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Second, we calculate measures of competitiveness that are a func-
tion of these predicted patient flows (rather than actual patient flows
or capacity), and assign them to patients based on their probabilistic
hospital of admission (rather than their actual hoapital of admission).
Thus, the measure of competitiveness that we assign to each patient Is
uncorrelated with unobserved heterogeneity acrossindividual patients,
individual hospitals,and geographichospital markets. Wealsocalculate
measures of the geographic density of the size distribution, teaching
staijs, system-membership status, ownership status, and bed capacity
per patient using predicted patient flows matched to each patient's area
hospital characteristics.

Third, we use these unbiased indices of competitiveness, and
interactions between these indices and a measure of patients’ health
at the time of onset of illness, to estimate the impact of competition
on the level and dispersion of adverse health outcomes and utilization,
holdingother patientand area characteristicsconstant In these models,
observational unitsinouranalysisconsistofindividualsi*1,... (in
zipcodez and states duringyear t»1,..., D whoare initially admitted
to the hospital with a new occurrence of heart attack. Each patient has
observabledemognphiccharacteristics X*: fourage indicatorvariables
(70-74 yean, 75-79 yean, 80-89 years, and 90-99 years; omitted group
is 65-69 years), gender, and Black/non-Black race; phis a full set of
interaction effects between age, gender, and race; and interactions
between year and each of the age, gender, and race indicators. Each
patient has health status A&, where A& = 1if the patient was high risk
(La, had an acute cane hospital utilization in the year prior to his or her
AMD. The patient then receives treatment of aggregate intensity Ru,
where R is one of five measures. The patient has a health outcome Ob,
possibly affected by the intensity of treatment received, where a higher
value denotes a moreadverse outoome (O isbinaryinallofouroutcome
models).

We match to each patient tty zip code and y aar several measures
of the hospital market environment that have been shown to affect
treatmentand quality of care: the competitivenessofzipcodez's hospital
market at time t (HHI* - whether z was in the top or middle quartiles
of the distribution of HHIs of predicted patient flows), and whether z
had above the median density of patients admitted to large hospitals,
teaching hocpitals, hospitals that were members of multi-hospital sys-
tems, for profit versus nonprofit hospitals, and public versus nonprofit
hospitalsat time t (/*). To measure market size and isolate the effects of
competition-induced dispersion from the effects of market-size-induced
dispersion, we calculate each zip code's bed capacity and population at
timet (Knand Pm)-Inthe presenceof fixed coats, larger markets support
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a greater number of firm*, which can lead to an observed positive
/correlation Ixtween variety and competitiveness even in the absence
of any causal effect (see Berry and Vtfcldfogel, 1999, for discussion of
these models).
Wfe estimate linear models of outcome and utilization effects as
a function of five-digit zip-code and year-fixed effects (oa and flI>);
demographic characteristics (X”*); health status (Aw); competitiveness
(HHItf~sire, teaching, system,and ownerihlpstatusdIstTibutionofarea
hospitals ihth and bod capacity and population at time t (J* and P*).
We allow the effect of martct environment to vary depending on the
individual's health status A*:

hKfifat) = a, + 9%t+ Xu* + Aw4
oN

+ A% - 0)« (HHFCfi+ %y + JCH + P,s>
+ /(A% * +my A+ JC**+ Pm1%)+ tn, (1)

where X* is total hospital expenditures, acute care hospital expendi-
tures, non-acutecare hospital expenditures, acute care hospital days, or
non-acute care hosphaldayi; O* bread mbsion for AMI within 1 ytat,
readmission for heart failure within 1year, or mortality within 1 year;
/(-) is the indicator function; and b an independently distributed
error term, with Efcwl* «¢) = 0.

4. Risults

Thbie | presents trends in the distribution of Medicare expenditures
and health outcomes for high-risk and low-risk patients. The fraction
of patients whom we classify as high-risk ranges from 31.3% in 1966
(-49441/ (100626+ 49441)) to 285% in 1996(-44337/(111370+44337)).
Our proxy for health b strongly and positively correlated with age and
subsequent rates of adverse outcomes. High-risk patients are oidar;
almost twice as likely to be readmitted with heart failure in the year
after their AMI, and fully 14.7 percentage points more likely to die in
the year after AMI (on a sample average mortality of 364%).

Although variation tn utilization between high-risk and iow-rbk
patients has risen over time in some dimensions, it has fallen in others.
In particular, although the gap between the numbers of days spent
in an acute care hospital in the year after AMI by high-risk versus
low-risk patients rose from 213 to 27.1%, the gap between the total
expenditures for a high-risk versus a low-risk patient fell from 125
to 83%. Thia shrinking of the high-risk versus low-risk expenditure
gap is composed of a shrinking of the gap between the acute care
expenditures of high-risk versus low-risk patienb (in dollar terms, from
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$1/615 (-415,270 - $13,655) to $906 (-$20,375 - $19/467)) and an
expansion of thegap between the non-acute careexpenditure* (indollar
terms, from $60 (-$179 - $119) to $648 (-$2/452 - $1,604)) of the high-
risk versus die low-risk.

TkWe D presents estimates of equation (1), the effects of Compet-
itiveness and other market characteristics on treatment intensity and
health outcomes, allowing the effect of market environment to vary
depending on the individual's hesffli A*. The first row of Tkbie Il
confirms that prior-year acute care hospital utilisation is strongly and
positively correlated with subsequent intensity of treatment and rates
ofadvene outcomes. Holding constant their demographic characteris-
tics, area-fixed effects, and other market characteristics,Idgh-risk AMI
patients have approximately 83% higher inpatient expenditures, 93%
more inpatient days, 1.4 percentage points higher rates of readmisdon
for AMI, 43 percentage points higher rates of readmisskm for heart
failure, and almost 11 percentage points higher 1-year mortalityIn die
year after their AMI than their low-risk counterparts.

The top panel of HUfie Il shows that competitive markets have
lower expenditures for low-risk patients but not significantly worse
qguality of care. Among die approximately 70% of patients who are
low-risk, total hospital expenditures in the year after AMI were ap-
proximately 1.3% higher In the least-competitive as compared to die
most-competitive hospital markets; living in a modentdy-oompetitive
market (the middle two quartilesofHHU) leads toalmost as largeofan
effecton expenditures. The effect is presentin both acuteand non-acute
care settings, although substantially larger in percentage terms in non-
acute care. Effects of competition on outcomes are extremely small and
statistically insignificant.

The bottom panel of IkMe Il shows that competitive markets have
higher expenditures on and higher quality of care for high-valuadon
patients. Ibtal hospital expenditures in the year after AMI were ap-
proximately 13% lower In the least-competitive quartfle of hospital
markets, as compared to the most competitive markets. This effect
is exclusively due to a decrease in acute care; providers In the least-
competitive markets actually supply slightly more non-acute care. In
addition,competition haj largeand statisticallysignificantoutoomecon-
sequenoes. Patients in the least-competitive hospital markets experience
033 percentage points higher 1-year mortality than do patients in die
most-competitive markets; this effect is smaller but still significant for
patients in modemtely-competitive markets.

These effects are substantial. Incompetitive markets, the difference
in expenditures between liigh-riak and low-ittk patients is approxi-
mately 25% higher (—1235 - (-1270) than in uncompetitive markets;
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competition, then, expands the high-risk versus low-risk difference in
expenditures by almost one-third (on a base 0of 83% in 1996, TableI). In
competitive markets, the difference in mortality between high-risk and
low-risk patients is 0.60 percentage points lower (—0.822 - (-0221))
than in uncompetitive markets. In this context, competition shrinks the
high-risk versus low-risk difference in mortality by approximately 4%
(on a base of 14.7 percentage points in 1996, Table I). However, these
extra survivors may be in marginal health: rates of rendmission with
cardiac complications are significantly higher in competitive hospital
markets. This qualification :hould be interpreted with some caution,
because readmission rates measure health outcomes only imperfectly:
they represent a combination of the effect of competition on health
and the effect of competition on hospital utilization conditional on
health.

Other market characteristics affect both quality and expenditures.
Most importantly, patients from areas with a high density of teaching
hospitals have better health outcomes, regardless of their health status
onadmission. Low-risk patients from high-teaching-hospitalareas have
037 percentage points lower mortality, and no higher rates of read-
mission with cardiac complications; high-risk patients from these areas
have approximately the same mortality advantage, although they do
suffer from higher complication rates. For low-risk patients, this quality
advantage is achieved without any increase in expenditures; for high-
risk patients, it is associated with an approximately 1.6% increase in
total expenditures.

Hospital ownership affects medical expenditures, but not qual-
ity of care. For both high-risk and low-risk patients, areas with an
above-median density of public hospitals provide more acute but
less non-acute care; conversely, areas with an above-median density
of private for-profit hospitals provide more non-acute but less scute
care.

Areas with a high density of laigc hospitals provide more acute
care to low-risk patients, but less acute (as measured in days) and lesa
non-acute careto high-risk patients. For high-risk patients, this hospital-
size-induced reduction in care has important outcome implications—
0.44 percentage points higher mortality. Areas with a high density of
system hospitals provide both less acute and less non-acute care to
low-risk patients, but less acute and more non-acute care to high-risk
patients. For low-risk patients, this hospital-system-induced reduction
in care has small but statistically significant outcome implications—
0.15 percentage points higher rates of readmission with heart

failure.
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These estimated effects of competition and other market charac-
teristics ate not simply due to market sice. The models underlying the
estimates in Thble ITcontrol for both ares bed capacity and population.
Estimates of the effects of capacity and population are consistent with
earlier work (Kessler and McClellan, 2000), which finds that higher
levels of bed capacity per patient (approximately equal to the difference
between the coefficients on capacity and population from Ikble I1) lead
to significantly higher levels of expenditures, lower rates of cardiac
complications, and higher rates of mortality.

