p"Soe Dm _

___ _

_aX mam _ _
eC ~~~man

C- .r_ _ t

MISN- , lam., a

_ _ -

_ _ = _~~~~MII

_ _ X _ _~~ILIM

__o_"__o

__ODMISP _ _ID
Z- _ o _ _I

"___ m

r _ BIS
1I Ifow s

.... w- C. IMN
'DMIDNWIM _hON

_ > _ s_-
,_.c ch =

Ul_ _

_ __OM__

ira
-
C-

_m -
a1. aom m
mm oim D.

01m PAM at"

mm mm ai
tta ai. ti

an am la

1z" VDAND

*AID ram 1ti

mn mm WmU&SI Wmn mm,

MS aim mm1aLtm am 'ti3m
a~m um Gria
am . rAND 2,01

n_,0 N.n VSI_

1.1ARD ,In ?.a

iMA &ASS am

DUiS "SIi iiMi

a" IaLm tm

*A IDl-S 4r*Jai im te2

ioa iaa a_

arm "L53 amt

M| ',.o 11

aI lam M
amii, -.,

3.n WND

`m0 aim L,.
1i, tam LM

Sm is tat S

am am tA3O

_, I43 nr M

arm mm *M

t .. WS itar

ai, "AS 23Im
4722 ip, is.

- mm
am IDAN*0 SLU

o, am

lam GAIN

iAm aKm

Oa a..
usa mYM's

_ a
"arma

mm 3tam

am a

am

a3im,

a om11" 0 1

a Am

ii ta am

tO M ,ii

Wrm lmm

tam mmOD
aim, u0i
'mAmm

am

timD 0

t10ii mm
iam

D,,M
rrM

armamS
O-

SAWr

D0-A

ma.. W_

MM?
,-m
Iaim

anti

1mmauno

M"m
Mnso

Uti
mms
msm
& noN,aim
aim

Oam

*an

4. 1

Sarm

*sam

IOWA

nM
o m

a,-

IAW WM
m m"D"

am aiMM

nus

am 11t833
am GmAN

IA-. amD

an tat

I"mI
vom

am arm.1

.. M

is in..

ta tam~l

al, ML?"a

im MDmN
UE leap

im MANIm
", IS

trw nsi_10.03-

"AM mm

a M.
SAW mmr
am. as..

1S "N'S

ai, 'aro

aiim ImmN

im trim

U.. Sam

a" aw

ansm

.o nan
*_ __

_ mm

mm Raitartetaw mm

MON 1alS.,

tim `OAWn
mW

,.a artma0
oM lam

oLo

,S O MM s

nar

a i"am

0.1mm.n.

D rw mm

SO L
D aiM

"An

a., mawt

tainri. mm
vim aSia

ma7 Sarm
ammaa.l marl

ao ta._
tm11im

S"mantal tLON IONS "mit imi.1 ".iii satl a."' miGA 'a..0 t n.7 1 s a 1lll n 1_ o

a° a° RAM aZ a I a a a
mm mutm ". MAm' Sm, smsm sf ammia tha. mum



96

MO 8.0g... Nsl ~~~~~~~~~~TK 241215 2411015 024.03 343
C~k Cew.1y e ~ OM-., IL OMAN3 an"*3 317.1603 1.
I I .38 WNW.e.M. NE 113147T 114.4W7 100.450 IO8L422
U Pl NM Abksqe NM4 103.42 103.,44 311.734 80.754
U MO ofy .0 ONIOWN" 0K 213.219 224.314 503.541 .341
M= =apele.ed t.4. phw.. AZ 12D.04 10350 103.70 103703

8. e a.ft4.440163364d 3Am-. TX M13.15 15&3.75 140.875 142.75
Ph.44. P~yMa...ad I84e"wy (LA 7,3534 850.1 1 75.403 7.403
444. Co.wa H.""O How.. TX 22.10i 2234.8 213231 215231

V.14.4.4 ~~~~~~who4e TN 243.574 247.743 2033172 2033172
U eiChseo C8.IL 273.54 .2521 270703 217.7031
974.36COW of C.eeI 0eeeOUme GA 130.350 1332033 7203.32 121.382
pe4.3. Daad44a6 O"e TX 21.430 037235 217232 217232
T..a. Mdodol Cag. K~w4 " MO 03.4191 34.38 31213 91219
III6d wh nud #4- Ft 4 CA 38178l S3.334 WS"4. 43,344
See MON. Gao.3 0.63. 5dl4.98l. CA 45.453 45,401 43,oa 43.414

34.,a. ~~~~~~~~~e~~~e. TN ~~~~~~173255 184272 t77.706 177.708
1500.1 T~~~~~~~~~~~~e ~F L 213.5 035.D54 21L.150 213.150

P.,.,. 0.38944.-43 P.S.. ml 73.114 772B4 72.73; 5.L73;
M M-8."918 443a43 NAmm. CA 71442 73.5084 7177 75.417

SUNY * Swa-. 39... N 113248 103.543 127125 UL7M2
54.8 La.-.m 94l4.89 C.43. FORM8. LA 271I44 27144 27.215 V2125
3143-k Te..yy Illoos LA 5.011 3.1382 5,.9,50 5.065

Th4,9la~~w46614y ~ P36.49.... PA 154 163 165 les
6.. 3.a~le. Ce.,.1 See Be._ n CA 734.3 94.750 94.382 34362

SI.LLSR pg SI. L-.. MO 75.I. 75.713 70.710 M571
R.3.- 9.8.9 Ca." Neaph. TN 140.1 41 140.750 1401506 14.60.4
0a. H. 0 ~~& .e.ep D- cc I10,129 1101509 111.400 111.405
E-, Cty Mad CII Dm89.s NY 10246W 123.133 120.74 1203474
Tae.30Oly Hea Fen worth TX 032483 34118 34.376 a,4274
768...,9P_. TX 313.051 53.425 5430 3.500
KAe 446.89 3.. M, 4.7i4 4.734 IL=3 4130
LAG-hi." 1.pw08. aDy.10.9 5849. A . CA 150230 235.422 150.033 1IM.0M
F-..aeH..pa - 1 ~.0.1 CA 38.107 38.507 411483 471 33
".I" M.&." C.0 P3,4 ml 145.488 144206 1441.52 143153
C08 o.4 .. b3. AL. 37350 33.033 41,237 41.237
is Aa.4 Ma., C, .3 T'X 84420 30,144 a4.371 44.413
NYC- C-... Nmno am. NrY It' 15114 3675 7251 70 1556175
W3h93 4Na.e494.a.4 wdsmwp. IN 111.210 117.4= 174.415 114.415
D.C. 0.34407,6 Ws3.p DC 110103 115.9103 715.044 1131.043
6.aMd"eCo. 344-"39 CA 71.752 74237 03.133 812933
88. Jaa4. ~ ae CA 37142 a0.410 aD0231 a0.507
69..3.. Moad.43-.am. ~ . Wl 1341505 134126 144.743 147.1 67
L4C-ftg/, .43 P.89 Is6e CA 73.772 33.345 27.472 27.443
UIT 0*,ao 0Q m. TX 20.706 23.706 214.402 214.402
L.5. WIUl. Mad, CZ S...P. LA 1013.105 7101571 121.732 150.050
J3.oa "..-a. Hea89 9l36. F. 33024 427203 408250 442.155

awy AN~~4."4 GA 21 2.531 213.375 232142 23142
LAC-P.,.4,Losmwag Dow". CA 107.747 133.54 1311053 732.700
U-w of NC C#s pall NC ~ 172.522 23.478 73312 1381926
LAC-S44S.-Ulcl T,... CA 170.50 3.1O 3864 3.14
NYC-lMpN.Ha4 NY W. 15,0236 75228 73133 719133
NYC-N M.0C*W.9W 8 D. NY 107172 707.172 742.112 7451112
NM- CO.4v Mo4..9C- EWm M4w Y 177,.434 217.403 507451 3071907
NYM be. Wed 36.N 213.7765 219.77 2533450 230,456

L4-O w =C.Uei 'Ge l Sva9_ CA 86.0115 103.7 50 127.421 12713
lilt- 04Ekftm Nsael my 343.1144 3643.4 210A394 210.55
4*4o4. N.4.4 N.J 142.3 1'M1I3 1418.144 14317.2
NYC:C -~pW- ftae1a9 .e c..- NY 130.1 74 730.774 ISI.44 151.448
NYCU- .MwhMa4.8 be- NY 161.7781 141.778 233.444 UL444
NYC_ W*adI.44Aa..16 beN 5 NY 11507715 150.715 242.152 231.152
lilt- sa.... Now"4 NY NY 2133.34 033.54 5331.482 33450
NYC- Nap CO."y W.81 N 270147 270.57 337150 331120
NYC- l36l. hoop" We. N 134 175247 275.750 21I5.5
LAC+USC 13 39. CA 333350203 315.134 504.0
U-.. HPeA of Olamoy,, M.9 Y 5 104.375 0 121154

TOTAL lIADD SAM".4 110.171735t ii&M
AVEPAGE 13DA~~~~IMU 1AUT! 753295 15327

00O4OL 8383



97

V C 788. "M N 87 0 A 77.
Ca C.. ".8W C&-G. IL

C~~~ D-~~ _ AL
D.C. 0.8 08 0 _4 8 DC
0 4- 0 8. 00.- CO
E- CIY M" co S&Ao MI

_f" C _--- TX
F~~~~~~~G _ _ CA

-C-_Y _-M H-M TX

N0 __ C- m Ft

kM.0 .8 H."" 8M 440 FL

1'_0 C- t C.

C-H-U C 1~~~~I CA

8 _ _800 0.o w 14 CLA ...8 8 -N00 . 808dW L - 80 CC

LAC-800V- * O_-Y CA
LAC -818 80 L.C4A 1.88.- , C-

LAC-us 0 L-0 CA
L.. *1. UX. MWd. C17. Bh R LA

I_ C--_ Y U-MCw ph AZ

MOAC- N0 4 L . 8 40 1 TX08 84 8 C

1MP-0 C-M d( CA .

L A C-M A80.8 _ .0544.8. _ .0 4 0 CA

M.A U vC 4.08 11 CAy
INYC_ C0M- _.W" NY NY

IIYC- C-"wm &NY"

8 4 0 0 0 0 8 .8 4 C 4_ 8 4 3 8 0 800" 8 4 0

NYC- E _N- E0 8 0
NYC- N0108440 W NY
NYC- CK 7 C--- 0...W N8
mYC- 840. E84A - MY
NYC- M-844 How0 NY WV
NYC- N. C_-W G- 0G,- NY
NYC- .0 8408 C 888. W
NYC- W -4808 .8 000 4 NY , NY

C- C 8 . .7N

v--_ *-- H_ I_ CA
C 4 8 CC4G8 CA

_ D a1 ~~~~~~~CA
S. M~o C- O01 11 U.- CA

NC 0 M 8 C-_M - CA
.0 0 8 8 _ 8 8 U. M.O

7_ I-Nw F,
T- C-V -- *cn 11 T

l"8. 8U-4--VP A
T n4 EN PC TX

I -.440 d084. 8C 8 K - C-,80 U C

U d Ch.-Q jo Cr 'L C

U d "_e _~ . b 1 "U
UiDIIJ _f II_. "0 .C00 . TX0 0 CA

U_0Y d C...l4 Gil- C A"
U-,Y-d_ 0084 NE

Ur" d 1 C CWd M NC
UT O__a a__o TX

w _ _ ~~~~~~~~TN
Wm C-e "cm CwNw W 7
Wio_~l U-MM H..PkW b-6-0 . 7 _ IN

TOTAL

-3W
AVEPA

IChart 4: Utilization - 1989 1
- - - D-

308

750

.045

23

174

377
735

5.005850

523
523U5

61!

025

C21

1.20

040
'6-

350

370
02Yl

Ds

35D

23i

Y3
2Z0

20

35'
02D

002

07;

500665

573

7LO0

000 03.277 08.740 8.830
391 13.227 M.4 20tl.
IY12 32.O00 *0.800 4.80
420 31.708 2."S SA8
030 7.51 37.088 7L
GAS .8 027L. .107

*1 Y3,83 7124 a

W3 25003 404.M 3875
230 0.007 73.11 0
MW 40.330 267.in ,.i
131 40.S72 2#0.706 4.4
W3 18.511 137272 5Ll

1.424 C4.7Zt 43.300 I4.m2
720 L"?7 53.32 *.t7
*00 02 3 0
084 30.047 050.0U 7.50
135 *.002 0421 0

242 5 &M UIm *.72
432 ..047 1.71, 0

1.378 72 43. 177.34
407 IN.0:0 110.78 4.309
45O 22. 53 033.050 5443
50 10.7" 0410.43 0
542 20.083 '00750 5937
033 7.20 44400 1.507
373 17.08 I008.054 837
a'5 07.408 045.80s 3207

1.2372 2 D5 430. 52 1.88
778 23.070 234,108 5387
tS 14.3 03.033 2.075

all 08.300 218.520 3.070
M2 08.837 259.0 5.708

1.20 30.755 37'.720 .000

55D 21.1 1273.0 3833
MA Is.,"0 'a878 2.358

34 10.205 I14.480 224
14.976. IYO- .

540 20.72- 102. 3.244
amA 40.!85 25.05 04.O50
M8 I0.00& 107.00 2 8Log0

250 00.770 70.5M 0.80
4 22.883 149.073 7.727
296 04.4- 87.M0 3.108
523 D 0.44 .. ?7W 2.O04
332
Z0t 7t338 al L25t
240 3534 73.231 0
I4 7.80 8D M33 273

276 00.75 73.004 5#7
370 00.884 01.507 0
75D 0.2L 20 4.040 8
207 15.43 0M.3 2 .043
43 17.167 I4. 705 7 LZDL
si0 t0.524 .S8974 0.3W
524 08.40 071.040 0.005
D08 215.0 004.87 5.L25

208 00.702 AG.. an 8012
474 I5.3401 03.?0,4 2.47
200 01080 40.025 5.487

047 23.371 I".85 0 .04 8
320 8.703 78.054 1.300

377 00.0 001.0014 5L.0
552 08.384 040.7 2 t.151
US6 2&W01 21&11.z *. *4
M05 23.490 080.4", _ I.W
53 2.005 .OD 472

833 8.44 21004=3 S7y
415 05848 004.783 3.340

3.3801 0,31.701 0 7 240388
0? t0 8 1800.457 k_

.424 78381 458,741 *7.

08808

nWu87%
70%

am

71%
0t%

am

00%

am08

04%
900,
aft

Mt

70%
70%0%

87%
08%
00%

07%

71%

*a%

71%

000%

G,

87%

00%

7X
88%
83%

700,

84%

88

63%

70%

am

G0%

82%
72%
85%

83%

c |

w

0w



98

EART 4: UILIrIION, 0NT. -D

s 9 .0 4 0 4 4 DW G 54 44 5--OW

I M CO W 4 H& 4 D .

-~~~~d
ID 4 c -. D .4 4 6 D _

LM - 4 6 1 b 3 4 0 14_D_ H1_ m1*

LACU C 140

MO46d 14 ~ 4 0

NYC- c W WYmo ss Ot

NYC_ C_ H ,
_sc- -
NYC_ 44 9.1 WNY

sac- moo~ H- w NNYC- LA 0_ 4,1-
NYC- E_
NYC- HArnH . '67 1s

ac -_ c a m4 6 9 . 5 - U -

04 640.. 0.t aw
S., 1, H M I'

F -8

= C. _ H , 0.,
_LW _ _ v

_ 8 6 B H 46

V a s C_ H.r

AW. How of . Fo D
*04Ye_43

1 4 4.00 ' .. 7., 4*44.41

7 748 6 P_

U d Cb9.9C
4 4 4 4 4 . 4 d _ 9 .5 4 1 4 1

Unb. I d CA 1 0.6 94

UT

79.6 .9
COCJm -_

_4 0 m 3 .4 4 4 7 9

TTAL

00= _ .. .. ".

S I.I I

ED C_- T_

Tx 4151 MIN440 1XI.587
TX maNl? MIN MAW
IL 146.41) 412.170 OA.
A. UJI? 51.174 61.105
cc slim SO&= ISB.204
co 4n 45r.75 3 aaiss
WY
TN M14873 445M3 IMAM
CA Mm. 40.a45 40.53
GA m! 2. 5o7 704 -ma
TX : 7.0?7 daZi 5Maio
I ! .S IWT 142275
FL 114.724 2M" 327
CA WAR 4450 155.319
If 24 485 9.
CA 405iu Mi1l3 316.781
CA ;7.32. 37m.24
CA
CA 5a85 13DAN 194 53
CA : 0 c win5 o.u
CA M703 4Mj4 044181
LA I A76 24.13 351
AZ "MD 1l".15 242AM
TX 445340 4444340O
OA 4oG534 O4. ' 170 436
CA ' 7M l52a45 211m.
w 4OAS? 515.778 20745
NY , .315 I11711 ml04

WY i 124377 01j 1 47.440
WY ai 24s 7 27.744
WY SU 5 352:4 4.439

NY 2lam. 5m3s 401.451
NY lossM 45a.s sevoo

NY 44.737 11llel 827J.82
NY *oA41 o J7 i30
NY A57' 14.720 271Im
TX 217.16 34756 574.744
GA Y.1 8s41 14.177
56 24342 516.41 3Lfa
TO - 05 4032 187181
CA 4145 1112i 3 51ooM
CA 2414 546442 IN
CA 4M 1408.27 279287
CA 44.418 154ao 15eso
CA 207 11.5 5.'2 13
CA 47Z5 7.08 l, 7l,
No

NY 47.2 1104215 225?
FL . 34 424mW 91.79
TX IN0.4 129.n1 144.58A
PA 41.74. 41.74"
TX 50.374 34110 NM14
ItO i 52. 24125I 31333
IL SAN 2S"sl 2mm.
mm i 2. o 141146 101.702
N. 54.3 548.0id 1a,15
TX SaOLS 40.
Om sam. 174243 2SU5
NE 21.564 1744 354

MC 230943 341 75 45214
TX I 56f1 9.158 34.s0
TN 1 158 12 4.443 mm.3
LA 52.44 2L4004 -4.50
NY sn 21135 oz

' * == 3
m.m.1 752.9.- a-W-



99

REPRESENTATIVE STARK. Welcome, Ms Long. Please proceed.

STATEMENT OF OPHELIA LONG, CHIEF EXECUTIVE OFFICER,
HIGHLAND GENERAL HOSPITAL, OAKLAND, CALIFORNIA

Ms. LONG. Thank you. I am very pleased to be here today to speak in
support of safety-net hospitals, but more importantly, I represent the citi-
zens of this country who receive their health care in public hospitals.

My pride and my passion for public hospitals is so strong that I would
even go so far as to say that it should be the system of health care deliv-
ery for this country in the future. Not only have we proven that we can
provide health care in a cost-effective manner, but we do it to a large
number of people with many, varied conditions that they bring to us in
our centers.

I want to also talk about the injustice in the health care delivery sys-
tem. One of my favorite Psalms reads, "The just man murmurs words of
wisdom." Whenever I hear that Psalm, I remember my father and all he
taught me. One of life's greatest lessons learned was, "You can tolerate
insults, you can tolerate pain, you can tolerate hunger, you can tolerate
thirst, but you cannot tolerate injustice, for if you tolerate injustice you
are no longer human." Those words have given me strength when I need-
ed tolerance. They have given me power when I confront injustice.

I am a woman who is black; I know injustice. I have lived through the
civil rights era; I know injustice. I am a woman in a position of authority
who has witnessed less able people advance beyond me; I know injustice.
But of all the injustices that have stung my soul these many years, none
bums me more deeply than seeing the Nation divided by the haves and
have-nots in health care. The dividing line between the haves and have-
nots is not race nor position nor locality; the dividing line is health
insurance.

Our troubled economy with the increasing numbers of unemployed
and underemployed daily add to the ranks of the have-nots in our society.
Their children are not vaccinated, and we have epidemics. Babies are
born at high risk without prenatal care, and a generation is weakened.
Our citizens are not getting early care in a disease process and require
hospitalization in a tertiary setting. We have literally become one sick
society.

We have never been a country without a plan to address the issues that
threaten us. In this country, the public hospitals were established to en-
sure the health and safety of the community and to provide care essen-
tially to those who have no independent means. But the system has been
overused and not maintained. Later this month, as you read the increases
in unemployment, say to yourselves, "These people are now in the public
sector of health care." And also keep in mind with these frightening in-
creasing numbers that the majority of persons without health care are
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persons and their dependents who are employed. The sheer volume of pa-
tients in the public hospitals make the system stagger.

If the sheer volume of patients were the stressor to deal with, the pub-
lic hospitals might continue to cope. But the problem is the public hospi-
tals have been allowed to deteriorate over time. My own hospital,
Highland General Hospital, is 28 years old. Some of the buildings are 70
years old. The hospital was built without a sprinkler or fire alarm sys-
tem. We must do a manual fire watch to assure safety of the patients and
early detection of any evidence of fire or danger.

Our geological studies indicate that we are seismically unsafe to add
onto or build any additional buildings at our current site. In addition, our
buildings do not meet current seismic requirements. Highland is a grand
old lady, but like any grand old lady she creeks and groans in the night. I
worry about maintaining our accreditation and keeping the doors open
with the aging equipment that may be unsafe.

One example alone is in radiology. Some of the equipment is 27 years
old. It is often deemed unsafe after seven years. I don't have the $11 mil-
lion to replace the equipment. Would you like that outdated equipment
used on you or a member of your family? That just might happen, for
while health insurance creates the dividing line between the haves and
have-nots in health care, trauma care is the great equalizer. Under this
continually failing economy, the closure of hospitals in the last decade
has shifted emergency care into existing hospitals with already over-
crowded emergency rooms. Trauma care for major accidents and gun-
shot wounds go in the greatest majority to public hospitals.

Last year, my facility alone had 69,000 emergency room visits with an
additional 2,500 trauma cases. Our clinic visits rose in one year from
95,000 to 110,000 visits per year. These figures are not just numbers
important to a hospital administrator. They represent care to individual
citizens. They represent the hub of trauma care in the East Bay Area of
Oakland, California, and they represent the area center of training for in-
terns and residents in emergency medicine, surgeons, internal medicine,
dentistry, orthopedic surgery, and trauma.

Residents and interns, numbering 154 from across the country, study
with us because of our trauma center, the complexity of our patients, and
our internationally renowned experts in radiology and surgery. The
United States Navy sends its residents to us for study in surgery and
trauma care because they do not receive trauma or emergency cases at
the Naval Hospital.

The deterioration that undermines our hospital, due to an irrepairable
plant and outdated, outmoded equipment, jeopardizes the care that our
patients receive and risks the termination of our residency and intern pro-
grams. There is no other hospital in the Bay Area that could provide care
to these patients or assume the teaching of these nationally needed resi-
dents and interns.
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My brief story is the story of the vast majority of American public
hospitals today. In the private sectors, as Mr. Gage said, the average age
of a hospital is seven years. In the public sector, the average age of hos-
pitals is 30. All are overflowing with patients, and few have the opportu-
nity to develop services of contemporary primary care in modular units,
and, yet, the public hospital is a hub of community care.

Congressman, you have been to our hospital, not just in a ceremonial.
capacity. You are part of the family at Highland; you have seen our
emergency rooms overflowed; you have seen our neonatal intensive care
unit filled with crack-cocaine infants. You have been a part of what has
happened there.

We feel as strongly as you do about safety-net hospitals. As you do,
we feel that Highland should be the people's choice for health care. We
have every intention to make it that, if the dollars are provided for us to
do that. We know that the public health care delivery system should be
the delivery system of choice. We will do everything within our power to
assure that that happens.

The great injustice for me at Highland is that I cannot persuade banks
to authorize a loan of the magnitude that we need for replacement, and
bond resolutions are not making it at the polls, although there is univer-
sal agreement for the need.

Your bill would relieve the greatest pressure in health care delivery
today without developing a whole new system of health care nationally.
It is a form of protection for the insurance industry, just as surely as it
protects public hospitals. It would allow us the opportunity to rebuild the
hubs of community health care, and last but not least, in my heart, I
could tell my father that justice has been served.

Thank you very much.
[The prepared statement of Ms. Long follows:]
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PREPARED STATEMENT OF OPHELIA LONG

Congressman Stark, and other distinguished Members of the Subcommittee:
One of my favorite Psalms reads: "The just man murmurs words of wisdom".

Whenever I hear that psalm, I remember my father and all he taught me. One hot after-
noon in Alabama, I was quite upset about something that by now I've quite forgotten,
and my father taught me a lesson that has governed my life these many years, "Op-
helia," he said, "You can tolerate insults, you can tolerate pain, you can tolerate hun-
ger, you can tolerate thirst, but you canno tolerate injustice. If vou tolerate injustice.
you are no loanger human". Those words have Eiven me strength when I needed
tolerance. Those words have iven me Rower when I confront injustice.

I am a woman who is Black. I know injustice.
I have lived through the civil rights era. I know injustice.
I am a woman in a position of authority who has witnessed less able people ad-

vance beyond me. I know injustice.
But of all the injustice that has stung my soul these many years, none burns me

more deeply than seeing this nation divided by the haves and the have nots in health
care. The dividing line between the haves and have nots is not race, nor position, nor
locality. The dividing line is health insurance. Our troubled economy with increasing
numbers of unemployed and underemployed daily add to the ranks of the have nots in
our society. Their children are not vaccinated and we have epidemics; babies are born
at high risk without prenatal care and a generation is weakened; our citizens are not
getting care early in a disease process and require hospitalization in a tertiary setting.
We have become literally one sick society.

We have never been a country without a plan to address the issues that threaten
us. In this country, the public hospitals were established to ensure the health and safe-
ty of the community, and to provide care essentially to those who had no independent
means. But the system has been overused and not maintained. Later this month, as you
read the increases in unemployment, say to yourselves: "These people are now in the
public sector of health care". And also keep in mind with those frightening increasing
numbers, that the majority of persons without health care are persons and their depen-
dents who are employed. The sheer volume of patients in the public hospitals make
the system stagger.

It is a professionally trying time in health care as we see the teeter totter slant
from the private sector to the public sector, and witness a vast percentage of the pop-
ulation slide in our direction to health care. If the sheer volume of patients were the
only stressor to deal with, the public hospitals might continue to cope. But the prob-
lem is that the public hospitals have universally been allowed to deteriorate over time.
My own hospital, Highland Hospital, is 28 years old. Some of the buildings are 70
years old. The hospital was built without a sprinkler or fire alarm system. We must do
a manual fire watch to assure safety of the patients and early detection of any evidence
of fire or danger. Our geological studies indicate we are seismically unsafe to add on
or build any additional buildings at our current site. In addition, our buildings do not
meet current seismic requirements. She is a grand old lady, but like any grand old lady
she creaks and groans in the night. I worry about maintaining our accreditation and
keeping the doors open with aging equipment that is unsafe. One example alone is in
Radiology. Some of the equipment is 27 years old; it is often deemed unsafe after
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seven years. I don't have the eleven millon dollars to replace the equipment. Would
you like that outdated equipment used on you, or a member of your family? That just
might happen. For while health insurance creates the dividing line between the haves
and have nots in health care, trauma care is the great equalizer. Under this continually
failing economy, 10,000 hospitals have closed in the last decade. That has shifted
emergency care into existing hospitals with already overcrowded emergency rooms.
Trauma care for major accidents and gunshot wounds go in the greatest majority
to public hospitals.

Last year at my facility alone, we had 69,000 emergency room visits, with an addi-
tional 2,500 trauma cases. Our clinic visits rose in one year from 95,000 to 110,000
visits per year. These figures are not just numbers important to a hospital administra-
tor. They represent care to individual citizens; they represent the hub of trauma
care in the East Bay Area of Oakland, California, and they represent the area center
of training for interns and residents in Emergency Medicine, Surgery, Internal
Medicine, Dentistry, Orthopedic Surgery and Trauma. Residents and Interns, number-
ing 154 from across the country, study with us because of our trauma center, the com-
plexity of our patients, and our internationally recognized experts in radiology and
surgery. The United States Navy sends its residents to us for study in Surgery and
Trauma Care because they do not receive trauma or emergency cases at the Naval Hos-
pital. The deterioration that undermines our hospital due to an irreparable plant and
outdated outmoded equipment, jeopardize the care our patients receive, and risks the
termination of our residency and intern programs. There is no other hosnital in the
Bay Area that could provide care to these patients. or assume the teaching of
these nationally needed residents and interns.

MI brief story is the story of the vast malority of American public hospitals
today. In the private sector, the average age of hospitals is seven years; in the public
sector the average age of hospitals is thirty years. All are overflowing with patients,
and few have had the opportunity to develop services of contemporary primary care in
modular units. And yet, the nublic hospital is the hub of community care. It is the
destination of the prosperous and non-prosperous to receive trauma care. It is the cen-
ter of learning for interns and residents in highly complex care.

It is the site of education for interns and residents in highly complex care. It is the
site of education for the armed service physicians to prepare themselves for the types
of trauma care required in national defense. It is where persons of all races, ages, and
educational backgrounds gain basic knowledge about nutrition, disease and disease
prevention. It is the place where the greatest percentage of high risk babies are born.
It is the hub of the health care sastem in this country and the hub is deteriorat-

... And this is an injustice that cannot be tolerated.
To replace my hospital alone will cost $400 Million. If it were possible to finance

those costs through loans or bond issues, I would have done it when I came to High-
land two years ago. Those sources of capitalization are not available to public hospi-
tals. We are at a critical juncture in health care where we either rebuild the hub
or lose the only nationally systematic anguroach to health care for Brivate citizens
we have in this country If the hubs are not rebuilt, there is no viable solution for al-
ternate care delivery, public health care will run smack into the wall. If the hubs are
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not rebuilt, we are placing a large percentage of our citizens in positions of danger in
receiving health care.

Congressman Stark has been a frequent visitor to Highland. His visits have not
been purely ceremonial; he knows our secrets; we consider him family. He knows our
pride in the quality of care we provide. He knows we love our patients. He knows that
its hard to be humble at Highland. And he has seen our patients piled into our waiting
rooms before clinic hours begin. He has seen our Neonatal Intensive Care Unit
crowded beyond capacity with crack babies. He has seen our emergency rooms reach
full capacity with patients lying on gurneys treated in the halls, and ambulances still
arriving. He has seen our outdated equipment in a building that cannot be accommo-
dated into one more structural change. He cannot have helped but compare our public
hospital to those in the private sector. And yet both treat the same community ,and ev-
eryone feels the injustice.

The great injustice for me is that I can't persuade banks to authorize a loan of the
magnitude that we need for replacement. And bond resolutions are not making it at the
polls; although there is universal agreement for the need. Congressman Stark's Bill
would relieve the greatest pressure in health care delivery today without developing a
whole new system of health care nationally. It is a form of protection for the insurance
industry, just as surely as it protects public hospitals. It would allow us the opportunity
to rebuild the hubs of community health care. And last but not least, in my heart, I
could tell my father that justice has been served.
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REPRESENTATIVE STARK. Mr. Renford, please proceed.

STATEMENT OF EDWARD J. RENFORD, ADMINISTRATOR,
MARTIN LUTHER KING, JRJCHARLES R. DREW MEDICAL CENTER

MR. RENFORD. Thank you, Mr. Chairman.
I am Edward J. Renford, the Administrator at Martin Luther King,

Jr./Charles R. Drew Medical Center, and we will work on becoming
your second-most-favorite hospital. King/Drew is one of the six hospi-
tals owned and operated by the Los Angeles County Department of
Health Services. King/Drew and two other hospitals are designated Level
1 trauma centers. Fifty percent of all major trauma runs in the entire
county are transported to these three hospitals.

The Department of Health Services facilities provide 28 percent of
county-wide Medi-Cal days of service. We provide 80.2 percent of all
uncompensated care in the county, and Los Angeles County's uncompen-
sated care represents 45.5 percent of all uncompensated care in the State
of California. In fiscal year 1990-199 1, the cost of this county-provided,
uncompensated care was $532 million.

Over the past years, hospitals in surrounding areas have downgraded
their emergency rooms, downsized their operations, or closed their doors
altogether, leaving King/Drew as the primary and often sole source of
health care for the residents of south central Los Angeles. As a result, we
have experienced sharp increases in the amount of emergency and trau-
ma care we provide.

We receive an average of 15,000 emergency 911 runs annually. Our
utilization rates are far above industry average. We admit 31,400 pa-
tients annually as compared to an industry average of 5,665. We provide
210,000 outpatient visits as compared to an average of 37,022; and we
deliver an extraordinarily high number of babies, 9,000 per year, or al-
most 13 times the national average of 697.

Our workload is high, but the need we fill is great. Of the 1.2 million
inhabitants of our service area, 52 percent are African-American, 45
percent are Hispanic, and 1 percent are white. The remaining 2 percent
are made up of Filipinos and Asians. Only 4 percent of our patients have
private health insurance coverage and 1.9 percent have Medicare; 60
percent are on Medi-Cal-the California version of Medicaid-and 23
percent are medically indigent. The remaining 11 percent are self-paid or
paid for by some other source.

The recent Los Angeles riots occurred in King/Drew's backyard. The
medical center went on disaster alert for five days treating 254 riot vic-
tims, the highest of any hospital in the county. The injuries included 54
gunshot wounds, 94 lacerations, 87 assault and battery injuries and 19
stabbings. In the first five hours alone, King/Drew received 25 gunshot
wounds. The riot-related injuries were in addition to 314 nonriot traumas
and emergency cases.
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King/Drew has only two trauma bays. Its staff had to improvise dur-
ing the riots using extra gurneys in the trauma bays, converting the five
critical care bays into makeshift trauma bays, and putting extra beds in
the hallways. King/Drew is in desperate need of a new trauma center.
The Los Angeles riots shed the spotlight on a major deficiency that we
all knew had to be corrected.

Reality dictates that a safety-net hospital in the 1990s must, at a bare
minimum, have the ability to meet an ever-increasing demand for
balance-related trauma care services. We simply do not have that ability
at the present time, at least not with the appropriate level of care, com-
fort and basic privacy that the community deserves..

We project that construction of a new 24-bed trauma and diagnostic
center will cost $66.5 million, with a completion date set for 1995. Our
annual debt service will amount to $7.3 million. In order to ensure a ba-
sic level of safety and protection for our patients and employees, we also
need to replace our obsolete fire system, which has been cited by the
State Fire Marshal, at a cost of $3 million, and install fire sprinklers at a
cost of $800,000.

Our other urgent capital needs include a $1 million upgrade of our
20-year-old elevator system, a $365,000 renovation of our emergency
room area to accommodate the increasing patient population, improved
patient care and reduced response time, and a $315,000 expansion of our
pediatrics step-down unit to add a four-bed intensive care unit and two
isolation rooms.

Taken together, five of the six county-owned hospitals have major
capital needs totaling $2 billion that simply cannot be put off any longer.
Several of those facilities have been issued citations for major fire, life
and safety code violations. The perinatal and trauma capacity throughout
the system is stretched way past its limits. We are faced with a choice of
either drastically retrenching our operations, which could result in col-
lapse of trauma, emergency, public health, and indigent care systems for
all of southern California, or devising some way of financing a major
capital rebuilding program that will place us back on track for years to
come. We have chosen the latter because the former is unthinkable.

Part of the problem, of course, is then obtaining the financing for such
an ambitious grant. A large chunk of it is slated to come from general
obligation bonds of the county. In order to issue the bonds, we must ob-
tain a two-thirds majority in a voter referendum set to go on the ballot
this year.

It will obviously be a difficult task to convince the electorate to ap-
prove such a bond issuance in the midst of a recession when many voters
are struggling to meet their tax burden at its current level. If we are un-
successful, we will be hard pressed to obtain substitute financing, even if
the bonds are approved. However, the proceeds will not meet the entire
need.
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Simply put, Mr. Chairman, states, local governments and public hos-
pitals can no longer carry this entire burden alone. We need the help of
the Federal Government to gain access to invest the funding that we
know is out there, but is simply unavailable to us in our present financial
circumstances. H.R. 4521, the National Health Safety Net Infrastructure
Act, would provide that assistance. It is precisely the kind of local-state-
federal partnership envisioned in this bill that would allow us and other
safety-net hospitals like us to address the urgent capital it needs that we
have so long postponed.

On behalf of King/Drew Medical Center, Mr. Chairman, and our pa-
tients, I would like to thank you very much for your bill; and we will be
working hard to support you.

[The prepared statement of Mr. Renford follows:j
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PREPARED STATEMENT OF EDWARD J. RENFORD

Mr. Chairman, members of the Committee, I am Edward J. Renford, Administra-
tor at the Martin Luther King, Jr./Charles R. Drew Medical Center. King/Drew is one
of the six hospitals owned and operated by the Los Angeles County Department of
Health Services. King/Drew and two others (LAC+USC Medical Center and Harbor-
UCLA Medical Center) are designated Level I Trauma Centers. 50 percent of all ma-
jor trauma runs in the entire County are transported to these three hospitals. DHS fa-
cilities provide 28 percent of County-wide Medi-Cal days of service. We provide 80.2
percent of all uncompensated care in the County, and LA County's uncompensated care
represents 45.5 percent of all uncompensated care in the state of California. In fiscal
year 1990-91, the cost of this County-provided uncompensated care was $532 million.

Since its inception, King/Drew has served as the principal health care resource for
the 1.2 million people residing in its service area. I am pleased to have the opportuni-
ty to testify today on behalf of King/Drew and the Los Angeles County system at large,
and to describe for you both the vital role an institution such as ours plays in the inner
city, and the desperate needs we confront if we are to continue to serve as a health
care safety net. I will begin by providing you with some background about King/Drew
and other County institutions, and the people we serve. Next, I would like to relate in
some detail our experience during the recent riots as an illustration of the necessity for
maintaining a strong and vibrant safety net. Third, I will describe for you the deterio-
rating condition of the Countys equipment and facilities and our inability to obtain
sufficient financing to bring them up to date. I hope to impress upon you the impor-
tance of investing in public hospitals such as LA County's and maintaining their ability
to provide quality health care services to those in need.

THE KING/DREW MEDICAL CENTER: IN SERVICE TO THE

King/Drew is located in the southeast section of Los Angeles, in close proximity to
the scene of the recent riots in the wake of the Rodney King verdict. We were intense-
ly involved in treating riot victims in the aftermath. In a sense, our role was fitting:
the Medical Center's very existence is a direct result of the historic Watts riots of
1965. A Governor's Commission appointed to study the cause of those earlier riots
concluded that a number of societal factors had contributed to the rage and turmoil.
The most serious factor identified was the lack of quality, accessible health care facili-
ties within the community. King/Drew Medical Center opened its doors for service on
March 27, 1972.

The King/Drew Medical Center is a 480-bed major teaching and acute care facility
designated as a Level 1 Trauma Center. We have a 76-bed psychiatric facility and
have established a comprehensive Community Health Plan. The Medical Center is af-
filiated with the Charles R. Drew University of Medicine and Science and we have 14
approved clinical residency training programs. In addition, we operate a paramedic
base station and an emergency heliport. In short, we provide a full range of medical,
surgical, psychiatric, emergency and comprehensive ambulatory care services, and we
provide those services to anyone who enters our doors, regardless of ability to pay.

Over the past few years, hospitals in surrounding areas have downgraded their
emergency rooms, downsized their operations, or closed their doors altogether, leaving
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us as the primary and often sole source of health care for the residents of this area. As
a result, we have experienced sharp increases in the amount of emergency and trauma
care we provide. We receive an average of 15,000 emergency 911 runs annually. Our
utilization rates are far above industry average: we admit 31,400 patients annually as
compared to an industry average of 5,665; we provide 210,000 outpatient visits, as
compared to an average of 37,022; and we deliver an extraordinarily high number of
babies - 9,000 per year or almost 13 times the national average of 697.

Our workload is high, but the need we fill is great. Of the 1.2 million inhabitants
of our service area, 52 percent are African-American, 45 percent are hispanic, and I
percent are white. Only 4 percent of our patients have private health insurance cover-
age, and 1.9 percent have Medicare. 60 percent are on Medi-Cal (the California ver-
sion of Medicaid), and 23 percent are medically indigent. The remaining 11% are
self-paid or paid for by some other source.

THE SAFETY NET IN ACTION: KING/DREW IN A TIME OF URBAN
CRISIS

Exactly seven weeks ago today, on April 29, 1992, a jury in Simi Valley, Califor-
nia announced a verdict declaring four officers charged with the beating of Rodney
King virtually innocent. We are all painfully aware of the upheaval that ensued. The
societal implications of the verdict and the enraged rioting will be debated nationwide
for a long time to come. I would like to focus today on the public health aspects of
such violent unrest, and in particular on the critical role of the public hospital in a
time of urban crisis.

As I stated earlier, the rioting occurred in King/Drews backyard. It was a virtual
war zone in South Central L.A. As the violence raged, King/Drew was in the heart of
this war zone, caring for the wounded and attending to the dead. We may not be the
most state-of-the-art facility, but I must admit, when the calling came, King/Drew was
there to respond. We were born out of a frustration over a lack of adequate health care
for a particular community; 27 years later, we lived up to our heritage by serving that
community in their time of desperate need.

Let me describe for you the scene at King/Drew during those fateful days. The un-
rest began at about 6:00 p.m. Wednesday, April 29. By 11:00 that night, we were on
disaster status with all operations being controlled from an activated Command Post.
Although the riots lasted three days, the Medical Center remained on disaster alert for
five full days, with some staff working in excess of 24 hours at a time merely to keep
the hospital running.

Our staffs dedication was a rare bright spot in a sea of horror and despair. Many
of them risked their lives travelling through the riot areas just to get back and forth to
work during this period. We set up a special van pool with a hospital security police
escort to transport employees. Some of our African-American employees provided
rides for their Asian colleagues who had to hide in the back of the car in order to es-
cape the violence.

Over the course of the five days, the emergency room w4: deluged with 254 vic-
tims of the violence, whom we treated in addition to our normal caseload of 314 emer-
gency and trauma patients suffering from non-riot related illnesses and injuries. 59 of
the victims had to be admitted. All in all, we treated 54 gunshot wounds, 94
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lacerations, 87 assault and battery injuries, and 19 stabbings. 25 of the gunshot

wounds came in the first five hours of rioting alone. We were called upon to treat

more riot victims than any other hospital in the area, although 87 facilities provided

care.
As I said before, I believe we rose to the task and served our community in its time

of need. But, Mr. Chairman, I must confess that it was a struggle. Our emergency

room has only two bays dedicated to trauma patients, with one bed each. As you may

know, trauma bays are specialized areas for evaluating and treating critically injured

patients. These patients demand all the immediate attention and resources that a mod-

em day hospital can provide. A highly coordinated team of doctors and nurses are on

the ready to provide any necessary emergency treatment, including surgical proce-

dures. The trauma bays, therefore, must be both well stocked with all potentially re-

quired supplies, equipment and lighting, and they must be roomy enough to

accomodate the fast paced action of the team.
Needless to say, we had to improvise during the riots. We rolled extra gurneys

into the bays, cutting down on the freedom of movement, slowing response time and

adding to the general chaos. We also converted our 5 critical care bays that are usual-

ly used for non-trauma emergencies (such as cardiac arrests) into make-shift trauma

bays. The overflow had to be cared for in the hallways. Of course, none of these other

areas had the specialized equipment necessary to treat trauma victims, which meant

that runners had to fly back and forth between the bays swapping equipment and sup-

plies. Patients were being treated in the bays and then removed as quickly as possible

to make room for other victims, although we would normally not move trauma patients

until they are stabilized. Many of the victims required immediate surgery, yet in addi-

tion to the 2 trauma bays, we only have 6 operating rooms, all of which were active.

To say that our facilities were stretched to their limit is an understated understate-

ment. Which brings me to the larger point I want to make.

SAFETY NET NEEDS CAN NO LONGER BE POSTPONED
As you may have guessed, King/Drew is in desperate need of a new trauma center.

The Los Angeles riots shed the spotlight on a major deficiency we all knew had to be

corrected. Reality dictates that an inner city safety net hospital in the 1990s must, at a

bare minimum, have the ability to meet an ever increasing demand for violence-related

trauma care services. We simply do not have that ability at the present time, at least

not with the appropriate level of care, comfort and basic privacy that the community

deserves.
We project that the construction of a new 24-bed trauma and diagnostic center will

cost $66.55 million, with a completion date set for 1995. The annual debt service will

amount to $7.29 million. In order to ensure a basic level of safety and protection for

our patients and employees, we also need to replace our obsolete fire alarm system

(which has been cited by the State Fire Marshall) at a cost of $3 million, and install

fire sprinklers at a cost of $800,000. Our other urgent capital needs include a $1 mil-

lion upgrade of our 20-year old elevator system; a $365,000 renovation of our emer-

gency room area to accommodate the increasing patient population, improve patient

care, and reduce response time; and a $315,000 expansion of our pediatric step-down

unit to add a four-bed intensive care unit and two isolation rooms.
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King/Drew is not the only County facility in need of repair and reconstruction.
General Hospital at LAC+USC (the Los Angeles County+University of Southern Cali-
fornia Medical Center), a 2,045-bed medical center that treated 155 riot victims, is
now 60 years old. Three other buildings on the campus are about 35 years old. In fa-
cilities of that age, there are always pressing capital needs. Some of LAC+USC's are:

* 5-patient rooms with one toilet, and one shower for 28-32 patients;
* Inadequate isolation facilities;
* No sprinklers in most of the facilities;
* Almost no piped-in medical gases, necessitating the transport of 40,000 gas cyl-

inders per year,
* No air conditioning in most areas;
* Limited emergency electrical power distribution;
* Extreme difficulty in remodeling due to the nature of the concrete/steel con-

struction and deteriorated infrastructure;
* Deteriorated or non-existent communication systems, such as telephones, doc-

tors paging system, and nurse call system$
* Limited compliance with the requirements of the Americans with Disabilities

Act;.
Taken together, five of the six county-owned hospitals have major capital needs

totaling nearly $2 billion that simply cannot be put off any longer. Several of the faci-
lities have been issued citations for major fire, life and safety code violations. The
perinatal and trauma capacity throughout the system is stretched way past its limits.
We are faced with a choice of either drastically retrenching our operations (which
could result in a collapse of trauma, emergency, public health, and indigent care sys-
tems for all of southern California), or devising some way of financing a major capital
rebuilding program that will place us back on the track for years to come. We have
chosen the latter because the former is unthinkable.

The County Department of Health Services has therefore recently launched a
"Healthy LA Year 2000" plan. The goal is to fulfill our most severe capital needs by
the year 2000. The plan includes the new trauma and diagnostic center for King/Drew
and a completely new 950-bed acute care facility for LAC+USC. I am submitting at
the end of my testimony more specifics about this plan, including a detailed list of the
projects to be undertaken and their estimated costs.

The exciting part about the rebuilding plan is the multifaceted benefits it will be-
stow upon the community. First and most important, of course, are the desperately ne-
eded improvements in our capacity to deliver quality health care services to County
residents, many of whom have no other health care source to which they can turn. But
the benefits go far beyond these direct hospital enhancements. A public works project
of this magnitude will provide the kind of economic boost to the local economy that
everybody has been hoping for in this recessionary period. We estimate that the proj-
ects will create 64,185 full-time new jobs between now and 2000. They will generate
$4.7 billion in new economic activity, and add $1.4 billion to personal income in the
County. A three-fold return is not a bad bargain for a $2.1 billion investment.

The problem, of course, is in obtaining the financing for such an ambitious plan.
A large chunk of it is slated to come from general obligation bonds of the county. In
order to issue the bonds, we must obtain a two-thirds majority in a voter referendum
set to go on the ballot this year (most states only require a simple majority approval).
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It will obviously be a difficult task to convince the electorate to approve such a bond

issuance in the midst of a recession when many voters are struggling to meet their tax

burden at its current level. If we are unsuccessful, we will be hard-pressed to obtain

substitute financing. Even if the bonds are approved, however, the proceeds will not

meet the entire need.
Simply put, Mr. Chairman, states, local governments, and public hospitals can no

longer carry this entire burden alone. We need the help of the federal government -

your help - to gain access to investor funding that we know is out there but is simply

unavailable to us in our present financial circumstances. H.R. 4521, the National

Health Safety Net Infrastructure Act, would provide that assistance, in the form of loan

guarantees, debt service subsidies, direct loans and direct grants. It is precisely the

kind of local-state-federal partnerships envisioned in this bill that would allow us, and

other safety net hospitals like us, to address the urgent capital needs that we have so

long postponed. I urge you, on behalf of King/Drew, the Los Angeles County hospital

system, and the thousands of patients we serve each year, to support this important

piece of legislation, and give our nation's health care safety net a chance to fulfill its

mission. Remember, there is no safety net under the safety net; if we don't fulfill our

mission, nobody will.
Thank you. I would be happy to answer any questions you may have.
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REPRESENTATIVE STARK. Thank you very much.
Ms. Fraiche, please proceed.

STATEMENT OF DONNA D. FRAICHE, CHAIRMAN,
MEDICAL TASK FORCE OF THE DOWNTON DEVELOPMENT

DISTRICT OF NEW ORLEANS, LOUISIANA

Ms. FRAicHE. Thank you, Congressman Stark. It is indeed an honor to
speak with you today concerning one of the greatest sleeping giants of
our governmental industry, the health care capital expansion program. I
have had the opportunity and privilege to serve as the Chair of the
Downtown Development District's Medical Task Force and the New Or-
leans Regional Medical Center. Therefore, I speak to you as a voice of
the voluntary sector, committed to the creation of a consortium of gov-
ernment, business, academic and medical partners who have developed a
strategic economic development plan for the regional New Orleans area,
and we recognize in that plan, as our centerpiece, the strong public hos-
pital system that we operate in Louisiana.

We reviewed our economic strengths and, of course, our weaknesses.
You pointed out that food is, of course, one of our strengths. It was also
the health care industry that we recognized as a strength. We are be-
tween Houston and Birmingham, in terms of regional health care-in-
ternational health care delivery-in New Orleans, but we stand at the
crossroads. Our economy indeed can be jump-started by recognizing that
investing in our public infrastructure will not only create construction
jobs, but permanent professional lifestyles for our citizens and for those
that we can hope to attract to our community. That is one road. But
down the other path, we see inevitabilities too frightening to comprehend
decay, despair and degradation. So, while we must act wisely, it is clear
that we must nevertheless act.

Health care is our second largest industry. It is squeezed right in there
between tourism and oil and gas, and it is a multibillion dollar growing
industry, which, in the New Orleans regional area alone, employs be-
tween 40,000 and 50,000 people. Unemployment enjoys no home in this
major industry. In the inner-city 36-block area, which has been desig-
nated as the New Orleans Regional Medical Center, sits the Louisiana
Medical Center at New Orleans, formerly known as our "Charity Hospi-
tal." We have two major medical schools, research institutions, a Veter-
ans Administration Regional Medical Center, and we have medical
businesses growing within enterprise zone boundaries.

Once considered empty and worthless, we now have office space that
we envision as part of a research park high-tech complex, which will
surely entice our youth to be educated with the prospect of new job op-
portunities in the health care sector.

"Big Charity," as it has been known for many years, was first devel-
oped in 1736, so it is one of our oldest institutions. But it operated in
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1938 at its current facility, 3,000 beds, and now struggles to keep 600

open-not because you can't occupy 600 beds, which are almost always
fully occupied, but more because we have to depend on state revenue fi-
nancing for survival. We are part of a nine-hospital statewide charity

system that operates to take care of indigent health care in Louisiana. In

a state with four million people, we have 900,000 people who are
indigent.

According to the June 10, 1992, USA Today, emergency rooms in

-public hospitals treat three times as many violently induced wounds as
six years ago, and through years of crumbling, these public hospitals and
the primary care system networks that have been funded through state
appropriations are losing dollars.

You heard Larry Gage talk about the comparison between what other
hospitals spend on their plant and physical equipment, as compared to
public hospitals, and in our state, $1,500 is spent at charity hospitals, as

compared to $12,000 in other hospitals in our state.
Sixty-six percent of our population in New Orleans is comprised of

minorities; 25 percent of that population is on public assistance, and
5,000 of our poor citizens are born in the public hospital system each
year. We have lost over 100,000 residents to suburbs and elsewhere, and
we have a dropout rate that exceeds 45 percent. We have 13,000 public
housing units and over 10,000 homeless people, most of whom have no
place else to go except Big Charity. The clear implication from the stu-
dies that have been done is that we have a city with economic decline and
that has had a greater impact on its minority community.

Public attention gets focused, unfortunately, through crisis, and that
happened when the charity system almost lost its federal accreditation.
We learned that the domino effect of closure of a major public hospital
would impact the two major medical schools, their teaching programs,
and thousands of people who are not only people who were in the deliv-
ery health-care system, but who were employed by that system. Con-

cemed citizen leaders now comprise the strongest advocates for capital
improvements in our public health care system.

We have learned the cry that crisis management is only a Band-Aid
and not a cure, and that loss of accreditation is still threatened if we do
not replace the antiquated and blighted physical structures that dare call
themselves hospitals. Further, with the resurgence of communicable dis-
eases and the need to isolate and treat this population, public hospitals
are seeing entire wards designated for the care of only a few patients.

May I proceed for a few more moments?
REPRESENTATIVE STARK. Go right ahead.
Ms. FRAIcHE. Thank you very much.
I want to address the health care industry as a major economic force in

this country and in the New Orleans economy. We forged alliances to re-
view the economic impact of health care as a service industry, and we
found that in New Orleans, from 1987 to 1991, 24 percent of all of our
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newly created jobs were medically related, with combined payrolls of
over $2.4 million as a direct and indirect economic impact of health care.
Twenty-three percent of our job openings are in the managerial and pro-
fessional occupations, and there are 2,663 professional slots that are
opening each year in health care.

We argued then, and we plead now, that in a city like New Orleans,
which has a vacancy in over 2,000 jobs for qualified professionals, we
have an industry that can immediately put people to work. This industry
is as significant a priority as a new hotel, as a new B-l bomber, with
entry levels far in excess of that of our tourism industry. We find that
our universities, and our high schools, our school boards can participate
in the excitement that can be created by new recruitment avenues, new
construction opportunities, endowed chairs, and new labs.

But building a medical industry in Louisiana and elsewhere demands
restructuring and rebuilding of our outmoded public hospital facilities.
We project that we are going to need at least $400 million to replace this
system in Louisiana, but the construction impact alone should generate
an additional $450 million in secondary or spinoff spending. Our studies
have shown that the total economic impact of this described construction
will be approximately $850 million. That is a real boost to our economy.

During this construction period, we note that we can produce $17 mil-
lion in State and local government tax revenue, 12,400 jobs in the States'
economy in construction trade; and with ongoing projects that are at Tu-
lane University and LSU, at those medical school campuses, we see
$500 million worth of construction. We see cranes in the sky for the first
time in a long time. The termination of any of these projects will have a
direct and severe impact on our fragile economy.

We have described this economic impact as Louisiana's largest public
works project in history, the equivalent of four Superdomes. But why
health care capital replacement and why expansion? Why now? Because
we stand at the crossroads. And the most important aspect of the con-
struction of a new public hospital system and facility is the impact on the
health care system, generally. The efficiency of charity care costs and the
access it provides in public institutions absolutely supports investment in
public hospital infrastructure and the primary care delivery system that it
affords.

We expect that we will, at the conclusion of these projects, generate
over $13.8 million in tax revenues for the state and local government and
consequent enhancement to the federal tax regime. Those are real invest-
ment dollars.

In conclusion, public hospital systems are in jeopardy throughout the
United States due to inadequate financing, deplorable medical equip-
ment, and physical plants. Unstable and declining support from State
general funds increase the physical deterioration of these facilities. To
turn our backs now on our country's public hospital systems, I think,
would be foolhardy, at best; for our children and our children's children
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will surely reap the bitter harvest of this cruel neglect. And just as pre-
ventive medical care offers the best chance for the future of health care
in this country, so too should attention be given to our health care crisis
to realize its benefits, in both a human and an economic sense.

Thank you for the opportunity to share our plans for the use of Louisi-
ana's public hospital systems.

[The prepared statement of Ms. Fraiche follows:]
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PREPARED STATEMENT OF DONNA D. FRAICHE

It is indeed an honor to speak with you today concerning one of the greatest sleep-
ing giants of our governmental industry - health care capital expansion. As I have had
the privilege and opportunity of serving as the Chair of the New Orleans Downtown
Development District Medical Task Force and the New Orleans Regional Medical
Center Foundation, I speak to you now as a voice of the voluntary sector committed to
the creation of a consortium of government, business, academic and medical partners
who have developed a strategic economic development plan for the regional New Or-
leans area. Our plan recognizes as its centerpiece the strong public hospital system we
operate in Louisiana. We understand both by statistics and reality that the health care
industry in our beleaguered community represents one of our greatest opportunities for
progress. But we stand at the crossroads. Our economy can be jump-started by ac-
knowledging that investing in our public infrastructure will not only create construc-
tion jobs, but permanent professional lifestyles for our citizens and those we can hope
to attract to our community. That is one road. Down the other path we see inevitabili-
ties almost too frightening to contemplate - continued decay, despair and degradation.
So while we must act wisely, it is clear that we must nevertheless act.

Health care is our second largest industry squeezed between tourism and oil and
gas. As a multi-billion dollar, growing industry, it serves as a tremendous potential
for economic development. In the New Orleans regional area alone, the health care in-
dustry employs over 50,000 people. In urban New Orleans the healthcare economic
impact has been estimated at over $1.3 billion. Unemployment enjoys no home in this
major industry. There are 26 hospitals in the New Orleans metropolitan area. In the
inter-city 36 block area which has been designated as the New Orleans Regional
Medical Center sits the Louisiana Medical Center at New Orleans (formerly known as
"Charity Hospital") as its centerpiece. We have two major medical schools, research
institutions, a Veterans Administration Regional Medical Center, and medical busi-
nesses growing within enterprise zone boundaries. Once considered empty and worth-
less office space is now envisioned as part of a research park high tech complex which
will surely entice our youth to be educated with the prospect of new job opportunities
in the health care sector.

As we begin to rebuild, we must focus on our devastated centerpiece, the Charity
Hospital. "Big Charity," as it has been known for many years, is one of the oldest in-
stitutions in the United States, with its origins in the Eighteenth Century. Created in
1736, it serves as a major teaching hospital for the Tulane University and Louisiana
State University medical schools. As part of a nine hospital statewide system, the
Charity system is the safety net for providing indigent care in Louisiana. When the
existing "Big Charity" at New Orleans opened in 1938 it operated 3,000 beds, and
now it struggles to operate fewer than 600 beds. It supports a typical inter-city major
trauma center comparable to those in public hospitals throughout the United States.
According to the June 10, 1992 USA Iy. such emergency rooms treat three times
as many violently induced wounds as six years ago. Through years of crumbling, this
hospital and primary care network system was funded through direct state appropri-
ation. The per bed expenditures on plant and physical equipment at charity system
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facilities have been an average $1,500 annually as compared to other hospitals at

$12,000.
With a population of approximately four million people, Louisiana has about

900,000 citizens with little or no healthcare insurance. In New Orleans alone, over

33% of our population is classified by national standards as poor, having annual in-

come levels below federal poverty guidelines. The Louisiana unemployment rate for

April of 1992 was 7.9%, compared to the national unemployment rate of 7.2%. 66%

of our population is comprised of minorities. 5,000 of our poorest citizens are born in

our public hospital system each year. We have lost over 100,000 residents to suburbs

and elsewhere since our last census count. Our drop out rate exceeds 45%, we have

13,000 public housing units and over 10,000 homeless people, most of whom have no

place to go for health care except "Big Charity." New Orleans is a city seeking to rise

from the ashes of economic disaster in large part created by the downturn in the oil

and gas industry. Once boasting a million people, it now has less than 500,000.

Public attention is unfortunately and usually found through crisis and such was the

case in Louisiana when the Charity Hospital system became dangerously close to loss

of its national accreditation and federal certification. Our community was called to the

rescue. In the process of developing a plan of action to deal with the crisis, we were

struck by the impact the public hospital has on our local economy. We learned that

the domino effect of closure of a major public hospital would impact the two major

medical schools, their teaching programs and the thousands of people who still are

employed- in health care. We learned that the cost of providing care at Charity is at

least 50% less per patient day than at other institutions. Concerned citizen leaders

who never realized that health care issues affect our economy now comprise the stron-

gest advocates for capital improvements in our public health care system. We have

learned that crisis management is only a band-aid, not a cure. The loss of that accredi-

tation is still threatened if we do not replace the antiquated and blighted physical

structures that dare call themselves hospitals, lacking the necessary technological and

life safety code requirements.
Rebuilding will afford public hospitals the ability to deliver care more efficiently

to the poor and desperately ill who have no other place to go. Public hospitals built or

planned before 1965 were constructed with multiple patient wards. This concept is a

nightmare in todays arena. Same sex wards in some instances are underutilized with

one or two patients, while five or six patients of the opposite sex wait in the emergen-

cy room for a bed. Further, with the resurgence of communicable diseases and the

need to isolate and treat this population, public hospitals are seeing entire wards des-

ignated for the care of only a few patients.

Health Service Industr= is a Major Economic Force in the New Orleans

*conomy
As a result of the crisis, business and government came together.and studied the

necessity for needed appropriation. Together, this forged new alliance reviewed the

economic impact of health care as a service industry. We found that during the period

from 1987 through 1991, 24% of all newly created jobs in the New Orleans area were

medically related. The combined payroll of all health services including public and

private sectors reached close to $1 billion in 1987 for 50,000 employees, ranking
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health care services as our area's largest employer among all service industries. A to-
tal of receipts and revenues for all hospital services in 1987 reached $2.4 billion.

With these statistics as our ammunition, grass roots organizations such as the local
chapters of NAACP, Urban League, the Chamber of Commerce, the Business Council,
together with CEOs of major industries and presidents of universities banded together
to request from our legislature appropriate and necessary funding to replace these anti-
quated public facilities. We argued then and plead now that in a city like New Or-
leans, which has a vacancy of 2,500 jobs for qualified professionals, we have an
industry that can put people to work. We submit that this industry is as significant a
priority as a new hotel which provides numerous hospitality-related jobs for our tour-
ism industry. With entry level jobs in healthcare far in excess of that of our tourism
industry, our universities, high schools, and school boards shared in the excitement
created by new recruitment avenues, construction opportunities, endowed chairs and
new labs.

These plans cannot become a reality without your help. Building a medical indus-
try in Louisiana demands restructuring and rebuilding of our outmoded public hospital
facilities. We project that at least $400 million is required to replace this system in
Louisiana or $150,000 per bed. The construction impact should generate an additional
$450 million in secondary or spin off spending. Studies have shown a total economic
impact of this described construction of approximately $850 million. During this con-
struction period the $400 million in construction spending will produce $17 million in
state and local government tax revenue and 12,400 jobs in the state's economy in con-
struction trade. It should be noted that at this time Tulane University and Louisiana
State University medical schools have capital projects on the drawing board in excess
of $500 million. It is important to look at these projects together since they depend
upon the Charity hospital system greatly for their survival. The termination of any of
these projects will have a direct and severe impact to the fragile New Orleans area
economy. We have described this economic impact as one of the largest public works
projects in Louisiana's history - an equivalent of 4 Superdomes.

But why health care capital replacement and expansion now? Because, as I have
said, we stand at the crossroads. In the midst of a national health care crisis, it is our
belief that the most important aspect of the construction of a new public hospital facil-
ity is the impact on the health care system generally. In Louisiana of the $400 million
charity hospital system budget, approximately $240 million is provided to patients
who have no alternative health care coverage. In other words, $240 million of health
care spending would not occur through the charity hospital system if it did not exist.
This does not mean care would be forfeited. It means that the cost of health care could
be tripled to accommodate indigent care rendered in more expensive facilities. The
efficiency of charity care costs at public institutions supports investment in the public
hospital infrastructure.

Finally, in addition to the construction jobs impacted by infrastructure develop-
ment, we have projected approximately 11,000 permanent new jobs in the state econo-
my including higher than entry level professional positions with opportunity for
minorities and other groups normally not in the mainstream of the economy. These
new jobs and new spending should generate a projected $13.8 million annually in tax
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revenue for state and local government and consequent enhancement of the federal tax

regime.
In conclusion, public hospital systems are in jeopardy throughout the U.S. due to

inadequate financing, deplorable medical equipment and physical plants. Unstable

and declining support from state general funds increase the physical deterioration of

facilities. Use of medical school affiliation agreements keeps quality up and cost

down to provide indigent care. Teaching institutions require state of the art facilities

to attract and retain appropriate professional staff and students. Finally, public health

care facilities must be seen as the major employers they are in urban centers and in-

deed throughout rural America. To turn our backs now on our country's public hospi-

tal systems would be foolhardy at best, for our children and our children's children will

surely reap the bitter harvest of such cruel neglect. And just as preventive medical

care offers the best chance of future health, so does attention given now to our health

care crisis realize its benefits - in both a humane and economic sense - in the years to

come.
Thank you for the opportunity to share our plans for Louisiana's public hospital

system, plans that require your help to ensure the future of public health care services

for our state.
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REPRESENTATIVE STARK. Thank you.
Mr. Morrisey, please proceed.

STATEMENT OF MICHAEL A. MORRISEY, PROFESSOR,
LISTER HILL CENTER FOR HEALTH POLICY, UNIVERSITY

OF ALABAMA AT BIRMINGHAM

MR. MORRISEY. Mr. Chairman, thank you.
I run the Lister Hill Center for Health Policy at the University of Ala-

bama at Birmingham.
What I would like to do with the time that is available to me is to step

back a little bit and look at the health services research literature and
what it has to say about public hospitals. Particularly, I want to look at
issues of care for the uninsured, the cost of care, the changing nature of
hospital competition and particularly the effect that the changing com-
petition might have on public hospitals. I also want to look at some is-
sues of rural hospitals, because a number of public hospitals are in fact
rural facilities. Finally, I want to take these bits of research findings, and
extrapolate a little bit to look at the possible impacts of some major re-
forms to the health care system, and focus prinarily on the effects that
they may have on public hospitals.

With respect to public hospitals, they are usually defined as state or
local government-owned institutions. It turns out that about 25 percent
of the hospitals in the country are public hospitals under that definition.
It is also the case that between 1985 and 1990 the admissions at those
hospitals have dropped by about 13.5 percent, about twice the rate of
community hospitals generally.

It is certainly the case that public hospitals provide a disproportionate
amount of care to the uninsured. In fact, public hospitals under that defi-
nition provide about 12 percent of their admissions to the uninsured;
about 13 percent goes to Medicaid patients. Those are about double the
rates at other community hospitals.

It is important to appreciate that not all public hospitals provide the
same amount of care to the uninsured. Large public urban teaching hos-
pitals tend to provide about 6 percent more care for the uninsured than
do other public hospitals. It is also important to appreciate that the pres-
ence of a public hospital in a community has a significant impact on the
provision of care to the uninsured among the other hospitals in the com-
munity. Research that I have undertaken with Frank Sloan suggests that
the presence of a public hospital reduces the amount of unsponsored care
provided by other community hospitals by about one-sixth. The aggre-
gated amount of unsponsored care in a community is higher, community
hospitals providing less and public hospitals providing more, so the net
effect is a larger amount of care to the uninsured.

REPRESENTATIVE STARK. We call that dumping, don't we?

60-211 0 - 93 - 5
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MR. MORRISEY. Dumping implies that the community hospitals are ex-
plicitly choosing not to admit, and indeed some are, but I suspect what is
going on in lots of communities is a more implicit form of dumping. Ev-
eryone knows that the public hospital cares for the uninsured, and that is
where they go to get care. So, it is almost an implicit dumping, if you
will.

The second major issue, with respect to the health services research, is
that public hospitals tend to have lower costs for admissions. The esti-
mates range from about 6 to 8 percent lower. There is some fuzziness
with respect to these estimates because the researchers haven't been able
to control for amenities and case mix particularly well, but it does clear-
ly suggest that their costs are lower.

Third, with respect to competition, earlier this morning there was the
discussion of the effects of more hospitals in a community on hospital
costs; and it is certainly the case from the research literature that more
hospitals in the community lead to, if you would, a medical arms race
with higher costs and higher services. At least, that has been the case un-
der the patient driven form of competition that has existed through the
last few decades.

But there is some evidence coming out of California to suggest that if
you change the financing system, you may, in fact, change the nature of
competition. Some work that Glenn Melnick and Jack Zwanziger at
UCLA and Rand have done looks at the effects of preferred provider or-
ganizations in the State. Their analysis says that in the period between
1980 and 1982 in those California communities where there were more
hospitals, there was a higher rate of increase in hospital costs; higher
than in communities where there are fewer hospitals.

On the other hand, between 1983 and 1985, after the State enacted
some legislation encouraging preferred provider organizations and their
ability to contract with hospitals, the researchers found that in communi-
ties with more hospitals that the real rate of increase in hospital costs
was negative-seven-tenths of 1 percent lower. In those communities
where there was less hospital competition, costs had increased 2.8 per-
cent, suggesting that when you change the nature of the payment system
that you may indeed introduce some price competition-in this case,
HMOs and PPOs trying to negotiate deals with providers.

The implication of this for public hospitals is significant, because
what it suggests is that those community hospitals that have been provid-
ing care for the uninsured find that their profit margins get squeezed and
that they are no longer able to provide care for the uninsured to the ex-
tent that they have been in the past. Increasingly, those patients will find
themselves at the doors of the public hospital.

Changing gears to speak a moment about rural hospitals. Janet Brons-
tein and I at UAB have been looking at rural pregnant women in Alaba-
ma, and trying to see where they go for care. It turns out, looking at data
from 1988, that literally 50 percent of them bypass the closest rural
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hospital that provides obstetric services to go elsewhere for care. Two-
thirds of those go to an urban community.

What we find-trying to tease out statistically the determinants of that
bypassing-is that higher income women are more likely to bypass, and
strangely enough, that those women who have Medicaid coverage are
more likely to bypass. There are two e':planations for that last result.
One is that the local providers are unwilling to provide care to Medicaid
patients, but another interpretation, which we are not able to dismiss, is
that the Medicaid coverage effectively provides them with insurance cov-
erage and broadens the range of options they have in seeking care. This
suggests that at least some proposals for expanding coverage to the unin-
sured may lead to increased bypassing in rural communities and, per-
haps, in urban communities as well.

All of which brings me to implications for the.future. What all of this
suggests is that economic growth is likely to reduce the demand for pub-
lic hospital services simply because higher incomes and smaller numbers
of uninsureds lead patients to, by definition, have insurance and, there-
fore, potentially seek care from other providers.

REPRESENTATIVE STARK. Are you suggesting that there may be fewer
uninsured and more growth in the economy? Is that-

MR. MORRISEY. Yes, sir.
REPRESENTATIVE STARK. That is a leap of faith, but-
MR. MORRISEY. The data that we looked at in the period of the

mid-1980s, trying to look at the care provided to the uninsured in com-
munity hospitals, led us to conclude that a 3.5 percent increase in real
family income was associated with a 1 percent reduction in the propor-
tion of care provided to the uninsured in community hospitals.

One explanation is that they choose not to see those patients. Another
explanation is that fewer uninsured were there.

The second implication of our studies, looking at rural hospitals, is
that if public policy were to take the approach of expanding Medicaid, it
may indeed be a boon to public hospitals by providing them monies to
pay for the uninsured, but on the other hand, it is quite possible that pa-
tients, newly enfranchised in the Medicaid program, may indeed seek
care from the other providers.

It is also the case that if one were to implement mandates or expense
credits and vouchers that these expansion in insurance coverage to the
uninsured should result in fewer uninsured. But they may result in less
demand for public hospital services. And in that sort of scenario, the is-
sue for the public hospitals becomes one of their ability to compete on
the basis of services as well as price for those patients.

Thank you.
[The prepared statement of Mr. Morrisey, along with an Appendix,

follows:]
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PREPARED STATEMENT MICHAEL A. MORRISEY

My name is Michael Morrisey. I am a health economist and professor in the
School of Public Health at the University of Alabama at Birmingham. I am also acting
director of the Umversity's Lister Hill Center for Health Policy. I am speaking in my
private professional capacity.

In these brief remarks I wish to do three things: First, provide an overview of pub-
lic hospitals, focusing on their number, costs relative to other hospitals, and provision
of care for the uninsured. Second, discuss the effects of the changing hospital and in-
surance markets on hospitals generally and public hospitals in particular. Third, com-
ment on the likely effects of health system reform proposals on public hospitals. In
each instance I will draw upon the findings of the health services research literature.

OVERVIEW
A. Numbers and Admissions
Public hospitals are usually thought of as short term acute care hospitals owned by

state or local government entities. Using this definition the American Hospital As-
sociation reports that there were 1,469 public hospitals in 1990. They provided over
5.25 million hospital admissions. This was a decrease of 13.5 percent from the num-
ber of public hospital admissions in 1985 and is nearly twice the 6.9 percent decline in
admissions experienced by nonfederal short term hospitals-over the same period.'

B. Costs
Comparisons of costs between categories of hospitals is difficult because of differ-

ences in the complexity of the cases treated, the prices of inputs, and the levels of ser-
vices and amenities provided. However, health services researchers have generally
concluded that public hospitals have somewhat lower costs per admission than private
nonprofit and investor owned hospitals. Using sophisticated multiple regression tech-
niques, Grannemann et al. found that public hospitals had costs per admission that
were approximately 8 percent lower than other nonprofit hospitals.' Grosskopf and
Valdmanis used a sample of urban California hospitals to demonstrate that public hos-
pitals were marginally more efficient relative to private nonprofit hospitals.3 However,
both studies suggest that the cost differences may be overstated due to an inability to
adequately control for casemix and amenity differences.

C. Care for Uninsured Patients
A particularly important feature of public hospitals is the extent to which they pro-

vide care for the poor and uninsured. Three points are paramount:
Public hospitals as a group provide proportionately more care for the uninsured

and for Medicaid patients than do other hospitals. Using 1984 nationally representa-
tive data, Richard Frank and colleagues found that 11.6 percent of public hospital dis-
charges consisted of uninsured patients, another 13.2 percent were to Medicaid
sponsored patients. In contrast, private nonprofit hospitals had 6.5 percent uninsured

American Hospital Association, M 1 (Chicago: AHA 1992).

2 Gremano T.W., RS. Brown, and MV PaPly, 'Estimating Hospital Costs: A Mutiple-ut Ana1Ysis,' 1gir

(June 1986): 107-128.

Grosskopt S. and V. Vaidmanis, 'Mearing Hospital performance: A Non-parametric Apprach.' lmmzLgf

l~hw~djmgmj (Aue 1987):89-108.
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discharges and 8 to 10 percent Medicaid. Investor owned facilities had 4.3 and 7 per-
cent of their discharges from uninsured and Medicaid patients, respectively.4

The presence of a public hospital in a town results in less uninsured care being
provided by other hospitals in the community, but in a higher overall amount of care
for-the uninsured. Colleagues at Vanderbilt University and I examined 1985 patient
discharge data from over one million patients in 501 hospitals. We found that, con-
trolling for other factors, the presence of a public hospital in a community reduced the
proportion of uninsured patients by about one-sixth.3 Thorpe and Brecher used 1982
data from the 100 largest cities. They found that public hospital care is not wholly off-
set by reductions in care provided by other hospitals. The presence of a public hospi-
tal had a net effect of increasing the ratio of uninsured admissions to poor people by
about two percent.6

All public hospitals do not provide comparable amounts of care for the uninsured.
Our work indicated that, controlling for employment, Medicaid coverage, and family
income among other things, large public teaching hospitals provided six percent more
of their admissions for the uninsured than did other public hospitals. Private nonprofit
and investor owned hospitals provided a 1.5 and 2 percent smaller share of their ad-
missions to uninsured patients, respectively, than did public hospitals.7

NATURE OF HOSPITAL COMPETlION
To understand the likely impact of policy changes it is important to appreciate the

impact of hospital competition, such as it is, on hospitals generally, and on public hos-
pitals in particular. I will focus on two issues: the effects of the growth of health
maintenance organizations (HMOs) and preferred provider organizations (PPOs) on
hospital markets, and the nature of rural hospital markets.

