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Group’s report for the Illinois Legislature similarly concluded that, concerning the ability

of CON laws to increase the quality ofcare,

even the strongest supporters ofmaintaining the program agree that the

area where CON can directly influence quality is narrow. ...CON laws’

impact on quality and care is limited.
[Page ii]. Anearlier study from 1999 performed by the Washington State Joint
Legislative Audit and Review Committee entitled "Effects of Certificate of Need and Its

Possible Repeal,” likewise stated, “The evidence is weak regarding the ability of CON to

improve quality by concentrating volume o f specialized services.” [Page 3].

C. CON does not improve access to care.

There is little evidence that CON positively affects access to care. For example, in 2003
the Michigan Department of Community Health commissioned two noted CON public
policy scholars at Duke University to evaluate Michigan’s CON program. That study,
entitled “Evaluation of Certificate of Need in Michigan,” found that “CON has limited
ability to impact the overall cost of health care or to address issues raised by care for the
uninsured and underinsured.” [Page 132]. The 2007 IHllinois legislative study performed
an extensive economic analysis that compared the profit margins o f safety-net hospitals
in CON-states with safety-net hospitals in non-CON states. The study concluded that its
collective research and analysis “do not support the argument that CONSs provide a
protective effect for safety-net hospitals’ financial status” [Page 28] The Georgia
legislative commission study found that CON’s affect on access was no more than

“mixed.” [Page 72]. Academic literature examining CON’s purported affect on access

has reached similar conclusions.



D. Conclusion

In summary, 36 states have some form of CON law. Ofthose states, West Virginia ranks
in the top five in terms ofrestrictiveness, which is contrary to the national trend ofnot
expanding CON programs. Therefore, based on state legislative CON activity that | have
been following for several years, | can tell you that West Virginia's recent decision to

authorize a more restrictive CON rule is not in the norm.

I applaud the West Virginia Legislature for its willingness to evaluate its CON Laws, as a
number ofother state legislatures have recently done. Such an evaluation may be
particularly appropriate now, since conclusive evidence demonstrates that CON does not
control and may add to health care costs, CON is not an effective means of quality
improvement, and CON does not promote access to health care. As the Illinois
legislative report perhaps stated best “our results are consistent with a body of literature
that indicates CON rarely achieves its stated goals.” [Page 28]. | hope that you find this
information useful as you think about your own state’s CON program.

Thankyou



Certificate of Need hinders health care Innovation
1. Posted by The Birmingham News October 14t 2007 2:00 AM
Bv MICHAEL MORMSEY and MICHAEL CIAMAWRA

Entrepreneurs and innovators are developing new wavs to deliver
health care that are more convenient, higher in quality and less
costly than currently available health services. The level o fscientific
knowledge that will be discovered over the next 25 years will be
four to seven times greater than the past 25 years, and we can expect
dramatic breakthroughs and discoveries in health care that stagger

the imagination.

Unfortunately, bureaucratic relics o f the past often stand in the wav
o fdeveloping a 21st century, intelligent health system.

Alabama's Certificate ofNeed is an amazing program that requires
hospitals, nursing homes and other medical facilities such as
ambulatory surgery centeis and diagnostic imaging facilities to have
the explicit approval ofthe slate hefnre they can operate. When
implemented in the 1960s and 1970s. CON was intended to control
rising health-care costs that resulted from cost-based

reimbursement

""What is amazing is that there is virtually no rigorous empirical
evidence that the program has been effective in reducing hospital or
health-care costs and some evidence that it increases costs. This was
true in the hevdav o fthe program in the 1980s and is still tme in
more recent evaluations. Y et CON continues to exist for hospitals
in Alabama and 25 other states and effectively limits new hospital
construction and even needed renovation.

Consumers don't save money as a result o fthe CON program.
Currently, hospitals and other protected providers argue that CON



keeps new providers from coming in and taking the profitable
patients. It certainly does. Another wav to sav this is that existing
providers are collecting prices which are higher than their costs and
probably higher than the new entrants would charge. So. hv their

own admission, we pay higher prices.
CON provides less choice and less innovation.

Entry o f new ambulatory surgical providers is no trivial issue. We
all have friends or family members who have had an ambulatory
procedure performed that only a few years ago would have required
a day or mote in the hospital. The American Hospital Association
reported that in 2004. there were more than 1.7 outpatient surgeries
conducted in U.S. hospitals for every one surgery that required an
overnight stay. Ambulatory surgery centers represent a competitive
alternative to hospitals for these outpatient procedures.

Nationally, recent research suggests that on average, every free-
standing ambulatory center per 100.000 population in a
metropolitan area is associated with a reduction 0 f4.3 percent in the
number o f hospital-based outpatient procedures. The battle in
Georgia was over entry of new providers and choices and ultimately
over who gets the patients. In states like Georgia. North Carolina
and Alabama, the CON agency plavs a big role in deciding who gets
the patients and what access those patients have to new technology.

CON is not only focused on keeping out new forms o f health care
delivery, it is also concerned with how, nreven if. existing
providers can serve their communities. One need look no further
than the burgeoning U.S. 280 corridor in Birmingham or the growth

in Madison Countv near Huntsville to appreciate that many people
in increasingly congested areas o f the state now have longer travel

times to get to a hospital.

In both cemmunities, existing hospitals (and new providers! would



almost certainly be willing to build in the growth corridor. Much of
what stops them is the CON process. Any proposed action wiU be
opposed bv existing hospitals in the community because o fthe
threat to their established patient flow. So, in addition to the usual
construction and operating costs, an effort to expand will be tied up
with CON hearings, decisions, appeals and more appeals.

Finally. Alabamians needn’t be reminded o f the embarrassmentofa
former governor and a former hospital CEO who were convicted in
a federal bribery case associated with an appointment to die
Alabama CON board.

Regulatory agencies that provide protection from market
competition and thereby offer the potential for substantial profits are
tempting targets for unscrupulous politicians, bureaucrats and
businesses. These temptations can be overcome with sufficient
monitoring and careful processes, but it seems foolish to go through

all of that for a program that doesnt provide benefits to the citizens
o f the state.

The CON program never controlled costs and has become a
mechanism to limit competition in health care, making all of us
worse off. Alabama's CON is a hindrance. Seven years ago. The
Birmingham News noted. "Ifs time Alabama consider whether

CON should be tossed into the dump heap." Ifs past time. Ifs time
now for the Legislature to dismantle CON completely.

Michael Morrisev Is g professor o fhealth economics jg the. UAB
School o fPublic Health.

E-mail: morrisevQuab.edu
Michael Ciamarra is vice president d the Alabama Policy Institute.

E-mail: michaelcfgtalabamqpolicv.org
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U.S. DEPARTMENT OF
JUSTICE

Antitrust Division

City CenterBUM ag
1401H StreetNW, Suite 4000

Washington, DC 20530
(202) 307-0001

Competition ia Healthcare and Certificates of Need

MARK J. BOTTI
Chief, Litigation | Section
U.S. Department of Justice, Antitrust Division

Before A Joint Session of
The Health and Human Services Committee o f the State Senate
and
The CON Special Committee of the State House of
Representatives
ofthe General Assembly of the State of Georgia

February 23,2007

Good afternoon. | want to thank Chairman Thomas and Chairman
Cooper for their invitation to the Antitrust Division ofthe U.S.
Department o f Justice to appear before you today and to share our
views on the impact of Certificate ofNeed (*"CON") laws on
healthcare markets.

My name is Mark Botti. | am the Chiefo fthe Litigation | Section of
the Antitrust Division. My group hasapproximately 30 attorneys and
additional staffdedicated to enforcement o f the antitrust laws tmd
advocacy o fthe importance o f competition ina number ofsectors of
the nation's economy. In particular, we focus to a substantial degree on
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healthcare markets, in doing that work, we con&r losely with a large
team of Antitrust D’visi>  xuno jists holding doctorates in the study
of markets and their ps. k/finance, including a number with
specialization in the performance of healthcare markets. We also
confer closely with the attorneys and economists at the Federal Trade
Commission, who also have dedicated time to the study of healthcare

markets.

My remarks today are built on the work of these professionals and the
Antitrust Division's decades long focus on healthcare markets. Over
those years, we have brought many antitnnt cases in markets across
the country involving hospitals, physicians, ambulatory surgery
centers, stand-alone radiology programs, medical equipment,
pharmaceuticals and other healthcare products. Through that work we
understand the competitive forces that drive innovation in and contain
the costs o f healthcare. We consult regularly with federal and state
agencies responsible for the delivery of healthcare services and the
setting of healthcare policy. Our attorneys and economists study the
latest academic and policy works in healthcare on an ongoing basis.
We have on many occasions met informally and formally with experts
in the field. For example, in the first halfo f the 1990s, the Federal
Trade Commission and the Antitrust Division committed substantial
resources to the study ofcompetitive markets, out o f which effort we
prepared a series of nine antitrust enforcement principles that guide

industry behavior today | worked on those enforcement statements
and am directly responsible for their application. More recently, in
2003, we conducted 27 days of hearings on competition and policy
concerns in the healthcare industry, heard from approximately 230
panelists, elicited 62 written submissions, and generated almost 6,000

pages o ftranscripts.”® As a result of that effort, we published an
extensive report, entitled Improving Health Care: A Dose o f

Competition, in July 2004 .7 1oversaw the Antitrust Division's work
on those hearings and that report and am the designated point o f
contact at the Division regarding the report.

L Scope of Remarks

The Antitrust Division's experience and expertise has taught us that
Certificate o f Need laws pose a substantial threat to the proper
performance o f healthcare markets. Indeed, by their very nature, CON
laws create barriers to entry and expansion and thus are anathema to
free markets. They undercut consumer choice, weaken markets' ability
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to contain healthcare costs, and stifle innovation. We have examined
historical and current arguments for CON laws. They do not provide
an economic justification for depriving consumers o fthe benefits of
free markets. To the extent noa-economic goals are pursued, the useof
CON laws to help pursue them imposes substantial costs. Those goals
can be better achieved through other mechanisms. I will explain our
reasoning in more detail in just a moment; but firstallow me to
respectfully suggest to you our bottom line - we hope you will
carefully consider the substantial costs that CON laws impose on
consumers as you evaluate whether to reform those laws in your stale.

I have not come here today to discuss the details o f any particular
proposal before you for the reform of Georgia's CON lairs. | am,
however, generally familiar with the issues before you and recognize
them as issues that CON laws present in other states and other
markets. My remarks, accordingly, will focus on the impact ofand
justifications for CON laws generally. For your convenience, | am
leaving with you die written text o f these remarks with citations to

relevant sources included.

In offering these remarks, please understand that it is not the Antitrust
Division's intent to "favor any particular procompetitive organization
or structure o f health care delivery over other forms that consumers
may desire. Rather, [our] goal is to ensure a competitive marketplace
in which consumers will have the benefit o f high quality, cost-

effective health care and a wide range of choices Our overall
mission is to preserve and promote competition, rather than to preserve
any particular marketplace rival or group ofrivals.

IL Importance of Competition and the Harm Caused by
Regulatory Barriers to Entry

A. The Benefits of Competition in Healthcare

Let me set the stage for explaining our concerns about the harm from
CON laws by talking for a moment about competition in healthcare
generally. No doubt there are aspects o fthe delivery ofhealthcare
services that make healthcare different from other sectorso f the
economy. The health ofany individual is u sensitive and very
important matter. But in our concern over the health and well-being of
our fellow citizens, we as government officials should not lose sight of
a basic truth - market forces improve the quality and lower the costs
of healthcare services. Increased competition in healthcare markets
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does not require us to choose between obtaining the benefit! of
competition or the delivery of high-quality healthcare. Competition
drives innovation and ultimately leads to the delivery of better
healthcare. Government intervention can undermine the ability of

markets to deliver feat benefit

The proposition that competition cannot work in healthcare ia simply
not true. Similar arguments, made by engineers and later by lawyers,
that competition fundamentally does not work in their industries and is
harmful to public policy goals, have been soundly rejected and private

restraints on competition have long been condemned.” Indeed, at
least since the Supreme Court's seminal 1943 decision in a case
brought by the Department o f Justice against the American Medical
Association, competition has played a critical role in shaping the
delivery ofhealthcare in this country. The Antitrust Division and the
Federal Trade Commission have worked diligently to make sure that

private barriers to that competition do not arise/®

During our extensive healthcare hearings in 2003, we obtained
substantial evidence about the role of competition in our healthcare
delivery system and reached the conclusion that vigorous competition
among healthcare providers *‘promotes the delivery o fhigh-quality,
cost-effective healthcare.” Competition results in lower prices and
broader access to health care and health insurance, and in particular

non-price competition can promote higher quality .