8. Conclusion

Assessing the role of vertical differentiation in markets for hospital
services is an important special case of a difficult general problem in
industrial organization. Economic theorists have developed numerous
models of the effects of competition on the distribution of qualities in
a market, but the conclusions of these models are extremely sensitive
to their underlying assumptions. More recently, empirical researchers
have begun to investigate the consequences of competition for variety
generally (see the literature review in Berry and Wkldfogd, 2003), but
data limitations have made explicit welfare conclusions difficult (with
some importantexceptions, such as Berry and Waldfogel, 1999). Because
objective measures of health outcomes, such as mortality, are available
in observational databases, markets for health care provide an ideal case
for study of this issue.

In this paper, we investigate the effects of competition on the level
and dispersion of quality and expenditures with longitudinal data on
virtually all nonrural elderly fee-for-service Medicare benefidaties with
a new occurrence of a heart attack (AMI) in 1985-1996. Our measure of
dispersion is the difference in quality and cost between patients who
have different severities of illness, and hence different valuations of
quality, but are otherwise demographicsLfy and kxattonally similar.
We separate patients into a low-risk or low-valuation and a high-risk
or high-valuation group based on the presence of acute care hospital
utilization in the year prior to AMI (approximately 30% ofelderly AMI
patients have prior-year hospital utilization); we control for patient
characteristics, the characteristics of area hospital markets, and area-
fixed effects.

We find that low-risk patients in competitive markets receive
leas intensive treatment than in uncompetitive markets, but hove
statistically similar health outcomes. In contrast, high-risk patients
in competitive markets receive more ; .tensive treatment than in
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uncompetitive markets, and have significantly better health outcome*.
Because this competition-induced increase in variation in expenditures
is, on net, expenditure-decreasing and outcome-beneficial according to
the estimates in Ihbie I1,3we conclude that it is welfare-enhancing.

These findings are inconsistent with conventional models ofverti-
cal differentiation, although they can beaccommodated by more recent
models. In conventional models, firms try to relax price competition
though differentiation. This implies that oligopoly hospitals lower the
quality of care for km-valuation patients in order to be able to charge
their high-valuation counterparts more, leading uncompetitive markets
in general to have greater variation in quality and expenditures. But
empirically, oligopoly hospitals offer a lower quality erf care for high-
risk patients at lower cost, and offer their low-risk patients roughly the
same quality at higher cost, leading uncompetitive markets to hive less
variation in quality and cost.

The intuition in Anderson and De Palma (2001) explains how
oligopoly could lead to lower levels of quality without an increase in its
dispersion. Suppose that all htwpitals were high-quality, and that this
were optimal. If one hospital switched to being low-quality both its
revenues and costs would decline, but the remaining high-quality firms
would raise their prices in the sub-game equilibrium, because of the
decrease in competition. This secondary effect increases the low-quality
hospital's profits because low- and high-quality goods are substitutes.
Because the decline in the profits of the switcher would be smaller than
the social loss, it may be profitable to switch, even though it is not
optimal Because the same argument applies to all remaining firms, the
level of quality could decline without an increase in its dispersion.

Our results supporta policy of strict antitrustenforcementin hos-
pital markets. Wcfind noevidence ofawelfaredownside tocompetition
through increased wasteful treatment variation, as some theoretical
models suggest. In addition to confirming that competition is socially
beneficial on average (eg., Kessler and McClellan, 2000), we find no
evidence that competition generates aggregate benefits at the expense
ofa subsample of patients.

If anything, bias due to endogeneity in our measure of illness
severity—whether the patient had prior-year utilization—would lead
us to the opposite conclusion, Ib the extent that competition affects
utilization before the onset of illness the same way it affects post-onset
utilization, higher levels of utilization in uncompetitive markets would

3. Baaed on 1996 avenge total hospital expenditures of (IM e IB), more oorantralad
maeketa laad to expenditure increase* (dacreasaa) of approximately J274 per knv-rtak
Odgh-Ttak) patent (274 m0013 « ZIlJ70 m0012 * 72JB7), wMch fcnptee an ¢ KB- B***
epend iture toaeaac otapproximately >110per patient(110m 07 «274 - 03 «ZNi).
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lead marginally low-risk patients to be reclassified as high-risk (because
they would be more Hkeiy to experience utilization in the year priorto
their AMD. In this case, both low-risk and high-risk patients would
appear to have better outcomes in uncompetitive markets.

Other market characteristics also affect variation in treatment, and
in turn welfare, in hospital markets. The presence of for-profit hospitals
in a market, for example, leads to market-wide reductions in various
measures of the average level of treatment intensity, but no significant
aggregate or differential (between high-risk and low-risk patients) in-
creases in ratei of adverse health outcomes. How competition and other
marketcharacteristics interact to affect variation in coatand quality, ina
model with both horizontal and vertical differentiation, isan important
topic for further study. Our results also suggest that some caution may
bewarranted in the policy debate over variationin medical care. Athast

for the portion of variation due to competition, variation in qualityand
costacross patients is socially benefidaL
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THE COMPETITIVE BEHHECTS OF NOT-FOR-PROHT
HOSPITAL MERGERS: A CASE STUDY*

Michael G. Vrrat and Sbth Sacbbr]|

Applying conventional horizontal merger enforcement rulea to
nonprofit hoapital* is controvarsial. Critics contend that the dttm at
objective function of not-for-profit* entities fooukl mitigate com-
petitive concerns about mergers involving nonprofit hoapitak. Ws
analyse a merger that reduced the another of competitors (both
nonprofit) in the alleged relsvnnt market from three to two. We lad
that the transaction was followed by significant price increases; we
reject the hypothesis that them price mcreaam (elect higher post-
merger quality. This study should help pobcymakera assess the validity
of current merger enforcement rules, especially as they apply to not-
for-profit enterprises.

. INTRODUCTION

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

competitive effects.
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Thii paper takes advantage of one of these rare opportunities.1 We
provide an econometric analysis of a horizontal mercer in a concentrated
hospital market, Dominican Santa Cruz Hospital’s acquisition of its sole
rival in the dty of Santa Cruz, California, AMI-Community Hospital.
According to the FTC, only two competitors—both not-for-profit—
remained in the relevant market after the transaction.3 Absent «nhw«wiat
efficiencies, or a credible threat of entry, standard antitrust analysts 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 Cntimissirm
been able to intervene before the transaction was completed.3 However,
became the transaction was too small On absolute sis) 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 F*C could seek a preliminary injunction.
Ultimately, the FTC entered into a consent order with Dominican
Hoapital, but the decree required only that Dominican notify the
Commission prior to any ftirtber acquisitions in the relevant geographic
market—it did not restore the premerger market structure. For tills
reasston tins acquisition provides an exccBent opportunity to asset, €X

the actual, as opposed to the predicted, competitive consequences of
a horlzontal merger.

This study should be of interest 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 pollcmnakerscja &sls whether the enforcement decision rules
embodied in the IVIEIJEI GUICEINES predict with an acceptable degree of
accuracy the competltlve consequences of actual horizontal mergers.

Second, and more specifically, the applicability to hoapital markets of

anti |es approach to horizontal merger analysis (i.e., the

Erger Uld 5recently has been called into question. A substantial
share Of hospital output (approximately 90S) is produced by private and
public nonprofit hoapitab. Critics have contended that the antitrust
agencies and courts have assumed that these not-for-profit providers seek
maximum profits, notwithstanding the substantia] body of theoretical and

'loth the Federal Trade Coaaaieeim and the Depatta aat of Jmtkx have waneeaaMy
cfaalenaed other boriaontal hospital Bergen. However, then tra— ctloBi are h a amenable
to mptrical) aoaiyda than the Doaewtraa Sente Cntz-Comaantty Berger became (I) the
tnracboes ara too repent to allow aaaaaraaaot rf poet-nargv m ite paftnam , andJ
or (2) rehaUe prioe data do aet exia.

1See Conpiaat hr the MeturcfSmU Cnu Ho+Bal, umL ISSF.T.C. M2 ( 1W4é

’See Statement of Chaitaen Janet D. Steiger ui Support of Final leeuannt tCoaeaat
Order M tke M attrt *fDorn*tom Sane Crus UotfUd. eteL 111 F.T.C M2 (1994)
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empirical analyses suggesting that nonprofit enfities™-or more specifically,
certain types of nonprofit entities—mO eschew opportunities to profitably
exercise market power.4 For example (see Lynk [1995]. pp. 440-41), it is
conceivable that a private nonprofit hospital sponsored and administered
by the local community, might function something like a consamar
cooperative. If so, the incentives of producers and consumers would be
aligned, and any incentives the hospital might otherwise have to raise
prices anticompetitiveiy 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 can to
the poor  might be indistinguishable from that of an identically situated
for-profit entity.

Whether the (potentially) different incentive structure of not-for-profit
hospitals oould attenuate the exercise of market power is of more than Just
academic interest. The courts that must adjudicate horisontal mergtr
challenges also have found such arguments compelling. In at least one
case,5a US Federal District Court found that the nonprofit, community-
sponsored status of the merging parties was an important factor in
rebutting an otherwise convincing prﬁmeféCIe case against the merger of
two rival hospitals.

The transaction analyzed here provides an excellent opportunity to
explore these possibilities. The acquiring entity (Dominican Santa Cruz
Hoapital) is part of a chain of Catholic hospitals operating in the western
United States. Its sole remaining rival in Santa Cruz 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 ability to
raise prices. Consequently, an analysis of both entities’ post-merger pricing
behavior should provide a valuable insight into the behavior of nonprofit
producers.

Il.  PREVIOUS STUDIES OP HOSPITAL COMPETITION

ny studies of hospital competition have been carried out using a variant
Ol the “Structure-Conduct-Performance’..(S-C-P) paradigm, Early (i.e.,
pre-1983) studies frequently found a neg relationship bctwu n hospital

’ Sec Lyril [1991] for a more detailed review of the relevant theory tad evidence.
>Sec F.T.C r. Bmurwortk Hm M Corporationm dB bdgttt Mmnorim IMtdkmi Cmtm (US
District Court, Weetoo Dfctrict of Michigan. Southern Diviaion). September 24, 1996, ilip.
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concentration and costs,* which usually was interpreted as evidenot of
insurance-induced moral hazard Studies using data from the nud-198Qi
and after typically found a positive relationship between concentration and
price.7

While suggestive, these price-concentration studies do not provide direct
evidence of the effects of hospital mergers. One problem with drawiiy
inferences about the competitive effects of mergers from this literature is
that the results am almost surely sensitive to the way the geographic
markets are defined, since this definition will determine the value of the
concentration index.1

An alternative empirical strategy for aasensing the consequences of
merger-induced changes in market structure is to directly,
through a comparison of the pre- and post-mcrger prices charged by the
merged entity (and, perhaps, its plausible rivals). This ‘event study’
approach obviates the necessity of defining the ’relevant market’ If 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 price post-merger. It is unnecessary to identify
the relevant market to carry out this test—at minimum, one requires only
data for the merged entity.

