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PROCEEDI NGS
MS5. MATHI AS: W’'re going to start on tine so that
we can also finish on tine. |It’s about 9:15. Welcone to
today’'s session of the FTC/DQJ Health Care Conpetition in Law
and Policy hearings that we're having. Today, | assunme you
all know that we're going to be |ooking at single-specialty
hospital s and seeing various issues that have arisen in the

enmer gi ng single-specialty hospitals.

W aimto end today at about -- or end this
nmorning’s session at 12:15, and then we’ll reconvene at 2:00,
so that hopefully everybody will have a chance to get |unch

and then cone back and watch for this afternoon’s di scussion,
which is hospital contracting practices.

As |'m sure everyone here is aware, the emergence
of single-specialty hospitals has been going on for a while,
but seens to have taken new interest. A lot of people are
paying attention to it. And, you know, we are interested in
seeing the various issues that have arisen, spend sone tine
di scussing those issues, and listen to voices that are
involved in it. Some of the things that we were interested
in hearing about today are sone of the factors that have | ed
to the unbundling, what has been the effects of this, have we
i ncreased conpetition, have we had a quality increase or
decrease? There is also a question of access to various
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4
consuners and patients that needs to be addressed. And we

wi || consider whether the devel opnent of single-specialty
hospitals |ike cardiac and cardiology is different than

singl e-specialty hospitals such as children’'s hospitals and
psychiatric hospitals.

| am extrenely grateful to the panel for spending
time to get here, to prepare before you cane, and we | ook
forward to listening to your wi sdom t hroughout this norning.
We have a bi ography handout out at the table. W like to
spend nore tine tal king about the issues than introducing
peopl e, so unfortunately I'’mgoing to give everybody a very
short introduction, but please pick out one of the bio
handouts so that you can get nore information about the
em nent qualities of our various panelists.

|’ mgoing to give a quick introduction, then we
will nove -- what will happen is we'll allow Cara Lesser, who
is a Senior Health Researcher and Director of the Site Visits
at the Center for Setting Health System Change. The m ssion
of that entity is to analyze the U S. health system see how
it’s changing, assess the inplication of change for
consunmers. We'll give Cara about 20 m nutes to speak. She
has slides and David will help her advance the slides.

After that, each panelist gets seven to 10 m nutes
to speak, and we’'ll start with Ted Frech, who is a professor
at the University of California, Santa Barbara, and adjunct
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professor at the Anmerican Enterprise Institute.

Next, we'll nmove to George Lynn, who is the

Presi dent and CEO of Atlantic Care, and on the Board of

Trustees for the American Hospital Association. M. Eddie

Al exander is -- do | have ny order right -- | do --

unfortunately he is not in the bio handout, because we had a

substitution at the last mnute. W’ re very happy that he's

here; he is the President and CEO for the Surgical Alliance

Cor por ati on.

And next is David Mrehead,

he’s Senior Vice

Presi dent for Medical Affairs and Chief Medical Oficer for

Chi oHeal th. Foll owi ng David, we have John Rex-Waller, who's

t he Chairman, President and CEO of the National Surgical

Hospi tal s.

After John, we have Dan Mihol | and, who's a Seni or

Partner at Horty, Springer & Mattern.

that first conclusion is Dennis Kelly,

And to concl ude at

who is the Executive

Vice President of Devel opnent and Governnment Rel ations for

MedCath. We will take a break after everybody’ s had a chance

to give their seven to 10-m nute presentation, and then we’'l|

reconvene after 10 m nutes and have a noder at ed roundt abl e.

And | forgot to nention that

am j oi ned here by

Bill Berlin, who's with the Departnment of Justice. He is one

of my cohorts in pulling all this together. W couldn’'t do

it singly. W need both agencies, and | think it gives us an
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6
opportunity to explore these issues fully and hopefully
address it in a manner -- in a unified manner |ater on.

Anyway, with no further ado, I'd like to introduce
Cara and have her begin.

MS. LESSER: Thanks. Well, good norning. |11
get started a little while we’'re waiting for the slides to
cone up, if that’s okay. David s been kind enough to help nme
out, since |I'm about eight and a half nonths pregnant; 1'd
prefer to be seated for this presentation and not to have too
much drama at these hearings today.

But I’m here this norning to share with you sone
of the work we’ve been doing in local health care nmarkets
across the country, tracking how health systens are changi ng.
And one of our key areas of interest has been specialty
hospitals and the devel opment of these facilities and their
effects on market dynamics. So, we were really pleased to be
invited here today to share sonme of that work.

Just briefly, Sarah gave a very nice brief
overvi ew of the Center for Studying Health System Change. |
just wanted to reinforce, we’'re an independent, objective
research organi zati on founded by the Robert Wod-Johnson
Foundation in 1995, just after the dem se of Clinton health
reformefforts, and as it becanme clear that the country was
really enmbarki ng on sone very significant market-based
changes. And the Foundation was interested in tracking those
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7
changes and providing information to policymakers about the

i mplications noving forward. And website is there for those
of you not famliar with us to check out sonme of the work

we’ ve been doing over the past several years.

At the core of our work is the comunity tracking
study, which is an independent research effort to track
health system change and its effects. |It’s a |ongitudinal
study and it’s been ongoing since 1996. As the nanme inplies,
the study has a community focus, based on the notion that
ultimately all health care is local. W define our
comruni ti es based on MSAs, so we have a consistent neasure of
a geographic market over time, and that’s what we're really
tracking in each of our rounds.

We focused on 60 conmunities that were sel ected
randomy to be nationally representative, and this gives our
study a uni que advantage of being able to identify changes at
the | ocal |evel but then aggregating those findings up to
speak to national trends. W have nultiple ways that we
coll ect data. W conduct surveys of househol ds and
physi ci ans, and we al so conduct site visits every two years
in 12 communities of the 60 that were actually also randomy
selected fromthe 60. These are comrunities with a
popul ati on of 200,000 or nore, so they're large nmetropolitan
areas and representative of the areas where the majority of
t he population |ives.
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In our site visits, we interview | eaders of | ocal
health systens, health plans, hospitals, hospital systens,
and physician organi zations. W speak with representatives
of major |ocal enployers, and state and | ocal policynakers.
We really nake an effort to speak with the broad range of
st akehol ders in each of these markets.

This map shows the 60 study sites and the subset
of 12 where we conduct our site visits. You can see the
sanple is geographically diverse. The comunities vary in
size and health system characteristics. W have |arge
metropol itan areas, |ike Boston, Orange County, Mam , places
with, you know, | arge popul ation and al so extensive
experience with managed care, and then other snaller
communities, like Little Rock and G eenville, South Carolina
t hat have | ess experience with nmanaged care. So, it’'s really
a broad range.

Today, I’'mgoing to draw on early findings from
our nost recent site visits, which are actually still in the
field right now. They were started in Septenber 2002 and
will be running through May 2003. And, as | said, | want to
tal k about, you know, what we're seeing with respect to
specialty hospitals across the country.

|’ mjust going to start with a brief overview of
t he preval ence and key characteristics, and then describe the
mar ket context for this phenonenon from our perspective,
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9
focusing on the various forces that are driving specialty
hospital growth and the effect it’s having on nmarket
dynam cs. And then against that backdrop, | will just talk a
little bit about the inplications of specialty hospital
growth for cost, quality and access to care.

Not news to anyone in this room |’ m sure that
we’ ve seen rapid growth of specialty hospitals, really over
t he past seven years that we’ ve been tracki ng markets, but
especially in the past few years. In the 12 nmarkets that we
tracked, there have been 11 new free-standing facilities that
have conme online during this time. Sonme of them are
i ndependent facilities; and some of them are joint ventures
bet ween community hospitals and | ocal physicians. In
addition, there are a nunber of hospitals within hospitals
that the general acute care hospitals have set up as
desi gnated units that provide certain specialty services.
So, while there’s a great deal of attention to specialty
hospitals started by national entrepreneurial firms |ike
MedCat h and National Surgical Hospitals, we’'re actually
seei ng the general acute care hospitals in |local markets as
very active players in this arena, as well.

Key characteristic of the speciality hospitals is
physi ci an ownership, and this is sonething that really
di stingui shes the speciality hospitals of today fromthe
traditional acute care hospitals and from some of the
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10
children’s hospitals and other single-specialty hospitals
that we’ve seen in the past.

There's a great deal of consistency in the
services that these hospitals are focusing on. Cardiac care
and orthopedics are by far the nost common. W' re al so
seeing a smattering of facilities focusing on general
surgery. And one place where there’s a ot of variation is
in the scope of energency services provided. Sonme have full-
service energency departnents; others have no energency
services and rely on agreenments with | ocal hospitals for
transfers; or in cases where the specialty facility is
affiliated with part of a larger system |ocal system
they’ || have an agreenment as part of that system

There are a nunber of market devel opnents that are
contributing to the growmth of specialty hospitals. First is
the retreat fromtotally nanaged care and the associ at ed
utilization controls and expectations about selective
provi der networks. In the absence of these constraints,
there has been a shift in provider strategy from managi ng
hospital services as a cost center toward an enphasis on
pronmoti ng key services as revenue enhancers. And, in fact,
many hospital adm nistrators are quick to point out that
there are certain procedures and services and service |ines
that are clear winners for them because rei mbursenment is so
much greater for those services. And that’'s often both under
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11
Medi care and private payors’ reinbursenent schenes.

Cardi ac and orthopedi c procedures, no surprise,
are commonly noted and that’s why, you know, a major reason
why we’'re seeing a lot of the growth in this area. Actually,
in our nost recent visits there was a hospital CFO who told
us that his entire -- the institution’s entire 2.5 percent
margi n, which isn'"t a huge margin, but that entire nmargi n was
based on cardiac services al one.

A third maj or market devel opnment that’s
contributing to the growth of specialty hospitals is just the
squeeze on physician incone. And this is really as
physi ci ans are facing declining professional fees, they're
| ooking to capture at least a portion of the facility fees
that can help themto supplenment their incones. Plus,
physicians are -- this inconme pressure has left themreally
frustrated over hospital control over managenent deci sions
and i nvestnment decisions that affect their productivity and
is really pushing themto |look to have a greater say in those
deci si ons.

And, finally, just the growh of entrepreneuri al
firms such as MedCath and National Surgical Hospitals
certainly has helped to spur the devel opnent of these
facilities.

OCkay, so as | nentioned, the services that
specialty hospitals tend to target are a key source of
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12
revenue for general acute care hospitals and consequently the
gromh of these facilities worries thema great deal. And
there are three main ways that we’ ve seen the general
community hospitals respond.

First is the kind of preenptive strike strategy
where the hospital establishes its own specialty facility in
an effort to ward off the establishnent of the conpeting
facility in the market. Sonmetinmes this occurs in direct
response to tal ks between a national firm and | ocal
physi ci ans; and in other cases hospitals appear to be
pursuing this strategy, just on their own, before sonething
i ke that happens. Typically, these arrangenments will offer
physi ci ans sone attractive features, like better OR hours,
you know, access to new, better technol ogy, but it generally
doesn’t involve physician investnent, so it really remains a
hospital -owned entity.

The second strategy is to joint venture with | ocal
physicians. This is the "if you can’t beat them join thent
strategy. And it’s really what we’ve seen hospitals turn to
nore, as there’s a direct threat from potential conpetitors
in their market. And this is really a way to just stave off

the total |oss of business for the general acute care

hospital. And one hospital executive said it pretty
succinctly, | thought, which was, "a half a |oaf of bread is
better than no | oaf of bread at all." So, this is really, |

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

13
think, for the nost part viewed as a second-best strategy for
hospitals, but it’s sonething we’'re seeing a |lot of in our
mar ket s.

Finally, there are sone hospitals that have taken
a philosophical stance against specialty hospitals and have
refused to consider joint ventures as an option. These
hospital s i nstead have focused on really fighting physicians
who are the organi zations that try to establish conpeting
facilities. One strategy has been to use econom c
credentialing, which is really essentially denying admtting
privileges to physicians who have an ownership stake in a
conpeting facility. O sonme hospitals also have informally
di scouraged plans fromcontracting with conpeting facilities
in their markets. And this is sonething we’ve heard all eged
in one market where a heart hospital that was opened a few
years ago still has been unable to obtain any commerci al
contracts in that market. They' re relying only on Medicare
at this point.

So, in many cases these actions have been
chal l enged in courts in a nunmber of communities, and there
are questions obviously about the legality of these actions.

From t he perspective of people concerned about
conpetition policy, the growmth of specialty hospitals and the
conpetitive response they’ re evoking fromtraditional acute
care hospitals raises a number of questions around cost,
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qual ity and access. On the one hand, specialty hospitals are
based on the prem se that practice makes perfect and that
focused factories can proni se higher quality and | ower costs
for consuners. But the ability to achieve this is really
dependent on a nunmber of factors, including their effects on
per-case costs and quality, the relationship between supply
and demand, prices for these services, their effects on
patient m x and the distribution of volune across the market
and their effects on access to other |ess profitable
services. And |I'’mjust going to quickly gointo a little bit
nore detail on each of those.

The "practice nakes perfect” argunment assunes that
specialty hospitals will be able to generate | ower per-case
costs and higher quality by becom ng nore expert and
efficient at the services they provide. Physicians and
health care executives who are involved in establishing these
facilities argue that this -- the speciality facility is like
a blank slate and it gives themthe opportunity to redesign
the care delivery process in a way to be nore effective and
efficient, especially since it’s targeted to a narrower set
of services.

They al so allow the opportunity to recruit nurses
and technical staff who can become nore expert at this care.
And it’s really viewed as an opportunity to nmake inprovenents
in the care delivery process. |In addition, sinmply by
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concentrating nore cases in a particular facility, specialty
hospitals may help to | ower per-case costs and boost quality.
Certainly, the health services research literature that is
established literature on the volunme outcones relationship
that says that the nore volunme you have concentrated at a
particular facility, the nore likely you'll have better
outconmes. But these effects really are -- the effects on
patient volune remain to be seen, because if you have the
growth of nore facilities and you spread vol une across a
greater nunmber of facilities, there actually could be
negative effects, both on quality and costs, and the per-case
cost .

This leads to the question of the effects of
specialty hospitals on supply and demand on the market. One
i nportant question is whether the growmth of specialty
facilities, and again, this is both on the part of
i ndependent facilities and the activities of traditional
acute care hospitals, whether this is creating nore capacity
than there is demand for. This, obviously, is a pretty
tricky question, especially given the recent capacity
constraints that have energed in markets over the past few
years. And this is, you know, really for the first time in
decades that we’ ve seen capacity constraints in markets
agai n.

On the one hand, there are a nunber of forces that
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are driving increased demand today. There' s the aging of the
popul ati on, population growh, and just higher functioning
and higher quality of |life expectations associated with the
baby boom But on the other hand, we have new technol ogy,
such as drug-eluting stents that can have a sharp downward
effect on demand. And demand, especially for specific
procedures that sone of these facilities are targeting. So,
for these reasons, the demand curve is very difficult to
predict in health care, and it’s a risky proposition, because
unlike in other markets, excess capacity is rarely taken out
of health care markets and can play a major role in
contributing to underlying health care costs.

Anot her area of concern for specialty hospitals is
t he potential for supply-induced demand, or demand that’s
generated due to the presence of these facilities. Again,
the health services research that has been done over the past
decades really has shown that this issue of supply-induced
demand is particularly problematic when physicians are owners
and when there is excess capacity. So, the inplication here
is that specialty hospitals nmay actually create additional
demand in driving appropriate utilization that’s actually
cost-increasing and has negative effects on quality.

Of course, the critical question is what specialty
hospitals do in terms of price, and theoretically, the nore
conpetitors, the nore capacity should spur greater price
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conpetition. But, again, the way that the specialty hospital
growth is playing out in markets, there nay be sonme rea
constraints to this phenomenon. |In many cases, when the
general acute care hospital in a community, either partially
or fully owns a specialty hospital, the rates for the
specialty hospital are negotiated as part of that |arger
system And the desire for the systemto maintain sufficient
profits fromthese services to be able to cross-subsidize
their less profitable services, such as energency care and
trauma, depresses the incentive to conpete on price.

That said, it’s inportant to point out that even
if specialty hospitals don't do nmuch to | ower prices or
i nprove the per-case cost and quality, there still is anple
roomfor themto do well financially and be profitable if
they’re able to attract a nore favorable patient m x. And by
that, | nmean patients with coverage that yields higher
rei mbursenent, so Medicare and private-pay patients as
opposed to Medicaid and the uninsured, patients with |ess
conplex cases to treat and patients who need services that
are paid at higher rates. So, in that way, speciality
facilities certainly can be successful on their own ternms,
but will not generate the broader societal gains in terns of
| ower costs and better quality.

VWil e specialty facilities may |ead to inproved

access for certain services and for certain patients, there
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may be a cost fromthe broader system and soci et al
perspective also in terns of the ability of general hospitals
to maintain the cross-subsidies necessary to fund other |ess
profitable services. And, again, this is com ng from not
only the pressure fromthe national firnms creating these
facilities but fromthe activities of the general acute care
hospitals thensel ves and really rai ses questions whet her
those hospitals will be able to maintain the full array of
services that we really expect themto provide in
comrunities.

Cbvi ously, as this range of services deteriorates
and to the extent that specialty facilities target patients
who bring higher reinbursenent, this will likely have a
di sproportionate effect on Medicaid beneficiaries and the
uni nsur ed.

So, in conclusion, specialty hospitals and the
conpetition for these key specialty in-patient services are
pl aying a major role in shaping the conpetitive dynamc in
mar ket s today. Although nmuch of the discussion focuses on
the entrepreneurial firms versus the community hospital, our
research has really underscored that both types of players
are conpeting for this business and shaping the issues at
hand.

There are a nunber of questions about the effects
on cost, quality and access that obviously will be inportant
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to nonitor over tinme. There are no clear-cut answers to
t hese questions at this point, but | think that from our
research, it really again underscores that we need to think
about these within the context of the broader market
environment and the effects that they’ re having on
conpetition.

Just very briefly I wanted to cl ose on sone of the
policy options that are out there as ways to potentially
address these issues as we get a clearer sense of what the
inplications are. One is to | ook at Medi care paynent policy,
whi ch many point to as a key driver in the paynent
differential for some of these services. And this is
i nportant because Medicare is -- many private payors use
Medi care paynent as a benchmark, so changes in Medicare
payment potentially could have effects beyond just the
Medi care popul ati on al one.

The courts provide another forumfor policy
i nfluence over this activity. As | nmentioned, there are a
nunber of cases pending at the nmonent, | ooking at the ways
t hat hospitals and physicians have responded to this activity
in their markets. And this again will |ikely have effects
beyond just the specific markets in which they’ re considering
t hese issues.

Anot her avenue is federal and state regulation of
these facilities. Some have proposed revisions to the Stark
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rules, for exanple, that govern physician self-referral and
are |l ooking to address these types of facilities
specifically. At the state level, there has been proposed
| egi slation | ooking at requirenments around emergency services
and really just setting some paranmeters for these
or gani zations.

Finally, one other policy option to consider is
alternative approaches to funding critical services such as
energency care, that don’t rely on cross-subsidies. And this
is something that if we do find over tine that specialty
hospitals are effective in providing higher quality and | ower
cost care, but are underm ning this source of revenue for
t hese other services, one strategy would be to | ook toward
ot her payment schenes to ensure that those services are
avai lable in community health systens.

So, with that, I will wap up.

MS. MATHI AS: Thank you very much.

(Appl ause) .