A. Managed Care
The decade of the 1980s saw the emergence and growth of managed care particu-

larly in the form of HMOs and PPOs. This development is having and will continue to
have a profound effect on hospital markets. California has been in the forefront of this
development and has served as a natural experiment The evidence suggests that
HMO and PPO contracting with hospitals has been effective in reducing the rate of in-
crease in hospital costs, when there are sufficient numbers of comnpetin hospitals.
This is in contrast to earlier time periods when greater numbers of hospitals were as-
sociated with higher levels of costs.

Glenn Melnick and Jack Zwanziger examined the California data and found that
in the 1980-82 period communities with more hospitals had hospital expenses per ad-
mission that increased at a 6.6 percent rate. Communities with fewer hospitals had in-
creases of 5.9 percent. California implemented legislation encouraging PPO
contracting and authorizing selective contracting for California Medicaid in 1983.

' Frank, RG., D.S. Salkever, and F. Mulann, 'Hospital Ownership and the Care of Uninsured and Medicaid Pa-

tients: Findings from the National Hospital Discharge Surey 1979 -1984,' Health Poli (1990):1-1 1.

' Sloan, F.A, MA Morrisey, and J. Valvona. 'Hospital Care for the 'Self-Pay Patient,' o E

Poliynd Law (Spring 1988):83-102. A copy ofthis paper is included as an appendiL

6 Tborpe, KE. and Brecher, C., 'Improved Access to Care for the Uninsured Poor in Large Cities: Do Public Hos-
pitals Make a Difference? Journal of Health Politics Policy and Law (Summer 1987):313-324.

' Sloan, et al., 1988.
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During the 1983-1985 period (even after adjusting for Medicare prospective payment)
hospital expenses in 'many hospital' markets had a .7 percent reduction in hospital
expenses. Hospitals in communities with "few hospitals" had expense increases of 2.8
percents These results are summarized in Table 1.

The implication of these results is that PPOs have been able to negotiate with
community hospitals, obtain a lower price and control utilization. Indeed, forthcoming
work by Melnick and colleagues using Blue Cross and Blue Shield data from Califor-
nia shows just this result'

Table I
Hospital Expenses Per Admission Pre and Post Selective Contracting

Many Hospitals Few Hospitals

1980 - 1982 6.6 % 5.9 %%

1983 - 1985 -0.7 % 2.8%

Under these circumstances it is unlikely that non-public hospitals will be able to
use their "profits" to provide care to the uninsured. It is unlikely that "cost shifting"
will serve as a mechanism to pay for the care of the uninsured. When HMOs and
PPOs negotiate discounts and most of the privately insured market is covered by such
insurers, there is little room to cost shift. Evidence from a HCFA funded study of the
effects of PPS on Blue Cross utilization and claims payments bears this out. Richard
Scheffler and his colleagues examined Blue Cross plan data over the period 1980 -

1986. They concluded that, after controlling for other factors including Blue Cross's
own utilization review tools, the Medicare prospective payment system reduced Blue
Cross admissions by over 500,000 in 1986 and hospital claims declined by $727 mil-
lion (in 1986 dollars).'0 Rather than hospitals shifting Medicare costs to the private
payers, it appears that changes in practice patterns under Medicare lead to reduced
hospital use by privately insured patients.

B. Rural Hospital Markets
In many regions of the country rural public hospitals play a significant role in pro-

viding care to rural residents. The salient feature in rural hospital markets is the ten-
dency of rural residents to bypass the nearest rural hospital to obtain care elsewhere.
My own work with Janet Bronstein indicates that in 1988, literally fifty percent of ru-
ral pregnant women bypassed the nearest rural hospital to obtain care elsewhere; two-

' This findintsare firm Melnick, G. and I Zwanziger, 'Hospital Behavior Under Competition and Cost-

Containment Policies.- Im m f the wm Ma ain (November 1i1 1988):2669-2675. For a more

rigoru analysis see: Zwanziger, 1. and G. Melnick, The Effects of Hospital Competition and the Medicare PPS

Progran on Hospital Cost Behavior in California,' Joual of Hea(th Phonlc (1988):301-320. The fuxdings are

consistent with Robinson, XC., 'HMO Market Penetration and Hospital Cost inflation in California,' oumalI of the

Arnerican~edicalmsociati (Novembier20, 1991).

9 Melnick, G.A, i. zwanziser. A BamneziU, and FL Pattisos, 'The Effects of Market structure and Bagaining Posi-

tion on Hospital Prices,' g=Lof HedthZEcno (fohing.

'° Scheffler, R.M., J.0. Gibs and D.A Gumick, Te Lagma OfMedicares EmSmelin Pym= sun and Private

Sector Initiatives Blue Cram Exnerience 1950. 1956. HCFA Grant No. 15-r-9S757/5-ol (ful 1988).
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thirds of these went to an urban hospital." While these findings relate only to OB
care, they are consistent with older but broader data from Nebraska.' 2 Nontheless,
obstetrics and the care of newborns constitute the largest categories of care provided to
the uninsured. We estimate that diagnoses in these categories constitute -nearly 40
percent of hospital discharges by the uninsured.'3

The evidence on rural hospital bypassing makes three important points. First,
public hospitals are no different from other rural hospitals in this regard; they are
regularly bypassed. Second, those residents with higher incomes and those more like-
ly to have Medicaid coverage are more likely to bypass. Finally, the rate of bypassing
has increased throughout the 1980s even as rural hospitals have closed. Thus, rural
hospitals, including public facilities, are seeing a declining base of paying patients.

THE FUTURE OF PUBLIC HOSPITALS
A. Economic Growth
Before discussing the implications of health care reform, it is worth noting that

economic growth is likely to have spinoff effects on the uninsured patient load of hos-
pitals. In examining the period 1980 through 1985 Frank Sloan, Joe Valvona and I
found that a 3.5 percent increase in real family income was associated with a I percent
reduction in a typical hospital's share of uninsured patients. Holding family income
and other factors constant, a one percent increase in the percent of the population
employed would decrease a typical hospital's share of admissions to the uninsured by
about 1/3 of 1 percent.

Thus, growth would decrease the pool of uninsured patients. What is not clear
is the effect on public hospitals. One the one hand since public hospitals see more
uninsured patients, they could stand to benefit disproportionately. On the other hand,
if newly insured patients go elsewhere for care, the benefits may occur among the non-
public hospitals. I suspect that the latter effect will out-weigh the former.

B. The Current Health Care System
With no change in the current environment we should expect to see continued

growth of managed care throughout the nation. I suspect that the California experi-
ence will be repeated. That is, HMOs and PPOs will successfully negotiate for low
expenditures in communities which have several hospital providers. In these commu-
nities public hospitals and particularly large-public-teaching hospitals will see a great-
er inflow of uninsured patients as private hospitals can no longer afford to treat them.

There are some mitigating circumstances already in place. The recent expansions
of Medicaid to cover pregnant women and young children means that a large portion
of this segment of the uninsured has coverage. However, this may be a mixed blessing
for rural public hospitals. One interpretation of our Alabama data is that with ex-
panded access brought about by Medicaid coverage, residents will more frequently
bypass local rural providers.'4

" Bronstein, J. and MA. Marrisey, D)eterminants of Rural Travel Distance for Obstetrics Car,' Medical Care

(September 1990):853-865. Bronstein, J. and Morrisey, MA, 'Bypassing Rural Hospitals for Obstetrics Cam,' hUL

nal ofHealth Politics. Polic and Law(Spring 1991):87-118.

*2 Morrisey, M.A, Sloan. F.A and Valvona, J., 'Geograpbic Markets for Hospital Care,' Lw and

Erblems (1988):165-194.

" SlowctlI 1988.
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C. Medicaid Expansion
Further Medicaid expansions would reduce the pool of uninsured. My work with

Sloan suggests that a one percent increase in the proportion of the population covered
by Medicaid results in a 1t2 of one percent reduction in the proportion of uninsured
patients seen by hospitals.' 5 The unanswered question is whether these patients will
continue to use the public hospital.

D. Employer Mandates, Tax Credits and Vouchers
While these policy options differ in important ways, they have at least one thing in

common. They provide private health insurance to the uninsured. This has the benefit
of reducing the number of uninsured. This reduces the strain that is disproportionately
borne by public hospitals. However, in many ways most attempts to expand coverage
puts the public hospital at risk for its survival. Rather, than being the provider of last
resort, it would be faced with competing for insured patients. The issue for them
would be whether their lower costs will be attractive when bundled with a perception
of lower levels of amenities and quality.

Thank you.

Appendix

Sloan, F.A., Morrisey, M.A., and Valvona, J., "Hospital Care for the 'Self-Pay Pa-
tient," Journal of Health Politics. Policy and Law 13(l):83-102 (Spring
1988).

'' Bnstin and M iSey. 1991.

" Sloan etaL 193.
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Hospital Care for the "Self-Pay" Patient

Frank A. Sloan, Vanderbilt University, Michael A. Morrisey,

University of Alabama (Birmingham), and Joseph Valvona,

Vanderbilt University

Abstract. The number of hospitalized patients lacking an identifiable source of

third-party payment has risen substantially in recent years. This study examines trends

in the hospitalization of "self-pay" patients and investigates causal influences on the

propensity of hospitals to accept such patients for treatment. Our analysis pays par-

ticular attention to the relationship between Medicare's prospective payment system

(PPS) and hospitals' self-pay patient share. Our results show an overall increase in

both the number and proportion of self-pay patients treated by hospitals between 1983

and 1985. Substantial differences existed among the types of hospitals that accepted

such patients. with major teaching hospitals treating an increasingly disproportionate
share. The mix of self-pay patients in terms of age, sex, and reason for hospitalization
remained stable during the period under study. Our conclusion is that the regression
analysis shows no evidence that PPS reduced hospitals' willingness to treat uninsured
patients.

The number of persons without private or public health insurance has grown

dramatically in recent years. In 1980, approximately 29 million persons-nearly

15 percent of the U.S. population under age 65-were uninsured. By 1984,

slightly over 35 million had no insurance, representing over 17 percent of the

population under age 65 (Sulvetta and Swartz 1986). In other words, the number

of uninsured grew by well over one million per year during the first half of the

1980s. Empirical evidence is lacking, but several reasons for this increase have

been suggested: the rise in the percentage of persons living in poverty, changes

in the demographic composition of American families (more single-head families

and more unrelated persons living in the same household), higher unemployment

rates, shifts in the industrial composition of the labor force toward sectors in

which insurance is less likely to be provided, and cutbacks in eligibility for public

insurance programs such as Medicaid (Danzon and Sloan 1986).

The increase in the number of uninsured persons raises several public policy

concerns. To what extent has access to health services been impaired? Have these

This paper was funded by a grant from the Robert Wood Johnson Foundation. The authors thank

the Hospital Research and Educational Trust, Chicago, for assistance in obtaining hospital release

of data and Athena Wang for excellent research assistance.

Journal of Health Politics. Policy and Law. Vol. 13, No. I. Spring 1988. Copyright 0 1988 by
Duke University.



134

Journal of Health Politics, Policy and Law

persons been exposed to substantial risk of financial hardship, or are many ser-
vices in fact paid for by various types of cross-subsidies? Important payers, most
notably Medicare, implemented major cost-containment programs for hospital
care during the early 1980s, in particular the prospective payment system (PPS).
Did this program reduce the willingness of hospitals to cross-subsidize uninsured
patient care because the new payment arrangement caused hospital decision-
makers to act more "businesslike" and/or because funds for cross-subsidies were
simply no longer as available as before?

This study addresses seven specific questions. First, how did the number of
hospital inpatients for whom the expected primary source of payment at discharge
was "self-pay" or "no charge" (hereafter termed "self-pay" patients) change
between 1980 and 1985? Did the implementation of PPS legislation affect hos-
pitals' self-pay inpatient loads? Second, which types of hospitals (delineated by
hospital ownership, teaching status, metropolitan or nonmetropolitan location,
and dependence on Medicare patients) cared for the greatest share of such pa-
tients? Have the shares been changing-especially since 1983, when PPS was
first implemented? Third, what are the most frequent diagnoses of self-pay pa-
tients? Have there been major shifts in the frequency distribution of diagnoses?
Fourth, once admitted to a hospital, is the self-pay patient more likely to be trans-
ferred to another acute care facility? Was the probability of such a transfer higher
in 1985 than in 1980 or 1983? How did transfer rates from acute care hospitals
to other facilities (such as long-term care units and home health agencies) compare
with those for insured persons under age 65? Did these transfer rates change after
the implementation of PPS? Fifth, four states-Maryland, Massachusetts, New
Jersey, and New York-had Medicare waivers at some time during the period
1980-85 that exempted their hospitals from the provisions of PPS. These states
either implicitly compensated hospitals for the care of the indigent or established
explicit pooling arrangements to finance the care of the un- or underinsured pa-
tient. Between 1983 and 1985, did patterns of hospital care for the self-pay patient
in those states differ from those of the rest of the U.S.? Sixth, did changes in
states' Medicaid eligibility policies affect hospitals' self-pay patient loads? Fi-
nally, did private sector cost containment (as reflected in the growth of HMO
enrollments) affect the willingness of hospitals to treat self-pay patients?

Methods

Data for this study came from discharge abstracts submitted to the Commission
on Professional and Hospital Activities (CPHA). Each CPHA discharge abstract
collects patient demographic information such as age, sex, race, source of pay-
ment, principal and secondary discharge diagnoses, operative and diagnostic pro-
cedures performed during the stay, length of stay, intensive care use, source of
admission, nature of admission (emergency, urgent, etc.), disposition of the pa-
tient (to the home, another acute facility, a skilled nursing facility, etc.), and
dates of admission and discharge.
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To be included in our sample, a hospital had to be a nonfederal, short-term
general hospital and be part of the CPHA's data collection system during the
third quarter (July-September) of 1980, 1983, 1984, and 1985. The hospital also
had to be willing to sign a data release form permitting the empirical analysis to
be performed at Vanderbilt University. Of the 882 requests sent to hospitals dur-
ing early 1985, 608 (68.9 percent) agreed to release their data. Of these re-
spondents, 107 hospitals had to be dropped because third-quarter 1985 data were
ultimately not provided to CPHA. The final result was a sample of 501 hospitals.

We restricted the sample to one quarter's data per year to reduce the number
of records analyzed. Even narrowing our sample to three months of data yielded
over one million abstracts. We drew a weighted random sampling of cases to
further reduce the quantity of data (Sloan, Morrisey, and Valvona 1987). The
result was an average of about one-quarter million records per year, with about
19,000 abstracts per year listing "self-pay" or "no charge" as the principal ex-
pected source of payment. The reported results were reweighted to reflect all
third-quarter discharges for the 501 hospitals.

Based on data from the American Hospital Association's Annual Survey of
Hospitals, each hospital was assigned to one of seven mutually exclusive cate-
gories: flagship teaching;- other member of Council of Teaching Hospitals
(COTH); other public standard metropolitan statistical area (SMSA); other public
non-SMSA; voluntary SMSA; voluntary non-SMSA; and investor-owned. A flag-
ship teaching hospital, as designated by the American Association of Medical
Colleges, is a hospital which is owned by a medical school or is a separate non-
profit or public hospital in which the majority of hospital service chiefs and med-
ical school department chairs are the same person. There were seven such hos-
pitals in our sample, four of which were public. Among the 38 other COTH
-hospitals, only one was public. Both flagship and .other COTH hospitals are al-
most always located in SMSAs. Because of the small size of the investor-owned
sample, we did not distinguish such hospitals on the basis of metropolitan lo-
cation. It is notable that only 33 percent of the investor-owned hospitals in our
sample were part of chains. It should also be noted that some of the public and
other private hospitals have limited teaching programs.

We used each hospital's teaching and ownership status as it was defined in
1980; the 1980 classification was used throughout the analysis. Overall, com-
pared to nonfederal, short-term general hospitals in the United States in 1980,
hospitals in our sample were larger, more likely to be found in the North Central
census division, less likely to be in the South, and less likely to be investor-
owned.

We used two measures of case mix: the Medicare Casemix Index (MCI) and
the CPHA Resource Need Index (RNI). The MCI was constructed by the Health
Care Financing Administration and was formulated exclusively for Medicare pa-
tients (Pettengill and Vertrees 1982). The RNI is based on resource use associated
with the treatment of specific illnesses. It is defined by a matrix of 351 diagnoses,
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five age categories, and the presence of a surgical treatment (Ament, Kobrinski,
and Wood 1981). The RNI is based on all patients in the institution.

To assess determinants of a hospital's self-pay load, we specified an equation
that used as the dependent variable the hospital's proportion of self-pay discharges
to total discharges. By definition, the dependent variable is bounded between zero
and one. In our sample, only 2.6 percent of the observations had self-pay fractions
less than 0.01, while 10 percent of the observations had self-pay shares over 0. 14.
The highest self-pay share was 0.39, the median was 0.06, and the observational
mean was 0.08. We estimated the equations with two dependent variables: the
fraction of discharges which were self-pay (p), and a logit transform of p. As
expected, the logit and ordinary least squares (OLS) results were very similar
because of the few observations at the limit values. We present only the OLS
results below. We also used three types of independent variables: those influ-
encing the pool of uninsured in the community, those influencing the share of
care provided by a given hospital, and those designed to gauge the effects of PPS
and waiver status. We discuss each of the variables in turn.

Labor force participation has been shown to be an important determinant of
the percentage of the population under age 65 without insurance (Monheit et al.
1985; Danzon and Sloan 1986). Hence, we used the percentage of the population
aged 16 and over in the hospital's state which was (1) either not in the labor force
or unemployed, (2) employed in wholesale or retail trade, (3) employed in con-
struction, (4) employed in service industries, (5) employed by a government, (6)
employed in agriculture, and (7) employed in other industries. Manufacturing
employment was the reference category (U.S. Bureau of Labor Statistics 1980,
1983, 1984, 1985). We also included a measure of family income-effective
buying income deflated to 1980 dollars-because it too has been shown to explain
insurance coverage and use of services (Phelps 1973, 1976; Sales and Marketing
Management 1980, 1983, 1984, 1985). This variable was defined for the SMSA
for metropolitan hospitals and for the county for nonmetropolitan hospitals.
Availability of Medicaid was measured as the unduplicated Medicaid enrollee
count for the state divided by state population. Medicaid enrollment data are not
published at a level of aggregation below the state, since Medicaid policy is made
at the state level.

We also included several factors affecting the share of self-pay patients cared
for by a particular hospital in the community: whether the hospital was the only
hospital in the county, whether there was another public hospital in the county,
and the ownership/teaching status of the hospital. The presence of other hospitals
in the county, especially public hospitals, has been shown to be associated with
a lower rate of uncompensated care provided in a given hospital (Sloan, Valvona,
and Hickson 1985). We included the percentage of admissions arriving through
the emergency room because such admissions often lack health insurance, and
a large emergency department is positively associated with higher bad debt and
charity care (Schiff et al. 1986; Sloan, Morrisey, and Valvona forthcoming). Also
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included was a measure of local health care competition, i.e., the percentage of
the population enrolled in an HMO (InterStudy 1983, 1986). Many have argued
that increased price competition will result in less care for those unable to pay
(Reinhardt 1986).

We measured the effect of Medicare waivers by a dichotomous variable that
took the value of one in New York, Massachusetts, and Maryland (there were
no New Jersey hospitals in our sample). This variable was also interacted with
dichotomous "year" variables. The effect of PPS was captured by the percentage
of inpatient days of care received at the hospital by Medicare beneficiaries and
interaction terms of the hospital's Medicare share and binary variables for the
year. Past research on the determinants of a state's decision to adopt mandatory
rate-setting programs for hospitals has identified such factors as state outlays for
Medicaid as a percentage of the state budget, for-profit beds as a percentage of
total beds, and the historical growth rate in hospital costs (although the effect of
hospital cost trends is unclear from these studies). No one has identified a high
or low self-pay share or uninsured population percentage as factors. At least for
purposes of this investigation, waiver states can be treated as exogenous (Dranove
and Cove 1985; Fanara and Greenberg 1985).

Results

As Table I indicates, the number of discharges of patients from the sample
hospitals who were identified as "self-pay" at the time of discharge increased
between 1980 and 1985, with increases occurring mainly between 1980 and 1983.
This increase occurred in most of the hospital categories and in both waiver and
nonwaiver states. At the same time, total discharges decreased by 10.7 percent
in nonwaiver and by 0.2 percent in waiver states.

The percentage of self-pay patients discharged increased by one-third in non-
waiver states between 1980 and 1985, as shown in Table 2. In similar hospitals
in waiver states, the increase.was comparable. (Because of the limited size of
the waiver sample, our ability to detect significant differences among the years
was limited.) The increase was particularly notable for the flagship hospitals in
our sample, all of which were located in nonwaiver states. Their percentage of
self-pay patients increased from 10 to 17 percent during the first half of the dec-
ade. Changes for other COTH and public hospitals were about the same as for
nonteaching voluntary and investor-owned hospitals.

Viewed across hospital types, flagship and nonmetropolitan, nonteaching pub-
lic hospitals had the highest percentages of self-pay patients. Flagships also had
the largest proportion of Medicaid patients. Overall, the Medicaid share increased
only slightly over the five-year period. In contrast, the percentage of patients with
private insurance decreased markedly during the first half of the 1980s. The de-
crease was less for flagship hospitals than for other types, but flagships began
the decade with a relatively low percentage of privately insured patients. The



Table 1. Number of Discharges from Sample Hospitals: Self-Pay Patients and Total

Other Other Other Other
Other Public Public Non- Voluntary Voluntary Investor-

All Flagship COTH SMSA SMSA SMSA Non-SMSA Owned
Self-pay, nonwaiver

1980
1983
1985

Self-pay, waiver
1980
1983
1985

Total, nonwaiver
1980
1983
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Total, waiver
1980
1983
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overall percentage of Medicare patients has increased over the period, with the

bulk of the increase occurring before PPS was implemented.
Table 3 shows that the demographic characteristics of self-pay patients re-

mained remarkably stable between 1980 and 1985. In both years, these patients
were less likely to be female and much more likely to be white than were Medicaid

patients. Further, newborns are disproportionately represented among self-in-

sured patients.
Between 1980 and 1985, about 45 percent of self-pay cases were concentrated

in .14 of the.468 diagnosis-related groups (DRGs) (see Table 4). The percentages

of these diagnoses/procedures remained virtually unchanged over'the years. The

data are arrayed by the 1985 ranking of the DRGs. With the exception of DRG

372 (vaginal delivery with complicating diagnosis) in 1980, the DRGs listed in

Table 4 were the 12 most frequent diagnoses/procedures in the years 1980, 1983,

and 1985. Normal newborns and uncomplicated deliveries constituted between

27 and 30 percent of all self-pay patients in 1980, 1983, and 1985. Neonates

with other significant problems, cesarean sections, and abortions comprised the

next most frequent diagnoses in all years.
Using either the Medicare Casemix Index (MCI) or the Resource Need Index

(RNI) shows that the self-pay cases were more complex in 1985 than in 1980.

As displayed in Table 5, the increase was about the same for self-pay patients

and all patients under age 65. Both the MCI and the RNI suggest that the change

occurred throughout the five years, not just from 1983 to 1985. Further, self-pay

patients required fewer resources on average than did privately insured patients,

and as many or more resources than Medicaid patients.
The number of live discharges to other treatment facilities decreased between

1980 and 1983, then increased between 1983 and 1985 (see Table 6). This phe-

nomenon undoubtedly is a result of the dramatically shortened lengths of stay

for all patients (American Hospital Association 1986). Transfer patterns for self-

pay patients over time were similar to those of insured patients. In 1985, 2 percent

of self-pay patients were transferred to other acute care hospitals. While this per-

centage was more than twice as large as that of 1983, it was approximately equal

to the corresponding value for 1980.
Table 7 shows variable means and standard deviations for the sample of 501

hospitals pooled over the years 1980 and 1983-85. Table 8 presents results of

a regression analysis using the percentage of the hospital's discharges identified

as "self-pay" or "no charge" at the time of discharge as the dependent variable.
We estimated separate equations for each year and for the years combined. Al-

though the parameter estimates were generally similar from year to year with

respect to sign and significance, there were changes in magnitude of implied ef-

fect. An F-test of equality among coefficients of the estimated equations for the

four years rejected the null hypothesis that the coefficients across years were

equal. The regressions explained about one-fourth of the variation in the depen-
dent variable.



Table 2. Percentage of Patients Discharged, by Type. of Hospital and Expected Source of Payment

Other Other Other Other
Other Public Public Non- Voluntary Voluntary Investor-

All Flagship COTH SMSA SMSA SMSA Non-SMSA Owned
Nonwaiver states, 1980

Self-pay
Medicaid
Medicare
Private insurance
Other insurance

Nonwaiver states, 1983
Self-pay
Medicaid
Medicare
Private insurance
Other insurance

Nonwaiver states, 1985
Self-pay
Medicaid
Medicare
Private insurance
Other insurance

Waiver states, 1980
Self-pay
Medicaid
Medicare
Private insurance
Other insurance

6
10
26
54
4

7
10
29
49
5

8
I
30
45
6

10
16*
22
40
12

12
16
24
38
10

17
16*
23*
37
7

S
9

28
55
3

6
10
25
54
S

7
11
29
49

7
l0
24
54
5

8
I11
27
49

4 5

8
12
29*
46
S

8
10
29
45
8

10*
10
26
50
4*

5
9

26
56
4

10 6
10 9
30 30
46 50
4 5

II
12
29

43
S

8
13
29
49

1*

6
11
30
47
6

4
6*

27
60
3

7
8

27

53
5

8
9

31
48

4

9
10
32
45
4

7
10
31
48
4

6
6

29
53
6

7
S

33

50
S

7*
4

33*
49*
7

S

27
54
3



Waiver states, 1983
Self-pay 7 - 13 - - 3 8 .3Medicaid 9 I 1I - _ 7 13 9Medicare 31 - 31 - - 29 36 39Private insurance 49 - 44 - - 52 40 56Otherinsurance 4 _I 7 3 3Waiver states, 1985
Self-pay 7 - 13* - - 5* 6 3*Medicaid 9 - 13 - - 7' 120 8Medicare 30 - 29 - - 28 360 31Private insurance 48 - 43 - - 51 42 54'Other insurance 6 - 2 - - 9 4 4
'Not significantly different from 1983, 5 percent level, two-tailed t-test.a. Entry is blank when there are less than three sample hospitals in the category.
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Tabl 3. Demographic Characteristics of Hospital-Discharged Patients Under

Age 65, by Source of Payment

Private Other
All Self-Pay Medicaid Insurance Insurance

1980
Male 40 42 32 40 56

Female 60 58 68 60 44

Newborn 13 23 17 12 11

One month-5 years 5 4 10 4 3

6-16 years 7 5 9 8 5

17-44 years 48 54 49 48 56

45-64 years 27 14 15 28 25

White 85 81 64 90 79

Black 11 12 28 7 13

Hispanic 3 5 6 2 3

Other 1 2 2 1 5

1985
Male 40 42* 31 40* 49

Female 60 58*- 69 60 51

Newborn 16 23* 21 14 15

One month-5 years 4 4 8 4 3

6-16years 5 4 7 6 4

17-44 years 48 54 51 47 55

45-64 years 27 15 13 29 23

White 82 77 - 60 88 77

Black 13 15 30 8 13*

Hispanic 3 5* 7 2 4

Other 2 3 3 2 6

*Not significantly different from 1983,5 percent level, two-tailed i-test. 1983 values are not shown.

The first nine variables in Table 8 measured the pool of uninsured persons in

the hospital's market area. As expected, hospitals serving areas that were likely

to contain larger proportions of uninsured persons treated a greater share of such

persons. More specifically, in areas with a higher percentage of adults not em-

ployed-either unemployed or not in the labor force ("not employed")-the un-

insured constituted a higher proportion of the hospital's inpatient load. Several

variables accounted for variations in employment mix by industry. The per-

centage of employees in manufacturing was the reference category. Since em-

ployees in manufacturing had relatively comprehensive insurance, it is not sur-

prising that the majority of the signs of the coefficients on the other industry

variables are positive (Monheit et al. 1985). The -% service employment" var-

iable, which has negative coefficients, included both professional service in-

dustries with extensive employee coverage and other service industries with rel-
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Table 4. Most Frequent Diagnoses of Self-Pay Discharges

DRI G
Rank in

1985Diagnosis
391 Normal newborns
373 Vaginal deliveries

without complications
390 Neonates with other

significant problems
370-71 Cesarean section
380-81 Abortion
389 Full-term neonate with

major problems
430 Psychoses
183 Esophagitis,

gastroenteritis and
niscellaneous
digestive diseases, age
18-69

243 Medical back problems
438 Alcohol- and substance-

induced organic
mental syndrome

372 Vaginal delivery with
complicating diagnosis

450 Toxic effects of drugs,
age 18-69

Total percentage

Percentage of Self-Pay Discharges
1980 1983 1985

16.8 15.1 14.7

2 13.6 12.3

3
4
5

2.1
2.0
2.7

6 1.1
7 1.4

2.6
2.6
2.4

1.8
1.6

8 1.8* 1.7
9 1.4 1.4

12.0*

3.2
3.1
2.3

1.8
1.6

1.4
1.3*

10 1.5 1.0 1.3

I I 1.0* 1.0 1.1

12 1.3 1.1

46.7 44.6
*Not significantly different from 1983, 5 percent level, two-tailed r-est.

1.0*

44.8

atively poor employee coverage. Another factor affecting a community's level
of insurance is real family income, which has a positive effect on the probability
of having insurance. As Table 8 indicates, income in the hospital's area (with
the exception of 1985) led to a lower hospital self-pay share (Phelps 1976; Mon-
heit et al. 1985). In addition, the ratio of Medicaid enrollees to state population
consistently had the anticipated negative influence on hospitals' self-pay inpatient
loads.

Relative to public nonteaching hospitals located in metropolitan areas (the ref-
erent hospital teaching/ownership category), on average flagship hospitals treated
the highest self-pay share, while investor-owned hospitals had the lowest share
of such patients. The parameter estimates on the "flagship hospitals" variable
increased appreciably between 1980 and 1985, confirming the impression from
Tables I and 2 that the relative self-pay patient burden of such hospitals rose
during the first half of the 1980s. The other coefficients on the hospital teaching/

I
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Table 5. Case Mix of Discharged Patients Under Age 65, by Payer Source

Private Other

Case Mix Index All Self-Pay Medicaid Insurance Insuance

1980
Medicare Case Mix

Index .76 .68 .69* .76 .82*
Resource Need

Index .97 .91 .87 .96 1.00

1983
Medicare Case Mix

Index .79 .71 .68 .80 .83
Resource Need

Index 1.00 .95 .86 1.00 1.01

1985
Medicare Case Mix

Index .82 .73* .70* .80 .80*
Resource Need

Index 1.06 .99 .93 1.06 1.06

*Not significantly different from 1983, 5 percent level, two-tailed M-test.

ownership category variables-the vast majority of which were negative-either

remained stable between 1980 and 1985 or showed no consistent pattern. When

there was no other public hospital in the county (no "other public hospital"),

the hospital had a higher uninsured inpatient burden. In contrast, being the only

hospital in the county ("only hospital in county") had no effect. Neither the

percentage of hospital discharges admitted through the emergency room ("%

emergency room discharges") nor the percentage of Medicare discharges relative

to total discharges ("% Medicare discharges") had a statistically significant im-

pact on the dependent variable.
Since we treated a hospital's self-pay discharge share as endogenous, a hos-

pital's Medicare discharge share could logically be considered endogenous as

well. Unfortunately, except for the area's proportion of persons over age 65, there

are no good instruments for predicting an individual hospital's Medicare dis-

charge share. Rather than specify the Medicare share as an endogenous variable

and apply a two-stage instrumented variable technique, we reestimated the four

year-specific equations, excluding the Medicare variable. There was virtually no

effect on the coefficients of the other explanatory variables.

Our analysis also showed that competition/private cost containment had no

impact on hospital self-pay inpatient loads. This conclusion may be drawn from

the parameter estimates on the percentage of area enrollment in HMOs ("% HMO

enrollment") and their associated standard errors.
To test for the effect of PPS on hospitals' self-pay share, we used a two-way

design. We included data for the pre-PPS period (1980 and 1983) as well as
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Table 6. Discharge Destination of Live Patients Under Age 65, by Payer

Private Other
Destination All Self-Pay Medicaid Insurance Insurance

1980
Home health
Other acute care

facility
Nursing home
Other facility
Total percentage to

other than home

1983
Home health
Other acute care

facility
Nursing home
Other facility
Total percentage to

other than home

Home health
Other acute care

facility
Nursing home
Other facility
Total percentage to

other than home

0.30

1.2
0.4
0.5

0.4 0.7 0.2*

1.8
0.3
1.0

1.3
0.8
0.9

1.0
0.1
0.3

0.4

1.3
0.3
1.0

2.4 3.5 3.7 1.6 3.0

0.4 0.3 0.8 0.2 0.2

0.6
0.2
0.3

0.8 0.8 0.6 0.7
0.1 0.4 0.1 0.1
0.4 0.6 0.1 0.4

1.5 1.6 2.6 1.0 1.4

0.9 0.7 1.5 0.7 0.6

1.5
0.5
0.8

1.9
0.3
1.2

1.4
0.8
1.3

1.4 2.0
0.2 0.4
0.5 1.2

3.7 4.1 5.0 2.8 4.2
*Not significantly different from 1983, 5 percnt level, two-tailed f-test.

information from three states which were not covered by PPS. We also included
interaction terms between the hospital's Medicare patient share and year. Judging
from the parameter estimates on "'waiver" in the individual year regressions,
which were positive and statistically significant in 1980 and negative but insig-
nificant after 1983, hospitals under PPS were, if anything, more likely to accept
uninsured patients for treatment. The pooled regression shows a similar pattern
for variables "waiver 1980" through "waiver 1985." The "waiver 1980" coef-
ficient is positive, whereas the "waiver 1984" and "waiver 1985" coefficients
are negative.

Intertemporarily, we measured the effect of PPS by the year dummies ("year
1980" through "year 1985") and the interaction of year with the hospital's Med-
icare share ("Medicare 1980" through "Medicare 1985"). The joint influence
of PPS in 1984 and 1985 was negative, but the coefficients were quite small

ltive to their associated standard errors. In sum, the regression results do not
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Table 7. Means and Standard Deviations: Variables Used in the Regression

Analysis

Mean Standard Deviation

% Self-pay 7.48 5.17

% Not employed 37.29 10.76

% Wholesale retail trade employment 12.21 2.78

* Construction employment 2.43 1.05

% Service employment 10.44 3.09

% Government employment 9.14 2.50

% Agricultural employment 15.75 7.42

% Other employment 6.05 2.45

Real family income (000s) 19.19 3.21

Medicaid population 8.64 3.29

Flagship hospital 0.01 0.12

Other COTH hospital 0.05 0.23

Public non-SMSA hospital 0.14 0.35

Voluntary SMSA hospital 0.40 0.49

Voluntary non-SMSA hospital 0.31 0.46

Investor-owned hospital 0.02 0.16

Only hospital in county 0.22 0.41

Other public hospital 0.63 0.48

% Emergency room admissions 30.32 13.39

% Medicare discharge 40.85 13.09

% HMO enrollment 4.42 9.29

Waiver 0.05 0.21

Year 1980 0.25 0.43

Year 1984 0.25 0.43

Year 1985 0.25 0.43

Waiver 1980 0.012 0.11

Waiver 1984 0.012 0.11

Waiver 1985 0.012 0.11

Medicare 1980 10.21 18.87

Medicare 1984 10.21 18.87

Medicare 1985 10.21 18.87

support the view that PPS had a detrimental effect on at least this dimension of

access to hospital care for the uninsured.

Discussion

The number of uninsured patients treated by hospitals increased during the first

half of the 1980s, as did the pool of uninsured persons. We included in our regres-

sion analysis determinants of the pool that allowed us to gauge the influence var-

ious changes outside the health care sector had on changes in the size of the pool

of uninsured persons and the resultant share of uninsured patients treated by hos-
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pitals. Using coefficients from the all-years regression in Table 8, it appears that
changes in employment composition and real family income had small and partly
offsetting effects on the share of self-pay patients treated by hospitals. The
changes-that occurred in employment composition between 1980 and 1985 were
relatively minor and, overall, the changes that did occur tended to decrease hos-
pitals' self-pay share. Real income per family fell by about 6 percent, which led
to an estimated increase in self-pay share of 0.1 percentage point. The year var-
iables and the interaction of the year variables with the hospital's Medicare share
accounted for other likely time-dependent determinants of the self-pay pool that
could not be measured directly, such as change in household structure. The year
effects were positive after 1983, although they were larger in 1984 than in 1985.
Although the Medicaid parameter estimates are relatively large, the national mean
ratio of Medicaid enrollees to population decreased only slightly, from 8.8 per-
cent of the population in 1980 to 8.6 percent in 1983-85. Thus, the decline in
the Medicaid enrollment rate increased hospitals' self-pay share by 0.1 percentage
point on average between 1980 and 1985.

The hospital's self-pay share of total patients depends not only on the pool of
uninsured in its area but also on the hospital's willingness to accept patients from
the pool. In this regard, there were substantial differences among hospitals. The
fact that by the early 1980s major teaching hospitals accepted a disproportionate
number of uninsured patients for treatment has been documented in previous stud-
ies (Feder, Hadley, and Mullner 1984; Sloan, Valvona, and Mullner 1986). We
found that both the number and share of self-pay patients in major teaching hos-
pitals rose relative to that in other hospitals during the first half of the 1980s,
even though teaching hospitals started the decade with a high self-pay patient
base. There is some evidence that high-volume providers of uncompensated care,
such as major teaching hospitals, have fared well under PPS. In this sense, per-
haps they could have afforded to take on an increased burden of uninsured patients
(Sheingold and Buchberger 1986). But once certain changes, such as elimination
or reduction of Medicare's subsidy of indirect teaching costs, are implemented
in PPS, it will be much more difficult for these hospitals to sustain such care.

Surprisingly, we detected little change in public hospitals' self-pay patient
share; our aggregates may, of course, conceal important changes for particular
public hospitals. Our results for "another public hospital in county" indicate that
in all years covered in our study, the presence of a public facility provided at
least some relief to the other hospitals in the locality.

One possible method for excluding "undesirable" patients, such as those with
no identifiable payment source, is to transfer such patients to other facilities. In
fact, there was a rise between 1983 and 1985 in the percentage of patients trans-
ferred to othcr facilities at discharge. There are two reasons for exercising caution
in making inferences from these results: first, the transfer rate also increased for
insured patients; second, transfer rates fell between 1980 and 1983 for reasons
that are not well understood.

The mix of self-pay patients-measured in terms of age, sex, and reason for
hospitalization-changed little between 1980 and 1985. The case mix complexity
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Table 8. Regression Results of Percentage of a Hospital's Patients Classified
as Self-Pay, by Year

1980 1983 1984 1985 All Years

Constant 12.734** 9.899* 15.707** - 0.476 l0.115***
(6.084) (5.904) (6.216) (7.008) (3.002)

% Not employed 0.052 0.067 0.038 0.170*00 0.076***
(0.055) (0.053) (0.057) (0.064) (0.027)

% Wholesale/
retail trade - 0.052 0.513*** -0.027 0.520* 0.188*

employment (0.184) (0.225) (0.215) (0.240) (0.101)

% Construction 0.424 0.085 0.201 0.763** 0.430***

employment (0.393) (0.311) (0.348) (0.359) (0.163)

% Service - 0.243 -0.388** - 0.104 -0.172 -0.170**

employment (0.181) (0.168) (0.149) (0.121) (0.070)

% Government 0.055 0.125 0.186* 0.221** 0.141***

employment (0.100) (0.104) (0.106) (0.107) (0.051)

% Agricultural 0.030 0.017 0.044 0.110 0.040

employment (0.057) (0.062) (0.068) (0.076) (0.031)

% Other 0.348** 0.025 0.123 - 0.172 0.048

employment (0.144) (0.147) (0.124) (0.113) (0.061)

Real family - 0.194** - 0. 143* - 0.091 0.007 - 0.115***

income (0.086) (0.084) (0.089) (0.097) (0.043)

Medicaid/ - 0.422*** - 0.453*** - 0.636*** - 0.528*** - 0.508***

population (0.085) (0.086) (0.098) (0.098) (0.043)

Flagship hospital 3.950* 4.349** 6.852*** 9.198*** 5.959***
(2.060) (1.928) (2.076) (2.058) (1.005)

Other COTH - 0.489 0.244 - 2.276 0.527 - 0.421

hospital (1.327) (1.235) (1.322) (1.316) (0.643)

Public non-SMSA 0.536 - 0.170 - 1.478 0.417 - 0.099
hospital (1.206) (1.128) (1.189) (1.214) (0.582)

Voluntary SMSA - 1.497 - 1.727* - 2.324** - 0.930 - 1.693***

hospital (0.967) (0.895) (0.962) (0.952) (0.467)

Voluntary non- - 0.622 - 0.956- - 2.418** - 1.022 - 1.302**

SMSA hospital (1.160) (1.088) (1.137) (1.151) (0.560)

Investor-owned - 2.064 - 2.220 - 2.660 - 1.880 - 2.215***
hospital (1.710) (1.566) (1.681) (1.668)- (0.820)

Only hospital in 0.584 0.404 0.529 0.902 0.527
county (0.786) (0.722) (0.762) (0.754) (0.374)

Table continues next nare.
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Table 8. Continued

1980 1983 1984 1985 All Years
Other public - 1.088 - 6.619* - 1.925 - 2.142* - 1.773**

hospital (0.929) (0.874) (0.912) (0.904) (0.447)

% Emergency - 0.017 0.015 0.003 0.005 0.001
room
admissions (0.020) (0.017) (0.017) (0.015) (0.009)

% Medicare - 0.002 -0.015 - 0.029* -0.025 -0.013
discharge (0.018) (0.016) (0.017) (0.017) (0.016)

% HMO 0.038 0.003 - 0.009 -0.0003 0.001
enrollment

(0.039) (0.030) (0.030) (0.028) (0.015)

Waiver 2.037* 0.014 - 0.798 -0.685 -0.038
(1.179) (1.040) (1.093) (1.091) (1.028)

(ear 1980 - 1.712*
(0.997)

rear 1984 1.194
(0.988)

'ear 1985 0.899
(0.996)

laiver 1980 2.082
(1.430)

Vaiver 1984 -0.965
(1.432)

Vaiver 1985 - 0.717
(1.428)

edicare 1980 0.014
(0.023)

edicare 1984 - 0.017
(0.023)

edicare 1985 - 0.013
(0.023)

022 031 034 033 0.31

404 404 404 404 1616

'1

M

MI

Mt

RN

N

*Significant at the 10 pecent level, two-tailed r-test.
"Significant at the 5 percent level. two-tailed lest.

*'*Significant at the I percent level, two-tailed teat.

-
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of self-pay patients increased, but this was also true for insured patients under
age 65. The overrepresentation of maternity-related self-pay cases suggests that
major policy initiatives aimed at obtaining services for this type of patient could
have a large impact on reducing the volume of hospitals' uncompensated care.
As of -1985, competition (at least as manifested in the growth of HMO enroll-

ments) and recently implemented cost-containment programs (such as PPS) had

had no effect on hospitals' self-pay burdens.
Medicare exempted a few states from PPS. The three waiver states included

in our study all implemented policies to encourage hospitals to accept uninsured

patients for treatment by including consideration of charity and bad debt loads

in setting hospital rates, and, in the case of New York, by implementing a bad

debt/charity care revenue pool to cross-subsidize hospitals with high uncompen-
sated care burdens (Meyer 1986). Our regression results indicate that hospitals
under PPS were more likely to increase their self-pay patient shares than those

which were exempt from PPS and subject to waiver provisions. Differences be-

tween hospitals in waiver versus nonwaiver states are, more apparent from our
regression (Table 8) than from our tabular results. The regression results are more

conclusive for two reasons: first, other factors that vary with waiver states and

affect hospitals' self-pay share were held constant; second, stratifying by waiver

state and hospital ownership/teaching status reduced the power of our statistical

tests in the tabular analysis.
Our findings can be interpreted in two ways. Either the waiver provisions did

not achieve one of their most important objectives (that is, increasing the access
to care of the disadvantaged) or the differential effects by waiver versus non-
waiver states reflect our unrepresentative hospital sample (that is, our waiver sam-
ple excluded flagship hospitals which, in the nonwaiver states, increased their
self-pay shares relative to other hospitals). Unfortunately, it is not possible to
assess ihe importance of this latter possibility with our database. But our finding
does raise an important policy question which is worthy of further study.
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REPRESENTATIVE STARK. It seems to me that the only time a patient
chooses a hospital, unaided, is when they are going to an emergency
room. Is that correct?

MR. MORRISEY. I don't know that I would necessarily agree with that. I
think there are instances where patients choose the physician, in part, on
the basis of which hospital they are able to use.

REPRESENTATIVE STARK. But they choose the physician?
MR. MORRISEY. I am sorry?
REPRESENTATIVE STARK. They choose the physician, don't they?
MR. MORRISEY. Surely.
REPRESENTATIVE STARK. As I say, I rather suspect that short of some-

body in the military, or on a college campus, where they go to the clinic,
as it were, that it is in the nature of an emergency room.

MR. MORRISEY. When we look at the obstetrics patients in Alabama,
the travel distances that many of these women are incurring are quite
substantial, and it suggests that, in fact, at least some of them are mak-
ing choices with respect to the physician and, perhaps, to the hospital
they wish to use.

REPRESENTATIVE STARK. I couldn't agree more. I mean, I have felt that
one of the big problems that rural hospitals have, even if we doubled the
payments, a lot of people who are able to have insurance will go to a
bigger medical center. I wouldn't want to represent that the public is ig-
norant. I think that, as a practical matter, they might presume that if they
had some serious complication and they were at all sophisticated that
rather than head to Highland they would go to UC Medical Center, or
Stanford Medical Center. I have a hunch that information is abroad in
the land and in our neighborhood, but there are damn few people who
have that choice, and that is the problem.

Ms. Fraiche, let me go back to Louisiana. You tell me this: 4 million
people in the State?

Ms. FRAicHE. That is right.
REPRESENTATIVE STARK. You are telling me that roughly 25 percent are

indigent?
Ms. FRAICHE. That is correct.
REPRESENTATIVE STARK. What defines indigence?
Ms. FRAIcHE. That statistic came from the Department of Health and

Hospitals where they have defined indigent as not having a federal pro-
gram coverage of any kind or private insurance.

REPRESENTATIVE STARK. That is, it does not relate to qualifying for
Medicaid or a national poverty standard. This is a determination made
relative to their ability to pay for medical care?

Ms. FRAIcBE. That is correct. And remember, we are below the pover-
ty line for the most part in terms of our population.

REPRESENTATIVE STARK. And how many hospitals then serve that indi-
gent population?
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Ms. FRAIcHE. Well, within the system that the state operates, there are
nine hospitals statewide.

REPRESENTATIVE STARK. How many beds?
Ms. FRAIcHE. Big Charity is the biggest.
REPRESENTATIVE STARK. How many beds, roughly?
Ms. FRAIcHE. About 2,000 statewide, I believe.
REPRESENTATIVE STARK. Do you include in the "indigent population" the

Medicaid beneficiaries, or do you add them on?
Ms. FRmcIHE. No, that is not Medicaid beneficiaries. That is a different

number, and I can't give you that number.
REPRESENTATIVE STARK. But they are in addition to these?
Ms. FRAicBE. That is correct.
REPRESENTATIVE STARK. Now, in Louisiana, all of these million people

must go, in a sense, to one of the nine charity hospitals, or your system is
defined to provide medical care to them; and I presume that if a hospital
outside of an emergency situation will just say, if you do not have cover-
age, you go to one of our nine charity hospitals. Is that-

Ms. FRAIcHE. Many hospitals still have Hill-Burton obligations out-
standing in the State of Louisiana, -particularly in rural communities
where those facilities had been built.

REPRESENTATIVE STARK. But absent that?
Ms. FRAIcHE. Absent that, if they appear in an emergency room, as

well you know, because of the federal legislation, they have to be treated,
screened and stabilized at those other hospitals.

Because the charity system has been around for so long, there is a ten-
dency that certain segments of the population would prefer to go to the
public hospitals for treatment. In many cases, they are centers of excel-
lence. There are a lot of deliveries at those hospitals. We have people
that go all the way from one side of the town to the other just to have
their baby at Big Charity, because for them that is a family tradition.

REPRESENTATIVE STARK. Would you like to characterize that group for

me and define it more distinctly.
Ms. FRAIcHE. By what standards, income, family-
REPRESENTATIVE STARK. By income or by any other kind of demograph-

ic standard that you want to use.
Ms. FA-IcHE. It used to be minorities, but it isn't anymore. Now we

find more and more none minorities who are without insurance.
REPRESENTATIVE STARK. Poor?
Ms. FRAIcHE. That is right. The poor working class people find that

Charity is their place of choice, and those statistics-
REPRESENTATIVE STARK. I am not as much of a cynic as I would appear,

but I can remember a group who came to see me from a city in Virginia,
which shall remain nameless, and they basically were a group of private
hospitals, one proprietary and, I guess, some others not-for-profit, who
were pleading the case for a basically all black hospital. It was not de-
fined either as a charity hospital, but it was, in fact, a hospital at which
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the medical staff was primarily black physicians, and the patient popula-
tion was primarily black. These hospitals were in here importuning us to
provide a lot of money to keep this institution alive.

But it very quickly became apparent the reason that they were plead-
ing with us to keep the institution alive is because these hospitals didn't
want either the staff or the patient population in their hospitals-not in
my backyard-and I have always wondered if that was the case histori-
cally in the Louisiana charity hospitals. That it was very convenient for
the more affluent areas and the nicer hospitals-the newer and more
modem hospitals-to have that charity obligation taken care of out of
sight. Like the AMA says, the way to solve the problem these days is to
increase Medicaid. That eases their conscience and aside from the fact
that every doctor can say, well, Medicaid takes care of the poor people; I
don't take Medicaid patients-but that is beside the point.

You can ease your conscience by saying somebody else is doing it, but
you're telling me that is not the case in Louisiana.

Ms. FRmIcHE. Sixty-five percent of our population is minority in New
Orleans. What I am also going to tell you is that in certain sectors of the
population where there is federal qualification, those patients are fought
for, competed for by other hospitals, since we do have a number of hos-
pitals that are not charity hospitals in New Orleans. There are 26 in the
regional area.

Those patients are heavily competed for. It is the safety-net patient
that nobody frankly wants to have to deal with because they can't afford
to pay for that patient, and those are the underinsured people. It doesn't
matter what color those people are; they are working and they don't have
insurance.

REPRESENTATIVE STARK. Are your Medicaid rates reasonable in Louisi-
ana or, like in California, are they-

Ms. FRmIcHE. For a disproportionate share, they are reasonable. That
is why it is necessary that we keep the disproportionate share program in
place in Louisiana; otherise, there would not be as much of a competition
for those patients, quite frankly.

REPRESENTATIVE STARK. Ms. Long, if we could somehow separate trau-
ma cases from the emergency room-and I don't know how you do that
in Highland-in the emergency room today, it almost becomes a commu-
nity health clinic and a primary care entry point for many of our friends
and neighbors. I would like to separate that for a minute.

I mean, the person who is in an auto accident, or got shot up, or broke
their leg, or something, and truly comes for those classifications which
are emergency. If the hospitals could somehow separate that function
and get reimbursed for it, would that make your life a lot easier at High-
land, or not much different?

Ms. LONG. It really would not have that great of an impact, primarily
because at Highland, 48 percent of our patients are medically indigent.
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REPRESENTATIVE STARK. I have always wondered whether a huge shari
of your costs aren't generated by your very active trauma center where
they are also indigent. I would suspect that you get an equally high pro-
portion of uninsured patients, or a disproportionate share of patients,
through the emergency room as well.

Ms. LONG. Right.
REPRESENTATIVE STARK. It would seem to me that that is a lot more ex-

pensive operation. That is certainly the first thing I noticed that the
cherry-picking hospitals quit. The first thing they do when they move to
the suburbs is to close the emergency room.

Ms. LONG. That is right, and close the trauma center because it does
lose money. But-

REPRESENTATIVE STARK. It would give you an interesting phenomenon.
Ms. Long, in addition to the fact that half the people belong to Kaiser

in our community, we have ... I will come back to it. We have a fascinat-
ing county system, and we have how many trauma care centers in Oak-
land now? One? Two?

Ms. LONG. There is one in Oakland.
REPRESENTATIVE STARK. And Eden?
Ms. LONG. Right.
REPRESENTATIVE STARK. And Walnut Creek. That is it?
Ms. LONG. That is it. We are the trauma center for all of Alameda

County, with the exception of Sutter County and that is Eden.
REPRESENTATIVE STARK. The issue that you touched on is, would the

guarantees, by themselves, and the availability of capital solve your
problems, or could you, even with the guarantees, not convince a lender
that they ought to fund you?

You can have a guarantee, but if we are calling that a grant, there has
to be some standard where you have to be able to show to whoever is
providing this advance of funds that you are going to pay it back over
some period of years.

Now, you may not have a three or four times safety margin, but you
can project out in your budgeting. Could all of you convince a lender
that you could repay the capital that you want if, say, there was a federal
guarantee?

Ms. LONG. Yes, without a doubt. Our hospital needs to be replaced at
$400 million, not counting the capital x-ray equipment we need. We
have been able to cost that out and then to show where, over a period of
time, we could make payments and pay that loan off.

MR. GAGE. I might add, in helping you and your staff design this legis-
lation, we have called upon several experts, including Merrill Lynch,
First Boston, Lehman Brothers, and others investment advisors. They
are the ones who want to do these deals, and they are making sure that
we are devising something that would enable them to take this to the
market.
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REPRESENTATIVE STARK. I am also suspicious of those guys who caused
a lot of problems in our fair city of Oakland by encouraging communi-
ties to issue bonds. As long as they have the guarantee and collected
from their investors, they have an interest in whether those bonds are
paid. It lasts about 30 seconds after they cash the check. If the health-
care system had to rely on the social instincts of the investment commu-
nity, you guys would be in a lot worse shape than you are now.

MR. GAGE. We are providing the social instincts. We are just leaving
financing to them.

REPRESENTATIVE STARK. We are going to adjourn in about five minutes,
so, if any of you have a burning need to get something on the record, you
may do so.

One of the things that I will point out an interesting statistic-and I
don't know how it varies in each state-in my county and in Ms. Long's,
we provide an exemption from real estate taxes, as I suspect most com-
munities do. But, in California, we have convinced the hospital industry
to fill out a report on their earnings income, as well as on their costs. So,
unlike most areas where hospitals guard their statistics with an almost
insane jealousy, you can pretty much tell what each hospital is doing in
uncompensated and charity care.

They define charity care-that is a tough one-but each person re-
ports it on somewhat the same instance and with, of course, the excep-
tion of Highland Hospital, there is no hospital in our county that
provides as much charity care as they are forgiven in county real estate
taxes.

Now, I have often suggested to my friends the supervisors, who have
to fund this hospital, why not just charge these guys real estate taxes;
give them credit for everybody they take in who would be an indigent, or
eligible for some kind of county assistance-whether it is Medicaid,
AFDC-I am not going to charge you more than the Medicaid rate be-
cause you are going to find a way to bill them some way and then you
get credit against your real estate tax? That would give us enough money
to pay your deficit.

I don't know how it would help you in New Orleans, but there is, in
fact, in the community, this idea that these not-for-profit hospitals some-
how, just by that definition, are doing the work that most of you are do-
ing, and I don't think that is the case. I don't think that is the case in Los
Angeles.

I don't think you get a wit of charity care in some of these huge hospi-
tals. They are going to say, it is charity because they won't pay the fee
we want to charge.

There is something that the local governments may have to change and
start saying, oh, you want exemption from real estate tax, what are you
going to give the community back?

How do you pay for your charity hospitals?
Ms. FRmIcHE. Direct line-item appropriation, unfortunately.

60-211 0 - 93 - 6
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REPRESENTATIVE STARK. So, you don't bill the hospitals on a hospital
tax as they do in New Jersey or Florida?

Ms. FRAICHE. In some of the parishes, we have parishes instead of
counties-they do have bond issues and tax support from the citizens.
Those hospitals, by the way, for the most part, are well managed and do
fairly well, and they do employ a lot of people.

MR. MORRISEY. I can't speak to Alabama, but I can speak to the health
services research literature, which in fact does suggest that those non-
profit community hospitals don't provide the level of charity care that the
public hospitals do. And, indeed, the nature of the nonprofit hospital sta-
tus is essentially one of having the community as its shareholders.

So, indeed, there seems to be an obligation to provide-
REPRESENTATIVE STARK. It would be awfully hard for us to define. That

is the problem. If the industry could come up with a definition, they have
Congressman Donnelly just dying to take away their tax exemption if
they don't put up. But our problem has been, one person's charity care is
another person's discount, and that has been a difficult thing for us to
provide.

MR. GAGE. One thought on that.
REPRESENTATIVE STARK. You have the last word because I am going to

have to adjourn the hearing at this point.
I want to thank you all for taking the time to work with us on this is-

sue. The record we built today, I think, will be very helpful because we
have some other groups to deal with, in terms of the merger issue and in
terms of providing some capital for the infrastructure for charity care.

Go ahead:
MR. GAGE. I will be very brief. Just a comment on the numbers here,

and to hammer home a point.
When Ms. Long talks about 48 percent for uncompensated care alone,

we can compare that with the numbers that Mr. Morrisey discussed ear-
lier, which are accurate as far as they go. He suggested that 25 percent,
on average, were provided to Medicaid and uncompensated care
combined for all public hospitals, but averages are deceptive. It is like
saying my 9-year-old son and I weigh an average of 135 pounds.

The fact is, those 1,400 or 1,500 hospitals, by AHA's definition, in-
cludes hospital districts like Mount Diablo, for example, which provides
much lower levels than Highland of indigent care. It is really a very
small safety-net that we are talking about, no more than 200 or 300 hos-
pitals nationally, probably another 100 or 200 sole community hospitals
in rural areas, and that is it. This is not a gigantic problem in terms of
numbers of hospitals, although the problems of some of these institutions
are themselves very large. We are talking about a very thin layer here.

REPRESENTATIVE STARK. Thank you all. You are creative advocates for
your cause. I appreciate your taking the time to help us today.

I will leave the hearing record open so we can submit written ques-
tions to the witness.
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We are adjourned.
[Whereupon, at 1:45 p.m., the Subcommittee adjourned, subject to the

call of the Chair.]
[The following material was submitted in response to written ques-

tions posed by Representative Stark.]

0
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Questions for Mr. Stuart H. Altman

In your testimony, you commented that past experience has shown
that politijal support was not sufficient to back-up the planners in a
certificate-of-need system. Do you feel a health system reform package
that includes an all payer system and a global budget that requires a
state or regional budget for capital is the type of support that will en-
able a planning process to work?

A suggestion was made by you that a good system needs both a tight
reimbursement system as well as planning. Some have suggested the
Maryland model of tying the reimbursement system to the planning
program. Do you advocate this approach or some other means of get-
ting the two functions to complement each other?

Would you comment on how all payer systems in Arizona, Maryland
and New Jersey have impacted upon hospital bed supply and antitrust
concerns?

Answers

Question 1. Yes, if we tie together an all payer reimbursemnt system
with regional budgets and planning for major capital projects we would
have a much more effective planning system and a much tougher cost
containment system.

Questiop 2. Yes, as I said in my answer to question 1, we need to tie
planning and reimbursement policy together.

Question 3. I'm afraid Pm not current on what the bed supply situa-
tions are in those states.
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Questions for Mr. Gerard F. Anderson

In your testimony, you cited that there are 400,000 beds not used on
an average day. Please elaborate on your testimony and provide any
additional statistics on the current and projected hospital bed over sup-
ply of which you are aware.

You predicted that we will have a lot more inefficiency if we continue
to rely on the courts to set health policy. In order to take a proactive
approach to hospital bed supply, what specific mechanisms (all payer
system, certificate of need, capital cap, etc.), or combination of mecha-
nisms, do you see as the most effective to achieve a balance between
hospital bed supply and demand?

In your testimony, you commented "... many of these recent court de-
cisions are lowering the technical and allocative efficiency in the hospi-
tal industry." To the extent you are familar, please comment on the
following two cases.

The case brought by the Federal Trade Commission against the
Rockford Memorial Corporation was cited by the FTC as a successful
application of antitrust laws to the hospital industry. What has been the
experience'with costs and prices in the Rockland, Illinois area since the
April, 1990 conclusion of the case?

Compared to the Rockford Memorial Corporation case, what has been
the experience with costs and prices in Roanoke, Virginia since Febru-
ary, 1989 when the Carilion Health System case brought by the Depart-
ment of Justice was ruled in the favor of the hospitals?

What effect do all payer systems such as that operating in the State of
Maryland have on the need for Federal antitrust enforcement and on the
supply of hospital beds?

Answers

Question 1. The Johns Hopkins Center for Hospital Finance and
Management did a study for the AmHS Institute which documented the
number of excess hospital beds in the United States. Using data from
the American Hospital Association, we calculated the number of li-
censed beds, staffed beds, and average daily census for each hospital in
the United States. Then, using standard operations research techniques,
we calculated the number of unfilled licensed beds on a typical day, the
number of unfilled staffed beds on a typical day, the number of unfilled
staffed beds on the busiest day of the year, and the number of unfilled
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licensed beds on the busiest day of the year. Based upon these calcula-
tions, we estimated that there were:

* 450,000 unfilled licensed beds on an average day
* 375,000 unfilled staffed beds on an average day
* 225,000 unfilled licensed beds on the busiest day of the year
* 175,000 unfilled staffed beds on the busiest day of the year.

Question 2 . The most effective mechanism to eliminate unnecessary
hospital beds involves both financing and regulation. Congress will
need to establish an overall cap on hospital spending during the year.
There could be separate caps for capital and operating costs, but this is
probably not advisable since it establishes an incentive for hospitals to
change their production function and substitute capital for labor or visa
versa.

Question 3. In my written testimony, I provide detailed information
on the Rockford and Roanoake cases. The information on their experi-
ence after the litigation is based upon reports in Hospitals, and is not
based on any research I have done.

Question 4. Given that hospitals in Maryland have their rates set by
the Health Services Cost Review Commission,-the Department of Jus-
tice would have less of a concern about the effects of anti competitive
behavior in Maryland. Maryland hospitals cannot increase their rates
in response to a change with competitive positions.
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Questions for Mr. James L. Scott

In concluding your analysis of the direction of hospital bed supply
you stated, "The proportion of care delivered on an outpatient basis
will continue to grow and the limitation is primarily a technological
one." Would you provide more specific estimates of the hospital bed
supply versus demand in the year 2000 if your analysis is accurate?

In your testimony you cited a survey that identified hospital CEOs as
predicting that by the year 2000, 49 percent of their revenues will come
from outpatient services. Would you elaborate on how the interests of
hospitals are served in regard to hospital bed supply in light of this
prediction?

A definitive "yes" was given by you to the question as to whether
hospitals should merge, close or share facilities. What mechanisms for
consolidation would you recommend that are more effective than the
cutrent system that has left us with a 40 percent over supply of hospital
beds?

You stated "that the more powerful approach [to reducing hospital
bed over capacity] is through the reimbursement system as opposed to
some kind of planning." Please comment as to the extent that a reim-
bursement system will influence over supply and in what ways we may
want to incorporate some formal planning mechanisms into/with a re-
imbursement system.

Answers

Question 1. I can not provide more specific estimates of hospital bed
supply versus demand in the year 2000. As was noted in my written
statement, one of the lessons learned from our experience in the 1980s
was the unreliability of these kinds of predictions. Trying to estimate
future needs by extrapolating past experience has proven to be wholly
inadequate. We have many more beds today than we need because an
assumption was made that inpatient services would grow in the 1980s
at the~ same rate they had in the two previous decades. In fact, as the
chart on page 7 of our testimony so clearly illustrates, actual inpatient
usage fell. We do not know if this is a one decade aberration, and
growth rates will turn upward in the middle of this decade, or if we
have experienced a true change in hospital use rates.

Based upon my confidence in new technologyI believe we are in the
midst of a revolutionary change in how care is delivered and that in the
future we will need fewer hospital beds per capita than we now have.
It is not possible to make this prediction any more precise with any de-
gree of certainty.
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Question 2. It is in the best interests of hospitals to eliminate excess
acute care capacity as rapidly as possible. As the proportion of reve-
nues derived from outpatient services continues to grow it is important
to convert idle inpatient facilities to meet outpatient demands.

This is not as easy to achieve as it is to recommend. Each hospital
faces different local practice patterns and financing considerations that
must be weighed. In addition it is important that individual community
trends be evaluated. It would make no sense to close an inpatient facil-
ity today and in three years be forced to build new capacity to serve a
growing population. While this kind of circumstance might not occur
in many urban areas it certainly could in some of our faster growing
suburbs in the south and west.

No matter how aggressive hospitals pursue capacity conversion
strategies they will be some time lag. New outpatient facilities will
probably be constructed faster than existing inpatient capacity is
phased out or converted.

Question 3. There probably are not any practical or politically ac-
ceptable additional mechanisms for consolidation that would be more
effective than those natural forces that are already in place. We have
been faced with a massive change in the approaches to service delivery.
It is going to take some time for the capacity/demand equation to come
back into equilibrium.

What we must guard against now is legislative impatience. The cur-
rent situation can be made much worse by poorly designed public ini-
tiatives intended to speed the closure and conversion of hospital
facilities.

Having too many hospital beds in a community is a financing prob-
lem. Having too few hospital beds to meet the medical needs of a com-
munity is a far worse problem, with much greater consequences for the
average citizen.

If the Federal Government is unable to restrain itself and feels it must
take some action I would recommend that any strategy to accelerate
consolidations and closures should be demonstrated first to see if it
works as its proponents expect. our ability to predict how the medical
community and patients respond to changed incentives have been prov-
en to be virtually non-existent. We ought not foist off on the African.
public some scheme that might threaten their ability to have access to
hospital services unless we have some empirical evidence it might
work.

If such demonstrations are to be undertaken I would suggest that one
of them examine the use of competitive bidding to limit provider par-
ticipation in public programs to only the most efficient.

Question 4. There are two reasons that the reimbursement system is
a more powerful approach to reducing inpatient capacity than is a
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planning process. First, reimbursement restrictions work. They do
change behavior. Not always as the authors of the restrictions original-
ly envisioned, but change is always the result. Second, the evidence on
planning is equally clear. Health planning does not work. The health
planning process of the 1960s and 1970s was a political process posing
as an analytical one. No matter how much its supporters might argue
that it should work, the evidence is clear that it does not.

Past efforts to use planning to impose construction restrictions often
became power struggles between the state regulators and providers,
with elected officials usually on the provider side. In most instances,
after much sound and fury, powerful providers were able to do as they
wanted.

In only one state did the regulators routinely win. In that state the ex-
cesses of the regulators were such that there now exists a critical short-
age of needed inpatient capacity. This problem has been doubly
compounded because the same planners have so restricted long term
care capacity that there are often not any nursing home beds available
when a discharge to a nursing home is advisable.

If we allow the natural competitive forces now at work in the hospital
environment to be augmented by reimbursement strategies we will have
our best hope of achieving the desired balance between available and
needed capacity. Although the planning notion is appealing to some,
the implementation of a planning process would do nothing to improve
our chances for success.
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Questions for Dr. James R. Kimmey

Other than the need that you identified to financially support the plan-
ning mechanisms that may be put in place, what specific components
would you include to eliminate the short-comings of the certificate-of-
need efforts tried earlier?

Please elaborate on a statement you made in your testimony: "I think
that we can get along without a blanket certificate-of-need structure, al-
though I think there are some areas where that may be needed. But I
don't think we can get along without planning."

How do you envision an all payer system working with the planning
mechanisms that you have suggested?

Answers

Question 1. It is important clearly to differentiate between health
planning and certificate of need. Health planning has a long history as a
community-based voluntary activity focused on identifying more effec-
tive approaches to organizing and delivering health services. Health
planning involves a process by which providers, consumers, and gov-
ernment collect and analyze data describing the health needs of the
community's population; identity problems and opportunities for im-
proving those services; identity strategies for implementation; and seek
institutions and organirations participation in bringing about desirable
changes. It also involves a product, the plan document, which is avail-
able to the community and its institutions as a "road map" for develop-
ment of a health system more responsive to the needs of the population.

Certificate of need is a regulatory concept borrowed from public util-
ity regulation under which a regulated enterprise is required to demon-
strate that a capital investment meets a community need before
proceeding with the project. These two concepts--health planning and
certificate of need-became linked in the 1960s when certain states be-
gan to use the plans developed at the community level as a basis for,
regulatory decisions. This idea grew rapidly, and was incorporated into
optional facility capital expenditure review under section 1122 of the
Social Security Act in 1974 and was made a part of the mandatory state
certificate of need programs required under P.L. 93-641 in 1975.

The linkage between certificate of need and health planning was ini-
tially welcomed by the health planning groups as a means of securing
implementation of the plans developed by and for the community.
Over time, however, the regulatory function consumed more and more
of the agencies' resources, and the limited effectiveness of certificate of
need in containing health care costs was interpreted not only as a fail-
ure of certificate of need but as a failure of health planning.
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The major problem for the planning agencies in the linkage to regu-
lation was not in the planning aspect of their operation, but in the com-
plex of regulatory reviews, public hearings, appeals, and legal actions
in which they became embroiled. If planning is reinstituted, the com-
munity agencies should be focused on the planning portion of the activ-
ity, supporting the process and developing the product. To the extent
regulation of the certificate of need type is reinstated, it should be a
function of state government, with the state having the responsibility
for the due process aspect of the program. The community planning
body should have standing to participate in-the review, and its plan
should be a principal consideration in state decisions, but the non-
governmental body should not be forced to administer a regulatory pro-
cess affecting the providers whose participation in planning and in im-
plementation of non-capital recommendations is essential to bringing
about change in the community's health care structure.

Questions 2 and 3. Certificate of need per se carries with it a de-
fined set of legal requirements--dollar thresholds, defined scope of cov-
erage, due process, and penalties for non-compliance. Each of these is
open to manipulation, amendment, challenge, and interpretation, and
that was a major factor in the wide variation among the states in the
character and effectiveness of CON approaches. At the time that it was
introduced, CON was a concept familiar to legislators and administra-
tors from utility regulation. It lent itself to application in a field where
there were multiple providers and multiple sources of payment and
means of financing because it divorced the process of approval from
the source of funding. Certificate of need should be viewed as a tool
for securing compliance with community-endorsed plans, but came to
be viewed as a tool for containing costs, a function to which it was
poorly suited and bound to fail. In my view, the basic intent--to force
institutions to consider community goals -as well as institutional goals
in their capital expansion plans, became lost.

Certificate of need is not the only way to bring discipline to institu-
tional decision malnng on investment--it was just the most convenient
and best understood one at the time it became widespread. Mandating
certificate of need as the sole approach to securing compliance with
planning foreclosed other options which should be considered if the
goal is to secure provider consistency with a community's goals for its
health system. The degree to which alternatives to CON might be ap-
plied is dependent in large part on the financing system and the way
capital dollars flow in the system.

For example, the Medicare program had launched a ten year effort to
integrate capital payment into the DRG system. This may apply disci-
pline to provider decisions concerning the sire of capital investments;
but it does absolutely nothing to influence these investments in direc-
tion of community needs. Hospitals will still invest these funds in high
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return, high technology projects designed to attract physicians. That is
where the incentives in the system lead them. Capital inclusion in
DRGs, then, is neither an alternative to certificate of need or a means
for achieving community goals.

If the certificate of need approach continues to be, or is reinstituted
as, the approach of choice for directing capital investment there is
probably little reason to make it as broad as it was in the 1975-1985 pe-
riod. It might be targeted to areas with the greatest potential for inap-
propriate investment (from the community perspective) and relaxed in
areas where inappropriate investment is unlikely. The former category
might include high-tech diagnostic and treatment services and equip-
ment, new outpatient programs which move secondary and tertiary type
services into non-institutional settings, or relocation of entire facilities.
The coverage might be relaxed for beds, which are less and less impor-
tant under funding constraints and given the trend to outpatient ser-
vices, or for code-related replacements and updates. Any CON
approach should, in my opinion, be linked to community-generated
plans, and not based on some arbitrary statewide or national standard.

Several alternatives to the CON approach might be considered once
an effective planning structure was in place. These include bidding sys-
tems, competitive grant approaches, and franchising. These suggestions
are based on three assumptions:

1. States will have the legal authority and responsibility for adminis-
tration of any system.

2. Planning agencies are in place at the community/regional level and
functioning.

3. All payers are participants.
4. Ideally, capital reimbursement from all payers will be pooled and

distributed by the state in accord with one of the alternative
approaches.

If these assumptions were met, then alternatives to CON which re-
move some of the opportunities to delay and distort the process might
be considered.

Bidding Systems: Under this alternative, planning agencies would
identity specific changes required in the community's health services
structure and prepare "Requests for Proposals" soliciting provider proj-
ects which would meet those needs. Providers would have the option to
respond to the requests within a time frame, and the planning agency
would review the responsiveness of the proposals against the plans and
forward a prioritized list of endorsed proposals to a designated state
agency. The State agency would have the responsibility for final selec-
tion of proposals for allocation of funds from the capital pool. To the
extent hearings and other processes were required in this process, they
would be conducted by the state agency. The local agency would assist
the state in monitoring the funded projects, particularly as to the degree
to which the project meets identified community needs.
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Grant Systems: Under this alternative, providers would generate their
own projects based on their assessment of need and submit the project
proposals to the state agency for consideration for funding from the
capital pool. The planning agency would have standing to review and
comment on such applications as to their consistency with community
plans, which would be a requirement for granting funds from the pool.
To the extent hearings and other processes were required in this pro-
cess, they would be conducted by the state agency. The local agency
would assist the state in monitoring the funded projects, particularly as
to the degree to which the project meets identified community needs.

Franchise Systems: Under this alternative, a two-step process involv-
ing a designation and a bidding/grant system would be required. Con-
sistency with plans would be a key factor at each step. Once consensus
was achieved concerning the overall structure and mix of services
which would best serve the population of an area was determined, a
classification system (similar to pediatric or trauma center systems)
would be applied to providers and a determination made as to the levels
and amounts of specific services required by the population. Providers
or combinations of providers would apply to the state agency for recog-
nition as the source of a mix of services and/or level of care, with the
local planning body and its plans a major factor in classification deci-
sions. Recognition as a community source would not guarantee access
to funds from the state pool, but non-recognition would block access to
such funds for projects in franchised areas. Providers holding designa-
tion would compete for funds from the pool under either a bidding sys-
tem or a grant system as described above.