This finding is not surprising. We saw in the 1990s the growth of
managed care and the impact it had on the cost and availability of
insurance. Competition among and between hospitals and physicians
intensified with the development of managed care organizations. In
addition to putting pressure on costs, managed care plans have
pressured providers to use shorter hospital stays and to offer
alternative outpatient treatments. This evolution in health care
purchasing led to lower costs and increased choice without sacrificing
guality. Moreover, lower costs and improved efficiency made health
insurance more affordable and available.

Competition also helped bring to consumers important innovations in
healthcare technology. For example, health plan demand for lower
costs and ""patient demand for a non-institutional, friendly, convenient
setting for their surgical care' drove the growth of Ambulatory

Surgery Centers/® Ambulatory surgery centers offered patients more
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""convenient locations, shorter wait time, and lower coinsurance than a

hospital department.”® Important to the success ofthese competitive
forces in improving the delivery of care to consumers was die
availability o f technological advances, such as endoscopic surgery and

advanced anesthetic agents.~® Thus, competition harnessed this new
technology and brought h to consumers in the lower cost, more
convenient setting o f ambulatory surgery centers. The impact on
traditional general acute care hospitals led to those hospitals
responding to the competition by delivering more care, in a better
manner, in an outpatient setting, both at their own campuses and at
ambulatory surgery centers in which they invested.

This type of competitive success story has occurred again and again in
healthcare in die area o f pharmaceuticals, urgent care centers, and
elective surgeries such as Lasik procedures, to namejust a few.
Without private or governmental impediments to their performance,
we can expect healthcare markets to continue to deliver these benefits.

For example, we are on the cusp o fa potentially significant advance in
how competition empowers consumer choice, thus delivering more
guality and containing costs. Inan August 22,2006 Executive Order,
die President ordered executive agencies to take steps to promote
transparency in healthcare quality measures and pricing and to

facilitate the development of health information technology.” In
implementing that directive, the Department o f Health and Human
Services (HHS), has launched a transparency initiative for value-
driven health care that aims to facilitate the delivery of better care at
lower costs. Similarly, private health plans have developed products
that give consumers greater choice and more information, with an eye
toward improving quality while controlling costs. And new companies
are entering the market seeking to provide more information and

empower consumer choice in healthcare markets.~® Capturing the
promise o fthese initiatives, HHS has observed that **[cjonsumer
choice creates incentives at all levels, and motivates the entire system

to provide better care for less money.

B. CON Laws Create Barriers to Beneficial Competition

CON laws are a classic government-erected barrier to entry. As such,
they are anathema to competitive markets. Accordingly, in A Dose of
Competition, the Department o f Justice and the Federal Trade
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Commission urged die states to rethink their CON law s.*

1. Original Cost-Control Reasons Por CON Laws No
Longer Apply

We made that recommendation in part because the original reason for
the adoption o f CON laws is no longer valid. Many CON programs
trace their origins to a repealed federal mandate, the National Health
Planning and Resources Development Act of 1974, which offered
incentives for states to implement CON programs. At the time, the
federal government and private insurance reimbursed healthcare
expenses predominantly on a **cost-plus basis."” This is a very
Important point The original reason for CON laws was not, as some
have argued, that competition inherently does not work in healthcare
or that market forces promote over-investment Instead, CON laws
were desired because the reimbursement mechanism, i.e., oost-ptus
reimbursement, incentivized over-investment The hope was that CON
laws would compensate for that skewed incentive.

In considering this historical justification for CON laws, we need to
keep clear that a number o f other arguments made in supportof CON
laws were not port o fthe rationale for their original adoption:

* CON laws were not adopted around the country as a means of
cross-subsidizing care;

» CON laws were not adopted in order to have centralized planning
ofthe location and nature o f healthcare facilities; and,

* CON laws were not adopted to protect the health and safety of
the population from poor quality medicine.

Instead, CON laws were adopted because excessive capital
investments, spurred by the then-current cost-plus method of
reimbursement, were driving up healthcare costs. There was concern
that, since patients were not price-sensitive, providers engaged in a
"medical arms race' by unnecessarily expanding their services to offer

the perceived highest quality services.”

CON laws appear not to have served well even their intended purpose
ofcontaining costs. Several studies examined the effectiveness of
CONs in controlling costs. The empirical evidence on the economic
effects of CON programs demonstrated near-universal agreement
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among health economists that CON laws were unsuccessful in
containing healthcare costs/* *

In addition to the fact that CON laws have been ineffective in serving
their original purpose, CON laws should be reexamined because the
reimbursement methodologies that may in theory have justified them
initially have changed significantly since the 1970s. The federal
government no longer reimburses on a cost-plus basis. In 1986,
Congress repealed the National Health Planning and Resources
Development Act of 1974. Health plans and other purchasers routinely
bargain with healthcare providers over prices. Essentially, government
regulations have changed in a way that eliminates the original

justification for CON programs/*»

2. Protecting Revenuesof Incumbents Does Not Jnstiiy
CON Laws

1want to address directly one o fthe most prominent rationales
advanced for keeping CON laws, namely, that incumbent hospitals
should be protected against additional competition so that they can use
their profits to cross-subsidize care for uninsured or under-insured

patients.**” Under this rationale, CON laws would impede die entry
of such healthcare providers as independent ambulatory surgery
centers, free-standing radiology or radiation-therapy providers, single-
or multi-specialty physician-owned hospitals, because if these new
competitors were to enter the marketplace, community hospitals could
not continue to exploit their existing market power over consumers.
Put another way, without CON laws, we would see new, higher-
quality, low cost providers in the marketplace, which would put
competitive pressure on incumbent providers.

The cross-subsidization rationale essentially turns these laws on their
head. What started as laws intended to control costs have become laws
intended to inflate prices. Ironically, proponents of CON laws now
would use these barriers to entry to accomplish precisely what
economic theory would predict barriers to entry usually accomplish —
stifle competition, protect incumbent market power, frustrate
consumer choice, and keep prices and profits high.

Please do not misunderstand my point here. We arc not accusing
community hospital proponents of CON laws o f seeking these barriers
to entry for some improper purpose. We fully appreciate the laudatory
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goal oftrying to make sure that community hospitals have sufficient
funding so that they can provide healthcare services to those who
cannot afford them and for whom government payments are either
unavailable or too little to cover the cost of care. But we also want to
make clear that the use o f government barriers to entry to fund this
laudatmy purpose has costs. Importantly, to the extent legislatures
choose to help cover health care costs for the indigent, there are more
efficient ways to accomplish this goal, without incurring the costs of
impeding the proper functioning ofhealth care markets. Essentially, by
protecting incumbent hospitals from competition, CON laws allow
them to tax consumers through the exercise o f market power in order
to pursue the charitable goal of providing care to other, less fortunate
consumers. In using that funding mechanism, however, the CON laws

may do more harm than good.

First, CON laws harm the consumers who would have chosen
alternative, lower priced, higher quality, or more convenient sources of

care.

Second, CON laws impose that cost without any clear evidence that
other desired social gods are advanced. Put another way, the evidence
to date indicates that new competition does not undercut community
hospitals' ability to fulfill their charitable mission. Last year, the
federal government studied just this issue in connection wife tire
emergence of single-specialty hospitals around the country. The study
found that, for several reasons, specialty hospitals did not undercut the

financial viability of rival community hospitals.” One substantial
reason for this was that specialty hospitals generally locate in areas
that have above average population growth. Thus, they are competing
for a new and growing patient population, notjust siphoning offthe
existing customer base o f the community hospitals.

A third reason why CONs may do more harm than good results from
the beneficial effect that new competition has on community hospitals.
In studying the effect o f single-specialty hospitals, MedPAC found
that the community hospitals responded to the competition by
improving efficiency, adjusting their pricing, and expanding profitable
lines ofbusiness.”» Community hospitals encouraged physicians to
perform procedures on the hospital campus by developing centers o f

excellence and building physician offices on cam pus.”™ Overall,
community hospitals affected by specialty hospital entry maintained
profit margins in line wife national averages. Rather than undercutting
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community hospitals, we have seen that new entiy drives them to do A
betterjob. Thus, CON laws harm society in general by depriving it of
the increased efficiency that competition would have brought to die

health care market/22*

3. CON Laws Impose Other Costs and May Facilitate
Anti-Competitive Behavior

CON laws appear to raise a particularly substantial barrier to entry and
expansion o fcompetitors because they create an opportunity for
existing competitors to exploit procedural opportunities to thwartor
delay new competition. Such behavior, commonly called "'rent
seeking" conduct, is a well-recognized consequence o fregulatory

intervention in the market/23*Essentially, an existing competitor uses
the hearing and appeals process to cause substantial delays, leading
both the existing competitor and the new entrant to divert significant
funds away from delivering healthcare and to spend diem on legal
fees, consulting fees, and lobbying efforts. Moreover, much ofthis
conduct, even Ifexclusionary and anticompetitive, is unlikely to be
subject to legal challenge as a violation of the antitrust laws because it
involves petitioning ofdie state government by the existing

competitor.* Indeed, during our hearings, we received evidence of
the widespread recognition that existing competitors use the CON
process "'to forestall competitors from entering an incumbent's

market/5*

We have found that existing competitors at times go further and enter
into agreements not required by the CON laws but nonetheless
facilitated by them. Two examples arise from West Virginia, and a

third conies from Vermont

In the first West Virginia case, we found that a Charleston, West
Virginia hospital used the throat o fobjection during the CON process,
and the potential ensuing delay and cost, to induce a hospital seeking a
certificate of need for an open heart surgery program not to apply for it
at the location that would have well served Charleston consumers and

provided greater competition for their business.™* the
Charleston hospital successfully prevented the possibility o f this
competing open heart program. The state authorities never had the
opportunity to decide whether under the CON laws that second
program would have been approved because o f the unlawful
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agreement amoog the hospitals.

In the second West Virgina case, two closely competing hospitals
decided to use the CON process to allocate healthcare services

between themselves.” The hospitals agreed unlawfully that only the
one hospital would apply for an open heart program and only the other
would apply to provide cancer services. Again, the state took no
official action and consumers were deprived o f the potential
competition between these hospitals.

A third example comes from the State of Vermont There, home health
agencies entered into territorial market allocations, again under cover
o fthe state regulatory program, to give each other exclusive

geographic markets/2** That state's CON laws prevented competitive
entry, which normally might have disciplined such cartel behavior. We
found that Vermont consumers were paying higher prices than were
consumers in states where home health agencies competed against

each other.

We have learned from these matters and others that CON laws have
the potential to impede competition in ways well beyond what is
intended by their supporters.

4. CON LawsLeadTo Leas Competition and Higher
Prices

Itis not surprising, given that the prevalentjustification for CON laws
Is to protect the exercise o f market power by existing hospitals, that
studies show that the removal of CON regulation does not consistently

lead to a surge in medical expenditures.” Indeed, as one would
expect, several studies have concluded that the presence o f CON

regulations may be responsible for increases in healthcare costaP®
These findings were supported by the recent study by Georgia State
University conducted as part o fyour state's review. That study showed
that rigorous CON regulation is associated with less competitive

markets and higher prices for private inpatientcare .
IH. Framework for Evalaatfoa of CON Laws

My remarks are intended to convey to you our beliefthat CON laws
Impose substantial costs on consumers and healthcare markets. In light
ofthese costs, the Antitrust Division believes that Georgia should
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carefully consider whether, and if yea, to what degree, its CON laws
continue to serve die citizens of this state. We offer the following
framework for your consideration:

First, we suggest that the enactment or continuation of CON laws
should have a significant, clearly articulated justification, they
are government intervention in the marketplace that create barriers to
entry into healthcare markets. That substantial justification should
have a basis in serious and persuasive market studies that demonstrate
that the market has foiled in some significant way.

Second, any evaluation ofa proposed CON law should consider not
only the justification for the law but also identify and weigh the harm
to consumers that is likely to result from creating the barrier to entry.
The consideration of these potential harms should include the ways in
which the regulations could distort the market, affect incentives, or
diminish competition. A state should enact or maintain a CON law
only if h finds that the justification does more good ihan harm.

Third, in cases where the evidence does show agreater benefit than
harm from a CON law, we urge you to consider whether you can
address the problem in an alternative fashion that preserves
competition, or at least is narrowly tailored to remedy only die
demonstrated need and preserve as much competition as is possible. A
state should only use CON laws to address some problem if that
problem cannot be addressed withoutgovernment intervention in the
form ofa barrier to entry. |fa state must erect a barrier to entry, select
the approach that accomplishes the objective with the least disruptive

effect on competition.