MS. MATHI AS: Next, we’'ll nove to Ted. You can
stand or sit. By the way, for all the panelists, we allow
you to choose whether you want to be up at the podi um or
sitting down at the tables. | forgot to nention that Ted is
prof essor of economcs. | think |I just said professor.

PROF. FRECH: Thanks, Sarah. It would becone

clear that | am professor of econonics, because what |’ m
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going to tal k about is the basic fundamental econoni cs of the
singl e-specialty hospitals, sort of why do they exist? Most
of what | say would fit for any industry, but I’'Il focus on
hospi tals.

And the first thing is diseconom es of scale and
scope. Hospitals are nmulti-product firms supplying thousands
of different services. And they have econom es of scale.
Larger hospitals are nore efficient, up to a fairly large
scale, and in ny research, 200 beds or nore. They al so have
econom es of scope, nost of the time, that are benefits to
supplying lots of different services together. |1t’s cheaper
that way. You can spread overhead over many different
services, say, MRl nmachines serve many different diagnhoses;
schedul i ng and nurses; the sane space can be used. So, the
scal e and scope interact, so if you can have nore of a scope
of output, you can also attain scale economes in sone of
t hese services you m ght think of as kind of support
servi ces.

From t he consumer point of view, there are al so
econom es of scope. |If you have or devel op sone condition
t hat was not expected in the hospital, it’s very convenient
to have the services you need for that on that canpus, and
not have to be shi pped somewhere or have sone speciali st
shi pped i n.

Now, does this suggest that every hospital should
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have 10, 000 beds and every possible service? No. |If it did,
you might -- there would be a problem There are
di seconom es of scale and scope that eventually come in to
pl ay. And hospitals can obviously be too large. Information
flows may be limted. There may be too many | ayers of
bureaucracy. The conpetition and coordi nati on of different
resources for different parts of the hospital gets to be
difficult.

So, certain services may be nore efficient in nore
narrowy focused hospitals -- the focused factory idea. And
this may work especially well if you can take those services
out of several general hospitals and concentrate them on one
single specialty hospital. Now, at |east one thing to note
in passing, that even what we call specialty hospitals still
provi de at | east hundreds and often thousands of services.
So, they re still nulti-product firms, okay? They' re just
not quite as big of a bundle of different products.

Okay, so diseconom es of scale and scope could be
one reason to carve-out a specialty and start a specialty
hospital. The second thing |I want to tal k about, and Cara
tal ked about this sone in slightly different term nology, is
price discrimnation by general hospitals. Hospital
conpetition at its best is quite inperfect. So, hospitals
have mar ket power, and so they charge nore for sone prices

relative to other prices -- or sone services relative to
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ot her services. O, in other words, sonme services are nore
profitable than other services. This is price
di scri m nati on.

Sone types of surgery are reported to be high
profit. Well, as entry barriers decline and hospital markets
get nore open and nore conpetitive, what attracts entry are
the high profit services, the ones with the high prices that
are -- where the hospitals -- the general hospitals are
benefitting by the price discrimnation. So, you would
expect entry to be in the nost profitable lines. 1In fact, it
could easily be the case that no one could afford to enter
with a broad-based hospital, that it would have to be a
hospital focused on the high-priced, high-profit |ines.

One thing to note is this could happen, you could
have entry, specialized entry, into the profitable |ines,
even if there were no particul ar production advantages. |It’s
just that the |less conpetitive lines, with the highest
prices, attract entry nore.

Anot her reason why you get single-specialty
hospitals is price controls on physicians. Sonme physicians
have very strong reputations, or they are in specialties that
are scarce in their geographic area. These physicians coul d
charge very, very high fees in a fully open market and still
be busy. We don’t observe this very much, because there’s
price controls of two kinds. One is a formal governnmenta
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price control on Medicare and Medicaid, Medicaid Fee for
Servi ce anyway.

Then there’s also informal kind of price control
even in the private sector. Maybe you should call it quasi-
price control and not -- I'’mnot quite sure -- there isn't
really a standard termfor it. This is the social and
political and bureaucratic pressure not to charge too nuch
over the going rate. Even if you are in a very scarce
specialty or a very fampbus guy sonmewhere. This gets enforced
by insurers, you know, telling the consuners what’'s the
reasonabl e rate and hel ping them sonetines if they get sued,
the courts being reluctant to enforce paynent of very high
fees that are nmuch hi gher than average fees.

So, this private sector version is softer than the
bl ack-and-white rules of, say, Medicaid in California for a
fee-for-service or Medicare, but it still has the effect that
there are sonme of these physicians out there who, in effect,
are frustrated by these price controls. WIlI, in general,
suppliers facing price controls can get around themto sone
extent by selling a conplinmentary service in the formof a
bundle. Well, physicians could do that by creating a single-
specialty hospital that they control and naking sonme profit
on the hospital services in place of raising their fees,
which is kind of -- which they're frustrated by the | egal and
|’ d say even the social system of medicine from doing.
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Anot her reason, different reason, is the politics
and econom cs of conpetition for resources within a hospital.
Physi ci ans conpete for patients, of course, but they also
conpete internally for hospital resources, tine in the
operating room and good tinmes, not just some tinme; nursing
support; technician support; all kinds of resources they
conpete for. WelIl, some physicians |lose out in this
conpetition, and sone specialties. And one way to deal with
that is to create a single-specialty hospital that you
control, and then you can decide yourself on how many
resources you shoul d have.

The | ast general category | want to talk about is
starting a single-specialty hospital can be an excell ent
conpetitive strategy for a general hospital, especially for
general hospital that’s weak in that specialty, and
especially in markets with not so many hospitals. So, for
exanpl e, suppose there are two conpeting hospitals, and |
actually have a town in mnd for this, but for various
reasons, | can’t say what town it is. There are two
conpeting hospitals. Hospital Ais very strong in
cardi ol ogy; Hospital B is kind of weak in it. Hospital B may
start a single-specialty cardiology hospital to attract
cardi ol ogi sts and business from Hospital A and thereby
neutralize Hospital A s advantage.

This can work even if the hospital that hel ps the
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founding of this new specialty hospital in cardiology has no
control over it. It obviously works better if they control
it, but they don’t have to for this to work as a conpetitive
strategy.

So, just in conclusion, there are several economc
factors that give rise to the creation of specialty
hospital s, ranging from producti on econom es to conpetitive
strategies by existing general hospitals. It's very hard to
say a priori which ones of these are nore powerful, and 1’1

be fascinated to hear fromthe rest of the panel about these

t hi ngs.

(Appl ause) .

MS. MATHI AS: Thank you.

MR. LYNN: Good norning, everyone. M nane is
George Lynn. |I’m President and Chief Executive O ficer of

Atlantic Care, an integrated health care network based in
Atlantic City, New Jersey. Atlantic Care provides a
conprehensi ve range of health care services and serves the
sout heastern region of New Jersey. | also serve on the board
of the Anerican Hospital Association and |I’m here today on
behal f of the AHA and its nearly 5,000 nenmber hospitals,
health systens and ot her providers of care.

The delivery of health care in Anmerica is changing
rapidly. This change is fueled by many factors, including
t he devel opment of new care settings. |In the nmidst of this
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change, one thing has remai ned constant. Conmunities across
America rely on hospitals to provide them access to basic
health care services. They |look to the m ssion of hospitals
and the physicians who serve with themto provide care to al
peopl e, including those who are uni nsured or under-insured.
Community hospitals serve as the nedical safety net for those
in need.

We appreciate the opportunity to participate on
this panel and address the effect of specialty-care providers
on neeting the health care needs of comrunities. Specialty-
care providers, those that focus on a specific set of medical
services, condition or populations, aren’t new, but the
nature and pace of their growth is new. Historically, they
were children’ s hospitals or psych. hospitals; now they
i nclude heart hospitals, cancer hospitals, anbul atory surgery
centers, dialysis clinics, pain centers, imging centers,
mamogr aphy centers and a host of other narrowly focused
provi ders generally owned, at least in part, by the
physi ci ans who refer patients to them

We are very concerned that growth of specialty
care providers, if left solely to market forces, wll
underm ne access to health care services for communities all
across the country. Let ne explain why.

First, specialty-care providers often don't serve
t he broader community. The rapid growth of specialty care
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providers threatens community access to basic health services
and jeopardi zes patient safety and quality of care. The
trend anong these providers is to carve-out the nore
profitable services and to serve the nore profitable
patients. They | eave the community hospital to provide
unprofitable services, such as trauma, and to care for all,
regardl ess of their ability to pay.

Specialty care providers have little or no
obl i gati ons under the Energency Medi cal Treatnent and Labor
Act, EMTALA, either because they operate on an anbul atory
basis or because they don’t have to have energency
departnments. Specialty-care providers rely on the energency
capacity of local community hospitals. Many specialty-care
provi ders do not participate in Medicare or Medicaid, or
limt their participation when they do, and then many provide
very little unconpensated care. These business deci sions
al |l ow sone specialty-care providers to produce service |ess
expensively, while often being paid the same or nore than
community hospitals that carry the social obligations to
provide care to all 24 hours a day, seven days a week, 365
days a year.

Secondly, specialty-care providers are
undercutting the ability of community hospitals to neet the
needs of the broader conmmunity. As profitable services are
drawn away from general comrunity hospitals, it becones nore
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difficult to support services needed by the community that
are unprofitable: trauma centers, burn units and energency
departnments are not self-supporting. Caring for the
uni nsured, Medicaid patients and others who have limted
coverage can only be acconplished if the hospital can rely on
revenues fromprofitable services. |If these profitable
services and nore profitable patients are renoved fromthe
community hospital, its ability to continue nmeeting the needs
of the entire community deteriorates. The result? The
conmmunity | oses access to specific services or ultinmately to
all the hospital services as the general hospital
deteriorates or closes.

Communities are also | osing access to specialty
physi ci ans because of the growth of specialty providers. The
consequences for energency patients can be |ife-threatening.
Many comrunities are already experiencing this problem as the
hospital emergency departnments go on diversion for all or
certain types of cases. A primary reason, |ack of specialty
physicians willing to serve on call and treat patients in
need.

At the sane tinme, specialty providers are draw ng
profitable services and specialty physicians away fromthe
conmmunity hospital. They expect those sane hospitals to be
their backup. Consider the safety of a patient admtted to a
specialty hospital for a routine surgical procedure who then
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devel ops conplications beyond the capacity of that specialty.
This surgical patient has to be transferred to a general
acute care hospital for needed care. O consider the nearby
resident out for a jog who experiences chest pain outside a
specialty hospital, goes inside to seek assistance and is
told to call 911.

Specialty providers are increasingly owed by the
sane physicians who make deci si ons about when and where
patients should receive care. Specialty physicians are
maki ng deci si ons about care for their patients that will also
have an effect on the physician’ s personal financi al
interest. Even in a conpetitive environnent, caring for sick
peopl e transcends to sinple buy/seller relationship.

Patients need to be able to trust that decisions about their
care will be made on the basis of what is in the best
interest of the patient, not the provider. Left to market
forces alone, the incentives in a conpetitive nmarket may

| eave some providers to nmake business decisions that raise

i ssues for patients and the communities they serve.

In closing, comunities will not be well served if
the gromth of specialty providers is viewed solely fromthe
perspective of bringing nore entrants into the marketpl ace.
Their growth nust also be | ooked at fromthe perspective of
neeting the health care needs of the community. In that

context, these providers do not add a satisfactory
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alternative. Instead, they wi thdraw resources for a select,
desi rabl e popul ati on and | eave to others the responsibility
for meeting the needs of the entire conmmunity, while
conprom sing their ability to do so. The |ocal hospital is
part of the essential fabric of a community. For the
antitrust agencies to truly assess the effect of specialty-
care providers, they need to take into account their effect
on the nedical safety net for a community and whet her the
needs of the entire community are served by their presence
and grow h.

Thank you.

(Appl ause) .

MR. ALEXANDER: Good morning. | am Eddie
Al exander, the Founder, President and Chief Executive Oficer
of Surgical Alliance Corporation. It’s my privilege to be
with you this norning and to share with you ny thoughts
regardi ng the changing face of health care delivery and
financing. And |I’m pleased to offer advice on today’s
subj ect, single-specialty hospitals.

From our headquarters in Nashville, Tennessee,
Surgical Alliance partners with physicians to devel op,
desi gn, nmanage and operate specialty surgical facilities
focused on the unigque needs of patients with orthopedic,
neurosurgi cal problenms and is designed to enabl e physicians,
nurses and ot her nedical personnel to deliver the best
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coordi nat ed patient-focused care.

| had actually hoped to be joined today by Dr.
Adol f Lombardi, an orthopedi c surgeon from Col unbus, O©hi o,
with whom | work closely, so you could hear firsthand his
rational e and support as a practicing physician for an
alternative orthopedic surgical hospital nodel.
Unfortunately, Dr. Lonbardi's practice and teaching
obligations did not allow for himto be here today.

Wor ki ng together with our physician partners, who,
li ke Dr. Lonmbardi, regularly face the challenges of our
current system of delivering patient services, we have
undertaken to devel op a new orthopedi c, neurosurgical
specialty hospital that we believe will enhance patient care
and al so stinmulate conpetition in the central Ohio health
care marketpl ace.

Specialty hospitals are energing throughout the
United States, establishing new nodels for success in patient
treatment. What notivates the evolution to specialized
anbul atory surgical centers and specialty surgical hospital s?
It is a conmon-sense, intelligent response to a nature health
care delivery system and i ndustry gripped by inefficiencies
and to health care spending being out of control. Health
care spending represents over 13 percent of our gross
domestic product, or approximately $1.3 trillion. Over a

third of those costs are tied to hospitalization. Wile
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costs have soared, quality of care in the big, traditional
hospitals has deteriorated. Sinply put, the current hospital
nodel is in many respects outdated, inefficient and suffering
in quality. Specialized facilities are a natural progression
and are a recognition that the system needs to be tweaked,
per haps overhaul ed, to achieve | ower costs, higher patient
sati sfaction and i nproved outcones.

Research data on specialty facilities does
denonstrate superior results, |ower costs and sufficient
efficiencies absent fromour current system Medicine itself
continues to witness a trenmendous explosion in know edge and
information sharing. Rapid and exciting technol ogi cal
advancenents have resulted in ever-increasing sub-
specialization within the various nedical specialties. The
shared desire to harness this know edge and to focus their
energi es to enhance patient care served as the catal yst for
Dr. Lonbardi and his colleagues to pursue the devel opment of
a new specialty hospital in suburban Col unbus, Ohio,
dedi cated to nuscul oskel etal and neurol ogi cal disorders, the
New Al bany Surgical Hospital

Over 30 | eadi ng orthopedi c physicians have joi ned
together with Surgical Alliance to develop this specialty
hospital, which will enconpass orthopedi c surgery, physical
t herapy and rehabilitation, neurosurgery, neurol ogy, spine
surgery, pain managenment, emergency nedicine and interna
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medi ci ne. QOur shared purpose is to establish a prem er
Central Ohio facility dedicated to offering the patient the
| atest in technol ogical advancenents in the field of
orthopedi c surgery. Qur primary mssion is to provide our
patients with the best orthopedic care in the entire world.
Further, we share a common commtnent to continue to be a
positive asset to the community in part by doing our fair
share in treating those who cannot pay, sonetines referred to
as charity care, and by devoting significant resources to the
training of new professionals and to the research and
devel opnent of better care and treatnment for nuscul oskel et al
di sease.

What pronpted this undertaking? It was not a
deci sion made lightly. Qur physician partners have
establi shed well respected practices based in Col unmbus, with
patients from across Chio and every state surroundi ng Chio.
Quite sinply, we and they believe that the New Al bany
Surgi cal Hospital, or NASH, set to open later this year, wl
al | ow our physician partners to provide better, nmore tinely
patient care, at a reasonable price in a nore patient-focused
and friendly environnent. |In essence, we want to provide our
patients with the best care possible in a cost-effective
manner .

For hospital services, the geographic distances

t hat patients nust travel tend to define a market, and be
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barriers to conpetition. Qur new hospital will be |located in
New Al bany, a suburb of Col unmbus, Chio. The local health
care marketplace in Geater Colunmbus is dom nated by three
maj or hospital systens: OhioHealth Corporation, Munt Carnel
Health System and Ohio State University Medical Center. CQur
proposed venture has met with stiff and coordi nated
resi stance fromthese large, not-for-profit hospital systens
that control all eight general hospitals and 100 percent of
the in-patient hospital beds for adults in the Col unmbus
mar ket .

Their efforts to maintain the status quo are
driven not by quality, cost efficiency or the desire to
preserve the delivery of charity care to the community, but
rather by the fear of having to conpete, of having to | ook
within their respective institutions to inprove efficiencies
and to enhance the tinely delivery of patient care.

The operating roons at in-patient hospitals in
Col unmbus are at capacity. Physicians try to bl ock or reserve
operating roomtime. However, if the physicians are unable
to negotiate adequate tinme, then they nust sinply wait on
standby for an operating roomto become avail able. Recently,
two of our physicians have had waits of over 30 days in the
Col umbus mar ket before gaining operating roomtime, certainly
not an optinmal situation for a patient needing orthopedic
surgery.
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G ven the relative small size of NASH, eight
operating roons and 42 beds, our intention and expectation
has been that nmuch of the work of our physician partners
woul d continue, as always, at their traditional general
hospital facilities. NASH cannot accommpdate, nor was it
desi gned to accommodate, all of the operating roomtinme and
staffing needs of our many physician partners.

When conpleted |ater this year, NASH wi || account
for less than 1 percent of the hospital beds in the Col unbus
area. Qur initiative will certainly help the problens that
our practicing physicians now face of insufficient operating
roomtinme options, but it is not really a realistic threat to
t he general hospitals.

NASH i s under construction and is scheduled to
open this Novenber. 1In an effort to forestall conpetition,
two of the hospital systens in Colunbus, OhioHealth and Mount
Carmel, recently passed resolutions to revoke existing
privileges of nmedical staff nenmbers and to withhold new
privileges solely on the basis of a physician's investnent
interest in NASH or any conpeting specialty hospital.

Dr. Lonbardi has dealt with this prohibition
firsthand. Although Dr. Lonbardi has performed virtually al
of his in-patient surgeries over the |last few years at an
Chi oHeal th hospital, he has been put on notice that
Chi oHealth will revoke his privileges at that hospital after
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NASH opens, solely due to his investnment in NASH.

In anticipation of this heavy-handed reaction, Dr.
Lonmbardi applied for privileges at a Mount Carnel hospital,
and despite his unquestioned and i npeccable credentials as a
hi p and knee repl acenent surgeon, his application was
rejected solely due to his investnent in NASH As a result,
Dr. Lonbardi faces the prospect of being unable to serve his
patients in a timely manner after NASH opens because he nay
not have access to sufficient operating roomtine.

These unfair actions stifle conpetition by
puni shi ng physicians who invest in potential conpetitors
t hrough the denial of staff privileges and access to scarce
operating roomtime at the not-for-profit hospitals. This
process of econom c credentialing, the use of economc
criteria, unrelated to quality of care or professional
conpetency, in determning an individual's qualifications for
initial or continuing privileges is opposed by the AMA, which
urges that physician credentialing and privileging be
assessed on the basis of their education, training,
experi ence and docunented conpetence.

Economi c credentialing limts patient choice and
access to care and it elimnates referrals to hospitals or
ot her out-patient facilities that may be nore clinically
appropriate, cost-effective or convenient for patients.
Requiring a physician to limt his or her referrals to one or
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a short list of accepted facilities serves only the interest
of the accepted hospital and rarely is it in the best
interest of the patients. Not only is this activity anti -
conpetitive, vis-a-vis the affected physician, but it also
has a chilling anti-conpetitive effect on the entire
mar ket pl ace for the delivery of those nmedical services.