Thus there are theoretical alternatives to CON as a mechanism for al-
locating resources in a manner consistent with community plans. I
would stress theoretical--these are just examples of things that might be
considered if policy were to move toward a community-determined
health system rather than a provider-determined health system.
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Questions for Mr. Larry Gage

Some observers have questioned whether public hospitals will be able
to compete with private facilities, such as in-New York under the new
Medicaid managed care plan, if the amount of reimbursement for those
on Medicaid were to become more attractive. Do you anticipate that
the patient mix of public hospitals will become much more concen-
trated with uncompensated care patients if the Medicaid reimbursement
amounts are increased?,

You have aptly described the capital needs of many of the public hos-
pital facilities. Currently, are there any mechanisms in place that
would facilitate your identification and incorporation of surplus private
sector facilities into the public hospital system?

Answers

The National Association of Public Hospitals (NAPH) appreciated
the opportunity to appear before your subcommittee on June 17 to testi-
fy on the role of public hospitals in the 21st century. Your continued
attention to the important contributions and significant needs of safety
net hospitals is commendable.

Question 1. You have requested my response, on behalf of NAPH, to
two additional questions on the future of public hospitals. First, you
asked whether public hospitals will be able to compete with private fa-
cilities, such as in New York under the new Medicaid managed care
plan, if the amount of reimbursement for those on Medicaid were to be-
come more attractive. You inquired whether the patient mix of public
hospitals will become much more concentrated with uncompensated
care patients if the Medicaid reimbursement amounts are increased.

Although more attractive Medicaid rates could increase the willing-
ness of private hospitals to serve Medicaid patients, we would not an-
ticipate a significant drop in the amount of Medicaid care provided by
our member hospitals. For a number of reasons, many private hospitals
are currently unwilling to serve the Medicaid population even in the
face of excess capacity. This unwillingness suggests that higher reim-
bursement rates may not be a sufficient incentive for all private hospi-
tals to increase their Medicaid case mix. Public hospitals who, as I
pointed out in my testimony, already serve large volumes of Medicaid
patients, will continue to play that vital role even with competitive re-
imbursement rates.

Moreover, we believe that safety net hospitals have the potential to
compete successfully with private facilities for Medicaid patients. In
New York, the example cited in your question, the Health and Hospi-
tals Corporation of New York City is already developing an expanded
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managed care program that would permit it to be a strong and viable
competitor for Medicaid managed care business. Safety net hospitals
nationwide are similarly moving in that direction to better position
themselves for inevitable changes in the health care delivery system.
Because of their already close ties with medical schools, community
providers, public health services and other social services, these hospi-
tals are uniquely situated to develop effective managed care programs.
Attractive Medicaid managed care rates will ensure their ability to pro-
vide expanded access and high quality care to all Medicaid patients.

The primary danger for safety net hospitals in the move toward great-
er reliance on managed care is the problem of "adverse selection," by
which private providers attract the healthiest patients, leaving only the
sickest and most expensive seeking care through safety net hospitals.
To counter this effect, NAPH has advocated requiring "stop-loss" mea-
sures by providing reimbursement above the capitated rate in certain
situations. NAPH is also strongly urging that Congress require States
that implement Medicaid managed care plans to continue to fulfill their
Boren amendment and disproportionate share responsibilities.

In short, while more attractive Medicaid reimbursement could in-
crease the competition for Medicaid patients from private hospitals, we
believe that there will be a continuing need for safety net providers to
serve a large number of these individuals. If enhanced reimbursement is
well-targeted to increase access and quality, the improvements will re-
sound system-wide.

Question 2. Your second question asked whether any mechanisms
are currently in place to facilitate the identification and incorporation
of surplus private sector facilities into the public hospital system. A
number of safety net hospitals have combined with or absorbed private
health care facilities in recent years. For example, Cook County Hospi-
tal recently acquired Provident Hospital in the South side of Chicago, a
facility that had been closed since the mid-1980s. Provident, a
minority-owned hospital, had received large loans from the Department
of Housing and Urban Development to build the new facility, which
only opened in 1981. Soon afterwards, the hospital developed severe
management problems and its census declined, leading HUD to close it
just a few years after it opened. Because of the need for a community
hospital in that section of town, the County finally agreed to acquire
the hospital from HUD for $1 and merge it with Cook County Hospital.
It is now in the process of conducting much needed major renovations
to the facility, which is expected to open in the spring of 1993.

St. Louis provides another relevant example. In the mid-1980s, both
the City and County of St. Louis closed their public hospital facilities
and established the St. Louis Regional Health Care Corporation
(SLRHCC), a non-profit entity. SLRHCC then acquired a facility that
a for-profit hospital chain, the Charter Medical Corporation, had been
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unable to operate successfully. The City and County provided the
funding to acquire and renovate the facility, and SLRHCC uses it to
provide acute care and outpatient clinic services to City and County
patients.

Finally, the Regional Medical Center at Memphis (the Med) recently
stepped in to save a community non-profit health care center from clo-
sure. The Memphis Health Center is a Federally Qualified Health Cen-
ter that was in danger of losing its federal qualification and funding due
to severe financial and management failures. Beginning in October
1991, the Med entered into a management contract with the health cen-
ter to improve its operations. ass than a year later, the center has not
only retained its federal qualification, but has received enhanced fund-
ing, and is achieving all of the financial and quality goals required by
the federal government.

As you can see, safety net hospitals can and do utilize excess pnvate
sector facilities when such an arrangement proves cost-effective for the
hospital and/or when the facilities provide an important community ser-
vice that might otherwise be neglected. In other cases, however, such
an acquisition might not make sense for the public hospital if it can ex-
pand its own facilities more cost-effectively. The appropriateness of in-
corporating surplus private sector facilities into the safety net hospital
system will therefore depend on the unique circumstances and needs of
the individual safety net hospitals and their communities.
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Questions for Ms. Ophelia Long

Some observers have questioned whether public hospitals will be able
to compete with private facilities, such as in New York under the new
Medicaid managed care plan, if the amount of reimbursement for those
on Medicaid were to become more attractive. Do you anticipate that
the patient mix of public hospitals will become much more concen-
trated with uncompensated care patients if the Medicaid reimbursement
amounts are increased?

You have aptly described the capital needs of your hospital facility.
Currently, are there any mechanisms in place that would facilitate your
identification and incorporation of surplus private sector facilities into
the public hospital system?

Answers

Question 1. I have a strategic plan for Highland to compete with the
private sector for Medicaid patients under a managed care scenario. I
am concerned that uncompensated care concentration would increase in
public hospitals if there was adverse selection as a result of private fa-
cilities and physicians refusing to accept or not encouraging enrollment
of higher cost Medicaid patients. If this occurred, then public hospitals
would be faced not only with more concentrated uncompensated care
but higher cost Medicaid patients, e.g., high risk pregnant substance
abusers, homeless, mentally ill, and non-compliant patients.

Currently, most hospitals in our area accept Medicaid patients and
there is a Medicaid managed care plan in our area; however, experience
shows that these services attract the "good" Medicaid patients and di-
rect the higher risk patients to the public hospital.

Question 2. We could easily identify potential surplus private sector
facilities; however, incorporating these facilities into the public hospi-
tal system would be inefficient and costly. Currently, we have all ser-
vices (inpatient, ancillary and outpatient) on one campus. If we had
services on different campuses, inefficiencies would result from mov-
ing patients and information between facilities. If facilities were sepa-
rated by more than 15 miles, then the State would require two separate
hospital licenses. Also, all hospital facilities in our area are within 2
miles of a major earthquake fault (the Hayward fault). Any new use
occupancy would require ensuring the facility meets current seismic
standards.
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Questions for Mr. Edward J. Renford

Some observers have questioned whether public hospitals will be able
to compete with private facilities, such as in New York under the new
Medicaid managed care plan, if the amount of reimbursement for those
on Medicaid were to become more attractive. Do you anticipate that
the patient mix of public hospitals will become much more concen-
trated with uncompensated care patients if the Medicaid reimbursement
amounts are increased?

You have aptly described the capital needs of your facility. Currently,
are there any mechanisms in place that would facilitate your identifica-
tion and incorporation of surplus private sector facilities into the public
hospital system?

Answers

Question 1-. While the mix of uncompensated care patients in public
hospitals will likely increase, the absolute amount of such services pro-
vided will probably decrease substantially due to reductions in total
Medi-Cal funding available to help cover the fixed costs of indigent/un-
compensated care services.-

Public and other disproportionate share hospitals rely heavily on
Medi-Cal payments, including disproportionate share payment adjust-
ments, to maintain facilities and service access for Medical and other
indigent/uncompensated care patients alike. Unlike most non-
disproportionate share counterparts, disproportionate share hospitals
cannot extensively "cost-shift" uncompensated care expenses to other
payors, since such other payors are not a substantial portion of these in-
stitutions' business.

Potential siphoning of Medi-Cal patient loads from disproportionate
share hospitals is likely to result if Medicaid managed care payments
are enhanced generally, perhaps even at the expense of existing supple-
mental disproportionate share payments. The results could be devastat-
ing, further unraveling an already severely tattered health-care safety
net. The likely result will be further erosion of the Medicaid revenue
base for disproportionate share hospitals, a skimming off of "more de-
sirable" (e.g., non-AIDS and non-Homeless) Medicaid patients and
probable retrenchment of indigent/uncompensated care programs due
to ensuing funding constraints.

If the rate of medicaid reimbursement is increased and there continues
to be a shift to managed care, we anticipate that some of the existing
problems with medicaid will continue and in some cases grow. Some
of the problems now experienced which must be dealt with include in-
adequacy of medicaid rates, complexity of billing associated with cost-
controls, and slowness in payment.



175

Question 2. The Department of Health Services has two mechanisms
in place to evaluate the use of surplus private sector health-care facili-
ties. The first is an ongoing function of the department, with dedicated
staff resources. This group manages our contracts to treat patients in
facilities owned and operated by the private sector. It also evaluates
the appropriateness and potential role of private sector facilities which
become available to the County through sale, lease or other mecha-
nisms. Over the past several years, the group has reviewed numerous
hospitals which the County could consider acquiring. Some of the rea-
sons other facilities have not been acquired in the past include:

- unreasonably priced relative to the value of the capital assets;
- too small to effectively serve as an operating unit; and/or
- rundown physical plants requiring substantial investment to comply
with current regulatory code and patient care standards.

A second special task force on alternative delivery options(ADO) is
currently conducting an in-depth review of the potential to substitute
private sector capital resources for capacity now operated by the
County. The ADO task force is a part of the Department's efforts to re-
vise the Department-wide capital plan in light of constrained resources.
We are currently contacting each hospital provider in the County to ex-
plore potential relationships which would decrease the need for the De-
partmnent to own and operate the beds in which public-obligation
patients are treated. The advantage of this approach (compared to ac-
quiring surplus facilities) is to minimize the amount of operational
overhead in the Department. The operation of numerous small
(200-300 bed) hospitals could significantly increase the Department's
overhead and annual operating requirements.

Both of these groups are actively involved at this time in evaluating
the potential acquisition of Long Beach Naval Hospital (scheduled to
be closed in 1993) as an element in addressing the Department's capital
requirements.

As a member of various local and state-wide advocacy groups, the
Department will routinely be apprised of the impending closure of pri-
vate sector facilities. Advocacy groups such as the Hospital Council of
Southern California (HCSC), California Association of Hospitals
(CAPH), and California Association of Hospitals and Health Systems
(CAHHS), will announce/publish information regarding the reduction,
closure, or consolidation of services at any of its member facilities.
This advocacy network serves to keep the Department abreast of de-
velopments in both the public and private sector.
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Questions for Ms. Donna D. Fraiche

Some observers have questioned whether public hospitals will be able
to compete with private facilities, such as in New York under the new
Medicaid managed care plan, if the amount of reimbursement for those
on Medicaid were to become more attractive. Do you anticipate that
the patient mix of public hospitals -will become much more concen-
trated with uncompensated care patients if the Medicaid reimbursement
amounts are increased?

You have aptly described the capital needs of Louisiana's public hos-
pital facilities. Currently, are there any mechanisms in place that would
facilitate your identification and incorporation of surplus private sector
facilities into the public hospital system?

Answers

Question 1. Obviously, if the Medicaid reimbursement amounts are
increased, private facilities will be more likely to compete for those pa-
tients; however, public hospitals have a traditional patient base and
they must have the management capability and capital resources neces-
sary to keep that patient base. A highly qualified clinical staff and a
modernized physical plant that patients will feel comfortable using are
essential if a hospital is to receive third party covered benefits. When
public facility lacks these elements, private sector hospitals will obvi-
ously have the advantage of attracting these patients to their
institutions.

Question 2. In response to this question, one needs only to review
the history of public hospitals. Before 1965 (Medicare and Medicaid),
poor and indigent patients flooded emergency rooms, clinics and in-
patient beds of public hospitals. Today, those hospitals are significantly
downsized. For example, Cook County has 2,000 less beds and 800 less
patients per day. Charity Hospital has 2,000 less beds and 500 less pa-
tients per day. Once private hospitals had a vehicle for payment by
Medicare and expanded Medicaid programs, public hospitals became
more concentrated with uncompensated care patients. Those without
insurance, the working poor, and others who do not meet the eligibility
requirement of Medicaid or Medicare have no place to go except to a
public hospital facility.

A solution to this increased uncompensated care patient concentra-
tion must include a positive strategic planning process to more effec-
tively utilize community resources. Only in this way can the most
favorable outcome for the patient, private hospitals and public hospi-
tals, be achieved. In Louisiana this week, a letter of intent was entered
into by and between Charity Hospital and a private not-for-profit
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Catholic community hospital that is owned and operated by the Daugh-
ters of Charity. The decision by the State to purchase this private facil-
ity was made to assist in providing quality access and an appropriate
physical plant to the expanding public hospital needs in downtown
New Orleans by providing 200 extra beds to the existing 400 bed Char-
ity Hospital facility. As you may recall from my testimony, I raised the
issue of life safety code deficiencies experienced by public hospitals
and the concomitant threat to HCFA certification and JCAHO accredi-
tation. The community has thereby been forced to focus on the public
hospital and its affiliated teaching programs. With renewal of accredi-
tation imminent and no replacement physical plant in sight, the State of
Louisiana necessarily focused upon the immediate need to fulfill a
physical plant deficiency through the acquisition of a private facility.
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Questions for Mr. Michael A. Morrisey

What effect do all payer systems such as that operating in the State of
Maryland have own the need for Federal antitrust enforcement? To what
extent would Federal involvement differ if an all payer system were in-
stituted nationally?

To what extent do you see the need for planning activities to comple-
ment other means of influencing hospital bed supply?

Some have suggested that more specific guidelines than those pro-
vided in the joint FTC-Justice issued Merger Guidelines would assist in
clarifying matters for both FTC and Justice, and the hospital industry.
Would you support the creation of more specific guidelines that did not
preempt the application of existing antitrust laws but would assist in
their application to the hospital industry?

Answers

Question 1. Based Upon very limited research, state rate setting pro-
grams are likely to have little impact on the need for Federal antitrust
enforcement. To my knowledge, only one research study has addressed
this question. Jeff Alexander and I examined 306 hospital acquisitions
which took place over the period 1980 through 1983.' This was the
hay-day of hospital mergers. Overall, and afier controlling for other
factors, we found no statistically meaningful ellect of state rate setting
on the probability that a hospital would become part ofa multihospital
system. When we examined investor-owned and non-profit system ac-
quisitions separately, we did find that investor-owned systems were
less likely to acquire a hospital in a state that had rate setting. In related
work we examined the propensity of hospitals to enter into manage-
ment contracts.2 Here we found that hospitals were more likely to con-
tract with an investor-owned chain but less likely to contract with a
nonprofit chain in the presence of state rate setting. The net effect was
no statsitically meaningful difference in the propensity to enter into a
management contract. Thus, the concentration of suppliers, the tradi-
tional concern of antitrust, is unlikely to be afiected by the enactment
of state rate setting programs.

In a health care market in which insurers (and individual patients)
faced identical prices for hospital services one would expect to see no
price competition. Further, unlike a cost-based payment system, in this
system we should expect to see only limited service competition since
the payment level is capped. Instead, we would see providers compet-
ing to attract the least costly patients within each payment class. The
extent of such activity, obviously, depends on the payment levels. We
have not seen much service shirking in hospitals as a result of Medicare
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prospective pricing. Lengths of stay are shorter, but high tech services
continued to be provided.3 These sorts of concerns have not traditional-
ly been in the purview of antitrust. Indeed, they would seem to be bet-
ter suited to some form of PRO [peer review organization] monitoring.

Question 2. 1 do not believe that the re-emergence of health planning
is likely to be effective in controlling hospital costs. In my judgement,
the best review of the literature on health planning in the form of cerifi-
cate of need was conducted by Frank Sloan.4 He concludes: "To my
knowledge, no econometric study has concluded that CON has reduced
costs per hospital day and per case... .Studies examining increases in
hospital expenditures have all found CON has had no influence on
overall growth of expenditures for hospital care per capita" (p.58-9).
This is consistent with my own recent re-examination of CON pro-
grams which found that, if anything, CON programs had increased
health care costs per capita.5

I concur with Mr. Altman's observation earlier in the hearings, pro-
viders will probably always find ways around such programs. I too be-
lieve that payment systems are likely to be more effective in controlling
capacity than will planning.

Question 3. Without a clearer understanding of the guidelines, I
could not render an opinion. However, as a general rule, clear guid-
ance is to be preferred, particularly in the area of antitrust.

Alexander, J.A. and Morrisey, M.A., "Hospital Selection Into Multihospital Sys-
tems: The Effects of Market, Management, and Mission," Medical Care 26(2): 159-176
(February 1988).

2 Alexander, J.A. and Morrisey, M.A., "A Resource-Dependenca Model of Hospital
Contract Management," Health Services Research 24(2):260-284 (June 1989).

3Sloan, F.A., Morrisey, M.A. and Valvona, J., "Medicare Prospective Payment and
the Use of Medical Technologies in Hospitals," Medical Care 26(9):837-853
(September 1988).

' Sloan, F.A., "Containing Health Expenditures: Lessons Learned from Certificate-of-
Need Programs," in F.A. Sloan, J.F. Blumstein, and J.M. Perrin, ed., Cost. Quality. and
Access in Healih Care, pp:44-70 (San Francisco: Jossey-Bass Publishers, 1988).

'Lanning, J., Morrisey, M.A. and Ohsfeldt, R.L., "Endogenous Regulation and Its Ef-
fects on Hospital and Nonhospital Expenditures," Journal of Regulatory Economics
3(2): 137-154(1991).



THE STRUCTURE OF THE HOSPITAL
INDUSTRY IN THE 21ST CENTURY

WEDNESDAY, JUNE 24, 1992

CONGRESS OF THE UNITED STATES,

SUBCOMMITTEE ON INVESTMENT, JOBS, AND PRICES,

JOINT ECONOMIC COMMITTEE,
Washington, DC.

The Committee met, pursuant to notice, at 8:45 a.m., in room 2359,
Rayburn House Office Building, Honorable Fortney Pete Stark (chair-
man of the Subcomittee) presiding.

Present: Representative Stark.
Also present: David Podoff, Charla Worsham and Doneg Mc-

Donough, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE STARK
CHAIRMAN

REPRESENTATIVE STARK. Good morning. This morning the Subcommit-
tee on Investment, Jobs, and Prices of the Joint Economic Committee
will continue hearings on "The Structure of the Hospital Industry in the
21st Century." That is on the assumption that we will have the hospital
industry in the 20th century by the beginning of the 21st century.

Today's hearing will focus on hospital mergers and joint ventures.
There is a perception in the health provider community that there may be
an inherent conflict between health policies that stress sharing of expen-
sive facilities and closing and/or merging facilities with excess capacity
and the antitrust policies that tend to oppose or question these
consolidations.

It occurs to the Chair that the government's health and antitrust poli-
cies must be perceived as internally consistent. If perceived to be incon-
sistent, health care provides will be reluctant to make needed changes.
And, again, that is going on the presumption that we have some overca-
pacity, or we have capacity that is improperly allocated throughout the
country.

To help clarify our objectives with respect to hospital mergers and
joint ventures, a number of questions must be addressed.

What differentiates the hospital industry from other industries and can
those differences be accounted for in merger guidelines?

(181)
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What do we know about the effect of competition, if any exists, on
hospital costs?

What are the implications of regulated prices imposed by the govern-
ment and state all-payer systems and discounts obtained by HMOs and
PPOs?

How we can get from the current state of 40 percent excess hospital
capacity and significant redundancies, particularly in high technology
equipment and services, to a more rational balance between supply and
demand of the health services?

Since I have shortchanged the author of my elegant opening remarks, I
will ask unanimous consent that those remarks be contained in the record
in their entirety, as will be the case with all of our witnesses.

[The written opening statement of Representative Stark follows:]
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WRITTEN OPENING STATEMENT OF REPRESENTATIVE STARK

Today, we continue with our series of hearings on THE STRUCTURE OF THE
HOSPITAL INDUSTRY IN THE 21ST CENTURY.

Last week, witnesses discussed trends in the hospital industry and the role of public
hospitals. Witnesses agreed that declining occupancy rates and the changing mix of in-
patient and outpatient services pose series challenges to the hospital industry that need
to be addressed now.

Most witnesses also recognized the need for government to shape the direction of
these trends, although there was no consensus on appropriate policies. Some witnesses
favored indirect intervention through reimbursement policies and budget constraints,
while others advocated more direct involvement through some form of coordination.
Most agreed with the statement of Stuart Altman, Dean of the Heller School, Brandeis
University, who summed it by saying that "In the end...hospitals will have to get their
costs in line with other sectors of the economy."

There was also general agreement that, irrespective of the direction of health insur-
ance reform and cost containment, public hospitals will continue to play a vital role in
the health care system. However, witnesses expressed concern that insufficient invest-
ment in these important public infrastructure facilities would prevent public hospitals
from providing primary and outpatient care to low-income patients, and essential spe-
cialized services, such as trauma care and burn centers, to all members of the
community.

In today's hearing we will focus on hospital mergers and joint ventures. There is a
perception in the health provider community that there may be an inherent conflict be-
tween health Ib lies that stress sharing of expensive facilities and closing and/or merg-
ing facilities with excess capacity and antitrut policies which tend to oppose or
question such consolidations.

It seems to me that the government's health and antitrust policies must be perceived
as internally consistent. If health providers perceive these policies to be inconsistent,
then they will be reluctant to make needed changes.

In our hearing last week, Gerard Anderson, from The Johns Hopkins University,
noted the danger of not having clearly defined objectives. He observed that in the ab-
sence of a clear policy we are inappropriately asking the judicial system "to decide be-
tween a policy which encourages hospital mergers to reduce duplication (the traditional
HHS and health planning position) and a policy which tries to prevent mergers for anti-
trust reasons (the FTC and Justice positions)." This may be an appropriate way to re-
solve disputes between two parties, but this method ignores the long-run implications
for the general public.

To help clarify our objectives with respect to hospital mergers and joint ventures, a
number of questions should be addressed including:

What differentiates the hospital industry from other industries and can these differ-
ences be accounted for in merger guidelines?

What do we know about the effect of competition on hospital costs?
What are the implications of regulated prices imposed by governments (Medicare

and Medicaid, state all-payer systems) and discounts obtained by HMOs and PPOs?
Are there ways to modify and/or clarify the DOJ/FTC guidelines so as to eliminate

the alleged "chilling" effect of current guidelines?



184

What are the implications for antitrust policies of health insurance reforms and cost

containment proposals that expand the role of regulated prices through an all payer
system?

How can we get from the current state of 40 percent excess hospital capacity and

significant redundancies of high technology equipment and services, to a more rational
balance between supply and demand for health services?
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REPRESENTATIVE STARK. I also want to insert a statement that was sub-
mitted by Congressman Dooley.

[The prepared statement of The Honorable Mr. Dooley follows:]



186

PREPARED STATEMENT OF THE HONORABLE CAL DOOLEY

Mr. Chairman, Id like to thank you for holding this hearing. As a member of Con-

gress representing a district with a number of small hospitals, the issue of hospital

mergers and joint ventures is of great interest and importance to me and the constitu-

ents I represent.
In a rural area like the San Joaquin Valley in Central California, small hospitals

are faced with the challenge of providing quality, state-of-the-art, affordable health

care to residents of the communities they serve. However, hospitals are receiving

mixed messages from the Department of Health and Human Services and the Depart-

ment of Justice.
The Department of Health and Human Services is encouraging hospitals to be-

come more efficient, avoid duplication of services and reduce costs. Hospitals in small

communities and rural areas have attempted to achieve these goals through mergers,

agreements to share technology, equipment and personnel and other collaborative ef-

forts. But the Federal Trade Commission and the Department of Justice have punished

them by filing costly antitrust suits.
During the last year we have seen the issue of health care reform become a major

concern of many Americans. Members of Congress and representative from the Ad-

ministration have spoken of health-care reform packages that incorporate innovative

health-care delivery systems and that seek to control the proliferation of under-utilized

medical technology and equipment. But while we encourage hospitals to become more

efficient through collaborative efforts and encourage facilities to share technology and

expensive medical equipment, many hospital administrators are afraid to engage in

joint programs for fear of violating anti-trust laws and facing costly anti-trust lawsuits.

As the Chairman knows, access to health care is particularly limited in rural areas.

Increased provider cooperation would expand access to health care while simultane-

ously improving the quality of care and containing costs by reducing duplicative serv-

ices and reducing excess capacity.
The fact of the matter is that we should be encouraging hospitals to cooperate and

share facilities and equipment. Instead, fears of federal anti-trust suits are keeping

hospitals from controlling costs, improving services and better meeting the needs of

the communities they serve.
I urge you, Mr. Chairman, and members of your committee to address the issue of

hospital anti-tust this year. Considerable gains in cost-control and access to services

could be achieved with a revision to current hospital anti-trust policies.

Mr. Chairman, thank you for providing a forum for us to discuss this very impor-

tant issue. I applaud you and the committee for your willingness to address the issue of

anti-trust laws and their affect on the delivery of health care and look forward to work-

ing together for a sensible resolution of the issue.
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REPRESENTATIVE STARK. Also, in the nature of housekeeping, if the
witnesses will bear with me for a moment, there is simultaneously going
on--or there will be simultaneously going on-a markup of perhaps the
silliest tax bill ever to face the Congress of the United States. While I
don't mind missing it, there are some issues in there that I feel compelled
to vote on. And, as I at this point am not aware of another Member join-
ing us, I may have to recess the hearings today from time-to-time. I will
try and let the witnesses know as far in advance as I can, and I apologize
for the inconvenience and am very grateful for whatever indulgence they
will accord the Chair and the staff.

I am delighted this morning to start the hearing with two of my distin-
guished colleagues. I suspect, in order of seniority, it would be the Hon-
orable Jim Slattery of Kansas and the Honorable Peter Hoagland from
Nebraska. Am I right?

REPRESENTATIVE SLATTERY. That is correct. Mr. Chairman, I would
yield to my colleague from Nebraska, however, in light of the fact he didarrive here a few minutes

REPRESENTATIVE STARK. Before any of us. He should be chairing.
Pete, go ahead. Both of your statements will appear in the record.
Why don't you enlighten me and the staff-however you are

comfortable.

STATEMENT OF THE HONORABLE PETER HOAGLAND,
REPRESENTATIVE FROM NEBRASKA

MR. HOAGLAND. Thank you, Mr. Chairman. I would be happy to go
first.

REPRESENTATIVE SLATTERY. Or chair, right?
MR. HOAGLAND. I appreciate the opportunity, Mr. Chairman, to come

before you today to discuss the antitrust problems faced by hospitals.
My interest in this subject stems back to my years, in the Nebraska

legislature when, in the last two years of the Carter legislation, we
passed tough cost-control legislation. It also stems from our situation in
Omaha where in the late 1970s, early 1980s, we were overbedded and
"overhospitalized." We had five hospital vacancies exceeding 40 percent
from time to time.

The proposal contained in H.R. 5244 is more limited than the propos-
als this Subcommittee is considering. It is limited to granting antitrust
exemptions to allow hospitals to share major technology. In Omaha, for
instance, not only do we have too many vacant hospital beds, but we
have--each of the major hospitals through the years has developed its
own cardiac care unit, for instance.

In my statement, which I would ask to have made part of the record, I
show that we now have seven open-heart cardiac surgery units in
Omaha.

REPRESENTATIVE STARK. Seven. And how many in the state?
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MR. HOAGLAND. I can't answer that. Probably not many more in the
state.

REPRESENTATIVE STARK. How many people in the Omaha area?
MR. HOAGLAND. About 550,000 or 600,000 people.
REPRESENTATIVE STARK. I thought California was bad. I think we have

120 in California. And many of which do, you know, do ten procedures a
year and others that do 1,000 procedures or more.

MR. HoAGLAND. It really makes no sense. I know the hospitals would
like to be relieved of the burden of having to compete.

In Omaha, we have two medical schools. We have two teaching hos-
pitals. And there is duplication inherent in that.

The cost of a hospital bed nationally, of course, is $686 now, and Ne-
braska and Omaha are not far behind. It is $674. We are a regional--
quite a regional medical center in Omaha, and we serve people from
many of the surrounding rural areas. But, nonetheless, there are a lot of
economies that could be realized with a bill such as my bill and/or Mr.
Slattery's bill.

We have a number of distinguished witnesses following Mr. Slattery
and me, and I don't want to take a whole lot of time.

Let me just make a couple of additional comments.
Let me first describe what the bill does.
H.R. 5244 does two things: First, it authorizes the Department of

HHS to conduct up to 20 demonstration projects across the country to
facilitate cooperation among two or more providers to share capital in-
tensive medical technology and also to demonstrate the extent to which
those agreements reduce costs without impairing care. Twenty such pro-
grams and the bill authorizes $2.5 million to fund those.

Now, the second portion of the bill would be to authorize the Attor-
ney General to grant a certificate of review for facilities wishing to enter
into a sharing arrangement for expensive capital intensive medical tech-
nology. So, two or more hospitals in Omaha could enter into an arrange-
ment to jointly support one kidney dialysis unit, one cardiac surgery unit
and so forth.

I think the economies to be realized from all of this are really quite
obvious, and I would suggest that we consider making either or both
bills' amendment to whatever package that, as refined by the Committee,
we ultimately vote on this year.

Let me make two final comments: First, the antitrust law in this area
is somewhat murky. We have a CRS report, which you probably have
seen, prepared by Janice Rubin, entitled "Antitrust Law and Joint Activ-
ity by Hospitals," which is helpful and thorough and on point. I should
note that Janice Rubin gave us assistance in drafting this bill. Her exper-
tise is part of what went into this legislation. I think, if you review her
CRS report, you will see that she is quite knowledgeable about these
issues.
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Point two. The problem is one of perception. Nobody is really quite
sure what the current state of antitrust law is. It would appear to exempt
these things in any event, but hospital administrators don't necessarily
perceive that as being the case. Understandably, nobody wants to be
prosecuted civilly or criminally.

REPRESENTATIVE STARK. They ought not to run for Congress then.
MR. HOAGLAND. As long as they don't open a checking account any-

where, they will be all right.
Over 44 percent of hospital CEOs in one survey indicated that anti-

trust concerns prohibited their collaborative efforts. And their lawyers
say the same thing. Making it clear in the antitrust statutes that these
things are permitted would be helpful.

I will be happy to answer any questions.
[The prepared statement of The Honorable Mr. Hoagland follows:]

60-211 0 - 93 - 7
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PREPARED STATEMENT OF THE HONORABLE PETER HOAGLAND

I appreciate the opportunity to come before you today to discuss the antitrust prob-
lems faced by health care providers. My interest in this subject stems from my deep
concerns about the unrestrained, unrelenting, double-digit increases in health care
costs Americans have faced in recent years.

The high cost of health care is of concern to all of us. The cost of one day in the
hospital nationally is $686.83; in Omaha, Nebraska, it is $674.73. The charge for a
two-pound baby in neonatal intensive care is roughly $1,500 per day. These are costs
that make health care unavailable to many people and costs that eat into the standard
of living of all Americans. These are expenses that add costs to employers and to con-
sumer products [$500 of every automobile can be attributed to the cost of health care
of employees]. And escalating health care costs are creating unprecedented strains on
governments at all levels. In Nebraska, for example, our state legislature has had to
find an additional $13 million for the Medicaid program for 1992-1993.

I have introduced H.R. 5244, a bill that begins to address one aspect of health
care inflation. Some say that we are in a "medical arms race," with many hospitals
and other providers appearing to compete to offer the latest high tech equipment and
services. There is no question that we have made many impressive advances in medi-
cine, that this country offers treatments that most other countries in the world only
dream about. Premature babies that only a decade ago would live only a few short days
now survive. Magnetic resonance imagers catch illnesses long before traditional X-ray
machines or other techniques do, prolonging life and preventing death. Lithotriptors
can pulverize kidney stones without expensive and painful surgery. Few dispute the
benefits of these advances.

But they come at a cost. MRIs have a price tag of $1 to $2 million; lithotriptors
can cost $2 million. The problem is that in one area several hospitals may purchase
the equipment and duplicate services already provided in the area. According to the
Omaha World Herald, Omaha has seven open-heart cardiac surgery units. This adds
costs to those paying for health care.

We used to have a health planning process, supported in part, by federal funds.
But Congress, prior to my arrival, went along with former President Reagan's request
that it be repealed. It was designed to help local communities work together and avoid
duplication in services. But only vestiges of that process remain in most states.

The time has come to encourage hospitals and other health care providers to share
some of the expensive, high-tech technologies, particularly when sharing. would not
inconvenience patients. But the problem is that hospitals considering cooperative or
joint sharing arrangements perceive that they might violate our antitrust laws, well-
intentioned laws designed to prevent monopolies and other anti-competitive behavior.
They fear that if they enter into cooperative agreements, they will violate prohibitions
against price-fixing, anti-competitive collusion, or restraint of trade through monopo-
lies. In the words of one hospital official considering sharing arrangements, "You al-
ways feel like you're walking on land mines."

My conclusion is that our current laws and policies are sending a mixed message:
the Department of Health and Human Services urges constraint in health care costs;
the Department of Justice and the Federal Trade Commission promote competition.
And these two worthy goals can conflict severely in the health care arena. This is why
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I have introduced H.R. 5244, a bill offering two approaches. It would authorize the
Department of Health and Human Services to conduct up to 20 demonstration projects
across the country to facilitate collaboration among two or more providers to share
capital-intensive medical technology and demonstrate the extent to which such agree-
ments reduce costs without impairing care. Further, the bill would grant antitrust im-
munity for these demonstrations until the projects' completion. The second approach of
the bill would authorize the Attorney General to create a certificate of review process
for facilities wishing to enter into a sharing arrangement for expensive, capital-
intensive medical technology or other high resource-intensive services and grant lim-
ited protection from antitrust violations.

Competition is a worthy goal in most economic pursuits, but in the provision of
health care, it may be a notion worth reconsidering. "Selling" an appendectomy is not
like selling automobiles, where the shopper tries to get the best quality at the best
price in a broad, competitive, diverse market. Health care purchasers-be they indi-
viduals, physicians, insurance companies-do not shop for bargains. In addition, pro-
viders have less control over their revenues. One-half of hospital revenues Medicare
and Medicaid-for example, are fixed or controlled. The hospital as the "seller" cannot
change or control the price charged to reflect changes in the cost-of-doing business.

In terms of antitrust policy, there are two points. In antitrust terms, the more
highly concentrated the market the fewer the hospitals-the greater the antitrust risk.
Yet health care traditionally has been a community-based service and most communi-
ties can only support a few hospitals. Hospital care by its very nature can be highly
concentrated in a given community, especially in small towns. Second, antitrust law
assumes that all forms of competition always benefit the consumer. However, in
health care, competition among hospitals does not necessarily result in lower prices.
Hospitals compete very little. Consumers do not "comparison shop." Thus, we have to
ask, is competition, in the antitrust sense, really relevant here?

Whether provider cooperative agreements would violate antitrust prohibitions
would, of course, depend on the specific case. But a big problem today, as documented
by several authorities, is the perception of possible antitrust violations if joint sharing
agreements are developed and the uncertainty about potential antitrust violations cre-
ates a "chilling" effect. Over 44% of hospital CEO's in one survey indicated that anti-
trust concerns slowed or inhibited their collaborative efforts. Hospitals are reluctant,
for example, to jointly plan centers of excellence, to agree that one will purchase an
MRI and another a lithotriptor, that one will have a cardiac intensive care unit and an-
other a neonatal intensive care unit. Some hospital administrators are skittish about
even talking to their counterpart across town! In the words of one attorney who prac-
tices in this area, "The perception is the reality. It's the uncertainty that creates the
problem."

Federal policy may be in conflict. HHS encourages efficient delivery and cost con-
trol. But antitrust policy may collide with these goals when providers try to coordinate
the purchase of equipment and avoid duplication. (Such an agreement could be consid-
ered to be, in antitrust jargon, "market division.") The Department of Justice's merger
guidelines address mergers in general for all industries, not mergers in the health care
field. And they only address mergers. Among health care providers, there are many
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areas of sharing or joint, planning far short of mergers that could come under antitrust

scrutiny by the federal government.
I believe it is time for Congress to closely examine our federal antitrust policies as

they apply to health care. It is time to question whether the free-market model of un-

checked competition is really the right policy during this age of double-digit health

care inflation. It does seem to me that in many communities across this country health

care providers are willing to work together to provide a comprehensive array of afford-

able health care services that would make health care available to more Americans

while also enhancing the position of the providers in the "marketplace."

I am not suggesting that my bill is the final answer, but it is a start. I commend

you for examining this area of federal policy and I look forward to working with you.
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REPRESENTATIVE STARK. Jim, welcome.

STATEMENT OF THE HONORABLE JIM SLATTERY,
REPRESENTATIVE FROM KANSAS

REPRESENTATIVE SLATTERY. Thank you, Mr. Chairman. I thank you and
the Subcommittee for allowing us to testify today about an issue that I
think is one that should be addressed by the Congress before we adjourn
this year.

As Chair of the House Rural Health Care Coalition Task Force on
Hospitals, I share your concern in this area and, like I said, I appreciate
the opportunity to testify today.

I would like, if I could, to spend just a couple minutes talking about a
bill that I have introduced, H.R. 2406, which would provide that certain
hospitals be exempted from standard review under the relevant antitrust
acts if they meet three criteria:

One, eligible hospitals must be located in cities with a population of
125,000 or less;

Two, the eligible hospitals must rely on government resources for at
least 40 percent of their revenues; and,

Three, the eligible hospitals would be required to demonstrate to
HCFA that government expenditures would be reduced and consumer
cost would not increase if their merger was permitted.

I would just point out, Mr. Chairman-
REPRESENTATIVE STARK. When you say 40 percent government-40

percent federal or 40 percent government, including state and local?
REPRESENTATIVE SLATTERY. It would be 40 percent government re-

sources. That would include both Medicare and Medicaid reimburse-
ments.

REPRESENTATIVE STARK. Including the state portion?
REPRESENTATIVE SLATTERY. That is my intention. That is correct. If you

need clarification in the language, I would be happy to do that. But the
bottom line is that if we are interested in cost containment it seems to me
that we need to encourage hospitals, and especially our smaller commu-
nities, to merge, to consolidate, and to do joint ventures in an effort to
contain costs.

I happen to represent a number of small communities that-Topeka,
Leavenworth, Manhattan, to name three-in fact, do have more than one
hospital serving a community of this size. It seems to me that we right
now-whether it is real or just perceived, it is working as though it were
real-and that is a situation where the hospitals are frightened, and they
are afraid to even talk to another hospital that may be operating across
the street about some opportunity to do a joint venture for fear that they
may be in violation of antitrust laws.

For some people that don't think this is a real problem, I would point
out the recent Carillon Hospital in Roanoke, Virginia. This case that was
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being litigated has cost some $2.6 million in various fees to litigate, and
it is the kind of thing that I don't think hospitals can afford. It is the kind
of thing the health care consumers in this country can no longer afford
either.

REPRESENTATIVE STARK. We should have mandatory arbitration and
keep the lawyers out of this mess.

REPRESENTATIVE SLATrERY. That is perhaps another option: I think,
bottom line, we need to clarify and indeed encourage hospitals in these
areas to come together and make decisions. If one hospital decides that
they are going to be the hospital in that community that is going to pro-
vide the OB/GYN care, perhaps another hospital will say that they will
do the cardiovascular surgery, or whatever tradeoffs they make. Bottom
line is,- I think this kind of cooperation will lead to significant savings
around the country.
- There are examples after examples where hospitals have engaged in

what some have referred to as the medical arms race, and the bottom line
is that the health care consumers in this country end up paying for both
hospital facilities, both of which may be underutilized. There is little if
no evidence to- indicate that-this kind of situation -does, in fact, improve
quality or does, in fact, reduce cost.

The old idea of competition just doesn't work in the health care deliv-
ery system, especially with regard to this kinc of situation.

REPRESENTATIVE STARK. Have you talked to our friends Stenholm, Coo-
per and Company that this idea doesn't work?

REPRESENTATIVE SLATTERY. I have shared this idea with them.
REPRESENTATIVE STARK. What is the highest altitude in Kansas, above

sea level?
REPRESENTATIVE SLATMERY. Not having qualified as a flyer in Kansas, I

want you to know I never studied those areas.
REPRESENTATIVE STARK. You don't have any areas like Jackson, Wyo-

ming, where the oxygen gets real thin, do you?
REPRESENTATIVE SLAT-ERY. Mr. Chairman, I came today prepared to

answer a number of questions, but I didn't come prepared to answer
those questions, however.

REPRESENTATIVE STARK. Well, both of you gentlemen have hit on a
problem, and, indeed, the very reason for these hearings. I concur with
you.

I gather, Peter, you are just dealing with basically high technology
equipment and the sharing of resources, like laboratories or MRI equip-
ment and that sort of thing.

MR. HOAGLAND. That is correct.
REPRESENTATIVE STARK. Yours is broader, Jim!
REPRESENTATIVE SLATTERY. Mine is broader. The extent of what I am

saying is that we should tell hospitals-especially communities of
125,000 or less-I would like to see you increase it, frankly, to a quarter
of a million. In those communities where there is more than one hospital
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serving a community, we should encourage joint ventures once it is dem-
onstrated that they are, in fact, receiving 40 percent or more of their re-
sources from the government, and once they demonstrate to HCFA that
they can actually reduce costs and consumers would not see an increase
in rates.

REPRESENTATIVE STARK. I would go further. There may be some areas
where we should not only allow them, but we should encourage them.

What is your occupancy statewide in Nebraska?
MR. HOAGLAND. I can't answer that, Pete, but it can't be over 75

percent.
REPRESENTATIVE STARK. In California, it is a good day when we hit 60

percent. And we could ship some hospitals to Nebraska or Kansas.
REPRESENTATIVE SLATTERY. I have a better idea for you, Mr. Chairman.

Until recently, for someone to have a triple bypass surgery performed in
Los Angeles, it would cost about $7,500 for the surgeon's fee. In
Topeka, you could come and operate with the same equipment, and the
same medical malpractice insurance coverage. The doctor in Topeka was
paid $3,500.

REPRESENTATIVE STARK. I have long argued, if we did a joint venture
with not just doctors and hospitals but with United Airlines, we could
move people to lower-priced communities where arguably the medical
treatment is every bit as good. California is a very nice place to be, but if
you want to spot me $3,500 to stay in a hospital there as opposed to
Topeka, I will split the difference with you.

I do want to get to a couple of things: I would exempt hospitals from
the antitrust procedures, one, because I don't understand them; and, two,
they were designed for A&P and salt companies, things like that. On the
other hand, I am not willing to turn this over to the hospital administra-
tors. Because, while indeed they would contend that mostly they are non-
profit, I don't think any of them are above putting one of the guys in
town out of business. I think they have all the instincts of property peo-
ple and could gang up on the poor little sisters of something, and say we
will get together and take all their business from the third person. And
we cannot put the fox in the hen house.

Are you both suggesting that HCFA play some role?
REPRESENTATIVE SLATTERY. That is correct. Basically, what my legisla-

tion would do is just move the forum, you might say, from the FTC to
HCFA.

REPRESENTATIVE STARK. My question to both of you is: Is there any
need to protect other institutions? Everybody is talking here about get-
ting two or more together to share or merge. Shouldn't we make sure that
for somebody who is cranking along with a small but reasonable quality
hospital that has fairly good utilization that we make sure we don't disad-
vantage them in the process? I guess that is what I am saying.

Take a city with three hospitals, one small one that runs at 80 percent
occupancy and cranks along, and two big ones that run at 60 percent
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occupancy. I can give you a scenario where the two big ones merge and
break the small one. It takes all its customers away, and we would say,
gee, what a good job we did for the two big ones. All the time, the small
one loses its population, and we haven't gained a hell of a lot.

I guess my question is: Do you both see the government in that role? I
gather you are both saying that HCFA is the one who ought to do it, as-
suminng there is enough federal interest there.

REPRESENTATIVE SLATTERY. Let me clarify, Mr. Chairman. H.R.
2406-the legislation I introduced-is more carefully targeted on com-
munities with a population of 125,000 or less. I already conceded I
would like to see that increased.

REPRESENTATIVE STARK. Same problem. We just had one in San
Francisco.

REPRESENTATIVE SLATTERY. I am not as fimiliar with the problem in big
cities as I am with the cities that I have described. I think, if you move
into the bigger cities, it is a different environment, arguably. But that is
something I would certainly be willing to consider. It is just that I am not
as knowledgeable about that.

REPRESENTATIVE STARK. Are you comfortable with HCFA being the
watchdog?

REPRESENTATIVE SLATTERY. I am comfortable with HCFA being the
watchdog when we talk about the antitrust exemption as I am describing
it. If you move beyond that and talk about it generally being applied to
all cities in this country, that is a different proposition. I would like to
think about that.

Certainly, with the communities and the conditions that I am describ-
ing, the hospitals involved, both of them have to demonstrate that, in
fact, 40 percent of their money is coming from the government.

I would observe that with many of the communities I described that
the reality is probably 60 percent of their revenue typically is Medicare
revenue or Medicaid revenue. There are instances where it is even higher
than that. When you have the requirement that they have to show that at
least 40 percent of the money is coming from the government, and that
they have to demonstrate to HCFA that they can reduce costs by doing
this, and that the consumers will not see an increase in costs, once those
thresholds have been passed, common sense then dictates that you allow
these mergers and joint ventures to take place.

Again, Mr. Chairman, I am not knowledgeable enough with respect to
how this would affect hospitals in larger cities at this point to say that I
think the FTC should be totally removed from it.

REPRESENTATIVE STARK. They do it in Maryland, for instance. I would
commend both of you to take a look and talk with our colleague Ben
Cardin, where they have state control of hospital rates. What they do is,
in effect, offer-bonuses to encourage mergers, sometimes on a case-by-
case basis, but they have basically a state board that will recognize
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situations such as the one you suggest and actually use the rate structure
to encourage merges. It seems to work all right.

I don't care how it is done. It seems that all three of us would agree
that we have some mismatching of facilities. Neither of you wants to go
so far as to suggest going back to the certificate-of-need program.

MR. HOAGLAND. There is some similarity in the second program that is
set up in my bill where a certificate of review is considered by the Attor-
ney General to allow hospitals to get together to form joint facilities. One
of the criteria that the Attorney General is to apply is found on page 11.
He must also find that the application will not constitute unfair methods
of competition against competitors engaged in providing the services un-
der the class of the agreement. That language is there.

There is an enforcement problem. The smaller hospital with 80 per-
cent occupancy-how will the Attorney General watch things in Dayton,
Ohio?

REPREsENTATrvE STARK. Aren't we right back in the same box with an-
other group of lawyers reviewing this, and each hospital in the trade area
will have to hire a lawyer? We are right back in the same soup.

MR. HOAGLAND. On the demonstration project, the first section of the
bill, it might be worth considering requiring all hospitals in an area to
participate in the demonstration.

There is also some language in there about how, in evaluating a dem-
onstration and in allowing it, HCFA has to take a look at the availability
of health services in the entire area and how it affects other competitors.

REPRESENTATIVE STARK. I am trying to figure out what you mean by a
demonstration project. You conjure up ideas of different treatment meth-
ods and follow along to see how well people perform. I really suspect
that what you are suggesting is that the demonstration is the process of
merging or setting up this cooperative entity, and that pretty much ends
the project, right?

MR. HOAGLAND. It has a three-year duration, and it is to be evaluated
according to what savings-

REPREsENTATIvE STARK. If it doesn't work, you set them asunder? You
divorce them?

MR. HOAGLAND. I wouldn't think so.
REPRESENTATIVE STARK. You might accomplish the same thing by say-

ing, okay, anybody who chooses could apply to merge or combine under
either one of your bills, and let's see how it works for a couple projects,
and if the parties to it-the hospitals, the government, the commu-
nity-feels it seems to work better, we will try it.

That makes good sense. Otherwise, we sit around politically. We have
to have a demonstration in Nebraska, one in Kansas, and one in Califor-
nia, and the devil take the hindmost. This way you offer it as an alterna-
tive to those people who want to try it.

REPRESENTATIVE SLATTERY. It seems to me, Mr. Chairman, as we ap-
proach this health care debate, we should encourage states and



198

communities to be creative and to use their own initiative to try and de-
velop new ideas to contain costs. I see cost containment as the key to this
whole debate.

I think you asked about the certificate-of-need question earlier. I envi-
sion that we ought to establish health care at the state level and give
them broad authority to play key roles in monitoring health care within
their borders.

REPRESENTATIVE STARK. I will do anything you want as long as we don't
call it certificate-of-need.

MR. HOAGLAND. We have two proposals. We have seven quite distin-
guished panelists coming and would be interested in seeing which they
think is the most workable.

REPRESENTATIVE SLATTERY. I summarized my statement. I would like
for my statement to be-

REPRESENTATIVE STARK. Without objection, both of your statements and
any supporting documents that you like will be in the record in their en-
tirety, and I look forward to getting all the help we can on cost contain-
ment, a battle we are going to be fighting, if not for months, for the next
couple of years.

[The prepared statement of The Honorable Mr. Slattery follows:]
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PREPARED STATEMENT OF THE HONORABLE JIM SLATTERY

Mr. Chairman, I want to thank you for holding hearings on such an important topic

regarding our health care delivery system. As Chair of the House Rural Health Care
Coalition (Coalition) Task Force on Hospitals, I share your concern in this area and
appreciate having the opportunity to testify before your committee this morning.

A problem which has been brought to the attention of the Coalition involves hospi-
tals in small communities, and especially in rural areas, which attempt to either
merge, consolidate or enter a contract for an agreement of services. These attempts by

hospitals have been made in order to adjust to changing economic circumstances and

to avoid excessive and duplicative services-trying to keep health care costs down and
at the same time, not jeopardize access to vital health care services in these communi-
ties. Such attempts, however, have been challenged and attacked by the Federal Trade
Commission (FTC) and the Department of Justice (DOJ) as being in violation of Anti-

trust laws (Section 7 of the Clayton Act and Section I of the Sherman Act).
Reports and studies have shown that the threat of actions by the FTC and DOJ

have had a chilling effect on such collaborative efforts, which many hospitals, particu-
larly in rural areas, view as an essential tool for financial survival.

I find it troubling that federal policies on health care and antitrust send mixed sig-

nals to providers; many hospitals find themselves in a double bind. Current Medicare
and Medicaid payment policies have put hospitals under increasing financial pressures
to consolidate their operations. At the same time, the FTC and DOJ appear to be in-

tensifying their scrutiny of hospital mergers and joint ventures.
I am specifically concerned that the federal antitrust laws are unduly hindering

some hospitals from undertaking joint activities-including the sharing of technology
or expensive medical equipment-which they believe are necessary in order to maxi-

mize the efficiency of their operations. Many hospital administrators are afraid that if

they even talk with each other, much less undertake joint programs, they will auto-
matically violate antitrust laws.

The perception among many hospitals, both rural and urban, that much of the joint
activity they wish to undertake for efficiency reasons would violate antitrust laws may
be largely mistaken. But even if there is no real or no great antitrust problem, if a mis-

perception is standing in the way of beneficial activity, then that misperception is it-

self a problem to be addressed. The fact is that the costs are real in any merger
challenge. Merging hospitals have learned that you can fight city hall, but its not
cheap.

In one of the more recent and visible cases where the merging hospitals challenged
the Justice Department, the.hospitals have spent $2.6 million on various fees. I am re-
ferring to the Carillon case out of Roanoke, Virgina which began in 1987. The ex-

penses fell into six categories: attorneys fees, consulting fees, economists' fees, public

relations, court reporters' fees and market research.
Nearly 60 percent of the total expenditures have been for attorneYs fees paid to

two law firms. But the $2.6 million doesn't include the costs of complying with the

government's request for documents before the suit. In the Carilln case, to comply

with two government requests, the hospitals handed over 150,000 pages of utilization

and financial records. It is estimated that the hospitals spent at least $1 per page re-
trieving, reviewing, copying and submitting the documents.
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I do not happen to believe that there is merely a misperception problem. Mr.
Chairman, in my testimony today I would like to make the case that the current anti-
trust review of hospital mergers and joint ventures is inherently flawed. My premise is
a simple one: Traditional antitrust principles do not apply to health care.

Antitrust policy and law enforcement must be evaluated in the context of hospital
market realities. Hospital markets are decidedly different from more traditional mar-
kets for goods and services.

Market concentration. Enforcement agencies (FTC and DOJ) assume that the
greater the number of hospitals in a market, the better health care consumers will fare.
In antitrust terms, the more "highly concentrated the market"-the fewer the hospitals
-the greater the antitrust risk.

Health care is a community-based service; most communities can only support a
small number of hospitals. However, the governments application of its market con-
centration standards makes it difficult for any consolidation in a community with 6 or
fewer hospitals to pass government scrutiny. Yet, many communities with 5 (or fewer)
hospitals exist with no adverse effect on consumers.

In fact, under traditional antitrust analysis, the most highly concentrated mar-
ket-the one hospital town (a "monopoly," in antitrust terms)-theoretically would
have the highest health care costs and prices. This is simply not the case, particularly
in rural areas.

Compeition. Enforcement agencies assume that all forms of competition always
benefit consumers; however, competition among hospitals does not necessarily result
in lower prices. Hospitals do not compete, and patients do not "comparison shop,"
based upon price.

Most patients are not directly affected by differences in hospital prices due to the
prevalence of third-party insurance coverage. Instead of competing on price, hospitals
compete on quality and services. The "medical arms race" generates costly duplication
of services and equipment, not lower prices for consumers.

In any event, the price of health care is largely dictated by the federal government
and sophisticated third-party payors. According to the American Hospital Association,
approximately two-thirds of the typical hospital's revenues comes from these sources.

In the past, Congress has acted to clarify related areas of antitrust laws. I have in-
troduced legislation, H.R. 2406, the Hospital Antitrust Act, which would address this
issue. H.R. 2406 would revise the government's current selection criteria, urging a re-
jection of blind reliance on market share data and more consideration of non-statistical
factors like cost savings and access.

Specifically, H R. 2406 would provide that certain hospitals be exempted from
standard review under the relevant antitrust acts, if they meet three criteria:

1. EligIble hospitals must be located in cities with a population of less than
125,000;

2. Eligible hospitals must rely on government resources (j.., Medicare and Medi-
caid reimbursements) for at least 40 percent of their total revenues; and

3. Eligible hospitals must demonstrate to the Health Care Financing Administra-
tion that government expenditures would be reduced and consumer costs would not in-
crease by consolidation of services.
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I know that our colleague from Nebraska, at the table with me today, Rep. Peter

Hoagland, will share with you another alternative in this area regarding state demon-

stration programs.
The point is that we must focus attention on hospital antitrust issues this year. In

the course of the debate on overhauling our entire health care system, we must not lose

sight of the important gains and savings that can be achieved by changing hospital an-

titrust policies.
The hard truth is that we may not achieve comprehensive health care reform this

year, but this may be an area where we can find consensus for reform and build upon

it in the next Congress.
Mr. Chairman, I applaud your efforts to tackle this complicated yet important issue

and I look forward to working with you in order to resolve tough problems in our

health care system. I hope you will join me in supporting legislation in this area as a

result of your findings from this series of hearings.
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REPRESENTATIVE STARK. Thank you both for taking your time to en-
lighten us. I appreciate it very much.

Our first panel is comprised of a group of experts in the hospital in-
dustry, including David P. Kaplan, President of Capital Economics; Rita
Ricardo-Campbell, Senior Fellow at the Hoover Institution; D. Kirk
Oglesby, Jr., Chairman, Board of Trustees of the American Hospital As-
sociation; and Don Ammon, Chairman, Board of Directors, Ukiah Val-
ley Medical Center...

We welcome these members as a panel to the Subcommittee, ask them
to use the Chair as a bad example, and limit their own opening state-
ments to no more than five minutes so that we can engage in a little more
informal discussion when you are done, submitting.your prepared state-
ments that will appear. in the record in their entirety in the hearing
record.

So, if you would care to enlighten me or expand on your written testi-
mony in any manner you are comfortable, we will start with Mr. Kaplan.

STATEMENT OF DAVID P. KAPLAN, PRESIDENT,
CAPITAL ECONOMICS

MR. KAPLAN. Thank you, Mr. Chairman, for the opportunity to ad-
dress the Subcommittee this morning.

I am president of a consulting firm here in Washington that specializes
in antitrusts, including mergers and acquisitions.

REPRESENTATIVE STARK. For everybody or just for hospitals?
MR. KAPLAN. For everyone. The Nation's hospital industry, represent-

ing 40 percent of health-care costs in this country, are encountering ever-
escalating costs, including the costs of goods and services purchased by
hospitals, payroll expenses, and the ever-increasing need for new and
more expensive equipment.

At the same time as costs increase, hospitals face dramatically declin-
ing revenue for a number of reasons. First, declining admissions. Admis-
sions have declined 14 percent in the last decade despite an increase in
U.S. population of some 10 percent.

Second, declining occupancy rates, standing today at less than 70 per-
cent nationally-the lowest level since World War II.

Third, the implementation of the prospective payment system that, as
we all well know, constrains revenues for some 35 to 40 percent of the
average hospital's revenue.

Fourth, increasing competition from numerous alternative medical
facilities.

And, finally, revenues are constrained by the so-called buying power
of large managed-care systems which purchase increasing amounts of
health care at lower costs.

These two factors-increasing costs and declining revenues-have
forced many hospitals to close and many others to experience serious
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financial hardship. According to recently released data, 1,500 hospitals,
or some 25 percent of all hospitals in this country, reported negative to-
tal margins in 1990. Many hospitals, in an attempt to control these esca-
lating costs, have engaged in mergers and joint ventures to reduce
duplicative high-cost facilities, decrease input costs and better manage
capital costs. This trend towards consolidation has been repeatedly en-
couraged by U.S. health care officials.

On the other hand, U.S. Government antitrust authorities, concerned
about the impact on competition of increased joint activity between hos-
pitals, have raised many obstacles to the completion of certain mergers
and joint ventures. These obstacles have included numerous time-
consuming and expensive investigations of planned mergers and the suc-
cessful litigation of certain attempted acquisitions-acquisitions stopped
by the government in Federal court.

Obtaining antitrust approval for a merger between two hospitals can
be quite a difficult task. Government merger enforcement standards are
outlined in merger guidelines that are published jointly by the Depart-
ment of Justice and the Federal Trade Commission.

Review of these guidelines and court cases brought by the agencies
over the last 12 years teaches us a few lessons about antitrust enforce-
ment related to hospitals. The lessons tell us how difficult it is for merg-
ers to get approval.

First, the government will define the market in which they review the
hospital merger or joint venture very narrowly: Acute care inpatient hos-
pital services in a highly localized area. The government will give little
credit to alternative care facilities-doctors' offices, clinics, etc.

Once the market is so narrowly defined-acute care inpatient services
in a local area-the merger between two local hospitals out of a total of
typically four or five will substantially violate the structural thresholds
that are based on market concentration established by the merger
guidelines.

The violations of these thresholds, based on government enforcement
policy and practice, cast many hospital mergers as seemingly anticom-
petitive. While it is true that the merger guidelines point out concentra-
tion data based on so-called HHI, are the starting points for competitive
analysis, the practical implications of high concentration data is signifi-
cant because it places a much higher factual burden on the parties to
overcome the negative competitive inferences created in the government's
view by the high concentration levels.

Having lived through this, Mr. Chairman, repeatedly, I can tell you
that those high numbers do change the burden substantially for the pro-
ponents of the acquisition.

One final point about government merger review. The government is
generally very skeptical of arguments that the merger or joint venture
will generate any cost efficiencies.
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Indeed, in the most recent hospital merger case stopped by the govern-
ment-University Health-the FTC argued to the court that the law rec-
ognizes "no efficiency defense in any form."

Recently, an FTC official stated in a speech:
Most efficiency arguments presented to the agency concerning hospi-
tals are speculation and entitled to little weight in merger review.

REPRESENTATIVE STARK. Do you agree with that?
MR. KAPLAN. No, I don't agree with that. Before integration, it is diffi-

cult to precisely determine all of the cost savings associated with a com-
bination of firms. I think the problem is that because those cost savings
are based on estimates contained in documents created by the parties, the
government is quite skeptical of those estimates and, in my opinion, give
too little weight to those particular points.

I am not surprised, given this environment, that hospital administra-
tors find themselves confused. U.S. Government health-care officials re-
peatedly encouraging them to consolidate, merge and engage in joint
ventures to lower costs.

On the other hand, the antitrust officials have raised serious obstacles
to these activities. These mixed signals are not helpful to a business com-
munity in need of clarity.

I am not suggesting, Mr. Chairman, by my remarks that antitrust en-
forcement should play no role in the review of hospital mergers. How-
ever, I do believe that antitrust authorities must pay special attention
when applying general merger standards to the highly complex, highly
dynamic health care industry. Some of these include the buying power of
managed-care third-party payers, government restraint of revenues
through the PPS system, the declining financial position of many hospi-
tals, the nonprofit status of certain hospitals, and the real cost savings
associated with many hospital mergers.

One last comment. One of the most troubling aspects of merger en-
forcement in this country is that the merger guidelines and enforcement
policy of the FTC and the Department of Justice are predicated on the
assumption that a smaller number of hospitals in a local geographic area
will result in higher prices, less nonprice competition, or a lower quality
of care. However, the research available in the public domain suggests
quite the opposite conclusion. A smaller number of hospitals are actually
associated with lower prices.

However, there are some who criticize these results as misleading or
incomplete. In fact, Judge Posner, in a case from the Seventh Circuit,
commented on this literature and expressed dissatisfaction with there not
being a full development of this particular issue.
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Given that enforcement policy at the agency is predicated on this one
particular assumption, I think it would be prudent for all parties to pay
more attention to this particular issue.

[The prepared statement of Mr. Kaplan follows:]
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EXECUTIVE SUMMARY
The changing structure of the hospital industry is a critical factor as our country

struggles to control increasing healthcare costs. It is imperative, at this time of dynamic

change, that U.S. government policy be clear, consistent, and be designed to improve

the quality of healthcare to all Americans at the lowest possible cost.
* Many hospitals have closed or are experiencing serious financial hardship,

limiting their ability to effectively serve the public.
* Encouraged by U.S. healthcare officials, many hospitals, in an attempt to control

escalating costs, have engaged in mergers and joint ventures to increase
occupancy rates, eliminate duplicative (high cost) facilities, decrease input costs,
and better manage capital costs.

* U.S. antitrust enforcement officials, however, have aggressively pursued a
program of carefully reviewing many proposed hospital combinations and, in

certain highly publicized court cases, prevented certain hospital mergers. In the
most recent court case brought by U.S. antitrust authorities, in response to
arguments by the merging hospitals that the combination would substantially
lower costs and improve efficiencies, the enforcement agency argued that the
"law" does not recognize any "efficiency" defense in a hospital merger.

* The community of health providers have expressed dismay and confusion at the

apparent mixed signals they are receiving from different representatives of the
United States government. As recently admitted by Dr. Wilensky, it is "not
helpful to have different branches of government working in opposing
directions."

* Positive steps need to be taken to coordinate the government's position on
hospital mergers and joint ventures, including better and enhanced coordination
between healthcare and antitrust authorities. In addition, meaningful empirical
research should be conducted on critical issues associated with hospital mergers,
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including the extent of cost savings associated with hospital combinations and the
actual relationship between hospital consolidation and prices.

L tNTRODUCTION
Healthcare costs in the United States are rising at an alarming rate. Hospitals are an

important part of the total picture representing approximately 40 percent of total health-
care costs. Over the last ten years in particular, hospitals have seen admissions fall, oc-
cupancy rates decline, competition increase dramatically from alternative care facilities,
experienced the imposition of prospective payment systems limiting revenues, and en-
countered significant increases in the costs of doing business (including payroll, the
costs of goods and services, and' the capital cost of increasingly sophisticated equip-
ment). In the face of these dramatic changes, many hospitals have actually closed or are
experiencing serious financial hardship, limiting their ability to serve the public.

Many hospitals, in an attempt to control costs and survive, have increasingly en-
gaged in mergers and joint ventures in an attempt to increase occupancy rates, eliminate
duplicative (high-cost) facilities, reduce input costs, and control capital costs. Much of
this merger-related activity has taken place with the approval of government healthcare
officials which have urged the hospital industry to find ways to economize, to eliminate
waste, and reduce the level of duplication. This government policy had included en-
couraging hospitals to merge and engage in other joint activity designed to reduce cost.

At the same time, however, antitrust authorities, including those at the Federal
Trade Commission and the Department of Justice, concerned about the impact of in-
creased joint activity between hospitals on competition, have raised certain obstacles to
the completion of many planned collaborations. These obstacles have included numer-
ous time-consuming and expensive investigations of planned mergers and the success-
ful litigation of certain attempted acquisitions. The highly publicized nature of the
action of U.S. antitrust authorities has also clearly increased the uncertainty and related
risk of hospitals engaging in joint activity, thereby mitigating the willingness of many
hospitals to engage in any attempt at possible cost-saving activity.

The apparent conflict between government healthcare officials and antitrust enforc-
ers was highlighted in the most recent case litigated by U.S. antitrust authorities. ES:
eral Trade Commission v. University Health. Inc., 938 F.2d 1206 (I Ith Cir. 1991) rYg
1991-1 Trade Cas. § 69,400 (S.D. Ga. 1991) ( Universiy Health"). In this case, the
Federal Trade Commission successfully blocked a planned merger of two hospitals in
Augusta, Georgia. The Commission claimed that a reduction in the number of hospitals
from four to three in the Augusta area (creating a hospital with 43 percent of the mar-
ket) was anticompetitive. The Commission, in response to arguments by the merging
hospitals that the combination would substantially lower costs and improve efficiencies,
argued to the Eleventh Circuit that "the law" does not recognize any "efficiency defense
in any form."' In other words, the FTC argued in this case that the main driving force
motivating many hospital mergers and combinations - lower costs and improved effi-
ciencies - is simply not relevant to a competitive review of the proposed acquisition.

Quite obviously, the positions of government healthcare officials and U.S. antitrust
authorities likely create a good deal of confusion among hospital administrators. This

I University Health at 2222.
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paper discusses this issue and suggests certain steps that could be taken to provide bet-

ter guidance to the business community.

11. TIH PROBLEMl COST COITROL
The cost of healthcare in the United States approximates $800 billion and repre-

sents over 13 percent of our Gross National Product ("GNP").' In other words, it costs

each American, on average, $3,057 for his or her health care.3 Since 1960, total health

spending, before adjusting for population changes and general inflation, has increased

an average of roughly 11 percent a year.' After adjusting for population and general in-

flation, the increase in real per capita health spending has been 4.75 percent per year
over the last 30 years. 3

The increasing cost of healthcare has generated a great deal of heated debate con-

cerning the primary causes of this alarming trend. The debate has centered around cer-

tain factors that may facilitate higher health care costs, including fee-for-service

medicine coupled with third-party payment, cost-based hospital reimbursement, tax ex-

emption of employer-provided health benefits, the malpractice liability system (argua-

bly providing incentives to providers to over-provide), and some argue, the tendency of
certain patients to "overconsume" healthcare (because many patients are insulated from

the actual costs of their healthcare purchasing decisions). We have also seen numerous
proposals all designed to ultimately control healthcare costs.

The nation's hospital industry, which represents approximately 40 percent of total

healthcare costs in the United States, has been buffeted by a number of factors limiting
available revenues and, therefore, increasing the importance of controlling the cost of

providing healthcare services. The institution of a Prospective Payment System

("PPS") utilizing DRG-based rates for Medicare patients, which compensates hospitals

an amount fixed according to each patient's particular medical problem, has limited the

revenue hospitals can generate with respect to such patients. These revenue constraints,

affecting approximately 35-40 percent of the average hospital's revenue, provide strong

incentives to hospitals to control the cost of providing these services (or shift these

costs to other users).' Similarly, hospitals have encountered intense and increasing

competition from numerous alternative medical facilities providing an ever-increasing
portfolio of outpatient services. This competition further reduces hospital revenues
again providing an added incentive for cost control. The "buying power" of third-party

payer's, through use of coordinated care systems and prepaid health plans, has also em-
phasized cost control as health groups shop for the least expensive combination of

healthcare services.

' G. Wilensky, Administrator of the Health Care Financing Administration, U.S. Department of
Health and Human Services, "Talking Points," Presented before American Nurses Association
(January 13, 1992), at 4.
Id

' R. Darman, Director, Office of Management and Budget, "Comprehensive Health Reform: Ob-
servations About the Problem and Alternative Approaches to Solution,' Presented to The House
Committee on Ways and Means (October 10, 1991) ("Darman"), at 14.

DaMan at 14-16.
6 This issue, of course, has created a great deal of debate concerning cost shifting. ix for exam-
ple, "Sullivan's Reform Suggestions Need to Be Based On Facts," Modem Healthcare (August 27,
1990), at 26.
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Certain factors have made it difficult, however, for hospitals to effectively minimize
healthcare costs despite declining revenues. Since the institution of PPS, hospitals have
suffered falling admission rates and declining occupancy rates.' These declines, in ad-
dition to changes in case-mix, the increasing cost of the goods and services purchased
by hospitals, and ever-increasing demand for new and more expensive technology has
exacerbated the need for cost control within the hospital system:'

Because of falling admission rates, total Medicare operating costs are being spread overfewer cases, resulting in a dramatic growth in costs per case. Other factors causinghigher costs per case include (a) increased input prices; (b) new technology and changes
in medical practice; and (c) changes in case-mix, as patients with less severe illness re-
ceive services as out-patients.'

Initially, hospitals were able to partially compensate for these changes by reducing
length of stay and furnishing services in less costly settings. Over time, however, these
"quick fixes" have not been able to offset increasing pressures on cost structures.

Many attempts by individual hospitals at cost containment have been hindered be-
cause of the high "fixed costs" associated with operating a hospital. The existence of
high fixed-cost assets places added emphasis on hospitals to increase levels of occu-
pancy which, as discussed above, has been an ever-increasing problem. Indeed, previ-
ous cost-based reimbursement policies of the federal government may well have
facilitated an overbuilding of hospital capacity, capacity which now sits idle.

Cost containment has also been hindered because, hospitals, in order to attract phy-
sicians (and their patients), have experienced enhanced incentives to purchase the best
(and highest cost) equipment, facilities, and amenities. Once these high-cost facilities
are in place, there is added pressure to utilize these assets in order to justify the initial
capital investment.'"

Within a particular geographic area, high levels of unused beds and the presence of
high-cost equipment may well make it difficult for individual hospitals to generate suf-
ficient cash flow to cover operating costs or justify continued capital investments.

IIL A PARTIAL SOLUTION: MERGERS AND JOINT VENTURES
Implementation of prospective payment and increased competition in the healthcare

sector have forced providers, particularly hospitals, to seek strategies that increase pro-
ductive efficiencies and reduce costs. One such strategy is to integrate business func-
tions through affiliation arrangements, joint ventures, and mergers among competing
hospitals. Such activities are designed to increase occupancy rates, eliminate duplica-
tive facilities, and generally increase the efficient operation of expensive facilities. In
1961, only five hospitals merged." Since 1980, between 40 and 60 mergers have oc-
curred annually and the trend is apparently increasing.'

Statistics highlighting declining admissions and occupancy rates are contained in Exhibit 1.
Statistics highlighting increasing hospital expenses are contained in Exhibit 2.
R. Leibenluft, "Development in Medicare Reimbursement for Hospital Services," HeallhiLawHandbook, l219 A. Gosfield, ed. (Clark Boardman Company: New York, 1989), at 29. Statis-tics highlighting the increase in outpatient visits is included in Exhibit 3.

'° It has also been argued that capital pass-through reimbursement policies associated with PPS
may well have facilitated the purchase of high-cost equipment
" E. Blackstone and J. Fuhr, "Hospital Mergers and Antitrust: An Economic Analysis," Journal fHealth Politics- Policy and I aw Vol. 14, No. 2, (Summer, 1989), at 383.
" D. Ettinger, "Mergers," Presented before the National Health Lawyers Association, Antitrust In
The Healthcare Field (January, l992)("Eaingcf at 1.
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A merger between competing hospitals may well increase productive efficiency by

permitting the generation of the same or greater output with fewer resources. The abil-

ity to consolidate hospital operations and gain the economies of joint operation are fos-

tered by geographic proximity. This is particularly accurate of clinical service

consolidations. In addition, hospitals in the same community frequently have overlap-

ping medical staffs. These overlaps facilitate interest in consolidation and contribute to

the probability that services actually can be joined and costs reduced.' 3

IV. A POTENTIAL CONFLICT: HEALTHCARE V. ANTITRUST
Much of the merger and joint activity between hospitals has been encouraged by

U.S. government healthcare representatives. Health and Human Services Secretary,

Louis Sullivan, M.D., has stated that hospitals must "find ways to economize and to

eliminate waste."' 4 Former Administrator of the Health Care Financing Administration

("HCFA"), Dr. Gail R. Wilensky, recently stated that "we've got to find sensible ways to

reduce [the] level of duplication. Sharing facilities and equipment is certainly one rea-

sonable strategy."' 5

The combination of competing hospitals raise certain issues, however, related to the

level of competition that will prevail in a particular geographic area subsequent to the

merger (or joint venture). The competitive concern focuses on whether the elimination

of a previously independent competitor is likely to result in higher prices, less non-price

competition, and less quality.
The Federal Trade Commission ("FTC") and Department of Justice ("DOJ"), which

jointly share responsibility for U.S. government merger enforcement, have, since 1980,

substantially increased their review of the competitive effects associated with hospital

mergers." There have been numerous government investigations of hospital mergers in

cities such as San Francisco, Knoxville, St. Augustine, and Manitowoc, among many

other areas.17 The FTC and DOJ have also challenged in court or in administrative

hearings a large number of hospital mergers. Many of these challenges have been

successful, L;" they prevented hospitals from combining facilities."

" The new Medicare PPS system, which replaced the cost-based reimbursement program, was de-
signed, in part, to facilitate efficient hospital operations and eliminate duplicative facilities. The
Senate report stated that the PPS system was "intended to reform the financial incentives hospitals
face, promoting efficiency in the provision of services by rewarding cost-effective hospital prac-
tices." S. Rep. No. 23, 98th Cong., Ist Sess. (1983).

' "Sullivan Seeks Tighter Cost Controls, Less Cost Shifting In Any Reform Package," Modem
Healihcare (August 20, 1990), at 3.

" "Collaboration: Hospitals Find That Working Together Is Tough, Rewarding and Vital," HoQapL
Ia (December 5, 1991) ("Colaboration"),at 25.
16 An action to challenge a merger could also be brought under state law. In 1987, the National
Association of Attomeys General ("NAAG") prepared a set of merger guidelines which purport-
edly embodied the enforcement procedures of its member states. (4 Trade Reg. Rep. CCH
13,405). Most enforcement activity in the hospital area, however, has taken place at the federal
level. EningMr at 47. t, however, North Carolina ex rel- Edmisten v. P1 A Asheville Inc 722
F.2d 59 (4th Cir. 1983), cert. denie 471 U.S. 1003 (1985) (the Attomey General of North Caro-
lina brought suit alleging that the acquisition of a private psychiatric hospital by a hospital system,
which would result in the system's ownership of all private psychiatric hospitals within the area
served by the Westem North Carolina Health Systems Agency, violated federal and state antitrust
laws.)