Early applications of the event study method (e.g., Barton and Sherman
[1984]; Kim and Singal [1993D 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 face similar
demand and oost 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 aL. [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 die transaction, as well as movements in

‘Foraceepiebarin review of this literature tee Flutter tad Vita [1994). For m W
work* we Joekow (1900) and Robiaaon and Loft [14MJ.

7S*e, i f, Dnutow el at (19931; Mdakk rl d. (1993k Kaatar, Mafatlek aw| r
(1999); md Shnpaoa aod 9*a [199S]

*For eunple, tee Ktetiar and McClellan (1999] and Warden [19S9J. Ur.'y tit* fnrawr have
offend an alternative method far defining antHrwt narfab. Although there widow way ha
food practical alternatives to pattern flow data, it is annrthetew traa that aotitraal m«*m»
defined oo this baaia may lead to iaconect cooduaioo* abootthe iiiaiilin nnaatalas* heed
by a particular pairof merpof boqtitate.

*Thacontrol variahteacoaateSad o f dnawnd and coat ehiftera

- Leami.
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these unobserved price determinants, leading one to incorrectly estimate
the price effect! of the transaction.

Below, we propose an empirical framework that combines elements of
the Barton and Sherman, and Schumann *t al. approaches. We behove that
this strategy wil provide the best method for identifying accurately the
competitive effects of the acquisition. Before setting forth tide empirical
strategy, we first describe in greater detail the events of the Dominican*
Santa Cruz transaction.

ID. HISTOUY OP TUB TRANSACTION

On March 8, 1990, Dominican Santa Cruz Hospital (‘Dominican’), a
239-bed, not-for-profit hospital, affiliated with the Catholic Healthcare
West system, purchased the only other hospital in the city of Santa Gras,
AMi-Community Hospital (‘Community’). Community, which was
affiliated with American Medical International, was Hoensed for 110 beds
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/rehabiUtatioa
facility. The only other hospital in Santa Cruz county was Watsonville
Community Hospital, located about 14 miles sooth of the city of Santa
Cruz. The city of Santa Cruz is located about 40 miles south of San Jose,
and 80 miles south of San Francisco. Santa Cruz 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%) Santa Craz
residents receiving inpatient hospital care received it from hospitals in that
county.10 The patient flow data also showed that very few less than
2.3%--0f the patients at the next closest set of competitors originated in
Santa Cruz county.” Inshort, there was very little evidence to suggest that
residents of Santa Cruz county regarded out-of-county hospitals as good
substitutes for in-county hospitals, or that Santa Cruz county hospitals
eought 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 Sun Crux county ZIP esia account for over KM of the privately tmeorw
inpabcotx al the two htwpitale.

11 The next cloaeet a*pedtors (Community Hoapital of Lea Oatoa tad Good Samaritan
Hoaprtal) owe both located in Lot Gatot (Saata dam County). Both botpihfc wen
approximately 23 otSee (41 abates driving time) from Dominican Santa Cm Hotpilai.
W iuoovile Hoapital, by contrast, m i only 14 rnilm from Dominican (23 minstet driving
time).

van isveanuaaa.
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hospitals—Dominical) 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 62% to
approximately 73%, and increased the market share (of available beds)
from 50% to 73% The Herfindahl-Hirschman Index for the relevant
antitrust market increased by over 1,700 points (from approximately 4,620
to approximately 6,350) when measnred 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, normaiy the
FIC would seek to preliminarily enjoin such a transaction.13 Had the
FTC had the opportunity to seek a preliminary injunction in tins case, it
would have done so.13However, as noted earlier, the small absolute mmof
the transaction failed to trigger the Hart-Scott-Rodino filing thresholds,
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 (notably had created
significant market power, a majority ofthe FTC Commissioners oondnded
that the agency bad 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 could have been
reversed only at considerable cost. Further, Sutter Health, a major
Northern California hospital chain, had announced plans to construct an
acute care hospital in Santa Cruz, and had already purchased a 3.8 acre

""Accor** to the 1992 Merger GuUetaee (JOJ1(c)), 'the [FTC] rapardi aarekrte (with
HHis above 1S00) to be hifbty concentrated... [when] the poM-acrpnr HH 1 cxceedi 1S00, it
wfi bo pre— rd that p arpen producing m birrraac in the HHI of wore than 100 points
are ikdji to events or enhance market povn or fadhtila itacurare.’

"As thea-FTC fhairarea Stdjar obNrvad at the tea, ftfe (acta of thia are piovidt
«uffldent reaaan to betimre that tbit aoquisiboa viotataa Section 7 of the Clayton Art.
Ordinarily, »  factawould lead the Cona— on to seek a prekeunary igjuoctioa ia federal
dhtriet cow I' Sae Stain— r af Chakman Jeaet D. Stager in Support at Thai Irensaee of
Content Order A *e Maim DomMcm Same Crux Ho+UM. el al I1tt F.T.C. M2
(0.

14See Statement! of Chairman Steiger, Comnianoner Aaeuenaga, end Cemairemoer Yao
A (hr Matter ofDemkOam Same Cha Hajfkal. eIM ilt P T C M2 (1994).
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aite toward that end.13 The 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 status quo more
rapidly than could be accomplished through the FTC’ 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 tfown—t
and 21 staffed beds.

IV.  EMPIKICAL analysis: MSTHODS AND DATA

IV(i). Basie 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 (06HFD). For
each quarter (1986 through 1996, inclusive) we calculate the average net
revenue received per inpatient acute-care admission (or, alternatively, per
patient day1*) for privately insured patients.17 O fcourse, hospitals provide
numerous inpatient services, tome of which may or may not be dcmand-
or supply-sidr substitutes. Nevertheless, a single measure ofinpatient price
is consistent with the so-caOod ’duster’ approach to defining hoapital
product markets used in virtually all hospital merger investigations.Z

Saetrmnta Bmkttu Jotnm i, march 14, 1992,

" Afi of the eetireatea canted out with ctepeodcnt variable* defined aa par-day vatnea an
avtfiabk attte / « Editorial vreMte.

171n tha OfiHPD data, than an vartea* cefagortea for both firon aad aat pattern nvaaaa.
Nat revenue U eqoal to a hoapd'a grow menu* miaiu any dliaoaata that It oflbra. la tha
data,thep aa m eant fignrae datfoptito between inpatten aad oatpattent nvaaaa, hewn at,
tha met revenue figama do not. Aa noted by Draaova at at 1993), faflan to aocoaM toe
diaooiuita nriondy uoderatate* tha eteect of w ip e titten oa price. Thai, aeveral adjiMianaiV
rauat be dcaa ia order to oblate mtheatre of net tepatteat revenue from the gran tepatiato
data. White OSHFD baa bean ooltectteg quarterly data Cram hogteak knee spptoab— Hty
19*0, A la prior to 19M did not in any way dteltofnhh revenue by payer group. Aa a raaoft,
obaervationa from prior to 1996 were eliminated. For data fraan 1916 to 1992, oat inpatient
price waa calratetad by audtipiyteg total aat ravonaa* fraan nan-Medicare, eon Madirrid
patient* by the ratio of groaa hparirer meona to pan M at revenue at tha hoapital. White
thte aat revenue figure dhnhalto Medicare and Mafiirald pattewti M doaa iactoda revenue
from aoan patteau in veriow* eon-Medicaid integral prop ane. Thi* aat nvaaaa figara ia
than drndad by dtechargn to oblate tha average price paid par non-Medicare, now-Medford
acetocare inputtent Waabo wfoaWed the atonbar of dtechargn by the ratio (total nveaaa
bad debt/total revenue) ia order to account for bad daht.

For data alter 1992, patient rrwooe for varioua indigare program iarcponad ia a aapareaa
category. la order to kaap tha obaervationa ranahtraS over tine, revenue fruaa thi* category
wa* added to the revenue flpan* for oc— nciafly injured patiaal. Nat price wa* than
calculated iitirtg the taaaa nathodotogy aa ontiinaii fee the 0 1992 data.

"For a critical overview of the 'acute cate fopatiant' product narket defeation uaad ia
hog ilal ncrgar tevaatiptiona, aae Sacher and SiNte £1998).

» aMtnwareaaantua. jm.
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Figure |
Qtartariy Km | fribepw ~dwiwioatadpar tapatiaat Day DnwMini .loapital

It should be noted that the price series in Figure 1 does not indods
information on Community's prices. Normally, we would like to assess the
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 musing home/rehab
center shortly after the acquisition, and no post-transaction price data
are available for it.I' We have concluded, therefore, that the best available
test of the impact of removing this competitive constraint on Dominican’s
pricing discretion is obtained from comparing Dominican's pre- and
post-merger prices; accordingly, the regression results reported in Table
in below are based on this comparison. However, to assess the robustness
of these results, we also carried out all of regression analyses presented in
Table 11l using (pre-merger) dependent and explanatory variables
redefined as weighted averages of the values for Dominican and
Community. Our principal findings are robust to this modification.30

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

“Thi coavanhxi « u completed by Augurt ISM. OSHPD oeatad reporting Bparate data
forComiaaty afterthr *tquarter of 1990.

“ We tipwhumlad with ought bawd oa patient daye, patient diacharget, and inpartrnt
revenue AO produced Caa utiaHy tha a a t mult*. Tha retake reported at the JIE Editorial

wefaaic arc derived uriag japatieal revenue aaighto.
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in the transaction's aftermath. Tins assessment is supported by the
regression results reported in oohnnn (a) of Tables IN and IV. Hen ire
present simple regressions of price (real net revenue per admission) on a
merger dummy variable (merge) and a time trend (time and time-
squared).1l 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 time trend is controlled for explicitly.
We reject the null hypothesis of no merger effect at all conventional
significance levels.