Not-for-profit hospitals or NFPs account for about
85 percent of all hospitals in the U S. and 100 percent of
the hospitals in Colunmbus. They hold a great advantage over
specialty hospitals, given their existing market doni nati on.
Despite their conplaints of unfair conpetition, these |arge
hospitals have nore capital, nore resources and the | everage
of possessing dom nant nmarket position.

In addition, they are accorded, in exchange for
certain unprofitable community services, a wi de array of
special treatnent fromthe | egislature and the regul atory
conmmunity. Not the |east of these preferences is the fact
that the hospitals, not-for-profit hospitals, pay no state or
federal income taxes or local property taxes. |n many
states, the hospitals have al so been protected from
conpetition through certificate of need prograns, yet another
barrier to new market entrance.

Chio's certificate of need program for hospital
expansi ons was elinnated by the Chio General Assenbly in
1995. State Senator Lynn Watchman, the Chairman of the Ohio
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Senate's Health, Human Services and Aging Comm ttee, observed
recently that this deregulation is just now beginning to
yield good fruit with a nore conpetitive | andscape in Ohio.

Specialty hospitals and surgery centers are not a
new i dea in Colunmbus. They're not a newidea in the State of
Ohio or nost of the United States. Currently in Central
Ohi o, OhioHealth, Munt Carnel and Chio State all are in the
process of building specialty heart hospitals. Wthin the
Mount Carmel Health System St. Anne's is currently
constructing a specialty wonen's hospital. It is widely
acknow edged and accepted that organi zing care around a
particul ar di sease or popul ation, such as children, creates
trenendous efficiencies and precipitates better patient
out cones.

Qur new orthopedic specialty hospital affords the
sane benefits to the community. It seens, however, that the
current dom nant market | eaders would prefer that the
creation of these new specialized centers only be permtted
i f undertaken by themrather than others.

The natural barriers to entry for a potenti al
entrant into the marketplace, noney and acceptance are
suppl enment ed and strengthened in the Col unbus area by the
exi sting hospitals. These conpetitors are using several
actions as barriers to entry. Threats of denial, staff
privileges to physicians who invest in NASH, adverse
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publicity about NASH, and |egislative |obbying to try to
obtain legislation that would bar physicians fromreferring
patients to in-patient hospitals in which they have an
ownership or investnment interest.

Qur specialty hospital will provide better patient
care at a nore reasonable price and in a nore patient-
friendly and caring environment. The argunent for
specialization in health care is too conpelling and affords
too many benefits to be thwarted either by policy or anti-
conpetitive conduct. Instead, we nust encourage superior
nodel s of health care delivery to pronote innovation and
stinmulate inproved performance, higher patient satisfaction
and better outcones.

NASH has al so been maligned in Ohio and criticized
for being a for-profit facility. This is a little akin to
“"the pot calling the kettle black." ©hioHealth, Munt Carnel
and OSU all have owned for-profit physician practices,

di agnostic centers and surgery centers. OhioHealth and OSU
house for-profit specialty hospitals on segregated fl oors
within their own hospitals.

Nationally, there are over 750 for-profit
hospitals across the country, and they are an integral part
of our national health care delivery system Many of these
hospitals are affiliated with religious institutions, others
with major universities. The Cleveland Clinic, the nost
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prestigious nedical facility in Ohio, operates its Florida
hospital as a for-profit facility.

MS. MATHI AS: M. Al exander?

MR. ALEXANDER: Yes.

MS. MATHI AS: You need to wap it up, please.

MR. ALEXANDER: Okay. |I'Il quickly say that our
struggl es need not to have cone at all. W made overtures to
the hospitals in Colunmbus to actually be our partner, but
were rebuffed. In addition to engaging in econonc
credentialing, the hospitals in Colunbus are essentially
col luding. An OhioHealth nmedia spokesman basically said in a
Sept enmber news article, "We are all on the same page. The
coalition is far enough along now. [It's just an
understanding, we're all on the sane page."

In closing, let ne reiterate that Surgical
Al l'i ance Corporation and the NASH physician partners have a
primary interest in creating in the New Al bany Surgi cal
Hospital, a specialized environnment that not only assures,
but nurtures, collaboration anong the nost skilled nedical
and support staff, which, when conmbined with high quality
patient care that is focused on a distinct specialty, results
in better patient outcones.

Thank you for your tinme and attention.

(Appl ause) .

MS. MATHI AS: Thank you.
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DR. MOREHEAD: |'mhere to tell you a sinple
story. And, Edward, after your presentation, to use a Paul
Harvey term maybe the rest of the story. Qur story begins
in the first few nonths of cal endar year 2002. Menbers of
the OhioHealth Board of Directors |earned of two different
ort hopedi ¢ groups that planned to build conpeting orthopedic
hospitals that provided in-patient services; that is, beds,
whereas in-patients would be adm tted.

The news invoked intense concern anong nmenbers of
the Board of Directors. First of all, these were
ort hopedi sts who had practiced for nmany years in our
facilities. Second, they were concerned about the inpact on
the overall health care delivery systemin Colunbus. For
many years, the four mmjor providers of care, hospital
provi ders of care, in Colunmbus had provided excellent,
effective, efficient services in Colunbus and, in fact, al
of the unconpensated care without a tax base. They were
concerned whet her or not their hospitals could continue their
nm ssions, because it is correct, as you've already heard this
norning, that it is the profitable services they are taken
away that jeopardizes a hospital's capability of providing
unprofitabl e services.

And, finally, they were concerned about taking any
action at all against the nmedical staff. It is highly
unusual for the Board of Directors to have an adverse i npact
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on the interests of their medical staffs.

The Board set out on a journey, and the journey
was a journey of discovery. And the discovery was to analyze
in great detail these different concerns that they had and to
devel op a response. | wish that | could introduce you to our
Board. You'd be inpressed, like I'minpressed. Twenty-eight
out standi ng | eaders in our conmmunity; industrialists,
bankers, |awers, physicians, dentists, psychol ogi sts,
busi ness owners. These are people, sone of whom represent
the | argest enployers in the Col unbus and surroundi ng areas.
Al'l are volunteers. All are deeply conmtted to the best
interest of the conmmunity. None are conpensated, nor do they
recei ve any perks. These are people who are doing a
difficult job because their heart is in their work.

| want to review for you the journey of discovery
that led this group of commtted, thoughtful, credible
citizens in Central and Southern Chio to nake a very
difficult and a very painful and a very bold decision to
term nate or withhold privileges from physicians who i nvest
ina for-profit, limted-service hospital which provides in-
patient services. Now, as | say this, | realize that we're
in the mdst of a national debate, and that is good. But
this is the story of a single group of people who made the
deci sion that they could.

"Il go through some of the insight that the Board
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had and struggled with as they discussed this over a six to
ei ght-nmonth period. First of all, the Board nenbers realized
very quickly that they had the fiduciary interests of the
charitable trust. OChio |aw very clearly places the burden of
protecting the charitable interests of non-profit hospitals
upon the Board of Directors. They are responsible for
nmonitori ng and mai ntai ning and preserving fiscal stability.
They must protect the non-profit corporate interests. In
hospital lingo, that is protect the hospital m ssion. That's
their job, and they set about with great energy to be
faithful to that trust.

The first thing that they responded aggressively
to was the insight that investnment in a conpetitive in-
patient facility created a very severe conflict of interest.
Let me describe conflict of interest as we see it. Conflict
of interest is when a physician has privil eges, and that
means the ability to admt patients to different hospitals,
but that physician has a financial interest in one of those
two hospitals. The concern is self-evident: A physician
woul d make a decision to admt a patient -- that was
profitable -- to the hospital in which he or she had that
financial interest to enhance return.

I'"d like to talk about this conflict of interest
in two different ways. First of all, 1'd like to describe
the inherent conflict of interest. Good, conpetent,
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dedi cated physicians want to send their patients to
facilities where the | evel of care, sophistication of care,
is appropriate to the needs of the patient.

Let me give you an exanple. It's totally
different fromreplacing a knee in a 50-year-old weekend
athlete than a hip in a 75-year-old person who has severe
di abetes and who has had nultiple episodes of heart failure
in the past. In that latter situation, one would |ike that
sicker patient to be hospitalized in a place where
endocri nol ogi sts, where infectious di sease experts, where
cardi ol ogists are available at the drop of the hat if
sonet hi ng shoul d go wrong.

The inherent problemis that that latter patient
that | described for you, the sicker and ol der patient, is
al so the least profitable and is nore likely not to have
adequat e i nsurance coverage. But there is also a financial
conflict of interest, again described earlier, the tenptation
or the trend, tendency for a physician to refer a patient to
a hospital in which he or she has sone ability or sone
probability of receiving sonme financial advantage.

Now, this concept is not new. And concerns from
soci ety over this conflict of interest in financial terns
goes back to the anti-kickback | aws, goes back to Stark | and
1. Ohio itself has sonme state laws to the sanme effect. And
it's as though society has said to physicians, "We're willing
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to pay you for direct patient care, but we really don't want
you to make nmoney on your decisions that don't involve direct
patient care.” That's been society's stance to this nonent
and that was a major conclusion fromthe Board.

Let me point out right away that conpetition is
not the issue. Conpetition is good. Conpetition in terns of
quality of care and service is very healthy, and it will nake
us all better. But conpetition ought to occur on a |evel
playing field. There should be sone justice in the
conpetitive rules. The nodel used to develop for-profit
bouti que hospitals in the past has al ways been to capture
physi cian investors, so that referrals will be guaranteed.

Physi ci ans determ ne where a patient goes for
care, sone 80, 90 percent of the tine. And to give the
physician of referring patients to a facility in which he or
she has financial interest appears to the OhioHealth Board as
bei ng definitely unfair conpetition.

The Board decided that it was not required, in
face of these insights, to sacrifice the interests of their
charitable institution in favor of the physician's self-
interest, and this was particularly notable because of the
strong affiliation and the rich heritage of the Mthodi st
Church, of which OnhioHealth is a part.

"Il never forget one of our Board nmenbers sitting
in the Board neeting, and we had had a lively and a spirited
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di scussion, as many of themwere. And he finally pounded his
fist on the table and he said, "You know, you just can't be a
partner and a conpetitor at the sane tine." And that's a
fairly self-evident statenent from one who struggled with
this issue.

|"d like to close ny comments and read to you a
guote. Last week ny sister and | cane to Washi ngton on a
sightseeing tour. And we happened upon the FDR exhibit, and
| took a picture of one of the quotes fromFDR, and 1'd |ike
to read that to you. "The test of our progress is not
whet her we add nore to the abundance of those who have nuch.
It is whether we provide enough to those who have too
little."

| thank you.

(Appl ause) .

MR. REX-WALLER: Well, thank you to the Depart nment
of Justice and the Federal Trade Conm ssion for organizing
this hearing, and | appreciate the opportunity to participate
on the panel. |'m John Rex-Waller, and I'mat this hearing
representing both the interest of ny conpany, National
Surgi cal Hospitals, and the Anerican Surgical Hospita
Associ ation, of which NSH is a foundi ng nmenber.

The American Surgical Hospital Association is, in
fact, a 68-menber trade association representing conpanies
that are involved in the devel opment and operation of
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freestandi ng specialty surgical hospitals. W're pleased
with the FTC and the Departnent of Justice's interest in
conpetition in our industry. W're yet a relatively snmal
part of the $1.3 trillion that is spent on health care in the
US., but I think we're on the |eading edge of health care
i nnovation in this country.

G ven the opportunity to participate on a |eve
playing field, free fromunfair trade practices, specialty
surgical hospitals create choice and provide conpetition in
the health care marketplace, in addition to providing
superior patient care.

Defining specialty surgical hospitals is tough.

And a single definition is alnost inpossible. Attenpts have
been made to define the specialty hospital as a single-
specialty orthopedic or cardiac; or by type of service:

surgi cal; ownership, by physicians; or whether it's
freestanding or within a hospital. All of these

categori zations fall short, as there is a matrix of all of

t hese, and multiple exanples can be found in every single
cell of the matriXx.

Just as an exanple, Cache Valley Specialty
Hospital is a small, nulti-specialty surgical hospital with a
full emergency departnent, a full imaging center, four
operating roons and 18 beds, in Logan, Utah. El Paso is a
60R, 31-bed facility in EIl Paso, Texas, with an energency
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room And in San Antoni o, the Spine Hospital of South Texas
is not a full-service nulti-specialty facility. It focuses
on spine surgery only. That's the only thing that it does.
It just does spine surgery. It has an E/R, as it is nmandated
by the state licensing requirements for an acute care
hospital. All of these facilities have acute care hospital
i censes and they all are subject to EMTALA. W take our
EMTALA responsibilities very, very seriously.

What ever formthey take, the case for the
specialty surgical hospital is conpelling. These facilities
have arisen froma demand from physici ans, patients and
payors, for a nore efficient patient-friendly and cost-
effective location to provide nedical care that has been
traditionally provided in the full-service hospital
Al t hough perceived as a new phenonenon, these hospitals are
sinply another manifestation of trends that have been evident
for decades.

Wtness the growth in ambul atory surgery centers
from which surgical hospitals have grown. No single factor
can be said to be the cause of the unbundling of surgical
care fromthe full-service hospital. Rather, it's the
confluence of the follow ng factors that have caused the
energence of the anbul atory surgery center 25 years ago and
that continue to drive the growth in surgical hospitals
today. We're sinply an outgrowth of this industry.
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In excess of 80 percent of all surgical cases are
done in an out-patient setting. This is up fromless than 20
percent in 1980. On average, 85 percent of the cases done in
our surgical hospitals are done on an out-patient basis.
During the past few decades, surgery has been transfornmed as
surgeons and their patients have mgrated to anbul atory
surgery centers and nore recently their cl ose cousins,
surgi cal hospitals.

This has been driven by technol ogy, technol ogi cal
advances, particularly in endoscopic surgery and in surgical
techni ques and i n advanced anesthetic agents. |It's also
physi ci an demand for efficient surgical facilities and
specialized staff dedicated to elective procedures. |It's
al so patient demand for a non-institutional, friendly,
conveni ent setting for their surgical care, and payor demand
for cost efficiencies as evidenced by the anmbul atory surgery
center industry, as well.

Secondl y, physician input and control. It has
been our experience that w thout exception specialty surgical
hospitals are devel oped in response from |l ocal surgeons.

It's a demand born out of frustration with |ocal acute care
hospital managenment that is unresponsive and unable, or
perhaps unwilling, to neet surgeon and patient requirenents
for all sorts of reasons.

Physi cians feel a loss of control of their
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practices and are demanding to regain control of their work
environnment. The facility that allows surgeons to start on
time, do nore cases in a given anount of tinme, and get back
to their office on tinme has a huge inpact on their practice
efficiency. So, surgeons have decided to put their own nobney
and reputations at risk and have devel oped their own surgi cal
facilities which will be | ess bureaucratic, less political,
nore accountable, and will provide better, physician-
oriented, patient-friendly, superior patient care.

The consuner choice novenment, patients as
consuners, the single |largest growmth sector within the
managed care industry is the point-of-service plan. This
all ows patients to choose their own provider. Patients are
voting with their feet, noving to plans that give them
freedom of choice. Wat patients want is nore control, nore
personal attention, and again, a less institutional
envi ronnent and better value, all of which are provided in a
specialty surgical hospital

Last on this topic: Enployee satisfaction.

Nurses are the principal enployees of a hospital. The

wor ki ng environnent in a |large hospital, and in any |large

institution for that matter, distances enployees fromtheir

customers, the patients in this case, and adm nistration.

Nurses are unhappy with their work environment, and they've

|l eft the profession in droves, leading to the chronic nursing
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shortage that we have.

Smal | er work settings offer a better, nore
custonmer-focused service orientation and a smaller, flatter
adm ni strative structure. Just being small makes it a | ot
nore conveni ent for enployees to work there. It makes a
specialty hospital a better work environment. And hopefully
the gromth of these smaller, friendlier facilities wll
encourage nurses to return to this very nobl e profession.

Let me turn to some of the threats that | think we
see on our horizon. | hope you sense the optim smthat |
hold for the future of specialty surgical hospitals. And the
optimsmis based on the fundanental soundness of this nodel
of delivering surgical care and on the superior quality care
results that we are seeing.

Surgical hospitals are the right thing at the
right time for quality patient care. Unfortunately, there
are a few dark clouds on the horizon that tenper my optin sm
Speci alty hospital owners and managenment are w tnessing an
increase in the frequency and intensity of hostile anti-
conpetitive behavior aimed at our facilities and our
physi cian partners. |'m not speaking about the kind of
vi gorous and healthy conpetition you'd expect as a new
business in town. |'mrather referring to conduct that can
best be described as predatory or exclusionary.

And here are sonme of these abuses that we are
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seeing: Exclusionary contracting; econonm c credentialing,
where the owning a conpeting facility is cause for the
removal of a physician fromstaff; abuse of the appeal for a
CON process in those states where there are CONs; regul atory
| egislative efforts to encunber specialty facilities with
unnecessary regul ation and mandatory services. |'ll coment
on that later if we have tinme. Direction of cases through
hospital ownership of captive health plans. The sal aried
physician to captive health plan referring into an existing
hospital. That's certainly a clear conflict of interest.
Threats and acti ons agai nst surgeons in allocating prinme
operating roomtimes. It happens all the tinme. Threats and
actions and interference in the referral patterns of primary
care physicians to specialists.

We're not so naive as to expect that when we
announce to a comrmunity the devel opnent of a new conpeting
hospital it will be welcomed with open arns by the existing
acute care hospital, but truthfully, we've been surprised and
di sappoi nted by the antagonistic and sonetimes irrational
contact we've encountered. For exanple, in Logan, U ah,
Logan Regional is an IHC, Inter-Muntain Health Care,
hospital located in Northern Utah. Wen faced with
conpetition froma new surgical hospital, Logan Regi onal did
not hesitate to use its size and contracting power. Logan
Regi onal and | HC, which control approximtely 75 percent of
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the health plan enrollees in the state, became very punitive
in contracting with payors that dared contract with the
surgi cal hospital.

| HC restricted access to its primary health care
network, which effectively limted payors to one hospital in
the market. Logan Regional -- and that was Logan Regi onal.
The surgical hospital is now denied access to enroll ees under
contract with the IHC health plans and there are few
i ndependent payors who are willing to forego the exclusive
| HC contract in order to contract with the surgical hospital.

| HC is also heavily involved in the enploynent of
primary care physicians in an effort to control the referral
base for its hospitals. They enploy approximtely 60 percent
of the primary care physicians in that |ocal nmarket. Non-IHC
primary care physicians have great difficulty contracting
with the IHC plans, unless they support that | HC system

Coeur d' Al ene, lIdaho. Wen Kootenai Medi cal
Center |earned that several physicians on its nmedical staff
intended to partner in devel opnent of a surgical hospital,
the reaction was open hostility. The Board, acting under
guestionable state | egal authority, passed resol utions
t hreat eni ng physicians with expul sion from nedi cal staff
because of their investnent decisions, with no regard to
their professional perfornmance. Physicians are being ordered

by hospital adm nistration to disclose all financial
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relationships with conpeting facilities, so that the hospital
may use this information in its medical credentialing
process.

Durham North Carolina. Duke University Medica
Center controls over 98 percent of the surgical market in the
Durham North Carolina area. The sole conpetitor is a small
privately owned facility that exists in a 77-year-old | eased
facility, incidentally that's been physician-owned for the
| ast 77 years. The owners of the specialty surgica
hospital, seeking to deliver existing surgical services in a
replacenent facility that will nmeet current health and
bui | ding codes, applied to the state CON authority for
perm ssion to relocate existing operations.