' T. Singer, "Mergers After Universily Health." Presented before the National Health Lawyers As-
sociation, Antitrust In The Healthcare Field (January, 1992), at 9.
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Many have complained that highly aggressive U.S. antitrust policy-challenging the
combination of hospitals which may reduce costs by increasing capacity utilization and
eliminating duplicative facilities-is inconsistent with the stated policy of U.S. health-
care officials. These officials have aggressively encouraged hospitals to explore every
avenue to reduce costs, including mergers, consolidations, and joint ventures.'9

The apparent conflict between the messages being delivered by different branches
of the United States government is not productive. Dr. Wilensky, previous Administra-
tor of HCFA, recently stated that it is "not helpful to have different branches of govern-
ment working in opposing directions."'0 The need for hospitals to reduce costs and the
potential advantages associated with hospital mergers is straightforward. The competi-
tive concerns of antitrust enforcers, however, may be less obvious and are discussed in
the next section.

V. ANTITRUST OVERVIEW OF HOSPITAL MERGERS
AND JOINT VENTURES
The most significant federal antitrust statute applying to mergers and acquisitions is

section 7 of the Clayton Act.2 ' Section 7 prohibits mergers and acquisitions of stock or
assets where "in any line of commerce in any section of the country the effect of such
acquisition may be substantially to lessen competition, or to tend to create a monop-
oly."' Prior notification to the Federal Trade Commission and the Antitrust Division of
a wide variety of merger and acquisition transactions, including certain joint ventures,
is required by section 7A of the Clayton Act.23 No "covered transaction" may be
consummated without compliance with section 7A and the implementing regulations
issued by the Federal Trade Commission,2' including the filing of a Notification and
Report Form and the expiration of a prescribed preacquisition waiting period, which
may be extended or shortened by the Commission or the Antitrust Division.'

IN These cases are identified in Exhibit 4.
'9 Some have complained that the federal government's enforcement policy with respect to hospital
mergers has been internally inconsistent, not challenging, for example, the merger of the only two
hospitals in St. Augustine, Florida while successfully challenging the merger of two hospitals in
Augusta, Georgia despite the existence of three other local hospitals. Jo Modem Healthcare (No-
vember 11, 1991) at 34. This issue is discussed in more detail in Section V.
20 Collaboration, at 25.
2 Mergers also may be challenged under section I of the Sherman Act (agreements which unrea-
sonably restrain trade) and in certain circumstances under section 2 of the Sherman Act (monopo-
lization, attempted monopolization, or conspiracy to monopolize). A, United States v. Rockford
Memorial Corp., 898 F.2d 1279 (7th Cir. 1990) =.di. Ill S. Ct. 295 (1990). Mergers may
also be challenged under section 5 of the FTC Act if they constitute an 'unfair method of competi-
tion." 15 U.S.C.§ 45 (1982).
22 15 U.S.C. § 18(1982). A great deal of debate has centered around the issue of whether section 7
of the Clayton Act has application to the combination of nonprofit hospitals. For a discussion of
this issue, se Eltinger. at 3-5; and W. Kopit and R. McCann, "Toward a Definitive Antitrust Stan-
dard for Nonprofit Hospital Mergers," Journal of Health Politics. Policy and Law, Vol. 13, No. 4,
(Winter 1988) ("Kopit and McCann"), at 647-654.
21 Hart-Scott-Rodino Antitrust Improvements Act of 1976, Pub. L. No. 94-435, § 201, 90 Stat.
1390 (codified as amended at 15 U.S.C. § 18a (1982). Failure to report when required can result
in civil penalties of not more than $10,000 per day.
24 16 C.F.R. §§ 801.1-803.90 (1983).
2 The firms must wait thirty days after the notification is filed before consummating the acquisi-
tion. If within that period, one of the agencies issues a "second request letter` asking for more in-
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The Justice Department has stated its enforcement policies in Merger Guideine

first issued by the Department of Justice in 1968 and replaced by another set in 1982,

and another in 1984.6 Also in 1982, the Federal Trade Commission issued a Statement

Concerning Horizontal Mergers to "highlight the principal considerations that will

guide its horizontal merger enforement."27 The Commission, in its Stateme n, indi-

cated that it would give "considerable weight" to the Department of Justice Merger

Guidelines.
On April 2, 1992, the Department of Justice and Federal Trade Commission issued,

for the first time, joint Horizontal Merger Guidelines (hereafter referred to as the

Merger Guidelines). These revised Merger Guidelin generally codify existing en-

forcement policy and more clearly explain how, in the view of the enforcement agen-

cies, mergers may lead to adverse competitive effects.

The "unifying theme" of the Merger Guidelines is that a "merger should not be per-

mitted to create or enhance market power or to facilitate its exercise."28 Market power

is defined in the Merger Guideline as the ability of a seller to profitably "maintain

prices above competitive levels for a significant period of time."' Put simply, the en-

forcement agencies are concerned that the loss of one competing hospital through

merger may lead to higher prices, less non-price competition, and a lower quality of

care.
The Merger Guidelines define markets, measure concentration, review entry condi-

tions, analyze other factors that characterize the market, assesses alleged efficiency

gains, and the possibility that but for the merger, either party to the transaction would

be likely to exit the market. A brief overview of how these factors are applied with re-

gard to hospital mergers is discussed below. 0

formation about the acquisition, it cannot be consummated for twenty days after the additional
information is provided. Actual reviews may well last 120 to 180 days, if not longer. For a fur-
ther discussion of these issues, m W. Miller, HI, 'What To Do When The Govemment Investi-
gates,' Presented before the National Health Lawyers Association, Antitrust In The Healthcare
Field (January, 1992).
26 2 Trade Reg. Rep. (CCH) § 4510 (1968); 47 Fed. Reg. 28493 (1982); and 4 Trade Reg. Rep.

(CCH) § 13,103 (1984).
27 Trade Reg. Rep. (CCH) § 73 (extra ed. No. 546, June 16, 1982).
2 M erger Guidelines, at 4.
29 id.

'° This discussion is presented in the context of merger review. Joint ventures among healthcare
providers may involve differing degrees of integration and control. If control is sufficiently organ-
ized such that the participants could behave as a single economic actor, the transaction would be
analyzed using standard merger analysis. "Antitrust In The Healthcare Field,' Remarks of Charles
A. James, Deputy Assistant Attomey General, Antitrust Division, United States Department of
Justice, Before the National Health Lawyers Association, Antitrust In The Healthcare Field (Janu-

ary 31, 1992) ("James Stateiment"), at 9. (Mr. James is presenting Acting Assistant Attomey Gen-
eral.) Conversely, if cooperative arrangements are less structured and meaningfully independent
activity is possible, "collusion would require coordinated actions beyond those provided for under
the venture, and thus the venture itself might not affect materially the likelihood of anticompeti-
tive behavior." IL at 10.

It should also be noted, however, that 'legitimate joint ventures" must 'share economic risks,"
"integrate operations' or 'produce new products." Id.L at 5. Arrangements that have no purpose
other than to accumulate the 'economic leverage of individual providers" may be prosecuted as
price-fixing agreements or market allocation schemes. Id.L at 6. A discussion of this issue is be-
yond the scope of this paper.
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Before moving ahead, it should be noted that both the Department and the Commis-

sion have emphasized that the analysis of hospital mergers is no different than the

analysis of mergers in other industries.3'

A. Product Market
The first step in merger analysis is the definition of the relevant market. The rele-

vant product market basically represents the products or services offered by the merging

firms, as well as the products or services that buyers view as good substitutes at prevail-

ing prices, and products or services to which buyers would switch to if the merging

firms and their competitors raised prices above competitive levels. As a practical mat-

ter, in defining the relevant product market in hospital merger cases, the DOJNFTC fo-

cus is upon the activities that comprise acute-care inpatient hospital services.
Hospitals provide a broad array of health-related services, including X-rays, clinical

tests, and nursing care, among many others. Many of these services are also available

on an outpatient basis from other providers, such as doctors' offices, clinics, urgent care

centers, medical laboratories, and ambulatory surgery centers. Such competition may

well suggest that defining a product market that excludes healthcare providers other

than hospitals is too narrow. This is precisely the position adopted by the district court

in United States v. Carilion Heath System ' 707 F. Supp. 840 (W.D. Va. 1989), aff

without ollinion, 892 F.2d 1042 (4th Cir. 1989) ( "Cariion"):
Providers of outpatient services compete with providers of inpatient services for the same
patients in a significant number of cases, [and] the court concludes that the relevant serv-
ice market for this case includes not only other inpatient hospitals but also various outpa-
tient clinics that treat medical problems for which patients might otherwise have sought
treatment in an inpatient hospital setting."
The enforcement agencies, however, have rejected this view. The more narrow

view of market definition in hospital merger cases is best expressed by Judge Posner in

United States v. Rockford Memorial Corp., 898 F.2d 1278 (7th Cir. 1990) cert. denied.

Ill S.Ct 295 (1990) ("Rockford"):
For many services provided by acute-care hospitals, there is no competition from other
sorts of provider. If you need a kidney transplant, or a mastectomy, or if you have a
stroke, heart attack or a gunshot wound, you will go (or be taken) to an acute-care hospi-
tal for inpatient treatment. The fact that for other services you have a choice between in-
patient care at such hospital and outpatient care elsewhere places no check on the prices
of the services we have listed, for their prices are not linked to the prices of services that
are not substitutes or complements."
Robert E. Block, Chief Professions and Intellectual Property Section at the Depart-

ment of Justice, concluded in a 1991 speech that in the "context of hospital mergers, the

pertinent inquiry is whether an attempted price increase resulting from an exercise of

" 'A New Concern In Health Care Antitrust Enforcement: Acquisition and Exercise of Market
Power By Physician Ancillary Joint Ventures," Prepared Remarks of Kevin S. Arquit, Director,
Bureau of Competition, Federal Trade Commission, Before the National Health Lawyers Associa-
tion, Antitrust in the Healthcare Field (January 30, 1992); and James Statemen at 7-9.

" Cariljm at 847. In its unpublished opinion affinning the district court, the Fourth Circuit in
Larilion held that "hospitals consist of a cluster of product markets, each with a different degree of
substitutability between inpatient and outpatient services. Thus, the answer to the question of
whether outpatient services should be included in the product market will vary with each type of
health care service at issue." Cazilign. 1989-2, Trade Cas. (CCH) 1 62,515. Judging the effect of
the merger as a whole, outpatient care must be considered, said the Fourth Circuit, because it was
"significant relative to the entire hospital." Id.

"R Rgd, at 1284.
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market power by hospitals in an area, would cause enough of their inpatients to substi-

tute out-patient care to defeat the price increase."3' He added:
Hospitalization is substantially more expensive than outpatient care, and because it is,

third-party payers will not pay for inpatient care unless it is truly needed. Therefore, it is

clear today that patients are hospitalized only when their doctors conclude that their con-

ditions cannot be treated safely and effectively on an outpatient basis. Given this fact,

patients whose conditions require hospitalization for treatment could not use outpatient
services as a substitute, in response to a significant increase in the price of inpatient care

and, as a result, acute inpatient hospital care is a relevant product market for antitrust
analysis."
Although it may be possible to convince a court that acute-care inpatient services

do not constitute a proper product market in which to evaluate the likely competitive ef-

fects of a merger, this argument will likely fall upon deaf ears at the FTC or DOJ.36

B. Geogranhic Market
The next step in the process is to define the relevant geographic market. The rele-

vant geographic market will generally include those firms, acting jointly, who could

raise price above competitive levels without losing such a large number of patients that

the price increase would prove unprofitable. Important data in this analysis includes

patient origin and destination statistics and how these patient flows might be altered if

local hospitals, subsequent to a merger, raised prices (or decreased quality) above com-

petitive levels. Other relevant factors include the location of hospitals in which physi-

cians have privileges and the available alternatives open to managed care operators,

among other factors.
The basic purpose of defining the geographic market is to identify the competitors

who could individually or collectively constrain the merging firms from exercising mar-

ket power. As explained by Charles Rule, former Assistant Attorney General for Anti-

trust at the Department of Justice, "if in response to a price increase at a rural hospital

enough consumers in the rural area would travel to a nearby city for healthcare so as to

render the increase unprofitable for that hospital, hospitals in the nearby city would be

included in the relevant geographic market."3 7

The ultimate conclusions reached by DOJ/FTC when defining geographic markets

related to hospital mergers is more difficult to define precisely than their position in de-

fining a relevant product market. Nevertheless, the DOJ/FTC position would tend to

appear to support more narrow--as opposed to broad--geographic markets. In Rock-

ford. consistent with Department arguments, the Seventh Circuit included within the

3 "Antitrust Enforcement In The Healthcare Field: A Report From The Department of Justice,'
Remarks by Robert E. Block, Chief, Professions and Intellectual Property Section, Before the

Fourteenth Annual National Health Lawyers Association (February 15, 1991) ("Block State-
ment"), at 15-16.

Id., at 16.
36 Other courts, however, have basically adopted the same position as articulated by Judge Posner

in Rockford. S, for example University Health, at 1210-1211. Moreover, it is possible that

DOJ/FTC may actually define even smaller service areas as separate markets. Si, for example,

United States v. Hospital Affiliates International Inc.. 1980-81 Trade Cas. (CCH) § 63,721 (E.D.
La. 1980), consent decree entered, 1982-1 Trade Cas. (CCH) § 64,696 (E.D. La. 1982).

" "Antitrust Enforcement and Hospital Mergers: Safeguarding Emerging Price Competition," Re-

marks of Charles F. Rule, Former Assistant Attorney General, Antitrust Division, U.S. Department

of Justice, Before the National Health Lawyers Association's Eleventh Annual Seminar on Anti-

trust in the Healthcare Field (January 21, 1988) ("Rule Statement") at 9.
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market only the hospitals to which Rockford area residents, as a practical matter, would
be likely to turn if the prices charged by the merging hospitals rose above competitive
levels. 3' In Carilion, on the other hand, the Fourth Circuit approved a broadly defined
market consisting of 16 counties, three independent cities of Virginia and three counties
of West Virginia (as opposed to one county and parts of four others in Rckford). 39
This definition was based on that area from which one of the merging hospitals drew at
least 100 patients a year.'

The DOJ, quite obviously, disagreed with this conclusion. Mr. Block concluded
that the Carilion test was "unrealistically broad" and ignored the "critical question" Lc.
"in the face of a price increase by the hospitals in the market" would enough patients
"switch to the outlying community hospitals in sufficient numbers to defeat the price in-
crease." 41 The DOJ/FTC position on geographic markets was best summarized by Mr.
Rule:

In most cases, the geographic market will be highly localized. This conclusion reflects
the strong needs and preferences of both patients and their physicians for convenience,
for prompt service in time of emergency, and for accessibility to relatives and others in
the community during a hospital stay."'
There may well be fact patterns, however, that would support a broader geographic

market in the view of DOJ/FTC officials. For example, as noted earlier, the FTC did
not challenge the merger of the only two hospitals located in St. Augustine, Florida.
According to certain press reports, the parties to that transaction argued that convincing
evidence (patient origin data, supported affidavits, etc.) demonstrated that the hospitals
in Jacksonville, roughly 30 miles away, competed in the same geographic market with
those in St. Augustine. The FTC may well have agreed with this position, and this con-
clusion would explain why-despite apparent conflicts with previous decisions--the
FTC decided not to challenge this acquisition.4 3

C. Market Concentration
Once the market is established, DOJ/FTC calculate industry concentration using the

Herfindahl-Hirschman Index ("HHI"). The HHI is calculated by adding together the
squares of the market shares of the firms in the market. The important HHI figures in
merger analysis are the HHI after the merger (post-merger HHI) and the increase in the
HHI caused by the merger. Using these two figures, the Merger Guidelin create
thresholds for analyzing mergers based on the HHI.

Mergers in markets with post-merger HHI levels between 1000 and 1800 and an in-
crease in the HHi of more than 100, as well as mergers in markets with post-merger

3" Rgkfd at 1284-1285.
19 CarilioU. at 847-48.
4O1

4' Block Statemen at 17-18.
42 RutlcStatcimii at 9. Indeed, Mr. Block suggests that in certain metropolitan areas, part of a
city may well represent a separate geographic market Block StemenL at 19-20.
41 It should also be noted that a hospital may serve product markets of different geographic scope.
In general, hospitals are likely to have a smaller drawing area for primary (basic acute-care) and
secondary care (acute-care and other more difficult medical problems) and a larger drawing area,
perhaps even national, for highly specialized tertiary care. Hospitals that provide tertiary care can
generally attract patients from a very large geographic market for these specialized services, but
may not compete with far-away hospitals for primary and secondary level acute inpatient care.
So RuleStatement, at 1O.
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HHI levels above 1800 and a post-merger increase of between 50 and 100 points, will

"raise significant competitive concerns" and will require a close analysis of competitive

conditions in the market. Mergers in markets with post-merger HHI levels above 1800

and a HHI increase of more than 100 will face a rebuttable presumption that they will

create or enhance market power or facilitate its exercise.'

Given the rather limited number of hospitals in many areas of the country, these

structural thresholds create a substantial burden on parties advocating the merger of two

competitive hospitals. Mr. Rule agreed:
It is clear that many of the hospital markets in this country fall into the highly concen-

trated category - that is, the HHi exceeds 1800. This is because towns and smaller cities
simply can not support the minimum number of independent hospitals that must be in a

market in order to keep the HHI level below 1800. For example, even if there were five
equally large hospitals in a community, the pre-merger Hil would still be 2000 points.
But many communities are just not that large, and it is not uncommon to find rather large
communities with a need for only 500 beds and no more than 2 or 3 hospitals supplying
those beds.

Consequently, when we are faced with a merger in a town or small city, we find that
the market has a post-merger HHil substantially above 1800, with a change of at least sev-
eral hundred points. For example, even if a merger moved a market from 5 equally large
hospitals to 4, the post-merger HHI would be 2800 and the increase would be 800."
The heavy reliance of DOJ/FTC on concentration statistics is predicated on the the-

ory that fewer numbers of hospitals will lead to higher prices, less non-price competi-

tion, or lower quality of service. However, the great majority of the literature which

addresses this issue suggests the opposite conclusion: prices for hospital services are

higher the larger the number of hospitals which exist in a given market.' In Carilion,

for example, statistical evidence was presented demonstrating that "as a general rule

hospital rates are lower, the fewer the number of hospitals in an area.""7 If this

empirical evidence is meaningful, it would suggest that the reliance placed on

concentration ratios by DOJ/FTC when attempting to predict the competitive impact of

a merger of two hospitals is misplaced.'

4 Moerga Guidelines. at 29-31. The pre-merger HHI level is established by adding the totals of
the squares of the "market shares" of all the competitors. For example, in an industry with ten
competitors who each have a 10 percent market share, the pre-merger HHIl level would be 1000.
[10 firms times 10 squared = 10 x 100 = 1000.] The increase in the post-merger HHI level is de-
termined. by doubling the product of the shares held by the acquirer and the target. Thus, if the
two companies have respective market shares of 5 percent and 10 percent, the merger would in-
crease the pre-merger HHi level by 100 points. [5 x 10 x 2 = 100]. This same figure can be ob-
tained by subtracting the pre-merger HHil from the post-merger HHl.

" Rule Statemant, at 12. This dilemma was also highlighted in a recent article concerning hospi-
tal mergers:

To understand the significance of these standards, a postmerger HHI of
2,800 might result from a merger of two out of five hospitals in a market
where each hospital had equal market share. In a three-hospital market, the
smallest value the HEi could have after a merger is 5,001. Generally, a
market would have to have more than six hospitals in order for a merger of
any two to produce an HHIl of less that 1,800. Obviously, only large com-
munities have as many as six hospitals; indeed, federal and state health
planning policies historically have discouraged the proliferation of hospital
facilities.

W. Kopit and R McC at 640.
46 Kopit and Mc~ann, at 645-646 for a review of this literature.

47 Carfinn at 846.

" Mr. Block, of the Justice Department, recently stated that a significant concen associated with



217

It has been suggested, however, that the available empirical data is, at the present
time, not sufficiently robust to support firm conclusions. In Rockford Judge Posner
observed: "It is regrettable that antitrust cases are decided on the basis of theoretical
guesses as to what particular market-structure characteristics portend for competition ...
We would like to see more effort put into studying the actual effect of concentration on
pzin in the hospital as in other industries. If the government is right in these cases,
then, other things being equal, hospital prices should be higher in markets with fewer
hospitals. This is a studiable hypotheses, by modern methods of multivariate statistical
analysis, and some studies have been conducted correlating prices and concentration in
the hospital industry .... Unfortunately, this literature is at an early and inconclusive
state."49

Therefore, it would appear prudent for all concerned parties to increase the level of
research in this critical area. Nevertheless, at the present time, hospital markets typi-
cally are relatively concentrated and, as a result, many mergers may be viewed as highly
suspect under the Merger Guidelines based on concentration data alone. Judge Posner
argued that the "government is not required to await the maturation of the relevant
scholarship in order to establish a pima fagk case." s

D. £nkr
Market share and concentration data, however, are only the first step in merger

analysis. An examination of many other relevant economic factors may well support
the conclusion that a particular merger or joint venture is no threat to competition. En-
try is one such factor. Indeed, modern antitrust analysis puts the conditions of entry in
an industry on a virtually even footing with characteristics of market structure such as
concentration. In fact, in some respects, conditions of entry take precedence over struc-
ture in that ease of entry can promote competition irrespective of underlying concentra-
tion statistics.5"

The enforcement agencies have generally reacted negatively to the prospect of new
entry foiling or disciplining any anticompetitive price increase facilitated by a merger of
two hospitals. DOJ/FTC officials generally point to state certificate of need regulation,
as well as the significance of economies of scale, as generally making entry by new hos-
pitals into many markets unlikely (in addition to the existence of substantial unused ca-
pacity at the present time). It should be noted, however, that certain states never had

hospital mergers is whether, after the merger, remaining hospitals continue to provide discounts to
third-party payers. Block Statem at 12. This is, of course, a legitimate concern but, again, it
would appear reasonable that the relationship between numbers of hospitals and levels of dis-
counts could be tested empirically. (In this regard, one should view cautiously any alleged studies
concerning the relationship between levels of discounts and numbers of hospitals which do not
control for the many other relevant factors that could impact this relationship.)
49 RokC at 1286.

Rockford. at 1286.
4' Rather than focusing on "barriers to entry," the proper focus is on analyzing ease of entry or the
likelihood of entry in response to noncompetitive pricing. Analyzing entry in terms of barriers can
be misleading in that many so-called barriers are often nothing more than requirements for entry
that entrants with varying degrees of ability can meet Requirements that may reduce the prob-
ability of entry are those with significant (relative to the scale of the business) fixed costs that can-
not be substantially recovered through resale in the event of exit. Highly specialized and costly
production equipment for which there is no resale market is an example; delivery trucks would not
be a good example because they can be readily used in a number of different businesses.
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certificate of need laws, others have eliminated these regulations, while still others have

relaxed existing obstacles to expansions of capacity.
Moreover, entry or expansion -- each having the effect of disciplining attempts to

raise prices above competitive levels -- can take other forms. For example, existing

hospitals could expand output. In Carilion, the district court concluded that certain

hospitals were using "substantially fewer beds than their licensed capacity and could

expand to their full licensed quotas without obtaining state approval."52 Other methods

of expansion could include certain hospitals expanding the number of services offered,

if not restricted by certificate of need laws, and thereby providing new competition in

the marketplace. Similarly, somewhat distant hospitals could attempt to attract in-

creased numbers of patients by more aggressively promoting their services in the rele-

vant local area, among other possible means of entry and expansion.

E. Other Factors
Parties to a proposed merger could also point to other factors that may well suggest

that a proposed acquisition or joint venture is not likely to be anticompetitive.53 For ex-

ample, there may be evidence that a particular hospital - not party to the merger - is a

"maverick" competitor unlikely to participate in any anticompetitive activity. Parties

could also emphasize that capacity is available to managed care providers--outside of

the facilities controlled by the merging parties--providing these buyers with sufficient

competitive alternatives to preserve existing discounts. Other relevant factors could in-

clude the increasing number of services provided by outpatient competitors, the com-

plex and dynamic nature of the cluster of heterogeneous services offered by competing

hospitals, and the general difficulties associated with attempts to raise prices above

competitive levels in the face of DRG-based rates and large buyers such as significant

managed care providers.54 (It should be noted, that the views of buyers such as these

concerning the likely competitive impact of a merger is quite important to the enforce-

ment agencies because they may well be adversely affected by any anticompetitive

conduct.)

F. Efficiencies
Most mergers or joint ventures between hospitals are motivated by the need and de-

sire to lower costs and become more efficient. Cost savings or efficiencies can be gen-

erated by spreading fixed costs over higher occupancy rates. Mergers can also lower

5 Car at 845.

These factors are discussed in great detail in the Merg Guidelines under the general heading of
"Competitive Effects.' S Mergcr Guidelines, at 3346.
" This argument was rejected in Hospital Cor. of America 106 FTC 361 (1985), n 807 F.2d
1301 (7thCir. 1986),L denied, 481 U.S. 1038 (1987):

But the role of the third-party payor is not quite that of a large buyer. The explicit
contract between the insurance companies and their patients, and the statutory and
regulatory obligations of government to Medicare and Medicaid recipients, require re-
imbursing patients for hospital services. Of course the insurer is not required to, and
no insurer does, reimburse the insured for whatever services are consumed, regardless
of price. But as a practical matter Blue Cross could not tell its subscribers in Chatta-
nooga that it will not reimburse them for any hospital services there because prices are
too high.

HCA, at 1391.
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costs if duplicative services are consolidated or eliminated, particularly in situations
where the hospitals have complementary strengths and weaknesses. For example, as
discussed by Mr. Rule, two "merging hospitals can lower total costs if Hospital A trans-
fers all of its obstetric and pediatric care to Hospital B and Hospital B transfers it psy-
chiatric and substance abuse units to Hospital A."5" Other possible savings may be
generated by lowering input costs and reducing capital costs.

The Merger Guidelines recognize the relevance of efficiencies and DOJ/FTC will
consider such claims when exercising its prosecutorial discretion.' However, there is
some serious question as to how much weight these potential efficiencies will receive
when presented to the enforcement agencies. First, DOJ/FTC will "reject claims for ef-
ficiencies if equivalent or comparable savings can reasonably be achieved by the parties
through other means."57 For example, as discussed by Mr. Rule, if hospitals can lower
the cost associated with laundry and laboratory operations or with purchasing medical
supplies by entering into third-party contracts or joint ventures, these same efficiencies
generated by a merger will be given no credit.58 As Mr. Arquit, Director of the Bureau
of Competition at the Federal Trade Commission, stated in April, 1992: "Comparable
cost reductions that could be achieved in other ways, such as through a merger or joint
venture with a different firm, are not cognizable efficiencies."' Mr. Arquit also con-
cluded that efficiencies not passed on to consumers would not be given any meaningful
hearing.'

Moreover, Mr. Arquit argued, the FTC "seldom see a cogent efficiency justification
argument, usually because these 'stories' are not backed by credible facts."6' Many effi-
ciency arguments, according to Mr. Arquit, are purely "speculation." Mr. Arquit pro-
vided the following example to support his position:

The speculative nature of claimed efficiencies is revealed in a recent followup report on a
certain hospital merger. Over the objection of the Justice Department, the district court
allowed a merger of two hospitals to proceed in Roanoke, Virginia, [cailim] in part be-
cause of claimed efficiencies. Now, nearly two years after the merger, an effort has been
made to determine if the efficiencies have been achieved. So far, the answer appears-to
be no. According to a recent article, [in prices rose after the merger
and remain above premerger levels, although the extent to which the price increases result
from the exercise of market power is unclear. While there remains hope that efficiencies
will be achieved, the article reports that the premerger estimates of the costs and time
necessary for accomplishing the efficiencies were substantially underestimated."
Of course, at the time of merger, prior to actual integration, planned efficiencies

must be based on estimates. They should not be discarded for this reason. Moreover,
the fact that actual savings take time to materialize is not a reasonable basis for dis-
qualification. Most disconcerting, however, is the apparent lack of actual empirical

'Rule Statement at 17.
56 IMerger iuidelines, at 55-56; and "Further Thoughts On The 1992 U.S. Government Horizontal
Merger Guidelines," Prepared Remarks of Kevin S. Arquit, Director, Bureau of Competition, Fed-
eral Trade Commission, Before the State Bar of Texas (April 24, 1992) ("Arquit Texas Speech"),
at 9-14.

57Merer Guidelines, at 56.
Rule Staternent at 14-15.

59 Arguit Texas Speech at 10.
6IL at 11.
61 a, at I 1.
62 IL, at 12-13, (footnotes deleted).
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evidence to support the position that this particular hospital merger-or the many other

combinations of hospitals over the last ten years-have not generated actual cost sav-

ings. The article cited by Mr. Arquit is devoid of any reliable statistical data concerning

the performance of these hospitals.' As with the issue of the relationship between the

number of hospitals and pricing, there would appear to be a need for serious empirical

research concerning the issue of hospital mergers and cost savings.

The enforcement agencies' hostility to efficiency arguments in the hospital area

manifested itself in University Hea1th. In this matter, involving the proposed merger of

hospitals in Augusta, Georgia, the FTC argued that the acquisition would reduce the

number of competitors in the market from five to four and increase concentration unac-

ceptably. The Eleventh Circuit granted an injunction to the FTC, reversing the lower

court's ruling, and the parties abandoned the transaction. In this matter, in response to

efficiency arguments advanced by the parties, the FTC argued to the Eleventh Circuit

"that the law recognizes no such efficiency defense in any form."64 Although the Elev-

enth Circuit rejected the FTC's argument, concluding that an efficiency defense is ap-

propriate in certain circumstances, the FTC's position highlights an obvious hostility to

the main driving force motivating hospital combinations. Similarly, the FTC claimed

that the parties' apparent representation that duplicative facilities and resulting costs

would be reduced by the merger--another apparent motive for certain hospital mergers-

was anticompetitive because it evidenced an intent to reduce non-price competition.' 5

G. Fafling Firm
Many merging hospitals also argue that absent the merger, one of the hospitals will

exit the market. This so-called "failing firm" argument is also recognized as relevant to

merger enforcement in the Merger Quidelin s.' This argument, however, similar to the

response to efficiency claims, is apparently not viewed in high regard by enforcement
officials. Mr. Arquit recently observed:

Evidence allowing us reasonably to predict the future effects of recent or ongoing
changes in the market-such as a vital new technology that the firm lacks but its competi-
tors possess-will be taken into account in interpreting market concentration data. Seri-
ous and sustained financial difficulties may be a symgtgm of a firm's more fundamental,
structural disadvantages that undercut the firm's future competitiveness, and they will be
relied upon as such. What is necessary under this section, however, is evidence of the ac-
tual structural disadvantages that in turn may prevent a company in financial difficulty
from being a strong competitor in the future. It must be emphasized that the financial
data, by itsel does not establish structural disadvantage.
In order to successfully mount a failing firm defense, a party must demonstrate that

(1) the allegedly failing firm would be unable to meet its financial obligations in the

near future; (2) it would not be able to reorganize successfully under Chapter 11 of the

63 The article also points out that Carilion has embarked on a program to consolidate many serv-
ices (including pediatric services, obstetrics, and gynecology services, among others), that the
business community has not complained about the prices or service offered by the newly com-
bined entity or that the most direct competitor of the merged entity complains bitterly about the
enhanced competition from Carilion and, in response, has begun an open-heart surgery program,
opened a surgical intensive-care unit, opened two operating-room suites, and expanded its in-
patient oncology services.
"4 University Health. at 1222 (emphasis added).
6
) IL at 1220.

6Merger Guidelines. at 56-58.
67 AEiuit Texas Speech. at 16.
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Bankruptcy Act; (3) it has made unsuccessful good-faith efforts to elicit reasonable al-
ternative offers of acquisition of the assets of the failing firm that would both keep its
tangible and intangible assets in the relevant market and pose a less severe danger to
competition than does the proposed merger, and (4) absent the acquisition, the assets of
the failing firm would exit the relevant market.68

VI. POTENTIAL POSITWE STEPS
Certain actions would help facilitate a rational and coordinated response to the dif-

ficulties now encountered by many hospital administrators as they try to respond to the
increasing pressure to reduce cost through consolidation and elimination of duplicative
facilities. These steps include:

1. Enhanced Coordination Between Government Healthcare Officials and Repre-
sentatives of the DOJ and FTC. There would appear to be an apparent con-
flict in the positions articulated by agencies such as HCFA (encouraging
mergers, sharing facilities, and eliminating duplicative facilities) and the
DOJ/FTC rejection of these arguments as insufficient to overcome certain
competitive concerns. This apparent conflict can be mitigated, in part, by im-
proved communication between the respective agencies. Certain public re-
ports suggest such cooperation is taking place and it should continue on a
regular basis.'

2. Enhanced Communication Between Representatives of the Hospital Industry
and DOJ/FTC Officials. An open exchange of ideas would reduce uncer-
tainty between government and private officials concerning the relevant fac-
tors critical to hospital competition and survival and how the government
views the importance of these various factors. Certain public reports suggest
such meetings have taken place and they should continue on a regular basis.'

3. Pass Legislation Related to Production Joint Ventures. Acting Assistant At-
torney General James recently urged the implementation of legislation pro-
posed by the Administration related to production joint ventures. The
legislation would clarify the fact that legitimate production ventures would
receive rule of reason treatment under the antitrust laws. Mr. James com-
mented that such legislation "would likely apply" to "arrangements among
healthcare providers to jointly operate certain high-cost equipment, where it
would make little economic sense for each provider to have its own.""

4. Consider Seriously S. 2277. the Hospital Cooperative Agreement Act. The
purpose of this Act is to "encourage cooperation between hospitals in order to
contain costs and achieve a more efficient healthcare delivery system through
the elimination of unnecessary duplication and proliferation of expensive
medical or high technology services or equipment." The Act would establish
and award ten 5-year grants to "facilitate collaboration among two or more

61 IAL% University Heall at 1221 for a discussion of the failing firm defense.
' 9= Collabotig at 25 (discussing meetings between representatives of HCFA and DOJ/FTC
to discuss hospital merger policy).
' 1ad (discussing meetings between representatives of the American Hospital Association and
DOJ/FTC officials to address antitrust policy).
71 IaMCStAIa L at 13.

60-211 0 - 93 - 8
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hospitals" and to study how cooperative ventures "result in a reduction in
costs, an increase in access to care, and improvement in the quality of care
with respect to the hospitals involved."

5. Enhance Research Efforts of Actual Cost Savings Associated With Completed
Hospital Mergr. As discussed previously, much of the debate concerning
the importance of cost savings associated with hospital combinations appar-
ently takes place without rigorous and systematic statistical evidence of actual
experiences. Such evidence should be gathered and closely analyzed.

6. Enhance Research Into the Relationship Between the Number of Hospitals
and the Level of Prices. Non-price Competition. and Quality of Service. As
discussed previously, this important element of merger enforcement as it re-
lates to hospitals requires more significant research efforts.

There have been other proposals that should be viewed cautiously. For example,
certain legislation has been introduced, H.R. 2406, which would grant apparent anti-
trust immunity to mergers between hospitals meeting certain conditions. One such con-
dition is that HCFA would grant a certificate specifying that "Federal expenditures
would be reduced, and consumer costs would not increase." Such legislation may well
create great debate as to which hospitals might qualify for the exemption, thereby creat-
ing greater uncertainty for some members of the business community. It also would ap-
parently transfer some form of antitrust review from current enforcement agencies to
HCFA. Neither outcome is necessarily desirable from a public policy standpoint.

In a more general sense, there should be an increased emphasis on promoting
proper incentives (linking costs and benefits) to relevant economic actors in the health-
care field, including the possible increased use of managed or coordinated care, for ex-
ample. Similarly, restrictions on competition such as limitations on entry should be
carefully reviewed to determine if elimination of such restraints would, again, provide
for greater competition in the healthcare industry. All proposed changes should be di-
rected at removing patients' insulation from the actual costs of their healthcare purchas-
ing decisions.

VIL CONCLUSION
Rising healthcare costs in the United States represent a serious threat to our long-

term economic viability. At current levels of growth, public and private healthcare
spending would represent 16 percent of GNP in the year 2000 and 26 percent of GNP
by 2030. Medicare (Parts A and B) presently represent 9 percent of the federal budget
and is projected to exceed 27 percent by the year 2025. These trends, quite obviously,
cannot continue.

It will take many individual actions to arrest this trend. One critically important ac-
tion is to create an environment in which hospitals can merge, consolidate facilities,
eliminate duplicative facilities, and jointly share equipment in a manner which both
substantially lowers healthcare costs and does not meaningfully threaten a high level of
effective competition between healthcare providers.
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EXHIBIT 1

ADMISSONS IN U.S HOSPITALS
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EXHIBIT 2

TOTAL EXPENSES AT U.S HOSPITALS
1 900 -1990
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EXHIBIT 3
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CHALLENGED HOSPITAL MZRGER CASES: U.S. GOVERNMENT

1. 1980 [DOJ]

2. 1984 (FTC]

3. 1985 [FTC]

U.S. v. Hospital Affiliates Int'l. Inc., 1980
- 81 Trade Cas. (CCH) 63,721 (S.D. La. 1980),
consent decree entered, 1982-1 Trade Cas.
(CCH) § 64,696 (E.D. La. 1982)

- attempted merger of two psychiatric
hospitals

- preliminary injunction enjoining
merger

American Medical International, 104 FTC 1
(1984) (order modified 104 FTC 617 (1984) and
107 FTC 310 (1986))

- FTC Administrative proceeding
- Acquisition of French Hospital in
city/county of San Luis Obispo,
California

- Consent order: divestiture of French
Hospital

Hospital Corp of America, 106 FTC 361 (1985),
aff'd. 807 F.2d 1381 (7th Cir. 1986), cert.
denied, 481 U.S. 1038 (1987).

- FTC Administrative proceeding
- Acquisition of several hospitals by
proprietary hospital chain in
Chattanooga, Tennessee

- Consent order: divestiture of two
hospitals, termination of management
contract with third

4. 1985 (FTC] Hospital Corporation of America, 106 FTC 298
(1985) (consent order modified 106 FTC 609
(1985))

Acquisition of Forum Group, Inc.
hospitals
Consent order required divestiture of:
2 psychiatric hospitals, Norfolk, VA
1 acute care hospital, Midland/
Odessa, Texas
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5. 1987 [DOJI

6. 1989 [DOJ]

7. 1989 [FTC]

8. 1990 [FTC]

9. 1990 [DOJ]

10. 1991 [FTC]

U.S. v. National Medical Enters., 1987 -
1 Trade Cas. (CCH) 67,640 E.D. Cal. 1987)
(consent decree)

- attempted merger in Modesto, CA

U.S. v. Carilion Health. System. Inc. 707 F.
Supp. 840 (W.D. Va. 1989), aff'd 892 F.2d
1042 (4th Cir., 1989)

- attempted merger of two hospitals in
Roanoke, VA

- merger approved

Adventist Health System/West. 5 Trade Reg.
Rep. (CCH) 22,761 (FTC complaint, Nov. 7,
1989)

- Acquisition of for-profit hospital by
non-profit chain in Ukiah, California

- ALJ dismissed complaint, lack of
jurisdiction

- reversed by Commission
- stay pending Court of Appeals ruling
on jurisdiction

The Reading Hospital. C-3284 (FTC consent
order issued April 20, 1990, 55 Fed. Reg.
15,290 (April 23, 1990))

- merger of two-hospitals into a new
corporation in Reading, PA

- Consent agreement: affiliation
terminated

U.S. v. Rockford Memorial Corp.. 898 F.2d
1278 (7th Cir. 1990), cert. denied. 111 S.Ct.
295 (1990)

- attempted merger between two
non-profit hospitals in Rockford,
Illinois

- merger stopped (preliminary/permanent
injunction)

FTC v. University Health. Inc., 938 F.2d 1206
(11th Cir. 1991), rev'g 1991-1 Trade Cas.
69,400 (S.D. Ga. 1991)

- attempted merger of two non-profit
hospitals in Augusta, Georgia

- preliminary injunction denied by
district court on merits, FTC
jurisdiction upheld

- preliminary injunction issued;
transaction abandoned
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REPRESENTATIVE STARK. Ms. Ricardo-Campbell, please proceed.

STATEMENT OF RITA RICARDO-CAMPBELL, SENIOR FELLOW
HOOVER INSTITUTION

Ms. RICARDO-CAMPBELL. Thank you. I am a senior fellow at the Hoo-
ver Institution at Stanford University. I used to work for the House
Ways and Means Committee many, many years ago.

REPRESENTATIVE STARK. You certainly seem to have gotten over that
without any noticeable side effects.

Ms. RICARDO-CAMPBELL. Thank you for inviting me.
I stress that I am not a lawyer. I am an economist. To me, a hospital

organization is a business like any other business. Now, there may be
some slight differences, but they are not noticeable to an econo-
mist-prominently noticeable-whether they are for profit or they are
not for profit. Either way, I think the hospital is out to make money.

I point out, it is health care that is the expanding industry in the United
States and also that it is fairly profitable, on average. If you look at your
investment sheets, you will see that the operating margins on all hospi-
tals averages 2.9 percent and in Kaiser, which is a nonprofit hospital, it
was about 5 percent. All these figures

REPRESENTATIVE STARK. Kaiser?
Ms. RICARDO-CAMPBELL. Kaiser.
REPRESENTATIVE STARK. They are not really a hospital.
Ms. RICARDO-CAMPBELL. They own their hospitals. That is how they

make money.
Let me go into this a little bit at the end. That is a vertical merger.
I believe that the informed consumer can monitor the markets. I define

the informed consumer as not only as you and myself and others but as
the business firm that is paying the very large proportion of the bill. I
brought along an item written by me called, "Business, Health Care
Costs, and Competition," which I think people here might well read to
get some information.

The big opposition to a merger are the people who feel that they will
lose their job. That is always the opposition. It doesn't make any differ-
ence whether it is a business firm in the sense of making cars, airplanes,
hospitals, or whatever they are doing.

I point out that I am for the idea of having more hospitals merge.
Fifty-four percent of community hospitals and 60 percent of the hospital
beds that are in hospitals are in chains or hospital systems. These have
already been merged.

I am in agreement with people arguing that there should be some ex-
emption in the hospital sector under antitrust. When I served on the
Health Services Industry Committee in 1971 through 1974, it was very
seriously discussed that if a hospital had less than a 50 percent occu-
pancy rate that it should be forced to close.
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REPRESENTATIVE STARK. Do you think that was a good idea?
Ms. RICARDO-CAMPBELL. Yes. I think it is usually a small hospital with

low occupancy rate that can't make it. And that is the one big difference
between a hospital and regular business. When you are not making it,
you haven't got tax dollars to keep you in business.

The total number of hospitals that closed in 1991 was 45, and their
average size was 73 beds.

REPRESENTATIVE STARK. Do you know why half of them closed, of
those 45?

Ms. RiCARDo-CAMPBELL. No, I don't.
REPRESENTATIVE STARK. The doctor died or moved out of town. And the

other half merged or became a nursing home or something else.
Do you know how many hospitals there are? Six thousand. Does it

sound like a death rate that would concern you?
Ms. RICARDO-CAMPBELL. That is -what the problem is. Some of these

hospitals should go out of business, in my opinion.
REPRESENTATrVE STARK. All right.
Ms. RICARDO-CAMPBELL. I believe that the geographic area from which

hospitals are drawing their patients is greatly increasing, and that is due
to the greater availability of medical information through the national
news periodicals, through CNN television, faxes and personal computer
searches. If you notice the US. News and World Report of June 15 of
this year, it describes 16 top medical specialties and the top hospitals for
these specialties in the United States.

REPRESENTATIE STARK. Who was the champion of champions in that
article, do you recall? The best of the best. Was it in US. News?

Ms. RiCARDO-CAMPBELL. It was US. News and World Report.
REPRESENTATIVE STARK. It was Johns Hopkins. The best of the best was

Johns Hopkins. We are going to talk about that later.
Ms. RICARDO-CAMPBELL. I computed the average number of beds; over

580 beds- per hospital, and five were over 1,000-bed hospitals. These are
the hospitals that make money because they are large enough that they
can shift their costs from one class of payer to another class. That, I
would be happy to answer questions on.

The increasing level of technology means that hospitals need more ac-
cess to capital, and a small hospital doesn't have the access to capital to
purchase the expensive MRI and usually cannot specialize.

REPRESENTATIVE STARK. Okay.
Ms. RICARDO-CAMPBELL. The material sent to me had a case of the

Southern Illinois University Medical School, which had a prohibition on
staff doctors admitting patients to competing hospitals. I can't under-
stand why that is accepted. I think what we need is competition among
hospitals, and if the information were out to consumers about-

REPRESENTATIVE STARK. What are the hospitals going to compete for?
Ms. RIcARDo-CAMPBELL. The patients. They are competing for patient

volume.
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REPRESENTATIVE STARK. How does the patient decide which hospital to
go to?

Ms. RICARDO-CAMPBELL. Referral, what his friends tell him, what he
reads in the news, and what his physician tells him-the staff physician.
But that is changing.

REPRESENTATIVE STARK. You think so. Do you want to spend a weekend
with me in Duluth, Minnesota, if they offered us a special suite? We
wouldn't go to a hospital unless somebody told us to. You wouldn't.

Ms. RIcARDo-CAMPBELL. Basically, people read that-
REPRESENTATIVE STARK. They read all about it. If it is a death trap, if it

is Capitol Hill Hospital, or if it is Bethesda Naval Hospital, you, say,
wait a minute, doctor, isn't there someplace else?

Ms. RICARDO-CAMPBELL. The business firms are concerned that their
employees

REPRESENTATIVE STARK. We will let that part settle for a minute. Go
ahead.

Ms. RICARDO-CAMPBELL. I am getting a lot of calls from GAO on busi-
ness firms, and basically they have been negotiating directly with hospi-
tals for a form of DRG, covering both the hospital and physician.

I think that these charges are volume discounts, and hospitals just
can't give everybody a volume discount and make any money. That is
one of the biggest problems. You have Medicare and Medicaid. Every
payer gets a volume discount.

I believe what is missing in the proposal, as you mentioned, are joint
ventures. I have been on corporate boards-a source of income. A joint
venture, which I am worried about, is that hospitals are competing by
purchasing group practices. They are merging vertically.

REPRESENTATIVE STARK. They are purchasing patients.
Ms. RICARDO-CAMPBELL. That is purchasing patients, but I am worried

about it.
REPRESENTATIVE STARK. How do you feel about being traded around

like a pork belly? Doesn't that bother you some?
Ms. RICARDO-CAMPBELL. I think it is very interesting.
I come from California across the Bay on the other side. A year ago,

El Camino Hospital in Los Altos was in the newspaper that it was merg-
ing with two other groups-Shoreline and some other group-and this
was protested by the community. Under the California law a hospital
district can apparently transfer all the assets for more, or some money, to
the medical groups and/or the newly-formed foundation. I am concerned
about foundations doing that.

This resurfaced just as I left.
REPRESENTATIVE STARK. There are guys in Los Angeles who made a

couple hundred million dollars in a recent deal that was so bad that it
would make you throw up, under the guise of a nonprofit charitable op-
eration. And that is troublesome.
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Ms. RICARDO-CAMPBELL. I will just close with the Subcommittee's re-
quest to comment about merger policy of hospitals, depending upon what
the national health policy might be. This is, to me, rather difficult except
to state that uncertainty in business is a very bad feature. If you don't
know if you are going to have price controls, if you don't know if you are
going to be slapped with a legal suit, those are the things that interfere
with running a hospital. I hope that Congress by the year 2000 has a new
national health policy.

Thank you.
[The prepared statement of Ms. Ricardo-Campbell follows:]
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PREPARED STATEMENT OF RITA RICARDO-CAMPBELL

First, let me state I am not a lawyer, but an economist. To me, and to most business
people, a hospital is a business organization that may be a for-profit or non-profit insti-
tution. Either way, the hospital seeks to make money.

I was initially asked to focus on public perceptions of hospital mergers. In general,
the great increase in the number of business mergers during the 1980s has made the
public more accepting of mergers. Perceptions differ by demographics and by where
one lives, as for example, whether in a semi-rural, two-hospital town or in a large met-
ropolitan center as San Francisco with a much larger number of hospitals. As in all
cases of mergers, the main opposition to a specific merger is by those individuals who
anticipate losing their jobs as a result of the proposed merger. It is probably not per-
ceived that the potential job loss when hospitals merge may be as great as when, say,
banks merge and several branches are closed. For example, 382 branches of the Bank
of America in its Security Pacific, 1992 consolidation' are expected to close. Each
branch has, relative to hospitals, few employees. For comparison, in 1991 there were
nationwide only 45 community hospital closures, each averaging only 73 beds. The to-
tal closed represent-less than one percent of this hospital class.

Hospitals usually do not have branches or even draw on a broad patient geographic
area that spreads across several states. However, some very prestigious hospitals that
offer high-quality care and often in well-defined specialties, do draw patients from far
away, and even patients from outside the United States.

With the greater availability of comparative medical information through national
news, periodicals and personal computer searches, the geographic area from which
many hospitals draw is increasing. The June 15, 1992, US. News and World Report
details the best, in a quality sense (measured by interviews with 1600 top physicians
randomly selected from 146,125 board certified specialists), U.S. hospitals by 16 medi-
cal specialties giving for each hospital the number of beds; daily rates of semi/private
and intensive care; registered nurses per bed; interns and residents per bed, etc. The
greater the impact a disease has on a person's functioning, the more likely that person
will seek the best care within United States. This is, of course, more true for the well
educated person who has either insurance or other ability to pay. For a competitive
market to work it is only a small percent of consumers who need to be informed and ex-
ercise choices at the margin. Rethinking about the area of competitiveness among hos-
pitals for such disease categories as cancer, neurological disorders, eye disorders,
urology and cardiology is needed. In life-saving, true emergency situations, there is no
opportunity to shop but over 80 percent of medical care does not have the time urgency
of a true emergency.

Health and Human Services (HHS) published in 1987, for the first time, mortality
outcomes of hospitals by diagnosis and geographical area and compared them to ex-
pected mortalities given patients' ages and medical histories. Although the data are
criticized by some hospital administrators because it is claimed that they are not suffi-
ciently corrected for the differences in severity of illness within the patient mix of a spe-
cific hospital, these now annual data do yield broad rankings of hospitals by quality

San Francisco Chronicle. May 28, 1992, p. Cl.
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within a community and among specialties. By providing information they make the
market for hospital care more competitive.

A study published in the June 6, 1990, issue of the Journal American Medical As-
sociation (JAMA) analyzed 1983 data (that is before these specific outcome data were
available) in three areas of California and found that although proximity is a major de-
terminant of the patients hospital choice that a "lay referral network" using quality
played "an important role in choice of hospital" although distances and charges were
somewhat more important 2 The San Francisco competitive hospital market area was
defined to include from Santa Rosa in the north to beyond San Jose in the south."'
With about 70 hospitals in this 1983 San Francisco area the area seemed to be over-
bedded. Since then many mergers with accompanying specialization have occurred and
more will. This is true nationally. Modern Healthcare of May 18, 1992, reports that
there are "311 health care systems," which account for 54 percent of the nation's com-
munity hospitals and 60 percent of their staffed, acute-care beds in 1990. (p. 38) Small
hospitals have lower occupancy rates and on average poorer outcomes because a spe-
cific operation is not performed enough times to maintain skills. Among the US. News
and World Report article identifying 43 high-quality hospitals, the average bed size was
581.5 and this computation includes the two rehabilitation centers and one, eye clinic
each with less than 100 beds. There were five hospitals with over 1000 beds. Small
hospitals are less viable because expensive medical technology has become more im-
portant. As the information explosion spurred by computers and faxes, CNN television
and weekly periodicals continues, the geographic area of competition among hospitals
grows larger.

It is usually the smaller, less specialized hospitals that are being bought by hospital
systems, and very few are closed down. The public perceives that small hospitals are
less viable because on average they give poorer quality care. They do not have the lat-
est expensive equipment and operations are performed less than the optimum number of
times to maintain expertise. On the other hand, in sparsely populated rural areas the
public may oppose a merger as in a two-hospital town, which will then have no in-town
competition because other hospitals are perceived to be too far away.

Hospitals are experiencing rapid changes in their overall economic climate. More
and more medical procedures are being done out of the hospital, many on an out-patient
basis and the increasing level of technology requires access to large amounts of capital.
Many hospitals are contracting directly with large employers, thus bypassing middle-
men. Some hospitals are seeking to merge with other hospitals in order to deliver medi-
cal care more efficiently by specializing. All try to keep their hospital beds occupied.
Linkages with highly specialized regional centers are increasing. For example, hospi-
tal helicopter flights to specialty bum units and other trauma care are viable. The occu-
pancy rate of community hospital beds is still below 70 percent.

2 Harold S. Luft et al., "Does Quality Influence Choice of Hospital?" .AMA Vol 263, No. 21, p.
2905, June 6, 1990.

Ibid, p. 2900.
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Pricing. A hospital has at least six classes of customers: the federal government's
Medicare patients, state governments' Medicaid patients, the non-compensated-for char-
ity cases, various HMO subscribers where the HMO may have negotiated a discount,
persons insured under various other preferred provider networks, persons insured by
commercial plans and the very rare self-payer who is not insured. The hospital has dif-
ferent charges for each of these classes of customers, and this is unlike most other busi-
ness in the United States. These different prices ntay be viewed as volume discounts
and in an economist's sense, they result in "scooping out under the total revenue curve."
This could be desirable. High sunk costs in building and equipment make pricing based
on marginal costs viable. It, however, encourages cost shifting to primarily the business
payer and self-payer.' But the June 1992 issue of Business and Health restating from
Hospital Inpatient states that "The average national charge for heart bypass surgery paid
by Blue Cross and private insurance patients is $29,875; Medicare's average payment is
$35,220." (p. 20) Why is this so?

A few large hospitals are no longer providing the patient routinely with an itemized
bill, but only with charges that their third-party payer refuses to cover in full.5 How are
these bills audited?

Discounts are the name of the game. But a hospital cannot afford to give every
payer a discount unless the hospital unduly inflates the charge which it is discounting.
The latter is apparently occurring. I believe that antitrust action might better concern
itself with this area than with perceived prohibitive barriers to actions resulting in merg-
ers or actions by hospital associations and consortia, which seek to improve the effi-
ciency of hospitals as a business. It was no accident that the Massachusetts business
coalition dominated by business devised a successful single payer, one-price charge
system which until 1988 contained hospital costs in that state.

-Antitrust law, as I understand it, is to promote competition by not permitting mo-
nopoly suppliers of product lines, such as an acute, general hospital bed day, or hospi-
tals in a defined geographic market, to set or collude in setting prices. Competitive
pricing is encouraged.

Hospital administrators seek to lower costs by making joint purchases of various
support services, such as those mentioned in the proposed statute: laundry services and
data processing, in order to increase their efficiency and thus reduce costs. This may
promote lower prices and benefit consumers. As a citizen who lives in Silicon Valley, I
have not sensed that the informed public or hospital administrators believe that the anti-
trust laws act as barriers to these kinds of efforts.

Additionally, I believe that those joint research activities among business firms, in-
cluding hospitals, which are practiced by Sematech in the semiconductors chip indus-
try, are also accepted by the general public.

It makes sense for smaller hospitals to merge or join systems or chains of hospitals
and each part to specialize. That the geographical area of a hospital's market for patients
is widening is in part due to some multi-locational business firms that seek to negotiate

4 Rita Ricardo-Campbell, "Business, Health Care Costs, and Competition" (Essays in public
policy; no. 24) Hoover Institution, Stanford University, 1991, p. 7.

"Stanford Hospital patients pleased at being 'bill-less" Peninsula Times Tribune, June 17,
1992, p B-2.
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with high-quality and relatively lower-cost hospitals for the medical care of their em-
ployees. Some employers even encourage out-of-state purchase for a high-cost opera-
tion, such as a cardiovascular bypass. These also involve the physician in the total
price package. Improved transportation and payment of travel and hotel charges of
family members make this viable to the patient To the degree that itemization has de-
creased, dependence on third-party payers to negotiate a good deal has increased.

It is possible that in passing the proposed revision of the antitrust statute that the
federal government would publicize desirable joint activities of hospitals which might
increase their efficiency, such as joint purchase of very expensive medical equipment
needed for today's high-tech, specialized procedures. But this is expensive publicity. I
assume that the aim of this legislative proposal is to encourage lower pricing of hospital
care.

What is missing in the proposal is acknowledgment of the greater activity occurring
in forming new umbrella organizations of hospitals and group practices, which are, I
believe, vertical mergers. Some hospitals claim that they can no longer make money
unless they vertically merge with medical group practices. In the area of horizontal
mergers, my recommendation is that little, if any, action is needed.

I have also been asked to comment on how alternative proposals to reform medical
care will affect the merger policy of hospitals. Concern over the current uncertainty
about potential limits on hospital revenues now is affecting future merger policy.
Health care is a growing profitable industry. Non-federal, nongovernmental hospital
systems are doing well. Average operating margins are at 2.9 percent, a level below
that prior to Diagnostic Related Groups (DRGs) when they ranged from 4 to 8 percent.
Among the non-profits, Kaiser Permanente reported revenues rising to $9.8 billion,
with net earnings of $486.6 million, or about a 5 percent margin. To me it is a futile
exercise to analyze the probable impact of unknown actions beyond stating that ration-
ally administered hospitals will try to maximize their surplus, whatever is passed.
Mergers and more specialization will continue.

Appendix

I append from my book The Economics and Politics of Health (University of North
Carolina) the first three and also number 8 of my "Ten Specific Recommendations,"
which I believe are as important today as in 1982, when the book was first published.

1. "The most important of the author's recommendations involves the education of
consumers about what medical care can and cannot do, and about what individu-
als can do to improve their own health. More dissemination of information
through advertising, directories of physicians by specialties, and of hospitals
with representative charges, staffs, and tertiary care specialists is needed. Most
public libraries purchase the national directories of physicians by specialties and
the Physician's Desk Reference (PDR), which contains manufacturers' descrip-
tions (FDA approved) of prescription drugs. But most persons apparently are not
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aware that these informational sources exist. There is also a need for new com-
pilations about HMOs, PPOs, hospitals, nursing homes, health insurance bene-
fits, and alternative medical technologies written in language consumers can
understand. Unless consumers are knowledgeable about what they buy, the mar-
ket cannot approach a competitive market." (from p. 337)

2. "Certification should replace licensing of all allied health manpower jobs. The
majority of any licensing board should not consist of either those persons who
already hold that license or those practicing an occupation competitive with the
one being licensed. Substitution for physicians and dentists by less expensively
trained personnel should be encouraged through direct reimbursement of them
by third party payers. Then those who wish to can work independently of an em-
ployer, and consumers who wish to purchase less expensive and possibly lesser
quality care may do so. Reimbursement to these certified persons would be at a
lesser rate than if the physician or dentist had performed the task. When group
practices and hospitals submit charges for work done by lesser-trained persons,
their accounts should indicate it and reimbursement should be made at the lower
price." (from p. 338)

3. "Federal and state governments should encourage growth of new HMOs and
PPOs both for-profit and non-profit If prepayment per capita organizations are
truly competitive, they should be able to obtain commercial loans for start-up
capital costs. Quality controls within them remain a problem. They should be
routinely audited on the same basis as other businesses are." (from p. 338)

8. "The federal government should limit the level of health insurance premiums that
employers can continue to expense and which employees also do not count as in-
come for tax purposes. This is an open-ended subsidy, which distorts consumer
spending and allocation of resources." (from p. 339)
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REPRESENTATIVE STARK. Before you start, Mr. Oglesby, I am going to
ask you to pass a historical test. Who is the most famous citizen of Rock
Hill, South Carolina?

MR. OGLESBY. Perhaps, the former Congressman Tom Gettys.
REPRESENTATIVE STARK. How did you guess? I sat literally at the feet of

Tom Gettys in my first term. When you return, you tell him, if they
haven't built that statue-we appropriated the money several times-
there was supposed to be a statue at the end of the subway line. Do you
have a subway?

MR. OGLESBY. No.
REPRESENTATIVE STARK. I am not sure what it got spent on.

STATEMENT OF D. KIRK OGLESBY, JR., CHAIRMAN
BOARD OF TRUSTEES, AMERICAN HOSPITAL ASSOCIATION

MR. OGLESBY. Mr. Chairman, I am from Anderson, South Carolina,
having grown up in Rock Hill. Mr. Gettys was the principal of the ele-
mentary school.

I am the President of Anderson Memorial Hospital and have the privi-
lege this year of serving as the Chairman of the Board of Trustees of the
American Hospital Association.

As all of us are aware, this Nation is currently engaged in the most se-
rious debate in years over the future of the American health care system.
You, Mr. Chairman, and many of your colleagues understand the critical
need for leadership in this debate. Major changes in financing, cost con-
tainment and the government's role are on the agenda.

The AHA has a proposal that not only deals with these issues, we
think, but also addresses fundamental and dramatic change in the basic
way health care is delivered.

We believe incentives for the elimination of excess capacity, duplica-
tion of services, waste and fragmentation in the system must be put into
place. We believe all citizens-every American-deserve access to a
highly coordinated system of care that compels providers to work to-
gether to render the most efficient and effective service possible.

Most of all, we believe a reformed health system must put great em-
phasis on primary and preventive care, rather than illness or acute care
alone.

It is with these goals in mind that we urge the Congress to recognize
and act upon the role that the antitrust laws can play in creating this
more efficient, cost-effective, high-quality health care system.

Little of substance can be accomplished unless health care providers
can work together in the delivery of health services at the local level. Mr.
Chairman, I suggest to you that this is where the action is in health care.
Yet, many such efforts which would clearly benefit patients and the com-
munities in which they live, and which would save a great deal of money,
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are thwarted because of collision with antitrust enforcement or the fear
of liability.

Health care is not simply another market to which antitrust laws ap-
ply. Health care is a unique and vital service in our society. As such, we
believe that the role of antitrust in health care ought to be quite different
than its role in, for example, the automobile industry.

Many activities make sense from a health care delivery standpoint, yet
may create antitrust problems. For example, hospitals cannot necessarily
merge to get rid of excess capacity or establish centers of excellence to
improve quality of health services. Even joint ventures that eliminate du-
plication of existing services may be a problem. And agreements among
institutions that one will provide one service and another will provide an-
other service are forbidden.

But we don't believe that hospitals-and our activities related to merg-
ers and joint ventures-ought to be exempt from antitrust laws. That is
not our point. Rather, we maintain antitrust enforcement should be a
referee in this battle to reform health care, to prevent behavior that is not
in the public's and patient's interest. But, neither should antitrust enforce-
ment prevent or stand in the way of behavior that is in their interest.

Congressman Hoagland mentioned a recent survey of national hospital
leaders that showed that more than 40 percent of them had considered
some kind of collaborative activity with another provider to benefit the
community and save resources. But the initiatives never got off the
ground because of the- fear-either real or perceived-of antitrust
violations.

Congressman Slattery emphasized this same point in his remarks.
Further, there are enormous gray areas in the interpretation and appli-

cation of these laws in the realm of health care. Clearly, more specific
federal guidance, focusing only on antitrust as it relates to health care, is
desperately needed. That alone would go a long way toward encouraging
efficient behavior and discouraging the kind of medical arms race atti-
tude that results in the duplication, excess capacity, and out-of-control
costs that concerns all. It would also wipe out much of the fear that pre-
vents productive partnerships before they ever begin.

An expedited review process would be a shot in the arm to spurring
hospital collaboration. A long and expensive process hampers coopera-
tion and eats up scarce resources. And even if one chooses that long re-
view process, a lawsuit can still occur which would frustrate the
initiative indefinitely.

Finally, legislative action probably will be needed to address health-
care-specific issues. A number of worthy proposals have been intro-
duced. We heard about two of them this morning. All agree that the time
has come to relook at antitrust as it applies to health care.

Even President Bush has said in his own health reform package that
antitrust liability shouldn't put a damper on cooperative efforts and new
approaches to providing efficient health care. Yet, the key agencies
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involved in antitrust enforcement seem not to be in spirit with their own
President.

Every member of this Subcommittee knows how difficult the struggle
for health care reform is and will be in the years ahead. It is going on
right now in both Houses of Congress. But giant steps can be taken that
will help ummensely to create a more efficient delivery system in the 21st
century-where we started this conversation. Actions in the areas I have
tried to outline could make antitrust a powerful and positive force, Mr.
Chairman, in health reform, pushing-with proper oversight-for the
kinds of linkages and efficiencies that will be better for patients, for pro-
viders, for payers, for the communities they live in, and for this Nation
as a whole.

REPRESENTATIVE STARK. Thank you very much.
[The prepared statement of Mr. Oglesby, along with Q and A report,

follows:]
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. PREPARED STATEMENT OF D. IRK OGLESBY, JR.

SUMMARY
Hospitals are concerned about the future of health care in this country. Despite its

strengths, the United States health care System is seriously flawed. Insufficient ac-
cess, rising costs, and fragmentation of care have led to patient dissatisfaction with the
current health care system and caused Americans to question the value they are re-
ceiving for their health care dollars.

The AHA has developed a plan for reforming the health care system. Our reform
plan calls for universal coverage for a set of basic health care benefits. At the heart of
our plan is the community care network, which would provide patients with integrated
care at the community level. The networks also encourage providers to collaborate
with one another to avoid duplication of services.

. While the country contemplates comprehensive health reform, policymnakers can
take immediate steps to encourage collaboration among health care providers, thereby
increasing access, improving quality, and controlling costs. The antitrust laws and
their enforcement, however, create a range of obstacles to hospitals' cooperative ef-
forts. Some joint activities that would be beneficial to patients and purchasers of
health care are definitely prohibited. For many other arrangements the law is unclear.
Even where the antitrust laws may not pose an actual threat, inadequate guidance from
enforcement agencies, the potential for damages, the time and expense associated with
a challenge, and misunderstanding of the law create a "chilling effect" on hospitals' ef-
forts to work together. In order to remove these barriers to cooperation, we seek both
better guidance from the government and possible changes in antitrust law and
enforcement.

STATEMENT
Mr. Chairman, I am D. Kirk Oglesby, Jr., Chairman of the Board of Trustees of

the American Hospital Association (AHA). On behalf of the AHA's nearly 5,400 mem-
ber hospitals, I am pleased to testify on the role hospitals will play in the delivery of
health care in the 21st century, and whether federal policy on hospital mergers and
joint activity is consistent with that role.

Hospitals are concerned about the future of health care in this country. Our deliv-
ery system fails to reach many of those most in need of care and our financing system
has created conflicting incentives for patients and providers. The challenge is to find
an acceptable balance between providing greater access to health care services and
conserving health care resources. We think we have several good ideas for meeting
these goals. As a long term solution, AHA has developed a plan for reforming the U.S.
health-system by changing our existing fragmented system into a network of care. To
meet more immediate needs, AHA is looking to incremental steps for reform. Specifi-
cally, we are seeking to ensure that antitrust law and its enforcement do not create bar-
riers to innovative ideas for delivering better and more efficient care.

THE NEED FOR CHANGE
The U.S. health care system is unique, both in its strengths and weaknesses. We

have a wealth of health care facilities and highly trained personnel, and have long
been recognized as a leader in the high quality of health care provided. Our health
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system encourages clinical innovation and is known for state-of-the-art treatments and
technologies.

Despite these strengths, the United States health care system is seriously flawed.
Foremost among its problems is inadequate access to health care coverage. There are
currently 36 million uninsured individuals in the U.S., 10 million of whom are chil-
dren. Half of the uninsured live in families with incomes below the poverty threshold.
Medicaid, a program originally designed to provide health insurance to the poor, now
provides care to only about 40 percent of people living in poverty. As a result of
strained federal and state finances, those who do qualify for Medicaid face limitations
on the services they receive. Many state Medicaid programs, for example, do not pay
for screening and preventive services. Coverage limitations are becoming more com-
mon even for the privately insured, as many insurers eliminate benefits in an attempt
to control their rising costs.

Another major problem with the current system is the continued rapid growth in
health care spending. National health expenditures are rising at an annual rate of over
10 percent and are expected to exceed $800 billion in 1992. Although the U.S. cur-
rently devotes more than 13 percent of the Gross National Product to health care
spending, more than any other nation in the world, we still suffer significant deficits in
health status. Among the western industrialized democratic nations, the United States
ranks first in health care spending per capita, but 20th in infant mortality.

Faced with escalating health care costs, federal and state lawmakers have fre-
quently opted to reduce payments to hospitals and physicians. But lowering payments
does not lower the costs of providing care. In the aggregate, the Medicare program
now reimburses hospitals for only 90 percent of the cost of treating Medicare patients.
State Medicaid programs pay even less. While payment varies from state to state, in
the aggregate Medicaid now pays for only 80 percent of the cost of treating Medicaid
patients.

What about the remaining costs of care rendered to patients? To cope with pay-
ment shortfalls, health care providers are often forced to shift unfunded costs to pri-
vately insured patients by raising their prices. For these and other reasons, private
insurance premiums have increased even faster than hospital costs.

Our capacity for providing care is excessive in some areas and inadequate in oth-
ers. For example, some hospitals possess a costly over-abundance of high technology
equipment, while others have trouble adequately filling their staffing needs. Under our
current system, the delivery of care remains fragmented. Individuals generally receive
care from a changing array of providers, and only after they have become ill. Patients
are often left to patch together services in a variety of settings from unconnected
providers.

Insufficient access, rising costs, and fragmentation of care have led to patient dis-
satisfaction with the current health care system. Americans question the value they are
receiving for their health care dollars. The United States has the greatest health care
available in the world, but our delivery system is in need of repair.

AHA' S REFORM PLAN
What will health care in the 21st century look like? The AHA's vision for reform

calls for universal access to a basic health care benefits package. The set of basic
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benefits would cover the full range of services from preventive care through long-term
care. Universal access would be provided by means of a pluralistic system of financ-
ing-a combination of private workplace coverage and a new public program consoli-
dating and expanding Medicare and Medicaid. Employers would be first encouraged
and ultimately required to provide coverage for their workers and dependents.

At the heart of the AHNs reform plan is the community care network, providers
working together to provide patients with integrated care organized at the community
level. Networks would be responsible for providing all the covered health care serv-
ices for their enrolled population and would coordinate patient care over time and
across various provider settings. Patients could turn to their network for everything
from preventive care to acute care to long-term care services.

Community care networks would improve the quality of care because they hold the
promise for true management of patient care. True managed care requires assessing
patient health risks and needs, and planning, organizing, and delivering care so that
problems are averted or treated early and all needed services are efficiently provided.

Community care networks, which would receive risk-adjusted capitated payments
from purchasers of health care, would encourage providers to conserve health care re-
sources by providing only appropriate and necessary care. Networks would also en-
courage providers to collaborate with one another to avoid duplication of services.

The AHA believes that its reform plan offers an attractive and viable solution to
the problems afflicting the U.S. health system. Many other proposals for health care
reform have been put forth as well. As the country contemplates comprehensive re-
form, policymakers can address some problems immediately by taking steps to encour-
age greater cooperation among providers.

COLLABORATION IS NEEDED NOW
The future development of community care networks will require flexibility under

the antitrust laws. But collaboration is needed now-and steps towards reform can be-
gin today.

The AHA is urgitsmember hospitals to collaborate with one another and with
business, govern nt, schools, community groups, add other health care providers to
ensure that the health needs of communities are met. Greater provider cooperation will
lead to expanded access, improved quality, and controlled costs. Provider joint efforts
can contain high costs by reducing excess capacity and duplicative services. Provider
cooperation can improve access to and quality of care by, for example, facilitating the
establishment of centers of excellence and community-wide indigent care programs.

Hospitals, however, are receiving mixed messages from the federal government.
The Department of Health and Human Services (HHS) encourages providers to in-
crease efficiency, avoid duplication, and reduce costs-goals that can be achieved
through greater provider collaboration. At the same time, the Department of Justice
(DOJ) and Federal Trade Commission (FTC) indicate that activities designed to
achieve these goals may be at risk under the federal antitrust laws. Many arrange-
ments which common sense indicates are appropriate from a health care perspective
may be prohibited by the antitrust laws.
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ANTITRUST IS AN OBSTACLE TO COLLABORATION
The antitrust laws were not intended to prevent, or even inhibit, vital health care

services from being provided to a community. Yet, the laws create obstacles to col-
laborative efforts. Intended to prevent anticompetitive behavior, the antitrust laws
scrutinize joint conduct more closely than unilateral conduct. Therefore, activities a
hospital could legitimately engage in independently may be subject to antitrust scru-
tiny if engaged in with others.

The antitrust laws and their enforcement pose a range of problems for hospitals.
Some collaborative activities that would be beneficial to patients and purchasers of
health care are clearly prohibited. Many other arrangements fall into a gray area, and
it is unclear whether the antitrust laws would prevent their implementation. Finally,
misunderstanding or misperception of the antitrust laws may deter some providers
from engaging in joint activity that is in fact permissible.

The AHA is attempting to address hospitals' misperceptions of the antitrust laws
by better educating its members. For example, last month the AHA published the first
of a series of Q & A Report addressing the antitrust implications of collaborative ac-
tivities. (Copy attached.) The AHA's educational efforts, however, cannot resolve the
uncertainty inherent in the antitrust laws or change the laws' preference for competi-
tion, even where competition results in the wasteful use of resources.

Some examples of beneficial arrangements help illustrate the barriers hospitals
face. Under current law, hospitals cannot agree to allocate services among themselves
based on location or the type of services provided, even if the allocation is recognized
as beneficial by consumers-including the business community, one of the largest pur-
chasers of health care. Thus, two hospitals cannot agree that one will purchase an MRI
and the other will purchase a lithotripter, instead of each purchasing both pieces of
equipment. Such an agreement would be considered "market division," a p se viola-
tion of the antitrust laws.

Other examples of arrangements that risk antitrust liability include agreements to
create health care "centers of excellence" and joint ventures to provide high technology
services, even where such arrangements enhance the quality of care and eliminate the
unnecessary duplication of services.

Even where the antitrust laws may not pose an actual threat, other factors create a
"chilling effect" on hospitals' efforts to work together. Inadequate guidance from the
federal government, the potential for treble damages and/or criminal prosecution, and
the time and expense associated with challenges by enforcement agencies combine to
inhibit hospital initiatives. In order to successfully cooperate and conserve costly re-
sources, hospitals need to discuss and assess the needs of their communities: Yet, even
these discussions may implicate the antitrust laws. A Hospitals magazine poll indi-
cated that more than 44 percent of surveyed hospital CEOs agreed that antitrust con-
cerns have slowed down or inhibited hospitals' collaborative efforts.

Current federal agency guidance fails to meet the needs of the health care commu-
nity. Recently published merger guidelines do not specifically address health care con-
siderations and apply only to mergers, not other joint activity. Existing administrative
review processes, such as examinations resulting from notification under the Hart-
Scott-Rodino Act and Business Review Letters, are of use only in limited circum-
stances and can be prohibitively expensive and time-consuming.
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The AHA is encouraging its members to work together to deliver more efficient,
high quality care to their communities. In order to remove barriers to such cooperation,
we seek both better guidance from the enforcement agencies and possible changes in
antitrust law and enforcement. While any relaxation of the federal antitrust laws may
create the potential for abuse, the vast majority of the country's hospitals seek flexibil-
ity only in order to better and more efficiently provide health care.