While the results contained in Tables in 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 time trend). If these 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 estimate a more fully
specified reduced form price equation.

IV (ii). Reduced Form Price Equations

To ensure that the observed price effect of the merger is not merely the

]J.Al noted previously, all of the equation reported in the paper elao have heea
with die dependent variable otapM | on a per-inpatient day baMt. la tbc faly eprdied
verMoo 0t the price equations, wa And that tha statistical tigaMrin r of tha codbbal on
metis M b in the Dominican equation (p - 0.11), but increasae in cfae W sttonvila aquation

Cp-ao7).
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result of omitted variable bias, it is necessary to control for factors that
likdy wiD affect the behavior of prices both over time and across hospitals.
It is dear that the unit of output employed in this study—an inpatient
discharge or inpatient day—is nonhomogeneous. Patient stays can and do
vary substantially in terms of their resource intensity. Consequently,
cross-sectional and intertemporal comparisons of the ‘prioe’ o f this output
are meaningless unless one controls somehow for this heterogeneity.

We employ several such oontrob. First, like other researchers (e.g.,
Simpson sod Shin (19981),we construct an index of hospital ‘caseuM .’ The
Healthcare Finandng Administration (HCFA) assigns a ‘caseweight’ to
each diagnostic related group (DRG).22 This index measures the ‘ranowce
intensity,” used, on average, for each DRG relative to other DRGs and
over time. The OS1IPD 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 analysis. This
was done ss follows. Each non-Medkare/non-Medicaid discharge at each
hospital for each quarter was freighted using the HCFA caseweight index
for the relevant DRG. The weighted discharges were then summed and
divided by the total number of discharges for each quarter at each hospital
to obtain the casemix index.

As a farther control for discharge heterogeneity, we also include the
average length-of-itay for privately insured patients. The rationale for
including this measure is straightforward—each additional day o f hospital-
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 controls for
variations in length-of-stay.

Equilibrium hospital prices also will be affected by exogenous changes
in factor prices. We include twe variables to control for these shifts. First,
HCFA computes a wage index for all urban areas (a county or set of
counties) based on the salaries and wages of various health care workers in
the relevant locale. This index is need 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 managnd care
institutions (e.g., HMOs, PPOs) has facilitated more intense price
competition among hospitals (e.g., Dranove, Shanley, and White [1993);
Kralewski el al. [1992D, as well as greater productive efficiency.
Consequently, other things equal, we would expect to observe lower prices

n DRGsrefer to a poem otdateifyinf patients based on medical dtignoeet <ei nrgieal
procedures Orrpnating at Y ak University during the 1970a, the DRG eytUm hse beea
adopted by payen wd providers aaa way ofduatfyiag patients.
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in markets where selective contracting by managed care organizations is
more prevalent. Ideally, we would like to utilise some measure of the
market share of managed care institutions in the relevant market.
Unfortunately, such data are not readily available. Aa a proxy, we
calculate for each hoapital the peroentsgc of total discharges for which the
expected payment source is an HMO or other prepaid health plan.2*

Similar to other empirical studies of hospital mergers (e.g., Lynk
{1995], Simpaon and Shin {1991D, we include a number o f other variables
to control for exogenous demand- and cost-sids variation. These consist of
per capita income, the county-level unemployment rate, county population
density, share of admissions covered by Medicare, share of admissions
covered by MediCal, and the Producer Price Index for medical aad
surgical equiposeut.

Last, we also control for the effects of the October 1989 northern
California earthquake, which may have reduced (exogenously)
W atsonville’s productive capacity, leading to higher prices for reasons
unrelated to the Dominican transaction. To capture the ooaspetitive effects
of this event, we create a dummy variable (quake) equal to 1 for the 4th
quarter of 1989 and aO subsequent periods, and 0 otherwise. We also
include a dummy variable (entry) indicating the entry of the small (21 bed)
Sutter hospital in 1996.

We note that the earthquake dummy variable is potentially problematic
for us, since it is highly ooDinear 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.24 That said, there
are reasons to doubt (hat the quake actually had an oconomicaly
significant impact on Watsonvifle’a productive capacity. Whether
measured by total patient days or total discharges, the OSHPAD data
suggest that Watsonvifie’s output actually increased in the aftermath of
the quake.23

Column (b) of Tables HI and IV presents the reduced form price
regressions for Dominican and Watsonville, respectively. In the case of

"W e recoganc that thi* w —put care tafaa quite piatuibiy to aa nadopmoai variable
jotadjr dataiatoned with our pries variable: ae a consequence, it* tarintona could induce
taitaw w equation* Mat ia oar criiaiatod notdMrati Aceordtagly, aa catiantt our
equation* both with aid without tfaa variable. Nona ofour retail* an muitivc to thto rfcatpn
ia noctfcatooa Than rmdttate rtponod ia fu«at tkt /W Bdtarial weberie.

We aota, however, that fa the asveral of the Wafaonvflk upaatoont, the on
both aiena and quake an tadrviduaiiy tognilfaant. wew tiag that than it luBrtoat variation
iathe nnpte to accuntriy mttoaate both pamnatcn.

25A n gnatooa of total pabtW day* tgtira a fane trend and the quake dtaaaty yield* a
iintffrliat oa qaaba of SC3.31 fra. 45). A rittofar wan ttoon utfaf total dfacharpt yfaltot
a cotffofatn (ftandatd trror) oa quake equid to 53.11 (1KL24) The fufl npettioa rotuhtan
awdfable at tha Sf£ Editorial webtota.
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Dominican, adding these additional explanatory facton to the

form price equation* leave* the coefficient on naerge essentially i

(it aciaally increaaea slightly, from $696/admiarioe t0o S749/admiarioo).
hot it does increase the standard error of the estimate, froas S10 to S474.
The corresponding r statistic (1.61) leads one to reject the m | hypnthaais
ofno merger price effect at the p = 0.12 significance levaL For W atsoavilt,
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Mtimatiot the price dfcct of the metier mini the expended act of
rtfimeote rednom the retiiwslH metier effect from $1,843 pm ndaierioe
to $496 pm mhnimiaa. In contrest to Dominicnn egnttion, the etnndmd
error on the merge roeffrient felt with the addition of them wftmeoti to
the egnetion. In thi* specification. we reject the nnO hypothesis of no
mensr effect at the p * 0.10 oignifcanoe level

Tabu Il
Dmaurnva Statistics

Variable Name M m M Una M ariam
rprfeaud 4434Si 3212* 30020
fphMLW 3097.90 1794.32 *490.120
rpriea-p sees.» 332229 4199.39
fpday-d 1192.75 423.33 1730.41
rpd*-« 994.16 393.73 194424
y-p 124273 713.33 142233
mfh it 411293 32124 49021
expedSLw 334273 23821 39402
p 493224 3113.02 442092
eipday-d 719.93 49747 91292
npday-* 79247 301.91 104400
«p4sy.e 81217 33470 111433
kogtM -riayjd 4.01 271 323
k>a*W -«tay.w 3.99 271 279
loapM -iUyg 420 3.33 4.00
am*CUitaRud 0.14 0.031 0.17
nadbCal Mara-w 029 0.10 240
awdl Catriata-p 021 0.17 029
m tlam tm d 239 0.33 0.44
otedkared w m 0J1 0.22 0.40
nadcandang 239 0.34 0.42
ounhjd 218 273 104
CSMBISIV 0.74 247 0.07
naararii p 294 204 104
pnpJ*—ity-p IMS 70.49 93.49
popdmdty_j SI1294 404.10 339.37
wMLd 029 0 000
Mao-w 944 0 023
213 203 02)
inooma-i 14104.97 1446449 1770001
iAfiOBUj 1321404 1209270 1330403
ppt-a»d 121.19 10727 1)127
mampiny-p 1244 202 1423
iwmplnyj 1.3S 5.37 13.03
waga-d 122 0.97 1.42
WIOL.W 120 0.97 139
waga-p 1.14 1.12 1.23
e-fa 0.439 0 1
243 0 1
««®» 0.11 0 1
tine 223 1 44
dnaagoand 4470 1 19340
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IV (iii). Reduced Form Price Estimates with Peer Group'Controls

Although we have attempted to specify the reduced form price aguatioo
at fully at possible, it it questionable whether this specification fully
captures all of tha exogenous factors that might affect the equilormm
prices of the merged entity and its competitors.2* To better capture the
effects of these factors, and thus estimate more precisely the 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, tat
which is unaffected by the merger. By so doing, they controlled for
otherwise unobserved demand and cost factors, unrelated to the merger,
that might influence intertemporal 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 ‘cluster’ analysis to group
rural hospitals and other ‘unusual’ hospitals (see State of California
[1991], $ 3). 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 sire. In the 1982 study,
Dominican Santa Cruz and Community Hospital of Santa Cruz were
placed in the *moderateiy-rized’ urban category, while Watsonvile was
placed in the ‘smaD-urban’ hospital peer group. In the 1991 study,
Dominican Santa Cruz was placed in the ‘medium-sized urban’ hospital
peer group, which consisted of all hospitals not elsewhere classified with
between 170 and 270 Licensed beds. Watsonville was placed in the
‘moderately smaO- sized’ urban hospital peer group, which consisted ofall
hospitals not elsewhere classified with between 95 and 170 licensed beds.
We used the following procedure to establish a control group for the
current study. First, 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,

**Several of the control variebtei (income, popdeneity, unanploy, hmo aad wage) w y ootjr
on aa aooaal, not quarterly. bans.
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San Mateo and Santa Clara. The competitive environment in such large
urbanised areas likely is very different from that found in tha leas
urbanised area of Santa Crux.