Let me close by encouraging younotto accept withoutcareful scrutiny
claims that elimination o f CON laws will visit significant harm on
your state. We are unaware o fevidence that those states which have
eliminated CON laws have suffered such harm. The studies, cited
above, in foct suggest that elimination o f CON laws leads to improved
markets. Accordingly, we encourage you to consider c&refblly whether
the maintenance pfthose laws or theeeactmentofsew ones best

serves your citizens.

Thank you again for the opportunity to discuss our views onhow CON
laws affect competition and consumers in healthcare. | would be happy

to take your questions.
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Providence Health 4 Services (PHAS) S poaitionod |0 dominate the Male's heakh care martial
indefinitely arttti three lira s more operating revsnuo man Its doaoM compMltor, $321 irtklon
budgeted to bukd nev fsctavi bstwsso 2006 and 2008. and Ihe former t laska Comm liaionar
ol Heath and Social Service in charge of MriMaQic development.

PH IS Alaska operates four hospitals and many other ventures In south-central Alaska. The
company has no presence outside ol south-central Alaska.

According to P H IS 'l noarty released 2008 financial statement, PHAS Alaska produces tha
highetoprodl margins ofat PHAS ragiona. In 2008. Providence Alaska creeled >57 mWon in
total prait fora 96% margin IMMe die Alaska division produces 10% of PHAS operaHng
revenue, ftgenerates 19% of tha syMam's operating profit

Providenoo Alaska ModicM Center In Anchorage alone accounts for almoM had of Ml hospdal
admissions in tie Mato. Tha company employs more than 4,000 people, making it Ataaka's
lirgut priMrti unpioyir.
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company also reoertiy opened ti bed St Elea neroin
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Providanoe Alaefca M stlirrt Center (PAMC) toto"

PAMC Is the IsrgeM hoapM in Alaska. The 363- 40TE: PHAS Atoikalgutas are only tor
bed tecrtky accounted for 42% ofthe stale's lotto heiracute cam hospitals In 2006. NsMher
sorts cam hospttM admissions in 2005- sod more oomplsto tguras for PH6 Alaska in 2006
than had of Mihosptto pro* in the stats. PAMC w  hoipkM isvM bdbrmmadon to r2006 ara

provides a M range of medical, surgical, and svaAMble to data.
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Carter. Providence UtoGuard Air Ambulance rechofAlaska's thrtssn acute cars
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1295 mHon in net profit, or a 6 8% totM margin. * Oc&pency rates vara cMnrﬁtaﬁtasing
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Providence hae operated a 8-tod hospital and a
1996 in 2005, PSMC lost (402,000 form -3.7%

Providence Valdez Medical Center (PVMC)

43-bad long term car* faciHty in Seward line*
total mergm

Tha City of Valdez paya PHAS to manage the 11-bed hospitaland a 19-bed long term cam
facMy. In 2005, PVMC lost (146,000 fora -19% lo t* margin

Providence Kodiak Wand Medical Center (PKM C)

Providanoe began managing thia 25-bud hospital and a 19-bed long-term cam ta tty la 1M6
under a 10-year renewable lease from the Kodiak Wand Borough (KIB). PHAS codects no
management foe and actually pays the borough (720,000 annually tor tha right toopentefoe
fae*y In 2005, PKIMC pooled a (780.000 prof* fora 3.8 * total margin.

Growth

PHAS is cemenbng its dominance m Alaska with a plan to spend (321 mMon to buM a hoot ef

now facilities by 2008, including:

new medical ofioe buikfings

e heart institute

another cancer center

edminW rekve offices

vislor housing and

a 40-acre commercial developmentthat *
Medical Center.

C @D o e

Expending its strength in the long-term cam
market W AS opened the lor-pro* St. Ekea

surrounds' the competing Mal-Su Regional

nU B-inet #30 In Lfn lic M OFVIMG 1
Proceee - May t, 2087 [

Tpenally Hoapital in Anchorage on December My
15,2002/. Thtsp(24 mlion fadglity. a oo Mama Value
partnership between PHAS and Bridgocare Anchorage- Applicaton (1,312,975
Hospitals from Alabama, ia the onty one ofis ~ Cardtovascufor ~ Complete
kind in fhe stale. St. Elies SpecWty Hoepitel ~ UOMMWOOfi
focuses on non-critics’ patients requiring long- Area Expansion ]
term acuta care, and wB receive patents bom  Anchorage- Appecsoon  $8001614
hoapitais throughout tha ataia. OncaSt Baa  UnnMBfZIDCKI Compete
gpt™rky Hoapital damonatratea that patents [ abs
stay attha hoapital an avarago of morathan -
25 days, administrators say that Inayw M taek éﬂigrt)t';igte_ ﬁgg&%‘gn (3843588
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care hospital. Servioaa

. . L Anchorage Heering (8800000
The Stale ofAlaska is cunentiy considering Ambulatory Scheduled
applications for oirtificites olnwd for Surgery Center
PHAS Alaska projects totaing (48 mWon. Tha
most controversial project n em i lobsltw Bewwd- CON (28,100.000
propoeed imaging canter in the Matanuska- ~ Fmridenoa Approved
Susftna (Mat-Su) Valey. Mtestey Cars

Center

Matanuaka-SuaKna Valley ﬁgggg’zgid Appected

Controversy Imaging FacWy
Met-Su Imeging Appealed
Afterlosing a bid to partner with the Valey Servioaa
Total

HoapM Association, PHAS Alaska ia
aggrestively undermining the new communay

hoapkal in Maf-Su Valley, foal by purchasing land aunounding > and now by seeking to open a
competing imeging center u4fhout Certificate of Need approvel.

In 2002, the Valley Hospftai Association decided

to bukJ a new community hospital In the

Pt provicenoenBtchor/About phabait phsak o]

Matanuska-Susitna Valey that could b e * more patients localy. Lacking the cash to undertake
foe profect, the association's boerd entertained several proposals, and ukknataly antarad into a
Joint venture with for-pro* Triad Hospitals. Inc Undertha agreement, Triad agreed to spend up
fo (75 mlion on the new teciMy. maintain a local pteeence on the board of directors wifo 30%
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oftea board's vote. and proportionate* aim tee hoapM s profits trite toe cammunby. The
association refected a bid hom Providence out ofconoam teal tea company would push te

i tabiltoo pattems and then trenater lo rn to Prmridencc Anchorage Medteat Canter ratoar toaa
keeping thom al "ourarm faV-tedgad hospital’ said Elizabeth Ripley. spokeswoman lor the
Mat-Su Vailsy hosptoL "W s wanted to dahver care locaty.'she said.

The oommunty brake ground on tha nmr 74-bod Mal-Su Regional Modioal Canter on May 17,
2004 and opened to doon on January 27,2008.

Shortly baton tha daal win Triad was approved. Piovidonca had announced it had purchased
an option to buy M acros ofland jusisoulh ofthe new Mat-Su hospdalin June 2005,
Providence announced that it woutd ratocate two of ite phyaicten cOntca to a new medical otteo
building it was developing on the tend. In December 2005, Providence announced a Joint
venture with tha Imaging Associates of Providence (IAP) radiology group. The Joint vontura,
Mat-Su Imaging Servtoes. would locate in tha new office bunding.

Providence dM not Me an application fora certificate of naad ter tea imaging (actty; butin
March 2006 Noman Stephana. CEO of lhe new Mat-Su hoaphal wrote lo Haalth
Commisatoner Kartaan Jackson asking tha atale to invoaMgete whether or nota oartMcate of
need was required. In doing so, Stephens said, *Mat-Su Regional M idical Canter may be
adversely and subetentialy sheeted by the violation of the Certificate of Need statute.*

Commissioner Jachaon agreed wttti PH IS Alaska t»at the imaging fealty was srtuaSy a
physician’s office, not a "heath care facNy," and was testators exempt bom the certMhsate of
naad requhemente. Mat-Su appealed, arguing teat "IAP does not meat tea aaamption for
physician offioes as to mteot% investor is a hoepM, ProvUonce HaaMh System . Everyday
that IAP Ii mowtd lo ooofotioQ to MRIii i vtotoioo oftho too Mid finmcM v
panakaas Mat-Su Regional’' (Imaging ia a widely known as a lucrative hoabh cam business
that acute cars hosplals otlan resent because independent Imaging operations can "casam*
revenue m ay from a hospital's fragto service m ix.)

Jackson isfocted that appeal. She reversed horsed, however, ahera court rated thatan
fi(P®n04iH OOINOMC IM Iny OCWIf  »w COCHQ AtnRIi ONiteO i N irlniCM  OIN440' wBa
informed IAP on August 172006 that a cartfficate of need would be requited tor Mat-Su
Imaging Services.

Atthe request of Ed Lamb, CEO ofAlaska Regnnai Madkai Center. Jackson Informed
Providence thatlAP's Anchorage Abbott Road Imaging FaciBy would also require a certificate

of need.

Providanoe appeated both decisions. Adminiatrativo Law Judge Tarry L Thorton consolidated
tee cases in November2006. and is now considering the matter.

PH IS Alaska correct* owns at least 40-acres ofland that surrounds the Mat Su Regional
Medical Center. Tha former Providence employee who secured tea tend purchooc white ha
worked tor the hoaptal now holds a 10-year development agreement that gives him oaduarve
rights to develop tee property, where he hopes to budd a hotel, ratal and office apace, and
several ‘desbnaton restaurants. * Asked about tee property In tha vicinity ofthe new Valtey
Hospital* ftovidonoe Alaska Ragion CEO Parrish stated, "Its notonly in tee vtdnfor, It
comptolaly surrounds 1

ExacutfvM

Al Partteh became CEO oftee Providence Alaska Region in 2002 abor working in tee Alaska
tourism industry tor tee prwrtous 20 years, in a recant mterafow. Parrish acknowledged PHAS

Alaska’s ambitious plans, saying, H probably does give the appearance, which is an accurate
appearance, that we reaPy have a lot of irone in the Are. But the need was foere and we said
we wiN address teal need." Providence reports Parrish's 2006 salary as 1417,641.

Robert Dvorak eamed a 5336,162 salary si 2005 tor his work N Providence Alaska's chief
financial officer

Suean Humphrey-Bamett is tee area opotationsadm M atraur tor PHAS Alaska, steers she is
in charge of operations outekte of PAMC Her 2006 satery was 5101.644.

Joet OM=erts on. tormer Alaska Commissioner of Hostel and Social Services, is now regional
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THE COMPETITIVE EFFECTS OF NOT-FOR-PROFIT
HOSPITAL MERGERS: A CASE STUDY™*

Michael G. VirXt and Seth Sachbxl

Applying conventional horizontal merger enforcement role* to
nonprofit hospitals it cm trm m w . Critics contend that thedUkm t
objective function of not-for-profits entities rio ild mitigate on -
pethive coooerns about mergers involving nosprofc hoepttak We
analyze a merger that reduced the mumher of coenpetiton (both
aouprofit) in the alleged relevant market front three to two. We find
that the transaction wu followed by significant price increases; we
reject the hypothesis that tim e price increases reflect higher post-
mergerq sikty. This study should help policym akers aseess the valid ity
o f enreent merger enforaeenent m iss, especially aa they apply to not-
for-profit enterpriaea.

I. INTRODUCTION

Although rhbarchbrs have made innumerable attempts to analyze the
relationship between competition (@a proxicd by concentration) and
performance (e.g., price), empirical evidence on the actual competitive
effects ofhorizontal mergers ia scarce. Perhaps this is not surprising. When
assessed by oontemporary antitrust standards, most mergers (even moat
horizontal mergers) do not present a serious risk o fcompetitive harm. D a
handful that do typically either win be blocked in their entirety, or
approved conditional on the completion of some remedial action (ej., the
divestiture of a critical competitive asset to a third party) designed to
ameliorate the risk of competitive harm. Hence, candidates for the stady
of (plausibly) anticompetitive mergers wfll arise only infrequently; when,
for example, the enforcement agencies lose a merger challenge in comt,
obtaining no competitive relief, or when the enforcement agencies do not
challenge a transaction for reasons unrelated to the transaction’s perceived
competitive effects.