THE NEED FOR CHANGE IS WIDELY RECOGNIZED
The AHA is not alone in recognizing the need for antitrust reform. In December,

1991 the Advisory Council on Social Security recommended that the Attorney General
develop legislation that would permit more hospital mergers. 1991 Advisory Council
on Social Security, pp. 126 (Dec. 1991). The Council also recommended that the At-
torney General and the Secretary of HHS jointly develop legislation to permit two hos-
pitals in the same community to joint venture to provide hospital and health-related
services. Id. at 126-127.

Federal lawmakers also recognize the need to address the antitrust barriers to col-
laboration and several Members of Congress have introduced related legislation. Sena-
tor Bill Cohen (R-ME) and Representatives Tom Campbell (RCA), Peter Hoagland
(D-NE), and Jim Slattery (D-KS) have pending proposals that, in varying ways, seek
to address the growing interest in and need to facilitate cooperation among and be-
tween hospitals.

Representative Slattery's bill, H. R. 2406, would exempt from the antitrust laws
joint activities of certain hospitals in rural areas or small cities. Senator Cohen's bill,
S. 2277, establishes a demonstration program under which the Secretary of HHS
would award ten 5-year grants to facilitate collaboration among two or more hospitals
with respect to the provision of expensive, capital-intensive medical technology or
other highly resource-intensive services. Representative Campbell introduced a com-
panion bill to Senator Cohen's bill, H. R. 4472.

Representative Hoagland's recently introduced bill, H. R. 5244, is similar in part
to Senator Cohen's proposal, although the proposed demonstration program would be
jointly administered by the Secretary of HHS and the Attorney General. In addition,
the bill would establish an expedited review process to be administered through the
Department of Justice. This process would allow hospitals that enter into cooperative
agreements for the provision of expensive, capital-intensive medical technology or
other highly resource-intensive services to obtain a certificate of review from the At-
torney General within 90 days of the request. Activities approved by the Attorney Gen-
eral could not form the basis of a civil or criminal antitrust action for the term of the
certificate.

Yet another antitrust proposal is contained in H. R. 5325, the health care reform
bill recently introduced by Minority Leader Bob Michel (R-IL). The antitrust provi-
sions of this bill would encourage cooperation among providers by establishing a
waiver process for hospitals that jointly provide expensive medical services or expen-
sive high technology equipment. Providers that obtained waivers, which would be
granted by the Secretary of HHS, would be exempt from the antitrust laws for a speci-
fied period of time.
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The President's Comprehensive Health Reform Program also recognizes the need
for antitrust reform. Although the recommendations are not as far-reaching as the
above proposals, the plan acknowledges the need to ensure "that concerns of antitrust
liability do not chill the evolution of a more organized and efficient delivery system.'
The President's Comprehensive Health Reform Program, p. 55 (Feb. 6, 1992). -

The AHA is encouraged by the increasing interest in the antitrust laws' impact on
hospitals and other health care providers. In the absence of concrete federal reform,
however, state governments are actively seeking to foster cooperative arrangements
among hospitals by exempting them from state antitrust laws and providing them with
a defense against federal antitrust liability. Anticompetitive conduct that is undertaken
in furtherance of clearly articulated and affirnmatively expressed state policies and that
is actively supervised by the state is protected by the "state action" doctrine, a court-
created defense to the federal antitrust laws.

State statutes in Maine, Minnesota, and Wisconsin, to varying degrees, protect
hospitals' cooperative arrangements from state antitrust laws and seek to provide "state
action" protection from the federal antitrust laws. Other states are exploring this issue.
This growing movement for antitrust reform at the state level confirms the strong sen-
timent for change.

CONCLUSION
Antitrust plays an important role in health policy. Faced with the growing problem

of providing affordable health care to all Americans, we need to ensure that innovative
ideas for delivering better and more efficient care are not thwarted. To that end, en-
forcement of the antitrust laws needs to consider and acknowledge the unique issues
involved in health care.

ABA believes that specific guidance from the federal government concerning the
application of antitrust law to health care is essential to allow beneficial collaborative
efforts to move forward. An expedited review process for assessing cooperative activ-
ity would encourage joint activity as well, and legislation may be necessary to ade-
quately address health care antitrust issues. Most importantly, the federal government
is faced with the task of developing a clear and consistent policy on the role of anti-
trust in health care delivery as we move into the 21st century.
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The American Hospital Association has been urging hospitals to cooperate with one another and with
business. government, schools. community groups, and other health care providers to ensure that the health
needs of communities are met. A recent Hospitals magazine poll indicated that more than 70 percent of
hospitals surveyed are currently collaborating or planning to share services with another hospital.'

When hospitals collaborate with other hospitals or health care providers, however. there is a danger that the
activity may violate the antitrust laws. Some activities are clearly prohibited by law, while others involve
little or no risk. Even where the antitrust laws do not pose an actual threat, fear of antitrust enforcement
may discourage hospitals from participating in cooperative activities that would benefit their communities.
The same Hospitals poll indicated that more than 44 percent of surveyed hospital CEOs agreed that antitrust
concerns have slowed down or inhibited hospitals' collaborative efforts.

1. Why Is anitiiut a potential obstucde to collaboration?

The antitrust laws. which are intended to prevent anticompetitive behavior. scrutinize joint
conduct more closely than unilateral conduct. They focus on joint activity because such
activity is more likely to reduce competition. Therefore, activities a hospital could legitimately
engage in independently may be subject to antitrust scrutiny if engaged in with others.

2. Who enforces the antitrust laws?

Federal antitrust laws am enforced by the Antitrust Division of the Department of Justice
(DOJ) and the Federal Trade Commission (FTC). as well as state attorneys general. The DOI
may institute criminal or civil proceedings, while the FTC is limited to civil enforcement In
addition. any person or entity injured by a violation of the federal antitrust laws may file a
civil action in federal court seeking to enjoin the allegedly illegal activity and/or to recover
treble damages. A state may also bring such an action on behalf of its injured citizens.
States and private parties may institute proceedings under applicable state antitrust laws as
well.

3. How are coilaborative arrangements evaluated under the antitrdtt laws?

The antitrust laws measure anticompetitive behavior by its impact on corisumenss Conduct that
is likely to benefit consumers is encouraged. or at least permitted. In contrast. conduct likely
to harm consumers is proscribed. Therefore, hospitals pursuing collaborative efforts must
distinguish between conduct that may benefit consumers by decreasing price. improving quality,
or increasing output, and conduct that is likely to harm consumers by increasing price.
lowering quality, or reducing output.

Most collaborative arrangements will be evaluated under the soucalled rule of reason. The key
question under the rule of reason is whether the arrangement creates or enhances market

ANTITRUST: General Principles A2.
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power. Market power eists when a puay has sufficient power to be able to profitably
incease price, decrease quality, or reduce output. Typically, enfoeer agenci and the
courts use market share as a rough surrpte for market power. Altough maret share can
overstate or understate market power. depending on the particular cireumagances, providers
should be aware of the market share of their collaborative efforts in any relevant markeL

Where no market power exists. antitrust liability is remote. Where market power does exist.
the courts generally scrutinize the arrangement to determine whether injury to consumers-in
the form of increased price or decreased output or quality-is a likely result of the
arrangementA Even where market power is created or enhanced, a collaborative arrangement
may be permissible if other factors (such as the potential for new competitors or the creation
of efficiencies) outweigh the threat to competition posed by the increased market power.

The major exception to this general rule involves so-called per se violations of the antitrust
laws. Per se violations are limited to conduct that is so utterly devoid of potentially
redeeming competitive consequences that the conduct is conclusively presumed to be
unreasonable. i.e.. harmful to consumers. without examination of its actual or potential market
effects. In other words. all that need be shown, is that the conduct existed. Such inherently
anoicompetitive agreements include price fixing and the division of miarkets.

Group boycotts and tying contracts also used to be viewed as per se illegal. Recently.
however, courts have required market power before invalidating boycotts or tying contracts.
Because the courts now consider actual or potential market effects in examining these
arrangements, it can be argued that they are actually evaluated under the rule of reason rather
than considered per se violations.

4. What antitrust risks are involved if we engage in joint activity with a noncompetitor?

Joint or concerted conduct between entities can involve significant antitrust risks. but only
where the entities are actual or at least potential. competitors. When agreements are not
among competitors or potential competitors they cannot create or enhance market power.
Such agreements simply do not limit or constrain consumer behavior and. therefore. pose little
antitrust risk.'

Because hospital markets are relatively local in nature, collaborative efforts between
geographically distant hospitals are unlikely to create significant antitrust risks. Similarly.
hospitals can be viewed as noncompetitors where there is little overlap or potential overlap in
the types of goods or services provided. For example, hospitals in close geographic proximity
that provide different services. such as an acute care hospital and a psychiatric facility, can
collaborate with little antimist risk.

Most agreements between hospitals and nonhospital organizations also fall into the low-risk
category because they do not typical y compete with each other. Hospitals may contract with
insurance companies. managed care organizations. employers. or business coalitions to provide
hospital services. Hospitads may also contract with so-called tdownstream providers' such as
home health agencies and durable medical equipment (DME) suppliers.

There is one significant circumstance in which noncompentors may be exposed to antitrust
liability: when a hospital has market power at the hospital level that it can use to limit
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competition at some other level of disribuuion. Key urckrpses -of Deawarv, Inc. v. Venice
Hospital' represes perhaps the best example of this concern. In Key Entrprises. the hospital
formed a joint venture with a DME company. The hospitaL the only hospital in Venice. FL,
was found to have market power in the hospital market The jury also found that the hospital
used this market power to improperly restrain competition in the DME market by funneling
hospital patients to the hospital-affiliated DME company.

The same concern would arise if a hospital with market power entered into an exclusive
contract with an insurer or managed care plan. Such an arrangement would prevent
competitors of the insurer or managed care plan from selling their product to consumers in
the hospital's area Under these circumstances, the vertical arrangement between the hospital
and the insurer or managed care plan would create significant antitrust risk.' Again. however,
such risks are the exception rather than the rule.

5. What types of joint activities can we engage in without running afoul of the antitrust laws?

The anuiirust risks involved in joint ventures will vary depending on the-nanue of the venture.
The risk will be lower if the joint venturers are noncompetitors. do not possess market power.
or do not provide services directly to patients. For example. shared service arrangements' and
joint purchasing agreements tend to pose little risk because they do not usually involve the
provision of goods or services directly to patients. The purpose of these arrangements is
generally to obtain the best possible prices-for hospitals.'

Joint sales arrangements also should pass antitrust scrutiny where the arrangements do not
involve a service or product the hospitals compete against each other to sell and the
coUaborating hospitals have no market power over the product or service sold. For example.
if a group of hospitals-even competing hospitals-jointly sold hospital supplies to other
hospitals (either inside or outside the area), or to nonhospital purchasers, the arrangement is
unlikely to create a significant antitrust risk.as long as the potential purchasers have a variety
of other meaningful sources of supply.

In contrast. where joint ventures between hospitals are designed to provide services directly
to patients, significant antitrust risks may be raised if the hospitals are competitors and have
market power over the services rendered. Such arrangements may permit the participants to
increase the price to consumers. or to reduce output or quality of services available.
Nevertheless, where hospitals can prove that their joint ventures offer lower costs and prices.
as well as higher quality and output, such ventures should pass antitrust scrutiny.

6. When do mergers and acquisitions pose an antitrust risk?

In situations where the merger or acquisition involves noncompeting hospitals-either because
they are geographically distant from each other or because they provide different services--
the potential for antcompetitve effects, and consequently the antitrust risk. is low. Even
among competing hospitals, the potential for anticompetitive consequences is not significant
in areas where there is a sufficient number of other competing hospitals.

Where there are few competing hospitals, however. as is the case in all but major metropolitan
areas, mergers or, acquisitions may enhance market power. The risk of antitrust challenge to
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such mewg typically is high unless one hospital is in imroedat dmiger of failing or
significant efficiencies clearly outweigh tde potential for enhad mat power.

Notes

1. Based upon telephone interviews with 250 CEOs.
2. The focal point of analysis under the rule of reason is the acta or potential impact

of the arrangement on competition. which may be influenced by the parties' motives.
3. Market division occurs when competitors agree to allocate busineaa or cuastomers among

themselves, with the allocations based upon either geographic location or the nature of
the goods or services sold.

4. A tying contnact is an arrangement in which a purchaser is required to purchase another
product or service in order to be allowed to purchase the product or service the
purchaser seek.

5. The mere fact that hospitals are not competiton. or even potential competitors, does
not insulate from liability conduct that is per se illegal. For example, if a number of
hospitals agree to fix prices. it is unlikely that they could stussfully defend
themselves by arguing that they are not competitors.

6. 919 F.2d 1550 (11th Cir. 1990). pedgion ior reh'g pending. For a more complete
discussion and analysis of Key Enrerprises. see AHA's September 13. 1991. Advisory.

7. As a theoretical matter, precisely the same analysis would apply if the other entity
involved in the collaborative effort with the hospital had market power in its market
that it used to restrict competition at the hospital level. For example, if a drug with
no substittes was exclusively distributed through a single hospiaL it could be argued
that the manufactirer of the drug and the hospital were using the drug's market pcwer
to restrict competition at the level of the hospital market. at last for people requiring
the drug.

8. Many of these arrangemetts such as shared data processing services, are described in
Section 501(e) of the Internal Revenue Code.

9. This discussion does not include analysis of possible liability under the Robinson-
Patman Act The Robinson-Patman Act. which addresses price discrimination in the
sale of goods. but not services. involves distinct considerations that cannot be
adequately addressed in this report

If you have any questions or comments regarding die information contained in this Q&A Report, please
contact either Jeffrey M. Teske. 312-280-6159. or Tracey L Fletcher. 312-280-6674.

The nhormatuon contaen.n in m ,s Q&A Report shuxlo nor De tonsanered lesal aos ce megarding anv specm,' IlJ..r..,.,fl

or act-stv. Yor. houid consult an attornen to, sucn ads ra:
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REPRESENTATIVE STARK. Fellow Californian, Mr. Ammon, please
proceed.

STATEMENT OF DON AMMON, CHAIRMAN_
BOARD OF DIRECTORS, UKIAH VALLEY MEDICAL CENTER

MR. AMMON. My name is Donald Ammon. I am Chairman of the
Board of Ukiah Valley Medical Center, a not-for-profit hospital located
in Ukiah, California. Ukiah is a small, rural community of approxi-
mately 14,000 people, located in Mendocino County, approximately 100
miles from San Francisco on Highway 101. Today, Ukiah Valley is a
94-bed hospital.

I am here to tell you about our experience starting in August of 1988
when Ukiah Valley, which was then a 43-bed hospital, first announced
its plan to acquire the assets of Ukiah General Hospital, a 5 1-bed hospi-
tal in Ukiah, California.

Prior to the consolidation of these hospitals, each hospital was operat-
ing at an average occupancy of approximately 26 patients per day.

It is very difficult to spread the fixed costs of a hospital and the costs
for the necessary staffing of nurses and other personnel over such a
small volume of patients. We were also concerned about our ability to
deliver high quality services with so few patients. We decided that for
both quality and efficiency reasons, it was important to combine these
facilities.

We purchased the assets of Ukiah General for approximately $6 mil-
lion. Despite what we perceived as a clear benefit of the transaction, the
FTC decided to challenge the combined hospital.

From the moment the FTC advised Ukiah Valley on August 10, 1988,
that it was going to conduct a preliminary investigation of the acquisition
of the assets of Ukiah General, Ukiah Valley asked the FTC to consider
two issues: First, we pointed out that because we were a not-for-profit
hospital, they should recognize that they had no jurisdiction over this
acquisition.

REPRESENTATIVE STARK. Good luck.
MR. AMMON. Thank you.
Second, we pointed out that, given the decreases in inpatient utiliza-

tion reflected in the national trends and specifically in the economies of
scale facing small hospitals, it was obvious that any combination of two
small hospitals that resulted in a combined entity of less than 100 beds
was clearly more beneficial than harmful in virtually any setting, but cer-
tainly in a rural area such as Ukiah.

Unfortunately, our efforts to persuade the FTC failed, and we have
bounced back and forth through various levels of the FTC and the courts
for almost four years. We have been through exhaustive discovery, and
we are now set to start the case before the FTC starting July 13th.
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Unlike transactions subject to the Hart-Scott-Rodino Act, we were not
required to wait, and we went ahead and closed our transaction. Thus,
we have operated on a consolidated basis for almost four years.

While many merger cases require enforcement agencies and courts to
guess about what the effect on competition might be in the future, we are
in the unique position of having an actual track record for almost four
years. I challenge the FTC to identify for you any negative impact on
competition that occurred because of this transaction.

Our written submission addresses the jurisdictional issue.
I will focus my observations on the competitive effects of this transac-

tion, and how the FTC's challenge has affected our ability to deliver
high-quality health care in our community.

Ukiah provides the classic example of how health care delivery trends
are affecting medical care in rural America. Moreover, Ukiah demon-
strates how antitrust policy is operating counter to sound health care
policy.

The financial problems facing these tiny hospitals were similar to
trends facing the health care industry in general. The combination of ris-
ing costs, reduced reimbursement and shift to outpatient facilities re-
sulted in a dramatic decline in the ability of a small, rural hospital to
serve its constituents.

Efficiency considerations were a key to Ukiah Adventist's decision to
acquire Ukiah General. Studies indicate that economies of scale in hospi-
tals are not achieved until a hospital has at least 200 beds.

I have given to the staff some exhibits that further explain the decline
in the census in Ukiah, which shows our patient days were declining
from 1985 on through 1991. Also, I gave you data on Ukiah's census for
last month. This chart shows a census of about 45, and it gets down to
30 to 35, in the last week before I came, as a matter of fact. The reason
for this last point is to show you how small a transaction we are dealing
with here in Ukiah.

[Exhibits for the record follows:]
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Exhibit 2

Hospitals in Ukiah
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Exhibit 3

UKIAH VALLEY MEDICAL CENTER
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UKIAH VALLEY MEDICAL CENTER

LEGAL AND CONSULTING FEES PAID OUT FOR FTC PROCEEDINGS

FROM 8/88 TO 5/92

Total Fees Paid

FYE
12/31/89

237,754

FYE
12/31/90

284,383

FYE
12/31/91

86,291

1/1/92 thru
5/31192

340,392

TOTAL

1,122,445

t~jnA
of

UKIAH VALLEY MEDICAL CENTER

OPERATING RESULTS

12/31/89

12,491,860)

12/31/90

298,118

12/31/91

540,322

4/30/92

237,975

TOTAL

(1,402,423)

FYE
12/3,626

173,626

12/31/88

13,002Net Gain
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MR. AMMON. Prior to the acquisition, we projected that we could elimi-
nate the duplicative clinical services, administrative functions and related-
overhead expenses to achieve a cost savings of approximately $3 million
annually. The elimination of duplicative obstetrical-related service was
expected to save $500,000.

The most significant short-run savings opportunity resulting from the
merger was from the elimination of $1.7 million in annual salary and
benefit costs associated with staff efficiencies. In this day and age, that is
very important because we have a shortage in nursing, pharmacy, physi-
cal therapy-those kinds of areas.

Also, there was a one-time $2.5 million capital savings because we
were able to cancel plans to construct a new OB center at the Adventist
hospital, and also we saved about $400,000 a year in duplicate equip-
ment that we would be buying.

As it turns out, all of these savings that we projected were achieved,
and, indeed, we surpassed that, exceeding our projections by about
$400,000 a year. So, we feel that, in fact, we have achieved that
successfully.

Some examples of the consolidation of emergency services-probably
one of the best ones-were two services, 700 to 800 patients at each fa-
cility. We merged those into one at one site. We are now seeing close to
2,000 patients a month. We haye full-time qualified physicians and
nurses. Before the merger, they were taking virtually any physician they
could get to come up for a day or two to fill a slot.

We have also added some services that we did not have before: A
SPECT Nuclear Medicine Scanner, better in-house CT scanner, mobile
lithotripter, mobile MRI and cardiac catheterization lab. Those are the
kinds of services that we have been able to add to the community by the
savings.

Despite the efficiencies and quality of care improvements that have
occurred from this combination and the fact it was below the Hart-Scott-
Rodino threshold, the FTC continues to apply antitrust principles that
appear misguided when applied to small, rural hospitals. The FTC has
constructed an unrealistic market, suggesting that we have a large mar-
ket share that conveniently excludes all of the hospitals including Santa
Rosa, which is 60 miles to the south. In actuality, about 25 to 30 percent
of our patients in that service area go out of town for their services. We
are suggesting that there is a larger market.

You will notice the payor mix in the graphs that I handed out. Eighty-
five percent of our income at Ukiah Valley Medical Center comes from
Medicare, Medical, HMO or PPO contracts. Those are all either fees im-
posed upon you or negotiated agreements. We have very little to say
about the revenue stream.

To date, Ukiah valley has been forced to expend approximately $1.2
million defending this transaction and trying to fend off an attack that we
feel serves no valid purpose.
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The last exhibit you have is the one that shows the fees that we paid
over this period of time by year, and the second line shows operating
gain or loss.

REPREsENTATIvE STARK. It all went to the lawyers.
MR. AMMON. You can see how it matches. The point is that this proc-

ess has been very expensive for a small hospital.
REPRESENTATIVE STARK. One other thing. It would appear from your

exhibits that you put the Mendocino Community Hospital out of busi-
ness. About the time of your merger it closed. Aside from the fact that I
assume it was a public facility, had that been a private facility, you
might have been in a suit. I don't know if that is coincidental, or if it was
going to close anyway. Do you want to comment on how your merger af-
fected the public hospital?

MR. AMMON. I don't believe our merger affected it at all. It was run-
ning three to five patients a day. You cannot successfully run a facility
of any magnitude on that basis.

REPRESENTATIVE STARK. Unless you have your Member of Congress
keep it alive.

MR. AMMON. It was inevitable. We put the numbers in there so that
you would see the whole picture.

Mr. Chairman, we believe we have demonstrated the efficiencies and
the savings and quality through there, and our appeal is that there be a
difference in how the FTC and government intervention looks at some of
these combinations, especially of small rural hospitals. And, frankly, the
two bills that you talked about earlier on in the meeting today, I believe,
are both helpful and would be helpful in this setting.

Thank you, Mr. Chairman.
REPREsENTATIvE STARK. Thank you.
[The prepared statement of Mr. Ammon follows:]
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PREPARED STATEMENT OF DONALD R. AMMON

My name is Donald R. Ammon. I am Chairman of the Board of Directors of Ukiah
Valley Medical enter, a not-for-profit hospital located in Ukiah, California. Ukiah is a
small rural community of approximately 14,000 people located in Mendocino County,
approximately 100 miles from San Francisco on Highway 101. Today, Ukiah Valley is
a 94-bed hospital today.

I am here to tell you about our experience starting in August of 1988 when Ukiah
Valley, which was then a 43-bed hospital, first announced its plan to acquire the assets
of Ukiah General Hospital, a 51-bed hospital in Ukiah, California.

Anyone who has the slightest familiarity with the hospital industry knows that a
50-bed hospital is inherently inefficient. As the economists would say, it is on the
wrong side of the cost curve. In the footnotes to this testimony is cited copious author-
ity supporting the position that 50-bed hospitals are very inefficient and dangerous.

Prior to the consolidation of these hospitals, each hospital was operating at an aver-
age occupancy of about 26 patients per day. To have an average of twenty-five patients
per day, on some days we had as few as six patients. It does not take a genius to recog-
nize that it is very difficult to spread the fixed costs of a hospital and the costs for the
necessary staffing of nurses and other personnel over such a small volume of patients.

We purchased the assets of Ukiah General for approximately $6 million. That
amount is too small to require a Hart-Scott-Rodino filing. Thus, you can imagine how
surprised we were when the FTC called us on the eve of the closing indicating they
wanted to investigate this transaction.

From the moment the FTC first advised Ukiah Valley on August 10, 1988 that it
was going to conduct a preliminary investigation of the acquisition of the assets of
Ukiah General, Ukiah Valley asked that the FTC consider two issues: First we pointed
out that because we were a not-for-profit hospital, they should recognize they had no
jurisdiction over this acquisition. And, second, we pointed out that, given the decreases
in inpatient utilization reflected in national trends and specifically the economies of
scale facing small hospitals, that it was obvious that any combination of two small hos-
pitals that resulted in a combined entity of less than 100 beds was clearly more benefi-
cial than harmful in virtually any setting but certainly in a rural area such as Ukiah.

Unfortunately, our efforts to persuade the FTC to address these two issues forth-
rightly as a threshold matter failed and we have bounced back and forth through various
levels of the FTC and the courts for almost four years. We have been through exhaus-
tive discovery and are now set to try the case starting July 13, 1992. Worse, our effort
to achieve the optimum benefits we anticipated from consolidation have been frustrated
by the diversion of significant management attention from the task of providing quality
health care to a new task of dealing with the FTC's attempt to thwart our efforts. This
has hurt us and the Ukiah community we serve. I have no quarrel with the purposes of
the antitrust laws, but it is hard to see how the public is served by challenging this small
health care transaction.

Unlike transactions subject to the Hart-Scott-Rodino Act, we were not required to
wait and went ahead with our closing as scheduled. Thus, we have operated on a con-
solidated basis for almost four years. While many merger cases require enforcement
agencies and courts to guess about what the effect on competition might be in the fu-
ture, we are in the unique position of having an actual track record from almost 4 years
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of operation. I challenge the FTC to identify for you any negative impact on competi-
tion that has occurred because of this transaction. What is particularly frustrating to a
hospital management team of a small not-for-profit hospital is that an agency like the
FTC gets so caught up in its own procedure that it cannot look at the reality of what has
occurred. It cannot admit that our transaction was beneficial for the community be-
cause it preserved and improved health care in this community. There does not seem to
be any way that the FTC can reexamine its premise after it gets going on a case and
say, gee our prediction of negative consequences four years ago was off base. Appar-
ently, when the FTC staff has misgivings about a case after discovery, it cannot effec-
tively communicate that to the FTC commissioners to precipitate a reconsideration of
the wisdom of pursuing the case.

Let me elaborate very briefly on these issues. First, the jurisdictional issue is
probably best left for lawyers to debate. Let me just say that it has been unquestioned
for at least forty years that the FTC does not have jurisdiction over not-for-profit corpo-
rations.' The FTC admits that its jurisdiction under sec. 4 of the FTC Act does not
reach not-for-profits. 2 To challenge an acquisition of assets under sec. 7 of the Clayton
Act, the FTC must first have jurisdiction under its own Act. This construction of sec. 7
is clear from the Supreme Courts decision in the Philadelphia National Bank case.3

However, to reach acquisition by not-for-profit hospitals the FTC has had to resort
to a convoluted argument that another section of the Clayton Act is a separate grant of
jurisdiction. This novel argument is contrary to the Supreme Court's interpretation of
the Clayton Act and the FTC Act as expressly stated in Philadelphia National Bank.
We pointed this out to the FTC but have found ourselves caught up in a crusade by the
FTC to expand its jurisdiction so it can regulate not-for-profit hospitals. Footnoted be-
low you will see the four-year chronicle of our trek to the Ninth Circuit, the ruling by
Chief Administrative Law Judge Parker agreeing with us that the FTC has no jurisdic-
tion, the reversal of that decision by the full commission and a pending appeal in the
D.C. Circuit Court of Appeal. 4

You are probably more interested in my observations about the competitive effects
of this transaction and how the FTC's challenge has affected our ability to deliver high
quality health care efficiently in our community.

As this panel is probably well aware, hospitals are closing at unprecedented rates
due to rising costs,5 changes in the form of government reimbursement from cost-based
payments to fixed payments per service,' and difficulties hospitals confront in spreading
their costs due to falling occupancy rates.' Ukiah provides the classic example of how
these trends are affecting medical care in rural America. Moreover, Ukiah demonstrates
how antitrust policy is operating counter to sound health care policy.

Prior to August 1988, Ukiah had three acute care general hospitals--Ukiah Advent-
ist Hospital, Ukiah General Hospital, and Mendocino Community Hospital. Each of
these hospitals was very small. Ukiah Adventist had only 43 beds, Ukiah General had
only 51 beds and Mendocino Community Hospital had only 56 beds. In addition to the
economies of scale problems facing these very small hospitals, they each suffered from
extremely low occupancy rates. Both Ukiah Adventist and Ukiah General were operat-
ing at approximately 50 percent occupancy and many times had fewer than ten patients
per day. Mendocino Community Hospital usually had only four to ten patients per day.
What these figures suggest is that any of the hospitals in Ukiah could have been wiped
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out by one Medicare outlier. (A Medicare outlier is a significant Medicare patient
whose treatment greatly exceeds the DRG reimbursement schedule.)

Occupancy rates have continued to decrease as we become more efficient and as
more procedures are conducted on an outpatient basis. Outpatient services are provided
in physician offices and clinics as well as at the hospital. Thus, competition is very
broad for these outpatient services.

The financial problems facing these tiny hospitals were similar to trends facing the
health care industry generally.' The combination of rising costs, reduced reimburse-
ment, and the shift to outpatient facilities9 resulted in a dramatic decline in the ability of
small rural hospitals to serve their constituents. The Ukiah hospitals, as well as an in-
creasing number of rural and small hospitals, experienced severe financial difficulties.

Statistics prove that these trends have a disproportionate impact on small, rural hos-
pitals. Between 1980 and 1988, of the 445 community hospitals closed, 206 were rural
hospitals; and from 1986 to 1988, the number of rural hospital closures outnumbered
urban hospital closures. In 1988 alone, 43 rural community hospitals closed, and 39 of
these had fewer than 100 beds.'0

These trends did not bode well for the survival of any small hospital in Ukiah. The
financial situation of Ukiah General was particularly precarious at the time of the acqui-
sition. Income declined steadily to a breakeven position in 1987 and to a substantial
loss for the nine months ending June 30, 1988. At the time of acquisition, Ukiah Gen-
eral's balance sheet reflected negative net worth, a high debt burden, and substantial re-
liance on its parent organization, a for-profit corporation that was already heavily in
debt. Given the trends in closures of small, rural hospitals, Ukiah General's closure was
a distinct possibility.

However, we decided that rather than withdraw from Ukiah we would address our
efficiency and quality concerns by combining with Ukiah General Hospital. To pre-
serve medical services in Ukiah, on August 8, 1988, Ukiah Adventist Hospital acquired
substantially all of the assets of Ukiah General Hospital. The combined facilities are
now known as Ukiah Valley Medical Center.
- Efficiency considerations were a key to Ukiah Adventist's decision to acquire Ukiah

General. Studies indicate that economies of scale in hospitals are not achieved until a
hospital has at least 200 beds." Even members of the FTC's own Bureau of Economics
recognize that general acute care hospitals under 100 beds in size are terribly ineffi-
cient'2 The consolidation of Ukiah Adventist and Ukiah General, with 43 and 51 beds
respectively, resulted in a 94-bed hospital which better approximated the size at which
economies of scale could begin to be achieved. It is hard to understand the FTC's
premise that our combination could be a threat to competition when we are struggling
to meet minimum scale economies.

Prior to the acquisition, we projected that we could eliminate duplicative clinical
services, administrative functions, and related overhead expenses to achieve a cost sav-
ings of approximately $3 million in annual, ongoing savings. The elimination of dupli-
cative obstetrical related services alone was expected to effect a savings of $500,000.
The most significant short-run savings opportunity resulting from the merger, however,
was expected to be the elimination of over $1.7 million in overlapping and duplicative
staffing costs. These are costs that would otherwise have to be paid by our patients.
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A $2.5 million one-time cost savings was also anticipated. The largest one-time cost
savings was the cancellation of plans to construct and equip a new Birthing Center at
Ukiah Adventist that would have duplicated facilities at Ukiah General. We also antici-
pated $400,000 in savings from the sale of duplicative equipment.

Numerous Ukiah physicians, government officials, third party payors, and commer-
cial executives endorsed the acquisition, realizing the enormous efficiencies which
could be achieved.

As it turns out, all these savings were achieved. Indeed, the savings even surpassed
those expectations. Ongoing annual cost savings exceeded original projections by al-
most $400,000. Moreover, expanded blood bank collection services reduced the per
unit price of blood by approximately 10 percent, and the combined hospital realized
significant savings in nursing personnel. Experience more than validated the efficiency
expectations.

Economic efficiency has the added benefit of freeing revenues, facilitating the redi-
rection of savings toward improving the quality of health care provided in Ukiah. By
October 1989, Ukiah Valley achieved a substantial improvement in the quality of care
offered to the citizens of Ukiah, and additional quality improvements have been made
since then. The two emergency departments were consolidated on one site. This com-
bined the staff, resources and backup in one department to serve 1,500 to 2,000 visits
per month. This consolidation provided an improved operation and service over run-
ning of two departments with only 700 to 800 visits each. After the consolidation, all
of the full-time emergency room physicians and nursing staff were board
certified/qualified in emergency room medicine. Combined facilities permitted the ex-
pansion of blood banking and collection services, resulting in the provision of 75 per-
cent of their needs in house; prior to the acquisition, this figure was only 25 percent.
The hospital contracted for provision of nuclear medicine scanning, whereas neither
hospital did so prior to the acquisition. C.T. scans were provided in-house rather than
using a lower quality non-hospital unit.

Our experience is indicative of the experiences of other small hospital mergers.
Studies constantly demonstrate a positive correlation between hospital size and quality
of care. An increase in volume enhances staff proficiency."3 The pooling of patient
care volumes in the emergency room lend to improvements in staff proficiency. Avoid-
ing duplicative birthing centers allows physicians to handle all procedures at one loca-
tion and, concomitantly, to refine their skills.
* Our advances in efficiency and quality of care in Ukiah continue to the present In-
creased volume facilitates improvements in case management and related decreases in
the average length of stay, resulting in medical cost savings for the Ukiah community.
Because of the improvement of quality of the emergency physician staff, malpractice
premiums decrease. The kitchen, cooking, accounting, admitting, linen and housekeep-
ing, record keeping, data processing, and personnel departments report additional staff
efficiencies. These cost savings enable Ukiah Valley to broaden the services provided
to indigent patients, resulting in more complete provision of services to the community.
Furthermore, prior to the consolidation, the hospital could not accommodate managed
care contracts; now, Ukiah Valley serves several managed care contractors, including
HMOs.
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The FTC's prosecution is premised on an injury to competition. But we now have
practically four years of operating history which demonstrates no such injury has oc-
curred. Our price increases have been less than the average of other California hospi-
tals. We now have more managed care contracts than before. Managed care providers
and insurers have all told the FTC that they get competitive prices from us and that they
recognize we have improved quality and efficiency.

Despite the efficiencies and quality of care improvements that have occurred from
this combination and the fact that this transaction was well below the Hart-Scott-
Rodino reporting threshold, the FTC continues to apply antitrust principles that appear
misguided when applied to small, rural hospitals. The FTC has constructed an unrealis-
tic market suggesting we have a large market share that conveniently excludes all the
hospitals in Santa Rosa, a city 60 miles to the south along a major highway. Approxi-
mately 25 percent of the people living in our service area go to other hospitals, such as
those in Santa Rose, regularly. It is ludicrous to suggest they are not direct competitors
of ours. It was in part due to the exodus from Ukiah to Santa Rosa that made the con-
solidation critical. Anyone looking at Ukiah who is knowledgable in utilization patterns
knows that Ukiah can only support one hospital.

Of course, what is particularly tragic is that investigations like this result in great
expense not only for the hospital but also for the community it serves. The protracted
hearing on the merits against a very small, not-for-profit hospital is causing grave harm.
To date, Ukiah Valley has been forced to expend approximately $1 million defending
this transaction and trying to fend off an attack which serves no valid public purpose.
Beyond actual expenditures, a drawn out battle with the FTC forces Ukiah Valley to re-
serve scarce financial resources it might otherwise spend on staff salaries and health
care services. Ukiah Valley's staff is paid less than other area hospitals, and Ukiah Val-
ley has also had to defer making major necessary equipment purchases, such as diag-
nostic x-ray equipment, until after this matter is resolved. The uncertainty of this matter
has also harmed Ukiah Valley's ability to secure financial support and its ability to re-
cruit medical personnel.

At the same time, the trends in the health care industry that provided the original ra-
tionale for the acquisition show little signs of relenting. Although the rate of hospital
closures slowed slightly during 1989 and 1990, community hospitals with fewer than
100 beds account for 74 percent of hospital closings in those years.' 4 Closures of rural
community hospitals continue to surpass closures of urban community hospitals," and
in 1990 California had the second largest number of community hospital closures in the
country.' 6 The AHA has just released statistics for 1991 showing 45 hospitals closed
last year, two thirds of them in rural areas."

While we might not have met all of our goals, the cost savings, increased efficiency,
and enhancement of the quality of care that have resulted from the consolidation, pro-
vide a bright contrast to the rather bleak backdrop of the current state of the health care
industry. Our achievements are especially remarkable given the financial burden and
the accompanying constraints of the relentless FTC investigation.

Our experience clearly demonstrates the efficiencies, cost savings, and quality of
care improvements that emanate from the merger of two small, rural hospitals. We are
not asking Congress or the FTC to disregard antitrust policies whatsoever. What we are
asking is for the FTC to differentiate and distinguish among situations before it applies
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a blanket set of precepts. Given our experience, our recommendation would be for
Congress and the FTC as a matter of policy to permit the combination of small hospi-
tals, especially when such a combination results in a facility with 100 or fewer acute
care beds. Such a step will allow higher quality health care for rural America. We also
would recommend a policy encouraging joint ventures and other collaborative activities
among hospitals even though such activities may result in market and information
sharing.
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Community Blood Bank of the Kansas City Area Inc. v. FTC 405 F.2d 1011 (8th Cir. 1969).

2 Hearings before the Subcommittee on Transportation and Hazardous Materials of the House of
Representatives Committee on Fnerey and Commerce. 101st Cong., Ist Sess. (1989) (statement
of William C. McLeod, Director of the FTC's Bureau of Consumer Protection); see also Charles A.
James, Deputy Assistant Attorney General, Antitrust Division, United States Department of Jus-
tice, Remarks before the National Health Lawyers Association (Jan. 31, 1992).

United States v. Philadelphia National anks 374 U.S. 321,336 and 336 n. 11(1963).

' On August 29, 1988, the FTC wrote one of Ukiah Valley's attorneys, reiterating their request for
extensive information without addressing the jurisdictional issue. We responded and again re-
quested that the agency address jurisdiction as a threshold matter.

On September 16, 1988, the FTC claimed jurisdiction under Clayton Act Section 11. On Sep-
tember 30, 1988, our attorneys pointed out that the- Section 11 argument had just been expressly
rejected by the Supreme Court in United States v. Carilion Health System, which held that "The
FTC lacks jurisdiction over the defendants because of their non-profit status (Unitc-StatesLv.
Carilion Health System No. 88-0249-R (order granting motion to dismiss) (W.D. Va. Sept. 30,
1988); 707 F.Supp. 840 (W.D. Va. 1989), ad, 892 F.2d 1042 (4th Cir. 1989)).

On February 3, 1989, the FTC issued a subpoena duces tecum to AHS/West. This was author-
ized by a resolution of the full Commission.

In response we filed a petition to quash the subpoena based, in part on lack of jurisdiction un-
der the Clayton Act.

On March 3, 1989, the Commission conducted a hearing on the Petition. And on March 15,
1989, Commissioner Calvani denied our petition (In re Adventist Health System/West, 5 Trade
Reg. Rep. (CCH) ¶22,658 (March 15, 1989)).

The full Commission affirmed Commissioner Calvani's ruling on April 10, 1989, directing
AHS/West to comply with the subpoena by April 21, 1989. We did not comply with the sub-
poena, because we intended to raise the jurisdictional defense in any federal action attempting to
enforce the subpoena. The FTC chose not to try to enforce its subpoena in federal court.

Instead, in August of 1989, the FTC sent Ukiah Valley and AHS/West its draft administrative
complaint and advised Ukiah Valley and AHS/West that we would be given an opportunity to be
heard prior to the Commission voting on the complaint.

During the weeks of October 2, and October 9, 1989,1 personally met separately with Chairman
Steiger and each of the other then commissioners. At each meeting, I reiterated the jurisdictional
objection and explained the benefits of the transaction.

Despite this effort, the FTC issued its complaint on November 7, 1989. Ukiah Valley initiated
an action in federal court to enjoin the FTC (Ukiah Valley Medical Center v. FTC 1990-1 Trade
(as CCH ¶68,916 (N.D. Cal. 1990). The district court, however, ruled that the FTC should first
decide the issue. This was appealed to the Ninth Circuit, which affirmed that decision (Llkiab
Valley Medial Center v. FTC, 911 F.2d 261 (9th Cir. 1990)). We then filed a motion to dismiss
the administrative complaint before the Administrative Law Judge based on the FTC's lack of ju-
risdiction over not-for-profits. Now chief administrative law judge, Lewis F. Parker, dismissed the
FTC's complaint for lack ofjurisdiction and ruled in favor of our position that the FTC lacked ju-
risdiction here (In- Adventist Health System/West, No. 92-34, Aug. 2, 1990). On appeal, on
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August 2, 1991, the full Commission reversed the administrative law judge and remanded for a
trial on the merits a(sm Adventist Health Systern/West, No. 92-34, Aug. 2,1991).

There are apparently one or two decisions, depending on how you count, that now support the
FTC's view (FTC v. University Health. Inc.. 938 F.2d 1206 (11th Cir. 1991); United States v.
Rockford Memorial Corp. 717 F. Supp. 1251 (N.D. Di. 1989), 898 F.2d 1278 (7th Cir.), cert. de-
nied, Ill S.Ct. 295 (1990)), though at least one final decision, affirmed by the Fourth Circuit
supporting ours (United States v. Carilion Health System No. 88-0249-R (order granting motion
to dismiss) (W.D. Va. Sept 30, 1988); 707 F. Supp. 840 (W.D. Va. 1989), n, 892 F.2d 1042
(4th Cir. 1989).

' S, e.g., Cole and Sizing, Cole Nurse Comnpensation Survey Modem Healthcare, December 2,
1988, at 24; Wagner, Weighing the Cost of New Technology. Modem Healthcare, November 18,
1988, at 43.

6 a Touche Ross, U.S. Hospitals: The Future of Health Care - A Survey of U.S. Hospital Ex-
ecutives and Presidents of Medical Staffs on the Challenges They Face in an Environment of
Enormous Change, June 1988, at 4; See as McCarthy, DRGs - Five Years Later The New Eng.
J. of Med., June 23, 1988, at 16834.

S= Touche Ross, U.S. Hospitals: The Future of Health Care - A Survey of U.S. Hospital Ex-
ecutives and Presidents of Medical Staffs on the Challenges They Face in an Environment of
Enormous Change, June 1988, at 4; See also Bureau of the Census, U.S. Dep't of Commerce, S&-
tistical Abstract of the U.S. 1989. 1989, at 102.

Sm Freudenheim, Rising Number of Hospitals Forced to Close, N.Y. Times, June 23, 1988, at
A17, col. 1; Office of Evaluation and Inspections, Office of Inspector Gen., U.S. Dep't of Health &
Human Services, Why Hospitals Close, Modem Healthcare, March 24, 1989, at 24.

9 See American Hosp Ass'n, Hospital Statistics - Data from the American Hospital Association
1988 Annual Survey 1988, at XXV; Prospective Payment Assessment Commission, Medicare
Prospective Payment and the American Health Care System: Report to the Congress 1990, at 52.

'0Hospital Data Center, American Hospital Association, Hospital Closures 1980-1988: A Statisti-
cal Profie 1989, at 5.

" Ira Moscovice & Roger A. Rosenblatt, A Prognosis for the Rural Hospital, J. of Rural Health,
Part II, July 1985, at 13; Carr & Feldstein, The Relationship of Cost to Hospital Size. Inquiry,
1967, at 60.

" Vita, Langenfeld, Pautler, and Miller, Economic Analysis in Health Care Antitrus= 7 J. Con-
temp. Health L. & Policy 73, 97 (1991). (The authors are or then were economists at the FTC.)

'Hannan, O'Donnel, Kilbum, Bernard and Yazici, Investigation of the Relationshi Between
Volume and Mortality for Surgical Procedures Performed in New York State Hospitals, 262 J.
Am. Med. Ass. 503 (July 28, 1989); Hughes, Hunt, Luft, Effects of Surgeon Volume and Hospital
Volume on Quality of Care in Hospitals 25 Med. Care 489 (June 1987); Harold S. Luft, a1c
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Relation Between Surgical Volume and Mortality An Exploration of Causal Factors and Alterna-

tive Models 23 Med. Care 940 (Sept. 1980).
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REPRESENTATIVE STARK. Let me push you all to destroy some precon-
ceived notions that the Chair has.

I began to get into this with Ms. Ricardo-Campbell about the idea of
the so-called informed consumers and their market responses to prices. I
find that there is some difference between a commodities market or retail
market for foodstuffs or sale of automobiles and the market for hospital
service.

I am not sure that the economists, if they want to talk about elasticity
and all those kind of things that you like to talk about, can tell me who
the customers are. Who are the customers, Mr. Kaplan?

MR. KAPLAN. As you suggested before, I think the customers for hospi-
tals are primarily physicians.

REPRESENTATIVE STARK. Okay. What do you think, Ms. Ricardo-
Campbell?

Ms. RICARDO-CAMPBELL. I think it is a joint decision. I think the US.
News and World Report article made it quite clear. You need only a
small percentage of consumers.

REPRESENTATIVE STARK. You are talking about informed consumers.
Ms. RICARDO-CANPBELL. Exercise choice.
REPRESENTATIVE STARK. Let's try this. You four ought to be as in-

formed about medical services as any four people in the United States,
right? I will toss my hat in, too, so there are five of us. Let's do the Stark
test here.

Mr. Kaplan, how much comes out of your paycheck each month for
your health insurance?

MR. KAPLAN. Approximately $500.
REPRESENTATIVE STARK. Not approximately. Let's get right down to it.

You are an economist. You don't approximate things like that.
MR. KAPLAN. Being an economist, sir, does not preclude the option of

having your wife pay the bills.
REPRESENTATIVE STARK. How much was it last year?
MR. KAPLAN. It was approximately $6,000.
REPRESENTATIVE STARK. Last year, too?
MR. KAPLAN. Yes, sir.
REPRESENTATIVE STARK. How much will it be next year?
MR. KAPLAN. I hesitate to project. Higher.
REPRESENTATIVE STARK. Ms. Campbell.
Ms. RICARDO-CAMPBELL. Directly, it is only $125 a month because the

employer pays the rest of it; $100 monthly is a pre-tax supplementary
savings plan earmarked for Medical care. Additionally, my Medicare tax
is $144.10 monthly.

RERESENTATIVE STARK. What was it last year?
Ms. RICARDO-CAMPBELL. Last year, it was zero. The employer paid the

whole bill.
REPRESENTATIVE STARK. MR. OGLESBY.
MR. OGLESBY. Our hospital provides health insurance.
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REPRESENTATIVE STARK. Do you know what it costs per person?
MR. OGLESBY. Approximately $2,000.

REPRESENTATIVE STARK. Mr. Ammon.
MR. AMMON. Mr. Chairman, I don't pay anything because, like MR.

OGLESBY, we have full coverage. In our case, it would run about $3,600
a year.

REPRESENTATIVE STARK. You could be off a hundred dollars or so?
MR. AMMON. Yes, and the deductibles.
REPRESENTATIVE STARK. Let's go back. What percentage of the hospital

bill does your insurance pay?
MR. KAPLAN. I believe it is 80 percent.
REPRESENTATIVE STARK. You believe that?
MR. KAPLAN. Yes.
REPRESENTATIVE STARK. How about if you don't call first, pre-screen?
MR. KAPLAN. I do not know the answer to that.
REPRESENTATIVE STARK. How much of the doctor's bill does it pay?
MR. KAPLAN. I believe 80 percent.
REPRESENTATIVE STARK. For all procedures?
MR. KAPLAN. If I review the policies, I am sure that I could find

exceptions.
REPRESENTATIVE STARK. How many days of mental health?
MR. KAPLAN. I have not had the opportunity to engage in that.
REPRESENTATIVE STARK. I don't want to drag this out, but I have the

cream of America's medical health care consumers before me, and we
are not sure. I can tell you that my Blue Cross option is around 80 some
odd dollars an employee per month, and I know all of our costs are going
to go up 20 percent next year no matter what happens.

If Congress does something, or doesn't do something, your insurance
companies are going to kick your premiums up, on average, 20 percent
next year. None of us really know. Unless we are sick, we don't know. If
we have insurance, as consumers, basically, we are comfortable. We are
a little uneasy that we may lose the insurance, but I am saying that this is
not like shopping for a new Chevrolet or a pair of shoes, or a pound of
potato chips. It ain't a market-go ahead.

Ms. RICARDo-CAMPBELL. May I disagree, sir?
REPRESENTATIVE STARK. Yes.
Ms. RICARDO-CAMPBELL. It is like shopping for a stereo, a high fidelity

system, or shopping for a personal computer. These are highly complex
products that people have learned to shop for, and medical care is highly
complex. I think the market has widened.

REPRESENTATIVE STARK. Let's try the second test, to see whether in Mr.
Ammon's and Mr. Oglesby's hospital-when you come in and you are
faced with the candy striper or some stem-looking person behind the ad-
missions desk who makes you feel about as welcome as the booking ser-
geant at a prison-first, they want your credit card, and then they want
more information about you than you ever dreamed possible, and makes
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applying for a mortgage loan look like an easy task. Do you ask them a
question about why they are there? Do you say, who referred you, or
whose patient are you, or where did you read about us? Did you find a
coupon in the newspaper? Do you ask them?

MR. OGLESBY. No.
REPRESENTATIVE STARK. What do you assume?
MR. OGLESBY. I don't think we assume anything.
REPRESENTATIVE STARK. That a doctor sent them?
MR. OGLESBY. In the case of being admitted to a hospital, without a

doctor, you couldn't be there. There has to be an admitting physician.
REPRESENTATIVE STARK. Unless you come to the emergency room.
MR. OGLESBY. That is right.
MR. AMMON. There are actually two drivers.
Mr. Chairman, in the part of the world I am involved with, it is highly

managed care, and we do see blocks of patients moved from one group
to another very directly.

REPRESENTATIVE STARK. By somebody other than the patient?
MR. AMMON. Absolutely. By somebody other than the patient and the

physician, because even the physician at times is seeing their block of
patients moved because of contract changes in PPO.

REPRESENTATIVE STARK. I didn't want to belabor the point, but what I
am trying to suggest to both panels that-we will be talking with govern-
ment witnesses later, again-this is not like A&P owning their own dairy
or bakery and fixing the price by vertically integrating as it were and,
therefore, jamming it to the customers, which was attempted on the part
of the A&P long before any of you were studying economics.

All I am suggesting is that this is a different market. I am not suggest-
ing for a minute that Mr. Oglesby or Mr. Ammon don't deal with very
sophisticated purchasers, but they tend to be people who run preferred
providers or corporations that can demand a discount because they are in
Dearborn and they happen to be called Ford Motors and they have a lot
of customers for you.

The individual patient, I submit, is pretty lost, much more lost than
when they are going to Circuit City. There, at least, you can go and get
Consumer Reports, if you are smart before you let that salesman talk
you out of the last few dollars that you have in your jeans.

The same is true in automobiles. There is a big difference between a
flatbed Ford in 1947 and that mess of computer chips you buy now.
Somebody can read Road and Track or Popular Photograph File, if you
buy a camera. But I don't believe the argument that we buy medical serv-
ices that way. I am belaboring the point, but the real question still comes
down to, if there is a different market, if we had a single payer or an all-
payer system-let's say like Maryland-we really wouldn't have to
worry about antitrust, would we?

Are you familiar with the Maryland system, Mr. Ammon?
MR. AMMON. A little bit.
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REPRESENTATIVE STARK. Mr. Oglesby?
MR. OGLESBY. Yes, I am.
REPRESENTATIVE STARK. Your chief hired gun used to run it.
MR. OGLESBY. That is right.
REPRESENTATIVE STARK. Are you, Ms. Ricardo-Campbell, familiar with

the Maryland system?
Ms. R1CARDO-CAMPBELL. Only somewhat. Is it a single price for each

item?
REPRESENTATIVE STARK. For each hospital. Maryland is given a budget

and basically they operate this way, and it is an all-payer system. Each
hospital has a set of rates that it may and must charge every purchaser.

So, regardless of whether you are paying out of your own pocket or
whether you belong to Blue Cross or a PPO, that particular hospital has
one price for all comers, and it is adjusted each year. And there are in-
centives occasionally built in where the State board, if you are going to
merge, say, look, merge, and for a while we will give you a higher price
in this, and it is partly political, but it does away with the need for wor-
rying basically about antitrust procedures, because arguably the rates
are set by another party.

MR. KAPLAN. With all due respect with the quality of the Maryland
regulators, Mr. Chairman, I am very hesitant, as a general rule, to place
all pricing and quality decisions in a regulatory body. I think history has
suggested to us many, many different

REPRESENTATIVE STARK. That brings to us Johns Hopkins, the best of
the best, where the administrator of Johns Hopkins, who initially fought
this system, and will now sing its praises and not only say they live
comfortably within it, but they have been able to expand and maintain
their rank of, if not the leading, top teaching hospital institutions in the
country.

They like it. It seems to work. You know, whether you put it together
in pieces or not, it is tough to quarrel with success, and they come in un-
der the average, which saves us money. It is hard to argue with success,
but go ahead, try.

MR. KAPLAN. No. Obviously, I would have to look very carefully at the
view of a hospital that claims that they benefit from the regulatory
scheme. One could question their incentives there.

I am not questioning Johns Hopkins or their sanity. I am only suggest-
ing that for every success story, we will find one that is not so success-
fiu, and successes today do not guarantee successes in the next century.
And you know better than I, Mr. Chairman, the pressures that can be
brought in regulatory bodies. As a general rule, I think markets are better
allocators.

REPRESENTATIVE STARK. How have the markets done in the last 15
years?

MR. KAPLAN. In health care, sir, very poor, but it is not a free market.
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REPRESENTATIVE STARK. As a scientist and as a person, what is there in
that experience in the last 15 years that gives you any hope for the
future?

MR. KAPLAN. We face troubled times, but to say that we have a well-
functioning market, though, is incorrect. We have a market that is inter-
fered with repeatedly in many different forms, with many different mes-
sages being sent. I do think that there need to be meaningful and
dramatic reforms if we are going to-

REPRESENTATIVE STARK. What you are suggesting to me is deregulation,
basically?

MR. KAPLAN. I am not suggesting deregulation. I am only responding
to the question as to whether Maryland's policy is a good idea for the
other 49 States, and I am not sure that it is.

REPRESENTATIVE STARK. I am not sure that it is, either. In general, what
do you think about global budget, let's say? Do you think that this indus-
try can get its inflation rate down anywhere near the growth of the econ-
omy of the country without some kind of discipline?

MR. KAPLAN. Again, I am quite cautious about top/down-imposed re-
straints put on market participants. I recognize that this is a special case.
I spend a lot of time arguing that myself.

As a general rule, I think one ought to be quite cautious about doing
that.

REPRESENTATIVE STARK. How would it work in Ukiah if you had a sin-
gle rate? Would that-

MR. AmMON. A single rate would work in that setting, but I am not
necessarily advocating that. It is just that we obviously, right now, as I
mentioned earlier, when you take Medicare, Medicaid and the HMO,
PPO contracting, everything is negotiated right now to a level that is
quite different from the old days when you made a rate adjustment.

REPRESENTATIVE STARK. In terms of the idea that antitrust is to protect
the consumer, the consumer is a pretty sophisticated, well-endowed pur-
chaser, is it not?

MR. AMMON. In the California market, that is very true.
REPRESENTATIVE STARK. It is not some lone sheep out there in the pass

about to be sheered by you wolves in the business.
MR. OGLESBY. Mr. Chairman, can I make a comment to follow up

about the Maryland experience?
-I would guess that a Johns Hopkins would be an outstanding per-

former for many reasons that have nothing to do with the all-payer sys-
tem in that State. In talking to colleagues there, they do agree that in
some ways it has performed very well. However, insurance rates have
continued to go up in Maryland at approximately the same rate as any
other state.

REPRESENTATIVE STARK. We will take care of the insurance companies
later.
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MR. OGLESBY. The other thing that the system has not done is change
the way health care services are provided in terms of the delivery system.
I personally believe, and the American Hospital Association believes,
that if we are to get a handle on health care costs in the future, we have
to deal with the process-the way health care is provided.

REPRESENTATIVE STARK. Here is the problem that I have politically.
Every fiber of my intellect, both of them, would suggest to me that I
would agree with the former Republican Administration, that the only
way we are ever going to get this underway is capitation.

In Alameda County, California, half the people-500,000-belong to
Kaiser Permanente. That is half of the people that are cared for in any
system. You get in a fight at any bar in town as to whether Kaiser is bet-
ter than not having a program system. But Kaiser provides the service,
which is arguably as good as any, with a third of the number of doctors
and a quarter the number of hospital rooms that the fee-for-service or the
market does. Now, again, I am not sure what that tells me, except they
are doing something more efficiently.

The problem is that I don't think you are going to force people, one, to
join. My mother would go out and sleep on a grate and humiliate me be-
fore she joined Kaiser. She has her doctor and she wouldn't go.

Second, we can't do anything, in spite of the Administration's demon-
stration projects, until hell won't hold it; to keep the crooks out of the
business. Kaiser has evolved over 50 years and has some kind of institu-
tional conscious which makes it serve the community.

Let me show you those high flyers in Florida who have stolen $30 mil-
lion of government money so fast it makes your head spin.

We are trying to force feed HMOs, and that doesn't work. You are not
going to force the public in. Maybe, when insurance comes around, like
it does for us federal employees, we will make that choice better. It al-
ways pushes us somehow toward control. Go ahead, Ms.
Ricardo-Campbell.

Ms. RiCARDO-CAPBELL. I would like to align with David Kaplan here.
REPREsENTATrvE STARK. That is why we had you sit next to him.
Ms. RICARDO-CAMPBELL. Finding a fellow believer in the market.
I would like to make a couple of points. One of the major reasons that

the costs are high is the licensure system that we have. One of the rea-
sons that Kaiser can deliver with less physicians is that they have general
nurse practitioners and physician assistants.

I think we need more of them. Primary care is meager within the phy-
sician group. We have too many specialists. Two-thirds of our physi-
cians are specialists. In Canada, it is one-third. That is the major
difference between the systems.

REPRESENTATIVE STARK. No question. What I am coming back to, in
other words, is that medical care in this country is good. It really is.
However, too many people don't get it, and in many cases the costs are
high, inefficiencies being one of them, but you don't want politicians in.
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You don't even want politicians working on rates, but for us to determine
the process of medical care would be a disaster. God help you.

Ms. RICARDO-CAMPBELL. I got a good suggestion the other night from a
physician seated next to me at a dinner at the National Building Mu-
seum. He said that he worked in Fairfax County Hospital. Maybe, that
means something to people locally. Physicians are probably the only
group in the United States that have increased their share of the gross
domestic product sizably in the last 10 years or so-in fact, before that.
His suggestion was that he would tax physicians that earned over a cer-
tain amount and give medical care to the poor. He would look at the non-
profit hospitals and see if they are giving charity care.

REPRESENTATIVE STARK. I was just in Chicago and suggested that they
ought not to get profits on referrals, and I came close to having my hide
nailed to the barn door. Good luck on taxing those guys.

Ms. RiCARDO-CAMPBELL. I am just saying that there are other reasons
besides the organization of hospitals and antitrust.

REPRESENTATIVE STARK. Well, having said that, it would seem to me
that if some of us had our way and could set an all-payer system for you,
we wouldn't have to worry about antitrust. On the off chance that our
bill does not zoom through Congress and get signed by the President in
the near future, we will try and see if we can make some sense out of
this.

By the way, I don't think we can let you all decide this as hospital ad-
ministrators without somebody protecting, or being party to negotiating
or arbitrating between you and your competing hospitals. It seems to me
that I don't want to have an open invitation for a couple of you to get to-
gether and say we can dump on the other guy.

MR. OGLESBY. We aren't suggesting that.
REPRESENTATIVE STARK. There has to be some kind of a mechanism for

that, and I don't think the market can do that.
MR. KAPLAN. I agree that there is a role.
REPRESENTATIVE STARK. I don't know what it is. Hopefully, we will be

able, with your help, to find a way that will at least allow, if not en-
courage-that is a fine line, allow or encourage or both-consolidations,
cooperation, co-ops, and without all the savings going to the lawyers,
which might not be exactly right.

The Chair has to go and vote, and so we will recess now, and I want
to thank the panelists very much for their time and effort. I hope we can
develop something that can take the form of legislation and make some
changes that make life simpler for you.

Thank you very much.
REPRESENTATIVE STARK. We will recess for about 15 minutes.
[Recess.]
REPRESENTATIVE STARK. We will resume and I again thank the wit-

nesses' indulgence. We will turn to a panel of administration witnesses,
who I am sure will restore the public's faith in our government.
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The panel is led by Mr. Charles James, Acting Assistant Attorney
General, Antitrust Division of the Justice Department; MR. JMvEs C.
Egan, Jr., Director for Litigation, Bureau of Competition, Federal Trade
Commission; and Mr. Robert Eaton, the Associate Administrator for
Program Development from the Health Care Financing Administration,
known as HCFA.

We welcome you gentlemen to the panel.
Your prepared statements will be in the record in their entirety. The

Chair will ask you to not use many of those Latin legal words because
we will have trouble understanding it.

Why don't you expand on your prepared testimony in any way you
are comfortable. We will lead off with Mr. James.

STATEMENT OF CHARLES JAMES, ACTING ASSISTANT
ATTORNEY GENERAL, ANTITRUST DIVISION,

U.S. DEPARTMENT OF JUSTICE

MR. JAMEs. Thank you, Mr. Chairman, for the opportunity to appear
at today's hearing. I certainly was glad you invited us to hear the earlier
witnesses.

I have to confess that I am a lawyer, but if I start speaking in Latin
phrases, I will be speaking in tongues because I don't understand very
many of them myself.

You asked us to address the question of whether there is an inherent
conflict between antitrust laws and other policies for the creation of effi-
cient health care markets. Inasmuch as the antitrust laws are designed to
protect competition, the question thus becomes whether competition has
an important role to play in shaping our health care markets for the
future.
- We strongly believe that it does, and from that perspective, we main-

tain that sound, effective antitrust enforcement provides an important
form of market discipline in these markets. We think antitrust has an es-
pecially important role to play as health care markets move toward new
modes of contracting and service delivery. In particular the greater reli-
ance on managed care. We think that-

REPRESENTATIVE STARK. I didn't mean to interrupt, but I want to under-
stand where you all are coming from. The Chair recognizes a difference
of opinion between the Administration and many members on my side of
the aisle, in terms of economics. While I understand that there may be
some differences of opinion as to whether there are "competitive mar-
kets," if we can stipulate that there are conflicting opinions as to how
best to solve the overall problem and address ourselves more or less to
the idea that some hospital consolidations, mergers or joint ventures
could be useful and accept that there is some difference-maybe not an
absence of a market-between buying health care because of the com-
plexities of professionals directing us and insurance companies buying
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for us. I say I recognize that there may be some difference between vari-
ous witnesses on the panel and the Chair because you heard me try and
destroy that argument with the last panel. You guys have too much infor-
mation on how this operation runs for us to spend a lot of time on that.
Fair enough?

MR. JAMEs. Well, certainly. The only point that I would make is that
from our perspective, there are important forms of competition, and we
think that the antitrust laws provide a very effective way of screening
out-within the context of that competition-those transactions that are
likely to harm competition from those transactions that are likely to in-
crease efficiency and reduce costs. In enforcing the antitrust laws, we
certainly recognize many mergers and joint ventures actually promote
competition and thus the enforcement standards we employ, those stan-
dards being dictated by the courts, require us to employ market shares
only as a starting point in our analysis.

They certainly require that we perform a detailed competitive effects
analysis that includes an accounting for actual market conditions, and re-
quire us to balance competitive risks against any efficiency likely to be
generated through transaction. Finally, they require us to take into ac-
count the possible failure of one of the merging firms.

We believe balanced antitrust enforcement is the best and least intru-
sive mechanism for screening out those combinations that are likely to be
harmful. I think our track record in terms of enforcement demonstrates
that fact.

Over the past two years, there have been at least 220 hospital mergers.
Our agency has challenged only five. The Department of Justice hasn't
challenged a merger since 1988.

The Department has not challenged a single merger involving a small
hospital with less than a hundred beds, and hasn't challenged a single
merger in a rural market with a population of less than 200,000. With
respect to joint ventures, we haven't challenged a single joint venture
among hospitals with respect to ancillary services, such as laundry serv-
ices, ADP centers or costly equipment such as MRIs and helicopters,
things of that nature.

In light of the actual enforcement record, there is absolutely no basis
for asserting that the agency has been over-reaching or indiscriminate in
challenging mergers and joint ventures among health care providers. Not
withstanding that perspective, the -Department is always looking for
ways to improve our enforcement efficiency and to reduce the- cost of
compliance.

The Administration, for example, supports legislation to clarify the
law with regard to production joint ventures. That legislation would
make it absolutely clear that those transactions would be fair under the
rule of reason test, and beyond that would limit private damages to ac-
tual damages with respect to such ventures.
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We continue the process of attempting to educate the health care com-
munity through the publication of enforcement guidelines, like our
merger guidelines. Indeed, just this coming Monday, I will be talking to
the American Academy of Hospital Attorneys, trying to further their un-
derstanding of our policy.

We continue to work with proponents of individual transactions
through our business review procedure, and we are always happy to
work with cooperating firms in merger investigations to resolve these is-
sues quickly by initially focusing on the difficult positive issues and lim-
iting our requests to the issues that will be determinative in the matter.

Finally, we are always looking at ways to improve the quality of
analysis, and we are trying to work more closely with experts and other
agencies in the department. I am happy to announce today that the De-
partment of Justice, HHS and the Federal Trade Commission have
agreed to form a staff working group to work together and make sure
that we are understanding the factual issues and economic trends of the
health care industry.

We recognize there is a prevailing difference of opinion with the hos-
pital industries with respect to the need for antitrust enforcement in this
business. I would say to you, Mr. Chairman, that I can't think of a single
industry in this country that doesn't want an antitrust exemption if they
can get one.

I think our enforcement record is very clear. The vast majority of hos-
pital mergers and joint ventures are permitted to proceed without any in-
terference from federal enforcement agencies. Nevertheless, when
competitive problems do arise, when mergers actually threaten harm to
the consumers, we take appropriate action.

REPRESENTATIVE STARK. Did you say harm to consumers?
MR. JAMEs. Harm to consumers.
Through this process, we promote the types of innovation and effi-

ciency that exists in the market.
With that, I rest on my prepared remarks.
[The prepared statement of Mr. James follows:]
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PREPARED STATEMENT OF CHARLES A. JAMES

I am pleased to appear before the Subcommittee today to present the views of the
U.S. Department of Justice on the subject that is the focus of this series of hearings: the

structure of the hospital industry in the 21st century. It is certainly our hope that the
hospital industry of the future will be one that is characterized by accessible, cost-

effective, high quality care. We believe that increased reliance on market competition,
supported by sound antitrust enforcement, will promote the emergence of such an
industry.

Today's hearing seeks to determine whether there is an inherent conflict between
federal antitrust policy and the types of mergers and joint ventures that may be neces-

sary to create the efficient and effective health care delivery systems of the future. The

answer to that question is an unequivocal no. Indeed, it is our view that the relaxation
of antitrust discipline through immunities or regulation actually will retard the process
of necessary reform of our health care markets.

The U.S. antitrust laws are designed to protect competition through the elimina-

tion of anticompetitive conduct that fosters monopolies and cartels. Our antitrust laws,
however, are sensitive to the fact that many mergers and joint ventures actually may

promote competition. Thus, both our laws, and our policies to enforce them, provide
plenty of room for health care providers to undertake transactions that increase output,

enhance quality, spur innovation and otherwise promote economic efficiency. Through
sound enforcement of the antitrust laws, we ensure that health care consumers and pro-
viders alike get the full benefit of the competitive process.

It has been suggested that the specter of antitrust enforcement has an inhibitory
effect on health care providers. Those holding this view argue that antitrust prevents
mergers needed to correct imbalances in capacity utilization in local markets or that an-

titrust prohibits joint purchases of costly capital equipment. The actual enforcement re-
cord, however, reflects just the opposite. As I will discuss in some detail later in my

testimony, during a period of unprecedented merger activity, the agencies have chal-
lenged only a few hospital mergers and have not yet challenged a single joint venture

among hospitals to operate an ancillary service or to purchase expensive capital equip-
ment. We welcome the opportunity to set the record straight on these points, so that we
can begin to discuss the future structure of our health care markets from the premise
that competition will promote, not hinder, necessary reform.

THE CRITICAL ROLE OF COMPETITION IN HEALTH CARE REFORM
Cost-containment and access are two of the most important issues facing health care

policy makers today. Many who have studied the performance of U.S. health care mar-
kets regard greater reliance on innovative contracting mechanisms and alternative deliv-
ery systems, managed care in particular, as a key to resolving some of these issues.
Enrollment competition between managed care systems, for instance, encourages inno-
vation, enhanced quality, and efficiency in the delivery of health care services. Simi-
larly, greater use of selective contracting and bidding competition would generate

efficiencies and improve quality, as competing providers vie to demonstrate the value
and dependability of their services relative to those of their rivals. Unlike individuals
who have "first dollar" insurance coverage, who are somewhat removed from the cost
consequences of their health care purchasing decisions, managed care providers have
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strong incentives to control costs and promote quality. Lower costs, of course, increase
access.

Whatever the eventual structure of the health care industry of the future, hospitals
and health care professionals will continue to provide the services that are the key in-
puts for our overall health care delivery system. Prices charged for these inputs must be
determined by market competition if the movement to greater reliance on managed care
delivery is to produce any of its expected benefits. No amount of structural reform will
succeed if health care providers are organized into tightly knit cartels that reduce out-
put, increase prices, stifle innovation or restrict entry. Balanced antitrust enforcement is
the best available mechanism for screening-out those combinations among health care
providers that are likely to have adverse competitive effects, from those combinations
that promote efficiency and reduce costs.

ANTITRUST A LYSIS OF MERGERS AND JOINT VENTURS
The Department analyzes mergers and joint ventures under two primary statutes -

Section I of the Sherman Act and Section 7 of the Clayton Act. Section I of the Sher-
man Act prohibits contracts, combinations and conspiracies in restraint of trade. Sec-
tion 7 of the Clayton Act prohibits mergers, acquisitions and certain joint ventures, the
likely effect of which may be substantially to lessen competitition or tend to create a
monopoly. In analyzing mergers and joint ventures among health care providers, we
seek to determine the likely effects of such transactions on all consumers of health care
services, including managed care systems and other third-party payors.

Merg Standards
The Department recognizes that health care providers must be able to undertake

consolidations and other transactions to achieve necessary economies of scale and
scope in the provision of health care services. Our enforcement policies with respect to
hospital mergers, therefore, are flexible and comprehensible enough to permit such
transactions to proceed. However, when we conclude hospital mergers threaten to harm
consumers, we take action.

The basic analytical approach for the evaluation of mergers under Section 7 is the
Horizontal Merger Guidelines. Those Guidelines, revisions of which were just issued
jointly by the Department and the FTC on April 2, set forth in considerable detail the
specific market factors and decisional standards the agencies consider in reviewing a
transaction. The 1992 Horizontal Merger Guidelines represent the next logical step in
the evolution of merger enforcement policy. They reflect further movement away from
wooden, concentration-based standards for evaluating competitive harm, and toward a
more dynamic analysis that takes proper account of real-life business conditions in the
affected markets, together with any efficiencies likely to be generated through the
merger.

Without attempting to explain all facets of the Merger Guidelines, the basic ap-
proach can be summarized as a sequence of analytical steps that are each necessary and
together sufficient to determine whether a merger will create market power or facilitate
its exercise. We begin by defining the relevant market - the group of products or serv-
ices and the geographic area - affected by the transaction. We then measure concentra-
tion in that market to determine whether the transaction will result in a concentrated or
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highly concentrated market. Consistent with the view that concentration is only the

starting point for merger analysis, we then proceed to a detailed analysis of likely anti-
competitive effects. We next consider whether possible anticompetitive effects will be

deterred or counteracted by new entry. We then consider whether efficiency gains

likely to be generated by the transaction will counter-balance any identified anticom-

petitive effects. In cases where the acquired firm faces imminent financial failure, we
also consider whether its productive assets would exit the market absent the transaction.

Joint Venture Standards
The term "joint venture" is routinely applied to a broad range of collaborative activ-

ity in the business community. Depending upon the nature of the collaboration, and es-
pecially the extent to which the parties are integrating their operations, joint ventures
can be considered under the conduct prohibitions of Section I of the Sherman Act or

the more transactional screen of Section 7 of the Clayton Act. In either event, the es-

sence of the analysis is essentially the same - to determine the joint venture's competi-
tive effects.

Legitimate joint ventures -- Lo. those that involve some integration, but not so
much as to be a complete merger of operations - are evaluated under the Sherman Act's

"rule of reason." That means that we consider the extent to which the venture is likely
to create market power or facilitate its exercise. Just as we do in merger analysis under
the Clayton Act, we must balance likely anticompetitive effects against efficiencies to

be generated through the venture.
The critical distinction in the joint venture context is that joint venturers often re-

tain some degree of economic autonomy, and that retained autonomy may be relevant to

the firms' incentives to engage in anticompetitive conduct through the venture. Thus,

there are often situations in which a limited joint venture among competitors might be
lawful, whereas a complete merger among those firms would not. In each case, we look

to the specific circumstances, including the extent to which the venturers will continue
to interact as competitors.

ANTITRUST ENFORCEMENT IN THE HOSPITAL INDUSTRY

At this point, I would like to address certain specific misconceptions about our ap-
plication of the antitrust laws to the hospital industry.

Hospital Merger
Perhaps the greatest misconception about our enforcement program is that we have

been overly aggressive in challenging hospital mergers or that we have challenged an
inordinate number of these transactions. Nothing could be further from the truth. Over
the last five years, there has been unprecedented consolidation in the hospital industry.
Data concerning the actual number of mergers are subject to varying interpretations.
By our account, however, there were at least 229 hospital mergers during the period
1987 to 1991. During that period; the Department and the FTC opened formal investi-
gations into only 27 transactions. Of those 27 investigations, only five resulted in chal-
lenges. Given the large number of transactions, this is hardly a record of

over-aggressive enforcement.
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Similarly, it has been suggested that we have been overly aggressive in attacking
transactions among small or rural hospitals, where demographic conditions would not
necessarily support competing hospitals. Once again, the actual record belies this no-
tion. Between 1987 and 1991, the Department did not challenge a single merger be-
tween small hospitals (under 100 beds) or a single merger in a community with a
population under 200,000.

Turning to the merits of merger analysis under the antitrust laws, we often hear the
criticism that our concentration standards are too low for an industry where some mar-
kets are too small to support a large number of competitors. The simple fact is that con-
centration is merely the starting point in merger analysis. In each case, we conduct a
detailed analysis of competitive effects and likely efficiencies to reach a balanced
evaluation of the proposed merger. In a number of instances, the agencies have ap-
proved transactions well exceeding the stated concentration standards, based upon evi-
dence that the transaction was not likely to harm consumers.