The specialty hospital sought perm ssion to
provi de the same services at approximtely the same capacity
| evel . Response from Duke, has been open aggression, Duke
mar shal ed its resources to contest the facility upgrade,
knowing that if it could lock the specialty hospital into a
77-year-old facility, that it's going to suffocate the
remai ni ng source of conpetition. They've also, as we're
seeing in many other places, restricted staff privil eges.

The response has not just been on the local |evel.
It has also cone from an earnest and public effort by such
| arge and wel | -funded organi zations as the California Health

Care Associ ati on and the AHA. The AHA -- at | east ASHA and
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Nati onal Surgical Hospitals certainly hope that the
Department of Justice and the FTC
take note of these concerted efforts by |l arge hospitals and
associ ations to inpede, if not elimnate, the devel opnent of
specialty surgical hospitals.

Just as the devel opnent of surgery centers was
first opposed, but | note |ater enbraced whol e-heartedly by
hospitals, they are now opposed to the next innovation -- the
delivery of surgical care. That is, unless, of course, it's
t hey and not a new conpetitor who is delivering the new care.

The ol d-line establishment of health care cannot
be so parochial as to believe that bl ocking progressive forns
of health care delivery is in the best interest of our
nation, our comrunities or our patients. | think that a
guote from Roscoe Starek, who is a former FTC Comm ssi oner
and this was echoed by Chairman Muris in Novenber of | ast
year, is appropriate. He said, "The Comm ssion does not
favor one type of health care delivery system over another.
Rat her, we work to keep markets open to new and existing" --
my enphasis -- "conpetition so that consumers and providers
can make their econom c decision. The Conm ssion seeks to
ensure the delivery systens may devel op and grow i f they neet
t he preferences and needs of consunmers and that anti -
conpetitive behavior does not inpede the devel opment of
health care alternatives.” | think this must be the position
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of federal and state policy.

We encourage the FTC and the Departnent of Justice
to actively pronote innovation in the delivery of surgica
care by doing everything possible to prevent the anti-
conpetitive behavior that threatens the viability of our new
and recent industry. Thank you very nuch.

MS. MATHI AS: Thank you.

(Appl ause.)

MR. MUHOLLAND: Good norning, everybody. M nane
is Dan Muholland. [I'mfromthe law firm of Horty, Springer
and Mattern in Pittsburgh, Pennsylvania. W're a single-
specialty law firm of 14 attorneys who only represent
conmmunity hospitals around the country. W have over 300
active hospital clients in all 50 states. And |let ne just
preface these remarks by saying that in making the
presentation today |I'monly representing the views of nyself
and the firmand not of any client. W're not here on behalf
of any client.

|"d like to thank the Department of Justice and
t he Federal Trade Conm ssion for this opportunity. The | ast
time | had any official conmmunication with the FTC was when
t hey served a subpoena on ne, trying to depose ne regarding
| egal advice | gave in the Freeman Hospital nerger case.

But, fortunately, that had a happy ending, and it's nice to

be here on | ess than contentious terns.
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As | said, all we do is represent hospitals. And
not a day goes by that we don't get a call involving this
particul ar issue: The effect of carve-out conpetition,
singl e-specialty hospitals, out-patient surgery centers or
i ndependent diagnostic facilities on community hospitals and
their ability to performthe services that they provide to
t he public.

And | just wanted to nake a few observations today
in response to the questions that the FTC and the DQJ raised
regarding this issue. Now, nmany of these have already been
di scussed by the other speakers, so | won't dwell on them
but there are a few things that I think need to be covered,
in addition to the observations already nade.

As to the factors that drive the unbundling of
hospital in-patient services, it isn't all about nobney, but
that's a big part of it. Obviously, doctors would like to
suppl enment their professional income with the facility fees
or technical conmponent income that comes with having an
ownership interest in a facility. But that's really a snmall
part of it. Another big revenue driver is the fact that
because of sone of the efficiencies that can be done in a
facility only devoted to one specialty, they' re able to drive
nore vol ume through the facility and thus increase revenue
t hat way.

Most of these organi zations do not have the sane
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| evel of charitable obligations or commtment as their non-
profit counterparts because they're organized as for-profit
facilities. And in many cases, but not all, as sonme of the
speakers observed, they have m nimal amount of existent
emergency obligations. Even when they do have an energency
room because they're focused on a single specialty the scope
and type of energency services they have to offer, especially
with respect to the energency roomcall coverage that has to
be provided in different specialties, is |limted.

Finally, one thing that's often overl ooked is that
the single-specialty hospital, when it involves physician
i nvestors, gives the physicians an opportunity for diagnostic
revenue, from MR, CT scans, nuclear cardiology. This tends
to be fairly high-paying, along with some of the procedural
t hi ngs done in the hospital that wouldn't otherw se be
avai lable to them -- either because of the type of things
that they can have in their office or some of the existing
| egi slation and regul ation that applies to rel ationships
bet ween physicians and entities to whomthey refer services.

Some of the fraud and abuse | aws have quite the
opposite of their apparent intended effects in terns of
driving nore hospitals and nore physicians towards ownership
interests in single-specialty hospitals. O course the Stark
"whol e hospital" exception specifically permts doctors to
have an ownership interest in the hospital. But the in-
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office ancillary service exception is fairly limted and
woul d not allow conpeti ng physician groups to pool their
resources, except in rural areas, to get diagnostic revenue
out si de of the diagnostics that they can offer in their
of fer.

Finally, the safe harbor by the O fice of
| nspector General on anbul atory surgery centers limts
participation to physicians who do a predom nance of their
work in an outpatient setting. So, if you had an orthopod,
for instance, who did a ot of hips or a ot of conplicated
i n-patient procedures, that orthopod m ght be outside of the
saf e harbor for a surgi-center, but could come back into a
saf e harbor with respect to ownership interest in a whole
hospi tal .

Now, what have been the effects of this
unbundling? Well, a lot of the speakers have nentioned that
physi ci an ownership interests influence referrals. That's
al nost intuitive. And there have been sone studies that
suggest that utilization increases. The real problem
however, is how this kind of conpetition can adversely affect
a full-service community hospital. Hosptals nay be the
victims of patient dunping or cherry-picking in ternms of nore
hi ghly paid patients having services done in a physician-
owned hospital as opposed to the full-service hospital;
wher eas those physicians would still treat indigent patients
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or Medicaid patients in the hospital.

We once | ooked at -- very recently, one of our
clients in Tennessee who was | ooking at sonme conpetition from
sone surgery centers, once the surgery center opened, one of
the orthopods on staff had previously done only about 20
percent of the work in the hospital was Medicaid work --
TennCare as it's called in Tennessee. After the surgi-center
opened and the doctor noved nost of his practice there the
doctor's TennCare | oad at the hospital junped to about 80
percent. This suggested that he was using the hospital
al nost exclusively for his TennCare patients and diverting
his paying patients to the surgery center.

Anot her thing that's often overl ooked is that
staffing shortages (which are already pretty bad in various
nursing specialties, anesthesia providers and pharnaci sts, as
wel | as sone technical professions) become nuch worse when a
new hospital opens, a single-specialty hospital, opens in a
community. Already short staff are diverted over to that
hospital, bidding up the costs of nursing services and ot her
techni cal support services for all the hospitals in the
mar ket .

Peer review sonetimes can be ignored or even
outright abused. There was an exanple of that recently in
t he plea bargain case in M chigan, where a hospital and two
of its nedical staff |eaders pled guilty to various fraud
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charges because, according to the Departnment of Justice, they
had not properly peer-reviewed a physician who was perform ng
al | egedly unnecessary pai n managenment procedures. When the
Departnment of Justice conducted its investigation, it
determ ned that the two nedical staff |eaders involved had
del i berately, according to the indictnment and the plea
bargain that the hospital entered into, tried to cover up
this probl em because they had a common investnment interest in
an out-patient surgery center with the anesthesi ol ogi st
perform ng pai n managenent procedures. Finally, Board and
medi cal staff relationships deteriorate and you have outri ght
civil war in many institutions.

Now, has quality of care been enhanced as focused
factories emerged? | think the jury's still out on that.
There are a number of articles which we have in our
presentation, and you are wel come to have copies of it |ater,
whi ch suggest that sonetinmes in for-profit facilities quality
isn't on the same par as non-profits. There are other
studi es that reach the opposite conclusion; the Lewin G oup
recently did a study of some procedures in heart hospitals.
But the bottomline is that at sone point, even though
i ncreased volume in many cases can enhance quality, it
reaches a point of dimnishing returns. And if there are too
many i ncentives to drive procedures through quickly and to
drive high volumes of procedures through a facility, quality
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can begin to suffer.

Have costs and access been increased or decreased?
Well, we think that cost increases are quite likely as a
result of this conpetition, as the result of increased
utilization, conpetition for the support staff that |
mentioned, as well as duplication of facilities in
communi ties that probably don't have the demand to support
two facilities unless, as the Professor suggested, it's
suppl y-i nduced demand.

Access can al so decrease as a result of the
l[imted charitable comm tnment of the physician-owned single-
specialty hospital, and reduced incentives for the physician
investors to provide E.R call coverage and rel ated services
at their full-service conmunity hospital conpetitors.

Now, has conpetition been affected for services
provi ded by the general in-patient hospital and single-
specialty hospital, as well as for services provided only by
the general in-patient hospital? | think this happens in
both instances. Certainly conpetition is affected when you
i ntroduce a new conpetitor in the nmarket for the single-
specialty hospital. But in sone markets, where genera
hospital s have invested in a single-specialty opportunity
with outside investors in their positions, it's an
interesting mx in that sometinmes their ability to provide
the full range of services outside of that single specialty
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beconmes di m ni shed and they beconme a weaker conpetitor of
their fully integrated, full-service counterpart.

s this devel opnent any different than the
enmergence of specialized hospitals for children, rehab or
psych? Well, 1'd suggest that if it wasn't different we'd be
seeing a lot of for-profit plays in obstetrics and pediatric
hospitals. We sinply aren't seeing that. W're seeing it
when there is a possibility of favorable reinbursenment, which
makes sense from the standpoint of the investors. But
traditional specialized hospitals usually serve popul ati ons
with limted reinbursenent and hi gh nunbers of indigent
patients.

Physi ci an ownershi p, however, will skew
conpetition. Basically, the physician owners of a hospital,
singl e-specialty or otherwise, will have a de facto excl usive
arrangenent with that hospital. And because of that de facto
excl usi ve arrangenent, their decisions about where and how
care is provided will be influenced by that investnent
i nterest.

But what actions have hospitals taken in response
to the energent single-specialty conpetitors? Well, there's
a number of things. Sone people nmentioned preferred and
excl usi ve managed care contracts. W helped litigate the
Surgery Care Center of Hammond case in Louisiana recently

where the Fifth Circuit ruled in favor of the hospital. At
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the nub of that controversy were sonme preferred relationships
that North Oaks Medical Center had entered into with managed
care providers in the New Ol eans area. The surgery center
conpl ained that this constituted attenpted nonopolization,
but the court found in favor of the hospital. First by
sayi ng the hospital |acked market power; and second by saying
that even if it had nmarket power, this would be a reasonable
way to conpete -- basically trading | ower volume or | ower
prices in return for higher vol une.

Refusal to cooperate with single-specialty
hospitals, we think it's perfectly legitimate. And this
issue came up in the North Oaks case, as well, for a full-
service hospital to decline to enter into a transfer
agreenment with a single-specialty hospital or surgery center,
unl ess the surgery hospital or specialty hospital agrees to
indemify the full-service hospital for uncovered costs as a
result of the transfer.

We al so have seen a nunber of things that
hospital s have done to conpete with single-specialty
hospitals by way of denying certain types of relationships to
physi cian investors. This was discussed by a nunmber of the
previ ous speakers. Certainly, we would think that a
physi ci an who has an investnment interest in a conpetitor
woul d be barred from board nenmbership on a full-service
hospital by virtue of the fact that this would violate the
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fiduciary duty of loyalty, as well as possibly causing sone
probl ems under Section 8 of the Clayton Act.

Hospital s have also determ ned to deny nedica
staff | eadership positions or participatory rights, for
exanpl e, votes or active staff nmenmbership, to physicians with
i nvestnent interests in conpetitors. And sonme hospitals have
determ ned that this could disqualify physicians from medi cal
staff appointnent and clinical privileges, as well as
financial relationships like recruitnent contracts or nedical
directorships with the full-service hospital.

In all of these cases, we think an antitrust
anal ysis would |l ead one to the conclusion that these are
perfectly reasonabl e and pro-conpetitive responses to this

type of conpetition. Renmenber, that in Sherman | nobst of

t hese cases will be analyzed under the rule of reason. Under
Sherman |1, attenpted nonopolization cases, there are
concerns about predatory conduct. To the extent that these

are reasonabl e responses, we think that those responses wil |l
be deened appropri ate.

There are a |lot of cases, which | won't go
t hrough, that have dealt with this and suggested that this
ki nd of so-called econom c conpetition or credentialing,
which we feel is a pejorative term would be all right. In
t he end, however, we reached a conclusion in dealing with our
clients that this trend can be extrenely harnful to a
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community's ability to provide for its health care resources.

And when we work with hospitals, we usually tell
themto suggest to their physicians that because of all of
t he other hostile factors in the health care environnment
today that it's best that they stick together, and that they
gquote Ben Franklin to them by saying that, "W all have to
hang together, or else we'll hang separately.” And if that
doesn't work, we revert to the immortal words of Bart
Si npson, who said, "Listen to your heart, not the voices in
your head."

(Appl ause) .

MR. KELLY: Good norning. M nane is Dennis
Kelly. | serve as Executive Vice President of Devel opnent
and Governnment Rel ations for MedCath Corporation. MedCath is
a national provider of cardiovascul ar services, publicly
traded and headquartered in Charlotte, North Carolina.
Currently we have approximtely 5,000 enpl oyees throughout
the United States.

We appreciate the opportunity to speak on behal f
of our organization, our physician partners, other
prof essi onal staff, and the patients who have utilized our
hospitals and our services. | want to especially thank the
Federal Trade Conm ssion and Department of Justice for
fram ng the foll owi ng questions for our response. And those

guestions have been covered previously: the factors driving
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t he devel opment of our hospitals; what has been the effect of
our hospitals in the marketpl ace; have our hospitals enhanced
qual ity of care; have cost and access decreased as a result
of our hospitals; how has conpetition been affected; and what
actions have conpetitors taken in response? |['Il take a few
m nutes trying to address sone of that.

It's interesting that -- you know, I"mglad to see
t hat everybody agrees about this issue. W have a unique
sort of circunstance. Because of our operational experience
we hope to bring the discussion fromthe theoretical to the
actual because we've got results. We now run and operate 10
heart hospitals in partnership with physicians.

MedCat h has a clear vision to redefine the way
cardi ovascul ar care is delivered throughout the United
States. Qur mssion is to inprove clinical outcones for
cardi ac patients through a physician-driven, patient-focused
approach. Qur val ues are people, partnership, quality and
integrity.

Let me talk a little bit about what is a MedCath
heart hospital because it's not been described yet. This is
one of the challenges that I think we have as those that
passi onately care about health care in the United States.
It's hard to characterize any one of these organi zations or
facilities or structures because every market in the United

States is different and, therefore, market forces in each
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mar ket are sonmewhat unique to other places.

When we tal k about a heart hospital -- that is a
freestandi ng, general, acute-care hospital designed to focus
primarily on cardi ovascul ar care. W treat all patients
regardl ess of their ability to pay. And, in fact, studies
have shown that we either are conparable to the Medicaid and
i ndi gent patient provision or we're in the top half in those
respective markets. The typical hospital has 32 to 112 beds;
all of these are intensive-care or coronary-care equi pped.
Typically it has two to six cath |abs and two to four
operating roons. And we partner with physicians, both
econom cal |y and operationally.

The nedical staff of our facilities also is a
l[ittle bit unique and candidly has not been described. W
have basically -- the typical staff is 250 to 300 physici ans.
Of that 250 to 300 physicians, only 15 to 70, 15 on the | ow
end and 70 on the high end, the average probably 35, are
i nvestors, but of that 250 to 300, that includes all of the
specialties you need to take care of everything that conmes to
the hospital. And all of themare on call, and when you hear
sone information related to our enmergency visits, you'll get
an understandi ng of that.

We're committed to inproving the productivity and
wor k environment of physicians, nurses and ot her nedical
personnel providing care. And if | could tell you the one
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single reason why doctors want to work with us, and not
speaki ng for anyone else, it's because of the care, the
control we have over the care provided for their patients in
the in-patient setting; the enpowernent within the hospital
to hel p govern and set up the operating standards; and, third
and equally as inportant, the productivity enhancenment it
provides to them because all of them are getting busier and
they need to find ways to be nore productive.

|"d like to comment on the enmergency services we
currently provide through our operating hospitals, and |
think this will be very telling. 1In fiscal year 2000, in our
ei ght heart hospitals, we treated a total of approximtely
40,000 patients in our enmergency departnments. O those
40, 000 patients, roughly 24,000 were non-cardi ac patients.
That makes up 59 percent. O those 24,000 patients that were
t he non-cardiac patients that presented in a MedCath heart
hospital in the energency departnment, we only transferred out
of that hospital 681, less than 3 percent, to another short-
term hospital. This then tells you that we're treating the
maj ority of those patients and sending themdirectly hone.

VWhen you review the high percentage of our
energency visits that are non-cardiac and the relatively | ow
percent age of these that we transferred to another short-term
hospital, the data refutes any argunent that we are adding to
an over burdened network of emergency departments. The data
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suggests the reverse is true. W are adding capacity to the
enmergency systemand are able to treat a significant portion
of the non-cardiac patients that come to our facility.

Al so, on the other side of that, though, is the
transfers fromother hospitals to our hospitals. | think
this gives you sonme idea of what is the role of our type of
hospitals in the comunities that we serve. Transfers to
MedCat h heart hospitals from other short-term hospitals, in
the last 12 nonths, through the end of February, we received
over 7,000 patients, in-patient adm ssions, fromother short-
term hospitals. That represents 22 percent of our entire in-
patient adm ssion base for that 12-nonth peri od.

The hi gh percentage of our adm ssions that were
transferred fromother short-term hospitals confirms that our
hospitals are providing a trenmendous service to the regional
health care network by adding critical cardiac capacity to
the system We believe the majority of these transfers cone
fromrural hospitals that are part of the 76 percent of al
hospitals in the United States that do not have open-heart
surgery. And when we tal k about having a critical nmass, as
several of the speakers have tal ked about, you know, if you
| ook at cardiac, and |I'm not speaking for the other
specialties, cardiac is very unique. Seventy-six percent of
the hospitals in the United States do not have an open-heart
program So, it's hard to say that you have to have that
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programto survive.

One of the things that we've done is we | ook at,
obvi ously, to secure a ot of contracts, nanaged care and
third-party contracts in the United States, you have to have
your facilities reviewed and certified by the Joint
Comm ssi on on Accreditation. This gives you the | atest
survey results for all of our hospitals.

Conpetitive inpact: What has been the inpact of
our hospitals in the markets that we enter? W increase
access to cardi ac-nonitored beds; we inprove access to
enmer gency services; we inprove clinical outcones; we reduce
the costs resulting from shorter hospital stays; a higher
percent age of our patients are discharged directly to their
home; and an efficient use of critical nursing | abor pool.
| f you, you know -- and this is a big issue. W have a | abor
shortage, a nursing shortage throughout the United States. |
can tell you that if you give us the same 100 nurses that you
gi ve another health systemthat's doing cardiac care, we'l
treat nore patients with those 100 nurses.