Next, the peer group was restricted to those hospitals that were placed
in any of the short term urban hospital peer groups in tbs 1991 California
study, and were licensed with between 100 and 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 hospitids in Santa Chat.
This left 41 potential peer group hospitals. We next rfhn«n»f<i thorn
hospitals in this group that were not in the same bedsize category, and/or
that did not fall under one of the urban hospital groupings in the 1912
California Peer Group survey. This left 33 potential peer group tuMpitals.
Eight more hospitals were eliminated because (according to the 1996 AHA
Guide) they did not fall into the appropriate bedsize category. We than
eliminated all hospitals that had themselves been involved in a horizontal
acquisition u reported in the OSHPD Hospital History Listing database,
or were located in a county whare a horizontal merger had occurred during
the sample period. This group of 16 remaining hospitals constitutes oar
peer group (see Appendix A).

Column (c) of Tables QI and IV presents estimates o f 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 minus the
(mean) peer group price). The results from this specification continue to
suggest a fairly large price effect from the transaction ($1,005/aAni*aion
in the case of Dominican; $672/admission in the case of Watsonville).
These estimates are statistically significant at the p= 0.06 and p=*0.10
levels, respectively.

Many of the other coefficients in this equation have the expected ago,
but are not always statistically significant The coefficient on average
Icngth-of-stay (alot_d and aloe_w) is positive in both equations, and
significant at the p = 0.02 level. The medical equipment prioe index is
positive in both equations, as expected, but significant at conventional
levels only in the Watsonville equation. Similarly, the estimated parameter
00 the casemix index is positive sod significant only in the Watsonvide
equation. The HMO share variable is negatively related to price in both
equations, as one would expect, but is never significant.

We also observe an interesting pattern of results on the two event
variables, quake and 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 the p =0.04 significance level. Obviously, this is
somewhat counterintuitive; one possible explanation is that the entry of
Sutter induced Dominican to increase its quality, leading to higher prices

*KMMUNUIMI.
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and higher unit costs. This possibility receives some support Croat the
expense regressions reported ia ootamn (d), which show that Dominican’s
expenses per admission increased by about $263v3E)= 0.08) when Sorter
entered tbs market However, the results for the Watsonville equation do
not support this hypothesis.

The partem of coefficients on quake (positive in the Dominican price
equation, negative in the Watsonville price equation) can be potentially
rationalized as an exogenous quality reduction at Watsonville that allowed
Dominican to raise its price. The quake coefficient is not significant in

Dominican equation, however, though it is in the Watsonville equation

- 0.06).

V. ALTHENATTVa EXPLANATIONS FOE THB POCT-MEBQUt PMCS MCBIASB

While the empirical results presented in Tables I11 and 1V suggest a post-
merger price increase—with the evidence strongest in the case of the
merged entity, Dominican—our inability to observe and measure gaaHty
perfectly means that we cannot rode out the possibility that the price
increases reflect improvements in quality, rather than increased price-oost
markups with unchiuiged (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 ofthe transaction. If significant
quality improvements resulted from the transaction, they were not
foreseen by the parties at the time of transaction. Rather, the parties
claimed that the efficiencies from the transaction would derive from the
realization of scale-related production efficiencies.37 To the extent that
such scale economies were realized, we would expect prices to faB, other
things held 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 of the value of this quality
increase in the form of higher prices.

The problem with this explanation is that it fails to explain the post-
merger increase in price at Watsonville Hospital. If 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

27Sm Stmlcmuit of Crwnnieeinnei Yao. Dnadaicaa datreed that Commaaity Haepital
wa* iacfkaently «naD, and that efloieadce could therefor* be naltaad by eoavertiag it to a
dolled aurdqg/rahabilitatioo facttty, and chaaaaHng its patieot* to Dawiakaa.

“ Fora Urge m int of dMcal procedure* than m empirical evidence that oatooaaae
aoprove with patient vohune. .lea, e.g, Begs al. P99g] and Selby etal [19%)].

>eto rwsuan U* M|
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described in the preceding paragraph, Watsonville would either haws to
(1) reduce its priee (assuming that its quality remained unchanged); or (2)
match Dominican’s quality increase. 1f Watsonville captured some of the
patient flow that otherwise would have patronized Community, then it too
might be able to realize volume-related quality increases. But if this
occurred, then it is unclear why prices would rise unleu the transaction
also had adverse competitive effects.2* In a competitive market, prices are
determined by cost, not demand (demand determines the equilibrium
quantity, but price will be determined by marginal cost). If the quality of
certain services increases at both hospitals (but costs remain unchanged),
then there still he a market-wide increase in demand for tha service,
leading to an increase in the total quantity sold. But if marginal costs are
constant, and prices are determined competitively, the prios at which this
service is sold would not change. If prioee increase, it suggests that the
transaction has increased market power, even if it simultaneously yielded
efficiencies.

It perhaps is conceivable that the merger led to other types of quality
increases at both Dominican aad W atsonvile that are not related to
volume, but which manifest themselves in greater resource use per patient
If so, we might observe a post-merger increase in eipcnaes per admiasion
or expenses per day—hence prices—at both hospitals, other things held
constant We carry out two tests of this hypothesis. First, we construct
dependent variables equal to the difference in per admission expenses
between Dominican (Watsonville) and the peer group, and regime this
difference against the same explanatory variables employed in the column
(c) regressions. Column (d) of Tables in and IV reports the results of these
regressions. The results of this test do not support the hypothesis o f higher
post-merger quality. In the Dominican equation, the coefficient oa merge
suggests only a small increase in per-admimion expenses; we cannot reject
the hypothesis that there was no post-merger increase in per-admisaioc
expenses. Similarly, in the Watsonville expense regressions we find only a
small (S79) post-merger increase 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 the quality of hospital oars
provided in Santa Cruz County, relative to that provided in hospitals
outside the county, we would expect to obeerve (cetirti partita) an
increase in the proportion of Santa Cruz County residents who seek
hospital cure within Santa Cruz county. To test the efficiency hypothesis,

*H»e other pomibiKty is that marguml cost increase* with output Thit posaihiUty is
difficult t0 reconcile with the efficiency deime actually pot forth by the partim; Le, that the
merger allowed the aeetped eetrty to tojfly ecafe-mkted reduction* in ask co*t



TESTIMONY
Presented to the
Interim Health Committee on Certificate of Need
October 8,2007 @ 3:00-4:00 p.m.
by
Wes Cleveland, JD, American Medical Association
Chaimman Foster, Chainman Michael and ladies and gentlemen ofthe Interim Health
Committee on Cetrtificate o fNeed (Committee), my nane is Wes Cleveland. | aman
attomey who works in the American Medical Association’s (AMA) Department of State
Legislation. For the past four years | have spent much of my time monitoring national
legislative and regulatory certificate ofneed (CON) developments. | apprediate the
opportunity to share with you some ofthe trends that | have seen, and sone ofthe
information | have gathered abbout CON from reviewing the acadenic literature and
recent state legislative CON studies. | also warnt to give you a brief sense ofhow your
state’'s CON program compares with other states.” | hope that the information | will share
with you will be useful as you think albout your state’s CON program and its future

direction.

A. Landscape of CON programs and trends

Before | discuss the findings o f CON studies, | would like to give you a serse ofthe
differing types of CON programs out there and legislative and regulatory trends.
Although 36 states have some type o f CON program, state programs can vary widely.
Some CON programs apply to abroad range ofhealth care facilities and health services.
Within these states, there can, however, be a significant difference in the monetary



thresholds that trigger the application o fCON requirements, with some thresholds being
“dollar zero” and others being set at millions o fdollars, both for facilities and major
medical equipment acquisition. A number of other States have, however, more narrowy
circumscribed statutes. For example, Florida’' s program only applies to haspitals, long-
term care facilities, hospices, and ICF-MRs. Nelraska's, Oklahoma's, and Ohio’s CON
programs only apply to long-term care facilities. lllinois’ program applies only to health
care faciliies. At the extreme is Wisconsin, which while having a CON program “on the

books,” has not had anactive CON program for the last 12to 15 years.

In terms of regulatory and legislative trends, very little has occurred in terms of CON
expansion. There have been legislative proposals to reintroduce CON prograns in repeal
states, but these have mede very little headway. At the sare time, there has also been

little in the way of restricting the scope of CON programs.

Conceming your state’'s CON program, it ggpearsto me that it is one ofthe most
comprehensive state CON programs.  For example, only Alaska, New York, and North
Caralina regulate more services (28 to West Virginia's 27). In terms ofres! ictiveness,
the American Health Planning Association ranks the West Virginia CON programasthe
fifth most restricting CON program in the U.S. Asyou willsee, restrictiveness correlates

with increased health care costs.

I would now like to share some thoughts with you about the central findings ofawealth

of siudy conceming CON.
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A. CON docs notcontrol health care costs.
There is acompelling body of peer—reviewed academic research spanning over three
decades, and state legislative-commissioned CON studies, demonstrating that CON
programs have failed to achieve their purported purpose- to restrain health care costs. In
fact, there is evidence showing that CON programs have actually increased health care
costs. A few examples will be sufficient to prove this point, and while there is awealth
ofacademic CON literature showing that CON hes not achieved its objectives, | will
generally confine my references to recent state legislative CON studies with the hope that

they might be the most relevant to you.

The only academic study | will mention today wes the result o fa major research project.
Published in 1998 in the Joumal of Health Palitics, Policy and Law by Conover ad
Sloan, this study was entitled “ Does Removing Cettificate-of-Need Regulations Lead to a
Surge in Health Care Spending?’ The study examined the purported cost-control claims
of CON over atwenty-year period, and focused on whether CON repeal led to increased
health care costs. The study concluded, “ There is no evidence ofa surge in acquisition
of facilities or in costs following removal o fCON regulations.” A number of state
legislative-commissioned studies have reached similar findings. For exanple, a Felruary
2007 CON study prepared by the Lewin Group at the request ofthe lllinois Legislature
and entitled “ An Evaluation of lllinois* Certificate of Need Program,” concluded that “A
review ofthe evidence indicates that CONSs rarely reduce health care costs, andon
occasion, increase cost in some states.” [Page 16]. In November 2006, pursuant to a

request from the Georgia Legislature, the Center for the Report of Data Analyses of



Georgia State University submitted a 264-page “ Report o f Data Analyses to the Georgia
Commission on the Efficacy ofthe CON Programt’ (the Georgia Legislature created the
Commission). This report concluded, “Across all markets, states ranked as having the
most rigorous CON regulation have statistically significantly less competition than non-
CON states....Lower levels of competition are assodated with higher costs.” [Page 7].
That report also found that “CON regulation is assodated with higher private inpatient
costs.” [Page 8]. Still another exanmple is the CON study performed by the Missouri
Serete Interim Committee on Certificate o f Need released in Decermber 2006.  This study
found that “ Certificate of need acts asan artificial barrier to entry stifling competition and
iInnovation in the healthcare market... Not only doesthis lead to higher healthcare costs
but h also limits patient choice.” [Page 13]. There are many cther peer-reviewed
academic studies that | could cite that have concluded that CON hes either failed to
control, or has actually increased, health care costs, and | will be happy to provide you

with references if that would be helpful to you.