Another frequently voiced criticism is that the antitrust laws prohibit or "chill" hos-
pital mergers necessary to address over-capacity or under-utilization problems in par-
ticular markets. The Department, however, is always sensitive to the possible capacity
utilization problems confronting the parties to a transaction. We recognize the ration-
alizations of capacity can reduce operating costs in ways that will benefit consumers
through lower prices and more efficient services. To be sure, we look closely at each
efficiency claim to ensure that it is well founded. But when the evidence indicates that
efficiencies are both likely and substantial, we are unlikely to challenge a merger.

The Department is proud of its merger enforcement program both generally and in
the hospital industry. We employ flexible and comprehensible standards to separate the
good transactions from those that legitimately should be of concern. We have devoted
considerable resources to understanding how hospital markets function, and we apply
that expertise to ensure that health care providers and the consumers they serve get the
full benefits of competition.

Joint Ventur
With respect to joint ventures, the absence of any inhibitory effect from antitrust en-

forcement is even clearer. We often hear that hospitals need to collaborate on ancillary
services and equipment to ensure proper utilization. It is said that an inability to col-
laborate results in "arms races" in which individual hospitals each invest in costly
equipment - Argo MRIs, helicopters, laundry services, etc. - only to have those invest-
ments go severely underutilized. Antitrust is not a barrier to such collaborations. Gen-
erally speaking, joint ventures to purchase and operate ancillary services and equipment
raise few real antitrust concerns. Indeed, as far as we have been able to tell, the Depart-
ment has not yet challenged a single joint venture of that type.

Moreover, the Department is quite willing to work with health care providers, both
informally and through our formal business review process, so that they can know, in
advance, whether we perceive antitrust problems in the ventures they are considering.
Over the years, both agencies have reviewed a number of collaborative arrangements
among health industry firms, most of them resulting in clearance of the activity. De-
pending upon the level of cooperation we receive, this can be a relatively quick, low-
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cost mechanism for determining agency enforcement intentions with regard to a pro-
posed course of conduct.

MOVING TOWARD THE FU1TURE
One useful purpose of these hearings is to consider what can be done to ensure that

there are no unnecessary barriers to useful collaborations among hospitals. As I've ex-
plained, existing antitrust laws and enforcement policies serve their proper function --
prohibiting anticompetitive mergers and joint ventures, while permitting most transac-
tions to proceed. We believe that any relaxation of antitrust enforcement, through legis-
lation or otherwise, could have the harmful effect of retarding the process of market
oriented reform that has already begun. Just as in any other market, competition among
health care providers will encourage cost-containment, innovation and efficiency, and
the sound enforcement of existing antitrust laws will protect that competition.

That is not to say, however, that there are no positive steps that can be taken. To
that end, the Department supports legislation that would clarify the law with respect to
the treatment of joint ventures. Pending legislation, including an Administration pro-
posal, would extend the National Cooperative Research Act to production joint ven-
tures. The thrust of this legislation is to confirm that legitimate production joint
ventures must be evaluated under the rule of reason and to provide for a limitation on
damages in the case of production joint ventures prenotified to the government.'

Another important step is to continue the process of educating the health care com-
munity concerning the true reach of the antitrust laws. Notwithstanding the fact that the
agencies have challenged only a few hospital mergers and no hospital equipment or
service joint ventures, the health care industry has a different impression of our enforce-
ment policies and intentions.

We are somewhat puzzled by the fact that there is not broader understanding of our
enforcement policy, despite the fact that no single industry presents more conferences,
seminars and educational programs focused on antitrust issues. During the last four
years, our health care experts have given over 35 speeches addressing a broad range of
antitrust topics of special interest to the health care industry. Indeed, next week I will
be speaking before the American Academy of Hospital Attorneys, which is sponsoring
an antitrust conference as part of its annual meeting. I know that the FTC also has been
quite active in speaking on health care issues. We will continue our efforts to explain
clearly our enforcement priorities.

A third step relates to coordination between agencies involved in health care regula-
tory policy and the two federal antitrust enforcement agencies. As the health care in-
dustry continues to evolve, it is important that the antitrust agencies remain current on
trends and factual developments that are relevant to our competitive analyses. At the
same time, it is also important that the health care and antitrust agencies work to de-
velop a common view of those trends and developments. Accordingly, the Department,
the FTC and HHS are working on ways to review industry trends and developments as
they affect competition among health care providers. The industry can only benefit
from better information flows between us.

' The Administration has supported a variety of health care reforms designed to contain costs for
consumers of health care, and increase certainty for providers of health care. For example, the Ad-
ministration has supported health care liability reform.
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Finally, it is important for those setting policy for the health care industry - be it at
the local, state or federal level - to recognize the important role competition can play in
curbing costs and increasing access. Regulatory policies that discourage innovation,
entry and efficient expansion must be reconsidered, and any new regulatory schemes
must leave room for the maximum level of competitive interaction among firms at all
levels of the industry. Market-oriented solutions should be considered wherever
possible.

CONCLUSION
In sum, it is our firm belief that sound, effective antitrust enforcement has a positive

effect on the health care industry. Antitrust enforcement, and the competition it fosters,
advance the goals of cost-containment and efficiency by ensuring that market forces,
not private cartel agreements, dictate the performance of our health care markets. This
will be as important in the future as it is today.

This concludes my prepared remarks. I would be pleased to respond to any ques-
tions you might have.
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REPRESENTATIVE STARK. Mr. Egan, please proceed.

STATEMENT OF JAMES C. EGAN, JR.
DIRECTOR FOR LITIGATION, BUREAU OF COMPETITION,

FEDERAL TRADE COMMISSION

MR. EGAN. I, too, am grateful for the opportunity to testify here today.
I do have prepared remarks and those remarks do represent the views of
the Federal Trade Commission. I do have to give the normal caveat that
any other remarks are my own and are not necessarily those of the Com-
mission or any individual Commissioner.

As you will see in the prepared remarks, the position of FTC is gener-
ally consistent with the position of Department of Justice, and if I were
to fully summarize my remarks, I would be repeating much of what Mr.
James has just said. I will try to avoid that to the degree that I can.

I will quickly make some points, however, in way of summarizing the
remarks.

We agree that competition does matter in health care markets. That
does not mean that competition meets the textbook model.

I think everyone agrees that it does not in health care markets, but
markets can adjust to perceived problems within them, and antitrust al-
lows that to happen, in large part. I would give as an example the role
that the FTC played in allowing managed care to develop in health care
markets.

It was not until the FTC brought a case against the American Medical
Association in 1975, challenging ethical restrictions which limited the
ability of managed care to develop, that managed care was able to really
blossom, and today is becoming much more important.

[The prepared statement of Mr. Egan follows:]
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PREPARED STATEMENT OF JAMES C. EGAN, JR.

Good morning. I am James C. Egan, Jr., Director for Litigation at the Federal
Trade Commission's Bureau of Competition. My responsibilities include the supervi-
sion of the Bureau's antitrust enforcement activities relating to health care services, and

in particular the Bureau's work relating to mergers and joint ventures in the hospital
industry.

I would like to thank the Committee for the opportunity to testify today in these
hearings regarding "The Structure of the Hospital Industry in the 21st Century." The

Commission has been active in recent years enforcing the antitrust laws in that industry.

The Commission has pursued a vigorous but careful effort to promote an industry struc-
ture conducive to the hospital competition needed to help make America's health care
system work now and in the future. The Commission's testimony today will focus on
the role of antitrust enforcement when the market attempts to overcome inefficiencies in

the health care system, and to preserve options for future reforms to make the system
work better.

This written statement represents the views of the Federal Trade Commission.
However, my responses to this Subcommittee's questions are my own, and do not nec-

essarily reflect the views of the Commission or of any individual Commissioner.

Antitrust's Historical Role in Promoting Health Care Reform
Those who pay for and use health care services increasingly have relied upon inno-

vative methods of health care financing and delivery to overcome inefficiencies in

America's health care markets. But those efforts were greatly facilitated by the rela-

tively recent introduction of antitrust enforcement into the health care sector, which

eliminated some of the obstacles to reform and promoted the competitive market forces
needed to make reform work.

The premise of the antitrust laws is that a competitive marketplace normally will

supply the full range of goods and services that consumers want, at the lowest possible
prices. The purpose of the Commission's health care antitrust enforcement program, in-

cluding its hospital merger enforcement efforts, is to preserve the most opportunities for

consumers.
Of course, health care markets differ in many respects from the textbook model of

the competitive market. In particular, the relative lack of information available to pa-

tients, the resulting fiduciary responsibilities of providers to their patients, and the pres-

ence of health care insurance which blunts the impact of price on patients' purchasing
decisions, have been cited as factors that may impede normal competitive processes in

health care markets. Certainly, these factors, and others, may mean that market re-

sponses to changing conditions are more complicated and take longer to develop in

health care markets than in some others. But they do not mean that market forces do

not play a valuable role in health care markets. Furthermore, such unique features do

not mean that consumers will necessarily benefit if providers are permitted more control

over price, output, and quality of services.
Indeed, the growing demand of patients and payers for more cost effective care and

for more information about quality have led to market responses intended to overcome

the inefficiencies of health care markets. These responses include the development of a

large variety of "managed care" plans. These managed care plans, which have grown

60-211 0 - 93 - 10
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tremendously in recent years and continue to capture an increasing share of the market,
are intended to address directly the special features of health care markets, particularly
by making purchasing decisions more sensitive to costs. The Commission does not en-
dorse any particular type of health plan, including managed care plans, to improve
health care in this country, but instead encourages a competitive environment so that
consumers may select among a range of options.

The antitrust laws are intended to help ensure that the market can provide the most
choices at the lowest prices. But those laws have been applied to the health care field
only relatively recently, beginning in the mid-1970s. Precursors of today's managed
care plans developed many years ago, but for a long time were stymied by the organized
opposition of physicians. Employer-provider health care services developed in some
areas of the country in the mid-nineteenth century, and by the early twentieth century
lay-controlled hospital associations were operating in a way similar to today's HMOs.
These programs were attacked as unethical by medical societies, in large part because
the programs promoted price competition among providers. Later, medical organiza-
tions established provider-controlled insurance programs that eventually developed into
Blue Shield plans, and for a time were the dominant providers of health insurance in
many areas of the country. For a long time these plans were closely linked to local
medical societies, maintained physician control over reimbursement matters, and were
open to any medical society member no matter how ineffective he or she was in control-
ling costs.'

Organized medicine opposed the development of prepaid group medical practice for
many years. Physicians associated with such groups were often expelled from member-
ship in their local medical societies and deprived of hospital privileges.2 In 1943, the
Supreme Court upheld a criminal conviction of the American Medical Association and
the Medical Society of the District of Columbia for conspiring to obstruct the operation
of Group Health Association, a prepaid group practice.3 Among the challenged activi-
ties were disciplinary actions against physicians who were on the staff of Group Health,
sanctions against non-employee doctors who consulted with Group Health doctors, and
actions against hospitals that permitted Group Health doctors to practice there. None-
theless, AMA and other medical organizations continued to adhere to ethical prohibi-
tions on members' association with prepaid group plans until FTC enforcement actions
were undertaken in the 1970's.

In 1975, the Commission issued an administrative complaint challenging a number
of AMA's ethical standards, including those that prohibited physicians from providing
services to patients under a salaried contract with a "lay" hospital or HMO, "underbid-
ding" for a contract or agreeing to accept compensation that was "inadequate" in light
of the usual fees in the community, or entering into an arrangement under which pa-
tients were denied a "reasonable" degree of choice among physicians. The Commission
found that these restrictions restrained competition among physicians and impeded the

' A brief history of the development of contract medical practice and physician-controlled pre-
payment plans is found in Medical Participation in Control of Rlue Shield and Cetain Other
Open-Panel Medical Prepayment Plans, Staff Report to the Federal Trade Commission, at 54-62
(1979).
2 S& Feldstein, HealthAssociationsandthe Demand for Medical Care 40-44 (1977).

American Medical Ass'n v. U.S., 317 U.S. 519 (1943).
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development of alternatives to the traditional fee-for-service method of delivering
health care services. The Commission's order prohibiting the AMA from imposing
these restrictions on its members was upheld on appeal.4

The Commission has also issued orders prohibiting other forms of concerted medi-
cal opposition to health maintenance organizations, such as denying participation in a

Blue Shield plan to doctors who worked for an HMO,' obstructing the grant of hospital

privileges to HMO doctors,6 or boycotting hospitals that planned to open an HMO fa-
cility.' These actions have cleared the way for the recent development of many types of
managed care plans in response to federal legislation encouraging HMOs' and payer de-
mands for cost containment.

Organized provider opposition to innovative methods of providing health care serv-
ices continues to this day. For example, the Commission recently issued consent orders
prohibiting concerted physician efforts in Broward County, Florida to prevent the entry
of the Cleveland Clinic (which offered patients "package prices" set in advance for the
various services needed in connection with particular types of surgery or medical proce-

dures), and which competes with local physicians practicing traditional fee-for-service
medicine. 9

Antitrust's Current and Future Role in Promoting Competitive
Hospital Markets and Opportunities for Reform

At this point, I would like to address the subject of what role competition and anti-

trust will and should have in the hospital industry in the 21st century. I will discuss in

particular how the Commission's antitrust enforcement activities concerning hospital

mergers and joint ventures attempt to maintain the competitive market forces needed to

make the current health care system work, and provide opportunities for improvements
in the system to make it work better.

The Commission is not in a position to make broad predictions or recommendations
about what the hospital industry will or should look like in the next century. The Com-

mission's involvement in the health care field is limited to the enforcement of certain
antitrust and consumer protection statutes. While that role is important, the Commis-

sion's experience with and expertise in health care is limited and specialized, as com-

pared to agencies such as the Department of Health and Human Services, whose

4 American Medical Association, 94 F.T.C. 701 (1979), af as modifid. 638 F.2d 443 (2d Cir.

1980), affd by an equally divided Court 455 U.S. 676 (1982). The Commission also challenged

restraints on salaried practice and non-fee-for-service compensation imposed by the American So-

ciety of Anesthesiologists. American Society of Anesthesiologists, 93 F.T.C. 101 (1979) (consent

order).
Medical Service Corp. of Spokane County, 88 F.T.C. 906 (1976) (consent order).

6 Forbes Health System Medical Staff 94 F.T.C. 1042 (1979) (consent order).
Medical Staff of Doctors' Hospital of Prince George's County. 110 F.T.C. 476 (1988) (consent

order).
The Health Maintenance Organization Act of 1973,42 U.S.C. § 300e et. seq.
Medical Staff of Holy Cross Hospital, C-3345 (consent order issued September 10, 1991, 56

Fed Reg. 49,184 (September 27, 1991)); Medical Staff of Broward General Medical Center,
C-3344 (consent order issued September 10, 1991, 56 Fed Reg. 49,184 (September 27, 1991)).
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regulatory responsibilities are much broader and more extensive and which is also re-
sponsible for the formulation of general health care policy.

However, the Commission does believe that competition significantly improves the
performance of hospitals within the existing health care system. Competition will con-
tinue to play such a role in foreseeable circumstances. Under the present health care
system, competitive market forces help make hospitals work well, and antitrust enforce-
ment is needed to ensure that those market forces are unimpeded by anticompetitive
agreements or practices.

The clearest benefit to consumers of competition in the hospital industry is the abil-
ity of third party payers, such as health maintenance organizations and preferred pro-
vider plans, to contain costs.. Under various forms of managed care, health plans use
their ability to selectively contract with hospitals, and their extensive knowledge of hos-
pitals' prices and quality of care, to direct their beneficiaries to the hospitals offering the
most cost-effective and highest-quality alternatives reasonably available to them. This
strategy encourages hospitals to provide economical, high-quality care, by rewarding
hospitals providing such care with additional patients, or at least by steering patients
away from high-cost institutions.

Managed care competition for hospital and other health services is becoming in-
creasingly widespread, and many efforts to reform America's health care system would
rely more heavily upon it. The information gathered in our investigations, where we
frequently obtain the perspective of managed care payers, generally indicates that man-
aged care slows hospital price increases where health plans have at least several hospi-
tals to choose from in the markets they serve. This occurs because the plans can engage
hospitals in a competitive process to obtain low prices, and can avoid doing business
with those hospitals unwilling or unable to offer high-quality, cost-effective care.' 0 The
Commission places particular importance in its hospital merger enforcement activities
on the preservation of the hospital alternatives needed to make managed care work.

The benefits of competition to the American health care system reaches beyond
managed care price competition, and extends even to markets where managed care has
not y;t taken hold. For example, even the less intensive price competition that prevails
in non-managed care markets places additional pressure on-unusually high-cost hospi-
tals to confront their inefficiencies and take the steps necessary to contain their costs.

This will be of particular importance as the Medicare system, and other payers with
aggressive cost-containment programs, place more stringent reimbursement limitations
on inefficient hospitals. Medicare in particular, through its prospective reimbursement
system, is already forcing hospitals to absorb excessive operating costs rather than pass
them on to the Federal Government. Medicare has also started moving in the same

'° As noted in testimony before this Subcommittee last week, some economic studies also indicate
that managed care can substantially constrain hospital prices or costs, at least when managed care
health plans can choose among a wide range of hospitals available to their beneficiaries. SI Tes-
timony of Michael A. Morrisey, Ph.D., discussing. G. Melnick, J. Zwanziger, A. Bamezai,
and R. Pattison, "The Effects of Market Structure and Bargaining Position on Hospital Prices,"
Journal of Health Economics (forthcoming); J. Robinson, "HMO Market Penetration and Hospital
Cost Inflation in California," Journal of the Arican Medical Association (Nov. 20, 1991); J.
Zwanziger and G. Melnick, "The Effects of Hospital Competition and the Medicare PPS Program
on Hospital Cost Behavior in Califomia," 7 J a 301 (1988).
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direction with respect to excessive capital costs, which should by the 21st century also
be denied Medicare reimbursement This strategy provides powerful incentives for hos-
pitals to reexamine their operations and take the sometimes painful steps needed to
eliminate inefficiencies. But those incentives would be undermined if high-cost hospi-
tals could freely "cost-shift" onto private payers the excessive costs Medicare refuses to
pay for, without competition from hospitals with lower costs and more reasonable
prices. It has been our experience that the presence of lower-priced competitors to
whom consumers can turn significantly helps motivate inefficient hospitals to confront
and overcome their inefficiencies and contain their costs.

As this Committee's invitation for Commission testimony here today points out,
some in the hospital industry and elsewhere believe that the Commission's antitrust en-
forcement efforts impede rather than promote the provision of economical, high-quality
hospital care, because it blocks or discourages pro-consumer mergers and joint ventures
among hospitals. Indeed, it is said that the Commission's focus on preserving competi-
tive hospital markets is at odds with other policies being implemented by HHS that en-
courage hospitals to become more efficient.

Howevei, the Commission's health care antitrust enforcement program demon-
strates that there is no conflict between antitrust policy and the health care cost contain-
ment efforts of the Administration and others. HHS seeks to promote low-cost,
high-quality hospital care. So does the Commission.

In April of this year the Commission and the Justice Department jointly issued
merger guidelines which set forth the analytical framework the agencies use in deter-
mining whether a merger is likely to lessen competition." Those Guidelines emphasize.
the need to look beyond market concentration to determine whether a particular merger
is inconsistent with the Federal antitrust laws' objective of preserving competition and
thereby promoting low-priced, high-quality goods and services for the consumer. In
S industry, it is necessary to look at a broad range of market characteristics to deter-
mine whether the increase in concentration and the elimination of a competitor through
a merger would likely threaten consumer interests (I ,, whether increases in concentra-
tion and difficulty of entry increase the likelihood of collusion or anticompetitive uni-
lateral effects). These other factors include efficiencies and other. consumer .benefits
that the merger might make possible.'2 The Commission accordingly is careful to make
sure that its enforcement actions in hospital markets in fact serve consumer interests.

The Federal agencies' enforcement record reflects their recognition that most merg-
ers and joint ventures, in the hospital industry as in any other, are likely to help (or at
least not harm) consumers. Out of approximately 50-100 hospital mergers and similar

" Department of Justice-and Federal Trade Commission, Horizontal Merger Guidelines (April 2,
1992).
12 Of course, claims of efficiencies will only be considered if they are realistic and supported by
the evidence. Notably, in three of the four hospital merger cases decided after litigation in which
potential efficiencies were a significant issue, the hospitals' arguments on that issue were rejected
as factually unpersuasive. a FT C v. University Health, Inc., 938 F.2d 1206, 1223-24 (I Ith Cir.
1991); United States v. Rockford Memorial Corp., 717 F. Supp. 1251, 1287-91 (N.D. -II. 1989),
&Af 898 F.2d 1278 (7th Cir.), cert denied111 S.Ct 295 (1990); American Medical Interna-

tional, Inc. 104 F.T.C. 1, 148-155, 218-20 (1984). However, the Commission has weighed poten-
tial efficiencies in reaching its decision not to challenge certain hospital transactions.
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transactions each year (including leases, management contracts, and other non-
purchase, non-merger transactions consolidating the operations of previously independ-
ent hospitals), on average only a handful are investigated by either the Commission or
the Justice Department And less than once a year has either agency actually challenged
a merger as anticompetitive. Moreover, neither the Commission nor the Justice Depart-
ment has = challenged any of the numerous joint ventures among hospitals. Indeed,
when they have challenged proposed mergers, the agencies have identified joint ven-
tures for example, an existing magnetic resonance imaging ("MRI"). service shared be-
tween two hospitals in Augusta, Georgia, where the Commission challenged a proposed
hospital merger in the UniversiX Healnh case" as desirable alternatives for hospitals to
achieve efficiencies to improve specific services without sacrificing the larger benefits
of price and quality competition by merging their entire operations.' 4 Consequently, the
vast majority of the more than five thousand hospitals in the United States are able to
go about their business and pursue whatever cost-containment measures they find nec-
essary without any intervention from antitrust regulation.

The Commission not only has limited its enforcement actions to hospital mergers
which could have been genuinely harmful, but also has made considerable efforts to
publicize and clarify its enforcement policies in that area so as not to discourage legal,
beneficial transactions. The court and Commission decisions in litigated hospital
merger cases explain in great detail how to apply antitrust principles to such transac-
tions. These decisions are amply supplemented by not only formal statements, such as
the 1992 FTC-Justice Department Merger Guidelines, but also by well over a dozen
speeches tby senior agency officials discussing hospital mergers and joint ventures, not
to mention the hospital industry's own efforts to educate itself on how the antitrust laws
apply to mergers and joint ventures.'" And the Commission's staff is readily available
for informal consultation to provide additional clarification and assistance to hospital
officials thinking about a merger or joint venture. All of these resources are available to
help hospital executives ensure that their proposed mergers and joint ventures comply
with the antitrust laws, and dispel any unwarranted fears to the contrary.

In conclusion, the Commission emphasizes that antitrust enforcement has played an
important role in facilitating reforms in the health care sector and the hospital industry
in particular, by removing obstacles to the use of innovations such as managed care to
take advantage of competition to contain costs and overcome some of the inefficiencies

'3 FTC v. University Health, Inc., 1991-1 Trade Cas. (CCH) IN 69,400, 69,444 (S.D. Ga.), rvd.
938 F.2d 1206 ( 1th Cir. 1991).
14 See also The Reading Hospital, 55 Fed. Reg. 3264, 3266, 15290 (1990) (consent order) (Com-
mission determined that voluntary separation of merged hospitals was sufficient to restore them as
independent competitors, even though both hospitals continued to participate in hospital-
sponsored health plan joint venture, and to share laundry, laboratory and biomedical equipment re-
pair services). In addition, a pending consent order to settle the administrative proceedings in the
Universiy Health case (provisionally accepted by the Commission on June 18, 1992, subject to
public comment) would expressly exempt a wide range of support service joint ventures between
hospitals from the order's provisions for Commission oversight of respondents' future hospital
mergers and joint ventures.
" I.S American Hospital Ass'n, Hospital Mergers: An Executive's Guide through the Antitrust
Thicket (Sept. 1989).
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of health care markets. It continues to have a useful role in improving the performance
of the hospital industry as it is now structured, and also in leaving the door open to fur-
ther reforms of the health care system that would rely even more heavily on competition
as a cost-containment strategy.
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REPRESENTATIVE STARK. What I would tell you is that doctors learned
the AMA is irrelevant. So, whether or not you blame them or not, they
were going to go ahead and do the right thing, in spite of the AMA. That
is an alternative.

MR. EGAN. I would only note that commentators
REPRESENTATIVE STARK. I think you give AMA more credit than they

deserve.
MR. EGAN. It is not only me. Other commentators, including a study by

the American Bar Association, would suggest that the growth of man-
aged care is at least, in part, due to the fact that the FTC eliminated
those restrictions from the AMA's ethical code.

REPRESENTATIVE STARK. The bar association effectively can keep you
out. But hardly half the doctors in the country belong to the AMA. I
would presume that most practicing attorneys have to belong to a bar as-
sociation. There is a difference. That is the point I was trying to make.

While I thank you for not letting the AMA discriminate against people
who say, go to work for Kaiser on salary, because that used to be prima
facie evidence that they were unethical. The fact is that it didn't make
any difference. Kaiser grew in spite of them, and I think you did the right
thing, but I don't want you to give too much credence to the AMA's abil-
ity to get much done in this country.

MR. EGAN. Well, without agreeing or disagreeing, I will move to my
next point. That is the role of our merger enforcement program. Our
merger enforcement program is to insure that there is consumer choice.

And this gets to a point that I am sure you were making earlier as to
whether or not consumers really have a choice in this market, and we can
discuss that if you wish. But competition as a process only works if con-
sumers do have a choice.

An example is, again, managed care providers. Again, I am a lawyer.
I have not performed studies as some of the economists who appeared
here, but I have had the chance to see the internal documents from hospi-
tals in the context of merger investigations.

I have had the opportunity to talk to managed care providers and get
their perspective. From that very real world perspective managed care
providers tell us, and the hospitals, I think, recognize that they are able
to bargain to keep prices and costs down for hospitals only if they have a
choice among hospitals. To me, that is a very common sense proposition
and it is the proposition that drives all of our merger enforcement policy,
not just hospital merger enforcement policy.

REPRESENTATIVE STARK. But is there any indication that these guys pass
any savings on to you and me, the person who pays for the health care?

In other words, for all our good work, whether I try and save it for
federal programs, or you try and save it, it probably ends up going in the
pockets of insurance companies.

MR. EGAN. By managed care providers, that term is rather broad. It
can mean, for example, in the case that we brought against the merger of
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two hospitals in Augusta, Georgia, managed-care providers meant small
businesses that were self-insured, and they were negotiating with the hos-
pitals on behalf of their employees.

So, yes, it was passed onto the employees in the sense that the small
businesses paid less money because of their ability to negotiate between
two hospitals, and they were able to, in a sense, pass that savings along
not only to their employees but to the community as a whole, I suppose.

REPRESENTATIVE STARK. And you saw no evidence that once they nego-
tiated those contracts for those hospitals, they turn to the other folks in
that community, raise their costs to make up for that and thereby harm
the people who work in this small business consortium.

MR. EGAN. I think that is a concern. I think that in areas where man-
aged care has a ... I am not a proponent of managed care, in particular. I
am just pointing to managed care as a way that the market has adapted
to perceived inefficiencies.

There are other ways of doing it, and other more traditional insurance
companies are raising the copayment rates and raising the deductible.
So, I think there are other ways, and there are various methods of getting
consumers more information.

You talked about the lack of information. Managed care is a way of
providing consumers with more information, and there are other ways of
achieving that. I am sure you are aware that there are movements afoot
to do that.

I would move to my third point, which is that there is no inconsistency
with our merger enforcement and joint venture enforcement programs
and the health care concerns at issue. I won't repeat the numbers that Mr.
James has already indicated.

I think the bottom line is the same. The numbers are in my prepared
testimony. The number of mergers that we investigate in the first in-
stance is very few compared to the overall number of hospital mergers
overall, and the number of challenges is exceedingly small compared to
the number of mergers overall.

It is not credible to me that we can have a negative effect on the
efficiency-enhancing likelihood of mergers and joint ventures, given the
limited nature of our merger enforcement program. We recognize not
only in the hospital industry but in all industries that most mergers and
joint ventures are either pro-competitive or neutral. There are relatively
few that cause competitive concerns. I don't think there is a single case
that has been litigated that anyone can point to and say that there is an
instance in which the Federal Trade Commission stopped an efficiency-
enhancing merger or joint venture, not a single one.

REPRESENTATIVE STARK. Is there a case where you stopped a bad
merger? Georgia?

MR. EGAN. Certainly.
REPRESENTATIVE STARK. Which one?
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MR. EGAN. For example, the Augusta case, one which I am most fa-
miliar with. The discussion earlier was about the fact that doctors have a
lot to say about where people go for their hospitalization and that is, I
think, correct. I don't think it is the only consideration, but it is
important.

In the case of Augusta, there were two primary hospitals that were go-
mg to merge where independent doctors had admitting ability. There
were no other hospitals in the area that that was true of. Patients effec-
tively could choose between those two hospitals because both doctors
had admitting credentials in both hospitals. It wasn't true in any other
hospital. The other hospitals were either located a further distance
away-

REPRESENTATIVE STARK. How far?
MR. EGAN. The hospital, which we included in the market, was located

actually in South Carolina, across the river from Augusta in South Caro-
lina-I forget the name of the county now, but that was one.

REPRESENTATIVE STARK. A half-hour's drive?
MR. ErAN. Yes. We included it in the market, but the fact that was

most of the doctors in the downtown Augusta area did not have the abil-
ity to admit patients in that hospital. So, if you acknowledge in the first
instance that the doctor has a lot to say about where the patients go, the
real two choices were the two hospitals that were going to merge. That
was the primary concern in that case.

REPRESENTATIVE STARK. In general, isn't it true that-I am just guess-
ing-hospitals bend over backwards to let doctors admit that they are
hustling doctors all the time to send them patients. Unless the doctor is a
real quack, it seems to me that most hospitals are going to encourage the
doctor to sign up.

MR. EGAN. That is true except, for example, in Augusta.
REPRESENTATIVE STARK. Except in Virginia Beach where they discrimi-

nate. You have some problems there where it is race or religion. We have
instances there where the hospitals are not as open as we like.

MR. ErAN. In Augusta, the facts are that one hospital was located a
distance away. It was too far from doctors offices. A second hospital had
its own employee staff. The physicians were employed by the hospital. It
was not open for other doctors to come in and admit patients.

The third hospital was a hospital that was essentially utilized by the
community for those who couldn't afford to go to any of the other hospi-
tal. So, doctors would not send their paying patients to that hospital.

To answer your question, we have had cases where it has been
clear-

REPRESENTATIVE STARK. What were they doing after the merger that led
you to drop the hammer on them?

MR. EGAN. They never got to merge because we obtained an
injunction.

REPRESENTATIVE STARK. What did you think they were going to do?
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What were you protecting me from?
MR. EGAN. Well, they would have the ability, we believed, after the

merger, to raise their prices and probably also offer lesser quality. The
documents in the case indicated that one of the primary reasons for the
merger was to "lessen competition." We attempted to get an injunction in
the District Court in Augusta. The court denied that. We went to the
11th Circuit Court of Appeals, and there is an extensive opinion-

REPRESENTATIVE STARK. Let's say that they raised their prices. How
would the citizens of Augusta even know that?

MR. EGAN. Again, in the example, managed care was not a big factor.
As opposed to California, managed care has not taken hold in many sec-
tions of the country to the same degree. Managed care did exist. We had
testimony from managed care providers about the ability to negotiate
contracts in the future if they no longer had the two hospitals to leverage
against one another.

REPRESENTATIVE STARK. Managed care patients could go the half-hour
drive away. Obviously, if you are in managed care, you are hooked. If
the managed care guys say, you drive, you drive.

MR. EGAN. I don't think it is quite that simple. You are much more an
expert than I am on this.

My limited understanding is that, for example, self-insured employers
have to take into consideration where their employees live, and if they
don't, they will have some mighty dissatisfied employees, and the same
thing is true of managed care.

REPRESENTATIVE STARK. I mean, in the real world, you are talking about
that mythical employer in the United States who does give a hoot about
his or her employees. That concern is generally, in my opinion, engen-
dered by unions that look after the employee-it ain't the management.

The idea that managed care is anything but reducing benefits to the
employees by restricting choice or restricting the amount of care they can
give them, they are perfectly willing to make them drive a little ways. So,
unless you are talking about some place that is so isolated that they liter-
ally can't-

MR. EGAN. Augusta is pretty isolated.
REPRESENTATIVE STARK. Is it?
MR. EGAN. Yes. Certainly, that is something we look at, if Augusta

was right up against another large city that had other alternatives avail-
able. Frankly, the hospitals did not argue that people could travel to Sa-
vannah, for example.

REPRESENTATIVE STARK. Let's get Mr. Eaton into this. Mr. Eaton,
please proceed.
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STATEMENT OF ROBERT EATON, ASSOCIATE ADMINISTRATOR
FOR PROGRAM DEVELOPMENT, HEALTH CARE FINANCING

ADMINISTRATION

MR. EAToN. My name is Robert Eaton. I am Associate Administrator
for Program Development at Health Care Financing Administration. I
am very pleased to be here today to discuss the Department's views on
hospital mergers and the future structure of the hospital industry.

Mr. Chairman, as you know, the Department has no statutory role in
the interpretation or enforcement of antitrust laws. The Department has
historically been neutral and, therefore, has not taken a position on the
enforcement actions of either the Department of Justice or the Federal
Trade Commission.

Approximately two years ago, Secretary Sullivan convened a depart-
mental task force to examine hospital mergers and enforcement of anti-
trust laws because of his concern about the effects of mergers on the
availability and cost of hospital services. I co-chair that task force.

We are in the process of finalizing our report and, therefore, today I
am unable to discuss our findings. But what I would like to do is discuss
with you some of the issues with which we are concerned.

For many years, Department officials have spoken about overcapacity
and inefficiency in the hospital industry. By our policies, we have en-
deavored to promote competition and efficiency without dictating
whether hospitals should downsize, merge or close.

.We believe that those specific business decisions are best made by
hospital administrators and their boards. Of course, the Secretary and
the Department are concerned that access to care be maintained.

The economic literature that we have reviewed does not support blan-
ket statements about the economic consequences of mergers in the hospi-
tal industry. Studies have shown that the market in which a merger
occurs is unique, so review on a case-by-case basis is necessary in order
to assess the probable impact of a particular merger.

A merger could result in a strengthened institution that can continue
offering services that otherwise may cease to be available, or offer new
services for which the community would otherwise have to travel to. On
the other hand, a merger could result in the institution, which is capable
of wielding its consolidated market power, having to raise prices to local
purchasers of care. Such a merger could adversely affect access by forc-
ing consumers to absorb additional costs in order to receive care.

Furthermore, a merger could result in the loss of a hospital to the com-
munity as a result of consolidation of operation between merging hospi-
tals. Recent studies indicate that individuals already travel for inpatient
care, often bypassing the nearest hospital. Consequently, even mergers
that result in a single facility in a county may not substantially affect ac-
cess to care.
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Hospitals argue that they operate in a severely regulated environment
and, therefore, should be exempt from antitrust scrutiny. However, over
the past decade, regulatory requirements have been eliminated; for exam-
ple, the requirement that tied certificate-of-need approval to medical pay-
ment for capital expenditures. Most importantly, however, hospitals
remain largely unregulated, and the very activities antitrust laws were in-
tended to constrain, which is their ability to set prices and determine the
supply of services to nonpublic purchasers of health care, are not
constrained.

It does not seem either appropriate or necessary to automatically ex-
empt certain classes of hospitals from antitrust scrutiny. There is no evi-
dence to suggest that not-for-profit hospitals, or inner-city hospitals or,
for that matter, rural hospitals are more likely to act in a noncompetitive
manner than for-profit hospitals.

Clearly, the antitrust interest of the hospital industry is larger than just
mergers. Hospitals are keenly interested in the antitrust implications of
collaborative activities. This issue appears to be only partially one of an-
titrust; concerns also exist about nonprofit status as well as referrals. We
will continue to look at these very important issues in the Department.

I would like to mention an activity that would help accomplish this
end. I think my counterpart has already mentioned it, but just to reem-
phasize it, we have had informal talks in the past with a staff level work
group to continue to address issues of common interests, such as joint
ventures, managed care and peer review.

By continuing to work together, we will enhance the sharing of re-
search and perspectives and permit early identification and discussion of
emerging health-care policy issues.

As we look forward to the end of the decade, Mr. Chairman, and the
advent of a new century, we see a health-care industry that is rapidly
evolving. New technology, the performance of increasingly complex pro-
cedures on an outpatient basis and new ways of organizing delivery of
health care, these and other changes have resulted in a hospital industry
that is experiencing profound pressures.

To paraphrase your question, Mr. Chairman, is there a role for gov-
ernment as the hospital industry changes?

The answer is obviously yes. Government is interested in seeing that
our quality of medical care is maintained, and in ensuring access to care
for our citizens, and in promoting efficiency in health-care delivery.

It is impossible to state definitively how an efficient provider should
be configured. Optimal efficiency varies by the type of provider. Rather
than imposing standards, a better role for government is to establish in-
centives that leave medical and business decisions in the hands of medi-
cal administrators and professionals.

Over the past decade, we have turned to the market to give health-care
providers the appropriate incentives to expand access and improve qual-
ity in a more efficient manner. The restructuring of Medicare payment
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policies for a number of providers has firnished more appropriate incen-
tives than existed previously under cost reimbursement. Most notably,
the prospective payment system for operating and capital is intended to
give hospital managers the incentives and flexibility to make appropriate
decisions for their institutions and their communities.

Our hospitals are on the frontlines of providing care, and our physi-
cians are practicing medicine in an environment of rapidly changing
technology. Hospital managers should be the ones weighing these com-
peting goals of controlling costs, providing access to proven new tech-
nologies, and meeting the needs of the communities they serve.

Establishing government quotas on the number of hospital beds or the
mix of services that a hospital provides will not ready health-care pro-
viders for future challenges. Rather, we must continue establishing incen-
tives that provide flexibility for health-care providers to develop creative
solutions, tailored to their individual circumstances, for the'-problems
that they will face now and in the future..

Thank you I will be happy to answer any questions.
[The prepared statement of Mr. Eaton follows:]
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PREPAREDSTATEMENTOFROBERTG. EATON

Mr. Chairman and Members of the Subcommittee:
My name is Robert Eaton and I am Associate Administrator for Program Develop-

ment at the Health Care Financing Administration (HCFA). I am pleased to be here to-
day to discuss the Department's views on hospital mergers and the future structure of
the hospital industry.

As you know, the Department has no statutory role in the interpretation or enforce-
ment of the antitrust laws. The Department has historically been neutral and non-
interventionist regarding the application of the antitrust laws to the health care industry
and, specifically, to hospital mergers. That is, in the absence of compelling evidence
that hospital mergers have consistently helped or hurt consumers, or that the antitrust
laws themselves were producing undesirable consequences, the Department has not
taken a position on the enforcement actions of the Department of Justice and the Fed-
eral Trade Commission (FTC).

HOSPITAL MERGERS
Secretary Sullivan has been concerned about access to care and whether the finan-

cial pressures placed on hospitals have affected access to care. Over the past several
years, for example, he has asked the Inspector General to study hospital closures and
the impact of the prospective payment system (PPS) on the hospital industry. The Sec-
retary has also been particularly concerned about the effects of mergers on the availabil-
ity and cost of hospital services. Approximately two years ago, Secretary Sullivan
convened a Departmental task force to examine hospital mergers and the enforcement
of antitrust laws. I co-chair the task force for HCFA, along with Grover Hankins, Dep-
uty General Counsel. Today, I would like to discuss with you some of the issues with
which we are concerned.

For many years, Department officials have spoken about overcapacity and ineffi-
ciency in the hospital industry. By our policies, we have endeavored to promote com-
petition and efficiency without dictating whether hospitals should downsize, merge, or
close. We believe that those specific business decisions are best made by hospital ad-
ministrators and their boards. Despite this, the Secretary and the Department are con-
cerned that access to care -- in its broadest sense, not just to an inpatient bed - be
maintained and enhanced. In certain instances, we have identified specific classes of
providers, particularly in rural areas, such as sole community hospitals, for targeted
assistance.

The economic literature does not support blanket statements about the economic
consequences of mergers in the hospital industry. Studies have shown that the market
in which a merger occurs is unique, so that review on a case-by-case basis is necessary
in order to assess the probable impact of a merger.

A merger could result in an institution that is capable of wielding its consolidated
market power to raise prices to local purchasers of care. Therefore, a merger could af-
fect access negatively by forcing consumers to absorb additional costs in order to re-
ceive care. On the other hand, a merger could result in a strengthened institution that is
able to continue offering services that otherwise might cease to be available, or offers
new services for which the community would otherwise have to travel.
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Further, a merger could result in the loss of a hospital to a community as a result of
consolidation of operations between merging hospitals. Recent studies sponsored by
the Department and others indicate that individuals already travel for inpatient care, of-
ten bypassing the nearest hospital. Consequently, even mergers that result in a single
facility in a county may not substantially affect access to care.

The DepartmenVs Inspector General examined the availability of services after hos-
pitals merged. Examining 16 hospitals, resulting in eight mergers in 1987, the study
found that before the merger, one or both of the merging hospitals suffered from declin-
ing occupancy, lagging revenues, and/or rising costs. The mergers addressed these
problems; all of the remaining hospitals were reported to be stronger as a result of the
mergers. None of the mergers studied drew community opposition, and significantly,
none were formally investigated by antitrust enforcement agencies. No negative effects
on the availability of hospital services resulted from any of the mergers. In all eight
merger cases examined, the availability of services was maintained or improved.

Another study prepared by the Inspector General found that merged hospitals re-
duced costs, but did not increase revenues or patient volume in comparison to similar
hospitals that had not participated in a merger. However, the study could not predict
what effects a merger would have on a specific hospital's operating characteristics.

Unfortunately, there are no good studies of the effect of mergers on the quality of
care provided by the resulting institutions, in part because of their comparatively low
frequency. One could hypothesize that quality would either improve or be unaffected,
since a financially stronger institution would be in a better position to maintain quality
standards than one which is struggling to survive.

The hospital industry is concerned that antitrust enforcement actions have a "chill-
ing effect" on hospital mergers. We understand that to mean that otherwise acceptable
and appropriate mergers are not being proposed because the potential costs and compli-
cations of an antitrust investigation outweigh the potential benefits of consolidation.
Such an effect, if it is indeed occurring, would be hard to demonstrate except anecdo-
tally and impossible to validate. Even a significant decline in the number of mergers in
a given year could be due to other factors -- such as the general state of the economy -
that are unrelated to possible scrutiny by Justice or FTC. Furthermore, the sources of
any such restraint by hospitals could be either concrete, such as accelerated enforce-
ment actions, or perceptual, such as unclear understanding of the merger guidelines.

The Merger Guidelines, which both Justice and FTC use as a framework for review,
are generic. Consequently, interpretation of the guidelines is conducted with attention
to the specifics of the proposed merger and its industry. Attorneys and economists with
expertise in health care review hospital mergers that are proposed. The review is based
on a range of economic factors as they relate to health care and the hospital industry, in
particular.

Some observers have expressed concern that reliance on market concentration in-
dexes to evaluate proposed hospital mergers permits a high level of intervention. How-
ever, the actual low rate of investigation and challenge is evidence that attention is
given to more than just market concentration.

Over the past five years, Justice and FTC have investigated, on average, about 12
percent of all merger transactions that occur a year. The actual proportion of mergers
investigated has varied annually: 10.4 percent in FY 1987, 10.2 percent in 1988, 6.2
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percent in 1989, and 15.6 percent in both 1990 and 1991. Of the 27 out of a total 229

hospital mergers investigated from 1987 to 1991, only five were challenged in the
courts, 19 were approved, and three were abandoned by the parties.

Antitrust scrutiny of mergers is just one aspect of the hospitals' environment that

may contribute to uncertainty. Mergers are a subset of the larger set of collaborative ac-

tivities that hospitals are considering for their financial well being. These activities in-

clude joint ventures among hospitals and between hospitals and physicians, or pooling
arrangements, such as health maintenance organizations or preferred provider organiza-
tions; they can involve both inpatient and outpatient activities. Such activities are not

just within the purview of Justice and FTC. There can be little doubt that these issues
also contribute to the concerns of the hospital industry.

It does not seem either appropriate or necessary to automatically exempt certain

classes of hospitals from antitrust scrutiny -- there is no evidence to suggest that non-

profit hospitals, or inner-city hospitals, or rural hospitals are more or less likely to act in

a non-competitive manner than for-profit hospitals. For that matter, there does not ap-

pear to be compelling reason to exempt the entire hospital industry from the antitrust
laws.

Like the banking industry, hospitals argue that they operate in a severely regulated

environment and, therefore, should be exempt from antitrust scrutiny. However, over
the past decade, certain regulatory requirements have been eliminated, for example, the

requirement that tied certificate-of-need approval to Medicare payments for capital ex-
penditures. Most important, however, hospitals remain largely unregulated in the very

activities that the antitrust laws were intended to constrain: in their ability to set prices
and determine the supply of services to non-public purchasers of health care.

Clearly, the antitrust interest of the hospital industry is larger than just mergers.

Hospitals are keenly interested in the antitrust implications of collaborative activities.
This issue appears to be only partially one of antitrust; concerns also exist about non-

profit status and referrals. We will continue to look at these important issues..
I would like to mention an activity that will help accomplish this end. Our Depart-

ment will continue working with Justice and FTC to address issues of common interest
in such areas as joint ventures, managed care, and peer review. Continuing to work to-

gether will enhance the sharing of research and perspectives and permit early identifica-
tion and discussion of emerging health policy issues.

THE PRESIDENT'S COMPREHENSIVE HEALTH REFORM PROGRAM
The Administration recognizes that with the emergence of new methods of health

care delivery, and increasingly sophisticated and costly technology, confusion about the
application of the antitrust laws in the health care field has grown. As a result, clarifi-
cation of certain parts of the antitrust laws is needed. The President's Comprehensive
Health Reform Program includes provisions to reform elements of the antitrust laws -
most notably the provisions that apply to joint ventures. Two kinds of changes are out-
lined in the proposal. The first, which was incorporated in a bill that was passed by the
Senate last February, would extend protection from private antitrust actions to jointly
produced services, if certain public notification procedures are followed. Originally
drafted to protect non-health care related joint ventures, this legislative change would
limit the financial liability of physicians or hospitals that jointly engage in a service and
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are subsequently sued by a private party for antitrust violations. While this change does

not significantly change the role of Justice and the FTC in evaluating these relation-

ships, it is important to note that private antitrust actions, with the penalty of treble

damages, are substantially more frequent than government actions in this area.

The second set of antitrust reforms in the President's package concern improving

the education and information provided by the federal government to the affected in-

dustry. The Administration has pledged to clarify antitrust policies as they relate to

state peer review processes and to managed care arrangements. The Administration has

already begun to expand these efforts; indeed, Justice and FTC issuing joint merger

guidelines this spring was an important step toward standardizing and clarifying gov-

ernment action in the merger area.

THE HOSPITAL INDUSTRY AND THE FUTURE

As we look toward the end of this decade and the advent of a new century we see a

health care industry that is rapidly evolving. New technological and medical advances

have contributed to shorter inpatient hospital stays, the performance of increasingly

complex procedures on an outpatient basis, and new ways of organizing the delivery of

health care.
These and other changes have resulted in a hospital industry that is experiencing

profound pressures. On the one hand, society is demanding that hospitals play an ever

increasing role in providing health care to communities. Witness the increase in emer-

gency rooms that are used as the primary care providers of last resort for the poor, the

increase in AIDS patients, and other trends that are testing the ability of hospitals to

provide care. In addition, alternate forms of care are growing and have increased the

competitive environment for hospitals.
To paraphrase your question, Mr. Chairman, is there a role for government as the

hospital industry changes? Obviously yes. Government is interested in seeing that our

quality of medical care is maintained. We are interested in ensuring access to care for

our citizens and in promoting efficiency in health care delivery.

As we see the proportion of gross national product that is devoted to health care

continue to grow, the interest of government is appropriate because 40 percent of the

personal health expenditures is paid by government. As a result, we have a very real

desire for all providers of health care to operate in the most efficient manner. However,

it is impossible to state definitively how an efficient provider should be configured.

Optimal efficiency varies by type of provider and is affected by individual market char-

acteristics. These variations among providers and their individual circumstances imply

that government dicta to improve efficiency are probably not the best way to achieve

those efficiencies.
A better role for government is to establish incentives that leave medical and busi-

ness decisions in the hands of medical professionals and administrators. Over the past

decade, we have turned to the market for examples of better ways to structure incentives

-- to give health care providers the appropriate incentives to expand access and improve

quality in a more efficient manner. The restructuring of Medicare payment policies for

a number of providers furnished more appropriate incentives than existed previously

under cost reimbursement. Most notably, the prospective payment system (PPS) for

both operating and capital is intended to give hospital managers the incentives and the
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flexibility to make appropriate decisions for their institutions and their communities.
Our hospitals are on the front lines of providing care and their physicians are practicing
medicine in an environment of rapidly changing technology. Hospital managers should
be the ones weighing the competing goals of controlling costs, providing access to
proven new technologies, and meeting the needs of the communities they serve.

CONCLUSION
Establishing government quotas on the number of hospital beds or the mix of serv-

ices that a hospital provides will not ready our health care providers for future chal-
lenges. Rather we must continue establishing incentives that provide flexibility for
health care providers to develop creative solutions, tailored to their individual circum-
stances, for the problems that face us in the future.

Thank you. I will be happy to answer any questions you may have.



304

REPRESENTATIVE STARK. Thank you. Did all three of you get your testi-
mony cleared by OMB?

MR. JAMEs. I did not, sir.
MR. EGAN. I did not, sir. We are not required to.
MR. EATON. I did, sir.
REPRESENTATIVE STARK. Boy. Great minds all seem to run in the same

direction here. I guess I have three principal areas.
Would you all be willing to answer some questions in writing if I sub-

mit them to you?
MR. JAM~Es. Certainly.

MR. EGAN. Certainly.
MR. EATON. Certainly.
REPRESENTATIVE STARK. One of the things that I can't find is an actual

case of anticompetitive behavior. I mean, everything you guys are talking
about is where you anticipated somebody might act in an anticompetitive
manner. If I could arrest drug dealers the same way you guys prevent
mergers, I could clean up the situation in no time.

Gee, you look like a drug dealer. That would take care of that. That is
what you guys are doing.

This hospital looks like it is going to cause some problems if it merges
with that hospital. How many times in the past ten years, or however
many you can remember, have you filed against the actual merger
-somebody that did something that harmed the community? Got one?

MR. JANES. Let me make a comment here. The enforcement responsi-
bility that we have under Section 7 is necessarily forward looking. As
Mr. Eagan indicated, however, we don't form these investigations merely
by consulting a textbook. We look at actual facts, the records of the
company, the company documents.

In the course of investigating our Rockford, Illinois case, we did dis-
cover-and the district judge did comment on the fact that there was evi-
dence in that case that the hospitals had colluded in the past. In fact, they
had worked together to prevent an insurance company from lowering the
reimbursement.

So, these kinds of problems do exist. They can be evidence in our
cases, but under this statutory authority, we are obliged to look forward.

REPRESENTATIVE STARK. What you found in Rockford were two hospi-
tals. Are there more than that?

MR. JAMEs. There were six hospitals.
REPRESENTATIVE STARK. Two of these guys.
MR. JAMEs. Some of them.
REPRESENTATIVE STARK. Maybe, more than two.
MR. JAMEs. Right.
REPRESENTATIVE STARK. They got together at Joe's Bar and Grill and

said, let's get X bucks for reading an EKG or something like that, and
let's all join ranks against Blue Cross, Aetna and anybody else.

MR. JAMEs. That is the kind of problem.
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REPRESENTATIVE STARK. And you caught them doing that.
MR. JAMEs. We found evidence of that kind of conduct in the context.
REPRESENTATIVE STARK. Did you go after them?
MR. JAMES. No, we enjoined their merger.
REPRESENTATIVE STARK. All right. What I am saying is, you found evi-

dence of that when they tried to merge ... you didn't know that was going
on before they attempted to merge?

MR. JAMEs. That is correct.
REPRESENTATIVE STARK. But when you went through all the forms they

had to submit for a merger, somebody said, aha!-how did you find
that?

MR. JAMs. In the course of the document discovery.
REPRESENTATIVE STARK. They were writing letters?
MR. JANES. In the course of the document discovery. I was not at the

Department when this case
REPRESENTATIVE STARK. This wasn't like a market study where you said

it looks like all these prices are coming together on a graph. This was
like some guy writing a memo on a letter?

Mr. James. There was evidence in the record.
REPRESENTATIVE STARK. You weren't interpreting a market. You had

the guys wired, more or less-figuratively speaking. I watch Perry Ma-
son a lot. That is where I get all my legal stuff.

Mr. James. Congress has not allowed the antitrust people to wire
people.

REPRESENTATIVE STARK. Wait until Ross Perot finds out about that.
That will give him something to do. Okay.

MR. EGAN. Can I say something?
REPRESENTATIVE STARK. Sure.
MR. EGAN. The question that you raise about-
REPRESENTATIVE STARK. Let me start out here. I don't think we should

let these guys go off into the wilderness without somebody controlling
them. Don't misunderstand me for a minute. I am not going to say, let the
hospitals loose to collude, to do what you found evidence of doing. I am
just trying to indicate that they are different from General Motors, A&P
and Kelloggs, because I think there is a market, but I think it ain't the
kind of market most of us think about. I am trying to see whether there
ought not to be some kind of a special system.

MR. EGAN. There is a special system, in the sense that we look at every
market and try to analyze the likely competitive consequences of a
merger in the context of that market and the special circumstances of
that market.

REPRESENTATIVE STARK. Do you use this HI- index?
MR. ErAN. Yes.
REPRESENTATIVE STARK. Do you use anything else?
MR. EGAN. Yes. First, we define what the market is.
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The ultimate question here is, who does the consumer have to turn to
and if that person has market power, a monopoly in that market, would
they be able to raise prices to the consumer. Our whole analysis goes to
that. That analysis may differ from market-to-market, depending upon
the real world of the market.

REPRESENTATIVE STARK. If somebody is raising prices to the consumer
and the consumer can't stop that, is that like a crime?

MR. ErAN. Not necessarily. That is the concern of our merger enforce-
ment policy. The market is being put in a position where the firms within
the market can legally charge monopoly profits for the services.

REPRESENTATIVE STARK. By definition, are you guys just excluded from
doing anything in Maryland? Basically, under the Maryland system,
there is nothing for you to do there, is there?

MR. EGAN. I have to say, I am not familiar with the Maryland system,
even though I live in Maryland.

REPRESENTATIVE STARK. It is a price fixed in conjunction with state
regulators, so you are out of business in Maryland.

MR. EGAN. From what you described, it may fall within the state ac-
tion doctrine that exempts activities of the state.

REPRESENTATIVE STARK. We exempted them from federal regulations
because they have a system where they agree to a global spending and
set the prices for every hospital. So, I think, by definition, they ain't
competing.

MR. EGAN. It may be. I would hesitate to give a definitive answer be-
cause I am not familiar with the facts.

REPRESENTATIVE STARK. Do you know?
MR. JAMEs. I am not familiar with the Maryland system.
REPRESENTATIVE STARK. Do you know?
MR. EATON. I am certainly familiar with the Maryland system, some-

what. I can't speak to why the enforcement agencies may or may not
have been involved.

REPRESENTATIVE STARK. Think about it for a minute. Under the system,
a third party, not an insurance company, the state sets the price. So, if
they merge, they merge. I mean, is there any reason why you would have
to have FTC or antitrust stuff in a system like that?

MR. EATON. I think my colleagues can speak better to whether there
should or should not be any antitrust scrutiny. I think there are plenty of
other problems with a system like Maryland or with a similar system like
New Jersey.

REPRESENTATIVE STARK. You guys aren't investigating the veterans hos-
pitals, are you? No reason to. I am just saying, if the prices are set and
the market is gone, there is nothing to enforce.

MR. EGAN. Mr. Chairman, there certainly can be circumstances where
their prices are regulated, but antitrust would still play a role. I don't
know what the situation is in Maryland.
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Competition has an effect on many elements: quality, service, as well
as price. It may well be that you could have a market where prices were
regulated, but you still wanted to maintain a competitive base in order to
assure that quality and service was at optimal levels.

REPRESENTATIVE STARK. You guys don't get into quality.
MR. ErAN. Yes, we do.
REPRESENTATIVE STARK. How?
MR. EGAN. We fare concerned with quality and service as a-competitive

element. We are concerned with competition.
REPRESENTATIVE\ STARK. Wait a minute. This is interesting. You mean

to tell me that the Justice Department and the Federal Trade Commission
has some way to measure hospital quality?

MR. EGAN. I am not suggesting that is what we do. I am
suggesting

REPRESENTATIVE STARK. If you can't measure it, how does it impact?
MR. EGAN. We can't measure exactly how much prices are going to go

up, either.
REPRESENTATIVE STARK. I know that. The quality issue is what AMA

always drives at me. Ain't paying them enough, they say quality will go
down. I always say quality is not a function of price. It is a function of
regulation and investigation to cleanliness, outcome. It has nothing to do
with price.

MR. EGAN. We don't attempt to make a judgment on whether quality is
good or bad. What we attempt to do is to see whether or not the market
is likely to be competitive after the transaction. If the market is unlikely
to be competitive after the transaction, our concern is that not only will
price suffer, but also quality and service will suffer as well.

We don't attempt to measure to that degree and give any value judg-
ment as to whether quality is good or bad.

REPRESENTATIVE STARK. There aren't any actual cases of this having
happened, right?

MR. EGAN. That is true in our entire merger program. The question
you raise goes to our merger program generally, not just hospitals. There
are a few cases, but very rarely can we predict with any precision ex-
actly how much prices are going to go up.

REPRESENTATIVE STARK. If some enterprising guy figures out that Kel-
logg or somebody else is screwing over the public, there are big
damages.

MR. JAMES. After the fact.
REPRESENTATIVE STARK. Do you know how many cases of that kind

have been brought by private civil suits to recover damages from collu-
sion? Has there ever been one that you know of'?

MR. JAMES. In the hospital industry?
REPRESENTATIVE STARK. Yes.
MR. JAMs. There are-
REPRESENTATIVE STARK. There may be one.
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MR. JAMEs. There are quite a number of private law suits dealing with
hospital practices-conduct kinds of things.

REPRESENTATIVE STARK. I am not talking about malpractice.
MR. JAMEs. Tying arrangements, exclusive dealing.
REPRESENTATIVE STARK. Was somebody given big trebles damages as a

result of an antitrust suit?
MR. JAMEs. There are treble damage cases now.
REPRESENTATIVE STARK. There are?
MR. JAMEs. I believe so. Not that we brought. We don't monitor them.
REPRESENTATIVE STARK. My guess is that there probably haven't been

any against hospitals. Have there been any?
MR. EATON. Not on the private side. I don't know this with certainty,

but it is certainly something we can look into. In recent months, I have
come across articles about the Carilion merger, the Roanoke
merger-the only one the Justice Department has lost to my knowledge.
It seems to me that there was a question of whether that particular
merged facility had raised its prices and taken advantage of its market
position. At least, there have been some articles that talked about that
out there.

REPRESENTATIVE STARK. They aren't going to raise the price to Medi-
care, are they, because you guys do such a good job?

MR. EATON. There are other consumers besides Medicare.
REPRESENTATIVE STARK. I just want to compliment you.
MR. ErAN. I have a case that was just whispered in my ear. The Roch-

ester anesthesiologist was a price fixing case where we brought a case,
and private plaintiffs apparently followed on and they successfully
obtained

REPRESENTATIVE STARK. They collected for that?
MR. EGAN. Yes.
REPRESENTATIVE STARK. From whom? Hospitals or the doctors? Or

were they employees? Do you know?
MR. EGAN. I don't know.
MR. HOROSCHAK. I am Mark Horoschak. I am also at the FTC. I be-

lieve they were anesthesiologists in individual private practice.
REPRESENTATIVE STARK. This is perspective, and I am not suggesting

you shouldn't be ever-vigilant. It is difficult for me to just take a system
that I can understand and applaud it, in the sense of what I think is a tra-
ditional market, where you are dealing with a linear relationship between
the seller and buyer-and you guys have all gone through that even
though you went to law school and studied economics-but this is one of
those markets where nobody is quite sure who is paying and nobody
really knows how much. Therefore, with the exception of a few sophisti-
cated buyers, there isn't much chance for this market to work.

MR. ErAN. I think there is some misconception in your question about
our major concern in merger enforcement. Our major concern is that af-
ter a merger the market will not operate competitively. That market
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power will be placed in the hands of the market participants. It is not
that they will do something that is necessarily a violation of the antitrust
laws. It may be perfectly legal. It is just that the market will not be oper-
ating competitively. Therefore, the fact that no hospital has been sued for
damages for price fixing really doesn't say anything about the effective-
ness of our merger enforcements program. That is not our primary
concern.

Those instances of hospitals getting together and fixing prices are sub-
ject to criminal penalties, as a matter of fact. What we are concerned
about is that the market will be left in a state after the merger where they
can legally achieve prices above a competitive level.

REPRESENTATIVE STARK. Mr. James, you have been pretty strong in
your written statement that there is no conflict between the federal anti-
trust policy and federal health policy, right?

MR. JAMES. That is correct.
REPRESENTATIVE STARK. Now, Dr. Wilensky recently stated that we

have to find sensible ways to reduce the level of duplication. Sharing fa-
cilities and equipment is certainly one reasonable strategy.

She also acknowledged meeting with the Department of Justice and re-
ported: "They seem sensitive in trying to understand the concerns that we
have. They have indicated they are willing to work with us."

Now, don't those comments suggest some ambiguity or differences in
emphasis with respect to hospital mergers and joint activities, on the one
hand, between Health and Human Services and Justice on the other?

MR. JAMEs. I don't think so at all. I think there may be a misimpression
that we are antagonistic about joint ventures. We are not. We see great
potential benefits. Indeed, when you are talking about the kind of dupli-
cation of facility problems that are caused by these arms race things, this
is an area where we have yet to challenge a proposed joint venture.

REPRESENTATIVE STARK. You also mentioned that you haven't chal-
lenged a single merger in communities under 200,000, right?

MR. JAMEs. Certainly not in the last five years.
REPRESENTATIVE STARK. Why are you beating up on Ukiah Medical

Center?
MR. JAMEs. The Justice Department is not beating up on Ukiah Medi-

cal Center. It is the FTC.
REPRESENTATIVE STARK. Why are they beating up on them?
MR. JAMES. I can't speak to that.

REPRESENTATIVE STARK. MR. EGAN?
MR. EGAN. I am limited in what I can say about Ukiah because it is in

litigation. Let me say there-
REPRESENTATIVE STARK. Why don't you indicate to me why you might

pursue a case that Justice won't take, right?
MR. JAMES. Well, no. I shouldn't-
REPRESENTATIVE STARK. You passed it along. Given the size, what-
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MR. JAMEs. Let me just explain to you how we work together. We
have

REPRESENTATIVE STARK. Pretty well.
MR. JAMEs. We have known each other for years, but we have a liaison

agreement.
REPRESENTATIVE STARK. Good cop, bad cop.
MR. JAMEs. We have a liaison agreement. Under that agreement, when-

ever a matter comes up for investigation, we make an initial decision be-
tween the two agencies about which agency pursues the investigation. If
one federal investigation is a problem, certainly you don't want two. It is
in that sense that Mr. Egan is involved in the Ukiah matter, and we are
not.

MR. EGAN. Well, let me, once again, throw in a disclaimer that what-
ever I say about Ukiah would be my own views because it is in litigation.
The Commission certainly can't take a position on it.

The size of the hospital raises the question of efficiencies-as the gen-
tleman from Ukiah Hospital indicated-and that is one of the defenses
that will be heard by the administrative law judge this summer. But the
fact that you have two small hospitals is part of the equation that we
look at. The other part of the equation is, by merging, is that going to
cure anything? It may or may not.

REPRESENTATIVE STARK. It may or may not. It saves you a couple hun-
dred thousand dollars in hospital administrators' salary. They will dis-
claim that, but they get paid pretty well. It will save you dues to the
California Hospital Association.

But let's be hypothetical because I honestly didn't realize at the begin-
ning of this hearing that there was litigation, or I would have gotten more
into it with Mr. Ammon.

As I read this chart, you have two hospitals with a total of roughly
100 beds. On the map, it doesn't look so far, but you are a long drive be-
tween Santa Rosa and Oregon without much in between except for a lot
of good grapes, which Virginia wouldn't know about.

There was a third hospital that went subsequently out of business.
That was a community hospital that had 20 beds. So, you have two of
them, with a total of about 100 beds, and the fact is that a whole hell of a
lot didn't change when they merged.

So you and I can speculate that basically what they were saying to
each other is, "do we need two?" And the answer is, "I don't know as
they do."

Maybe it works, maybe it doesn't. For whatever reason, you and I
wouldn't know unless we got into a lot more details. But it does seem
that there ought to be a simpler way than having a couple million dollars
worth of legal fees spent to hassle out whether this is a good system or
not.

I guess that is my trouble in a town where there is no hospital close
by. Two hospitals, both half empty. Still, the remaining hospital is now
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half empty, so we didn't do much there. We just got one instead of two.
So, you would have to make the case that two is bad on its face, and I
would have to make the case and say, well, one ain't bad. It seems to me
that we are wasting a lot of time arguing that point, given that so much
of what they are being paid for is made by very sophisticated purchasers.

In their current situation, 50 percent is Medicare-arguably, the
smartest purchasers of medical care in the country, right, Mr. Eaton.

MR. EATON. Arguably.
REPRESENTATIVE STARK. Certainly staffed by some of the brightest peo-

ple in the country; right, Mr. Eaton?
MR. EATON. Yes, sir.
REPRESENTATIVE STARK. Medical is 20 percent. That is arguable as to

how bright those people are under Governor Wilson.
So, there you have 70 percent of the business is federal and/or state.

The prices are set. So, it doesn't make any difference whether you have
one or 18, we are going to pay the same rate to all of them there.

You also have 15 percent that is HMO, PPO, and those guys can fend
for themselves. Commercial insurance is about 1. percent. That leaves
about 3 percent self-pay. I don't know where those come from, but basi-
cally where is the competition? Who is getting janmmed?

How do you go about saying that that is good or bad? It doesn't seem
to me that you deal with somebody like that under the same rules that
you deal with General Motors and Ford merging, and you are. You are
dealing with the same rules that you apply to those guys as you do to this
rather rural community.

MR. EGAN. We are dealing with the same statute. We certainly take
into consideration any differences in the market that are relevant to the
question of competition.

I am hesitant for two reasons to respond to specific questions about
Ukiah. One reason is that it is in litigation. The second reason is that it is
being litigated by our San Francisco regional office. Therefore, I am not
in the chain of supervision of it, and I frankly don't know as much as I
should if I was going to talk about it.

But let me say this generally. When you say, look, some of this is for
PPOs and other forms of managed care, and those guys can take care of
themselves. They can't if they only have one hospital. They do not have
any leverage. That is what they tell us, at least, and that is what the
documents that we receive show.

Let me make a second point. The money that has been spent in that
case-again, this is somewhat my judgment rather than precise knowl-
edge-but my understanding is that most of the monies that have been
spent on that case have not been in an effort to show how efficient this
transaction is likely to be to the FTC. In fact, the money that has been
spent so far has been to avoid getting to that question.
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The Ukiah Hospital has sued in two separate district courts and taken
us to two separate courts of appeals to keep us from trying that case.
That is where the time has gone. That is where the money has gone.

I think eventually we will get to the question of whether or not the
merger is likely to be efficiency-enhancing and whether, on balance, the
anticompetitive effects, if there are any, offset the efficiency
enhancements.

We will get to that and, presumably, if we are not interrupted by an-
other federal court, the question will be answered this summer. Beyond
that, it is hard for me to comment.

REPRESENTATIVE STARK. What if they agreed to charge no more than a
fixed rate tied to what Medicare pays? Wouldn't that solve your prob-
lem? Hypothetically speaking?

MR. EGAN. I have a good story for you, Mr. Chairman. It won't take
too long.

Very rarely do we know in advance what kind of savings we have
achieved by preventing a merger. We had a case within the last few
years of two companies that provided night vision devices to the U.S.
Government. The U.S. Government was essentially the only buyer of
these devices, and these two companies wanted to merge. We said that
for this generation of night vision device, which both companies made,
there is an important government bid coming up. It will encompass all
buys for the next few years for this type of equipment. After that, that
generation is no longer significant. They said, fine, we guarantee you
that we will bid at least X amount on that important bid, but let us
merge. We said no, we have to let the market decide that.

We got a federal court to stop them from merging. They both indi-
vidually bid on the contract, and they bid below the price they offered to
guarantee. We saved the government somewhere between $17 million
and $23 million by preventing that one merger.

Once the contract was let, that generation device was over. We let the
companies merge, and they went their merry way and got whatever effi-
ciencies they could from the merger. It was the best possible result for
the consumer, for the United States. It shows the problems where we de-
cide what is a good price, as opposed to letting the market decide a good
price.

REPRESENTATIVE STARK. So, I guess you guys sing this tune of market
and competition. It is interesting to me that that becomes such a ... you
were a banker, weren't you?

MW. EGAN. I was a banker?
REPRESENTATIVE STARK. You work for a bank?
MR. EGAN. I have a bank account.
REPRESENTATIVE STARK. You never worked for a bank?
MR. EGAN. No, sir.
REPREsENTATivE STARK. Someone here.
MR. EATON. I was.
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REPRESENTATIVE STARK. You were a banker. Do you think they ought to
apply the same rules to banks merging as they do hospitals?

MR. EATON. Let me address two questions.
REPRESENTATIVE STARK. If there are only two banks in town, do you

think they could raise their interest rates without any competition just be-
cause there is no other bank?

MR. EATON. I think there are distinctions between the banking market
and the health-care market.

REPRESENTATIVE STARK. What are they?
MR. EATON. Global competition for one.
REPRESENTATIVE STARK. Global competition. Meaning?
MR. EATON. Meaning that, perhaps, the rates could be subject to-not

international bank's interest rates-national banks or other regional
banks. It is a different industry, a different market.

REPRESENTATIVE STARK. But the same laws apply to banks.
MR. EATON. I spent a lot of time discussing-
REPRESENTATIVE STARK. Isn't that right?
MR. EATON. No. I spent a lot of time discussing-
REPRESENTATIVE STARK. Same laws apply to banks apply to hospitals?
MR. JAMEis. Same laws, different factual analysis. I should tell you that

the banking industry wants an exemption, too.
REPRESENTATIVE STARK. Of course, they do.
MR. EATON. Same laws, different factual analysis. We spent a lot of

time meeting with the Justice Department and FTC and talking about
how they approach their factual analysis. I think they factor in quite a
number of things that are unique to the health-care market.

I think they also have health-care lawyers and economists on their
staff who understand the workings of the health-care market. I think their
factual analysis is quite separate and distinct from other industries. At
least, that is what we found.

I wanted to address the previous point that you made regarding possi-
ble conflict between some statements Dr. Wilensky made and the Justice
Department. When Gail was at the agency, I certainly was present at a
number of meetings with her and with Justice, both at Justice and the
Agency, where we discussed the need for clarification.

We discussed the guidelines and the factual analysis that the Justice
Department does. I think we both readily agree that continued education
and communication was the best way to address whatever uncertainty
there is out there in the marketplace on the part of the industry.

REPRESENTATIVE STARK. MR. EGAN, following along, you say that you
guys don't endorse any particular health plan, right?

MR. EGAN. That is correct.
REPRESENTATIVE STARK. But your purpose is to encourage a competi-

tive environment; is that correct?
MR. EGAN. In general terms, yes.
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REPRESENTATIVE STARK. Isn't the competitive model a specific approach
to health care?

MR. ErAN. I am sorry. I guess I don't understand the question.
REPRESENTATIVE STARK. I will say it once again, there is, in parlance of

the people who would be trying to solve our health-care crisis today, a
variety of models. One is the competitive model. Another might be the
single-payer or the Canadian approach, correct?

MR. EGAN. Yes.
REPRESENTATIVE STARK. Both of which exist in this country in different

communities. So, basically, you are picking one model over an-
other-are you not-and saying that in your. opinion that the competitive
model is better than, for example, the single-payer model.

MR. EGAN. I don't think that is actually a fair characterization of what
we do.

REPRESENTATIVE STARK. Wait a minute. Let's go back over this routine
for just a minute. The competitive model is a model or a type for control-
ling health care costs and delivery of the benefits, correct?

MR. EGAN. I suppose it is.
REPRESENTATIVE STARK. Okay. There are other types. The State of

Maryland, for example, has a control system. It is an all-payer system.
And there are some single-payer systems, and there has been some dif-
ference of opinion even under various Republican secretaries of Health
and Human Services. When you say that you want to use the FTC to di-
rect people toward the competitive model, you are choosing one over the
other.

MR. EGAN. If that is what the testimony is fairly read as saying, I
would like to correct it. What I would say is that we have a mandate
from Congress to enforce the antitrust laws, and the antitrust laws, in
part, mean that we assure that the competitive process is maintained.

Now, when we come at various markets, they may be on the one end
of a continuum of competitiveness or on the other. Certainly, there are
markets which have aspects of regulation, but that doesn't mean all com-
petition is removed.

Our mission in those markets where there are aspects of competition is
to assure that where competition can work that it is not unfairly denied to
the consumers. If Congress makes the decision to totally remove compe-
tition from a particular market-as that has been in some cases-then,
obviously, in effect, we have been told that we don't have a place in that
market. Quite often, though, Congress or some state will regulate a cer-
tain aspect of a market, but-leave open other aspects, and we do have a
role there. Our place is essentially designated by Congress or by how
states regulate.

REPRESENTATIVE STARK. That is what we are here to do, to suggest that
it may need changing. I am trying to say, you guys have picked one
model that you are pushing and, therefore, you are not being even-
handed in the administration of justice because you are tilting toward the



315

"competitive model." And I am not sure that Congress ever suggested
that you ought to favor that.

I mean, our view, if you want to follow that along, the best competi-
tive model that one would presume is profit-making corporations. Does-
n't that make sense to you? If you extend this idea, the risk of rewards
and benefits of a market generally are best exemplified or typified by
for-profit corporations in this country. Fair statement?

MR. EGAN. Well, it is a fair statement, I suppose. I wouldn't want to
have me saying that that is a fair statement, leading to the conclusion
that I would suggest that not-for-profit hospitals act significantly differ-
ent in their-

REPRESENTATIVE STARK. I don't think they do, either.
MR. EGAN. To the degree that we rely on competition-and I think to-

day we rely on competition-it is important to keep both the managed
care segment competitive, as well as the-

REPRESENTATIVE STARK. That is interesting. You take the for-profit hos-
pitals, who arguably have the worst quality, the highest prices, and be-
have in a manner that we would consider the worst possible citizens in
the country, and you want to encourage that. That doesn't make much
sense, does it?

The only way they make a profit is by charging more than other hospi-
tals for the same services and denying certain care-cherry picking in
the community-and you want to tell me that that is something we
should encourage.

Is there any difference between the guidelines you apply to hospital-
s-I know that recently you have been defending us from socialism by
going after colleges and universities-I mean, I gather that somebody is
going to get promoted if they can get treble damages against Harvard or
Yale. Yale is probably exempt because the President will pardon them.

MR. EGAN. As a graduate from Saint John's, I will be glad to pass that
on to my colleague on the right.

MR. JAMs. The college case is a case that deals with a simple matter,
as we see it, of price-fixing-type conduct. It is entirely a different kind of
analysis.