«This article reflects the views ofths authors, not there of Chsrie* River Areodalss. ths
Federal Trade Crrrmission. or say iodR/xfereI Ctsisaw innrr. Wo Ibank Sevens Bcrtastain,
Denis Brwn, Dan Hndw, hd ftu [, Dave Rciln, Lou ghh, John Sbnpaan, sad
psrtfcipsati in the FTC nrereu reria”™ forhdjfsi w— reSa.Esfly F ly red Sara Hrefcavy
provided saoofleot research aasistaaoe. Rssssiniag orron sis ours.

tAothor's aflHatioa: US Fedwal TrSds. ConadMiou, fOO ftwnnliaala Am, NW .,
Washington. D C 20510, USA
rresf: mHmQfc.gof

t Charles River Am natcs,60013tb S t, N W , Suite 700. W adtiagton,D C 20085, U SA
re sit' AUYCraLcam
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Thii paper takes advantage of one of these rare opportunities.1We
provide an econometric analysis of a horizontal merger in a concentrated
hospital market, Dominican Santa Crux Hospital's acquisition of its sols
rival in the city of Santa Cruz, California, AMi-Community Hospital.
According to the FTC, only two competitora—both not-for-profit—
remained in the relevant market after the transactiom2 Absent substantial
efficiencies, or a credible threat of entry, standard antitrust analysis would
predict that an increase in concentration of this magnitude likely would
lead to higher equilibrium prices for both competitors. Consequently, this
transaction would have been challenged by the FTC, had the Commission
been able to intervene before the transaction was completed.9 However,
because the transaction was too small (in absolute size) to trigger the
Hart-Scott-Rodino filing thresholds, the FTC did not receive prior
notification of the transaction, and the parties were able to consummate
the acquisition before the FTC could seek a preliminary injunction.
Ultimately, the FTC entered into a consent order with Dominican
Hospital, but the decree required only that Dominican notify the
Commission prior to any further acquisitions in the relevant geographic
market—it did not restore the premerger market structure. For this
reason, this acquisition provides an exccBent opportunity to assess, ex
post, the actual, as opposed to the predicted, competitive consequences of
a horizontal merger.

This study should be ofinterest for at least two reasons. First, as noted,
empirical studies of the price effects of horizontal mergers are com—
paratively rare, notwithstanding their apparent importance to appraising
the efficacy of federal merger enforcement policy. Studies such as this
should help policymakers assess whether the enforcement decision rules
embodied in the Merger Guidelines predict with an acceptable degree of
aocoracy the competitive consequences of actual horizontal mergers.

Second, and more specifically, the applicability to hospital markets of
the antitrust agencies’ approach to horizontal merger analysis (i.e., the
Merger Guidelines) recently has been called into question. A substantial
share of hospital output (approximately 90%) is produced by private and
public nonprofit hospitals. Critics have contended that the antitrust
agencies and courts have assumed that these not-for-profit providers seek
maximum profits, notwithstanding the substantial body of theoretical and

‘Both dM M n | Trad* Com m m and the Dapartmoat of Jaatfce have uM H earily
chatapd other heriaootal hoapital etrp n . fcwwtre, the* tr— cttoae are Im* —unaMo
to empirical analyri* than the DoaMriaa Shota Crox-Ccanaxnity Merger haraaw (1) n&
tmn*artioai ara too raoeot to aMcaraaatn — r* of poat m fg r Market paribnaaaca, Sd 7
or (2) reliable price data do aot exirt

2SeeCouple**in tin UmttertfSm ts Cnu Ho+Sal, ttuL Itt F.T.C. M2(19M).

‘See, StitrmwV of Q ai n Jaaet D.. Stdgar,in Support of Final Twnanne of Coaaaet
order MATU LU Do am Siitent Rl et SE T 6. M oo

Liam .
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empirical analyses suggesting that nonprofit entities—or mote specifically,
certain types of nonprofit entities—will eschew opportunities to profitably
exercise market power.4 For example (see Lynk [1995], pp. 440-41), H is
conceivable that a private nonprofit hospital sponsored and administered
by the local community, might Auction something like a consumer
cooperative. If so, the incentives of producers and consumers would be
aligned, and any incentives the hospital might otherwise have to raise
prices anticompetitively would be attenuated. Alternatively, the behavior
of a nonprofit hospital whose profits are used to fund some particular set
of activities valued by the firm’s managers—e.g., providing charity cate to
the poor might be indistinguishable from that of an identically situated
N -profit entity.

Whether the (potentially) different incentive structure of not-for-profit
hospitals could attenuate the exercise of market power is of more thanjust
academic interest. The courts that must adjudicate horizontal merger
challenges also have found such arguments compelling. In at least one
case,3a US Federal District Court found that the nonprofit, community-
sponsored status of the merging parties was an important factor in
rebutting an otherwise convincing frtmafacie case against the merger of
two rival hospitals.

The transaction analysed hero provides an excellent opportunity to
explore these possibilities. The acquiring entity (Dominican Santa Crux
Hospital) is part of a chain of Catholic hospitals operating in the western
United Siates. Its sole remaining rival in Santa Crnz county, Watsonville
Community, is a locally-sponsored community hospital. According to the
arguments set forth above, Watsonville Community would appear to be
the type of nonprofit hospital least prone to exercise market power; any
such propensity to charge competitive prices would, moreover, place a
powerful post-merger competitive constraint on Dominican’s aMHy to
raise prices. Consequently, ananalysis of both entities’ post-mmgar pricing
behavior should provide a valuable insight into the behavior o f nonprofit
producers.

1. PREVIOUS STUDIES OP HOSPITAL COMPETITION

Many studies of hospital competition have been carried out using a variant
of the ‘Strurture-Giaduct-Pefformance’ (S-C-P) paradigm. Early (Le.,
pre-1983) studies frequently found a negative relationship between hospital

dom L]n k [1995] for « more dsuiiad review Ofme rcfavaol theory tad evidenoe.
+sw F.T.C f. Bmmwertk Health Campamkmmd thdgta MemorialUe&odCmtm us

District Court, Werteni D ktrict d | Michigan. Soothers D ivision), September 26, 1996; (lip .
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concentration and coats,’ which usually wu interpreted gs evidence of
insuranoc-indnced moral hazard. Studies usiug data from the mid-1980s
and after typically found apositive relationship between concentration and
price.7

While suggestive, these price-concentration studies do not provide direct
evidenoe of the effects of hospital mergers. One problem with drawing
inferences about the competitive effects of mergers from this literature is
that the results tie almost surely sensitive to the way the geographic
markets are defined, since this definition will determine the value of the
concentration index.'

An alternative empirical strategy for assessing the consequences of
merger-induced changes in market structure is to directly,
through a comparison of the pre- and post-merger prices charged hy the
merged entity (and, perhaps, its plausible rivals). This ‘event stndy’
approach obviates the necessity of defining the ‘relevant market’ I f the
merger creates market power, then (after suitably controlling for other
possible shifts in the exogenous determinants o f price) one should observe
the merged entity raising its pries post-merger. It is unnecessary to identify
the relevant market to cany out this test—at minimum, one requires only
data for the merged entity.

Early applications o f the event study method (e.g., Barton and Sherman
[1984]; Kim and Singal [1993]) used a relatively simple specification: they
analyzed movements in the price of the product affected by the merger,
relative to the price of a substitute product hypothesized to faoe mumim
demand and cost conditions, but unaffected by the merger. The equality of
pre- and post-merger prices was then tested using a simple r test Later
implementations of the event study method (e.g., Schumann et € | [1992,
1997]) used a somewhat different approach—they estimated a price
equation with data spanning the pre- and post-merger periods.” The
competitive effect of the transaction was captured with a dummy variable
set equal to one for the post-merger period. This method is potentially
problematic if there are unobserved exogenous determinants of price that
are correlated with the merger dummy. If so, the merger coefficient would
reflect the competitive effects of the transaction, as well as movements in

‘For a nowprrtowNi review of this fiteratan are Puttor u i Vita (J99S). For —
work* eeeJorknw (1980) and ftobiaeon and Laft (19S3).

7Sea,if , Dnhow et o| (1993); M ctak* tt at [19921 Kaakr, M afakk aad f~
(1997; aad Smpeou and 9Uu (199SJ.

'For nanpie, aeo Loader and M cClellan (1999) and Wordao [19S9J. Oaly the fonrer tow
offered aa atornativa Method far defining antitrart market*. Although there nidoM nay to
good practical altcraatirer to patient 0dl data, it ia aanirhrtot troa that autKiw t
defined on tha baaianay lead to incorrect cooduatooi about the coaapctitrre nnodrMati itoed

by a particular pair ofaaorsiafihospfcsb-
The control vartahto ootuirted o fdemand and ooatth iflaa

eIbM M M wUini.
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these unobserved price determinants, leading one to incorrectly estimate
the price eflects of the transaction.

Below, we propose an empirical framework that combines elements of
the Barton and Sherman, and Schumann et al approaches. We believe that
this strategy will provide the best method for identifying accurately the
competitive effects ot the acquisition. Before setting forth this «»|*K«t
strategy, we first describe in greater detail the events of the Doauniean-
Santa Cnu transaction.

ID. HISTORY OF THB TRANSACTION

On March 8, 1990, Dominican Santa Cruz Hospital (‘'Doainicmiy)l a
239-bed, not-for-profit hospital, affiliated with die Catholic Healthcare
West system, purchased the only other hospital in the city of Santa Crus,
AMI-Community Hospital (‘Community’). Community, which was
affiliated with American Medical International, was Hocused for 180 bed™
and was a for-profit entity. Dominican and Community were located
about two miles apart. Five months after the acquisition (August 1990),
Community was converted completely to a nursing home/rehabibtatioa
facility. The only other hospital in Santa Cruz county was Watsonvills
Community Hospital, located about 14 miles south of the dty of Santa
Cruz. lhe city of Santa Crux is located about 40 miles south of San Joee,
and 80 miles south of San Francisco. Santa Graz county is bordered on the
south and west by the Pacific ocean, and on the north and east by the
Santa Cruz mountains.

Contemporaneous data on patient flows showed that the overwhelming
majority (about 94%) of the three Santa Cruz county hospitals’ patients
resided in Santa Cruz county, and that most (about 97%6) Santa Cruz
residents receiving inpatient hospital care received it from hospitals in that
county.10 The patient flow data also showed that very few lets than
2.3%—of ths patients at the next closest set of competitors originated in
Santa Crux county.11 In short, there was very little evidenoe to suggest that
residents of Sants Cruz county regarded out-of-county hospitals as good
substitutes for in-county hospitals, or that Santa Cruz county hospitals
sought to attract patients from outside of the county. Accordingly, the
FTC’s complaint alleged that the relevant geographic market was ‘Santa
Cruz County and/or portions of Santa Cruz County. Only two

“ Nine Santa Gras cotey TBf coda acount fa over SOH of te privately insnred
mm te ttar>te two hospitals.

Hpu»tal) were both located in Loe Oates (Santa Clan Goonty). Beth bototab were
approximately 23 a te (41 minutes driving time) from Dominican Santa Cnw Hospital.
W atsonvile Hospital, by contrast, was only 14 m te from Dominican (23 mintact drtring
time).
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hospitals—Dominican and Watsonville Community—remained in this
market post-merger. According to the Complaint, the merger increased
the market share (of patient-days) of Dominican from 82% to
approximately 73%, and increased the market share (of available beds)
from 50% to 73%. The Herfindahl-Hirachmsn Index for the relevant
antitrust market increased by over 1,700 points (from approximately 4fi20
to approximately 6,350) when measured by patient-days; and by over
2,300 points (from approximately 3,770 to approximately 6,090) when
measured by available beds. Under the Merger Guidelines enforcement
criteria, a transaction generating concentration figures of this magnitude
would be presumed anticompetitive. Absent compelling evidence that such
a merger would create substantial efficiencies or that the exercise of
market power would be constrained by the threat of entry, nocmaly the
FrC would seek to prdhninarily enjoin such a transaction.13 Had the
PTC had the opportunity to seek a preliminary injunction in this case, it
would have done so.13However, aa noted earher, the small absolute sias of
the transaction failed to trigger the Hart-Soott-Rodino filing threshold™
and the FTC was not able to seek an enforcement action until after the
transaction was completed.