B. CON is not an effective quality improvement mechanism.

Although CON programs were not developed to address quality concems, some have
proposed that CON can promote quality. These quality claims have also been closely
examined, and the results are, at best, inconclusive. For example, the Georgia legislative
study referenced earlier stated, “ There is considerable variation on a number of
dimensions o f quality across markets. However, there is no gpparent patterm with respect

to Certificate of Need regulation and no statistical correlation.” [Page 9]. The Lewin



Group'sreport for the lllinois Legislature similarly concluded that, conceming the ability

ofCON laws to increase the quality of care,
even the strongest supporters o f maintaining the program agree that the
areawhere CON candirectly influence quality is narrow....CON laws
impact on quality and care is limited.
[Pageii]. An earlier 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 aoccessto care. For exaliple, in 2003
the Michigan Department o f Community Health commissioned two noted CON public
policy scholars at Duke University to evaluate Michigan’s CON program.  That study,
entited “ Evaluation of Certificate ofNeed in Michigan,” found that “CON hes limited
ability to inpact the overall cost ofhealth care or to address issues raised by care for the
uninsured and underinsured.” [Page 132]. The 2007 lllinois legislative stud) performed
an extensive economic analysis that compared the profit margins o f safety-net hospitals
in CONstates with safety-net hospitals </\non-CON states. The study concluded that its
collective research and analysis “do not support the argument that CONs provide a
protective effect for safety-net hospitals' financial status’ [Page 28] The Georgia
legislative commission study found that CON's affect on anoess was no more than
“mixed.” [Page 72]. Academic literature examining CON's purported affect on acoess

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 of restrictiveness, which is contrary to the national trend o fnot
expanding CON programs. Therefore, based on state legislative CON activity that | have
been following for several years, | cantell you that West Virginia's recert decision to

authonze amore restrictive CON rule is not in the nom.

| applaud the West Virginia Legislature for its willingness to evaluate its CON Laws, asa
number of other 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 ofquality
improvement, and CON does not promote accessto health care. As the lllinois

legislative report perhaps stated best “ our resuits are consistent with abody of literature
that indicates CON rarely achieves its stated goals." [Page 28]. | hopethat you find this
information useful as you think about your own state’' s CON program.

Thankyou



Certificate ofNeed hinders health care innovation
1. Posted by The Birmingham News October 14.2007 2:00 AM
Bv MICHAEL MORRISEY andMICHAEL CIAMARRA

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 w ill be discovered over the next 25 years w ill 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 imegination.

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

Alabama's Certificate o fNeed is an amazing program that requires
hospitals, nursing homes and other medical facilities such as
ambulatory surgery centers and diagnostic imaging facilities to have
the explicit approval o f the state before 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.

'W hat is amazing is that there is virtually no rigorous em pirical
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 heyday o fthe program in the 1980s and is still true in
more recent evaluations. Yet CON continues to exist for hospitals
in Alabam a and 25 other states and effectively limits new hospital
construction and even needed renovation.

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



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 requited
a dav or more in the hospital. The American Hospital Association
reported that in 2004. there were more than 17 outpatient surgeries
conducted in U.S. hospitals for every one surgery that required an
overnight stay. Ambulatory surgery centers represent a com petitive
alternative to hospitals for these outpatient procedures.

Nationally, recent research suggests that on average, every free—
standing ambulatory center per 100.000 population in «
metropolitan area is associated with a reduction o f4.3 percent in the

number o f hospital-based outpatient procedures. The battle in
Georgia was over entry o fnew 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 notonly focused on keeping out new forms o f health care
delivery, it is also concerned with how, or even 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 fthe state now have longer travel

times to getto a hospital.

In both communities, existing hospitals land new providers'!l would



almost certainly be w illing to build in the growth corridor. Much of
what stops them is the CON process. Any proposed action w ill 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 w ill be tied up
with CON hearings, decisions, appeals and more appeals.

Finally. Alabamians needn't be reminded o f the embarrassmento fa
former governor and a former hospital CEO who were convicted in
a federal bribery case associated with an appointment to the

Alabama CON board.

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 can.ful processes, but it seems foolish to go through

all o fthat for a program that doesn't provide benefits to the citizens

o f the state.

The CON program never controlled costs and has become a
mechanism to lim it competition in health care, making all o fus
worse off. Alabama's CON is a hindrance. Seven years ago. The
Birmingham News noted. "Ifs time A labama consider whether
CON should be tossed into the dump heap." It's past time. Ifs time
now for the Legislature to dismantle CON completely.

Michael Morrisev isg professoro fhealtheconomicsla  UAB.
School ofP ublic Health.

E-mail - mo rrisev(@)uab.edu
Michael Ciamarra isvice president gf(®.Alabama Policy Irstitute,

E-mail - michaelc($alabamapolicv.ork%
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M ARK J. BOTTI
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Before A Joint Session of
The Health and Hum an ServicesC om mitteeo fthe State Senate
aad
The CO N SpecialComm ittee ofthe State House of
Representatives

ofthe General Assem bly ofthe State ofGeorgia
February 23,2007

Good afternoon.Jwantto thank Chairman Thomasand Chairman
Cooper fortheirinvitation to the AntitrustDivision o fthe U.S.
Departmento flJustice to appear before you today and to share our
views on the impacto fCertificate ofNeed ("CON"”) lawson

healthcare markets.

My name is Mark Botti. |l am the Chiefo fthe Litigation I Section o f
the AntitrustDivision. My group hasapproximately 30 attorneys and
additional staffdedicated to enforcemento fthe antitrustlaws and

advocacy o fthe importance ofcompetition inanumberofsectorsof

the nation'seconomy. In particular, we focus to a substantialdegree on
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healthcare markets. In doing thatwork, we conferclosely with a large
team o fAntitrustDivision economists holding doctorates in the study
ofmarkets and theirperformance, including a number with
specialization in the performance ofhealthcare markets. W e also
confer closely with the attorneys and economists atthe Federal Trade

Com mission, who also have dedicated time to the study ofhealthcare

markets.

My remarks today are builton the work o fthese professionals and the
Antitrust Division's decades long focus on healthcare markets. Over
those years, we have broughtmany antitrustcases in markets across
the country involving hospitals, physicians, ambulatory surgery
centers, stand-alone radiology programs, medical equipment,
pharmaceuticals and other healthcare products. Through thatwork we
understand the com petitive forces thatdrive innovation in and contain
the costs o fhealthcare. W e consultregularly with federal and state
agenciesresponsible for the delivery o fhealthcare services and the
setting o fhealthcare policy. Our attorneys and economists study the
latestacademic and policy works in healthcare on anongoing basis.

W e have on many occasions metinformally and formally with experts
in the field. For example, in the firsthalfo fthe 1990s, the Federal
Trade Com m ission and the AntitrustD ivision com m itted substantial
resources to the study ofcompetitive markets, outofwhich effort we

prepared a series o fnine antitrustenforcementprinciples thatguide

industry behavior today Il worked on those enforcement statem ents

and am directly responsible for their application. More recently, in
2003, we conducted 27 days ofhearings on com petition and policy
concerns in the healthcare industry, heard from approximately 250

panelists, elicited 62 written subm issions, and generated almost 6,000

pageso ftranscripts.” As aresultofthateffort, we published an

extensive report, entitled ImprOVing Health Care:A DOSEOf

Competltlon, inJuly 2004 .~ I oversaw the Antitrust Division's work

on those hearings and thatreportand am the designated pointo f

contact atthe Division regarding the report.

I. Scope ofRemarks

rhe Antitrust Division's experience and expertise has taughtus that
Certificate o fNeed laws pose a substantial threatto the proper
performance o fhealthcare markets. Indeed, by theirvery nature, C O N
laws create barriersto entry and expansion and thus are anathem a to

free markets. They undercutconsumerchoice, weaken markets'ability
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to contain healthcare costs, and stifle innovation. W e have examined
historical and currentarguments for CO N laws. They do notprovide
an economicjustification for depriving consumers o fthe benefits o f
free markets. To the extentnon-economic goals are pursued, the use o f

CON laws to help pursue them imposes substantial costs. Those goals

can be betterachieved through other mechanisms. | will explainour
reasoning in more detailinjusta moment; butfirstallow me to
respectfully suggestto you our bottom line — we hope you will

carefully consider the substantial coststhatC O N laws impose on

consumers asyou evaluate whether to reform those laws in your state.
|l have notcome here today to discuss the details ofany particular
proposal before you forthe reform ofGeorgia'sCO N laws. | am,
however, generally familiar with the issues before you and recognize
them asissuesthatCO N laws presentin other states and other
markets. M y remarks, accordingly, will focuson the impacto fand
justifications for C O N lawsgenerally. For yourconvenience, |l am

leaving with you foe written texto fthese remarks with citations to

relevant sources included.

In offering these remarks, please understand thatitisnotthe Antitrust
Division's intentto "favor any particular procom petitive organization
or structure ofhealth care delivery over other form s thatconsumers

may desire. Rather, [our] goal is to ensure a com petitive marketplace

inwhich consumers will have the benefitofhigh quality, cost-

effective health care and a wide range ofchoices Ouroverall

m ission is to preserve and prom ote com petition, rather than to preserve

any particular marketplace rival or group o frivals.