REPRESENTATIVE STARK. You mentioned services could be denied, and
you could compete on other grounds. How do you suppose the Univer-
sity of Alabama competes to get football players? On price?

MR. JAMs. I wouldn't want to answer that particular question.
REPRESENTATIVE STARK. Are you willing to take that case?
MR. JAMs. If you bring and show it to us. We talked about the quality

and service issue earlier. I think there is an important point to make here.
We don't seek to measure and optimize the quality of care by dictating

to hospitals what their quality levels can be. We can, however, identify
circumstances in the health-care industry and elsewhere where there are
restrictions as to quality or services.
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We see agreements in other industries, and it is not beyond the pale
that they could occur in this type of industry where firms say, "we will
limit our research and development budgets to X;" or "we are going to
restrict the amount of some quantity of services-that we give in order to
lower the cost to us of providing that service, but we are going to charge
the same price. If we are competing, we might have to offer some differ-
ential prices." You asked Jim the question about whether we are deciding
on a particular model. You have us in a strange situation because our
principal jobs are to enforce the laws that are given to us, and now you
are asking us what the laws should be.

REPRESENTATIVE STARK. Or how you go about it. I suspect that you
should approach Harvard, Yale, and Smith and Wellesley somewhat dif-
ferently than you approach Roger Smith and Lee Iacocca.

MR. JAMEs. We certainly analyze how Harvard, Yale, Princeton and
others compete with each other. I have the sense that they compete with
each other differently-the gentlemen-

REPRESENTATIVE STARK. Ford and Chrysler.
MR. JAMEs. They compete with each other on a different dimension.

That is not to say that protecting the way in which they do compete isn't
an important value. That has been one perspective for a long time. We
believe in the competitive process. We have seen time and time again
how competition stimulates efficiency and makes people innovate.

REPRESENTATIVE STARK. You are preaching to the choir. That allows
me to stay in this lousy paying job of mine because of dabbling in the
competitive sector. I love it. I am all for it.

And imagine that I merged two stinky little banks under the shadow of
all the giants-Bank of America and Wells Fargo. The merger of the
banks I put together 30 years ago, you could have buried them in one of
those banks you worked for, Mr. Eaton.

It boggled the imagination that I was about to challenge and overthrow
the Bank of America and Wells Fargo. It was kind of fun. I said, me? It
made me feel like Cash McCall, and it did didn't cost as much in those
days.

Let me go back to this hypothetical small town where you are worried
about no competition-and I don't want to prejudice the case-but let's
take Augusta. Two hospitals, you say?

MR. EGAN. Five hospitals in the market.
REPRESENTATIVE STARK. Five, but you were worried about a couple get-

ting together. Let me ask you if you know what would happen. Let's as-
sume that 60 percent of the revenues for those hospitals was from federal
payments, so they couldn't monkey with those prices. Let's assume 40
percent was from preferred providers or private insurance companies.
Let's assume, further, they tried to set prices. What do you think the pur-
chasers would do? They ain't dumb. They know what we are paying un-
der Medicare and Medicaid. Most of them buy services in adjoining
communities.
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So, if the average rate just for room and board is $300 a day and one
of these guys tries to jack the price up to $400, $450, what do you sup-
pose the reaction offer of the principal purchasers-the HMO or the
PPO, or Aetna or Blue Cross-is going to be? What would they do?

MR. EGAN. It would depend upon what their options are.
o REPRESENTATIVE STARK. What are their options?

MR. EGAN. That is what I attempted to explain earlier. The options for
managed care provider ... I forget what it was. Managed care was not a
large percent of the market in Augusta.

But, for managed care providers in Augusta, their options essentially
were the two hospitals at issue in the merger. There were other hospitals
that they could theoretically turn to, but there were practical reasons why
those weren't fully effective in meeting their needs.

And, in fact, the record contains documents taken from the files of
University Hospital and Saint Joseph hospital-the two hospitals that
proposed to merge-showing that when they sold themselves to managed
care providers, when they went to a managed care provider and said here
is why we think you should contract with our hospital, they emphasized
their prices vis-a-vis University Hospital and University Hopsital would
emphasize its price vis-a-vis Saint Joseph. Sometimes, other hospital
prices were listed. Other times, it would be just the two hospitals.

REPRESENTATIVE STARK. What I think you are saying to me, these two
hospitals were in the medical fraternity or community that were consid-
ered the two principal hospitals in town and the others were marginal; if
that is a fair word?

MR. EGAN. The other hospitals ... I wouldn't say marginal. We had a
very compelling story why these hospitals were certainly the closest
competitors, but I wouldn't say marginal. I don't want to overstate the
case.

REPRESENTATIVE STARK. What the insurance companies would do to the
providers, fortunately or unfortunately, they would say that this is all we
are going to pay, period, and then the hospital would turn to the patient,
and they ain't going to get blood out of a turnip.

It is a little bit different market than you and I are used to. You don't
buy the car until the price comes down, because if somebody is bleeding
to death, they have to take them in by law.

Basically, what the insurers would do is to say that this is all we are
going to pay. It backs up to the employer, and they tell the employer that
we are going to limit our daily hospital benefit to X bucks.

If your hospital in the local community won't take them, tough. You
pay the difference or your employee pays the difference, and eventually
the union raises hell. The pressures are different from the way you and I
might react when we are deciding whether to buy a Lexus or BMW or a
Buick.

MR. EGAN. I have two reactions. First, as a former businessman, you
realize before you can say, tough, this is all I am going to pay, you have

60-211 0 - 93 - 11
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to have some leverage. And if you don't have any other choice among
hospitals, you don't have any leverage. So, they can't say that.

REPRESENTATIVE STARK. I can say that because I am an insurance com-
pany and I can say to the hospital, okay, that is all our policy is going to
pay. Then, you have to deal with some poor patient in town. You will
end up with a lot of uncompensated care. If that person drops the insur-
ance, they will come in the other door through the emergency room.

MR. EGAN. For a managed-care provider, they have to have contracts
with hospitals, or they are not going to exist; or, a small business can ei-
ther. pay higher prices for the care for its employees or not. The other
point I would make is-

REPRESENTATIVE STARK. You ignore this hospital in South Carolina; the
distance people can travel is phenomenal.

MR. EGAN. My second point is that there is a cost even if they can
travel to the hospital. For example, in South Carolina, there is a cost as-
sociated with that. The employers perceived that their employees wanted
hospitals in Augusta-for those people who lived in the Augusta area.
Sure, they could travel, I suppose, to Atlanta, but that would impart a
cost onto the consumers for something they didn't wish.

REPRESENTATIVE STARK. Well, as I say, I keep running into this com-
petitive model. Let's assume that justice and common sense prevail, and
we go to a single or all-payer system, or a price cap, as it has been
called. Then, you guys have all the resources. You are out of business
relative to hospitals, correct, if we federally set maximum prices?

MR. JAMEs. We are certainly out of business, depending on how it is
done and the extent of the regulation.

REPRESENTATIVE STARK. If the hospitals wanted to get you off their
back, they ought to support my bill for a single-payer system.

MR. JAMEs. I think if hospitals want to get us off their back, they have
to propose pro-competitive mergers.

REPRESENTATIVE STARK. They have two choices then.
MR. JAMEs. They have more choices than that. They can have pro-

competitive joint ventures.
REPRESENTATIVE STARK. Have you guys looked into any of the doctors,

the referral deals?
MR. EGAN. We have some active investigations.
REPRESENTATIVE STARK. I have a whole series of suggestions for you if

you don't have enough work in that area.
MR. EGAN. We are fairly active in that area and would welcome any

information.
REPRESENTATIVE STARK. Let me ask you this. Both of you work to-

gether; you are buddies. How would you suggest to us that we change
the system to make it better relative to hospitals, on the assumption that
we are not going to make any change over the next six or eight years in
the way hospitals are reimbursed and in the way they do business?
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Would you leave it alone and let you guys work in the existing case
law, or would you suggest some hospital-specific changes in the law?

MR. JAMs. I don't see that there is really a necessity for hospital-
specific changes. We think general production joint venture legislation
would be useful; that is why we proposed it. As to the hospital industry
itself, I don't think we, the antitrust agencies, are their problem.

REPRESENTATIVE STARK. Mr. Egan.
MR. EGAN. I would have to agree. We had a meeting with Congress-

man Slattery to discuss this issue, and the essence of this question was
presented at that time, too, and I am perplexed as to why there is cur-
rently a perception that antitrust is in the way. I think we presented some
fairly compelling evidence that it isn't.

I would note that the American Hospital Association has published a
guide entitled "Hospital Mergers: An Executive's Guides through the An-
titrust Thicket," published in September 1989. A couple of things are
probably relevant to this.

One, the general statement on page 20:
The general analytical framework for analyzing the antitrust ramifica-
tions for hospital merges is well established.

I don't think it is any secret how we look at hospital merges.
In terms of joint ventures on page ten, there is a statement about alter-

natives to joint ventures. It states:
Joint ventures, which are increasingly commonplace among health
care providers, can range from joint purchasing of hospitals of expen-
sive high technology to shared laundry facilities. Because joint ven-
tures often involve less thorough investigations, they can typically be
accomplished with fewer antitrust impediments than a merger.

That is what we have been saying. I don't thinkit is a secret to the in-
dustry. The industry's own guide apparently says the same thing.

REPRESENTATIVE STARK. Well, there seems to be some problem. You
feel that if the system ain't broke don't fix it.

The Chair's theory, and certainly the other Subcommittee on which I
serve, we aren't running around looking for things to do. We generally
hear from our constituents or people that are involved.

We hear from HCFA if they don't like the way things are going. We
hear from hospitals. I must say, there is a clarion call out that is saying,
help us with this merger problem.

They are all screaming, if you want us to bid or provide competitive
services, get the FTC rules off our back. I tend to think that they make
you the scapegoat. They say that they can't even talk about how they
price procedures because they will go to jail.

I rather suspect that they are overstating it for other purposes. But it
does seem to me that there is enough grumping and dissatisfaction be-
tween the doctors and the hospitals, in general, and you guys are leaving
the pharmaceutical industry alone.
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I mean, talk about greedy, grubing people who are ripping off the
economy, we are the sole buyers, us, the government, and you won't even
let us force them to bid. I mean, come on, guys.

They are stealing taxpayers money. I can go buy the stuff in Europe;
staple stuff for half of what I am paying here, and I don't hear a peep out
of you guys on that. Let's get real. The competition there is hosing the
consumer. When is the last time anybody took on a drug company?

MR. EGAN. One of our recent successes was a settlement that we
achieved with Sandos Corporation, involving an antischizophrenia drug
which they had tied-

REPRESENTATIVE STARK. Did they plead out?
MR. EGAN. Yes, sir, they did.
REPRESENTATIVE STARK. What was the fine?
MR. EGAN. We don't have that ability.
REPRESENTATIVE STARK. They said we will stop?
MR. EGAN. We will stop and there are a number of-
REPRESENTATIVE STARK. They don't pay any attention. That is like park-

ing tickets for Congressmen in the District of Columbia, or overdrafts in
our bank. How about jail?

MR. JAMEs. Mr. Chairman, it is interesting that you should mention
that because-I can't discuss this matter in any detail-but the Depart-
ment does have an ongoing grand jury investigation of price fixing in the
generic drug industry.

REPRESENTATIVE STARK. Go get them. I would love to go on with this.
all day. I would like to send you some more sensible sounding questions
that have been phrased by the staff rather than my curiosity of how you
guys run things.

I do hope you recognize that there is some disagreement, other than
just litigants. I don't know how to solve the problem you have. I honestly
don't know. He said in Ukiah that you have basically two hospitals. I
don't know why that has to go through the courts. I would set the prices
in Ukiah, since 70 percent of the prices are already set.

It seems to me to be a logical extension and go on. They might not
like that, the hospital. They might take it. But it seems to me we are
spending a lot of resources-yours and theirs-a couple million bucks,
relative to the size, for basically 100 beds, and whether we should split
them into two institutions or one institution. I have to think that it doesn't
make a whole lot of difference. There ought to be an easier, quicker way.

MR. EGAN. The companies could have come in before they merged,
even on an informal basis and then on a more formal basis, and con-
sulted with the FTC staff and gotten a read on this. Now, we are being
forced to wait essentially until trial to even hear their-in detail at
least-efficiency story.

REPRESENTATIVE STARK. You think you will get to a trial.
MR. EGAN. They should have come in and have talked to us, and they

didn't.
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REPRESENTATIVE STARK. The Presbyterians in San Francisco told me it
costs them a million-and-a-half bucks to come in and talk to you. You
don't make that an inexpensive procedure.

I am not trying to pass the sins of private practice attorneys onto you
guys. My friends in San Francisco said, here is a merger where arguably
there is competition all over the place, and one hospital was in danger of
going broke. I think it was a million-and-a-half dollars just to come in
and get whatever you say, a waiver.

MR. EGAN. That was a different circumstance, in a sense-I am famil-
iar with that case. The issues are a lot more complicated. The Commis-
sion did not challenge the merger, but it presented a very complex set of
circumstances.

REPRESENTATIVE STARK. It was, as I say, a million-and-a-half dollars.
MR. EGAN. I don't know how much they spent.
REPRESENTATIVE STARK. I have reason to believe that it was $1.5 mil-

lion. Do you know how far that would take me and my indigent care in
Oakland across the Bay with my stinky little community hospital, which
is the only one I really love? That would pay for a whole hell of a lot of
trauma care.

I am not saying they would give it to me. Couldn't we get there for a
half-million dollars?

MR. JAMEs. Mr. Chairman, there is a real sense here, I can say, having
been on both sides-he was a banker; I was an antitrust lawyer in pri-
vate practice and represented hospitals, in which the parties can make
this as expensive or as inexpensive as they want to make it.

We are more than happy to meet with people to deal with dispositive
issues first. You talk about systems where there is a possibility of emi-
nent failure. We say, let's look at this issue and see if that resolves the
problem.

We try to reduce these peoples' costs. A lot of it depends on whether
you are going to come in and litigate with us from the day we first call
you, or whether you come in and we work on these issues in a coopera-
tive way.

REPRESENTATIVE STARK. Sort of like when Judge Wilkie wrote me a let-
ter and said, gee, if there is anything you want to tell me, would you send
me a letter? I am not a lawyer, and there are some of us who have reason
to be a little leary when a lawyer or prosecutor invites us into chat.

.MR. JAMEs. I think that is true. If you give into that concern and liti-
gate from the very first second, your costs are going to go up.

MR. EATON. Before you get to that point, Mr. Chairman, the educa-
tional efforts, I think, have increased. Mr. Egan mentioned the guidelines
that the AHA put out. I know they are in the process of putting out a
newsletter on current antitrust issues in health care. I think the first letter
that went out, both the Justice Department and the FTC reviewed that
correspondence.
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In the Department, we are talking to the industry. So, I think, as I said
before, cooperation, more education, there is a lot of literature out there.

REPRESENTATIVE STARK. Do me a favor, guys. Look at your testimony
tonight as I have to adjourn. Imagine two different scenarios: One, Perot
was President and the other, Clintonwas President. How would you re-
write the testimony.

I will leave the hearing record open so that we can submit written
questions to the witnesses.

Thank you. We will see you all.
[Whereupon, at 12:05 p.m., the Subcommittee adjourned, subject to

the call ofthe Chair.]
[The prepared statement of the University Hospital follows. However,

two lengthy White Papers and other matieral filed with the FTC (see
footnote 4 of the University Hospital statement) are not included in-this
hearing record:]

0
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-~ University Hospitcal
An Affiliate of Uniemrsitv Health

July 14, 1992

Honorable Fortney H. Stark
Joint Economic Committee
Room G-O1
Dirksen Senate Office Building
Washington, D.C.

Re: Hospital Industry in the 21st Century: Hospital Mergers and
Joint Ventures Hearing of the Subcommittee on Investment,
Jobs, and Prices Held June 24, 1992

Dear Mr. Stark:

This statement is submitted for the record by University Health
Services, Inc. a non-profit health care organization located in
Augusta, Georgia. University Health Services is the operator of
University Hospital, a 640-staffed bed teaching hospital also
located in Augusta.

In 1990, University Health entered into an agreement with Health
Care Corporation of the Sisters of St. Joseph of Carondelet, a
Catholic health system headquartered in St. Louis, to acquire the
then 169-staffed bed St. Joseph Hospital of Augusta, Georgia, Inc.
The agreement arose out of the Sisters of St. Joseph of Carondelet
unsolicited offer to sell its acute care facility to University
Health Services, InIc. The Sisters made the offer after they
determined that St. Joseph Hospital's future financial viability
was extremely questionable and that the mission of the Sisters
would be better served by redirecting the assets invested in their
acute care hospital to other health care services in the community.

The proposed acquisition has been enjoined -- and the transaction
subsequently abandoned by the parties -- as a result of a complaint
initiated by the Federal Trade Commission under Section 7 of the
Clayton Act. The acquisition was enjoined by a federal appeals
court in the face of overwhelming support from the Augusta
community, including employers and other purchasers of hospital
services, and after a U.S. District Court, following a hearing on
the matter, 1Fefused to enter a preliminary injunction as requested
by the FTC.

I/ University filed pre-merger notification forns on November 30, 1990. On May 6, 1991, the Court of
Appeals directed that a preliminary injunction issue. At that point, faced aith the prospect of two
years' additional proceedings before a final decision aould be reached (i.e., a full hearing before the
Cosnaission's hearing examiner and likely appeals to the Commission and the U.S. Court of Appeals), the
parties mutually agreed to abandon the proposed transaction. In particular, it was clear that St.
Joseph Hospital, which had entered into the agreement based on concern for its competitive future,
could not afford to maintain the status ojo for the duration of the proceedings. This, in itself.
ilLustrates a significant problem in antitrust enforcement. Once the enforcement agencies obtain

preliminary relief, that relief is often tantamount to a permanent injunction. Indeed, the more urgent
the merger, the more likely it is that the one or both parties aill be willing or unable to withstand
the time and expense of protracted litigation.

bli i\allon kla0
Augusta. Iorcia 109111-I
4134/722- 9 11i
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We understand that testimony presented to the Committee on June 24
by representatives of the Federal Trade Commission made extensive
reference to the FTC's action against University Hospital and may
have presented a distorted view of the evidence in the case. We
believe, therefore, it would be appropriate to bring to the
Committee's attention certain facts concerning the proposed merger
and the impact of the FTC's intervention.

The proposed acquisition resulted from both parties' commitment to
reduce hospital costs in the Augusta area. Like/2 mnany communities,
Augusta has a surplus of hospital re~1 ources and a declining
demand for inpatient hospital services./ The declining demand for
inpatient hospital services is especially troubling for an
institution like St. Joseph Hospital, whose limited scope and
intensity of services cripple its ability to acquire managed care
contracts. The Sisters of St. Joseph, in the face of continued
deterioration of St. Joseph Hospital's ability to cost-effectively
provide inpatient hospital care and a consequent decline in the
Hospital's market position, determined that their ministry would be
better served by refocusing their efforts in the areas of
rehabilitation services, hospice care, home health care, and other
non-acute services. It was with this goal that the Sisters
approached University Health in 1990. St. Joseph and University
share similar values in the delivery of health services and had
experience in cooperative health care ventures, including the
operation of a rehabilitation hospital. The proposed transaction
was structured to give the Sisters sole ownership of the
rehabilitation hospital and other non-acute services operated
individually and jointly by the two organizations, while
transferring control of the St. Joseph Hospital assets to
University.

In the course of its proceedings against the acquisition, and
before this Committee, the FTC staff has continually made
representations that it "uncovered" a document showing that the
purpose of the transaction was to reduce competition. In fact, the
document to which the FTC alludes was a "White Paper" prepared
specifically for and furnished voluntarily to the Commission during
the statutory pre-merger waiting period. The particular passage
which so concerned the FTC was contained in the following
paragraph:

In addition to the fact that the proposed transaction will
have no significant adverse effect on price competition -- to
the extent it exists -- in the Augusta area, the transaction
also will produce substantial welfare-enhancing benefits to
consumers. Those benefits will exist in three areas. First,
there will be a reduction in cost increasing non-price

2/ The area covered by the FTC consent order recently published in the Federal Register contains 2,281
Licensed acute care beds, of which 1,829 are staffed and operating, pius an additional 399 psychiatric
beds. The earket area also contains 1,024 veterans aceinistration hospital beds and an Army Regional
Medical Center auth 384 beds.

3/ This conclusion was reached during St. Joseph's strategic analysis which preceded its offer to sell to
University Health Services. Analysis of utilization rates and deiographics lead to the conclusion
that, even aithout considering the effects of the VA hospitals, the Army hospitals, or the several
saltt hospitals in the surrounding counties, the three-county area covered by the FTC consent order has
approsimatety 450 evcess staffed acute care beds. The Georgia State Health Flaming Agency has
identified Richmond County as having a significant excess of acute care beds.
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competition. As confirmed by empirical analysis, such a
result is associated with lower long-run prices for hospitals
in Georgia. Second, University Hospital and St. Joseph
Hospital will be able to avoid, through consolidation,
significant capital and operating costs which they otherwise
would be required to incur. Third, the integration and
consolidation of inpatient operations will produce
efficiencies in both clinical and administrative areas, which
will reduce community health care costs.

There can be no question that the context of the "admission" that
non-price competition would be reduced was the parties' belief that
the consolidation of the two hospitals would reduce wasteful (that
is, economically inefficient) expenditure in the community.
Indeed, the statement was followed by a full discussion of the
"medical arms race" and the absence of consumer benefit from
hospital competition based primarily on duplication of services,
technology, and amenities. University and St. Joseph knew that the
Augusta community could benefit from a reduction in the wasteful
duplication of expensive hospital resources./

The motivations of this proposed transaction were not merely the
perceptions of hospitals. The Augusta business community -- that
is, those who pay the medical bills for the employed population and
their dependents -- lined up solidly behind the proposal.
Testimony of those employers submitted to the Commission and before
the District Court clearly indicated their conclusion that the
reduction of needless duplication of equipment and services was an
important step in the process of controlling health care cost
increases. The loss of this "competition" did not trouble them,
nor did it trouble Georgia Blue Cross and Blue Shield, which
likewise stood in support of the merger. Indeed, before the
District Court, the FTC could produce no complaining buyers of
hospital care. The witnesses for the Commission consisted of two
physicians (whose testimony reflected a significant degree of
economic self-interest), the president of a small health plan with
a long-term contractual obligation to a competing hospital (who, on
cross-examination, disavowed any past or future interest in
obtaining competitive bids from Augusta hospitals), and an economic
expert who conceded that she interviewed no employers or other
purchasers in the Augusta market.

The FTC has claimed before this committee and in other forums that
the hospitals had no proof of any economic efficiencies resulting
from the proposed acquisition. This statement is simply untrue.
The hospitals obtained expert analyses of both capital investment
and operating efficiencies which could be achieved through
consolidation. Those studies documented annual operating savings
of $7-13 million, and capital cost savings over five to eight years
of $19-22 million. Thus, the employers' perceptions that the
merger would result in economic benefit to them and the community
was well-founded. The FTC simply refused to consider this
evidence, relying on its premise that the reduction of
"competition", wasteful or otherwise, was not in the community's
best interests.

4/ For the berefit of the Committee, we have attached the two White Papers submitted by the parties to the
FTC, as welt as our Mon-birding Statement fited in the FTC proceedings.
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The irony of the FTC's position is that ample hospital competition
would have existed after the proposed consolidation. Three other
strong hospitals operate in the Augusta market, and the evidence
was clear that those hospitals have provided intense competition
for University and St. Joseph in the past, and would provide even
greater competition in the future. Major federal facilities in
Augusta provide further acute care alternatives to veterans,
military members, military retirees, and the dependents of active
and retired military.

Illustrative of the competitive strength of other hospitals in the
market is the situation of the Medical College of Georgia Hospital.
MCG is a 500-bed teaching hospital renowned for its specialty
referral services. At present, MCG is embarked upon a $37 million
campaign to renovate and expand its inpatient and outpatient
capabilities. Through its faculty and residents, MCG is the only
Augusta hospital fully capable of offering managed care contracts
covering both hospital and physician services. There is no
question that MCG is equivalent- to University in terms of the scope
and intensity of services offered. It is physically located less
than half a mile from-University Hospital and within two miles of
the St. Joseph Hospital. The FTC, however, discounted MCG as a
competitor due to the FTC's misperception that MCG was merely an
indigent referral hospital for the State of Georgia. The President
of MCG has repeatedly stated that MCG is not the state's charity
hospital. Nevertheless, the FTC apparently reasoned that MCG was
undesirous of obtaining private-pay patients from Augusta, and that
private patients would not use MCG. In fact, testimony before the
District Court showed that MCG viewed the acquisition of a greater
share of the private-pay markets as an economic imperative, and
that University perceived MCG as a significant competitor. The
District Court thus concluded that "the threat of competition from
the Medical College of Georgia (is] an increasing, and indeed a
welcome one." Moreover, it has come to light since the time of the
trial that the State's funding of MCG's expansion project was
expressly contingent on the hospital's Scommitment to seek out a
greater share of the private-pay market.

Another hospital in the Augusta market is Humana Hospital-Augusta,
a 324-bed general acute care facility located in an affluent
suburban area less than ten miles from University Hospital. The
Humana facility has one of the premier burn care services in the
Southeast United States and has consistently been one of Humana's
most profitable hospitals. While the FTC proceeding against
University Hospital was pending, Humana announced its plans to
invest $40 million in improvements to the hospital.

The third major competitive force is Hospital Corporation of
America's Aiken Regional Medical Center in Aiken, S.C. The HCA
hospital is located near growing Augusta suburbs in Aiken County,
and is a clear alternative for hospital care for many Augusta area
residents. HCA began a $19 million expansion of its hospital and
several other multi-million dollar projects during the pendency of

5/ This fact nay have been known to the FTC staff at the time of the FTC's complaint and the District
Court proceedings, as the administrator of MCG was deposed by the Comnission's staff but refused to
talk with counsel for University and the Sisters. In any event, the FTC did not catt MCGs
adainistrator as a witness in the proceedings.
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the FTC proceedings. While the FTC maintained that Aiken was out
of reach geographically for Augusta residents, the District Court
understood that Aiken and Augusta, 20 miles apart, are economically
linked. Indeed, the Central Savannah River Area, which includes
both Augusta and Aiken, is a regional economic planning area and
the largest employer of Augusta residents (the Savannah River site)
is actually closer to Aiken than Augusta. The inclusion of Aiken
County within the FTC approved consent order dramatically
demonstrates that the FTC became convinced that HCA Aiken and
University Hospital are competitors in the same market.

The FTC's intervention has not been well received in Augusta. The
community supported the consolidation of St. Joseph's and
University and believed in the ability of the consolidation to
reduce wasteful health care spending and help control future
increases in health services and health insurance costs. Those
benefits now are lost and the opportunity will not soon return.
The FTC's enforcement policy is out of touch with the economic
realities of the health care marketplace. More particularly, the
FTC appears to favor black-letter "rules" (that is, their rules)
regarding market concentration over the clear evidence regarding
purchaser attitudes and the functigoning of the particular market in
which the acquisition will occur.

What should most trouble the Committee about the result in Augusta,
however, is the chilling effect it has had, and will continue to
have, on collaboration among hospitals in the Augusta area and
elsewhere. The terms of the consent order now pending in this
matter prohibit University from acquiring the assets of any
existing hospital in the area (including acquisitions in the form
of joint ventures) for a period of ten years from the date on which
the Consent Order is finally approved. (we note that the better
part of a year passed before the Commission even published the
proposed Consent Order for public comment; the Order thus will
effectively operate for eleven years.) Also, for a period of ten
years, University is prohibited from entering into many types of
joint ventures with other area hospitals for the purpose of
developing new hospital or medical services without prior
notification to the FTC. This result is all the more difficult to
accept given that the Sisters' and University's only "offense" was
their audacity to propose this collaboration in the first instance.
For merely proposing it, and playing by the Commission's rules,
University has been branded as a likely future violator of the
antitrust laws, and placed under ten years' supervision by the
Commission staff. In the absence of any evidence of an intent to
harm consumers, this surely is a harsh result. Since few
geographic areas the size of the Augusta market contain a
significantly greater number and quality of acute care hospitals
and most contain markedly less, the FTC's position with its specter
of monstrous litigation expenses and intractable delays must cast
a dark shadow that reaches out from Augusta across the entire
nation. The University Hospital case sends the message that
engaging in consolidation is playing Russian roulette.

6/ It shoutd be noted that the Comisi(onera were not un aniova in their decision to Issue a coaptaint
against tUiversity. Atso, we beLieve that there were views within the Bueau of Economics staff that
were oppose to the Bureau of Cometition s hard tine approach.
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We urge the Committee to continue exploring ways in which local,
state, and federal interests in reducing excessive health care
expenditures through collaboration among hospitals can be
accommodated under the federal antitrust enforcement policy. If we
can provide additional information regarding our experiences to the
Committee, please do not hesitate to contact the undersigned.

Sincerely,

Doa ray
President/CEO

Levi W. Hill, III
Past Chairman
University Health Services, Inc.

T. Richard Daniel
Chairman
University Health Services, Inc.

,zFiank S. Dennis, Jr.
airman

University Health, In
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[The following material was submitted for the record in response to
written questions posed by Representative Stark:]
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Questions for Dr. David Kaplan

What effect do all payer systems such as that operating in the
State of Maryland have on the need for Federal antitrust
enforcement? To what extent would Federal involvement differ if an
all payer system were instituted nationally?

To what extent do you see the need for planning activities to
complement other means of influencing hospital bed supply?

Some have suggested that more specific guidelines than those
provided in the joint FTC-Justice issued Merger Guidelines would
assist in clarifying matters for both FTC and Justice, and the hospital
industry. Would you support the creation of more specific guidelines
that did not preempt the application of existing antitrust laws but
would assist in their application to the hospital industry?
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WRITTEN RESPONSE OF DAVID P. KAPLAN
TO ADDITIONAL QUESTIONS PROVIDED BY LETTER DATED JUNE 26, 1992

l'. What effect do all payer systems such as that operating in
the State of Maryland have on the need for Federal antitrust
enforcement? To what extent would Federal involvement
differ if an all payer system were instituted nationally?

Response

The Federal antitrust laws as a whole are primarily
designed to facilitate or maintain competition, including price
and non-price competitive activity. The so-called "all-payer
system" operating in the State of Maryland, based upon my current
understanding, is focused on price or rate control. In this
sense, the need for federal antitrust enforcement designed to
facilitate or maintain competitive pricing would be diminished.
This conclusion would apply equally if the system currently
operating in the State of Maryland were instituted nationally.
The need for Federal antitrust enforcement would not, however, be
eliminated. Federal antitrust enforcement would still have a
useful role as a means of facilitating and encouraging non-price
competition, such as the provision of services. In this regard,
it should be noted that our legal history includes many court
cases focused on alleged anticompetitive conduct on behalf of
firms regulated in some fashion by Federal or State authorities.

2. To what extent do you see the need for planning activities
to complement other means of influencing hospital bed
supply?

Response

Joint planning activities between hospitals can
facilitate the provision of lower-cost medical care. Better
planned and managed healthcare also allows for a more efficient
and effective mechanism to match the actual and projected demand
for hospital beds with the supply of hospital beds. Joint
planning activity between hospitals, therefore, should be
encouraged. However, proper safeguards should be considered to
prevent the use of joint planning activities as a means to
eliminate all competitive activity between hospitals which are in
direct and substantial competition.
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3. Some have suggested that more specific guidelines than those
provided in the joint FTC-Justice issued Merger Guidelines
would assist in clarifying matters for both FTC and Justice,
and the hospital industry. Would you support the creation
of more specific guidelines that did not preempt the I
application of existing antitrust laws but would assist in
their application to the hospital industry?

Res~onsS

The recently introduced joint FTC/Justice Merger
Guidelines are generally designed to provide an analytical
framework for a review of those issues which may be relevant when
considering the likely competitive impact of the merger of two
competing entities. In this sense, it could be argued that no
additional guidance is necessary from Federal antitrust
authorities concerning hospital mergers. This conclusion is
untenable for a number of reasons.

As suggested in the attached article, the two
enforcement agencies currently disagree on how to interpret the
Merger Guidelines ("from the moment the Guidelines were released,
FTC and DOJ staffers have been putting differing interpretations
or 'spins' on the Guidelines"). If the two enforcement agencies
disagree on how to interpret the Merger Guidelines, it is not
hard to appreciate-some degree of confusion in the business
community, including the hospital industry, and a clarifying
statement would be quite helpful in this regard.

Moreover, application of the Merger Guidelines (as best
they can be interpreted) raise a number of troubling substantive
issues related to the combination of hospitals. First, despite
representations by enforcement authorities to the contrary,
concentration measures continue to play too large a role in
merger enforcement by unreasonably increasing the evidentiary
burden on parties advocating a transaction. Government
representatives have stated that concentration data are only the
"first step" in merger review. In reality, however, the impact
of concentration data infiltrates each step in the merger review
process. FTC Commissioner Yao and Kevin Arguit, Director of the'
FTC Bureau of Competition, recently stated that the "amount of
clarity of evidence necessary to overcome the presumption of
competitive concern increases" as concentration increases and
that higher concentration "clearly requires the more persuasive
showing that other factors rebut the presumption of
anticompetitive effect."

Yao and Arguit, "Applying the 1992 Horizontal Merger
Guidelines," Antitrust (Summer, 1992), at 17.
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Many hospital mergers violate the structural thresholds
established in the Merger Guidelines because of the rather
limited number of hospitals in many areas of the country. The
FTC/DOJ reliance on these data when attempting to reach
conclusions concerning the likely competitive effect of a
particular merger, therefore, makes it much more difficult (e.g.,
time consuming and expensive) for hospitals to obtain necessary
government approval. This increased difficulty enhances the
risks of obtaining government approval for a hospital merger
thereby reducing incentives for hospitals, striving for effective
mechanisms to reduce costs, to engage in the time consuming and
expensive exercise of a merger review. In this regard, it would
be helpful for the agencies to clarify their position on how
concentration data will be used when reviewing the merger of two
hospitals.

In addition, the Merger Guidelines recognize the
importance of efficiencies in merger review. Efficiencies and
cost reductions are, of course, a key motivating factor
associated with many hospital mergers. As discussed in my
previous written and oral testimony, however, representatives of
the FTC have argued that most efficiency arguments associated
with hospital mergers are pure speculation and the FTC recently
argued in Federal Court "that the law recognizes no . . .
efficiency defense in any form." The conflict between the
Merger Guidelines and actual enforcement policy (at least at the
FTC) requires clarification.

Given the importance of controlling healthcare costs,
the apparent disagreements between the FTC and DOJ on how to
interpret allegedly "joint" guidelines, and the apparent
confusion on how to interpret concentration data and efficiencies
when analyzing a merger of two hospitals, it is my opinion that
it is incumbent on Federal antitrust authorities to develop a
clear statement on how hospital mergers will be reviewed by
antitrust officials. This clarifying statement should include
identification of the type and quality of evidence necessary to
gain government approval for a merger of two hospitals.

Federal Trade Commission v. University Health. Inc., 938
F.2d 1206, 1222 (11th Cir. 1991) rev'l 1991-1 Trade Cas.
§ 69,400 (S.D. Ga. 1991).

60-211 0 - 93 - 12
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EDITOR'S NOTE:

The Guidelines That Almost Weren't
by Daniel M. Wail

This issue of ANTITRUST was almost Eventually. four FTC Communitnern
entitled "Mergers Without Guidelines. ' Commissioner Mary Aicuenaga dis-
Until literally a day or two before they senttgl agreed to go along with a heav-
were issued at the Antitrust Section5s v modified version of the Guidelines.
40th Annual Spring Meeting in Washing. hai at least created the appearance of
ton. D.C.. it was unclear whether there unutornty. But it remains to be seen
would even be neW merger guadelines. .ihether ther will be uniformity of ap-
let alone what they might say. Last mi- plivaoion bv two agencies which had no
nute cold feet at the highest levels of the much trouble agreeing on the Guidelines
Justice Department and ongoing debate in the first place. and still disagree over
within the Federal Trade Commission segnificant issues of substance and
threatened to toil a full year's worth oi policy.
elfort by the Antitrust Division to pro-
vide the first fonral statement of U. S. The early signs are not promising.
antitnerger policy since the 1984 Guide- From the moment the Guidelines were
lives, released. ETC and DO) staffers have

been puoing differing interpretattons or
But the 1992 U.S. Department and "pins on the Guidelines. Privately.

Justice and Federal Trade Commission FTC personnel complain that the Anti-
Merger Guidelines were issued. and they irosi Division's public statements at-
are cited as evidence of unprecedented tempt to "take back ground" given up in
harmony between the two enforcement negotiations. DOJ personnel reply they
agencies. In fact. however, so much po -re simply exptaining the natural mean-
litical infighting preceded their release ig ofthe Guidelines as revealed by their
that they can only be understood is the underlyire economics.
product of a difficult political compro-
mise As has been reported elsewhere. Without question, much of the unease
the first draft ot the Guidelines presented gosernment enforcers have with the
by the Antitrust Division to the FTC was Guidelines stems from the way some
not warmly received. Among other couns treated the 82 and '4 Guidelines
things. FTC siatfers felt that the conir- as admissions against interest. In case
venal "competitive effects,, sction ,tier case, government merger prosecu-
could undermine the government s pre- ions presumably based in Guidelines
fetred prim facie case based on market analysis were defeated by defendants
,hars and increalses in concentratio. able to convince the court to cite the
Months of negotiations ensued on this Gudeline5 back in the govenmentr s
and many other issues. Al times i ap tace. See. e.g., Unired Stara v. Baker
peared that no compromise would be HuCr9es Im990 S uEd 9 S0 . Ah 9e5 (D.C
reached and the Justice Department C 19901: United States V. Arhrr.Dan.
would be forced to issue the Guidelines iels-Midland CO.. 781 F Supp. 1400
alone, if at all. IS.D. Iowa 19911. Imprecise languagein

the old Guidelines' discussion of entry
was especally troubling and conributed

Dbanel M. Wall. Editorial Chair of to govemmemleoases in boeh merger and
ANITRUST. ist a member of Me- nonmerger caes. Se Ufirard Seer
C rkt Do.vk Jnt a ELteren in Waner Managetnter. Itr., 743 F2d 976.
S~taFraniscro. Califarenia. "here he 982 t2d Cir. 1984) (Clayton Act Section
weIflireunaanzsrua eadather rat7- prosectoionli Uhtied aSomr n. Syify Eta-- liot aoau rerprita. Inc.. 903 F.2d 659 (9th Cir.

19930 (Sbamtn Act Secnion 2 civil ac
ten). Often, the couts' interpretations
ofde Guidelines were terribly unsophis-
neaed r one-sided. but dutt just high-
lighted the fundamental problem: ns
guidelines which purponred to sl forth
a full merger analysls. no matter how
carefully written. would contain some-
thing that could be intentionally or unmn-
tedninally misconstrued against the
pr nasewno's interest.

Of course this concern would have all
but disappeared if the new Guidelines
Signaled a turnaround from the substan-
tive Merr policies embodied in the '82
and '84 Guidelines. many FTC and DO)
liipgaten would like nothing more than
to have guidelines simplifying the prose-
cutor's cue and consosicting to the point
of strangulation defenses such as easy
entay power buyers. And efficiencies.
But dma'$ not what they got. For the most
part, the new Guidelines curry forward
the stct and generally pro-merger anal-
ysis demtanded by William F. Baster and
his Reagan Administration successors
And the effects test. especially as artcu-
lated ia the original drafts of the Guide-
lines. watn and to an extent till is. seen
by ome .government litigators as the
coup de grace to whatever is left of the
stndctul case-in-chief persitted by
Anited Startes v Philadelphia National

Batk. 374 U.S. 321 11963).

It is difficult to characterze the finda
docuesent no moae ar leas persnissive of
tnefFn than its predecenssos. The ef-
fetae test is a goad example, Though
cited by many as the best evidence of
still -n pentisave enforeeneni. it is
arguably no ore dtn an - amwkening to
relity. The fact is thatd e-ws are not
buying the rnutiuni cme mnymoe: they
wamr Specific "nt1e0es as 2o how and
why a panislar MeW is likely to hatn
cor fhIan Iwhe dor take
heed d this ind. arid who tadfastly
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defend Philadrlphik Nraioail Bunk. are
living in denial-and losing. To be sure
the DOJ's own '82 and '84 Guidelines
may be the chief suspects in the demise
of Philuarlphia Narional Bank. bur it is
ioo late to worrv about that now In 1992.
merger prosecutions without effects sto-
ries ate doomed to tailure.

Similarly, the much-criticized change
in the predictive language associated
with Hertindahl calculadions-mergers
which previousiv were 'likely- to be
Challenged now potentially raise sip-
nivanir competitive concerns-at least
removes an embarrassing misrepresenta-
ion about real-
vorld merger
practice. Con- Fo th
irary to what the r e
old Guidelines forward thi
-aid, mergers dema
increasing the
Herlindahls bv Re
lO' points in
moderately con-
centrated markets were not likely to be
challenged:' and mergers increasing the
Herlindahis by 1100 points in highly con-
5entrated markers were sot challenged
cxcept in "estraordinary cases." Unless
the government genumelv intended to
.hallenge both kinds ot mergers rou-
tiiely-undnoone suggeststhe Bush Ad-
minisirationorthecurrent FTC was going
, do that-the languaee had to be

. anged.

Some parts of the '92 Guidelines are
significantly moe "pro-prosecutor than
the old versions. The entry section is the
clearest example. and is especially note-
worthy given Clarence Thomas' decision
in Baker Hacen rejectiong a government
entry argument very similar to the new
Guidelines' sndard. Cleariv. the ov-
ernment has decided to fighl for its posi-
ion that entry easy in the abstracx doesn't

couo unleso ir is genuinely likely to re-
solve competitive concerns. The '92

Guidelines also significantly increase the
mergerprponen 'sbundenunderthe fail-
ing compmny and failing division de-
fem an ld a my, deIending on how the
distinction betweent commioted" and
'uncomiestteC ats works in perc
ric, lead to narer relevant markets

and correspondingly higher Herfindahls.

About a year ago. ANTITRUST de-
cided to devote an issue to the then-im-
minent 1991 revision of the Merger
Guidelines, We had no idea that the story
ot that issue t.o issues later) would it-
,ell tic a testament to tne tension that
exists between the FTC and DOJ about
the meaning o0 the Guidelines.

The original concept tor this issue was
simple and tracked the understanding
that the Guideline, would be jointly is-
sued-and acnbeod to-by the two
Ijgiencics Anosersie. article summauriz-
Ing what vas new about the Guidelines

most part. the new Guideline
strict and generally pro-merg

*nded by William F Baxter an
agan Administration successoi

would be followed by an Interview en-
ploring their economic rationale. DOJ
personnel were elected as both author
and interviewce, out not because ol their
institutional ainliation a, perspective.

As time passed. howeser. and the dii-
nculty or obtamme FTC DOJ agreement
on the Guidelines became clear, so did
ihe need [or an individual. independent
FTC perspeclise So a seuond interview.
ths one with an FTC stter, was dded.
An additional article I' a loanmer DOJ
economist on enryr analysis, which ng-
ures prominently in the Guidelines, was
2 later addition.

After the Guidelines cer announced
and the issue was et. FTC Commis-
sioner Dennis Yao' ofince called asking
if it was too late to add another FTC
soice. and suggesting that a 3:1 DOJ-
FTC participalion was inapproperate.
While it never occurred to anyone at
ANTITRUST that the Issue reflected a
balance or the agencies-or that it
needed to-we couldn't resis the sug-
gestion that the new FTC article would
take issue with DOJ interpreations of
the Guidelines. Our two sicns bad now
beom e five.

The nides and inerviews that follow
present importast perspectives on the
Guidelines, and particulurly the differaing
meaninga dtey have at the two agencies.
In the firxt srticle Paul T Denis, then
Special Couarsel to the Assistant Atnrn
ncy General, gives an overview of the
Guidelines fnm thde OJ's poiaof view.
Next. JOUXZ A. Ordover. Deputy As-
,istam Attorney General for Economic
Analysis, is imerviewed regarding the
economic foundation of the Guidelines.
These two piece are followed by the
article which FTC Commissioner Dennis
Yao and Bureau of Competition Director
Kevin Arqui prepared in response to

them. In read-
ing this article.

;^ s carry one should con-
S c arry ~sider not o nlyv

ger analysis what Yao arnd

d his Acquit say. buaalso that they
rs. felt obliged to

say it after rend-
ing the Dents

and Ordover pieces.

In a second interview. Steve New-
bomr Director forLiigation ofthe FTC's
Bureau ofCompetition. Provides another
FTC perspective on the Guidelines. Rob-
ert D. Willig. who served as Depury As-
sistant Attorney General for Economic
Analysis when the Guidelines revision
project began iand who is currentlv a

Protessor of Economict and Public Af-
lairs at Princeton Universiryl. then ad-
dresses sunk costs and the Guidelines'
approach to entry analysis. Robert M.
Langer. Chairman of the National Asso-
ciatlon of Attorneys General Multi-State
Anlirust Task Force, is interviewed fe-
garding the states' perspective.

The interviews with Ordover and
Newborn were conducted by ANTI-
TRUST Editorial Chair Daniel M. Wall
and Contributing Editor Stephen F. Ross.
All of the gpvernesenr authoa and inter-
viewee peefaced their remnarka with the
usual diseuase dma they speak only for
themselves and not for their agencies or
organican. Given how the articles
came abets, those discaimen ae even
moe imanic than usual. 0

/
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Questions for Ms. Rita Ricardo-Campbell

What effect do all payer systems such as that operating in the
State of Maryland have on the need for Federal antitrust
enforcement? To what extent would Federal involvement differ if an
all payer system were instituted nationally?

To what extent do you see the need for planning activities to
complement other means of influencing hospital bed supply?

Some have suggested that more specific guidelines than those
provided in the joint FTC-Justice issued Merger Guidelines would
assist in clarifying matters for both FTC and Justice, and the hospital
industry. Would you support the creation of more specific guidelines
that did not preempt the application of existing antitrust laws but
would assist in their application to the hospital industry?
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HOOVER INSTITUTION
ON WAR, REVOLUTION AND PEACE \

Stanford, California 94305-6oio

July 6, 1992

The Honorable Pete Stark, Chairman
Subcommittee on Investment, Jobs, and Prices
Joint Economic Committee
Congress of the United States
Washington, D.C. 20510-6602

Dear Congressman Stark:

Thank you for your letter of June 26.

In response to the questions you raise, I answer briefly as follows:

1) All-payer system. That over 30 states during the early 1980s had an
all-payer system which required a hospital to bill the same charges
regardless of payer, and today only one state, Maryland, has such a
system is significant. The all-payer system appeals because it seems
fairer that hospitals should charge every payer the same per given
service. But such a system may not contain cost increases as well as
more competitive hospital markets, such as in recent years in
California.

I assume that in an all-payer system Medicare as one of the multiple
payers, would be dominant, yet the Medicare payments are on average
higher than payments by Blue Cross and other private insurers according
to Business and Health, June 1992, p. 20. For heart-bypass surgery,
Medicare's nationwide average is reported as $35,220 while Blue Cross
and other private insurers' is $29,875. Are Medicare's higher payments
entirely due to sicker and older patients?

Medicare is experimenting to save costs by one-fee billing and with
this, all-payer systems fit well. Unquestionably; an all-payer system
reduces by definition cost-shifting. In my non-legal judgment, it
reduces the need for federal antitrust enforcement, but does not
eliminate that need. Different hospitals can still collude with other
hospitals and conceivably share by arrangement the pool of patients.

If there were a national all-payer system, the latter would still be
true and the need for antitrust enforcement still exists.

A national all-payer system of hospital rates could have a high cost of
administration. For a long number of years I have advocated uniform
accounting by hospitals that could be monitored by the private
Financial Accounting Standards Board much in the same way that Board
supervises accounting by corporations in other industries. This would
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reduce the cost of this government regulation, make it easier for
outside audits and help consumers to understand their hospital bills.The key to competitive markets is more information to the consumer.

All-payer hospital rate-setting does not set charges or prices tomaximize consumer satisfaction from the resources used for health care
as would more competitive markets. The hospital prospective payment
system and the newer, resource based, relative value system (RBRVS) of
physician fees are flawed. Price regulation has to use some criteria
and whatever are used are artificial, subject to interest groups'
valuations and pressures. My experience on the Health Services
Industry Committee, 1971-74, tells me that price control, however
well-intended, does not work in the long run.

2) I do not see a "need for planning activities to complement other
means of influencing hospital bed supply." I believe that the private
competitive market regulates, although somewhat imperfectly, hospital
bed supply and note that nearly 60 percent of community hospital beds
are in systems or chains of hospitals. Growth in specialization and
participation in hospital chains will continue to increase.

3) In the application of existing antitrust laws I support specific
guidelines which would recognize that small hospitals (less than 50
beds) and with low occupancy rates (less than 60 percent) as de minimus
should be allowed to merge. This would recognize that in today's
high-tech medicine, a hospital must do a given number of procedures if
it is to retain quality. It also recognizes that the geographic area
of competition among hospitals is much wider than 50 years ago before
the new information age had evolved.

Sincerely yours,

Rita Ricardo-Campbell, Ph.D.
Senior Fellow
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Questions for Mr. D. Kirk Oglesby, Jr.

What effect do all payer systems such as that operating in the
State of Maryland have on the need for Federal antitrust
enforcement? To what extent would Federal involvement differ if an
all payer system were instituted nationally?

A new review mechanism has been instituted in the State of
Maine to deal with joint venture activities. What is the position of
the American Hospital Association on this initiative?

The Federal agencies responsible for
laws have provided an explanation of how
antitrust laws. Is this sufficient to address
hospital industry? In what ways may the
rectified?

enforcement of antitrust
they interpret and enforce
the concerns of the
short-comings be
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50 F Sueei N.W.
5uit* 1100

Washinsom D.C. 20001
Tckqane 202.638-1 100
FAX NO. 202.626-2343

August 10, 1992

David Podoff, Senior Economist
Joint Economic Conmittee
Dirksen Senate Office Building
Room G-01
Washington, D.C. 20510

Dear Mr. Podoff:

On June 24, 1992, D. Kirk Oglesby, Jr., Chairman of the American
Hospital Association Board of Trustees, testified on hospital
antitrust issues before Congressman Pete Stark's Subcommittee on
Investment, Jobs, and Prices. On behalf of Mr. Oglesby, I am
pleased to submit the following responses to Congressman Stark's
follow-up questions (copy attached), to be included in the
hearing record.

Ouestion #1

(a) The all payer system operating in the State of Maryland
involves significant supervision and regulation by the State.
This State involvement is probably (although not certainly)
sufficient to meet the requirments of the state action immunity"
doctrine established by the U.S. Supreme Court. This doctrine
immunizes the collaborative activities of private parties acting
pursuant to State law from Federal antitrust laws, thereby
eliminating the need for Federal antitrust enforcement with
regard to protected activity. Note, however, that a recent U.S.
Supreme Court decision emphasizes the strict standard for State
regulation which must be met in order to obtain immunity. See
F.T.C. v. Ticor Title Insurance Comnany. 60 Law Week 4515 (June
12, 1992).

(b) The level of Federal antitrust involvement necessary in
Maryland (which has a State all payer system) is minimal due to
the probable application of the 'state action immunity doctrine
discussed above. A Federal all payer system would not
automatically provide similar protection because, by definition,
the existing exemption applies only to states. Legislation
therefore would be necessary to expressly create an antitrust
exemption under a federal all payer statute, in order to modify
Federal involvement on antitrust at a national level.
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puestion #2

The American Hospital Association supports the efforts of the
State of Maine in instituting a system to encourage collaborative
activities. Under the "state action immunity, doctrine described
above, hospitals in Maine which meet the State's requirements can
engage in beneficial collaboration without fear of antitrust
liablity. AHA views this initiative as an important step in
addressing the health care antitrust problem.

The Maine approach contains many positive aspects. First, it
allows information exchange and collaboration among hospitals
while providing immunity from antitrust liability. Second, the
Maine program adds the health perspective to antitrust
enforcement, with a focus on access to quality care. Third, the
statute sets forth considerations (or criteria) for the reviewing
and enforcing agencies to apply in assessing collaborative
activity. Finally, the inclusion of time limits ensures that
decisions on proposals for collaborative activity will be timely.

AHA notes that two approaches to the health care antitrust
problem can be taken. States (such as Maine and others) can
establish systems with state involvement sufficient to immunize
the activities of hospitals within the State from Federal
antitrust liability. A second approach, which can be pursued
simultaneously, is Federal in nature and involves clarifying and,
where necessary, modifying application of the Federal antitrust
laws to health care. AHA would view favorably a Federal proposal
containing the positive aspects of the Maine legislation noted
above.

Ouestion #3

AHA is not aware of any explanation by the federal enforcement
agencies of how they interpret and apply the antitrust laws to
health care settings. Specifically, we have seen nothing which
adequately reflects the difference between hospital markets and
other markets to which antitrust laws apply.

The lack of guidance for the health care community may be
rectified with several measures. First, criteria and/or
guidelines specific to health care would be immensely helpful to
providers trying to meet the health care needs of their
communities and operate efficiently without risking antitrust
liability. Providers who know by what standards their actions
will be judged, and who may tailor their collaborative efforts to
meet criteria acceptable to the enforcement agencies, will be
encouraged to move forward with health care initiatives. The
current health care crisis facing the United States calls for
unique efforts by all players--and would seem to justify "special
attention" by the antitrust enforcement agencies.
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Second, an expedited and affordable review process, through which
hospitals could receive approval from the enforcement agencies
for collaborative activities in a timely and efficient manner.
would go far to spur beneficial collaboration. Existing
mechanisms for review take too long, cost too much, can result in
inconclusive responses, and are not binding on private parties.

Finally, ARA recognizes Congressman Stark's suggestion put forth
at the June 24 hearing concerning retrospective review. Current
enforcement agency policy is to apply antitrust laws based on the
speculative anti-competitive effects of hospital activity. The
enforcement agencies could instead adopt a policy of challenging
collaboration retrospectively--when there is actual evidence of
harm to consumers through higher prices, lower quality or reduced
output as a result of the collaboration. In the absence of a
change in administrative policy, legislation to establish an
administrative review process involving both the health and
enforcement agencies may accomplish the goal of enforcement based
upon the actual, rather than predicted, negative impact of
collaboration.

Thank you for the opportunity to submit the above responses. I
hope that this information proves useful to you. If you have any
questions, please feel free to contact Gaelynn DeMartino
(202/626-2301) of my staff.

ard J. Pollack
x utive Vice-President, Federal Relations

attachment
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Questions for Mr. Don Ammon

Some have suggested that more specific guidelines than those
provided in the joint FTC-Justice issued Merger Guidelines would
assist in clarifying matters for both FTC and Justice, and the hospital
industry. Would you support the creation of more specific guidelines
that did not preempt the application of existing antitrust laws but
would assist in their application to the hospital industry?

What do you anticipate the effect of an all payer system would
be on your facility?

To what extent do you see some State or Federal planning
mechanism as beneficial to your facility's attempts at eliminating
over capacity and redundancies of services while maintaining
necessary services for your community?
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July 23, 1992

The Honorable Pete Stark, Chairman
Subcommittee on Investment, Jobs and Prices
Congress of the United States
329 Cannon Office Building
Washington, D.C. 20510

Dear Congressman Stark:

Thank you for your letter of June 26. I just received it in San Francisco on July 14,
while involved in the FTC trial on the Ukiah Valley Medical Center consolidation.

This is a very unreasonable burden for a small rural hospital running a census of 45
patients in a town of 14,000.

To respond to your questions, specific guidelines concerning the application of existing
antitrust laws to hospitals would be very beneficial for all hospitals. I would also urge
you to consider the approach of Representative Slattery's Bill, No. 2406. This is
consistent with the testimony of Charles James of the Department of Justice to you on
June 24 indicating that they have not pursued any hospital smaller than 200 beds, or in
a community with a population of less than 200,000. This approach is simple and
straight forward and allows hospitals to respond to the changing healthcare market.

The distinction you make between urban and rural hospitals, while essential for certain
issues, may not be appropriate for the rate regulation question. An all payor system does
not eliminate the problems in our current system for hospitals in general. Controlling
spending by payors does not necessarily control costs to providers. We need to change
the incentives for providing and utilizing healthcare services, not ratchet down from the
top with all payor rate regulation.

On your last question regarding a State or Federal planning mechanism, I do not believe
that an additional bureaucracy would be helpful in resolving these issues. I have been
through years of CON regulations. After being in California for several years without
CON regulations, I believe there are better ways of dealing with these issues.

The current direction of moving to HMO and selective PPO contracting I believe is
moving the healthcare delivery system in a way that soon the economic incentives will
or could be aligned in a way that precludes the necessity for a new CON or regulatory
system. It has been my experience at Ukiah that the consolidation of healthcare provides
better HMO and PPO negotiated rates and services for the pavors as stated by the payor
in this case.

Thank you for the opportunity to respond to your questions.

Sincerely yours,

Donald R. Ammon, FACHE
Executive Vice President
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Qjiestions for Mr. Charles James

The case brought by the Federal Trade Commission against the
Rockford Memorial Corporation was cited by FTC as a successful
application of antitrust laws to the hospital industry. What has been
the experience with costs and prices in the Rockland, Illinois area
since the April, 1990 conclusion of the case?

Compared to the Rockford Memorial Corporation case, what has
been the experience with costs and prices in Roanoke, Virginia since
February, 1989 when the Carilion Health System case brought by the
Department of Justice was ruled in the favor of the hospitals?

What effect do all payer systems such as that operating in the
State of Maryland have on the need for Federal antitrust
enforcement? To what extent would Federal involvement differ if an
all payer system were instituted nationally?

Because the Herfindahl-Hirschman Index could trigger a
Federal agency market concentration presumption for most
communities (over 80%) with more than one hospital, the usefulness
of the HHI Index to the hospital industry is extremely limited.
Please outline the criteria applied other than the HHI Index to
determine the Justice Department position on a proposed merger.

Please provide information regarding Hart-Scott-Rodino filings.
Please identify the number of applications under Hart-Scott-Rodino
concerning hospital mergers over the past eight years. What is the
length of time from the point of application submittal to the point of
a "second request" for information and to the final determination of
the application? Please list the number of applications that have
taken one month, three months, etc.

Please provide information regarding the "Business Review
Letter" procedure. Please identify the number of applications under
this process over the past eight years concerning hospital mergers.
What is the length of time from the point of application submittal to
the final determination of the application? Please list the number of
applications that have taken one month, three months, etc.
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Office of iew AUoM Allomy CenerI Whxop. D.C. 200

August 5, 1992

The Honorable Pete Stark
Chairman
Subcommittee on Investment, Jobs and Prices
Joint Economic Committee
U.S. House of Representatives
Washington, D.C. 20515

Dear Mr. Chairman:

I am writing in response to your recent letter, in follow

up to Acting Assistant Attorney General Charles James's
testimony before the Joint Economic Committee on June 24, in
which you pose several questions concerning the Antitrust

Division's merger policy as it relates to the hospital
industry. Your questions are set forth below along with the
Department's responses.

1. The case brought by the Federal Trade Commission
against the Rockford Memorial Corporation was cited by FTC

as a successful application of antitrust laws to the
hospital industry. What has been the experience with costs

and Prices in the Rockland, Illinois area since the April,
1990 conclusion of the case?

Answer: The Antitrust Division has collected no data
concerning changes in hospital costs and prices in the
Rockford, Illinois area hospital market since it successfully
obtained a permanent injunction on February 23, 1989 against

the proposed consolidation of SwedishAmerican Corporation and

Rockford Memorial Corporation.

There is, however, a growing body of economic research that

has verified the application to the hospital industry of the

standard economic theory that competition helps to control
prices and costs. Specifically, several studies conducted in
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recent years support the proposition that competition controls
hospital prices and costs. 1/

2. Compared to the Rockford Memorial Corporation
case, what has been the experience with costs and prices in
Roanoke, Virginia since February, 1989 when the Carilion
Health System case brought by the Department of Justice was
ruled in the favor of the hospitals?

Answer: The Antitrust Division similarly has collected no data
concerning changes in hospital costs and prices in the Roanoke,
Virginia area hospital market since it lost its suit on
February 13, 1989, to obtain a permanent injunction against the
consolidation of Community Hospital of Roanoke Valley and
Carilion Health System. However, articles published recently
in Modern Healthcare suggest that the level of capital
expenditures that the merged hospital has made is significantly
more than the level that the two hospitals had anticipated
making before they merged. The merged hospital has taken issue
with the thrust of these articles and responded to them through
a letter of its President. While the Department neither
endorses nor rejects the conclusions reached in these articles,
we have attached copies of the articles and associated
correspondence to this letter for your information.

1/ Zwanziger, J. and G. Melnick, "The Effects of Hospital
Competition and the Medicare PPS Program on Hospital Cost
Behavior in California," Journal of Health Economics, 7 (1988)
301-20; Robinson, J. and C. Phibbs, "An Evaluation of Medicaid
Selective Ccntracting in California," Journal of Health
Economics, 8 (1989) 437-55; Robinson, J. and H. Luft,
"Competition, Regulation, and Hospital Costs, 1982 to 1986."
Journal of the American Medical Association, 260 (1988)
3676-81; and Dranove, D., Mark Shanley, and William White,
"Price and Concentration in Hospital Markets: The switch from
Patients-driven to Payor-driven Competition," March 1992;
Melnick, G., Zwanziger, J., Bamezai, A. and R. Pattison, "The
Effects .)f Market Structure and Bargaining Position on Hospital
Prices,' Journal of Health Economics (forthcoming). For
example, Robinson and Phibbs estimate that the California
Medicaid program saved $836 million due to selective
contracting.



349

3. What effect do all payer systems such as that
operating in the State of Maryland have on the need for
Federal antitrust enforcement? To what extent would
Federal involvement differ if an all payer system were
instituted nationally?

Answer: Generically, all-payer ratesetting systems consist of
some form of a mandatory establishment of the rates that
hospitals charge to all patients and, thus, all third-party
payers with which they do business. Maryland was the first
state to adopt an all-payer system in the mid-1970's, and it is
today the only state to continue operating such a system; in
the interim, several other states adopted, and subsequently
dropped, all-payer systems.

The features of particular all-payer systems can vary
significantly, so it is difficult to draw firm conclusions
about what effect the establishment of a national all-payer
system would have upon federal antitrust enforcement. For
example, in Connecticut, which has an all-payer system that
applies to all nongovernmental third-party payers (but not to
the Medicare or Medicaid programs), it is still possible for
HMO payers to engage in selective contracting with hospitals
and to obtain discounts from a hospital in return for
channeling increased patient volume to the hospital. Under
such an all-payer system, it is clear that the federal
antitrust laws, which prevent antitcompetitive hospital
mergers, as well as collusion among hospitals, would be fully
applicable. Accordingly, if a national all-payer system were
to consist of the regulatory setting of the maximum rates that
hospitals could charge -- still allowing hospitals to compete
by offering discounts to managed care payers -- then the basis
for hospital competition and, hence, antitrust enforcement
would remain essentially unchanged from what it is today.

On the other hand, a national all-payer system might more
closely resemble the one that Maryland has, which eliminates
price competition among hospitals, by prohibiting them from
offering to payers volume discounts off the rates set by
regulation. Even in such a situation, however, competition and
antitrust enforcement still have an important role to play. If
hospitals were unable to compete on price terms, they would
have increased incentives to compete on the basis of adding
needed services and quality of care. Indeed, with rates in an
all-payer system being set by regulation, rather than by market
forces, the maintenance of quality competition among hospitals
could assume a-role of increased importance in the
marketplace: it would help ensure that hospitals did not
become unresponsive to the preferences of patients for
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high-quality medical care, the addition of upgraded medical
capabilities, including advanced technology, and the provision
of amenities desired by patients.

4. Because the Herfindahl-Hirschman Index could
trigger a Federal agency market concentration presumption
for most communities (over 80%) with more than one
hospital, the usefulness of the HHI Index to the hospital
industry is extremely limited. Please outline the criteria
applied other than the HHI Index to determine the Justice
Department position on a proposed merger.

Answer: The 1992 Horizontal Merger Guidelines ("1992
Guidelines"), which were jointly issued in April 1992 by the
Department and the Federal Trade Commission, set forth the
analytical principles of federal merger enforcement. It is
important to note that the 1992 Guidelines contain a number of
refinements and clarifications of the legal and economic
approaches of previous guidelines. One of the significant
refinements of the 1992 Guidelines is their movement away from
wooden, concentration-based standards for evaluating
competitive harm and toward a more dynamic analysis that takes
proper account of real-life business conditions in the affected
market.

Under the Guidelines, the Department begins by defining the
relevant market -- the product or group of products and
geographic area -- affected by the merger. Then the levels of
pre-merger and post-merger market share and concentration in
the market are calculated. We use the Herfindahl-Hirschman
Index ("HHI") as a measure of market concentration. See 1923
Guidelines at S 1.5. Depending on how high the HHI is for a
given hospital market, the 1992 Guidelines categorize the
market as "unconcentrated" (HHI below 1,000), "moderately
concentrated" (HHI between 1,000 and 1,800) or "highly
concentrated" (HHI above 1,800). Id. at S 1.51. As the 1992
Guidelines explicitly recognize, however, market share and
concentration data "provide only the starting point for
analyzing the competitive impact of a merger." 1992 Guidelines
at § 2.0. Therefore, after market concentration is calculated,
our merger analysis proceeds to consider all other market
factors, including the potential for adverse competitive
effects, entry, efficiencies and failure of one of the merging
hospitals.

It is clear that many communities would be viewed as having
highly concentrated markets for hospital services under the
1992 Guidelines -- that is, the HHI calculation for the
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community's hospitals would exceed 1800 points. This is so
because many towns and smaller cities simply can not support
the minimum number of independent hospitals that must be in a
market in order to keep the HHI level below 1800.
Notwithstanding this fact, the Department and the Federal Trade
Commission have challenged very few hospital mergers. Based on
available data, we believe that during the period 1987 to 1991
there were at least 229 hospital mergers, including 106 that
were submitted to the Department and the Federal Trade
Commission for review under the Hart-Scott-Rodino Act. (See
Question 5 for a further analysis of this latter group of
mergers.) Only five of these 229 hospital mergers were
challenged.

This enforcement record reflects the critical importance of
factors other than concentration that affect our competitive
analysis. Thus, despite the existence of a highly concentrated
hospital market as measured by the HHI, in hospital merger
investigations, the Department routinely conducts a thorough
analysis of both general conditions in the market and any
factors specific to the merging hospitals that might suggest
that adverse competitive effects are unlikely to result from
the merger. This might be the case, for example, where a
hospital's market share overstates its future strength as a
competitor in the market. There may be other circumstances, as
well, unique to particular hospital markets, that militate
against the potential of anticompetitive effects resulting from
a merger. The thrust of this analysis is to identify a
specific set of circumstances -- a "story" if you will -- under
which the merger would be likely to create or enhanse market
power or to facilitate its exercise. In interpreting market
concentration data, the Department will consider the
implications of any such circumstances or any reasonably
predictable effects of recent or ongoing changes in market
conditions so as to arrive at the most realistic assessment of
the competitive significance of the hospital merger under
investigation. Sc 1992 Guidelines at S 1.52.

In addition, during our merger investigations, the parties
often assert that one or more of the several other factors that
are recognized in the 1992 Guidelines as militating against
challenge are applicable to their merger. First, the parties
often claim that their merger creates substantial efficiencies
that outweigh the possible competitive harm. Second, they
sometimes claim that one or more of the merging hospitals is
financially failing and therefore would exit the market absent
the merger, or that its market share does not accurately
reflect its competitive significance. A third factor that can
be raised in merger investigations generally -- the ease with
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which new firms can enter the hospital market and successfully
compete with the incumbents, Ajj 1992 Guidelines at S 3 -- is
not typically a significant factor in hospital merger
investigations. This is so because state certificate of need
regulation and the excess capacity that often exists in
hospital markets make it unlikely that the entry of new
hospitals into a hospital market could deter or counteract the
effects of an anticompetitive merger.

The Department considers, as part of its competitive
analysis and where raised by the parties, the possible
efficiencies that would result from a hospital merger. See
1992 Guidelines at S 4. Ultimately the Department might forego
challenge of an otherwise anticompetitive merger if the merger
is reasonably necessary to achieve significant net efficiencies
that cannot otherwise be achieved by less anticompetitive means
and that, when balanced against the anticompetitive potential
of the merger, result in a net increase in consumer welfare.

For example, the Department would consider efficiencies to
result from a merger if the merged hospital's average costs
declined because its fixed costs were spread over a larger
volume of business after the merger. For instance, all
hospitals must have staff and equipment available to service
emergencies and provide a core group of acute inpatient
services. But in smaller hospitals having fewer than the
minimum efficient number of occupied beds, that staff and
equipment will often be idle, and thus not efficiently
employed, during slack periods. If, through merger, these
hospitals could achieve a minimum efficient size, such as by
physically consolidating the hospitals in one building, we
would recognize that significant efficiencies might thereby be
achieved. The Department, however, must be satisfied, based on
the unique facts of each case, that the proposed merger would
achieve the claimed efficiencies and that the efficiency gains
are substantial and cannot be achieved other than by the
merger.

In addition, the 1992 Guidelines provide that the so-called
"failing firm" defense is available where the hospital is
likely to fail in the near future, it is unlikely successfully
to reorganize under the Bankruptcy Act, and there are no less
anticompetitive alternative purchasers. ac 1992 Guidelines at
S 5.1.

5. Please provide information regarding
Hart-Scott-Rodino filings. Please identify the (1) number
of applications under Hart-Scott-Rodino concerning hospital
mergers over the past eight years. What is the (2) length
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of time from the point of application submittal to the
point of a 'second request, for information and to (3) the
final determination of the application? Please list the
number of applications that have taken one month, three
months, etc.

Answer: By way of background, under the Hart-Scott-Rodino Act,
15 U.S.C. S 18a ("HSR"), the Federal Trade Commission and the
Department of Justice have a maximum of 30 days (the period is
shortened to 15 days for cash tender offers) after a party
submits an application regarding a proposed merger in which to
review the application and determine whether it contains
sufficient information on which to base an enforcement
decision, or whether additional information needs to be
obtained from the parties through the issuance of a "second
request." If a second request is not issued, the parties are
free to consummate their transaction 30 days after the date
they filed their application, or sooner if the parties have
requested and been granted early termination of the 30-day
waiting period. In those instances where second requests are
issued, the requests are almost always issued at, or close to,
the end of the 30-day waiting period.

The duration of an investigation conducted pursuant to the
HSR after a second request has been issued is controlled in
large part by the parties to the transaction. Under the HSR,
the parties are free to consummate their transaction 20 days
(or 10 days for a cash tender offer) after supplying all the
documents and information called for by the second request.
Thus, in situations where the parties to a transaction have
submitted information promptly in response to second requests,
the investigations have been completed in a few months. In
other cases, parties, perhaps for reasons unrelated to the HSR
investigation of the transaction, have chosen to defer the
collection of data or documents responsive to second requests,
and the investigations accordingly have remained open for a
longer pericd. For example, the merging hospitals in one
transaction reported in fiscal year 1989 encountered difficulty
in reconciling differences between their institutional
philosophies and chose to resolve these problems before
responding to second requests. After almost a year, the
hospitals informed the Division that they were abandoning their
plans to merge, and the investigation was closed.

Regarding HSR investigations of acute-care hospital
mergers, we do not have information available to calculate the
statistics you have requested for an eight year period;
however, we can provide data for the last five fiscal years.
During these fiscal years, 106 filings relating to acute-care
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hospitals were made. Most of these (88) did not necessitate
the opening of a formal investigation by either the Antitrust
Division or the Federal Trade Commission. The remaining
eighteen were the subject of an investigation; five of these
transactions ultimately were challenged.

The following breakdown shows for all HSR filings relating
to acute care hospitals for fiscal years 1987 to 1991, the
length of time between the parties' submission of the filing
and the date on which the Antitrust Division or the Federal
Trade Commission made a final determination on the
transaction. A final determination was considered to have been
made when early termination was granted, an investigation was
closed, the waiting period expired or a decision was made to
challenge the merger:

Time Period Elapsed Number of Applications

One month or less 90
One to two months 1
Two to three months 1
Three to four months 3
Six to seven months 3
Seven to eight months 2
Ten to eleven months 1
Eleven to twelve months 3
Twelve to thirteen months 1
Thirteen to fourteen months 1

Total 106

6. Please provide information regarding the 'Business
Review Letter" procedure. Please identify the number of
applications under this process over the past eight years
concerning hospital mergers. What is the length of time
from the point of application submittal to the final
determination of the application? Please list the number
of applications that have taken one month, three months,
etc.

Answar: Although the Department is not authorized to give
advisory opinions to private parties, for several decades the
Antitrust Division has been willing in certain circumstances to
review proposed business conduct and state its enforcement
intentions pursuant to its Business Review Procedure. This
procedure, which is governed by the regulations set forth in 28
C.F.R. 50.6, benefits both the Division and the business
community by providing a mechanism for the Division to analyze
and comment on the prospective competitive impact of proposed
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business conduct. The procedure relates only to the
government's enforcement intentions under the antitrust laws,
not under any other federal or state statute or regulatory
scheme. 28 C.F.R. S 50.6(7)(a).

Over the past eight years there have been no applications
under the Business Review Procedure concerning the competitive
effect of a proposed hospital merger. However, the business
review procedure is available to parties to a hospital merger,
and so is briefly described below.

The Business Review Procedure is initiated by a written
request to the Assistant Attorney General in charge of the
Division. At the outset, the Division, in its discretion, may
refuse to consider the request. Such a refusal would occur
where the request did not qualify for business review
treatment, which most frequently happens when a request relates
to on-going business conduct, since only proposed business
conduct qualifies for the Business Review Procedure.

Under the Business Review Procedure regulations, the
requesting parties are under an affirmative obligation to
provide the Division with all information and documents in
their possession that the Division may need to review the
matter. 28 C.F.R. S50.6(5). The Division may also request
additional information from the party or parties seeking
review. Staff attorneys also conduct whatever independent
investigation they deem necessary.

A party requesting a business review generally receives one
of three responses from the Division: (a) that the Division
does not presently intend to bring an enforcement action
against the proposed conduct; (b) that the Division declines to
state its enforcement intentions; or (c) that the Division will
sue if the proposed conduct is put into effect. The second
response means that the Division might or might not file suit
should the proposed conduct be implemented. It should also be
noted that a business review letter states only the enforcement
intentions of the Division as of the date of the letter, based
on the information that the Division has been provided by the
party requesting the review. The Division remains free to
bring whatever action or proceeding it subsequently comes to
believe is required in the public interest.

When the Division notifies the requesting party of its
action on the business review request, it also issues a press
release describing the action and attaching a copy of the
Division's letter of response. In addition, at this time, the
letter requesting the business review and the Division's letter



356

in response are indexed and placed in a file available for
public inspection. Within 30 days after notification, the
information supplied in support of the business review request
is placed in a publicly available file in the Division's Legal
Procedure Unit.

* * *

I hope that you will find the above information to be
useful. Thank you for your interest in this matter and in

enforcement of the antitrust laws. Please let me know if we
can be of further assistance.