In March, 1993, approximately three years after the merger was
consummated, the FTC accepted a consent agreement with Dominican
Santa Cruz Hospital and Catholic Healthcare West. The consent order did
nothing to restore the pre-merger competitive environment; it required
only that the respondents obtain the Commission's prior approval before
acquiring any other hospitals in Santa Cruz County. Although all of the
FTC Commissioners concluded that the merger probably had created
significant market power, a majority ofthe FTC Commissiooers oooduded
that the agency had few good remedies available to it.14 The acquired
hospital, Community, already had been converted to a skilled nursing/
rehabilitative care facility. Thus, the effects of the merger oomid have been
reversed only at considerable oost. Further, Sutter Health, a major
Northern California hoapital chain, had announced plans to construct an
acute care hospital in Santa Cruz, and had already purchased a 3.8 acre

12 Accordfag to the 1992 Merger GeMeMmt (03 1(c)), the [FTC] rape* aurhrta (M *
HH s above 1S00] to be highly eoaocatnied. . [when]the port-merger H H | cascade IS0O .it
w il ba p— nd that aiargtt i prodndag aa incaaae ia tha H tfl ofwon than 100 poitta
tie likely to create at eatanoamarket powar or fcdhtate to taeniae *

" Aa theo-KTC (haiwiaa Stager ot—vd at the data, fghe hca Of thia caaa provide
suffideu raaaon to h im that thia acgahiio a violalaa Sectitm 7 of tha Clayton Act
Ordinarily, such facta woaid lead the CcoaaiaaoQ lo aeafc a prehaatowj iigaactioaia M m |
dhtrict court.” See Stat: f%hainaa Taaet D. Steiger ja ftﬁfpport ofFind laaw of
Cooeeat Order |* maWe Bommkm Soots éna flet el etal 10 FTc. 382
A»4X

49ae Sm '-Wm n mger, Cpw,n—riner Azcueoaga, aad Cenraiariooer Yao
hifmtim er mu Hotﬂ?elnet til F TC 1S2(1994).

*«B— rfM Ahn Ld. M I
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rite toward that end.1’5The FTC reasoned that entry by this entity likely
would already have occurred by the time divestiture could be completed,
thereby moving the market closer to the pre-merger statue quo mote
rapidly than could be accomplished through the FTC’s administrative
process. As it turned out, some time in the second quarter of 1996, Sutter
Health opened the Sutter Maternity and Surgery Center with 30

and 21 staffed beds.

IV. EMPIKICAL ANALYSIS: METHODS AND DATA

IV(i). Basic Price Regressions

We begin our empirical analysis by first presenting some basic descriptive
information on the behavior of prices at the two remaining Santa Crus
county hospitals. Our measure of price is derived from data suppled by
the Office of Statewide Health Planning and Development (OSHPD). For
each quarter (19S6 through 1996, inclusive) we calculate the average net
revenue received per inpatient acute-care admission (or, alternatively, per
patient day®*) for privately insured patients.170 fcourse, hospitals provide
numerous inpatient services, seme of which may or may not be dcmand-
or supply-side substitutes. Nevertheless, a single measure ofinpatient price
is consistent with the so-called ‘duster’ approach to defining hospital
product markets used in virtually all hospital merger investigations.11

x iSeeremmt» h u tiiiiJem s, March |S, 1992.

" AM of Ib» crihnatee carried oat with dependent verieWee defaed i< per-dcy mteee are
available at the/fg Editorial wnbata.

Sb the OSHPD data, than an variooe eatogoriee for both p a and act patient retanna.
Net revenue ii equal to a hoepital’ap M mam a ariane any dliooaata that it odhre. la tha
rin a, the grant revaane dgaree dM apafo hetweto ioparieas aad oatpatiH t Nvweea, haeeeMc,
the met revenue ipm e do not At noted bp Draaove tt eL 19931 fadore to acopaat for
diaeouita aeriotuly uodcr/Catee the rdect of ootopcthion oa price. Tbet, eevarol afo ttaeeti
mart be deae ia order to obtain eettoetae of net i utieut rvvtune from the froee inpetfont
data. WWe OSHPD her bam oobecriag quarterly dtoa free# hMphale tinea apptmhaaMy
1950, data prior to 1956 did notia any way dritfcjpfori revenue by payer group. AS a m erit,
obeervationr from prior to 19W were eliminated. For data from 19C6 to 1992, net tapedrel
orfce was calttAMd bv aiaftisM w ***** art iyw M rt fraaa noo*lbdioM . aoa-biatfioiM
patient* by the ratio of groaa riparian revenue to ptm Ete] reveone at tha heepMri. W hile
thia act ravenne ignre cttaunalee Medicare and Medicaid patieete h doee tarririe revunae
fran aaaee patient! in varioue aoo-Medicaid indigent prograaae. Thia iat ravene figare ie
tfare rinded by diecbarpe to ehtafo the avwaga price paid pre non-Medicare, aoa-M adtaid
acatocare japetrint We ario adforiad the eaavber of drichatgre by the ratio (total aetenaa
bad debt/total reveone) ia ordorto eeeouit for bad debt

For data alter 1992, patient reveone for varioue iodtgwa program ii reported ia a aparate
category. la order to keep the obeervaliotu oonaiatcnt over thee, revenue than thia rrecgrry
war added to the revenue AgOra for cemaiero agy hutned paticots. Net price wae then
rakrW etrd udng the tame Methodology e« outlined for the 19Mto 1992 data.

"For a critical overview of the 'acute care inpatient* product aiaifcet definition uted la
tm pitaJ merger inuoetigatioae, tee Sacher and Stivis P998J.
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Figure |
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It should be noted that the price series in Figure 1 does not mdods
information on Community’s prices. Normally, we would like to sssesste
competitive effects of a merger by examining the pre- and post-merger
prices of both transaction partners. Unfortunately, that approach is not
feasible here because Community was converted to a nursing home/rehab
center shortly after the acquisition, and no post-transaction price data
are available for it.T*We have concluded, therefore, that the best available
test of the impact o f removing this competitive constraint on Domubaan’s
pricing discretion is obtained from comparing Domtmcan’s pre- and
post-mesger prices; accordingly, the regression results reported in Table
ID below are based on this comparison. However, to assess the robustncm
of these results, we also carried out all of regression analyses presented in
Table 111 using (pre-merger) dependent and explanatory variables
redefined u weighted averages of the values for Dominican and
Community. Our principal findings are robust to this modification.3*

Figures 1and 2 depict the behavior ofper-day aod per-admission prices
at Dominican and Watsonville hospilah for the entire sample period.
The dashed vertical line indicates the quarter in which the merger
occurred. Visual inspection of these series suggests that while there waa aa
upward trend in real prices predating the transaction, prices did increase

'’ The comwntoo was completed bjr Augurt 1*90. OSHPD ocatad reporting MparaSt data
forCounioSty after the lit quarter of 1990.

“ We aspwhasated with weight* baaed oa patient days, patient ducharge*, aod inpatient
revenue AS produced w aSM y the use result*. The retuki reported at the JJEBdKerfcl
webrita arc derived udng impatient revenue lig h tl

+ State* N M m UA *6t.
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in the transaction's aftermath. This assessment is supported by tho
regression results reported in oohmn (is) of Tables IH and IV. Here we
present simple rcgre ;ons of price (real net revenue per admissioo) on a
merger dummy variable (merge) and a trine trend (trine and triae-
sgoared).2l These regressions suggest a substantial post-merger price
increase at both Dominican and Watsonville, on the order of $700 and
$1,800 respectively, even when the trine trend is controlled for explicitly.
We reject the nnfl hypothesis of no merger effect at all conventional
significance levels.

While the results contained in Tables HI and IV are consistent with a
merger-induced increase in price, obviously the simple specification on
which they are based will fail to control for many of exogenous
determinants of equilibrium prices (except to the extent that they follow a
linear-quadratic ime trend). | f three omitted factors are correlated with
merge we will improperly impute their effect to the merger. Similar to
Schumann et al. (1992, 1997), we next attempt to estimr. ; a mors fuOy
specified reduced form price equation.

IV(ii). ReducedForm Price Equations
To ensure that the observed price effect of the merger is not merely the

As setsd pHvioubi sfl of the equations reported Id the paper alao have been m isalad
with the dependent variable computed on a per-tapatieot day_ betil. la the fuljr yerihed
vereion 0f the ptioe aquations, we find ?1at the rlatiw icai I|g11_1rem’ of tha on
merge fads IN the Dominican equation ( - 0.11), bat increamo IN the Wataonvflb equation

<j»-a07).
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result of omitted variable bias, it is necessary to control for factors that
likely will affect the behavior of prices both over time and across hwpfaala
It is dear that the unit of output employed in this study—an
discharge or inpatient day—is nonbomogeneous. Patient stays can and do
vary substantially in terms of their resource intensity. Conseqgpently,
cross-sectional and intertemporal comparisons of the ‘price’ of this output
are meaningless unless one controls somehow for this beterogeoeity.

We employ several such oontrob. First, like other researchers (e.g.,
Simpson and Shin [1998D, we construct an index o fhospital ‘casemix.” The
Healthcare Financing Administration (HCFA) assigns a ‘caseweight™*to
each diagnostic related group (DRG).2This index measures the ‘resource
intensity,” toed, on average, for each DRG relative to other DRGs and
over time. The OSHPD discharge data set includes the date of discharge
and DRG for each patient. Using these data, we created a quarterly
casemix indicator for each hospital used in the empirical analysts. This
was done as follows. Each non-Medicare/non-Medicaid discharge at each
hospital for each quarter waa weighted using the HCFA caaewc™ht index
for the relevant DRG. The weighted discharges were then rammed and
divided by the total number of discharges for eachquarter at each hoapital
to obtain the casemix index.

As a further control for discharge heterogeneity, we also include the
average length-of-itay for privately insured patients. Ihe rationale for
including this measure is straightforward—each additional day ofhospital
ization requires the consumption of additional labor and material
resources. One cannot compare the price of a discharge across different
time periods, or across different hospitals, unless one oontrob for
variations in length-of-stay.

Equilibrium hospital prices also will be affected by exogenous rhangra
in factor prices. We include two variables to control for these shifts. First
HCFA compotes a wage index for all urban areas (a county or set of
counties) based on the salaries and wages ofvarious health care workers in
the relevant locale. This index is used to adjust hospital payments under
the Prospective Payment System (PPS) for Medicare. As an additional
control variable, we include the BLS Producer Price Index for surgical and
medical instruments and apparatus.

It is well-established empirically that the growth of managed care
institutions (e.g., HMCj, PPOs) has facilitated more intense price
competition among hospitals (e.g., Dranove, Shanley, and Whits [1993];
Knlewski et ai. (1992]), as well as greater productive efficiency.
Consequently, other things equal, we would expect to observe lower prices

21DRGs refer to a syMw ofckM ifyiag patiaats baaad on nsdical dbfooass sad surgical
procedures. Originating at Y ak University during the 1970s, the DRG systai has boas srkkty

adopted by payers ad providersa away ofduatfyiac patients.
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in markets where selective contracting by managed care organizations is
more prevalent. Ideally, we would like to utilize some measure of the
market share of managed care institutions in the relevant market.
Unfortunately, such data are not readily available. As a proxy, we
calculate for each hospital the percentage oftotal discharges for which the
expected payment source is an HM O or other prepaid health plan.”

Similar to other empirical studies of hospital mergers (e.g., Lynk
[1995], Simpson and Shin [199RD, we include a number of other variables
to control for exogenous demand- and coat-side variation. These consist of
per capita income, the county-level unemployment rate, county population
density, share of admissions covered by Medicare, share of
covered by MediCal, and the Producer Price Index for medical and
surgical equipment.

Last, we also control for the effects of tbe October 1989 northem
California earthquake, which may have reduced (exogenously)
Watsonville’s productive capacity, leading to higher prices for reasons
unrelated to the Dominican transaction. To capture the competitive sfleots
of this event, create a dummy variable (quake) equal to 1 for the 4th
quarter of 1923 aad all subsequent periods, ud O otherwise. We also
include a dummy variable (entry) indicating dmentry ofthe small (21 bad)
Sutter hospital in 1996.

We note that the earthquake dummy variable is potentially probfcwmlk
for us, since it is highly coDinear with the merger dummy. Essentially,
there are only two quarters of data (1989:Q4-1990:Q1) that differentiate
these two variables. This may make it difficult to estimate the respective
effects of these two events on price with any precision.4 That said, there
are reasons to doubt that the quake actually had an economicaly
significant impact on Watsonvilc’s productive capacity. Whetbv
measured by total patient days or total discharges, the OSHPAD data
suggest that Watsonville’s output actually increased in the aftermath of
the quake.22

Column (b) of Tabks Ill and IV presents tbe reduoed form prfee
regressions for Dominican and Watsonville, respectively. In the case of

“ We rcrngam that thia maaapal can U m quite fhasUy ia aa ratngmrau w h ile
jointly drtum ioed with ear price wrieblec aa a Mmneegnenr. iu jndorion could M an
riviaHuanne nquarinwc Mae ia our mriarlcri oeaftriauts. Accordingly, aa aalhaaia ear
equalieai both with wtd without thia w riatle . Neae of oar raaalu are sensitiw to tUs change
in M edication. Theaereedttan icponad in fill at tha yZffBdrtnriaJaafaeite.