Hi gher patient satisfaction -- it's a new
conpetitive benchmark in the marketplace. W neasure |ots of
things. One of the things we neasure is patient
satisfaction. This gives you an idea. W try to survey
every patient upon discharge, and this just gives you sone

i dea of how patients feel about being treated in one of our
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facilities. The thing we |ook at, of course, is the very
| ast one, would you return, and that scored 98 percent as a
cunul ative score for the |last three years.

Let's talk a little bit about this issue of
outconmes. The good news is that the Lewin Study -- Lewin is
a nationally recogni zed health and human service research
firm-- does a | ot of work |ooking at governnment programs, to
make sure that the val ue being provided for the governnent
dollar is a good value. W've |ooked at them now for the
better part of the |last four years. They' ve done a |ot of
research for us, and we've shared a |lot of this research. |
think we're the only national health care conpany that
actually has released clinical outconmes and published those
results.

This is on a risk-adjusted basis, using a common
APR-DRG ri sk adjustnment, simlar to what the CMS has used for
years. |If you look at it, in fiscal year 2000, we had ei ght
hospitals up and running. There were another 946 hospitals

in the United States that had open-heart surgery prograns

that were not mmjor teaching facilities. |In addition, there
are 193 major teaching facilities. |If you |look at the bars
on the far right, the case m x index, you will see the red

bar, MedCath has a significantly higher case nm x index than

both the peer community hospitals, as well as the ngjor

teaching hospitals. And this is not a sanple. This is al
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Medi care di scharges in the United States for fiscal year
2000. The length of stay for that population of patients was
on a risk-adjusted basis for -- everyone's been -- you know,
it's a conparabl e neasurenent, 4.12 for MedCath, 4.99 for
peer community, and as you can see, 5.31 for the mgjor
t eachi ng hospitals.

And the thing we |ook at nobst is in-hospital
nortality. Okay, we're treating a sicker population, or a
nore conpl ex patient population. They're in the hospital for
a shorter amount of time. What is the nortality at
di scharge? And as you can see, we have a significant
difference in the nortality at discharge, which is why we
have such patient satisfaction and word of mouth referrals
from our patients.

I n addition, one of the studies -- what the study
poi nted out, what happens to our patients when we di scharge.
Ni nety percent of our patients are discharged directly to
their home versus 72 percent for the peer community hospitals
and 70 percent for the mmjor teaching facilities. That
resulted in saving the Medicare program over $1,000 per
di scharge for the discharges that we treated that year. W
treated 13,000 Medicare discharges that year. |If you
extrapol ate that out and just said, okay, the standard of
care we want for cardi ovascular care is to have these kinds
of nortality neasurenents and this kind of |length of stay and
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di scharge designation, and you apply that times the 1.5
mllion Medicare discharges during this same period, you
woul d have a savings to the Medicare systemof $1.5 billion.

We recently received the data for 2001. The
results were very, very simlar to what we had in 2000. In
fact, the deltas are larger now. Everyone's inproved, which
we're grateful for, both the peer community hospitals, the
maj or teaching hospitals, and our facilities.

What actions have existing conpetitors taken? The
approach has been interesting. You ve got -- as | just flip
through it -- you've basically heard all of them economc
credentialing; trying to deny privileges at a hospital;
basically denying, as Cara tal ked about earlier, in one
mar ket, the nmanaged care plan is owned 50 percent by the
health system that has a dom nant, nonopolistic position in
that market. As soon as the hospital was opened, they took
t he physicians off of that insurance plan, even for those
patients treated in their office and in the other hospitals
where the physicians have still, to this day, maintained
privileges. That's been one of the comon things.

It's interesting, the emergency departnent is one
of the areas that concerns us the nost, because on the one
hand, we're told, we want you physicians to continue to
support call panels at your commnity hospitals. On the
ot her hand, though, we're now going to take you off the
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emergency departnment call rotation because we're trying to
puni sh you.

Additionally, they tried to renove the physician
from provi der panels for hospital -sponsored or affiliated
i nsurance plans, managed care plans and others, as has been
tal ked about. Rempving investor or potential investor
physi ci ans from extra assi gnnents under the control of the
hospital under which the physicians have the opportunity to
earn professional fees, for exanple, graphics panels that are
interpreting x-rays, EKGs, and ultrasounds that help
determine a patient's need of care. Renobving a doctor from
t he post as chief of cardiology at the conpeting hospital,
reserving these opportunities only for physicians that do not
support conpetition.

And then, in addition, probably the nost
aggressive tactic that's been used is to go to a group of
physi ci ans already in that market and basically tell themif
you'll leave the practice you're currently in, we'll go ahead
and guarantee your salary for the next two years, and we'd
li ke you to formyour own group to come over. So, they're
basically just trying to fracture the existing practices.

VWhat's interesting about all this to us is the,
you know, how do people view --

MS. MATHIAS: M. Kelly, I"mgoing to have to ask
you - -
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MR. KELLY: Yes, wrapping up. | just have -- so,
can | finish up now or --

MS. MATHI AS:  Yes.

MR. KELLY: Okay.

M5. MATHI AS: Go ahead and finish.

MR. KELLY: The last thing |I would like to do is
just share with you a letter that we received fromthe
Secretary of Health and Human Services, Tommy Thonpson, | ast
July, upon the announcenment of a project up in M| waukee,

W sconsin. "As your governor for 14 years, nothing was nore
inportant to nme than the health and well-being of nmy fell ow
W sconsinites. Now, as Secretary of Health of Human
Services, |I'mfocused on the health of all Anericans, but I
don't mnd saying that it's still Wsconsin that holds a
special place in nmy heart. That's why it's such joy to know
that M| waukee and MedCath are joining to inprove the quality
of cardiovascular care in Wsconsin. This is the sort of
public/private partnership conbining the resources of
governnment with the innovation of the business world that
makes Anerica great. In teanm ng together to find new ways to
serve your fellow Anericans, you truly have shown yoursel ves
to be foot soldiers in what our President called the arm es
of conpassion. It is sonething to be proud of. As | said,
this is a great day for M| waukee and Wsconsin. On this
site, you'll do nore than just treat heart disease, you'l
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give a father another day with his daughter; you'll give a
son a chance to have his own children; you'll give a nother
time to see her grandchildren. You'll save lives, ny

friends, and there is no higher calling. For all this and on
behal f of the President of the United States, |et ne say

t hank you; and on ny behal f, congratul ati ons on hel pi ng
cenent M| waukee's status as a first-class American city."”

And | just, in wapping up, would just like to
t hank the Department and the Conm ssion for |ooking at this
i ssue. Thank you.

(Appl ause) .

MS. MATHI AS: Thank you. As prom sed, we'll take
about a 10-m nute break and then reconvene.

(Wher eupon, a brief recess was taken.)

MS. MATHI AS: There are a couple of things that |
wanted to remenber before we begin again, because |I'Il forget
at the end of the day. First off, |I think this is going to
solicit comrents from nunerous people. If you wish to submt
written comments, you are nore than welcome to. |If you |ook
at our website, there's a method and an address to send them
into. |If it's specific to this session, you have 45 days to
get those witten comrents in.

We will also post all the PowerPoint presentations
and written speeches that were given on our website in about
a week. Actually, | hope it's sooner than that, but we're
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going to at | east shoot for the week. And then later within
about 30 days, we'll have the transcripts fromthese sessions
al so posted on the website. The extra materials are actually
on the FTC website, and not the DQJ website, because of
certain rules that the various government groups have, so |'m
sure Justice would love to have them but it's just not an
opportunity that's available. So, | wanted to be sure to
mention those opportunities.

And, Bill, do you want to start with the first
guestion?

MR. BERLIN: Sure. This question really is for
anyone on the panel, but perhaps it's addressed to the people
that are nore pro, is one group, and nore con is the other
and then perhaps at the end Professor Frech and Ms. Lesser
could give an overview. And basically, it's pretty
fundamental, and that is: What is the inpact on cost to
consuners and perhaps this could even be extended to quality
and access to care, of single-specialty hospital s?

On the one hand, | think that we've heard -- |
mean, | think the theme that |I'mpicking up is that as to the
particul ar specialty that a given single-specialty hospital
may be engaged in, that perhaps the cost could that |ower
quality of care m ght be better, and patient access m ght be
better.

But, on the other hand, that perhaps it's
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di m ni shing each of those factors, you know, market-w de when
you tal k about the | oss of income, |oss of cross-subsidies to
hospi tals.

So, | guess, to the people here that are on the
pro-singl e-specialty hospital side, what is your response to
that? Do you think that there is an overall loss to the
mar ket as a whole? And for the other folks, sort of the flip
side of that, would you concede that perhaps costs are | ower
to consuners for that particular specialty, but that is, you
know, outwei ghed by the overall detrinental effect?

MS. MATHI AS: And just a quick point, | think you
were done with your question?

MR. BERLIN: | was.

M5. MATHIAS: So that we -- | assunme we have a
panel that wants to add a lot to all of these questions. To
hel p us organi ze and noderate, if you would |ike to answer
one of the questions, if you could just -- | know it sounds
silly -- but turn your tent sideways. That way we nake sure
that you are recogni zed and we can address everyone that way.
Thanks.

MR. BERLIN: | nean, we'll start at this end if
you -- one of you want to junp in there, 1'll pick on people,
since I wasn't overly specific.

MR. KELLY: Wbuld you like ne to respond?

MR. BERLIN:. M. Kelly, yes.
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MR. KELLY: The issue, as | understand it, is that
you | ook at the cost, capital cost that you' ve added to the
mar ket pl ace when you expand a facility or a physical plant.
In health care, the |argest conmponent of cost on an operating
basis is labor. By having a -- cross-training your staff,
havi ng everybody focus on one particular kind of disease, in
our case cardi ovascul ar disease -- with that, of course,
cones everything el se.

Typically if you have heart disease, a high
percent age of the popul ation has di abetes, as well, and so we
end up dealing with a |lot of renal disease, pul nonary
di sease, neurol ogical synptonms, all that come with the heart
patient, so we're able to do that.

But even with that, if you train people primarily
on the population we're trying to treat, then we believe that
we, you know, instead of spending 40 to 60 percent of your
total operating expense on |abor, which is typical in the
United States in a fully integrated health system we do that
at around 30 percent on a fully allocated basis. So, we knhow
that on that nunber, one driver of your cost, it's |ower.

On the other hand, the device cost and supply
cost, because of the nature of cardiovascul ar disease, is
hi gh, but it's high for every platformof care, not just for
the way we do it. We think we can get sone advant ages
because of consolidation in purchasing. Having the
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physi ci ans working directly with us is one of our advantages.

On the physical plant side, yes, we're adding, you
know, bricks and nortar and a physical plant, and so | think
it will take sonme tinme to figure out, you know, what's the
i mpact of that, adding that additional cost to the
mar ket pl ace. I n some cases, there's pure consolidation, so
you introduce it, as Professor French said, you end up
basically closing or consolidating a couple of existing
prograns for all the right reasons into that heart hospital
And, therefore, in that case, it definitely is beneficial.

MR. BERLIN: M. Miholl and?

MR. MUHOLLAND: | think that the cost on consuners
woul d wi dely vary, depending not only on market conditions
but on what kind of consumer you're tal king about. The cost
to nost consuners who either have governnmental or private
heal th i nsurance is the out-of-pocket cost, the co-payor
deducti ble. And what we see a | ot of markets, in ternms of
some favorable effects on consuner cost, is the result of
what some of the single-specialty hospitals are conpl aini ng
about. Their full-service counterparts will negotiate an
exclusive or preferred relationship with an HVO, that the
exclusivity or preferred status conmes in return for | ower
prices. Those |lower prices will eventually go down to the
consuner, as well.

On the other hand, we've seen some markets where,
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if the physicians who participate as investors in the for-
profit single-specialty hospital do not have participation of
Medi care and Medicaid, they'll actually be doing Medicare and
Medi cai d patients nore than what they would be responsible
for out-of-pocket if they were participating providers.

And eventually, if there's excess capacity in the
mar ket, in the aggregate, those costs ultimately will be
passed on to the consuner or the governnental entities who
pay for this over tinme. But when price conpetition breaks
out, as a result of the single-specialty hospital challenging
a full-service hospital, a full-service hospital trying to
negotiate a preferred relationship with nanaged care to
counteract that built-in exclusivity that comes with
owner shi p, consuners can benefit for a short period of tine.

MR. BERLIN. Ckay, M. Rex-Waller?

MR. REX-WALLER: | think there may, in fact, be a
short-term di sl ocation, and it could be short-term additional
cost, but I think over tinme, as | think Ms. Lesser pointed
out, we're seeing a number of nmarkets where we're, in fact,
getting to the point of being under-bedded again, which we
haven't had for quite a while.

And, so, now we have an opportunity where those
addi ti onal costs are going to be absorbed by aging of the
popul ati on, particularly in the specialty that we | ook at,

which is in orthopedics. And, so, you're going to have --
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that additional capacity is going to be taken up with the
natural growth in surgical specialty. So, short-term
di sl ocati on, yeah, possibly, but long-term | think you're
right in capacity where it's appropriate.

MS. MATHI AS:  George?

MR. LYNN: Thank you. | think the presence of
specialty hospitals adds costs to the system In nost
communities the resources that we tal ked about are present.
They may be approachi ng capacity, but the cost of adding an
ORin a comunity hospital versus building a freestanding
hospital, | think, are obvious. One is significantly higher
t han t he ot her.

Typically, | think not-for-profit comunity
hospitals have a | ower cost of capital by having access to
capital in many states through tax-exenpt authorities. And |
think this whole notion of cost, as we think about it, if you
conpared the cost of a conmmunity hospital and a specialty
hospital, if you renoved the responsibility to provide care
for uninsured and under-insured, which is part of the
nm ssions of those community hospitals, their costs would come
down substantially. So, that's a huge factor in terns of
cost .

In terms of quality, | just don't think there are
a sufficient number of specialty hospitals and studi es done
to really enter into a discussion about quality. There's no
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data that has really enmerged fromthis. And we tend to kind
of talk in terns of specialty hospitals being generic, but
there are clearly differences between pediatric hospitals and
ort hopedi ¢ hospitals and heart hospitals and cancer
hospitals. So, 1'd avoid that blanket kind of view that says
that this nodel is superior in terms of quality. W know
enough about quality to know that it varies fromcomunity to
community. There are a |ot of driving forces that are
i npacting quality.

And in terms of access, | think if --
fundamentally in this discussion about a specialty hospital,
we're not tal king about consuners making i nformed deci sions.
We're tal ki ng about physicians driving volune. Soneone once
said as the pie gets smaller, the table manners change. And
| think the phenomenon that's happening to physicians is
forcing themto | ook for opportunities to replace incone.
That's different than the typical conversation that you woul d
have about supply and demand. So, | think you have to | ook
at what the driver is.

The final point | would nmake is that there's a
tenptation, | think, when you | ook at conpetition in health
care to set up the classic nodel of Hospital A versus
Hospital B. But | think in this conversation you have to
wi den the | ens and the frane broadly enough to see the total
i npact of the community. There are hidden costs in this and
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you can't find them by just exam ning A versus B. For
exanple, if we disturb this delicate cross-subsidization that
t akes place in every hospital, whether it is a good one or a
bad one, cross-subsidization exists and it's how we provide
care to our conmunities.

OQur community's expectation for our performnce as
community hospitals is increasing; it's not declining,
particularly since 9/11. The expectations for our hospitals
to be prepared for virtually everything is increasing. And
that balance is very fragile. |It's inpacted by -- we |isted
sone of the things today -- by a shortage of |abor, by new
technol ogy, and by the preparation for bio-terrorism

So, if you take away those profitable services and
| eave the hospital, the community hospital, with just the

unprofitable services, one of two things is going to happen.

Ei ther services will be dinmnished to the community in a way
that is not transparent, in a way that they cannot see that
happeni ng, or costs will be shifted back to other payors, and

busi ness and | abor and consuners end up absorbing them once
again, not in a transparent way where they can see what's
happeni ng.

So, the consuner doesn't really get to vote in
this. They really don't get an opportunity to say A versus B
produces value for nme. And | think the value equation is the
pi ece that we really have to take into account.
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MR. BERLIN:. W haven’'t heard fromyou fol ks down
at the end. How about your views on this?

PROF. FRECH: Ckay, | think the coments just nade
by George made a | ot of sense. | think you think of basic
research that shows that nore conpetition |eads to | ower
prices and | ower costs anong hospitals. And that's the good
news and the bad news. [It's the bad news because it reduces
the profits for cross-subsidization. And that's a process
t hat has been going on as hospital conpetition has gotten
freer and nore open for the last 30 years. It continues.

| would just like to suggest that this cross-
subsidi zation that the U S. uses as a way of funding
unconpensated care and other services is itself not such a
great idea. For one thing, it's very opaque. |It's very non-
transparent and it's wildly variable across areas. So there
are cities where it works great, you know, really efficient
hospital s are maki ng enornous nmonopoly profits on one group
and just subsidizing all kinds of wonderful things on the
ot her side and access is real easy, even if you do not have
i nsurance. Santa Barbara is like that, where | live.

There are other places where it doesn't work for

beans and it's very opaque. |It's a very poor way to run a
railroad, | think.

MS. LESSER: Yes, | would echo those concerns
about the cross-subsidies that we rely on. | think that it's
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not a question that we need to have a way to finance
essential services in conmunities, but there are a nunber of
i nherent problens in relying on cross-subsidies as the
strategy to do that.

| wanted to cone back to sonme of the capacity
i ssues that were tal ked about just a noment ago. And | think
it really is an open question of whether the type of capacity
that's being added with the single-specialty facilities wll
hel p or hurt the current broader capacity problens that we
have in communities. And, again, this is through the actions
of both the firms that are establishing i ndependent
facilities and the actions of the community hospitals in
response to that. So, we're seeing a lot of investnment in
the build-up of these specific specialty services at the
expense of investment in other areas, whether that be
specific services that are in demand, such as energency
services, or just investnent in infrastructure to pronote
nore efficient throughput in hospitals.

And our analysis in the past two years, |ooking at
this issue really closely, is that the throughput problens
are nmore of the problemthan are the bricks and nortar
i ssues. And there are questions about the sort of syphoning
of attention to these specific specialty services, where
profits are | eading everyone's attention, how nuch that's
really diverting resources fromthe broader capacity
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constraint problem And that's sonething that we'll have to
wat ch over tine.

It was noted earlier that there is the potenti al
that this activity is actually exacerbating the nursing
shortage and the increased wage rates that are needed to
attract skilled nursing | abor today. And certainly that
could be a cost contributor.

And then you have the issue of just adding bricks
and nmortar, which, as | nentioned earlier, is really very
rarely taken out of health care markets, that we're creating
an increasingly inflexible systemthat has the risk of
i ncreasing costs over tine.

MR. BERLIN: Dr. Mrehead, | see you have your --

DR. MOREHEAD: Yes, and I'd like to just make a
comment first of all about cost and then about quality of
care. And I'll just speak fromthe OhioHealth perspective in
Col umbus, ©Chio. The mmjor problem in our opinion, in
Col umbus is not lack of beds; it's |lack of personnel. W
don't have all of operating roonms operating or functioning at
a given time. W can't keep them going as long in the day
because we only have enough nurses and surgical techs and
that sort of thing to do the one shift. So, again, we need
to solve that problemfirst and then decide is there a
capacity problemor not, at least in our particular
conmuni ty.
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Quality of care, | want to certainly agree with
George. The whole -- and | appreciate the work that MedCath
has done, and | really want to enphasi ze, we need to continue
to do good studies. But the whole issue of quality is really
inits embryonic form and let nme just give you one of the
exanples. | think you all at MedCath have done sone
obj ections, or spoken to sonme objection, at |east the |ast
time you and | talked in ternms of peer review and that kind
of thing.