Sincerel

W. Lee Rawls
Assistant Attorney General

Enclosures
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The costs of
hospital mergers

Expense of consolidating operations is an eye-opener; new construction
and technology spending also cut into those promises of big savings

By Jay Greene
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Tebeginning of 1992 wsmohdb. While the mergers ended the locai I After tneir mergers six hospitals l v xve hal mergrskad a y -medicl arsns race' between formerly I ored magnetic tne ui three Ins. This of Mom A .Immpeung h rlpals. same Of the mergers dded cardiac cminetertotion Whm and I cm kic" off a two-pant ste d Iwunntentignally tnggered a regimul med three added a CAT scamser Other 5er- Isigned to examine in detail what hascal arms ram. As newly imergei instur- Ivices included psychiatric unia (three I happened following some earlier I:,ons auded tertary-ca srvies to hospitials echiorogoispity ithree hos. hsaltheargin-onpete for a wider range of patent.0 pitolol. lithoiripsy (two hospitals) arnd The aeries econtnues research onospintals in the surnwiding area npent ganua uclea medicine scanner (two mergers began two years ago in amore money to beef up sermncc or builda I hospitalsi. the surey found. cover story titled Why Hospitlslsuoa-r-re cuin in -eponue to their I jI additii. sven of the merged i*'e (MH March 19, 1990, p. 24),new arm stronger comueitor. ins converted the other facility to itheir i which found that merged hospitalsThe combination of higher pces and I long-ternm care tfour hospitalt). psmiat- I were able to reduce expenses 1% toiwer annual expense irea-en aso n- i ic atwo hispitals) or outpatient uses (one I 3% xnnually While many executivesoared to sridicote a shonmterm srteiy bhospital). One merged hospital is cosing sold their mergers a A way to reduceos improve prodt -iuris to help inance both ficdities and building a new One. price ireases the study found that-e consuumcion and technology. said IAnother menred hostatal plan to eoa- the hospitals ineresed charges about I-operut remewmg the studies vert one of its acuter facilities to 1 2% per yer following mergers.But many chief enecunco saud the on- Ilong-tee care, the survey found. While the hospitals were able to im. Icocementa were overdue and neessary ! CEOs said mereer carts ranged lames I prnae their own effideI the Study |- unprove quality. conswdate servos i S10 million for Uhiah (CalL) Valley Med- i raied quostpme about whether com- ISr buy tewohnok>y to become tne mar- iml Center to £0 mnilion for Augusta munits and patients truly benefited Iet's regional provider said An Knoll Hospital Corp. in Waynesbero. Va., to from the mergser in lower prices.tee Dmsident arm geneal marnsger sfI bild a new =S-bed hositaL: The story risned another questionr Iuoert, Cartero & Associates Ithe Augusta merger, the two How acrntte wre the hopitals in esti-Come EOs were emoarissen be- nergeo hosDitais. 131-bed Comcnueutv I manitg cmpitl se-s that would acrsue I.use toney sid the merger wouItave I Hosvital in 'Waynesoro and 105-bed I thei- magrmgn? We fonmost basls Itll his money ant it ended up costng IKings Daughters Hosptsal in StaLUn I ptas capital expeaniturs exceeded e- i:-e nosOitEl" more than 10ev Dro- -Son. are seated 12 miles aDns. SNi- seanasi. in sames koding to lar I.-isea. Ms. Knoll suid. CEOs were I ther of the communities wanted it ies I nip th ptnot masl into cutting expenses. This w. r we howneh l merg- I-evero of the CEOs also sais they _ en mos tgly n bmaaeUq an nr smait Isiere emosrrassed by the premerger markng. Mm nonehl fthese biraLIquasity of their institutiona. 

ticsicnms maretime,10. Mthe mar.1'hey (merged) to nomrove autv yand kets' cxre i int
-vesosi rety of seror wnrd tr mre an a Part two of the series, to appear in Ireononsu referral center wnere more umn UM nr~x the Feb. 10 ism. will take an in-depth Ihi% of the se-rce are perfonro_ in the look at the Carillon hospital merger in Immmunt.*M li. Knollsald Roanoke, Vs. Th merger, completed

One such hospital is 11-bed Con- EUmit serwces : in July 1990. was the first jsnunsty Hospitai oi Williams County not-for-profit hospital merger ever i* Bryan. Ohio. The two hositaus had I TEHAVCE 110T WERE ADDED challenged by the Justice Dept..*ren operatiog .. der common man- The merger brought under one par-
.,zement :.c. .078 but cidn't merge cumin ctowneom lab * ent , mpanytwoothemarkt's ULM I:.ssets aDC boards until 1' i6. said zcute-care hospitals, 63-bed Roanoke IR . Brsicu.roi siteth Ed oitalo liv Memorial Hospital aHlnd 314-bed Com-.. Mr. Branicar-c srun the -smi unity Hospital of doanoke Valley.neeted to formaly merze to Decome What's happened in the 18 months I:-auified os a ruris referrtif center i ou 2 since the merger wase consummated Imauing them eugible for rnier Medi- could best be described as a medical iare and Mediciuc neumbursemens. Rutisidton 000 2 arms race between Cartion's two has-"We met that criter by merging.' pitala and the market's third hospital."r. Brunicrdsi said. Our revenue in- I Otber *3 =44bed HCA Lewis-Gale Hospital insreosed by more than SD00000 per nearby l-em. Vs. The resuts mrrror-ear. With more re enue aon reuced i Snais tnesm 2 the predictions and results of this iapacity through consolidation. we i issue's analytical look at hospitalere able to siow p cost Increses I InpilWem anto UTaer miwrmy - mergers in omaller markets.-a put oureffort int improesog qual. I All three hospitols have expanded iTha Thsas incmreasig crsts taiolog their sevices, adding physicians and'Aos hiioseltal assnOse Z'eos.te the eqouipmes . All three have compieted orsoouond csapdal exnoeimums tOr a mag- are underging construction projects.n uc resonance unag deviee a amo- 7o cametenlanon tt And to pay for it atD and maintaun a=ed axa totina poy scanmner ian I .! ___ 0 hesithy boutom bine, all bhre have sum-tokr ternaryre servies Cortuurtv I sl ting l rantd ther prices.-aspitals still is one of the lowest-omt !* - ,''.. l C Are employers and the commurity~Itcuus in western Ohio he saicL ar'' satfied with the way things turned IBut to become toe areas sto-onrest I _ _.r s_ out? Read next week's MODERNI;rovtder. mred hospitals mm as Lom- I sin n T - - ' HEALHCLaa: to find o. I-siuty had to spend money. O s
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'ospiaal to cincs. Partly beuse of hagh building cosa I Battle Creek spent an extra $9.6 1
AS a COmPrOMinin to compiet toe I c the sacdtion of techosolognily ad- I mllion on new cnnsoractaon Wnd tech- I

:298 merger. .oe nospmaits propose I -c sremn. some CEOs beblie it jOitof. which included the addition of l
budding a new nospital in Fisherville. may take seen to 10 yena to gsia all of Ian MRI. cardiac catheterization lab
a town located between the two rival I a mergers benefits. ML Knoll said. and several trtiary-are services.
roes The new S70 million bosoisM is I 'uildinz a common corporate cul- I But even bigger expenses are on the I
enected to osn in 194. ture Detween the two institutions' I way. Battle Creek recently approved a I

A';ess costly ontaon would have been I work forces. tnysicians and trustees I plan to spend S0 million to S60 million I
to renovate King's Daughters at a cost I nay take lens time. peroaps five to i to consolidate acute-cane operations mn I
iH SS million. on operstiovai siivgs i se'en yeis. sne said, one facility, convert the second to I

rouidnt have :een as are. so toe i 'Most mercer talks don't involve the i long-term cre. buld a new ambula-
,oard approvest me new hoeoisal. age of buildings. j tory-catre center and buy a new infor-

There wao an onderstandmic v the I spernence of em- I mation system. Mr. Abbott said.
community toat t-e merger ao0id cad _ oyees. the range I Like most mergers, the need to
3 . siingie nsital." asid Wane of serces." sne i spend as much a S60 million for capi- .

Davis a spoxesman fir Augusta. said. 'They look at til expanason wasn't addressed during I
"eople supporter the merger for that I access, beds and Imerger discussions. "That data wian'o i

reason. But :o e ward didn' otfic ally pnyseircan There available at the time." Mr. Abbott I
-~e on the new nosom~al umd~ 19S9. is|n't enough due i sad. 'We expeet Lo srive S2 million a

m Waterloo. Io-a. 302-bed Cove- i diligence iabout year through operational efficiencies."
-ant Medical Center spent 52 milion a 'he costs). The IHCiA sady. While the consoldcations,
;. 19d9 to renosate St. Francis HOSDI-i I * vvressary capitol i were costly. Health Care Inviestmen I
al alter the 1SS6 merger with Schoitz I #r Abhou to rwsrnhgure the I Analysts found that eliminating acute-
Hosoisal (MH. March 19. If-. p. 2616. 'toaior, is about I care beds and stabilizine occupancy.

The original pin wad to oven cots i 1.0 degrees honrtsiie what they think. i ates were the primary reasons tu.at
v~ositsala open and save $40 mtuon ins iIs overinneuningly expensive So onc I the hoopitala became more efficient
-oDansion pro ects independensty i evnecs ti to c st u t muei ' "The ben news is that the mens
ptanned by the two lacilities. Despite fnancial planning ond stu- ,seem to be a vehicle for eLimnaning as i

.s a result of toe renovatons at St. dies of community beneciti. the 1988 I veeoed beds in the community," said I
F 0cIS. Covenants net capital cost I merrer oi 358-bed Battle Creek I Steven Rein. HCIA's manaagng dinte'

tanings were £13 million. far lens thrn i IMich. i Health System Wis more ex- or. 'The key thread that runs through I
'rinmgilly antictated. But the hiositai pensive than expected. said Stephen I the mergess involved consolidation orl
v.oecto to save several miilion doi Lars Abbott, president and CEO. dowisizng. The hospitals ae hbensr bie I
per year by ciosing Schoita -TVe needed to mnake maya carnial cx- t to maich tLher delivery system with the i

penrtnires, to resnucore the operationsi idemands in the oommunity.
so that we umad becm eecient to re- I Mr. Renn said the sucM= of the 141
duce operating experes' he said. 'We mergers studied varied considerably.
sold the etiher resa (in the comamunity "'We didn't have a very homogeneous t
after the mergeri as an investment to- group" he sid. "Sosc sad grter sUo-,
wxrd cost savings down the rod..' ess than otlitn' in containing oos'

Moot of the hospitals were abe toa
snaser of jrestran expense increases to an as--

tisnoionttii _I nuai poitmerger increase of 5.36%1

psicn onict~cvs - I

Covunatipottenecos c , ma.eednom

To indinrs oTomu 'liwOn oinflr&i
_flntmitmtsi c~econts ave sutffing Un

LOW nMDn Morati To covschato tinie cti a

marageitient iames55 ' To Add lacunitis sorotis 9tpnnt

consobdiamsovcs 5 * .
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i 'rom a premerger annual avernge of i!.oWis chaee on thi P) How the HCIA data were calculated
Cuttmng expensi growth wait pn- imanly accomplished by taking beds I Health Care Investment Analysts ex- ou_ _ nOMe dweresiimedout of service. improving occupancy amined 2d gennral acute-at hoositW to c1rel for differenees in casen-miites. closing or converting facilities Ithat merged into 14 facilities between .capt among b ab eachand reducing adminintrative costs I 198 and 198a h Wts Med rta.e nis bs.through layoffs and departmental non- I Finanell sis m asiae for the individ. After thea. adjustments. annualsoudation. Mr. Renn said, ial hospitals that _ercentae c from tho pnviouoBly yer four of the merger, the ho- Ilater merged yearwere chalaed foreahe mesptaIs were able as a group to draunati- iwere restated on oxur., wit the exception of the mergedcadly cut annual expenue increases to I a consolidated ww f aiities' toftal proft mnrgins wich2.12%, compared with a 6.5% increase jbasis. Au a re. eeed- teirmvaluesIthe year after the merger, HCIA said. i suit premerger 'The ainual percentage chnlg thathe national average expense in- imeasures of omo- were calculated were grouped aord-creae for ail U.S. hospitais was 6.27% I pancy revenue iug to tbe numb r of yesrs : r I

(rom 19R'i to 1990 HCIA said. .expenses and after the merger. and an unweighted I-I f hospials opent money to implement jstafflng for the mesn of the merged hospitals' rates of Imew services and purcnase highthnni- j individual hospi- chang ws calculated.
ogy equipment las the CEO survey Itas were caicua. M Res Finally, annia roata of change be. Isnowed. you would expect expenses I ated on a com- tween 198i and 1990 were computed Iwouid be higher right after the merger I bined. weighted-average bauis. for the sa me s-mres or ail U.S. hoe- iitun later on.' Mr. Ran said 'But cupu j For all yea. revenues. expoeis and piuals, from which unweighted mens iW calss don't hit the incame statement Istfrng measures also were tdpsted for mwear l Rei
ngnt away. Capitai doars are amnorized

over the fife of the aeL Only a fractioni tional averages. The average annual One question antitru reguaois
of the r p ise mm the imxt year.' price increase for all hospitals ms I usually investigate in a merger is'Prires no.. Despite slowing avernge 9.38% from 1999 to 1990 HCIA said, whether hospitals would use theirexpense increases, prices per patient The largest price hikes were uo the I market power to ine prim,

continued to rise for the merged hospi. year after the merger. Prices ired I "It's hard to generalize that in.tu15. HCIA said, an averge of 11 3*7% and n revesues I creaaed prices are a result of increasedPrice inreases were higher alter the iper pstent jumped 7.33% beth of which I market shre." Mr. Rin s id. There Imergenn than beftre the hospitals ea- I ere higher than any of the th year Iis a good chance that some of the fi-dated. Before the merger, hospitals in- ibefore the merger. But by the fouth Inancially troubled hospitals might Icease primes an average of &3% an. year of the merger. price imses were I ha"e closed without the merger. The
nuaily. After the merger, annual price h;eld to an annud 7.94%. the ul ie un- market share (and pricel increases i,rases averaged 9.42%. crease in the study penod ince two w mouid have happened anyway."

But the merged hospitals' prie in- years before the merer nad less than I Six CEOs said one imoprtant reasoncreases appear to be in fine with na- premerger sv ero , HCLA said for the merger wes to imreane market I

Ao's HsW HARNMONY 3. 1992
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Robert Carter & -A ma surveyed
shmr. Mb KnolA sid. But only nm of 36 hospitals that merged into 17 masn.
los CEfb aid the merger was ander- tutions from 1985 to 1990.

tken to eln usnes a c or. she odd. lntervuws wer conducted with 16
Mat- C&Oeaidt ti t s aoul * administrator a

C.,"e oerin wvs. no morr than 6%. and one tna min
The hp tried her to match prce Sovember and
hikes to the national consumr pnre lecember 1991.
iex or to keep them than the of The managers
ther hmpials in the ste, she said. were identfied as U

But Ms. Knoll osid moot of the hos- I those who had
piuls surveyed had no price sensiti- I been involved in

y because managed care was, t pres- Ithe merger pro-
ent in the marketplace to divert Icem or who were
patienta to lower-cost facilities. hired shortly ofter

It ppern to totally up to the dis- the merger. Only M.. K-oll
con of the board and mngewnt one hospital de-
siDe .s Some of the CEOs said tleir i ined to ptp Two of the hobpi

boards have a philosophy of not geeral I tal mergrs involved three partners.
D, mome than a 5% murgin. More thn Eighty-four questions were asked:

woildnt be cnderd as keeping
with the not-for-profit miss.

However, post. ally. toe two hospitals finally ompro-
merger total profit I mined on a merger of equals. bhe
margins have n - vas believed that consummating
proved steadily. &.e Seat was ao dtiialt ht anything I
Before their menr- Ij t followed would be eaoer.' he said.
erg hospitals I -That uiSnt the M It was harder'
yaver Ied a 2 ̂ 7% ! 'Wrile finanial resulrt were unporitant

FnnUai total profit I CEOs were more intered in discussng
imarP After the the humean side of the merger. espenally
mergers. total I in how ti- hoopitols dealt with the diU
profit margin IculDes of ming adjustrsenta following

Mr B8smuosedt sveroged 3.47%. ! merger apNrvl, Ms Knoll said.
Total profit t | he impact of a hosptal on, it, ,n .

marguns have osreas fro hom 211% in I mrunity And employees i great. Ms.
year two to 3.68% in year three to rS2% Knoll sid. One CEO repeatedly tried to
D0 year four. HCEA said. convuice his public (in an effort to dose

The national average for annual j one of the merged hcopit that ow bed
:otal profit margin wus 3.51% during a nd one doctor did not equate to the
the study period from 1986 to 1990. Mayo Clinc CEOs tried to convince

Before the mergers. staffng growth Itheir comnmunity that they did not need
remained at about the same levels. de- Ithe other hospital. Despite facing signi-
-pte a 5.06% annual average decrse Icant dinarna presiuoen and even anare
in disdharges. HCIA said. the rommnisuy wcoidn't give it up.'

The year alter the mergers, however. S _he said mot CEOs said that if they
employee_ per patent decreased 1.8%: I had to go through another mergera they
: wos the only year during tre snudy I would wore far harder arm lnger in edu-
period that a reduction in staffngoc- I caung :he community about why the
sreed. That sarme year, the oecupemcy Imerger was needed and wnat noxdd be

ote decrase stabiled at 0.l%. indi- I rersitcally expected. 'lhey would tell
csdng the heagatals laid off employees to I them ar eidtare benefita would rot be
operat more estly MIr. Rnom said. I forthonning but tat (the merger is io

Would te so it en7 hlost of e e ary for the long rim' she said.
administrator intervieed * id the Each hospital's merger discussions
mergers met their expectations. But also were colored by socioeconomic
most CEOs indimted they would heiate Ifactors. For example, many religious
before doing it again beuse of the pin hosptals were founded to treat pa-
and confusion surrounding the merger. lents wLh similar religious beliefs.

One CEO said e had been involved -Over the vears. these nospslas be-
-n four mergers and expectd the merger i beved Ineir nrsnd of metane was use
proro to be eer becmse of his expe- Ibesat' she said Very different cultusm
-eoce ad tougher skin He said it wasn't I developed at these hospitals. To erase

any eaner Ms. Knoll said. Ithat trough a merger in very traucatic
i. Battle Creek. the two former mm- I and involves a great deal of snes-vity.'

peuttors hd disnd a merger en and I Ms. Knoll attributed a general latk of
off for 10 yearn but cauldnt agree on the Ipremerger hncial plarsung. which led
-rms. Mr. Abbott said. Became of the I to surprues from higher-theexpeced
growing scceptarce of mnrgers neatin imerger rota, to the fears of brauda and

four on th merr pros.14 on o'p,
erational changes mad ater th
merger. 18 on financial changes or
outcomn of the mergr. 16 on rea

tm for the merger, 12 in indi i
or grooup with which the organize-
tion may have had dimculte be-
came of the merger. 100oitht
may have caused problemx for the
merger, four on expectations and
strategies and wbether the goals
were achieved, two on the impact the
merger had on managed car and one
on total costs of the merger.

Respondents w pertutd to di-
tanalize and provideany ddional de-
tais they chose. That in tIon was
provided to Moozc HR I cA hut
not included in statidsc cAsm e
-Ass Kanti

addrotarstom that the merger would fall
apart unle they aed qtaldy

'Mre than haif of the mergens were
results of failed oresvnt attempts.' the
saxL 'le cmpepnam on the d risns
was how to construct the deal (with
eqsality) ao each card could sve r
They were just anw*s to get Uhe ,sea
dosl aid scd to death that it would be
thwarted as. They wanted to sgnm the
paper and worry about the rm later'

M4L Knoll said moot hosptals failed
M prevwV merger tternpts because of
I nmiosty sd medical staff oppotso

The boards and administration
worked very hard to make the mer
haipp ' she said. fBecause of the num-
ber of mergers nationally. thUe omrnun-
ties and medial staff felt if others wer
dong it. it must he a prudent idea'

To win community and medical staff
I support. however, some of the CEOs

I ioonimphy-chwn, h d ichiA1do
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aid the hospaalB premieAd to add sea.
es and improve quality. whieh in

urn u a e~u co
From a practial standpoint, amps

Mion. the lack of regondl heltare
pianaing and esch hospis tradition
would make it extremely difficut for
he facltbues to overhaul their delivery

,Ystem on their own, Ma Knoll said.
Mr. Abbott of Battle Creek said

ospitala could make short-term
npngaz to reduce catos. but lang-term
rnprovemenga have to be achieved
rousn removal a( excess beds.
There is too much craacity in the

.Stem." Mr. Abbott said. 1roo many
ommunuutes have two to three hospi-
ala woen only one is needed. Mergers
.re the oniy way available to reduce
aracaty. Without heaslthoare reform.
Srvivai instinrct a too great for in-.tations to do anything else *

-i

114s OW:1IO.".a~ .,Mrawn
I on-1KM _ I

s manus snum
OD'at vwb
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THE WEK IN HEA THCA |
May.,

Carilion denies capital spending broke promises
rie'Pno-e :o a MIDER' HEALHIRE ',IDERS HEALTHCARE reported that

-,ecial resr ... ne Canhion r.ositai tne vo0nitais sab :nev wouid spend i
'ercerR in Ft i 6 V. .ue . Cr .iin e. 1.1 n':ihion in caDital intrVec.ieTLES i
-cu:ves naie lenten any -uvten-tion if Fe, ,iunt , erre anug $j3 m;ilin if . _f
Cat t:ne iir,- .t ramo -s n i :ey .:;a nerre. These fC.ures -ere .
'ore on canitat :mo.n-vment. :-n it xtrawoiated from atidaati Siien is
Ornimied -.r-e :: s cenrateg at.. lane It-uJ- by Mr. Robertson an Wil:.
'root mat ute' :.ne merer. am Reid. Cmmunit Ho.itail a

.i:er a a tz.aar':!z.it -tin :ne presmient and CEO. lton Ene faecra i
zist:ce Dent. .n elera co.rt. .':J- .iitnct court 01H. Feb. 10. D. Se
'en Ciommun uv H o-otral of Roano ge ' -ice tne merger -as consummated.
:aie was a-.s.eid ti merge t:hn Roanouie Memoriai has unoercone .
i':i-bed Roanoge Nlemortai HODita. major renoaion project. acin a $55 .
:he flashoi tacitn oo Cariion Heauth mhlon. 'o.0.0.-quare-ioot natient Snug -etinon ot th-atient ratai'onistem. The . errer -a, -omnieten oa fion. Construction of tne naviton onarrvoasrona aRoroseieiuartsl
:. iin Iji9). -rron aast ADnn ana -il be comnietea

urne tttre january 1-n9 antitrust :n December 1993. air to comnare the capital ennenai.
:na :n iederai aiistnct court. ir- 4 nmanty Hosnital. meanwnile. :s :.res mane DV the tan noeotaI6 alt'
* r-ion s .-roattants. Aroreo ta. touditr an etra= iS.du snure feet at a treir onemiia estimates in .7o iSe!-a
.-es. airesiotrt at Metis ASuoctates. a it of SJ.3 million. The aaditionat oecause toe affidavits Scare t .cr'
uC-.-cavo-nasea neaittcare aronitec. ::ree loon -il noen in Atni. .ataaed. Second. the oroiects ie-
:.ra consultif lirm. teittfied that the 7Tese are tne oniy caoital costs at- scnoea in the affidavits were i::femeni
Xii nOsDitais vaouid sno $76 militon :nrutanle to tEe mereer. Ci.roon e.n- -rom tue ones unaertaxen on tne ons-
.sn capital imnrnoements ouorng tEe eutilses said. ttOla. they said. Ana third. the affida.
-e.ot eitnt to IS tears f -re merrer A'uaine the two projects tocetner. its figurs eren t used durnti tne
aren t ailonedto Droceea. The dizure OCatriion -ti -neon iS5i.5 million on actual trial. they added.
lidn t inciude :ne catltai costs retaten canitu, imorotemests in Jtu year ena- . ; am proud that we have been aote
:i a oew ocsnetrics denartment at . on December 1993. That's more tnra' t o aniueve the S20 million siviors ;
noanone Memonrai. 320 mliiioan anone nnat Carnion esti- canital coats testified to bI tie ex.
If .he honaitaus merged. the, iouid imaten in June 19.8. lat's also £2.S pert itness at the trial." Mr. Ro-

peona SoS mohion on capital iuTDaroe- million to £7.5 million more than wnat i bertson sad. "Because of tie fat r
-ments. tcinoir. a new unstetncs ae- Caniion snad it mouid snend oter elcnt ' aale environment for construction toat

ranment at Community Hosaitta. Mr. to 13 years. according to Mr. Ma-i now exuit. me are singifcanty tincer
'tlaaure a said. He also testified that. in cureo s most otimnutie construction b nudcet and have been aRle to eupana
.tdition to the SIS million savings, an- scenarto. But it's S.5 million iess than i he scope of the nroject to include one
-ther $2 miaon, to $7 million could be ' hat Canaan ended up ounretrin tsr ' loor surgeryi that 'ar not orinnaliy

-aed if the rosntias scrimoea on ma- the Dnolecta. -itned i pae one of the Roanoae
:'ats ann enuinment. Hence. anneri Crtiian executives said it wu un- .Mlemonta renoation.'-Dao d Bouri
:he most cntim:stic scenarta. tne hos-
tais ounai tnt £20 milion to LS IZ

.-uilion off the S£6 milion estimate. plan wouW fostef cooperaUton with s es
o-ometlme aster tne lerali Droeen pol

:7in. Enouah. C n.aon oeneiaoed a S60 I The Federal TIhde Comnmtson hk do- item wiles the mergong parties areed to
.:illon budeet fir capital m.Drove- eloped a pn under whach the agenry provide the staits wth the same a-ocu
'noons. system execution sac and state law enforcement ofaals vcaid nentatim gwiven to the FTC.

"Such intent v-as endenced at -te I ao- tomeer more cIely mn tmonestm- Currently, stain sre ambreed from itn-
.intitrust ro:a, iy tnoisputed testi- m rg mitge. umluding thmse of hearthl esnawnon a merner and seeiing narc-
anoy ny an enertn atnes. and ns mm onrancq nt for pasbi antiti mentu -nom merging pa-rt until the
:estimony n-as toe only testimony ic- - FialsCns. PlC cmpsit its tnvestignrin
anruirnf capital additiona at the trsia2 The FTC proposed the plai-in the White it -p nm that merging parte

said Thomas Robertian. Carilton's I Marh 6 imae of the Fdeuzn Rsiue. weuld be foolish to aoluintardy supply
president and chief enteutie officer. It ssubjet to a 30-day pdbie omamnt stae with the tame documentato~n sub-

However. in a June IYS0 press n- period before i ma beie drl. -.tted to the F1X to unaerpo a surulta-
.se-rssued about stt months before U ander the plan stn se wouid be al- neq review. that may not he the case.
ae trial begas-Cardion execuuves sand lowed to eonduct a sinsutaneouas arnt- said Stven New vn. director for hugs-
If the arliadton a not ran.proved. Car- ust review of a mouger wag the tame an so the PFTCs BSrews of Compratior.

aon mast prered wtth an expanson and i dorsumnts ben used by the FITC in n -t of megin parties don't hitk the
renovation pian to meet the needs-of the I vnetaigsoni. The P t also wuid give - f that afr an fPi review they still
commiduty in the future. Prehiimnarv I lrWaied amic syzing the have to t a suits reitew. Mr. Nev.
plains ral for snenoing about S30 million i competitive effecu of mergers. But born asrA nthey ptr to get the whole

These etpenditures toukd be a-oided to a i states wetbbft be able to mmsut cnrLthing over with at one tcse rather than
sigpifinist degree if the nospiuls are sa i rent inovestgaons or eek the bFTCs eting it dreg osL'-ODawd Buoda
'owed to affiaoL
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The aftermath of
the Carilion merger

Prices, costs. construction are up in Roanoke since the July 1990 combination.
A competitor is up. too-up in arms and upset. Consumers, businesses are mum.

By Dad Burds
What's up since the controversial i raising prices or refusing to negotiate inJutv 19f7 to add two hospitals: Jl.-Carijion merger in July 1990? You I with managedcare plans. bed Coniunity Hosptal of Roanoke
name It: prices, Costs, construction and I The Justice Dept. sued Caribion in I Valley in Roanoke and 126-bed Rad.the dander of its competitor May 1988. and, after a two-ye legal ford lVL) Community Hospital.The only thing that hamn risen is the Ibattle the system and its attorneys I it was the addition of Communitvempostnrse of the public aid the bui- Iconvinced the federl courts that the iHospital that attracted the Justice

Fes muity. which are happy wnth I Justice Dept. ses wrvng. pLt. atsnon, while the Radtordthe way thoo turned eut r hocant to Court decisions aside, the merger eer wa ed as posing no anti-critcus Rosoes largest employer. appears to have given Cariion nd it trust thre Rdtord. located St miles IThe merger attracted national at. t lone acute-care competitor in the weat of Roanoke. merged with Can-.tention betuse it s the first notj Ro noke area the power to do just lion in October 19t and also has pro-for-profit hospital merger ever chI - cabout anything they want. Ifited from the mergerlenged by the Justice Dept. The gov. I The Carillon lamily. The Carillon I Today, Carilon operates seven hos-enment said the merger, which gave I Health System was the Roanoke Hoe I pitals and 19 subsidiaries. SixteenCariLnon control ot 74% of the staffed I pit Al an., the parent company of Isubsidiaries ar for-profit entities. is-.npatient beds in the Roanoke. Va.t 62f-bed Roanoke Meril Hsp cluding three real estate compn esura would allow the system to atm The company changed it sme to and two debt-cotlection agencies. In itsntiompettively, -,ch as arbitrarily I Carillon shortly after it revealed plans fiscal year ended Sept. 30. 1990. Crs-
lion earnd S15.1 million on tota] reve-
nues ot S848 million, compared withRoanoke merger mirrors findings of 2 studies a S6.6 -iflio prot on total revenues,
of U02.9 m iin usdoe]d 1969.LAnt week the Ast part of this two- incresed emu asstd with mug- eWhoo a n During its btte with Iport aets on bospitl mosgus detaled es. But x id it miht take o long the Jus Dep\t.. Cariion argued that ihow two studies coducted for Mog as 10 year, to rnsp the fll i the merger of Rosnoke Memorial and IH1mricuAn found thOt mrged beelat fortbe ire Community Hospital could provide.houstala opeot far r on cosertion In taim part, wel tudy the eoo significant economic efficienciesand equipmnot than they bad expocted. vmil I meger d two Carilon said Roanokie Memorial was,The two studiel also showed that. hoipitalr in Rosooks Vs two e n aging. ovennrosded facility built in.on average, merged boepitals reised dim repoted Ixt week didnt e tour phNses from 1926 to 1971 andprices by a larger percentage than data frm this mrger bhec ita es - body in need of renovation. Commuathe averge incee ottbhe two plexity sat it apart from the other nity Hospital. built in 1967. was a,bining hospitals befor the merger. muges, However, the r lts of tbix newer, underutilized hliity Combin. iHowever, by the fourth year after soy murd the fnding af the sm- ing the two would solve everyone's Ithe merger, prices moderated and dio-he RoInoks hospitals spentm problems wiout any major expenses. Iwere leas than premerger averages, money on construction and capital In on affidavt diled in U.S. District Isaid Health Care Investment Ana- equipment than they had ruggeatad Court in Rofinke, Wlism Reid, Com-,lysts, a Baltimore-based financial in- would be neusir b tfoIw the mrger. munty Hospital's president and chiefformation firm tat conducted one of In a on, the mot of bos nt a- exeiti e o r. xaid th Wtut the Ithe studies, Analysu said this aug- e to inem bor the momr merger, Community would have to ,gotes that merged facilities used a However, m t of the people in the apond S68 _11 on aitl impre- I3short-term st of raising prizes y poot abut thes de- mem to op.n tsa er toto pay for s tertry-care ervc velopens. For bu leaderes co . with b M i ndand rbeld capitaul cost. Rosoks, ce oo n d in omsed HCA Lewis-Gale Hospital, the mar.Adm _sators of merd hobitasr bupital spi app_ tobe mmg ke6 theid _uPiaLsaid a nna p thbug impon ant for the cendmty than In bis 5,vik Thomas Robertson.e veo m gy ply h*-d ht hbrtb_ Carilsa presidnt sad ohie exam-

ties offiler, said that without the

sen moiewapwas
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merger. Roanok. Memorial planned to i
add seven floors to its facility. adding i
168.000 square feet for S30 millom.

By merging the two hospatal would !
generate S41.3 miLoiin in savings over I
the first de yeas of the consolidation. I
said a consulting firm hired byv Cunm _
About half of the savings ouild come I
from admunistrative areas. the other

Ablf trom atinhiuo aresa. I
About a third of the sav. gs. S13.8j

.nilion. would come from avoiding cer-
ton capital expenditures. Rather than
spending S36.8 million on capital im-
provements. the hospitals would spend j
S23 miL'ion.

And Carilion has embarked on a |
program to consolidate many services. i
The goal of the clinicl consoidstion is I Ur, Calkioe' pI-. Com-aaoy Hoe t b.mvw_ o. r e A pn ros
to make Community Hospital the site I
'or primary care and Roanoke Memo- i 7he hotas' pediatc progrom added I of S3.5 million.
-oi responsible for tertiary care. :wo stneciabits: a pediatric co gt i Community also expanded its paruk-

In the clinical area, the major con- I and a pediatric puliminlogs The haspa I ing lot to 850 from i20 spares. and Its I
iolidation has been in the area of I tas cardiology prorm added an ele- i building a 6.t000-square-toot medicw a
.omen's and children's health. The I tronnysiologst. vWhen they combined I office building. Groundbreaking on tne !
two hospitals have consolidated their I sleep labi they added a mobile sleep la. new building occurred last month.
pediatric services and moved them I borazmry. They expanded the emergey I Roanokl Memorial. meanwhile. is,
onto the Community Hospital campus. depament at Roanoka Memorial. budeding a 8S6 million patient pavilion
In April. the hospitals witl consolidate I Mr. Reid boasted that the number I with 35t.000 square feet. Construction
their obstetrscs and gynecology ner- I of physicians on staff at the hospitals started last April and won't be com-
sices, also at Community Hospital. has risen to 420 from 32D. Also. there I plated until December 1993.

In other clinical ores. the hospitals have been no employee Layoffs since To help pay for the construction at
have placed the direction of both ho- I the consolidation. The two hospitals both sites and some construction at .
pital' emergency deparnments under i employ 3.363 full-time and 687 part- another Carilion hospital. the system
toe medical director: consoiodated i time workers. sold 8145.5 million in revenue bonds
ileep laboratories. moving them to I And when they merged ai eLust" lant September. just two months after i
Community Hospital: and combined servr. they bought and rumidem ed a the merger was completed.
occupational health programs. also 40.0fquare-foot lumber company I- Of the S145.5 million. S61 million i
,novino them to Community Hospital. cotd betwees the two coms The was devoted to construction. enova-..

The cwo nospitals alrady have con- r buied bufig pened Iat Septem- i tion and equipment at Roanoke Memo- i
solidated such administr tive areas b her. hpuem paws aouning a well as I rial: SS million wan to be used for i
data procesuing and marketing. com- I the hardware of a new mrl ainfrma equipment at Community Hospital. .
pensation and benefits plans, medial tion msi purased by the hotals Tht's quite a bit mare than the S2 I
tiformation system. patient account- Otuer 0 aowfaee Community Ho- million in new capital spending oniri
ing departments. laundry services and| pital-the newer facility with nally deacribed in court.
pnvysican referral nervices. capacity-is adding three (loon to its I 'Becauae of the economy, it's a good i

But consolidation doe ant near existing building. The extra 75.000 i time to build." Mr. Robertson sad. I
dy mean montracon. square feet will open in April at a coot i 'Contractors need the work. We're i

Uhdw Hasm ~ -. -" -vo
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going to spend from 15% to 20% less
than nat we budgeted."

Mr Reid agreed. He said the hospi ' ._. _-"i-
ta had budgeted S7.5 milLion to addthree floor$ to the facility: now. it's
costing less than half that amount. -

Both Mr. Robertson and Mr. Reid re.
jected the suggestion that the conrmuc_
tion projects aren't an keeping vith Carn-
o 'tss promism during the antitrust riaL_
Both said the projects had been plannedbefore the merger and shoad row a no
surprise to anyone in the onornity.

In iact. Mr. Robertmon saud Carillon
is right on target' i meeting the jprojected S20 million in savings on |
needed capitial expenditures.

Durtng the trial, a second consultant I
for Carlhon testified that Roanoie Me- is. tcOn o f. i jcii shs i A elih_ M.m .mortal needed to soend £76 million-ser a 1-yvear period to reptace its de- i ing. The Il5-ohysicuin greup prctice i Health Services Cost Reie X-uocernorating facility. A merser could Iadminu most of its patients at HCA I supporn the theory that prices na.e.imshaveat leatS Smtillonoff the bi. Lewist-Gasie. The hospital andcnie re i creased. Lant year. the aieraceKarl Miller. president of HCA separate cortorations. charge per adjusted admission rose

Darreil Whitt. the clinic's sdmini i 12.9% at HCA Lewis-Gale. 9 0% attrator. said he has rernuited eight new i Roanoke Memorial and 6.8% at Com-Coistruc !n phy cians woo will stan shortly and I munity Hospital. The statewide me-anprojct wider plans to recuit more. The clinic will I dian inmesse was 8.9% (See chartt_ .- av at s find room for theet physisasia to prac- I In fact, the council's data show tnat_ CaSro ra~ina j ts in a 80.000-square-foot addition. i the average chrge per adjusted a-Abten i.,,d Groundbreang on the £6.5 million I misaion at Roanoke Memorial as 42%hade ow merge project occurred last October. and Ihigher than the statewide median bst
_ _ mcisah ,,a C ompletionis setforfieptember. y C~wsaesgtemas no simrue to In an anderstatement. Mr. Miller I with an average charce per acl'istedOS a 5 no OI'C 5r to ! saId. "Competition between us and I adm i sn i that w as 33 higher tr an_aSio s w sto Roanoke Memorial remains heated." the statewide m edian in 1991. The a,Vr, Revid coisenuiv . i Money talks. Even with the new i erage charge per adjusted admissionspendag on facilities and services. I at Community Hospital is right at tne

provider still are making lots of I statewde median.Lewie-G i e Hospital in nearby Salem, money in Roanoke. "Price increases have been heldVs.. and a rttic of the merger ses Last year. Rnanoke Memorial alone i down bemuse of the merger." Mr. Roethings cifferently. earned £10.5 million on total revenues I bernson said. 'We're loosing to yearsll we heard throughout the whole of S25Z3 m uintonsicoding to figures I three. fou r and five of the merger forantitrust prams is how the merger i provided by Ca ilon. Community Ho -I the major savinge"go ing to reduce expenses, M.ilr pitat l erned S3.2 million on total reve -i Mr. Mi er declined to discuss HCAsad. - Frnkly. they h aven't curild nues of £3.5 million Last year. Lewis-Gale's pricing strategy. Ho--e xpenses. In fact, expense and pr Mr. Mier wouldn't release hospital I ever, data from the Virginmu Heaithare up at book hospitals.' figures. but thNeVirgin Health Ser-I Sereices Coat Review Council sucgestMr. Millr said the coup al pruc vies Cost Review Caoi said H CA I thlt HCA Lewies- has been aie towas the reve betons for new on- Lewu.Qle e ooed
strsction. ' h% ns been a major ba S4 S milon an re-
and switch, and the ruse haa worksd" esse o £S66.6 a-But Mr. h heart be ag idly B eSon 1990 . _by, war ing ngC Carib expee L Di n ng N one of the -_
the 18 months following the Carllisin three hospitals
merger. HCA Lewvia-Gale began an would give priceo pe n -m ai ngesy p r opaen ed - ar e tis n g itt ifltsin rlmt v Me r i tuopened t o b y Moozasoperangeanu ndme andd extx k HICAuLTE~ buuts_
t lt--e rMb total- its e -is isMr. Miller wouldn't disclose the the facl ve e have

to ton cost of the new and expanded risen dramat;icalyprogams but said the major u was desp a g'aledthe caurha psropat Las Aprilp which staitic number of 
__

r wminh wh a 1 m pr im na admlarsa 
I 

I 
e 5mmajr oxismt, pes oo- frthe sp Other data '. 'm 'tel next door, also has heb expn- bfm the V'tr_
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:ncrease its pric to keep pace with participate in a PP0 as long as they IR4ord sees profits
Roanoke Memorial without any back- meet participation requirements. I

ass from the community. PPros are less attractive to purchas- i ij..L.;ion charges rise
Managed corn. When' the Carilios ems of healthcare services. .LdJi.&J'cfdge

merger -as proposed. managed-care; A case in point: HCA Lwis-Gale i And what about Radford Community

plans generally hadn't penetrated and two other hospitals sued Blue i Hospital whoa merger with Cartoon

the Roanoke marKet in the Id Cross and Blue Shield of Virgini in wasn't challenged by the government.

months since the merger. thines i Xovember 1989 after the plan con- Radford's profita nearly doubied to

haven t gotten much easter for tracted with Carihon to be the ex- 82.9 million on total revenues of 4i; 7S

payers. ussve hospital provider in its new million in 1991 from $1.6 million nn

Three years ago. Community Care PPO. called KeyCare. Six months Itotal revenues of S39.5 million in IS90

\etwork. a preferred provider orga- flater, the plan settled the suit and I Between 1989. the fimst year arter

nization based to Arlington. Va.. en- the plaintiff hospitals were allowed I the merger, and 1991. the a-erse

tered the RoanoKe market and con- into the PPO. charge per adjusted admission at tue

tructed with HCA Lewis-Gale. CCN i Mild woeds Interestingly. Mr. hospital re

then approached area empioyen. Robers testified on behalf of the gov- j8 4e% to S f39l

'CCN tried to negotiate with I ernment against ne meger orng / from S3899 -he

Carilion, but they didn't get to first i the antitrust trial He said 5ess comi _I _ hospitai said The

base." said Dick Robers. president etittion in the market ould resultin I a ferure

.,:ohe "Wugewud Rhegional Hed th- hihner prices for hosDet servicesa per ahtsUteI 83
-are Coalition, a group of area em- I Now Mr. Robers sn't so sune ms ss on e

riers. "We would have liked to i" '!think prices nave gone up. but I | t 24.9%c to S3.501

-eeit vork out." uon't know vow much is reated to I 'romLS23

The coalition still may get its the merer or to flation hesad The hosp tat

-ish. A source in the Roanokte bust- I The closest Mr Robers came o plans to buid a

iess community said Carilion has i criticizing the merger was to say that Ih. L.aib replacement hos-

aDproached CCN about joining the i Caniion testified that there wa no pital with a Yet.

PPO Thoma Handy, program man- I need for additional capacity at the to-be-decided construction budhet

3ger for CCN, wouidn't comment on i two hospitals. "That hasn't turned Construction will begin in late 1994

the resort, out to be the case" he said, referring and take about 30 months to comniete

In addition, the coalition is talking Ito the building boom -I'm pksed with the Carillon arfili-

to another organization, the Buyers I A businesa coalition member who ationi" said Lester Lramb. Radford's

Healthcare Cooperative, to attempt i requested anonymity said it would | prea and hiud executive odicer. -I

o negotiate prices with Carilion and b he hard to find a local bu nesa r ed that we merge with Cart-

ICA Lewis-Gale on behalf of em- ! leader who would criticize Carilion o a Im o rtle with the was

pioyers. said Mr. Roben, who is ex- Ipubhicly. cnop curn.d out. -nnd Busia *

ecutive vice president of Maid Bess i "Many of Us feel that Carilon is
Corp.. a local apparel manufacturer. I exploiting its market snare, out no

His company offers the PPO option. one wants to be quoted" the source said Brian Wishneff, Roanoke's

During the trial and even today, said. 'Many business leaden are on directorofeconomicdevelopment

Carilion officials said their system j the boards of the hospiltis. Carillon 'Carilion's role as a large corno-

-tands ready to negotiate with man- I is a member of the coalition, an we rate citizen in the community nas

aged-care pianso but employers I have to see them at meetings." heenellent, Mr. Wishneff said

iaven't been interested in such at- ' The city of Roanoke. meanwhile "They're active tn a number of

raugements. They blame the lack of didn't take a position on the merger I projects. They lend us their time ano

nterest on Virginia law that re- i but supports the major construction I expertise. They're everything youd

quires PPO arrangements to be non- i projects under way because of their- hope a ir corporaxe tizen ouia

eociusive Because all hospitals can I posiuve impact on the local economy, be."

am s
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March 16, 1992 T-AL Rorm"

Mr. Robert Bloch
Chief
Professions & Intellectual Property
Antitrust Department
U. S. Department of Justice
555 - 4th Street, N.W., Room 9903
Washington, D.C. 20001

Dear Mr. Bloch:

On February 10, 1992, Modern Healthcare published an article regarding 'theresults" of the affiliation between Roanoke Memorial Hospital ('Roanoke
Memorial') and Community Hospital of Roanoke Valley ("Community Hospital).Unfortunately, the article contains numerous factual inaccuracies andconveys a completely erroneous theme. Thus, the headline appearing on theissue's cover baldly states *high-profile merger brings unpleasant cost,price surprises.' In addition, the descriptive subheading of the article
itself incorrectly states that 'prices, costs, construction are up inRoanoke since the July 1990 combination.' The truth is far different. Infact, our actual experience has been entirely consistent with the projec-
tions which we testified to at trial.

The March 16, 1992. issue of Modern Healthcare contains a second articlewhich addresses some of the inaccuracies included in the initial article.Also, the March 2, 1992 issue of Modern Healthcare reported two correctionsto the original story. I am still not satisfied that the facts regarding
the progress made since the merger have been accurately and comprehensively
reported. For that reason, I am taking the liberty of writing to you inorder to set the record straight.

The major error contained in the article is the reporter's assertion thatwe originally planned to spend only S23 million on capital improvements ifthe merger was approved. The undisputed testimony by expert witnesses andhospital officials at trial was that the two hospitals would spend S56-60million if the merger was approveft Our projections established that
capital expenditures at this level would produce capital avoidance savingsof approximately 20 million dollars. We believe that the projected savingswill be achieved.

Unfortunately, the articlowas written after a few, brief telephone
conversations with hospital management, which the reporter apparently
misinterpreted,, or misunderstood. The reporter did not review the tran-script of tII trial which included the undisputed testimony of expert
witnesses regarding the capital expenditures planned, or the new^,coverage
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which accurately reported this testimony, although these original news
articles were provided to Modern Healthcare.

An example of the careless manner in which the information was compiled is
the report of Carilion's gross revenue and net income for the fiscal years
ended September 30, 1989 and 1990. The information about revenue for 1989
is incorrect. Thus, no mention is made of the fact that the two years are
not comparable because the operations of Community Hospital were- reflected
in the 1990 data but not in the 1989 data (because Community Hospital was
not part of Carilion at that time). Also, operations in 1989 were nega-
tively impacted by the approximately S2.5 million in expenses associated
with the antitrust litigation. When this extraordinary item is considered,
the net margin increased from 4.0% in 1989 to 4.3% in 1990--hardly an
excessive profit margin level.

The article also reports negatively that a major financing was completed
soon after the merger. However, this financing was needed because the
hospitals had not accumulated building funds from operations and bond
proceeds were consequently ieeuilred to support the capital improvements
planned before the merger and articulated at the trial. In view of the
interest rates available at the time of the financing, it is difficult to
understand just how consumers were harmed by this action.

One portion of the article that is reasonably accurate is a review of the
consolidation of clinical and administrative services that have occurred in
the I8 months since the merger. However, this review concludes by stating
"consolidation doesn't necessarily mean contraction and notes that two
pediatric subspecialists have been added to the staff since the merger. In
fact, one subspecialist was employed before the merger and one of the
benefits of the merger was the creation of the critical mass of patients
required to justify the recruitment of pediatric subspeclallsts such as
those in pulmonology and cardiology. Clearly, consumers benefit from the
higher quality services now available in our community.

Undisputed testimony at the trial projected that Community Hospital would
have to spend between SI million and $4.5 million to accommodate the
consolidation of obstetrical and pediatric services. However, the article
incorrectly implies that the construction and attendant costs were not
anticipated in the testimony, or the forecast of savings. In fact, these
costs were netted against the capital avoidance savings forecast at Roanoke
Memorial. The testimony on this point is very clear. Moreover, the new
space at Community Hospital will be completed at a cost of $3.5 million,
less than the maximum cost of S4.5 million which was projected.

The article also mentions a 40,000 square foot building that was remodeled
on a site between the two campuses where the patient accounting and data
processing services of the two hospitals have been consolidated. However,
the article doesn't mention that these services were previously scattered
over seven sites in rented space, that operational, cost and functional
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efficiencies have been achieved in the remodeled space, and that testimony
at the trial indicated data processing would be one of the first areas
consolidated.

The article also states that the emergency department at Roanoke Memorial
has been expanded. In fact, the emergency room at Roanoke Memorial has not
been expanded -in at least 20 years. However,- a new emergency room is a
major component of the addition which will be completed in 1994, as
initially planned. The number of physicians on the Community Hospital
staff has increased from 320 to 420, as the article notes, but only because
physicians who previously had privileges solely at Roanoke Memorial are now
treating their patients at the new consolidated facilities at Community
Hospital.

Finally, the article also criticizes the medical office building con-
structed by Community Hospital. Community Hospital completed construction
of this new medical office building on its campus in November, I990, four
months after the merger was approved. Work on this building and the
parking to accommodate the tenants of this building and their patients
began in October, 1989, nine months before the merger. Obviously, the
ground breaking did not occur last month as the article reports. As a
matter of interest, 70% of the building is owned by its tenants.

The anguished cries from Carillon's closest competing hospital, Lewis-
Gale, which the article does note, speaks volumes to the effects of the
merger on the competition in the region. Carilion's rate increase in 1991,
which was 60% of Lewis-Gale's increase, demonstrates the potential for cost
control that the merger has created. As testimony indicated at the trial,
18 months is too short a period to evaluate the full financial impact and
effect of the merger, but the report of increased competition between the
two systems in Roanoke is one of the few accuracies in the story.

Nevertheless, the article goes on to improperly compare Roanoke Memorial's
average charge per adjusted admission to the sta'evide median. Of course,
comparison of Roanoke Memorial's charges to the statewide median charges
without any adjustment or mention of acuity levels or scope of services is
clearly inappropriate. There are approximately 115 hospitals in the
Commonwealth of Virginia and 75 of them are under 200 beds. Only four
hospitals in the state have comparable case mix, scope of service and
complexity of Roanoke Memorial. Clearly, one cannot compare a regional
referral center with a trauma one designation, a major cancer center and
comprehensive cardiology services, such as Roanoke Memorial, to an unad-
justed statewide average. Judged by any appropriate standard Carilion
remains the low cost provider. Perhaps for this reason Blue Cross agreed
to contract with us to be the exclusive provider under their Key Care PPO.
However, Lewis-Gale challenged the arrangement under the state's 'any
willing provider" law, and Blue Cross capitulated, to the detriment of
price competition in the Roanoke area. We continue to support such
competition.
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In short, Carilion is-proceeding with implementation of the merger, and its
capital plans, within the budgets detailed in testimony at the trial in
January, 1989. We are ahead of the 1989 timetable for consolidation of
clinical and administrative services and I am pleased with our progress
toward meeting all goals set forth for the merger.

I can only speculate about the motives of Modern Healthcare. However, I do
note that the same issue containing the initial story regarding the merger
also contained a cover headline which read "Justice Department Stepping Up
Heath Care Investigations.' Undoubtedly, scaring people sells newspapers
and "horror stories" certainly fuel the fire. There is no "horror story"
in Roanoke. Suggestions to the contrary do not serve the public interest.

If you or any of your associates at the Department of Justice have any
* questions, I would be happy to meet with you to discuss our progress.

Scerely,4

-Thomas L. Robertson
President
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March 27, 1992

Mr. Thomas L. Robertson
President
Carilion Health System
P.O. Box 13727
Roanoke, Virginia 24036-7347

Re: Modern Health Series on Hoital Merger Costs

Dear Mr. Robertson:

Thank you for your letter of March 16, 1992, in which you
describe the progress Carilion has made in consolidating
Community and Roanoke Memorial hospitals and your views about
the recent two-part series of articles by David Burda, which
appeared in the February 10 and February 19, 1992 issues of
Made=n Healthca magazine. I had previously read the todern

bl n series with interest, and I appreciate your effort
to clarify the nature and magnitude of the capital expenditures
Carilion has made since the conclusion of the antitrust suit.

Sincerely yours,

Robert Z. Bloch
Chief

Professions & Intellectual
Property Section
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Qesdons for Mr. James Egan, Jr.

What effect do all payer systems such as that operating in theState of Maryland have on the need for Federal antitrust
enforcement? To what extent would Federal involvement differ if anall payer system were instituted nationally?

Because the Herfindahl-Hurschman Index could trigger aFederal agency market concentration presumption for most
communities (over 8096) with more than one hospital, the usefulness
of the HHI Index to- the hospital industry is extremely limited.Please outline the criteria applied other than the HHI Index to-determine your position on a proposed merger.

It has been the stated position of the Frc that the efficiencies
gained by a merger are weighed against the harm to competition indetermining whether to allow a merger or joint venture activity totake place. Please explain how this weighing of factors is
accomplished.
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Questions for Mr. James Egan, Jr. (continued)

To better understand how antitrust laws are applied to joint
venture activities, please comment on the following examples:

What if two or more hospitals want to get together to share
equipment in order to reduce health care costs. They want to join
together and purchase one piece of expensive equipment in order to
update their separate existing pieces of equipment. They all plan to
use the new piece, and will charge the same price for using it. Is this
sharing of equipment acceptable?

Another case involves "centers of excellence". Say that a
community is served by 3 hospitals, all of which have an open heart
surgery program. Each preforms roughly 150 procedures each year.
The hospitals get together and agree to jointly establish one program
in order to create high enough volume to be considered a "center of
excellence" for open heart surgery. We can assume that the quality
of the procedure will likely increase with the greater number of
procedures, and costs per procedure will likely fall. As to price, we
are less certain. Can the hospitals conduct this joint activity without
being fearful of antitrust actions by the FTC, Justice or private
individuals?

Assuming that the price for the procedure does not increase
after this agreement, can the hospitals expect to be protected from
antitrust claims?

Let's now consider the issue of an agreement to not duplicate
services. In a two hospital community, the administrators of the
hospitals act in a forward looking manner. Instead of each hospital
providing every high technology service, they agree to specialize.
One hospital agrees to purchase a lithotripter and the other to
purchase an MRI. The community ends up with both services but
with out the cost of having duplicated each. Would such an
agreement on division of services put the hospital at risk? What
factors may make this acceptable or unacceptable under antitrust
laws?
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UNITED STATES OF AMEICA

FEDERAL TRADE COMMISSION
WASHINGTON. D.C. 20580

The Honorable Fortney H. 'Pete' Stark
Chairman
Subcommittee on Investment, Jobs, and Prices
Joint Economic Committee
U.S. Congress
Washington, D.C. 20510-0002

Dear Mr. Chairman,

Thank you for your letter of June 26, 1992 that included
additional questions arising from the Subcommittee's June 24
hearing on hospital mergers and joint ventures. Enclosed are my
answers to those questions (as modified in conversations with
Joint Economic Committee staff). These represent my views and
not necessarily those of the Commission or any Commissioner.
Thank you for providing me with the opportunity to share my views
on these issues.

Sincerely,

ames C. , ar', Jr.
Directo or Litigation

Enclosure
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90=TI.1Is What effect do all payer systems such as that
operating in the State of Maryland have on the need for Federal
antitrust enforcement? To what extent would Federal involvement
differ if an all payer system were instituted nationally?

ANSWER& I believe that Federal antitrust enforcement
relating to hospital mergers and joint ventures can help improve
the price and quality of hospitals operating under existing 'all
payer' reimbursement systems such as Maryland's (under which a
hospital is generally reimbursed under a single government-
regulated rate schedule for all its patients, including Medicare,
Medicaid and privately-insured patients). Federal antitrust
enforcement likely would also be necessary and beneficial under a
Federal "all payer" system, to the extent that the system leaves
room for, or relies upon, competition among hospitals.

Competition among hospitals, and antitrust enforcement
preserving such competition, can strengthen an "all payer'
regulatory system by encouraging hospitals to charge even lower
rates than the maximum regulators would allow them to charge.
For example, competition may force relatively high-cost hospitals
to hold down their standard charges, even more than state
regulators would require, to avoid losing patients to more
economical hospitals. Competition may also enable certain third-
party payers, such as health maintenance organizations, to
negotiate discounts with hospitals in return for increased
patient volume I if discounts are permitted by the relevant "all
payer" system. Competition would also encourage hospitals to
continue striving for medical excellence and superior customer
service, or at least discourage them from cutting corners on
quality to generate higher-than-competitive profits without
violating a government rate ceiling. Competition and antitrust
enforcement in the hospital industry would be of particular
importance if the Federal government, or a state government,
devised and implemented an 'all payer" reimbursement system
relying substantially on competition instead of regulation to
help set the 'all payer" rates for hospitals.

1 The level of competition among hospitals would depend on
the characteristics of the specific "all payer" system in
question. There are substantial differences among the "all
payer" systems already in place, and among proposals for a new
Federal "all payer" system, that may affect the role of com-
petition and antitrust enforcement in the hospital industry.

2 We understand that such discounts are not allowed under
Maryland's system, but are allowed under somewhat similar systems
such as Connecticut's (which covers all payers other than
Medicare and Medicaid).
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'All payer' systems (or other forms of hospital rate
regulation) may reduce the need for, and therefore the level of,
Federal antitrust enforcement by making hospital mergers and
joint ventures less likely to be anticompetitive than they would
be in less-regulated markets. Such regulatory systems may reduce
the level of Federal antitrust enforcement in other ways, such as
by blocking anticompetitive mergers and joint ventures on their
own without any involvement by the FTC or the Justice Department.
The level of Federal antitrust enforcement against hospitals will
automatically decline to the extent that "all payer' systems
leave less work for the antitrust enforcement agencies.

QUMST!INM2: Because the Herfindahl-Hirschman Index could
trigger a Federal agency market concentration presumption for
most communities (over 80%) with more than one hospital, the
usefulness of the HHI Index to the hospital industry is extremely
limited. Please outline the criteria applied other than the HHI
Index to determine your position on a proposed merger.

ANSWER. First, I should note my disagreement with your
premise that the Herfindahl-Hirschman Index is not as useful in
the hospital industry as in others. The HHI is merely a measure
of market concentration that takes into account both the number
of firms in the market and the different sizes of those firms. I
suspect that few would disagree that in assessing the competitive
implications of a merger, it is important to know the number and
size of the hospitals available to consumers in the relevant geo-
graphic market. This is the general function of the HHI.

In determining whether to commence an enforcement action the
Commission uses market concentration (normally as measured by the
HHI) as a starting point; in certain circumstances the Federal
courts use the fact of high concentration in a well-defined
relevant market to arrive at a rebuttable presumption of
illegality. Whether characterized as a "starting point" or a
"rebuttable presumption," the level of market concentration is
never viewed in isolation. The 1992 Merger Guidelines issued
jointly by the FTC and the Justice Department set forth a variety
of other factors the agencies consider in their enforcement
decisions, and the Supreme Court has held that the presumption of
illegality may be rebutted by evidence that "showts] that the
market share statistics [give] an inaccurate accunt of the
acquisition['s] probable effect on competition." The most
recent hospital merger case - the Eleventh Circuit's decision in
FTC v. University Health. Inc. - illustrates the variety of

3 United States v. Citizens & Southern Nat'l Bank, 422 U.S.
86, 120 (1975).

4 938 F.2d 1206 (11th Cir. 1991).
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factors that are ultimately considered in a typical merger
analysis.

The Merger Guidelines recently issued jointly by the FTC and
the Justice Department discuss in some detail the variety of
factors, in addition to market concentration, the agencies
consider in their merger enforcement decisions. A copy of the
Guidelines is enclosed.

I would note in particular that once it is determined that a
hospital merger (or joint venture) would significantly increase
concentration to levels raising competitive concerns - taking
into account the hospitals' future competitive prospects, not
just their past market shares - the next step is to determine
whether it is likely that as a result of the merger (1) the
merging hospitals can by themselves profitably and substantially
raise prices above the competitive level (or reduce quality below
competitive levels) for some or all of their services, or (2) the
merging hospitals can achieve the same results through
coordinating their pricing and other competitive strategies with
other hospitals in the market. The first question arises when
the merging hospitals have very high market shares, or are much
more direct competitors of each other than they are of other
hospitals; the answer depends on how readily customers of the
merging hospitals (including patients, their physicians, and
their third-party payers) could turn to other hospitals, and how
easily the other hospitals could accommodate those dissatisfied
customers. The answer to the second question depends on, among
other things, how easily hospitals in the market could establish
and maintain a "united front" to significantly raise5 prices
and/or lower quality relative to competitive levels. The
ability of those hospitals to coordinate their activities in that
way is in turn affected by, among many other things, how similar
are the services and economic interests of those hospitals, how
well publicized are hospitals' price changes and other
competitive moves, and whether large third-party payers can
disrupt the "united front" by offering irresistible temptations
for individual companies to break ranks (such as long-term
contracts that suddenly move large blocks of business to one
hospital from its competitors).

Also an important factor in the competitive analysis is how
easy or difficult it would be for a new competitor to enter a
market to serve customers unhappy with how existing firms are
meeting their needs. (In hospital markets, this factor is most

5 S=, e-c., United States v. Rockford Memorial Corp., 717
F. Supp. 1251, 1286, 1304-06 (N.D. Ill. 1989), AffLd, 898 F.2d
1278 (7th Cir.), cert. denied, 111 S. Ct. 295 (1990) (discussing
three hospitals' collective efforts to thwart Blue Cross cost-
containment measures).
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important for mergers, or joint ventures, involving specific
services, because it often is easier to enter the market for a
single service than to accomplish the generally difficult task of
bringing a whole new hospital into the market.) Efficiencies
flowing from a merger, likewise, are an important consideration
(as discussed in more detail in response to the next question).
And the 'failing firm" defense will protect a merger that is
essentially a 'last resort" for a hospital that otherwise would
have no choice but to leave the market.

The above list of factors other than market concentration
affecting the legality of a merger (or joint venture) is not
exhaustive; in particular cases, additional considerations not
discussed in the Merger Guidelines may also be relevant (for
example, the implications of state rate regulation).

QUESTION:3: It has been the stated position of the FTC that
the efficiencies gained by a merger are weighed against the harm
to competition in determining whether to allow a merger or joint
venture activity to take place. Please explain how this weighing
of factors is accomplished.

ANSWER: In general response to this question, I would again
rely upon the joint FTC-Justice Department Merger Guidelines.
Section 4 of the Guidelines explicitly recognize that in some
instances "mergers that the Agency [the FTC or the Justice
Department] otherwise might challenge may be reasonably necessary
to achieve significant net efficiencies," which must be weighed
in the competitive analysis. The Guidelines elaborate on this
point as follows:

Cognizable efficiencies include, but are not limited
to, achieving economies of scale, better integration of
production facilities, plant specialization . . . and
similar efficiencies relating to specific . . .
operations of the merging firms. The Agency may also
consider claimed efficiencies resulting from reductions
in general selling, administrative, and overhead
expenses . . . although, as a practical matter, these
types of efficiencies may be difficult to demonstrate.
In addition, the Agency will reject claims of
efficiencies if equivalent or comparable savings can
reasonably be achieved by the parties through other
means. The expected net efficiencies must be greater
the more significant are the competitive risks
identified in Sections 1-3 [of the Guidelines].

As noted in the Guidelines, the potential efficiencies from
mergers and joint ventures take many forms. Whatever the type of
efficiency at issue, the first consideration is how great is the
efficiency that can realistically be achieved through the
particular merger or joint venture. The experiences of other
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hospitals (for example, as reflected in scholarly studies) can
shed some light on that issue; however, factors specific to the
hospitals involved in the merger or joint venture may affect
whether their specific transaction will achieve the results
obtained by others. It is also important to focus not only on
the potential cost savings (or quality improvements) of con-
solidations of services or facilities, but also the adverse side
effects and costs of such consolidations - for example, the
sometimes substantial capital costs of consolidating two under-
utilized facilities into one larger facility. How carefully
the hospitals have considered the costs and other obstacles to
their plans, as well as how realistically they have projected the
potential benefits, significantly affects the credibility of
their efficiencies arguments.

It is also important to consider whether the efficiencies
can be achieved only through the proposed merger or joint
venture, as opposed to some alternative that poses less or no
risk to competition. For example, efficiencies through the
consolidations of hospitals' laundry and data processing
facilities would normally merit little weight, because those
services usually could be shared by the hospitals without a
complete merger, and there would thus be no justification for
endangering competition with respect to the hospitals' other
services.

A final consideration is how much of the efficiencies
achieved through a merger or joint venture will flow to 7

consumers, as opposed to the hospitals (or their shareholders).

To better understand how antitrust laws are applied to joint
venture activities, please comment on the following examples:

QOUSTIQK_ : What if two or more hospitals want to get
together to share equipment in order to reduce health care costs.
They want to join together and purchase one piece of expensive
equipment in order to update their separate existing pieces of
equipment. They all plan to use the new piece, and will charge
the same price for using it. Is this sharing of equipment
acceptable?

6 The district court in the Rockford case criticized
defendants' efficiency claims for overlooking the costs of
achieving the claimed efficiencies. 717 F.Supp. at 1289.

7 University Health, 938 F.2d at 1223; American Medical
International. Inc., 104 F.T.C. 1, 220 (1984).
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ANSWER:

An a preface to the answer to this question and the two that
follow, I would like to emphasize three points:

(1) The Commission's experience with hospital joint
ventures is much more limited than with hospital
mergers, since the Commission has never had occasion to
challenge, and rarely has investigated, such joint
ventures. My responses to these questions are
therefore more abstract and hypothetical than the
answers to the preceding questions.

(2) I am unsure whether the scenarios presented in some of
these questions reflect situations found in real-world
hospital markets. Not only has the Commission never
encountered them in connection with an investigation,
they have never been presented by hospitals requesting
the advice (formal or informal) of Commission staff.

(3) Although the Commission has not been faced with the
specific factual scenarios presented in these
questions, it is aware that hospitals throughout the
country are engaged in a variety of cooperative
activities that accomplish the objectives posited in
the scenarios without creating antitrust risks. Many
hospitals, for example, share expensive equipment such
as magnetic resonance imagers ("MRIs") to reduce costs.

Whether the antitrust laws would be an obstacle to the
above-described arrangement to share equipment .depends on the
circumstances of the particular case. One must first consider
whether the reduction in the number of competitors for the
service provided by the item of equipment has any potential to
adversely affect competition in the market for that service. For
example, there may be no significant antitrust issue raised at
all if the hospitals wishing to share equipment are not
competitors in the first place, or face strong competition from
many other providers of the same or competitive services, such as
other local hospitals or non-hospital providers (in the case of
outpatient services, such as magnetic resonance imaging), or if
new competitors could easily enter the market should consumers
find the hospitals' sharing arrangement not to be in their
interests. If a merger bringing the two hospitals' existing
machines under common ownership would not raise competitive
concerns, neither should the replacement of those machines with a
jointly-owned new machine.

If that inquiry is not enough to resolve the question, it is
then necessary to consider the efficiencies to be achieved
through the sharing arrangement (along the lines of the answer to
Question # 3 above), and weigh them against whatever threat to
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competition may result from having fever competitors for the
shared service. If the sharing arrangement will in fact
significantly lover health care costs, that would argue in favor

of the arrangement, unless there was some other way to achieve
those cost savings (for example, if competing hospitals could

efficiently each share a mobile MRI machine with other hospitals
outside the market, therefore serving the community with two
competing part-time MRI machines, instead of sharing one full-
time MRI machine with each other). Any improvement in quality

made possible by the sharing arrangement would also be taken into

account (for example, if the new item of equipment is technically
superior to the existing machines, and none of the sharing
hospitals could by itself support a new machine).

Assuming that the hospitals' arrangement jointly to purchase
the new equipment is appropriate, the hospitals' joint decisions
regarding pricing and other aspects of the operation of the new
equipment would also be acceptable, if such joint decisions are
reasonably necessary to the functioning of the sharing arrange-
ment (which is not necessarily true for all hospital joint
ventures), and if the hospitals avoid any coordination of pricing
or other competitive decisions concerning services where they
remain competitors.

OURSTION_5s Another case involves 'centers of excellence.,
Say that a community is served by 3 hospitals, all of which have
an open heart surgery program. Bach performs roughly 150
procedures each year. The hospitals get together and agree to
jointly establish one program in order to create high enough
volume to be considered a "center of excellence' for open heart
surgery. We can assume that the quality of the procedure will
likely increase with the greater number of procedures, and costs
per procedure will likely fall. As to price, we are less
certain. Can the hospitals conduct-this joint activity without
being fearful of antitrust actions by the FTC, Justice or private
individuals?

Assuming that the price for the procedure does not increase
after this agreement, can the hospitals expect to be protected
from antitrust claims?

ANSWERS This question, like the preceding one, could be
easily resolved if the characteristics of the relevant market
made it unlikely that reducing the number of competitors would
endanger competition even if there were no benefits from the
transaction. Particularly for an expensive "tertiary" service
like open-heart surgery (for which patients tend to travel longer
distances than for more routine services), it is important/to
consider whether competition from outside the community offers

the community's residents good alternatives should the "center of

excellence" turn out to make things worse instead of better.
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In any event, whether the transaction is likely to draw an
antitrust challenge from a government antitrust enforcer, or
whether a private challenge would succeed, vll depend in large
part on whether consumers can expect to enjoy a net benefit from
the 'center of excellences program, either through higher quality
without higher prices (whether the 'price' be the hospital's list
price, the discounted price charged to many third-party payers,
or the reimbursement paid by Medicare or Medicaid), lower prices
without lower quality, or higher quality that is only partially
offset by higher prices (so consumers pay a lower price, adjusted
for quality).

Finally, it is necessary to consider whether the market isalready working to concentrate open-heart surgeries at the bestof the three programs, and to force the weaker programs out of
the market. If that is true, competition among the three
hospitals to determine which of their open-heart programs will
survive may yield a "center of excellence' with lower prices
and/or higher quality than one established by agreement among the
hospitals.

OtN St Letsa now consider the issue of an agreement to
not duplicate services. In a two hospital comunity, the
administrators of the hospitals act in a forward looking manner.
Instead of each hospital providing every high technology service,
they agree to specialize. One hospital agrees to purchase a
lithotripter and the other to purchase an MRI. The comunity
ends up with both services but without the cost of having
duplicated each. Would such an agreement on division of services
put the hospital at risk? What factors may make this acceptable
or unacceptable under antitrust laws?

ANSHERL This agreement presents a substantial antitrust
risk to the hospitals. The courts have historically - and
rightly - treated with great suspicion agreements to divide
markets. This is based on the premise that market divisions
pose significant dangers to competition, without the prospect of
countervailing efficiencies that justifies the more liberal
treatment accorded to mergers and joint ventures.

The hypothetical posited in this question does not seem to
provide a compelling justification for departing from the normal
treatment of market divisions under the antitrust laws. One
must ask at the outset whether the community (along with other
communities served by the two hospitals) can support competing
lithotripters and MRIs, whether as fixed-base full-time machines
or as mobile machines shared with hospitals in other communities
(as noted in the response to Question # 4 above). Even if it is

a S, a-gc<, Palmer v. BRG of Georgia, Inc., 1ll S. Ct.
401, 402-03 (1990).
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not feasible for two lithotripters and two URIs to operate in the
community, one must ask why a market division agreement between
the hospitals is necessary. If the administrators are truly
forward looking, each hospital will on its own specialize in

what it can do best and avoid what can be done best by the other
(especially given a reimbursement environment increasingly
unforgiving of inefficient duplication of services). Or one
hospital might purchase both an SRI and a lithotripter, and the
other will purchase neither (recognizing that it is likely to
lose money if it wastefully duplicates the other machines). This
kind of specialization goes on all the time in hospital markets
- for example, not every hospital tries to set up an open-heart
surgery program, and many hospitals even forgo basic services
like obstetrics when they have no realistic hope of outperforming
other hospitals already offering the service in their markets.
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Questions for Mr. Robert Eaton

Some have suggested that more specific guidelines than those
provided in the joint FTC-Justice issued Merger Guidelines would
assist in clarifying matters for both FTC and Justice, and the hospital
industry. Would you support the creation of more specific guidelines
that did not preempt the application of existing antitrust laws but
would assist in their application to the hospital industry?

In your written testimony you note that "over the past decade,
certain regulatory requirements have been eliminated..."
Furthermore, you observe that "hospitals remain largely unregulated
in the very activities that the antitrust laws were intended to
constrain; in their ability to set prices and determine the supply of
services to non-public purchasers of health care."

Is it the opinion of HHS that the enforcement of Federal
antitrust laws by FTC and Justice is sufficient to protect against
monopolistic behavior and to eliminate hospital bed over supply and
duplication of high technology services, or do you support additional
measures as well?

What is the time-line for the Working Group that you
discussed? What is the goal of the Working Group? When are
findings due to be completed?.
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RESPONSES TO CHAIRMAN STARK'S QUESTIONS
OF ROBERT EATON

Question 1:
Some have suggested that more specific guidelines than those provided in the joi
FrC-Justice issued Merger Guidelines would assist in clarifying matters for both
FTC and Justice, and the hospital industry. Would you support the creation of
more specific guidelines that did not preempt the application of existing antitrust
laws but would assist in their application to the hospital industry?

Answer:
The Merger Guidelines that the Department of Justice (Justice) and the Federal
Trade Commission (FTC) issue are by definition, guidelines, and are not industr3
specific. The Guidelines detail the steps used by Justice and FTC to evaluate a
proposed merger. As recently revised, the Guidelines state clearly that Justice ai
FTC "will apply [the Guidelines] reasonably and flexibly to the particular facts ar
circumstances of each proposed merger." In light of the lack of specificity in the
Guidelines, it is clear that continuing clarification of the Merger Guidelines is
warranted. However, Justice and FTC have agreed to continue to speak with th

hospital industry and the health care bar to provide clarification of their policies.
Indeed, Justice and FTC just assisted the American Hospital-Association (ABA)
in the preparation of the first issue of an AHA membership periodical on antitn
issues. We support these cooperative efforts.

Question 2:
In your written testimony you note that "over the past decade, certain regulatory
requirements have been eliminated..." Furthermore, you observe that "hospitals
remain largely unregulated in the very activities that the antitrust laws were
intended to constrain; in their ability to set prices and determine the supply of
services to non-public purchasers of health care."

Is it the opinion of HHS that the enforcement of Federal antitrust laws by FTC
and Justice is sufficient to protect against monopolistic behavior and to eliminate
hospital bed over supply and duplication of high technology services, or do you
support additional measures as well?

Answer:
We do not believe that Congress ever intended for the antitrust laws to eliminat
the oversupply of hospital beds and the duplication of high technology. We do
believe that the overcapacity and inefficiency in the hospital industry must end.
The Secretary and the Department have endeavored to promote competition an
efficiency without dictating the specific actions that should be taken. These
specific business decisions are best made by hospital administrators, their boards
and their communities.
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Question 3:
What is the time-line for the Working Group that you discussed? What is the
goal of the Working Group? When are your findings due to be completed?

Answer:
The working group which was discussed in testimony is intended to be an on-
going, staff-level group that will address issues of common interest to our
Department, the Department of Justice and the Federal Trade Commission
including joint ventures and managed care. We envision that the group will meet
several times a year, or more frequently if necessary, to discuss emerging health
policy issues, issues of common concern, and to share research related to health
care and the antitrust laws. The working group will not produce findings or a
report but rather the members will disseminate information to their respective
agencies.
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