We aota, bowmr. thatin the m n | of (be W arionvflc rrgrcahrrw, the ooetBdmH on
both marge and quake an IsdMdusMy agnrtraat, necw tirg that there it ndBriwt rastabca
in the aap k to accantaiy lariwatn both paraawtara.

“ A icgrawicn 0f total padaW day* apint a HME tiaad and tha quake dtwm y yiridi a
uocmrin t oagaakeofSC3J1 (in . »4S065). A rim flar ragrcarion uaaif totaldlacharpe yirid i
a caeilcient (standard error) on quake equal to 53.It (18234) The fu | wgaasion reauMian
aw lahia at tha/ZffBdkoriri webeke.

e wafcaw petaw*ua *ei.
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Dominion, adding these additional explanatory factors to tha reduced
form price egmations leaves the coefficient an merge essentiaHy

(it actaaOy increases slightly, from S696/admission to S749/admMoa),
bat it does increase the standard error of the estimate, from S ift to $474,
. Tbe corresponding r statistic (1.61) leads one to reject the m il hypothans
ofnomerger price effect at the p = 0.12 significance level For Wafronvfib,
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estimating the price effect of tbe owner using the expended act of
regressors reduces the estimated merger effect from S1,843 per admission
to S496 per admission. In centre* to Dominican eqaatioo, the eteadeid
errorondie r yrge ooeideat fe Il with the addition of these regreeson to
the egnetiao. In this specification, we reject tbhe null hypothesis of no
merger effect at thbe § = 0.10 agaificaaoe level.

Tailsn
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IV(lii). Reduced Form Price Estimates with ‘Peer Group' Controls

Although we have attempted to specify the reduced form price equation
as fully as possible, it is questionable whether this specification fuHy
captures all of the exogenous factors that might affect the equilbrium
prices of the merged entity and its competitors.35 To better capture the
effects of these factors, and thus estimate mom precisely tbe equilibrium
impact of the merger, we incorporate into our empirical approach
elements of the Barton and Sherman [1984] and Kim and Singal (1993]
merger studies. These studies analyzed movements in the price of the
product affected by the merger, conditional on the price of a substitute
product believed to have faced similar demand and cost conditions, but
which is unaffected by tbe merger. By so doing, they controlled for
otherwise unobsei ' demand and cost factors, unrelated to the merger,
that might influence .utertcmporal price behavior at the merging entities.
The State of California has undertaken two studies to categorise
hospitals into ‘peer groups’ for purposes of setting Medi-Cal re—
imbursement levels, the most recent in 1991 (Department of Health
Services, [1991]). These studies form the basis for the construction of the
control group used here. The peer grouping method used by the State of
California first placed specialty, teaching, and prepaid hospitals In their
own separate peer groups. The study then used ‘duster’ analysis to poop
rural hospitals and other ‘unusual hospitals (see State of California
[1991], §5). After the latter were classified into these peer groups, only
urban short term facilities remained. These facilities were then subdivided
into peer groups on the basis of licensed bed size. In the 1982 study,
Dominican Santa Cruz and Community Hospital of Santa Cruz were
placed in the ‘moderately-sized™ urban category, while WatsonviBe was
placed in the ‘small-urban’ hospital peer group. In tbe 1991 study,
Dominican Santa Cruz was placed in the ‘medium-sized urban’ hospital
peer group, which consisted of all hospitals not ebewhere classified with
between 170 and 270 licensed beds. Watsonville was placed in the
‘moderately small- sized’ urban hospital peer group, which consisted o f a0
hospitals not elsewhere classified with between 93 and 17/0licensed beds.
We used the following procedure to establish a control group for the
current study. Pint, to ensure that peer hospitals were located in markets
as similar as possible to the Santa Cruz market, hospitals located in
counties that were part of very large Primary Metropolitan Statistical
Areas (PMSAs) were eliminated. This eliminated hospitals located in the
following counties: Los Angeles, Orange, Ventura, Riverside, San
Bernardino, San Diego, San Francisco, Alameda, Contra Costa, Marin,

* Sevan! of thecontral variates (incono. paadscatty, unondoy, boo aad vu
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San Mateo and Santa Clara. The competitive environment in inch huge
urbanised area* hkety is very different from that found in tha km
urbanized area of SantaCm .

Neat, the peer group was restricted to those hospitals that were placed
in any of the short term urban hospital peer groups in the 1991 Gahfornia
study, and were licensed with between 100aad 300 beds in that year. While
somewhat arbitrary, these licensed bed cut-offs would appear to limit the
sample to hospitals reasonably comparable to the hospitals in SantaCho.
This left 41 potential peer group hospitals. We next those
hospitals in this group that were not in the same bedaize category, and/or
th.it did not faQ under one of the urban hospital groupings in the 19*2
California Peer Group survey. This left 33 potential peer group IxMpitals.
Eight more hospitals were eliminated because (according to the 1996 AHA
Guide) they did not fill into the appropriate bedsixe category. Wa thsn
eliminated a0 hospitals that had themselves been involved in a horizontal
acquisition as reported in tbe OSHPD Hospital History Listing database,
or were located in acounty where a horizontal merger had occurred daring
the sample period. This group of 16 remaining hospitals oonstitnlei our
peer group (See Appendix A).

Columa (c) of Tables HI and 1V presents estimates of the reduced form
price regressions incorporating the peer group controls. In these equations
the dependent and explanatory variables have been redefined as the
difference between the own* and peer group value (e.g., in the Dominican
equation, the dependent variable equals the Dominican price minna the
(mean) peer group price). The results from this specification continue to
suggest a fairly Urge price effect from the transaction ($1,005/admission
in the case of Dominican; $672/admission in the cue of Watsonville).
There estimates are statistically significant at the ) =0.06 and 0.10
levels, respectively.

Many of the other coefficients in this equation have the expected sign,
but are not always statistically significant The coefficient oo average
length-of-stay (alot-d and alos-w) is positive in both equations, and
significant at the p = 0.02 level. Tbe medical equipment price index is
positive in both equations, u expected, but significant at conventional
levels only in tbe Watsonville equation. Similarly, the estimated parameter
on the casemix index is positive and significant only in the Watsonville
equation. The HMO share variable is negatively related to price in both
equations, u one would expect, but is never significant.

We also abserve an interesting pattern of results on the two event
variables, gt <eand entry. In both equations, the coefficient on entry is
large and positive; in the case of Dominican, we can reject the null of a
zero coefficient at tbe p = 0.04 significance levd. Obviously, this is
somewhat counterintuitive; one possible explanation is that the entry of
Sutter induced Dominican to increase its quality, leading to higher prices
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and higher unit coats. Thia possibility receives some support from the
expense regressions reported in column (d), which show that Dominican's
expenses per admission increased by about $263 (p = 0.08) when Sutter
entered the market. However, tbe resuks for the Watsonville equation do
not support this hypothesis.

The pattemn of coefficients on quake (positive in the Dominican price
equation, negative in tbe Watsonville price equation) can be potentially
rationalized as an exogenous quality reduction at Wateonvfile that allowed
Dominican to raise its price. The quake coefficient is not in
the Dominican equation, however, thoughit is in the Watsonville equation
(p = 0.06).

V. ALHANATIV | EXPLANATIONS POA THB FOST-MKAOBA PAJCIIJNCUASB

While the empirical results presented in Tables I11 and IV entr * f a post-
merger price increase—with the evidence strongest in the ease of the
merged entity, Dominican—our inability to observe and measure quality
perfectly means that we cannot rote out the possibility that the price
increases reflect improvements in quality, rather than increased price-cost
markups with unchanged (or even diminished) quality levels. The evidenoe
on this possibility is mixed. We observe first that the parties to the
acquisition made no such claims in defense o fthe transaction. If significant
quality improvements resulted from the transaction, they were not
foreseen by the parties at the time of transaction. Rather, tbe parties
claimed that the efficiencies from the transaction would derive from the
realization of scale-related production efficiencies.27 To the extent that
such scale economies were realized, we would expect prices to fall, other
things 'odd constant.

It is perhaps conceivable that consolidation of particular services at
Dominican could lead to volume-related quality increases—for example,
because clinical outcomes for some procedures improve as the procedure is
performed with higher frequency at a particular location.3* Then,
Dominican might be able to capture some or all o fthe value o f this quality
increase in the form of higher prices.

The problem with this explanation is that it fails to explain tbe post—
merger increase in price at Watsonville Hospital. 1 f the elimination of
Community Hospital as a provider of the services in question leads to
higher (quality-unadjusted) prices at Dominican because of the efficiencies

T See Summon! at Cneiaitennor Yaa Dominican claimed that Community HM pta!
wa* iadBciectly mtafl, and that oflcrnnrie* oouid therefor* be m ated by converting it to a
ddUad BunrfBg/rafaabOitatkm la cflity, aad ohaaaeiinf it* patient* to Dansinicaa.

"For a toga nmnbm 0T ducal procedure* tbar* it em pirical evidence that oatoomat
improve with patientvolume. Sa*.e g, Begg « rd . p99SJand Selby ttaL [199*].
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described in the preceding paragraph, Wataonvilk would cither hive to
(D) tedaoe its priee (assuming that its quality remained unchanged); *'r (2) .
match Dominican’s quality increase. 1f Wataonvilk captured some of the
patient flow that otherwise would have patronized Community, then it too
might be able to realize volume-related quality increaaee. But if this
occurred, then it is unclear why pricos would rise unless the

also had adverse competitive efleets.2* In a competitive market, prices are
determined by cost, not demand (demand determines the equflibbrium
quantity, but price will be determined by cost). If the quality of
certain aervioes increases at both hospitals (but costs remain unchanged),
then there will be a market-wide increase in donaad for the sendee,
leading to an increase in the total quantity sold. But if marginal coats am
constant, and prices am determined competitively, the price-at which this
service is sold would not change. If prices incream, it suggests that the
transaction hat increased market power, even if it simultaneously yielded
efficiencies.

It perhaps is coooeivsbk that the merger led to other types of quality
increases at both Dominican and Watsonvile that am not related to
volume, but which manifest themselves in greater resource use per patient
I so, we might observe a post-merger increase in expenaes pur admission
or expenses per day—hence prices—at both hospitals, other things held
constant We carry out two teats of thia hypothesis. First, we-eonstruct
dependent variables equal to the difference in per admission expenses
between Dominican (Watsonville) and the peer group, and regress this
difference against the same explanatory variables employed in the column
(c) regressions. Column (d) of Tables 111 and 1V reports the results o f these
regressions. The results of this test do not support the hypothesis of higher
post-merger quality. In the Dominican equation, the coefficient on merge
suggests only s small incream in per-admimion expenses; we cannot reject
the hypothesis that there was no post-merger incream in per-admisrion
expenses. Similarly, in the WatsonviBc expense regressions we und only a
small (S79) post-merger incream in per-admission expenses; as with
Dominican, we cannot reject the hypothesis that the true coefficient on
merge equals zero.

We conduct a second test of the efficiency hypothesis by examining data
on patient flows. If the transaction improved tlie quality of hospital care
provided in Santa Cruz County, relative to that provided in hospitals
outride the county, we would expect to observe {cettrk paribtu) an
increase in the proportion of Santa Cruz County residents who seek
hospital care within Santa Cruz county. To test the efficiency hypothesis,

"The othw poeaibilty is that m rfinal coat incnaaea with output Tfcii potability it
diBcuK to rccoacilc with the aAcfeocy daunt actually pat forth by the partita; La., that the
iiw p t allowed the— gad eadty to agjoy aoaloaalataS mdnrtioua in nek coat
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1 Hospitals purport that Oklahoma hospitals weut out of business due to lack of
Protectlon from CON. What are the real reasons that they went out of business, what was
he time frame, and what true impact did CON reform have on this situation (ifany)?