And | appreciate your willingness to give ne a
copy of that article, but even if you accept that all the
nmet hodol ogi cal probl enms have been solved, if you | ook at the
ri sk adjuster, the ARP-DRG, the value of that, the accuracy
of that is only at about a .42 level, which nmeans 60 percent
of these differences cannot be handl ed by that particular
program by that particular risk adjustnent program And
what that generally has nmeant in the past is we have to do a
| ot of studies to see if we can find a real trend that would
denonstr at e.

So, I"'mnot arguing that there's going to be a
difference in quality or that the single-specialty hospitals
won't do a great job. You all have a | ot of good physicians
and | think you will, but I think it's too early for us to
know exactly where the quality of care button will be pushed.

MS. MATHI AS: Dennis, | think you had a response
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to that?

MR. KELLY: | appreciate that. Dr. Mrehead and I
had a chance to sit in the National Airport one night and
talk a little bit about this. You know, when you | ook at the
efficiency argunent, | mean, you talk about the efficiency of
t he physician, the efficient use of the |abor pool, and, you
know, | ooking at |ength of stay data, does give you sone
measure of that. Looking at the nunmber of patients a
physician can treat in a given period of tinme in
cardi ovascul ar care, and as | said, we have a very, very
narrow focus as far as |ooking at the data and trying to
under stand the inpact of the operation.

You know, there will be 500,000 patients di agnosed
with congestive heart failure this year. There are sone
studi es that suggest that the current nunmber of physicians,
cardi ovascul ar cardi ol ogi sts specifically, that we have
trained in the United States, will need to see twi ce as many
patients as they're currently seeing today in 10 years. So,
you know, they're going to find a way to be nore productive
or we're going to have a nuch bigger crisis on our hands as
t he popul ation continues to age.

Wth the nursing pool, | nean, it's fascinating,
there is a shortage in every conmunity in the United States
right now We do not pay above market rates. |In Dayton,
Chi o, presently right now, we have 14 nurses on a waiting

For The Record, Inc.

Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

92
list to join our staff at our hospital because nurses |ike
working in this environment where it's not bureaucratic,
there are not a lot of layers of managenent to deal wth,
t hey know where they're going to work every single day, they
know they're going to take care of basically the sanme patient
they took care of the day before. And that has a dramatic
i npact on patient care and quality.

So, when we tal k about quality, | conpletely
understand Dr. Mrehead's concerns about the APR-DRG ri sk
nmodifier. All we can prom se you is that when Lewin has used
t hat scal e and when ot her people have used that scal e they
use it for the entire population of Medicare discharges. It
is based on discharge data, so sone of the things that occur
while the patient is in the hospital does go into that risk
nodi fier, but it's as good as we've got out there, and so we
have relied on that and we will continue to do so. But |
t hi nk we have conmpl ete agreenent on the issue of releasing
nore qual ity data.

MS. MATHI AS: One of the issues that we've been
addressing, that has cone up again in these questions for the
panel, is the issue of cross-subsidization.

UNI DENTI FI ED SPEAKER: Cost shifting.

MS. MATHI AS: Cost shifting, thank you. And as
t he Departnment of Justice and FTC | ook at this we are partly
| ooking at it fromthe role of nmonitoring conpetition. Is it
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really an area that we should be concerned about? | nean,
clearly we need to make sure that costs are paid for, but is
that a concern of conpetition or is it a different type of
concern that needs to be addressed el sewhere?

Go ahead, John.

MR. REX-WALLER: | think the issue of cross-
subsidi zation is an interesting one and | don't think that
you shoul d be concerned with that in ternms of the effects on
conpetition. | nmean, another way to look at it is if you
flipped that on its head. The hospitals, it could be argued,
are taking the only service that is provided by a specialty
hospital, and in order to conpete, offering that at bel ow
mar ket and probably cost in some cases. And we know that
t hat happens, because we see sone of those contracts. So,
you end up cross-subsidizing sonme of those services. Now, if
of fering services at below cost in order to conpete, you
know, if Japan does that with steel, we slap a tariff on
them and so I'mnot sure that -- that's how it m ght affect
the conpetitive argunent.

| mean, we've seen sone per diem Some surgica
per diens, that are $1,000, $1,200, which is clearly bel ow
cost. | mean, DRG 209, which is the replacenment of a hip or
a knee; | think HCA or Solutions have done sone studies
recently where the average cost is about $12,000. Medicaid
pays $9,000 to $10,000 for that. W can do it for $9,000 to
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$10,000. And if the hospital is costing it out at $12, 000,
" m not sure that you can.

MS. MATHI AS: Ceorge, | think you raised your tent
next .

MR. LYNN: Thank you. | think it's inportant to
understand the cycle in terms of how the cross-subsidization
begi ns because we have focused on it today, but renmenber that
t he governnment acts as a price setter for health care.

Medi care sets the rate and Medicaid foll ows, and those rates
are typically below cost. And if you | ook at how community
hospitals deal with that, | believe 13 out of the last 15
years the cost of living increase, to use layman's terns, has
been less than inflation. So, there isn't an ability for a
hospital to be able to nake up on volunme what begins with a
shortfall.

Secondly, then the governnent nandates behavi or
for a community hospital through EMIALA and ot her regul ations
that say, "And by the way, you nust take all coners.” In
nost communities, in nmost conmmunity hospital settings, that
is in step with the m ssion of the hospital. The m ssion of
the hospital is to care for the needs of the total community.

VWhat happens, as this pressure increases on the
ability of the community hospital to deliver to this very
broad set of expectations, it shines the |light on the cross-
subsidi zation. It shines the |light on those services that
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produce a profit to offset those that lose. So, it is the
systemitself. And that's why, as you take a | ook at the
proliferation of specialty hospitals, you tend not to find
themin certificate of need states where the governnment is
playing a role. To take a |ook at the broader inpact on the
community, and you tend not to find themin specialties that
are inherently unprofitable. You don't find freestanding
trauma centers; you don't find, as was nmentioned before,
children's hospitals and others, because they don't produce a
profit.

So, | think to take the |ight away from cross-
subsi di zation you would really need to reformthe entire
system It's the hand of cards that hospitals are dealt.

MS. MATHI AS: Cara?

MS. LESSER: | guess | would just add to that by
saying that | think that this is an inmportant -- it is an
i nportant conponent of what should be considered in
conpetition policy around these types of facilities, because
| think that if we are looking to specialty facilities to be
pro-conpetitive and to help to bring down the price of these
services, then we have to | ook at what the inplications are
in terns of the loss of that profit margin and how we wil |l
fi nance ot her services.

So, | think that from a governnent agency
perspective in understanding the effects of conpetition, that
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that's an inportant elenment in ternms of protecting consuners
in the story.

MS. MATHIAS: In order, Dennis, Dan and then John
again. And then we'll nove to another question.

MR. KELLY: | just want to speak to the cross-
subsi di zation. And there are two aspects to it, actually.
There's the Medi care/ Medi caid and versus, well, okay, they
don't pay you enough, so therefore we're going to charge the
bal ance of your payor mx the difference to try to cover the
cost you need.

I n our case, you take Medicare as soneone all uded
to earlier. 1In sonme cases, Medicare is the best payor in
some of our markets. So, whether we like it or not, when 63
percent of your patients are Medicare patients, you' re going
to get paid what Medi care pays you, and that sets the
benchmar k.

The chal | enge, candidly, when you | ook at the
cross-subsidi zati on of other services is: How do you bal ance
"we need to do it" versus "it's so incredibly inefficient to
do it this way?" | nmean, the problemyou have is you end up
addi ng. As you add nore businesses to an existing business,
the scale of the business, it gets very large and
unmanageabl e. And we respond as human beings to that by
addi ng nore controls in place in the form of |eadership and,

you know, systens and things of that nature.

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

97

So, the efficiency index of that nethod of
providing a broad set of care delivery is that you becone
very, very inefficient. You add adm nistrative and
supervisory costs. You add clerical costs. You now have
this thing called a transportati on departnent because the
bui l dings are so | arge you have to have a staff dedicated to
nmovi ng equi pnent and people from point A to point B.

MR. MUHOLLAND: Sort of |ike the Federal Trade
Comm ssion. | saw your van outside. | think that cross-
subsi di zation is relevant in another sense and that's to the
extent that a single-specialty hospital were to chall enge a
full -service hospital's response to its presence in the
mar ket on anti-trust grounds. The cross-subsidi zation
argument, | think, goes a long way to justify the kind of
responses that we tal ked about today. For instance, the
attempt at getting a preferred relationship with a nanaged
care conpany is a legitinmte and reasonabl e and pro-
conpetitive response to the building exclusivity of the for-
profit single-specialty hospital.

In terms of the staff privileging disputes, if the
hospital were the victimof further cross-subsidization
probl ens by virtue of cherry-picking of the physician owners
of a single-specialty hospital, then it would be reasonabl e
and justified, based on its conmunity service m ssion for the
hospital to say, if you want to have staff privileges here,
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you can't be admtting or referring an inordinate nunber of
i ndi gent or non-paying patients to us and keeping all the
cream for your facility.

All these argunents woul d be rel evant under
Sherman | or a rule of reason analysis in Sherman |
anal yzi ng whet her the conduct was predatory or was justified
by a reasonabl e busi ness purpose. And | think the cross-
subsidi zation in many respects, both of the types that Dennis
tal ked about, are at the heart of why hospitals are taking
this action. |It's not just to be nmean to doctors or to get
even with sonebody because they pull business away. |It's
attempting to |l evel the playing field, which is rendered
uneven by the ownership interest the doctors have.

MR. REX-WALLER: | think back to the question of
the cross-subsidi zation, specifically, is that | think
because we've got a reinbursenent systemthat is screwed up.
That isn't a reason to maintain the existing inefficient
system | think there needs to be new and innovative ways of
delivering health care.

And ultimately the rei nbursenment system we hope,
is going to change and be nodified to reflect a nmuch nore
efficient allocation of resources across the country. But |
think to say that the inefficient systemthat you have,
because of the reinbursenent systemthat you have to protect
that old, inefficient system is not the responsibility of
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the FTC, as they should be encouragi ng new and different
mechani snms to deliver that health care. And the
rei mbursenment system shouldn't be coming into it.

MR. BERLIN: | was debating whether to ask another
sort of open-ended question that would certainly be the | ast
one today.

(Laughter).

MR. BERLIN: Instead I'll try to ask a somewhat
nore targeted one and maybe we'll get in another question.
This one is for you, M. Kelly, and you, M. Rex-Waller. And
that is, what is your response to M. Miholl and's statenment
that the scope of the emergency room coverage provided by a
singl e-specialty hospital, to the extent it exists, is
sonehow | ess than that provided by general acute-care
hospitals? | sort of wote the question and then heard your
presentations. You know, do you think that your facilities
are unique? What 1'd like you to do, if you can, is speak to
your facility but also, if you can, characterize, as you know
it, sort of single-specialty hospitals across the board in
maki ng this conpari son.

MR. KELLY: John, I'Il go first.

MR. REX-WALLER: And we have different
perspectives on this.

MR. KELLY: Right, we do, we do. First of all,

"Il just -- the reason John commented -- nade that conment
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is we don't have -- | don't have know edge nor experience of
what the other specialties are doing.

What | can tell you is the data that | showed you,
because | just pulled it again this week. One of the
advant ages of being involved with nultiple facilities, we
have 10 in operation right now, is that every nonth we can
| ook at the same data fromevery facility which, you know,
within -- which I spent ny Monday | ooking at energency
departnment statistics. And | shared that with you earlier.

Si xty percent of our visits, 59, 60 percent of our
visits on the trailing 12 nonths conme to us and are non-
cardi ac patients. You know, |ess than 3 percent of those we
have to transfer out to another facility.

The fact that only 24 percent of the hospitals in
the country have open-heart surgery and the fact that we have
rel ati onshi ps and transfer agreenments, where hospitals
transfer to us, in rural Anerica, which is mainly, you know -
- we're in urban settings, but we work throughout a region,
that they're really regional referral centers. W end up
havi ng 22 percent of our admni ssions transferred in.

So, speaking on behalf of, you know, 600
physi cians that work with us in our 10 facilities, we think
we're part of the solution to that crisis, not contributing
to the problem

MR. REX-WALLER: Yes, | think we have -- the
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nature of cardiac care is that generally you can't schedule a
heart attack. |It's that they come, they need an energency
room and people go to energency roons, and as Dennis had
poi nted out, their enmergency roons receive al nost 60 percent
of the cases com ng through are non-cardi ac.

What we have chosen to do is instead focus
ourselves on a particular specialty. W focus on elective
ort hopedi ¢ and neuro-surgical cases. That's what we do,
that's what we do incredibly well, that's what we do very,
very efficiently. And our hospitals are set up and have the
services to deal with exactly that.

And, so, we have typically well patients com ng
t hrough that don't need energency care. They don't need the
enmergency room We don't need a full-service E/R In sone
states, we're required to have it, and so we certainly have
it and we are subject to EMTALA. And all of our facilities
are general acute-care license, so we're subject to EMIALA
li ke everybody else. But | think that you have the -- we
of fer the services that we need for our particular specialty
with the kind of cases that we've got com ng through.

The exanpl e has been used of what happens if you
have a jogger out that runs past a surgical hospital and has
a heart attack and goes in and the only thing you do, 911. |
think that if you take that argunment to its | ogical
conclusion, if you have a massive traffic accident outside of
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a hospital that doesn't have a trauma center, what happens
there? Well, 1'd say you'd probably transfer that patient.
You stabilize the patient, if they present and you transfer
themto a facility that has greater capabilities.

And, so, in the spectrumof things, if you
continue that argunent, every single hospital, everywhere in
the country, and in fact every surgery center, everywhere in
the country, should have a trauma center. Well, that's
ridiculous. | nean, there is a certain anmount of
specialization that is required, and you focus on those
particul ar areas that you do best, and you do that well and
you provide the services that you need there.

Not every facility in the country has a neonate
intensive care unit. Why not? Well, we focused on a
particul ar set of services that we do best and we have taken
t hat down and we focus on surgery, which we do exceptionally
wel | .

MS. MATHI AS: Eddi e?

MR. ALEXANDER: | thought John had an excell ent
slide earlier that shows how difficult it is to pigeonhole
what is a specialty hospital. And on that point, as far as
it pertains to E.D.s, E.R s, our facility in Col unbus,
wi t hout question, follows the pattern that John sets at
Nati onal Surgical Hospitals, but in Nashville we're building
a hospital that |ooks nmore like a MedCath facility in that
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it's a full-service E.R

Then we have three things under devel opnent, three
hospital s under devel opnent, where we don't have an E.R at
all for a sinple reason -- we have a hospital partner, and we
utilize their E.R services. So, again, it just kind of
cones back to each facility is a little bit different.

MS. MATHI AS: Go ahead.

MR. BERLIN: Actually, | was going to take turns
on questions, but that's a segue into nmy next question. That
is, you know, we've heard that there are all -- fromyou just
now and sort of throughout the presentations that what we're
calling single-specialty hospitals follow a variety of forns,
across a lot of factors.

s it possible to generalize, though, between a
for-profit, physician-owned, single-specialty hospital versus
what "Il call a nmore traditional single-speciality facility
such as a children's hospital or a rehab hospital or perhaps
one of the new generation of entities that are either
hospital joint ventures or hospital owned? Are there
di fferences between, well, first of all, can we distinguish
bet ween the two? |Is there a clear enough line? And are
there differences in one or the other's inpact on, again,
costs, access to care or quality?

Go ahead, GCeorge.

MR. LYNN: That's a great question. | believe al
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hospitals have m ssions. They're either explicit or

implicit. | think for nost organizations they're explicit.
And if you | ook at community hospitals, you'll see a
commonal ity anong missions that's remarkable. [It's designed

to serve the needs of a community and the comunity is
defined in different ways. But the community, the
significant thing is the community has a big “C’, it's not
exclusive, it's inclusive.

The m ssion of specialty hospitals are equally
valid but not the same, and | think it's inportant to draw
the distinction, as you just raised, between the two. 1In the
act of making a profit, the specialty hospital serves the

community with a small “c”. It may be patients who have a
certain comon di sease: heart disease, orthopedics; or
certain patients who have insurance.

| f you conpare that narrower definition of

m ssion, the mssion with a small “c¢”, and conpare it to

ot her organi zations, like children's hospitals or psychiatric
hospitals, | think one of the startling differences that
you'll find is that even within the narrow definition of a
type of patient, you will find in those m ssions a
conprehensi veness, a taking all of the patients who suffer
from psychiatric disease or all of the children of a

conmuni ty.
So, | think there are distinctions, and they're a
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little subtle. They're not obvious, but | believe that the
exi stence, the opportunity for a conpany to joint venture
wi th physicians around narrowi ng that definition is only
effective because all of the other providers are treating the
community with a large “C’. If all of the providers in a
community were to adopt that sanme narrower m ssion, that we
wi Il pursue profit by segnmenting the market into profitable
segnents, partnering with our physicians to drive vol une.

You could make a catalog of all the unmet needs in
the community and it would be startling. And that, | think,
is what the community hospitals in this country are trying to
say -- that this is upsetting a balance that is invisible to
t he people that we serve and it's incredibly conplicated and
we ought to take care, as you are doing, to exam ne it
t horoughly and see the total inplications of these decisions
on delivering health care to the conmmunity.

MR. KELLY: In regards to treating the large “C
as he's referred to the large community, | will tell you, we
woul d be ecstatic if we treated all of the heart patients in
a large community. We would expand our facility or add
another facility in the community to acconplish that and
acconmodate it.

What we do treat, we don't decide who cones in.

We basically say that we are participating in a federal
program that federal program has certain |egal and
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regul atory requirenents that you nust nmeet. Qur partners
know it and we know it and we take themall. And the data
reflects it. The data shows that the |evel of Medicaid
patients, the level of indigents we care for conme to our
facility.

And, you know, one thing that's interesting about
us as Anericans, you know, we like to go to "the place that's
the best.” And, so, as soon as you said you nane a facility
a heart hospital, it's amazing once it establishes its
presence in a comunity, it is viewed by the comunity as the
best. And typically it's not the best -- for those that are
weal thy, it's the best.

So, we get everybody that comes in, and that
popul ati on of 100 percent includes those that can't pay. OQur
physicians treat them we treat them It includes those that
have good i nsurance and, for the npst part, as you saw, two-
thirds of the time it includes Medicare. | think they are
conmon, to answer your question. Where's the commonality?
The commnal ity is that a group of medical professionals have
deemed that's the best clinical environment in which to
provide care. They're different fromthe standpoint that
there is some econom c driver involved.

MR. BERLIN: Dr. Mbrehead?

DR. MOREHEAD: Thank you. |1'd like to speak to
that. | happen to be a pediatrician. 1've done a | ot of
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training in children's hospitals and so | have a fairly
strong passi on about why there are children's hospitals. And
| think it is a different kind of concept.