D.Importance ofCom petition and the Harm Cansed by

Regulatory Barriers to Entry
A. The BenefitsofCom petition In Healthcare

Letme setthe stage for explaining ourconcerns aboutthe harm from
CON laws by talking fora momentaboutcompetition in healthcare
generally. No doubtthere are aspects o fthe delivery ofhealthcare
services thatmakehealthcare different from other sectorso fthe
economy. The health ofany individual is a sensitive and very
importantmatter. Butin ourconcern over the health and well-being of
our fellow citizens, we asgovernmentofficials should notlose sightof
a basic truth - market forcesimprove the quality and lower the costs

o fhealthcare services. Increased com petition in healthcare markets

hitp"A¥ww .uadoj.g<>y/«ti/publk/oommenti/223754Jtfm 11/16/2007



Competition in Healthcare and Certificateso fNeed Pape4 of 14

does notrequire us to chooae between obtaining the benefits o f
com petition orthe delivery ofhigh-quality healthcare. Com petition
drives innovation and ultim ately leads to the delivery o fbetter

healthcare. Government intervention can undermine the ability of

markets to deliver that benefit.

The proposition thatcom petition cannot work in healthcare is sim ply
nottrue. Similararguments, made by engineers and later by lawyers,
thatcompetition fundamentally doesnotwork in their industries and is

harmful to public policy goals, have been soundly rejected and private

restraints on com petition have long beencondemned.” Indeed, at
leastsince the Supreme Court's seminal 1943 decision in a case
broughtby the Departmento flustice againstthe American Medical
Association, com petition hasplayed a critical role in shaping the
delivery o fhealthcare in thiscountry. The AntitrustDivision and the

Federal Trade Com m ission have worked diligently to make sure that

private barriersto thatcom petition do notarise/ 6"

During our extensive healthcare hearings in 2003, we obtained
substantial evidence aboutthe role ofcompetition in our healthcare
delivery system and reached the conclusion thatvigorouscom petition
among healthcare providers "promotes die delivery ofhigh-quality,
cost-effective healthcare.” Com petition results inlower prices and

broader access to health care and health insurance, and in particular

non-price com petition can promote higherquality.”

This finding is notsurprising. W e saw in the 1990s the grow th o f
managed care and the impactithad on the costand availability of
insurance. Com petition among and between hospitals and physicians
intensified with the developmentofmanaged care organizations. In
addition to putting pressure on costs, managed care plans have
pressured providers to use shorter hospital stays and to offer
alternative outpatienttreatments. This evolution in health care
purchasing led to lower costsand increased choice withoutsacrificing
quality. Moreover, lower costs and improved efficiency made health

insurance more affordable and available.

Com petition also helped bring to consumers importantinnovations in
healthcare technology. For example, health plan demand for lower
costs and "patientdemand for a non-institutional, friendly, convenient

setting for their surgical care” drove the growth ofAmbulatory

Surgery Centers/” Ambulatory surgery centers offered patients more
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"convenient locations, shorter waittime, and lower coinsurance than a

hospital department””~ Importantto the success ofthese com petitive

forces in improving the delivery ofcare to consumers wasthe

availability oftechnological advances, such as endo. xjpic surgery and

advanced anestheticagents.” Thus, competition harnessed thisnew

technology and broughtitto consumers in the lowercost, more
convenientsetting ofambulatory surgery centers. The impacton
traditional general acute care hospitals led to those hospitals
responding to the com petition by delivering more care, in a better
manner, in an outpatient setting, both attheirown campuses and at
ambulatory surgery centers in which they invested.

Thistype ofcompetitive success story hasoccurred again and in
healthcare in the area ofpharmaceuticals, urgentcare centers, and
elective surgeries such as Lasik procedures, to namejusta few.

W ithoutprivate or governmental impediments to theirperformance,

wecan expecthealthcare marketsto continue to deliverthese benefits.

Forexample, we are on the cusp ofa potentially significantadvance in
how com petition em powersconsumer choice, thus delivering more
quality and containing costs. In an August22,2006 Executive Order,
the President ordered executive agencies to take steps to prom ote

transparency in healthcare quality measures and pricing and to

facilitate the developmento fhealth information technology.” In
implementing thatdirective, the DepartmentofHealth and Hum an
Services (HHS), haslaunched a transparency initiative for value-
driven health care that aim s to facilitate the delivery ofbettercare at
lowercosts. Sim ilarly, private health planshave developed products
thatgive consumers greaterchoice and more information, with aneye
toward improving quality while controlling costs. And new companies

are entering the marketseeking to provide more information and
empowerconsumerchoice in healthcare m arkets.” Capturing the
promise o fthese initiatives, H HS hasobserved that "[cjonsumer

choice creates incentives atall levels, and motivates the entire system

to provide bettercare for lessm oney.""

B. CON Laws Create Barriersto Beneficial Com petition

CO N laws are a classic government-erected barrierto entry. As such,

they are anathema to com petitive markets. Accordingly, in ADoseOf

Competltlon,the Departmento flustice and the Federal Trade
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Com mission urged the states to rethink theirCO N law s.

1. Original Coat-Control Reasons ForCO N LawsNoOo

LongerApply

W e made thatrecommendation in partbecause the originalreason for
the adoption ofC O N laws isno longervalid. Many CO N programs
trace theiroriginsto arepealed federal mandate, the National Health
Planning and Resources DevelopmentActof 1974, which offered
incentives for states to implementC O N programs. At the time, the
federalgovernmentand private insurance reimbursed healthcare
expenses predominantly on a "cost-plus basis." This isavery
importantpoint The originalreason forCO N lawswasnot, assome
have argued, thatcom petition inherently doesnotwork in healthcare
orthatmarket forces promote over-investment Instead, C O N laws
were desired because the reimbursementmechanism, i.e.,cost-plus
reimbursement, incentivized over-investment The hope wasthatCO N

lawswould compensate forthatskewed incentive.

In considering this historicaljustification for CO N laws,we need to
keep clearthata number ofother arguments made in supporto fCO N

laws werenotparto fthe rationale for theiroriginal adoption:

*+ CON laws werenotadopted around the country as a meansof

cross-subsidizing care;

+ CON laws were notadopted in orderto have centralized planning

o fthe location and nature o fhealthcare facilities; and,

*+ CO N lawswere notadopted to protectdie health and safety o f

the population from poorquality medicine.

Instead, CO N laws were adopted because excessive capital
investments, spurred by the then-currentcost-plus method of
reimbursement, were (hiving up healthcare costs. There wasconcern
that, since patients were notprice-sensitive, providersengaged in a

"medical arms race™ by unnecessarily expanding theirservices to offer

the perceived highestquality services.”?

CON laws appearnotto have served welleven theirintended purpose
ofcontaining costs. Several studies examined the effectiveness o f

CO Ns incontrolling costs. The em pirical evidence on the economic

effects o fC O N programs demonstrated near-universal agreement
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among health economiststhatCO N laws were unsuccessful in

containing healthcare costs/ 167

In addition to the factthatC O N laws have been ineffective in serving
their original purpose, CO N laws should be reexamined because the
reimbursement methodologies that may in theory have justified them
initially have changed significantly since the 1970s. The federal
governmentno longerreimburses on a cost-plus basis. In 1986,
Congress repealed the National Health Planning and Resources
Development Actof 1974. Health plans and otherpurchasersroutinely
bargain with healthcare providers over prices. Essentially, government

regulations have changed in away thateliminates the original

justification for C O N programs/1

2. Protecting Revenuesoflncumbents Docs NotJustify

CO N Laws

Il wantto address directly one ofthe mostprominentrationales
advanced for keeping CO N laws, namely, thatincumbenthospitals
should be protected againstadditional com petition so thatthey can use

their profits to cross-subsidize care for uninsured or under-insured

patients/18*Under this rationale, CO N lawswould impede the entry
ofsuch healthcare providers as independentambulatory surgery
centers, free-standing radiology orradiation-therapy providers, single-
or multi-specialty physician-owned hospitals, because ifthese new
competitors were to enter the marketplace, com munity hospitals could
notcontinue to exploittheirexisting marketpoweroverconsumers.
Putanotherway, withoutCO N laws, we would see new, higher-
quality, low costproviders in the marketplace, which would put

com petitive pressure on incumbentproviders.

The cross-subsidization rationale essentially turns these laws on their
head. W hat started as laws intended to controlcosts have become laws
intended to inflate prices. Ironically, proponents ofCO N lawsnow
would use these barriers to entry to accom plish precisely what
economic theory would predict barriersto entry usually accom plish -
stifle com petition, protectincumbentmarketpower, frustrate

consumer choice, and keep prices and profits high.

Please do notmisunderstand my point here. W e arenotaccusing
community hospital proponents ofCO N laws o fseeking these barriers

to entry for some improperpurpose. W e fully appreciate the laudatory
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god oftrying to make sure thatcom munity hospitals have sufficient

funding so thatthey can provide healthcare services to those who

cannotafford them and forwhom governmentpayments are either

unavailable or too little to coverthe costofcare. Butwe also wantto
make clear thatthe use ofgovernmentbarriersto entry to fund this

laudatory purpose hascosts. Importantly, to the e.rtentlegislatures

choose to help cover health care costs for the indigent, there are more

efficient ways to accom plish this god, withoutincurring the coats of

impeding the proper functioning ofhealth care markets. Essentially, by

protecting incumbenthospitals from com petition, CO N lawsdlow
them to tax consumers through the exercise ofmarketpowerin order
to pursue the charitable god ofproviding care to other, less fortunate

consumers. In using that funding mechanism, however, the CO N laws

may do more harm than good.

First, CO N laws harm the consumers who would have chosen

alternative, lower priced, higherqudity, ormore convenientsources o f

care.

Second, CO N laws impose thatcostwithoutany clearevidence that
other desired social goals are advanced. Putanother way, the evidence
to date indicates thatnew com petition does notundercutcommunity
hospitals*ability to fulfill their charitable mission. Lastyear, the
federal governmentstudied just this issue in connection with the
emergence ofsingle-specialty hospitals around the country. The study

found that, for several reasons, specialty hospitals did notundercutthe

financial viability ofrivalcom munity hospitals/1”~ One substantial

reason for this wasthatspecialty hospitals generally locate in areas
thathave above average population growth. Thus, they arecompeting
foranew and growing patientpopulation, notjustsiphoning o ffthe

existing customer base ofthe community hospitals.