Numerous academic and government sponsored studies have indicated that there are many
factors that account for hospital closures. A 1989 Executive Summary by the U.S. Inspector
General of Health and Human Services examined hospital closings on a national basis found
there was no single reason for hospital closures but rather a number of conditions which
gradually weakened the financial condition of the hospital.1 Rather, the study found underlying
commonalties in closed hospitals included: (1) declining revenue due to fewer admissions, lower
third party reimbursement, more uncompensated care, and (2) rising costs due to increasing
demand for new technology, skilled personnel, and facility maintenance, renovation, or

replacement.2

According to a study at Northwestern University by Dr. R.C. Lindrooth, Ph.D, urban hospitals go
out of business when there is a surplus of beds in the area or when they treat a large percentage
of Medicaid patients, which may lead to uncompensated care.3 They also tend to be inefficient,
and when they close, the overall efficiency of the market increases. Rural hospitals go out of
business when they are less diversified. Successful hospitals provide a large proportion of
outpatient visits and surgeries while using the newest technology. The Lindrooth study also
found that hospital mergers that result in the closing of one facility have more cost savings than
other types of mergers. The study concludes that in markets with low occupancy rates and where
patient access to care is not a problem; hospitals should be allowed to close.4

A 2000 report by the U.S. Office of Inspector General within Health and Human Services of
1998 U.S. hospital closings found similar reasons as outlined above. For both rural and urban
hospitals, occupancy rates were lower than the national average. Medicare utilization was lower
than the national average, and Medicaid utilization was higher. Closed hospitals also cited
outdated equipment as a contributing factor to their demise.5

Some hospitals within Oklahoma expected to be (and subsequently have been) forced into
closure due to a negative cash-flow as a result of rising liability and malpractice insurance rates.6
Rural Oklahoma is faced with a unique set of issues which may have led to hospital closures.
Many physicians in Oklahoma are located within the major cities partially due, in part, to city

1*Hospital Closure: 1987 Richard P. Kusserow, Inspector General, U.S. Department of Health and Human

Services, May 1989, p. 7.
2*Hospital Closure: 1987' Richard P. Kusserow, Inspector General, U.S. Department of Health and Human
Services, May 1989, p. i-ii.
3"“Cause and Effect of Hospital Distress and Closure,” Richard C. Lindrooth, Northwestern University, AHRG
Grant HSIO730.
4*Cause and Effect of Hospital Distress and Closure,” Richard C. Lindrooth, Northwestem University. AHRG
Grant HS10730.
5*Hospital Closures: 1998,” Office of Inspector General, July 2000, p. 2-9.
6Edmond Lawmaker: Hospital Closing Reflects Need for Lawsuit Reform,” available at
http://mww.Isb state ok iis/fHOUSE/news7703 litml.
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hospitals which purchase rural practices.7 As an adequate supply of physicians are vital to the
operation of a hospital, some rural Oklahoma hospitals have faced closure due to the shortage pf
physician manpower.1

What studies have shown that it is especially important for rural areas to have a viable health
sector to promote growth in existing markets and to entice new businesses to the area?9
Additionally, a 2003 study of Atoka County, Oklahoma determined that the hospital is usually
the largest employer of non-farm workers, as demonstrated.10 The health sector employed ten
percent (10%) of the non-farm workforce, and when adjusted for the number of new jobs this
employment created, the impact was approximately twenty percent (20%).“ When the health
care delivery system (hospitals) fails, the overall economy suffers. It is therefore important to
allow competition among hospitals, which might result in the closing of poorer performing
hospitals, thereby allowing successful ones to thrive and maintain the local economy.

A 2002 study by Project Hope of the Center for Health Affairs reported (Streisand et alL) no
dramatic ill economic effects of rural hospital closings in Appalachia.2 Recognizing the
inconsistency with other study findings, they saw population and employment growth similar to
the average in other Appalachia areas among communities whose hospital had closed, although
employment did decline over the long-term in these communities. They reported that eight (8)
out of ten (10) communities whose only hospital had closed between 1986 and 1996, had more
jobs four (4) years after closure than two (2) years prior. However, hospitals only accounted for
about one percent (1%) of total employment in the counties studied. Reasons for hospital
closings included being a smaller hospital with less money or having nearby competitors.
Closings, though, allowed money to be reallocated for improvement of long-term care services
and ambulance services (See attached exhibit 1).M

The reasons for the Oklahoma hospitals closing include consolidation and all factors above.
There is no statistically valid evidence on record to support a condition of causation between the
repeal of Certificate of Need in Oklahoma to a reasonable certainty as the proximate cause of
market competition resulting from the relaxation of Certificate of Need regulation related to

hospital development in Oklahoma.

7**Commission Puts Physicians in Rural Areas,” Manny Gamallo, Tulsa World, May 13, 1996, p. A9.
I “Commission Puts Physicians in Rural Areas," Manny Gamallo, Tulsa World, May 13, 19%, p. A9.
9*Economic importance o f Health-care Sector in Rural Economy,” G.A. Doeksen and V. Schott, Intemational
Electronic Journal of Rural and Remote Health Research, Education, Practice and Policy. Vol. 3 (online), (June 10,
2003), pp. 1-6.
D“Economic importance o f Health-care Sector in Rural Economy,” G.A. Doeksen and V. Schott, Intemational
Electronic Journal of Rural and Remote Health Research, Education, Practice and Policy, Vol. 3 (online), (June 10,
2003), pp. 1-6.
Il “Economic importance of Health-care Sector in Rural Economy,” G.A. Doeksen and V. Schott, Intemational
Electronic Journal of Rural and Remote Health Research, Education, Practice and Policy, Vol. 3 (online), (June 10,
2003), pp. 1-6.
P“An Analysis ofthe Financial Conditions of Health Care Institutions in the Appalachian Region and their
Economic Impacts,” Jeffrey Stensland, Curt Mueller, Janet Sutton, Project HOPE, Center for Health Affairs,
December 2002, pp. i-66.
B“An Analysis ofthe Financial Conditions of Health Care Institutions in the Appalachian Region and their
Economic Impacts,” Jeffrey Stensland, Curt Mueller, Janet Sutton, Project HOPE, Center for Health Affairs,
December 2002, pp. i-66.
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2. Are there data from states/agencies on the cost and benefit ratios from repeahag CON?
How much money, if any, would be saved by repealing CON?

Several academic studies have investigated the costs and benefits of Certificates ofNeed. The
Alabama Policy Institute’s research examined two studies.14. The first study by Duke University
Professors Christopher Conover and Frank Sloan showed “no decrease in per capita healthcare
spending attributable to CON.” 15 The other, older study “found that CON was responsible for a
13.6 percent increase in per capita spending on personal healthcare services.” 16 The Alabama
Policy Institute also examined a wide variety ofstudies done by the U. S. Federal Trade
Commission and reiterated their conclusion that “there is considerable evidence that [CON

programs] can actually drive up prices...”. 77

A report about healthcare in Maine found tliat “regulatory activities (e.g., government protocols
related to licensure, Certificate ofNeed), were noted by payers as well as providers as
contributing to higher costs.”18 The report by the Department ofJustice and the Federal Tradt
Commission (quoted in the Alabama Policy Institute study) elaborates its claim that CON
program drive up prices by stating that CON creates barriers to entry.19

3. Summary of CON pros/cons.
CON RESEARCH CONSENSUS

The beneficial aspects of market competition in healthcare are significantly obstructed from
controlling costs, providing patient access and choice, and improving quality, by a number of
systemic barriers including the continued imposition of CON laws. These barriers to
competition limit the types of innovation and technological advancements that create
inefficiencies in other industries, ultimately resulting in higher costs and lower quality care.
Specific aspects ofthe challenges related to CON are examined below in greater detail.

a. Theoretical Rationale for Eliminating CON

CON regulations, by reducing competition and consumer choice, inhibit market mechanisms that
are vital components ofthe current healthcare system. Furthermore, a review ofthe literature
clearly establishes that CON regulations have not achieved the forecasted reduction ofoverall
healthcare costs, nor have they improved the quality of healthcare.

W“Certificate ofNeed Laws: Why It's Time for Repeal” by Dr. Roy Cordato, 2007, p.16-17.
B“Certificate ofNeed Laws: Why It's Timefor Repeal” by Dr.  Roy Cordato, 2007, p.17.
B“Certificate ofNeed Laws: Why It's Timefor Repeal” by Dr.  Roy Cordato, 2007, p.17.
Ir“Certificate ofNeed Laws: Why It's Timefor Repeal” by Dr.  Roy Cordato, 2007, p.17.
" “The Cost of Health Care in Maine” by the Year 2000 Blue Ribbon Commission on Health Care., November,
2000, p. 23.
10" Improving Health Care: A Dose ofCompetition” by the Federal Trade Commission and the Department of
Justice, July 2004, ch. 8, pg. 4.
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L The Certificate o fNeed Paradox

CON proponents claim that this regulatory mechanism is able to “do a lot with a little”. This
claim is based on CON’s simplistic and low budget review of capital expenditures ofthose
entities applying under the CON process and a comparison ofexisting and forecasted population,
utilization, and occupancy rates based upon arbitrary, capricious, and unfounded comparative
criteria that do not at all consider “down-stream costs”, patient access, beneficial outcomes, or
quality ofcare. CON laws seek to limit capital expenditures based on the flawed, unsupported,
and refuted assumption that limiting infrastructure investment achieves lower overall healthcare
costs. CON has been implemented as a clumsy, heavy-handed, “meat-ax" attempt by legislators
to control the costs o f healthcare by reducing duplication ofservices, without first determining
what constitutes “duplication” or whether duplication raises costs. Many hospitals and other
healthcare service providers encourage CON laws because they perpetuate a more predicable
competitive environment by limiting competition in favor ofthe established oligopoly provider.
The motives underlying the continued support for CON laws have pronounced implications for
public policy, and invite a detailed investigation ofthe goals, processes, and requirements
inherent in CON laws. By deconstructing the CON concept, the paradoxes of its development
and continued implementation become apparent.

iL Market Failure
1. Justification for Governmental Intervention

An essential element in attempting to justify government intervention in the economic,
competitive mechanisms o f the private market is tbe claimed need for correction of perceived
market failures. Regardless ofthe prior state of healthcare markets, CON reduces competition
and thereby creates or exacerbates market failures, by adding further barriers to market entry for
innovative new market entrant competitors. In essence, government regulation thwarts
innovation, and, lacking innovation, both U.S. healthcare costs, efficiencies, and quality will not
improve. CON serves as a hidden tax, unauthorized by or disclosed to the public, which is
falsely justified by unsupported claims by hospitals to avoid competitors so they can maintain
higher prices for some services in pursuit of promised cross-subsidization ofother services.

Hi. Managed Care Cost Controls

Free markets allow purchasers of healthcare services to negotiate for lower costs in the face of
the strength and leverage o festablished, large health system providers. CON laws shelter these
established, large healthcare providers from the demands and needs of purchasers and payors
regarding cost, quality, access, and patient choice. These desirable aspects ofthe healthcare
market mechanisms may, however, be substantially thwarted by hospital oligopolies under color

of CON laws.20

2 Patrick John McGinley, Beyond Health Care Reform: Reconsidering Certificate O fNeed Laws In A “Managed

Competition” System. 23 Fla. St U.L. Rev. at 141, 168.
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Integrated D elivery System s

CON regulations promote the construction of vertically integrated systems, by disfavoring
horizontal consolidation.2l “Attempts by providers to reduce costs, gain efficiencies ofsize, and
position themselves aggressively in the marketplace have resulted in the formation of integrated
delivery systems of such providers. However, the CON laws still in existence in 37 states and
the District of Columbia actually increase the costs of forming these associations, while at the
same time slowing the rate at which the providers are able to react appropriately to changing
market circumstances.”2 However, at the same time, CON adds unnecessary costs to the
development of these systems. To the extent that horizontal consolidation may allow, in a given
market and / or geographic circumstance, for achieving the significant benefits of cost, quality,
access, and patient choice, then CON defeats its own stated desired outcome and purpose.

b. Impracticality of CON Legislation

Even, in the hypothetical, it were to be determined that CON regulations were able to control
healthcare costs, major revisions would be necessary in order for them to be an effective and
valid tool for this type ofdrastic government intervention into the complex competitive
mechanisms o fthe healthcare market. The process would need to provide a more sophisticated,
science-based methodology with objective analysis ofvalid and pertinent empirical data that
reasonably considers the appropriate wider range of public health factors that are considered
within the context ofa larger public health vision. A comprehensive health planning policy,
setting forth and based upon a consensus related to desired objectives is needed in order for any
successful design or implementation of CON regulations. Lacking that, CON acts as the
subjective enforcer ofselective oligopoly interests - the “rule-of-men” not the “rule-of-law”.