Pedi atric hospitals cane into effect because the
nunmber of conplications and unusual conditions are nuch
smal l er in nunber than in adults. So, we need to get a |arge
nunmber of specialists together with a | arge popul ati on and
that matches very well. And when a nother brings a child to
a pediatric hospital or anybody |less than 18, for exanple,

t hey know that when they're there, whatever the problemis,
whet her it's heart or kidney or lung or a combination of all
those, there's sonebody there that can take care of it.

| think the problemw th the single-specialty
hospital is you need to know you've got a problemw th your
heart or you've got a problemw th your bones or you ve got a
problemw th something el se, because the real issue is for
t hose unusual or unexpected incidences, when sonebody has a
problemw th a bone but also two or three other problens,
then it's less -- the care there is | ess conprehensive and
| ess highly technical in terns of capacity than in the other
situation. So, | look at it as kind of a horizontal/verti cal
kind of difference.

MS. MATHI AS: Cara?

MS. LESSER: | just wanted to add that | think
that a key -- fromny perspective the key differentiating
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factor for the specialty hospitals fromthe general, acute-
care community hospitals is physician ownership. And | think
as others have pointed out, this is not -- this is not the
first time we've had physician ownership in hospitals. It
doesn't nean that it's totally new under the sun. But that
does seemto be a common characteristic across these and is
central to the nodel that the specialty hospitals are
developing and it's sonmething that the general, acute-care
hospital s have responded to with joint ventures. | think
this is a signal that this is sort of a key defining
characteristic, is that econom c investnent and the
partici pati on and governance and design of the facility.

So, fromny perspective, that's another key
difference, and | think the distinctions that Dr. Morehead
about the children's hospitals are al so good ones.

MS. MATHI AS: This is for the panel, one of the --
and maybe the single-specialty hospitals will want to respond
first, or the people representing that voice. One of the
al l egations that has clearly been raised is that the
hospital s are engaged in cream skinm ng or cherry-picking,
and maybe, Eddie, if you could address this first, what is
your response to those allegations?

MR. ALEXANDER: Well, it's a little harder for ne
to address that because our hospitals are all under

devel opnent .
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MS. MATHI AS: The m crophone.

MR. ALEXANDER: |I'msorry. It's a little harder
for me to address that because all of our hospitals are under
devel opnent. But | can tell you that, using Colunmbus as an
exanpl e, there are four separate physician practices that
have invested in our hospital. |If you |ook at the amunt of
charity care they provide within their practice as a
percentage of their net revenues, it's greater than any of
the hospitals in Colunmbus by a significant factor. I1t's not
even cl ose.

And our physicians are on record as stating that
that same patient base that they see in their practice wll
cone to our hospital. We have no intention to not accept
soneone strictly on the basis of them not being able to pay.
| don't think that's an appropriate stance in any way, shape
or form And that's really where we are with that particul ar
facility.

In Nashville, we've partnered with one
particularly |arge orthopedic group. There are two |arge
orthopedi c groups in Nashville. One does not take TennCare,
| think Dan referenced TennCare earlier. |It's essentially --
it's Medicaid for us. And they don't take any patient that's
a TennCare patient. There's another group that's about the
sane size that essentially sees all the orthopedic TennCare
in Mddle Tennessee, that's the group that we've affiliated
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with. So, those TennCare patients are comng to our
hospital. So, time will tell. This time next year, 'l
have the ability to prove that to you, as opposed to just ny
hypot heti cal .

MS. MATHI AS: Dan?

MR. MUHOLLAND: | think it clearly is hard to nake
a generalization about all of these hospitals, as everybody's
observed. But cherry-picking can happen a coupl e of
di fferent ways, one direct and one indirect. The direct way
is if a single-specialty hospital either didn't participate
in Medicaid or had physicians who didn't participate in
Medi care and Medicaid, or if those physicians were still on
the staff of a full-service hospital, they would be able to
sel ect where they were going to do a particular procedure.
That's why sonme of these credentialing responses can be
reasonable in terns of preventing that.

But there is an indirect way that you can cherry-
pi ck, and that goes back to the enmergency facility issue
again. |If you either have limted or no emergency
facilities, you're far less likely to get the kind of
i ndigent load that would normally come into a full-service
hospital through the enmergency room So, configuring a
hospital in a way to mnim ze your emergency responsibilities
will necessarily mnim ze any overall responsibility to the
i ndi gent or people who naybe have | ess than favorabl e paynent
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mechani sns.

So, you know, it can happen either as a result of
design or as a result of the intent of the people who own the
hospital or may not happen at all, depending on the market.

MS. MATHI AS: Dennis, | think you flipped your
tent next.

MR. KELLY: | just wanted to comment on it very
specifically. W do not do that. The design of the
energency departnments, the design of the hospitals, the
structure of the businesses, everyone knows and, you know, is
wi dely discussed. W have a very strong conpliance program
to ensure that there are the checks and bal ances in pl ace,
just to ensure that if you cone to our facility, whether you
didn't know what our focus was or not, and that's -- | think
the data speaks for itself. Sixty percent of what cones in
isn't cardiac to the energency departnents, and we can treat
it and we take care of it.

And as far as the econom c cream ski mm ng, only
t aki ng those that have insurance, | think it just -- when you
decide to deal with cardi ovascul ar di sease, you're going to
get, as | said, you know, a m xed bag of that popul ation.

And we'll take the good with the bad.

MS. MATHI AS: Eddie, | think you're next, and then
Geor ge.

MR. ALEXANDER: Just a comment on Dan's comments.
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| f you accept economic credentialing as a reasonabl e response
to cherry-picking, my only comment there is why invoke
econom ¢ credentialing before you have evi dence t hat
physi cians, in fact, will cherry-pick. This is what has
happened to us in the Ohio marketplace. | just throw that
out for thought.

MS. MATHI AS: Thank you. George?

MR. LYNN: One comrent about the future. W' ve
spent a |lot of time today narrowing the focus and | ooking at
specialties, but I think we're |ooking at this problem from
the inside out. |If you take a community point of view and
| ook back at the provision of care in a community, at | east
in the communities that I'mfamliar with, the call for the
conmmunity is to become nore conprehensive, not narrower in
focus, broader in focus.

If you look at the first Anthrax case in the
United States, the patient didn't know that we woul d have
told that patient to go to a university center. They went to
the closest hospital. And, so, if the closest hospital is a
14-bed spine hospital... | think the community has a set of
expectations that we haven't explored in these discussions
and | think they extend to a nore conprehensive suite of
services and a better preparation for a total set of needs
that present themselves. | think to ignore it creates a
danger, particularly as we try to prepare for the threats of
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bio-terrorismin this country.

MR. BERLIN: John, | believe you were next.

MR. REX-WALLER: | think that those services can
be provided, and they don't have to be provided within one
hospital and one hospital only. One hundred percent of the
services do not have to be provided by one hospital, which is
where | think your argument may go. They can be provided
with a suite of services that can be specific, and | think
that the specialization in health care is a trend that is
ongoing and to try and aggl onerate everything back together
again is just countering that trend, which --

MR. LYNN: Which I think the key point would be
i ntegrated services, and what we've explored today are
services that are not integrated to performas a system
That's one of the -- I'"'msorry to repeat that.

MR. REX-WALLER: But | don't think that
necessarily the integrated systemis, in fact, the right
answer. | think that the specialized care does provide
overall a better service to the comunity.

And if we could just come back to the question
t hat you asked about cherry-picking. W do not discrimnate
based on ability to pay. It's quite clear that we do not.
And another related topic that | think is sometines brought
up is that once a specialty hospital opens, the surgeons that
are operating in that specialty surgical hospital then
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decline to do E.R coverage -- decline E.R coverage.

We have 300, 400 physicians who are involved with
our facilities. W do not have one that has dropped coverage
in the E.R because they have an investment in the hospital
or because they're associated with the hospitals. It is that
all of our physicians feel that they have a comunity
responsibility to cover the EER, to cover the big “C
community, and they do that by doing E.R coverage. So, we
don't have any exanples of that particular instance
happening. And | think that there is an assuned causal
relationship which I don't buy. It just -- 1 don't think it
exi sts.

MS. MATHI AS: One thing real quick. David, you'l
get to go next, but also, I'd like to give everybody -- and
it will take us a little bit past 12:15, | do apol ogi ze --
but give everyone about a mnute to give any conclusory
comments. So, David, | know you had an answer to that, if
you could work in your conclusion, and then we'll start down
with Dennis and work it down this way. And I'11,
unfortunately, cut you all off at about a m nute.

DR. MOREHEAD: Let me respond to why Ohi oHeal th
noved now i nstead of waiting. Econom c credentialing, we
think, is a very hazy kind of thing. W don't |ike the AVA
definition because we've been doing things that violate that
for years and nobody has ever questioned it. Wiy we did it
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now i nstead of waiting to see what happened is that it is a
conflict of interest response, not an econom c credentialing
response, and the conflict of interest is real once the
hospital opens. And that's why we did the bright |ine
instead of trying to be detectives and figure out whether
anybody's done anythi ng w ong.

My conclusion, 1've tal ked enough. Thank you.

MS. MATHI AS: COkay. Dennis?

MR. KELLY: | share a simlar sentinment. Qur
comm tment and our focus is going to be continue to -- in the
conmmunities we serve -- focus on what's best for the patient,

try to enhance the care delivery nmodel on a continuous basis
and make the physicians -- help the physicians becone nore
productive and just be good stewards of Medicare dollars,
which is where a large portion of our revenue cones from

You know, we think that the |level playing field
does exist as |long as people want to play by the rul es that
are out there and we're commtted to doing that. Thank you.

MS. MATHI AS: Thank you. Dan?

MR. MUHOLLAND: Just by way of sunmary, this issue
is not going to go away. It's happening in every community
in the country at one degree or another and it's going to
continue to evoke a | ot of heated discussion. But | think
that fromthe standpoint of the community hospital, they not
only have the right, but the duty, to take appropriate steps
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to protect their charitable m ssion. And while the for-
profit, single-specialty hospitals certainly have a right to
exist and to flourish if that's a good nodel, they shouldn't
conplain if community hospitals conpete back and take
reasonabl e steps to protect their charitable interests.

MS. MATHI AS:  John?

MR. REX-WALLER: | think that we need to protect
conpetition and not conpetitors. W need to encourage new
and i nnovative systens of delivery in health care and not
snuff them out even before they' ve begun in an effort to
mai ntain, what | think is, an inefficient status quo.

And | think that now the conpetitive threat has
ari sen once again, as it did 25 years ago with the ASC
i ndustry, we find that the conpetition is once again, as it
happened 25 years ago, waving the patient care banner and the
conflict of interest banner, which | don't think is
appropri ate.

We're not | ooking for new | aws, new subsidies, any
changes to the market conpetition, other than just protect
conpetition and not the existing conpetitors.

MR. MATHI AS: Thank you, John.

Eddi e?
MR. ALEXANDER: |'ll echo sonething that Dan said
earlier. You know, | think we all ought to hang together and

in particular as it pertains to the rei nbursenent system and
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the inherent flaws that have been wel
that system | think that as we do t
sacrifice something that's better for
order to maintain the status quo.

MR. MATHI AS:  George?

MR. LYNN: Thank you. | thi
about the ability of our nember hospi
provi de safety net services to conmun
services are taken out of the hospita
physicians to refer patients to setti
share continue to evolve in comuniti
the opportunity to participate in thi
conpl ex issue, and as many a people h
bears nore scrutiny.

MS. MATHI AS: Cara?
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| discussed today in
hat, though, let us not

patients just sinply in

nk AHA is concerned
tals to continue to
ities if profitable

| and incentives for
ngs in which they owmn a
es. And we appreciate
s dialogue. It's a

ave said, it really

MS. LESSER: | don't think |I have anything to add
to that.

MS. MATHI AS: Just a couple of clean-up things.
We will reconvene at 2:00. Right now -- we've been on

conference call so that other people
here could listen in. W' Il cut off
we will pick it back up at 2:00. It'
future, if you're interested in liste

check our website, www. ftc.gov websit

nunber . | don't think we've been --
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put it on the DOJ website so it's available. O course we
really | ove having an audi ence too, so if you can, spend the
time to attend. | think it adds to the panel.

Second, a quick plug, is yours open for the

public?

MS. LESSER: Yes, it is.

MS. MATHI AS: Do you want to give it?

MS. LESSER: Sure. We are sponsoring a conference
on single-specialty hospitals on April 15th, and there's

i nformati on about that on our website, which is hschange. org.
It's open to the public and it's free, so | would encourage
everyone to conme.

MS. MATHI AS: And, finally, if you brought cups or
trash in with you, if you wouldn't mnd taking it with you.
It makes nmy job a little easier. Thank you.

(Wher eupon, a lunch recess was taken.)

CONTRACTI NG PRACTI CES
MR. COW E: Good afternoon. This is the
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Contracting Practices session of the FTC/DOJ health care
hearings. W are going to start with speaker presentations,
nmoving fromny right to left. At the conclusion of each
presentation, or rather at the conclusion of all of the
presentations, we're going to take a break and then follow
with questions. We'Ill start with Tom McCarthy of NERA. Bios

are in the hallway.

MR. MCCARTHY: Thanks, Mke. |'m pleased to have
been invited. | think these are inportant and inpressive and
anmbi ti ous hearings. | suspect that they will have

significant effect on antitrust policy in health care, so
l et's hope that today's roundtable can nake a contribution to
t hat .

One of ny roles is as a stage setter in this, and
|’ mgoing to start by reviewing just a little bit of history.
Some of it’s history you know, but | want to nake sure we
under st and why hospital contracting is changing, as well as
what i s changi ng about contracting.

Now, some of this is a fairly stylized
presentation of history, but I"’mgoing to try to get this
broad sweep of two decades of changes in health care done in
five to 10 m nutes, so sone of these trends that |’mgoing to
tal k about won’t | ook sensible to your locale, if you're
thinking of a particular city and a particular health care
mar ket. | suppose that obligates ne to suggest that al npost
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any case we discuss, whether real or hypothetical, will be
very fact-specific. So, please don’'t depose ne on these
generalities |I’m about to throw out in the next five or 10
m nut es.

Not too |long ago, neaning the |last couple of
decades, we, of course, had rapidly escalating costs. 1’|
try to remi nd you of this painful nmonent quickly. Most
peopl e thought this was due to inefficiency in the insurance
mar kets, having to do with substantial noral hazard, too nuch
care being purchased and unnecessary care.

So, we got the hew and cry fromthe buyers. What
cane in, of course, was nmanaged care, HMOs, and very
i nportantly, the Federal DRG system \What went out for the
nost part, not entirely, was cost-based reinbursenent, paying
provi ders on a usual, customary and reasonabl e basis and nost
regul atory solutions. Certificates of need still exist, but
it’s substantially less. Rate setting is substantially |ess.

As a result, hospitals were forced to becone nore
efficient. They were faced with fewer adm ssions, falling
| engt hs of stay, and surgery and ancillary services noved to
the out-patient setting. Technology sort of facilitated
this, but also this novenment drove the kinds of technol ogy
t hat was devel oped.

There were also a variety of cost contai nnent
strategies that were adopted, particularly through the supply
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chain, group buying and the |ike. Anyway, hospitals found
thenselves with a ot of enpty beds. As a result, they
slowly nmade structural changes. And the change that you see
listed there are the ones that the agenci es have concerned
t hensel ves, many of them anyway: horizontal nergers,
cl osures, bed reduction, systens were forned.

Al so, buying of nedical practices really is a form
of vertical integration. The increase in the service m X
that also occurred was in anticipation of handling these
gl obal capitation contracts, where you' d be responsible for
all the health care. So, we had that sort of vertical
integration, as well as horizontal integration.

The result was excess capacity through this
period, even though they were in the process of adjusting,
and that created bargaining strength for managed care.
| nportantly, the method of bargaining strength, the method by
whi ch managed care got |ow prices was selective contracting,
i ncluding steering. And what steering neant is they could
keep prices down by negotiating discounts for delivering
vol ume.

Now, the antitrust authorities com ng out of this
period faced a nunber of frustrations with hospital mergers
t hat were chall enged but they did not prevail on. |In part, |
think in retrospect, this is probably too sweeping a

characterization, but a ot of this has to do with the
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i nsurance market being able to take off itself. W found
al so sone physician investigations, nostly about nmessenger
nodel s and nostly about | PA behavior. Again, this is sort of
a way of doctors walking up to the |ine of how they could
effectively collectively bargain but not quite collectively
bar gai n.

And then, | would say in sone sense the high point
of where the insurer was seen as the driving force in health
care, | think came with the Aetna-Prudential review by the
Departnment of Justice. And | say that because it gave us a
fairly narrow product market to consider. That meant that
nmonopol i zation as a claim market share as a claim was
easi er.

It also raised a concern, a novel concern at the
time, that nmonopsony power m ght be an issue. And | think
the lesson to draw fromthat is that at |least in Texas the
insurers were, if anything, getting too strong. So, in
effect, what we have is a period of time when the insurers
are in the driver’s seat.

At the sanme tinme, there’s a hot econony that is
encouragi ng the demand for freer access, and we’ve generally
cone to call this thing the managed care backlash. The
i nportant inplication of the managed care backl ash is that
t he bargaining strength shifts to the hospitals. |If we want
nore choice, that neans the insurers have to arrange broader
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net wor ks, fewer gatekeepers, and less risk sharing.

That neans that managed care has nore difficulty
steering patients. That also neans there are fewer
opportunities for selective contracting, because you're
having to build that broad network. That |eaves you with
fewer chances to get discounts in return for vol une.

At the sanme tinme, the managed care organi zations,
as part of the consuner reaction, are not managi ng care as
tightly, at least that’s what | see in sone of the folks |I’'ve
worked with. And in some areas, capacity has fallen. So,
what we have is increasing demand, decreasing supply, a
demand for nore choice and therefore the bargaining strength
shifting.

What has been the hospital’s response to this
newf ound bargai ning strength? As you m ght inagine, the
hospitals are catching up. They' re catching up through
hi gher reinmbursenments. |In my hunble opinion, in many markets
it’s nmore than justified. There have been a | ot of years of
| ess than full cost reinbursenents for sonme hospitals.

Secondly, less risk bearing, some of the contracts
have | ess risk bearing in them And various other contract
provi sions, |like wanting to be paid case rates instead of per
di ens or per diens instead of case rates, percentage of
charges for, let’'s say, premature babies that can be very,
very expensive. You don’t want to take the risk on that, so
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you ask to be paid percentage charges, things |like that.

Now, | et me enphasize, before | nove to the
i nsurer response, that when | say there has been an increase
in bargaining strength, I do not nean necessarily that
there’s an increase in market power in the follow ng sense.
The range that a hospital -- if we think of a bargaining
range as to where the hospital would accept a price,
dependi ng upon its negotiating strength, it’s anywhere from
its average variable cost up to a nonopoly price. Wat |
mean by that is if a hospital’s cost structure is 50 percent
fixed cost, 50 percent variable cost, you can see that
there’s a big range where your variable costs would be
covered, a price that covers your variable cost, all the way
up to a nmonopoly price. So, there’'s a ot of roomto
i ncrease your bargaining strength without necessarily getting
to nonopoly prices. That’s one inportant distinction.

Now, the insurer response, they’'ve had to pay the
hi gher rei nmbursenments, and secondly, they’  ve passed them on
That is, there have been substantial increases in prem uns.
| think this is really for two reasons. One is what we cal

a higher cost trend, the higher prices for providers, but

al so you’re no |onger buying share. During the *90s, | think
there were many big insurers -- Prudential is a good exanple
of somebody who was hurt by this -- tried to buy market share

with | ow premuns and as a result put thenselves in
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financially precarious positions.