A third reason why CO Ns may do more harm than good results from
the beneficial effect thatnew com petition has on community hospitals.
In studying the effecto fsingle-specialty hospitals, M edP AC found
thatthe com munity hospitals responded to the com petition by

improving efficiency, adjusting their pricing, and expanding profitable

lines ofbusiness/20~"Com m unity hospitals encouraged physicians tO

perform procedures on the hospitalcampusby developing centers o f

excellence and building physician offices oncam pus.” Overall,

com munity hospitals affected by specialty hospital entry maintained

profitmargins in line with national averages. Rather than undercutting
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community hospitals, we have seen thatnew entry drivesthem to do a
betterjob. Thus, CO N laws harm society in general by depriving itof

the increased efficiency thatcom petition would have broughtto the

health care market/ 223

3. CON Lavs Impose Other Costs and May Facilitate

Aatf-Coapetitive Behavior

CON laws appearto raise a particularly substantial barrierto entry and
expansion ofcompetitors because they create an opportunity for
existing com petitors to exploitproceduralopportunitiesto thwartor
delay new com petition. Such behavior, com monly called "rent

seeking” conduct, isa well-recognized consequence ofregulatory

intervention in the marketl2-3Essentially, an existing com petitor uses
the hearing and appealsprocess to cause substantial delays, leading
both the existing com petitorand the new entrantto divertsignificant
funds away from delivering healthcare and to spend them on legal
fees, consulting fees, and lobbying efforts. Moreover, much o fthis
oonduct, even ifexclusionary and anticom petitive, is unlikely to be
subjectto legalchallenge as a violation o fthe antitrust laws because it

involves petitioning o fthe state governmentby the existing

competitor/ 243 Indeed, during our hearings, we received evidence o f
the widespread recognition thatexisting com petitors use the C 0 N

process "to forestall com petitors from entering an incumbent's

market."125-3

W e have found thatexisting com petitors attimes go furtherand enter
into agreementsnotrequired by die CO N laws butnonetheless

facilitated by them . Tw o examples arise from W est Virginia, and a

third comes from Vermont

In the first W est Virginia case, we found thata Charleston, W est

Virginia hospital used the threato fobjection during the CO N process,
and the potential ensuing delay and cost, to induce a hospital seeking a
certificate o fneed foran open heartsurgery program notto apply for it

atthe location thatwould have well served Charleston consumers and

provided greater com petition for their business.1263 Instead, the
Charleston hospitalsuccessfully prevented the possibility o fthis
competing open heartprogram . The state authorities never had the
opportunity to decide whetherunder the CO N laws thatsecond

program would have been approved because ofthe unlawful
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agreem ent among the hospitals.

In the second W est Virgina case,two closely competing hospitals

decided to use the CO N processto allocate healthcare services

between them selves.” The hospitals agreed unlaw fully thatonly the

one hospital would apply for an open heartprogram and only the other
would apply to provide cancerservices. Again, the state took no

official action and consumers were deprived o fthe potential

competition between these hospitals.
the State ofVermont There, home health

A third example comes from

agencies entered into territorial marketallocations, again undercover
o fthe state regulatory program , to give each otherexclusive

geographic markets/28~That state's CO N lawsprevented com petitive

entry, which normally mighthave disciplined such cartel behavior. W e
found thatVermontconsumers were paying higherprices than were

consumers in states where home health agenciescompeted against

each other.

W e have learned from these matters and othersthatC O N laws have

the potential to impede com petition in ways well beyond whatis

intended by their supporters.

4. CO N LawslLead To Less Com petition aad Higher

Prices

Itis notsurprising, given thatthe prevalentjustification for C O N laws

is to protectthe exercise ofmarketpowerby existing hospitals, that

studies show thatthe removal ofCO N regulation does notconsistently

lead to a surge in medicalexpenditures.” Indeed, asone would

expect, several studies have concluded thatthe presence ofCO N

regulations may be responsible for increases in healthcareco sts.”?

These findings were supported by the recentstudy by Georgia State

University conducted as parto fyour state'sreview. Thatstudy showed

thatrigorous CO N regulation is associated with lesscom petitive

N

markets and higher prices for private inpatientcare .

HI1. Framework for Evaluation ofC O N Laws

My remarks are intended to convey to you our beliefthatC O N laws

impose substantial costs on consumers and healthcare markets. In light

ofthese costs, the AntitrustDivision believesthatGeorgia should
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carefully consider whether, and ifyes, to whatdegree, itsC O N laws

continue to serve the citizens o fthis state. W e offer the following

framework foryour consideration:

First, we suggestthatthe enactmentor continuation ofCO N laws

should have a significant, clearly articulated justification, they

are government intervention in the marketplace thatcreate barriers to

entry into healthcare markets. Thatsubstantialjustification should

have a basis in serious and persuasive marketstudies thatdemonstrate

that the market has failed in som e significant way.

Second, any evaluation ofa proposed CO N law should considernot

only the justification for the law butalso identify and weigh the harm

to consumers thatis likely to result from creating the barrier to entry.

The consideration o fthese potentialharm s should include the ways in
w hich the regulations could distortthe market, affectincentives, or

diminish com petition. A state should enactor maintain a CO N law

only ifit finds thatthe justification does more good than harm.
Third, in cases where the evidence does show agreater benefitthan
harm from aCO N law, we urge you to consider whetheryou can
address the problem in an alternative fashion thatpreserves
competition, or at leastis narrowly tailored to remedy only the
demonstrated need and preserve asmuch com petition as is possible. A
state should only use CO N laws to address some problem ifthat
problem cannotbe addressed withoutgovernmentintervention in the
form o fa barrierto entry. Ifa state musterecta barrierto entry, select

the approach thataccom plishesthe objective with the leastdisruptive

effecton competition.

Letme close by encouraging younotto acceptwithoutcareful scrutiny

claim s thatelimination ofC O N laws will visit significantharm on

your state. W e are unaware ofevidence thatthree states which have

eliminated C O N laws have suffered such harm. The studies, cited

above, in & ctsuggestthatelimination ofCO N laws leadsto improved
markets. Accordingly, we encourage you to considercarefully whether
the maintenance p fthose lawsor theenactmento fnewonesbest

servesyour citizens.

Thank you again for the opportunity to discuss ourviewsonhow CO N

laws affectcompetition and consumers in healthcare. |l would be happy

to take your questions.
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in Alaska

Providence Health A Sendees (PHAS) to positioned to dominate too state's hootti cars market
mdefiniteiy wflh IThroo times moss operating revenue men is doses compstor, $321 mMon

1“-t *rnn«- ltaatia rn mmlieioner

of Heath end SociS Service in charge ofitntegc deveiopment.

PHAS Alaska operates four hospitals and many omer ventures in south-central Alaska. Tha
company has no presence outside of south-central Alaska

~Tou watch Providence

- Jotm our *«**e m* S profit for a

aTad year PwrivMcv story

According to PHAS* nMrkrrateasad 2006 financial statement, PHAS Alaaka produces the

Pi?hest profit m@rg s of as PHAS tagione In2006. Providsnce Alaska crﬁﬁlgg
0 .070 margin. MAtHa tha Alaska division produces 10% of

revenue, t generates 16%b of tha system's operating profit.

657 mkkon in
operating

Providanoa Alaska MadcS Canter In Anchorage alone accounts for atmos had of at hospital

admissions in me slate. The company employ* mors than 4 000 people, making it Alaska's

largest private employer.
Opsrations
Anchorage:

Anchorage = the base for PHAS InAlaska. Tha
company operate* one of tha cay's two general
acute care hospkala aa wak as long term car* and
assisted living fadttias, tha Providence Physician
Service Organization. and an ambulatory surgery
facility (Providence Surgery Canters. LLC) Tha
company alto recently opened the OObed St Ekes
Specialty Hospital as a tor-proft joM venture with
BridgeCere. an Alabama baaed Arm.

Providence Aleaks Midicat Center (PAMC)
PAMC is the larged hosptet in Alasfca. The 383-
bed fadfity accounted for 42%b of the state's total
acute cane hospkel admissions in 2005—end more
then haV of sfl hospital profit in the state. PAMC
provides a M | range of medical, surgical, and
ternary servioes al the mein hospital, Providence
wirttooan's Haseitah Provigeiaee Cancer Gawies
KIOWMCV nMn Ltfntr, IM I TuVUHIOI MBMITry
Center. Previdsnoe UteGuard Air Ambutenoe
transports pettents by hekcopler from fsoUhes
around tee state to PAMC. In2006 PAMC posted
629.5 mMon in net proM, or a 6.8%b total margin

Mary Conrad Center
This 904>ed nursing horn* has bean managed by

PHAS Alaska Moadtale-2

<HAS
mspflah ttospilsit
m -

Masks Market t/a
Share by
mjmiasiot.t
Dparakng profit 17% 56%0
narom
Total proit 13% 15%
narom
Occupancy
tete™>*

hairanila care hospitals in 2005 Neither
xmplate Agora* for PHS Alaska in 2006
tor hospkal level Information for 2006 are
ivaAabte to dale.
'The state of Alaska doss nd ooted or
tisafeute hoaplW financial or utMaion

s. Audited flInandal stetemants from
mech of Alaska’s sixteen acute care
wapitait wore used to compute mas*
iguros.
*OoctMancy rates were cd cd atsd uamg
total inpatisnt days rtpoHtd in audfisd
VWnaMt OfrkJto oy VVWAM DN oiyt
is repotted in Medicare oost reports

fhovidance sine* 1966. PHAS Alaska daschbas tha dutdd nursing and rahabiMation sanrloaa

tadMy as a *home-lk* environment.*

Providence Extended Caro Center

This 224-bed long-term cere tedkty it the largest InAlaska

Qudi

bltp*Avww4>rovidenocw «tcfa.org/aboul_ph3/«bout_phsik.html
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