Eliminates Patient Choice

There isample evidence in the economic and business literature that, in a market economy,
competition can create choices for consumers and raises quality standards as providers compete
for patient loyalty. By eliminating competition, whether through the acquisition of physician
practices or by utilizing CON to block new, competitive providers, and hospitals undermine the
primary system ofchecks and balances in healthcare - patient choice. When patient choice is
constrained or vanishes, control shifts from patients to committees of business executives,
hospital administrators, and private organizations that loudly claim to have community health as
their primary inteiest while, at the same time, often demonstrating a contempt for the
competition that provides the fundamental aspects and incentives of patient access and choice to
allow the public health objectives to be achieved.

2L McKinlay, J. B. and Stoeckle, J. D. (1988). Corporatization and the social transformation ofdoctoring.

Intemational Journal of Health Services 18.191-205.
2 Braulino Montesino, Anatomy o fa Roadblock. Health Systems Review at 30 (1996).
© Health Capital Consultants
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When patient choice is diminished, decisions about access, quality, and beneficial outcomes
become the sole purview o fthese elite groups. Inthe absence of healthy competition, they are

free to ignore patient needs and demands.

Under CON laws, patients are defacto limited to accept the services that existing providers wish
to offer them when making major healthcare decisions for themselves and their families because
their community may be determined to lack a sufficient utilization ratio to allow alternative
market entrants. Without ample consideration ofaccess to healthcare services, a patient's right
to choose for himselfand his family, the methodology utilized by CON laws does not meet the
needs ofthe healthcare community or reflect the interest of he public. Instead CON serves to
promote the oligopoly interests ofexisting, established provider organizations who find

competition inconvenient.

Closely correlated to CON laws' dangerous denial ofaccess and patient choice is the barrier to
entry posed by these rules. New medical provider entrants, no matter how efficiently and
creatively they might contribute to higher healthcare quality, more beneficial patient outcomes,
greater patient access and convenience, and lower overall healthcare costs, face substantial
opposition by these established interests, who would utilize CON laws to actively strive to limit

competition and thereby deny patient choice.

Overall Healthcare Costs Not Considered

Current CON regulations do not consider the overall costs or the totality of healthcare costs for
the state. By focusing on the capital costs, the operational costs are overlooked. Capital
investment may, in fact, reduce the overall costs o f healthcare provision.

No consideration was given to a comparison ofan overall cost ofthe continued utilization of
older technology to the investment in newer technology. Forexample, a certain piece of medical
equipment may be deemed cost-appropriate simply because it falls slightly below the
expenditure threshold. At the same time, a different piece ofequipment with improved
technology which significantly enhal~es the quality o fcare; provides a lower operating cost per
procedure; and prevents further exacerbation ofthe patient’s medical condition, thereby saving
enormous downstream patient treatment costs, is not considered cost-appropriate because the
initial investment to attain it is slightly over the application o f the artificial, arbitrary and
capricious expenditure threshold promulgated by CON laws, in this manner, these laws
irrationally defy any semblance of rational economic administration o f public health and safety,
while at the same time doing absolutely nothing to lower the overall costs o f healthcare.

Prevention, Wellness, and Other New Cost Containment Mechanisms

CON regulations are being replaced by new, more effective cost containment strategies such as
Medicare’s Prospective Payment Systems (PPS), wellness/prevention programs and education,
and, in theory, the growth of managed care. The re-evaluation of CON laws leads to the
question, “does removing certificate-of-need regulations lead to a surge in health care

© Health Capital Consultants
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spending?*'23 In December 19%, Pennsylvania's CON program expired due to an unexpected
legislative oversight. Although many people feared that this would cause serious problems for
healthcare providers in the state, they did not materialize according to local regulators and
providers. Market forces and local planning apparently took over. New Jersey has also been
cited as a state which did not experience a significant increase in health facilities after relaxing
CON standards.2Z3 Ohio, however, saw growth in the number ofnon-hospital facilities,
particularly ASCs, after eliminating CON.26

C. Lack of Data and Inappropriate Methodology

L Insufficient Data

Policy makers often do not have sufficient relevant or accurate data to guide CON decisions.

iL Reliability of CON Application Data

Kottle v. Northwest Kidney Centers is a case where information to the CON board was falsified
in order to have a new dialysis center turned down. The information helped to stifle competition
and allow the current operator to maintain a monopoly although there was a clear need for the

facility.27
iiL  CON Methodology Doesn 7 Consider All Variables

Often the methodologies employed do not include demographic analyses, epidemiological
analyses, market analyses, and forecasting analyses that account for all the relevant co-variables
involved. Instead, variables that are dependent are often considered independent for analytical
purposes. Utilization for one type of medical equipment often varies depending upon the
utilization ofother medical equipment devices.

For example, CT scanning equipment and PET scanners are both expensive enough to require
CON approval in most states with CON laws. For many types ofconditions these different
imaging tools are used for the same diagnostic purposes. Therefore greater PET utilization may

lower the utilization of CT or MRI and vice versa.

iiL Utilization Measures Don 7 Consider Population Variations

2 Christopher Conover and Frank Sloan, Does removing certificate-of-need regulations lead to a surge in health
care spending?, Journal ofHealth Politics, Policy and Law, Vol. 23 Issue 3 at 4S5.
21 “Pennsylvania: Unplanned demise ofCON program has not caused upheaval in industry.” BNA's Health Law
Reporter, Vol. 6, no. 33 (Aug. 14,1997).
2 “Opportunity at ‘Sunset’ : Missouri relaxes its certificate of need requirements for ambulatory surgery centers”
Missouri Medicine, Vol. 99, no. 2 (Feb. 2002), p. 71.
2 “Opportunity at ‘ Sunset : Missouri relaxes its certificate of need requirements for ambulatory surgery centers”
Missouri Medicine, Vol. 99, no. 2 (Feb. 2002), p. 71
2 Young M. Park, Antitrust: Monopoly of Kidney Dialysis Service—Kottle v. Northwest Kidney Centers, 24 Am.
J. L. and Med. at 503, 504 (1998).
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Utilization methods do not account for disease incidence across populations nor do they account
for the variation ofpopulation subgroups. These spatial patterns ofdisease are often not
included in CON utilization thresholds or units per population "need" methodologies. A wider
vision is needed in order to make CON regulations work.

| FINAL THOUGHTS

Ifthe market is not effective in controlling healthcare costs then other means may need to be
employed. These may range from socialized national healthcare, as is widely found in Europe
and other industrialized nations, to a a mpletely fee-for-service system. On the other hand,
managed care was touted by the government as the answer to healthcare cost inflation beginning
with the HMO Act of 1973.28 The term health maintenance organization was first coined during
this period, referring to a prepaid organization that provided healthcare to voluntarily enrolled
members in return for a preset amount of money on a PMPM basis. The HMO Act provided
grants and loans for new HMOs and aided the expansion o fexisting HMOs.29 It also required
employers (with at least 25 employees) to offer two federally qualified HMO plans to their

existing healthcare coverage mix.

Managed care did temporarily slow the growth of health insurance premiums. However,
controlling costs by limiting utilization, as CON laws also do, has not stopped cost inflation and
has lowered healthcare quality. In order to best balance quality and cost, utilization must be
controlled to prevent unnecessary care and reimbursement must be structured to provide
incentive to providers and facilities to provide adequate level ofcare including preventative

treatments.

LA Methodology Suggestions

L i1 Local Market Utilization Analysis

Any utilization analysis must also consider the context o fthe neighborhoods serviced by
.eahhcare facilities and equipment. Service area demographic analysis must be considered in
order to provide meaning to utilization data. Markets are unique and require different standards

dependent on population characteristics. Population projections and demographic analysis of
characteristics would enhance the use of utilization data.

142 The Influence ofMarket Power

Any appropriate methodology would also investigate market power. Market share can be used to
measure the potential monopolistic tendencies of hospitals in a given service area.3l Healthy

21 The Managed Health Care Handbook, 3rd edition, Aspen Publishers, 1996, p. 6.
2 The Managed Health Care Handbook, 3rd edition. Aspen Publishers, 1996, p. 6.
3 The Managed Health Care Handbook, 3rd edition. Aspen Publishers, 1996, p. 6.

3 Greenberg, W. (Dec. 1998). Marshfield Clinic, Physician Networks, and the Exercise of Monopoly Power.

Health Services Research 33(5) 1461-1476
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competition gives economic power to patients. In 1990, hospitals in more competitive markets
had average costs below those of less competitive markets.3

IA.3 Consideration of Unit Costs

Per capita costs, per day costs, per admissions, and per procedure cost should be used as a more
accurate measure oftotal hospital utilization costs.3 Cost per Relative Value Unit (RVU) may
also provide a more accurate representation of costs.

IA.4 Costs of Empty Hospital Beds

The costs of empty hospital beds should be linked to the market environment in which the
hospital operates.4 By doing so, variations in cost can be accounted for without resorting to
uniform standards that may be inequitable in certain service areas.

IA.5 Fluctuations in Hospital Occupancy Rates

Simple uses o ftarget occupancy levels are not sufficient in utilization analysis. Any analysis
must include aspects of fluctuation in hospital bed utilization over the long term and short term

to account for emergency demand.33

|.B Data Recommendations
1.B.I Population and Demographics Data

Population and demographics data utilized in CON analyses also needs careful scrutiny. For
example, U.S. Census data for specific census tracts will vary from data at the block group level,
which data is often taken from samples and is therefore less reliable. The specific Census
geopolitical designated regions for which data is available may not appropriately match the
provider catchment or patient service area for which need is being determined.

|.C  Alternate Approaches for Governmental Influence on Healthcare Costs

Free market competition independently establishes need for new health facilities, equipment, and
services. In an unregulated market, investors in new healthcare infrastructure must conduct then-
own market research into the local demand for and availability ofthe proposed health service;

2P Zwanziger J, Melnick G, Bamezai A. “California providers adjust to increasing price controls.” In Health Policy
Reform: Competition and Controls. Edited by R. Helms, pp. 241*58. Washington, DC: AEI Press, 1993.
3Antel, J. J., Ohsfeldt, R. L. and Becker, E. R. (Aug. 1995). State Regulation and Hospital Costs. The Review of
Economics and Statistics 7713) 416-422
3 Magnussen, J. and Mabley, L. R. (Nov. 1999). The Impacto f Market Environment on Excess Capacity and the
Cost ofan Empty Hospital Bed. Intemational Joumnal o fthe Economics of Business 6f31333
BHGreen, L. V. and Nguyen, G. V. (June, 2001). Strategies for Cutting Hospital Beds: The Impact on Patient
Service. Health Services Research 36(2)421
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the sources or payment and their sufficiency for local patients and payors; the existence and
capacity ofcompeting and substitute providers and services; as weli as, all ofthe other
competitive factors influencing the viability o fa new health service business investment.

Competition compels providers t.o control costs and provide quality service. This competitive
system is the basis for cost control in the U.S. economy. CON is an artificial, government
imposed barrier to competition rarely seen in the U.S. or outside ofthe healthcare industry. To
switch to a regulated system ofcost control in healthcare would require an enormous level of
control and coordination far beyond the current small scope ofthe information gathering and
analysis capacity ofexisting CON programs. Such an effort to switch to a regulated market
would be one to which Americans have historically appeared to oppose.

Michael Porter (et al.) wrote in the Harvard Business Review that,

‘fn industry after industry, the underlying dynamic is the same: competition
compels companies to deliver increasing value to customers. The
fundamental driver of this continuous quality improvement and cost
reduction is innovation. Without incentives to sustain innovation in health
care, short-term cost savings will soon be overwhelmed by the desire to
widen access, the growing health needs of an aging population, and the
unwillingness of Americans to settle for anything less than the best
treatments available. Inevitably, thefailure to promote innovation will lead
to lower quality or more rationing of care - two equally undesirable
results. "3

I f the healthcare industry is to achieve a reduction in cost in response to market pressures, then
the healthcare market must first create incentives for innovation. The barriers to competition
cannot include barriers to innovation as many do now. Healthcare purchasers, managers, and
legislators must ensure innovation takes the forefront ofany reform, ifit is to be effective.

If we are to achieve value in healthcare delivery there must be concern about how innovation
and competition can achieve the really important considerations - access, quality, beneficial
outcomes, appropriate cost and patient choice. The continued imposition of Certificate of Need
regulatory policy serves as an impediment for each ofthese objectives, and acts instead to serve
only the desire ofoligopoly health systems to avoid the inconvenience of market competitioa

3 "Making competition in health care work."” By Michael Porter, etal. Harvard Business Review, July/Aug. 1994,

p. 131
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