Still, 1 want to enphasize the insurers are not
def ensel ess. They have bargaining tools. And they have
exi sting ones and they're trying to devel op sone new ones.
One of those tools is to play physicians off against the
hospital. This is particularly effective in what we woul d
call a carve out: Were if the hospital is trying to charge
too nmuch, the insurer can say, "Okay, | will send ny out-
patient surgery to your freestandi ng physicians surgery
center across the street.”

There are still risk-sharing contracts with
physi ci ans and budgets agai nst which they work -- not in all
areas, and | think it’s decreasing in nost areas.
Nonet hel ess, they want to keep those wherever possible
because that allows themto steer as well. There is another
t echni que where they punish the hospital seeking high prices
with a | oss of business elsewhere. And this really cones in
the formof two kinds of carve-outs, at |east npbst generally.

First, a service-line carve-out. |[|f sone hospital
says | want high prices, one threat is to say I will nove the
hearts to the big tertiary teaching hospital, even in the
next city. Another is a geographic carve-out which says even
t hough you seemto have nmarket power or sone strong
bar gai ni ng position in market A, if you try to charge ne a
high price, I will refuse to contract with your hospital in
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| ocation B.

Tiering is sort of a new concept for hospital
contracts, though it’s really not a new concept. You may
think of this as drug benefits. There are often tiers for
pharmaceuticals in your insurance coverage, but if you get
the generic it’s a very |low co-paynent; if you get the
formul ary brand, product, then it’s a nmedium co-paynent; and
if you get the brand nane that’s not on the formulary, you
pay a very high co-paynent.

Well, insurers are exploring applying tiering to
hospitals based on their relative expense that cones out of
the contract negotiation. They do this for a couple of
reasons. One, hospitals in -- I'’msorry -- insurers, in
response to the managed care backlash, are trying to set up
restrictive network options. That is, if they have to offer
every hospital in town as one product, which would then have
a high co-paynent, and nmaybe two out of four of the hospitals
in towmn with the nedium co-paynment; and then if they had a
very restrictive, exclusive provider kind of network, you
woul d have the | owest possible co-paynent. So, what they
want to do then is still be able to negotiate by threatening
to steer. Tiering is one way to get there.

There’s al so what | call the nuclear deterrence
option, which I think we’ve seen a couple of tines in
California. What that neans is brinkmanship -- contracts get
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cancel ed, hospitals don't cover their own physicians’ people,
and sonetinmes the physician group is not covered and they're
all busy explaining to patients why they can't get care at

the price they used to get or the site they used to get.

The antitrust authorities will hear about this,
think. 1 think probably rather than nore focus on providers,
we have the hospital nerger retrospectives. | don’t — there
may be sone insurer nmerger retrospectives going on. | don’'t

know about them Physician consent decrees in the FTC, for
exanpl e, the Napa OB/ GYNs. And interestingly, | think a
novel approach, which is in the MedSouth advisory opinion, in
this case the FTC is considering new approaches to providers
in ways to control cost and increase quality. That is, non-
fully integrated, yet joint contracting is allowed. And, of
course, they’'re holding these hearings.

| think the antitrust question that cones out of
this is what, if ever -- or | should say when, if ever, does
this increase in bargaining strength becone market power and
how m ght it manifest itself? One inportant aspect of the
whol e conpetitive process, | think, is this historically
i nportant phenomenon of the insurers becom ng active shoppers
for health care as opposed to just passive clains payors.
This whol e notion of steering and being able to deliver a
volume for a discount is still quite inportant.

The ultimate pricing discipline on providers,
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t hough, 1 think comes fromtwo sources. One of themis
enpl oyers, and that’s largely through their supportive
insurers. If insurers begin to offer narrow network
products, will they buy then? But fromthe econom st’s point
of view, the old, reliable discipline is always expansion by
existing rivals or new entry. So, these are sort of the
hi ghli ghts of what to | ook for.

Now, let me tal k about two contracting issues.

One of themis selective and exclusive contracting; the other
is systemw de contracting, also known in some discussions as
full-line forcing. First, selective contracting. 1It’s been
effective, as | suggested already, in holding down provider
prices. |It’'s provider-driven. It’s a very logical, economc
process of seeking bids and having people respond to those

bi ds.

The techni que, of course, is the threat of
significant | ost business, or significant won business, if
the discount is advanced. It requires having alternative
providers with at | east some nmargin of capacity so that you
can play the bidders off against one another and it requires
sone ability to steer the people to the | owcost alternative
t hat you’ve been able to contract with.

| would just point out that exclusive contracts
are really a subset of selective contracting, but it’s really
the nost effective way to aggregate a vol une of purchases and
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direct it to a given provider for a discount.

Now, usually the results are quite pro-
conpetitive. In fact, | think one could argue that they’ ve
hel ped constrain costs. But there are definitely |awsuits
that follow  Excluded providers sonetinmes file them The
typical claimis that you get an antitrust foreclosure,
anti conpetitive foreclosure designed to nonopolize the
hospital market, and as |I’Il show nonmentarily, | think the
econom c logic of a lot of these clainms is pretty confused.

What does a typical excluded provider claimlook
like? Well, often it starts with a conspiracy with a big

insurer. And this is a buyer conspiring with a seller, which

is in and of itself pretty hard to prove. 1In order to nake
the insurer conspire with -- I'"'msorry -- the hospita
conspire with -- | said that backwards -- the insurer

conspire with the hospital, one possibility that’s been
claimed is that there’ s predatory pricing, where, let’s say,
the big tertiary hospital in town says we’'ll give you
predatory prices on primary and secondary if you contract
exclusively with us and foreclose our little rival across the
street. So, predatory pricing is one technique.

Coercive tying, where it says if you want access
to nmy high-level neonatal care, you nust give ne an
exclusive. That’s usually a pretty overt act and is usually
pretty easy to discover. And, of course, there nust be
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sufficient foreclosure to drive out inefficient rival. All
of this requires barriers to entry or the strategy doesn’t
wor K.

So, when mght it be a problen? Well, you could
— | think the answer is rarely. |It’s usually buyer-driven.
There’s not nuch evidence of coercion in these things.
There’ s net savings to the insurer. And, again, the
mechani sm of the foreclosure is usually questionabl e;
predation, tying, conspiracy. And, you know, whether the
foreclosure is sufficient, usually it’s not. 1It’s usually an
excl usive contract with just one insurer that’s being
conpl ai ned about. Simlarly, barriers to entry are probably
not robust and recoupnment woul dn’t be possible under these
t heori es.

Al right, let nme turn to the issue of full-line
forcing or systemw de contracting. That kind of contract,
as | think nost of you probably know, a hospital system says
it will sign, if you will, a take all -- a contract for al
the services in the system including its related entities,
and in all the geographic |ocations that the buyer could
purchase those services.

Usual ly, there is no exclusivity invol ved;
however, inclusion is required. 1In other words, the insurers
can contract with other hospitals, but you have to at | east
include all of the services offered by the system
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In some cases, though, | confess | get this nore
fromtrade press than an actual exanple. Tiering may be
bl ocked; that is, if you re going to do this, you cannot then
steer people. You'll take a contract with all ny hospitals
and you can’'t steer them and carve-outs are sonetines also
f or bi dden.

What's the economic logic of this? Well, let ne
go through a couple of possibilities. Fundamentally, this is
a tying theory. And that involves two products. So, we get
into things |ike geographic market issues that were di scussed
yesterday. You have a market, let’s call it market A; you
have a hospital in Awith relative market power. Let’s
assume they have market power, sonmething to be proven,
obviously. And then you have a very separate geographic
mar ket where the system al so has anot her hospital, hospital
B. So, those are the -- and C and Dand E, if we want to
tal k about a bigger system

In a tying theory, you need a tying product, that
is, essentially, the hospital or doctor services at the nust-
have | ocation. There are also the tied or forced products,
whi ch are the services at the location that the insurer would
rat her not contract with, given the alternatives that are
avai l abl e at that |ocation. As a threshold condition, you
know, Jefferson Parish and beyond, you need substanti al
mar ket power in the tying market.
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There is the econom c theory question, though,
about can you | everage mar ket power from one market to
another. And the answer is it’s fairly rare. It’'s fairly
hard to do. 1’Il come to that in a monent. |s there
evi dence of coercion? Are there legitimte business
justifications? The evidence of coercion is, of course, that
t he buyer is having to buy a m x of products at a higher
price than what they would prefer to buy and there’s no
of fsetting benefits such as higher quality, better service,
| ower transactions cost, |ower adm nistrative costs.

What is the hospital’s logic for this kind of
contract? Well, | think there's sone relatively pro-
conpetitive logics and there are sone questionable | ogics.
One logic is transaction cost efficiencies. If you re a 10-
hospital system it’'s clearly easier to sit down and
negoti ate once over 10 hospitals than 10 separate
negotiations. While that’s inportant, | don’t know how
significant that is as sort of an antitrust reason for
possi bly raising prices. But that’s a separate question to
anal yze.

| think the bigger reason, and probably the main
reason for these kinds of contracts, is that the hospital
system wants to stay a player in every location. And you go
back to the cost structure of the hospital to think about
this. |If there’s a high fixed cost conmponent to all the
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hospitals, a patient in, let’s say, market B who' s been run
t hrough your hospital out there, at roughly average total
cost sone reinbursenent, his average total cost, is going to
contribute substantially to your incremental profitability.
So, if you have nmultiple hospitals out there where you don’t
have any argunment about market power, you would like to see
them all included and generate increnental profitability for
your system by being sure they are included. So, this to ne,
see, is probably the driving logic of a | ot of these hospital
system transacti ons.

Now, there are sone nore questionabl e approaches.
One, maybe this is a way to avoid the threat of punishment by
a geographic carve-out. Renmenber, the geographic carve-out
is to say if you don’'t give ne a good price at A, | wll
refuse to contract with B, but now you re being forced to
contract with B.

Anot her issue has to do with this tiering issue.
Even though there is a contract, you' re forced to take a
contract with B. You could steer them away from t hat
hospital if you had the techniques to do it, and it’s what |
call, in the L.A area, | call this the Cedars-Sinai problem
Cedars-Si nai, as you know, is a very prom nent hospital in
the Los Angeles area. |If you talk to them they will tell
you it’s one thing to get a contract, it’'s another thing to
get a patient. So, everybody likes to list Cedars on their
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panel because it’s a prom nent hospital, but not that many
patients actually go to Cedars. There are steering -- there
have been in the past anyway -- steering mechani snms by which
the patient goes to the | ower cost alternative. So, if you
had -- even if you had this sort of requirenment to buy in
anot her market, to take a contract with hospital B, the rea
guestion is can you steer around that contract?

There is a theory in econonm cs that has sone
i nportance here. |It’s called the one nonopoly power theory.
And think of the initial question as this: Wy not, if you
have a nonopoly or a market power in one |ocation, why not
just charge the nonopoly price at that |ocation? Can you
actually take your nmarket power in A and somehow nove it over
to B? And the answer that the one nonopoly power theory
gives you is not very often.

One possibility for doing that is a predatory
strategy. The predatory strategy would be used to actually
change the market structure. The idea would be you use your
nmonopoly power in Ato require sonething else — |I'msorry,
let me do it — 1'll do it specifically as a predatory
strategy. You use your narket power in Ato help fund the
predation strategy in B. And by predatory pricing in B, you
drive out allegedly the conpetitors if you -- and the
parent heses matter here -- if you have a substantial barrier
to entry or reentry, than no new providers can cone in once
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you’ ve driven the others out, so you end up with actually
being able to transfer a nonopoly power in one area into a
nmonopoly power in another area. 1t’s a strong assunption
that that’s going to be possible. Well, 1’ve already
addressed a little bit of what that neans.

Let me -- these are the steps as to what you would
evaluate, and I think these will end up on the FTC website,
so | won’t spend a lot of time with sort of going through the
anal ysis of each of these. These are kind of the analytical
steps. Let me go to ny last slide.

And so the question nowis, when would this be a
problem full-line forcing? Wen mght this be a problenf
And | want to say, these are sort of synptons or signals that
there m ght be a long-run antitrust nonopolization type
problem It’s a conplicated issue. The facts about a
particul ar contract are going to matter greatly, but here’s
sort of the sequence of things to consider. The firm as a
t hreshold condition, has to have market power sonewhere in
one or nore relevant markets and they’ ve got to use that as
the condition of the forcing. This is really a redundancy,
but it’s inmportant enough to understand; that is, you ve got
to have a significant barrier to entry to block entry in the
tying market, because obviously the narket power may be
transitory if you don’t. The outconme is not buyer-driven.
The contracts preclude payors from purchasing the m x of
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services they would otherw se prefer to purchase a |l a carte,
even if they had to pay the nmonopoly price at |ocation A as
part of that a la carte purchase. And they can’t do that at
a | ower price, which is another way of stating that the
contracts have caused -- and | nean the contracts have caused
-- the current market prices for the whol e package to be
driven above super-conpetitive prices.

Normal |y, this would nean a nonopolization in the
tied market, as well, but | suppose it doesn’t have to nmean
that. There are other outcones, but the package would be in
total at super-conpetitive rates, where it wasn't before.

A coupl e of very final thoughts here. | think the
guestion is in these full-line forcing or systemw de
contracts, is there a less anticonpetitive alternative, and |
don’t know that you can decide that these contracts are
anticonpetitive until you go through all of that analysis.
But | think some of the issue could be diffused quite
qui ckly, or at least the sort of conpetitive danger could be
def anged with one controversial sort of change. And it’s the
practice in this contracting that raises ny antitrust
antennae nost. That has to do with the refusing to allow
tiering.

First, it’s not clear to me that that provision is
ti ed somehow to whatever the efficiencies are of the full-
service contract. But you can see what the effect is. It
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takes -- it makes the insurer no |l onger an active shopper,
because the insurer then cannot steer when forced to take a
contract. So, what happens? The physician and the patient
choose where they will seek care. And as a result, when they
don’t have any particular cost incentive then the | east cost
alternative is not necessarily considered. So, it seens to
me that this is one area where | think a little nudge
woul dn”t hurt.

And | guess -— let me just give hospitals their
due in sort of the |ast thought here. To give hospitals
their due on tiering, their argunent against tiering is it’'s
unfair, that they may be high cost not because they’ re greedy
or inefficient; they re high cost because they’re high-tech,
they’re high quality, they handle a high, intensively acute,
ill patient |oad. And, therefore, to be put on the | east
favored tier is unfair to them

| find that argunment ultimately unpersuasive. Two
t houghts about it. One would be that like going to a quality
restaurant, a fine restaurant versus a famly restaurant,
consunmers can pay for higher quality. But there are sone
di stortions that do come out of the tiering, if you don't
take into account the case mx differences. So, it seens to
me the insurers and the providers could sit down and do case
m x adjusted tiering or something |ike that.

Let me get rid of mne, and we' Il take questions
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during the roundtable. Thank you.

(Appl ause) .

MR. COWNE: Next is Meg CGuerin-Calvert.

MS. GUERI N- CALVERT: | hope | will prove here that
econom sts can be conplinentary and not necessarily fungible.
What Tom has done is covered about one-third of my talk, so
can nmove through the slides very quickly and hopefully focus
on a related set of issues. | want to echo his words that |
very nmuch appreciate the opportunity to be here today.

| think that contracting practices, not just
system wi de contracting, but the devel opnents, as Tom has set
out, in contracting are vital for all of us to understand
because they formthe baseline in the set of nechanisnms, both
in conpetitive markets, as well as markets that may have
probl ens, to understand how prices, quality and conpetition
are functioning in these markets.

What |’d like to do, just by the way of overview,
is to ook at three basic things today. First of all, and
this again echoes Tom what is inmportant to us about
exam ning today in this set of hearings contracting trends
and practices? Second, what have those trends been in terns
of contracting? Particularly |I think at issue are trends
bet ween hospitals and payors. There’ s obviously another
whol e subset of issues in terms of contracting between
physi ci ans and payors that’'s also of great interest. But I
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won’t touch on those today.

And then to tal k about some of the specifics of
how one goes about evaluating sonme of the specific
contracting practices that are of concern, both from an
antitrust perspective but also in terns of fromthe payor
side and the hospital side as one is thinking about how to
set up contracts, what are the issues, the business
justifications, the business rationales on both sides for
particul ar kinds of contracts. There' s a whole area
devel oping in econom cs, |ooking at nore institutional
contractual arrangenents that builds on the work of Qi ver
W Illiamson. This is an area, | think particularly in health
care, where it’s very conpl ex.

| think just as a very properly overly sinplistic
point, or as ny 17-year-old would say, duh, it is the
mechanismin health care by which a very substanti al
proportion of health care services are purchased and
delivered. Contracting and contractual arrangenents,
particul arly between commercial payors and hospitals,
represents a very substantial volune of business. |’ve used
in the second bullet point contracting in quotes because it’'s
much nore than the specific ultimte contract between a payor
and a hospital. As Tom nentioned, it’s a |ot of mechani sns
t hat get used before the contract is put in place and after
the contract gets put in place that as econom sts we would
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regard as contracting provisions.

And then lastly, the practices have changed a
great deal, so views and thoughts as to what was preval ent,
even as recently as three or five years ago, when sone of the
health care cases were litigated, are fundanmentally different
now. That’s inportant, not only for thinking about
eval uating what is going on now in ternms of assessing any
merger or practice, but particularly as one is doing
retrospectives. |It’s very inportant to take into
consi deration, as Tomdid, the kinds of changes that may have
resulted in what appear to be higher prices where the product
that’ s bei ng purchased has changed and it’s not as sinple as
saying the price was 10 two years ago and now the price is
20. It may be that the product is fundanmentally different,
and if you could adjust for product quality, the price was 10
there and in real terns the price is 10 now. And, so, that’s
sonet hi ng that one needs to think about.

| think overall, to an econonmi st and to all of us
who are concerned in ternms of antitrust, | think the first
point is that contracts are an inportant mechani sm by which
conpetition occurs in the marketplace. And one of the
perspectives that | would like to bring is you can best
under st and how contracting practices work -- not by | ooking
just at the markets that have the problens, but |ooking at
the markets that don’'t, the markets that all of us would
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consi der, for whatever reasons, as conpetitive, because of
the | evel of structure or the nature of conpetition on the
payor’s side, the |level of structure, conpetition on the
hospital side, so that we can get an idea in an environnent
that we would all consider as conpetitive, how are
contracting practices working there?

What | have found that is very useful is that
of tenti mes, seeing how they work there or in pre-nerger
contexts, gives you a great understanding as to why they nmay
al so appear in other kinds of markets. But you can’t | ook at
t he second problematic markets in a vacuum

As a third point, with any contract in any
i ndustry, it’s very inportant to try our best to understand
where did this practice cone fron? What’'s the rationale?
There are two parties, at |least, to any contract. What are
t he business rationales for specific ternms and conditions
from both sides and not just from one side of the
transaction.

I n quick review, because | think Tom covered a | ot
of this: \What are the elenments of contracting; what is the
i nportance of those elenents in terns of commercial vol unes;
what was the contracting process; what are the ternms and
conditions of the contract. W should |ook at how these
contracts get assessed before people enter into them ex ante
and then how they evaluate the profitability of them ex post.
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And there’'s a rich amunt of information sitting
both within the payor side and the hospital side as to why it
is that peopl e abandon certain contracting types and conme up
with new ones. And then | want to just reiterate the point
that Tom nade, and 1’'lIl make it a couple of tinmes. A

contract in a hospital environment neans that you're in the

network. It is not a guarantee that a single person wl
show up in a bed. [It’s not a guarantee that anyone w ||
purchase the service. And that, | think, is very inportant.

If we hang on a second here. Okay, let nme just --
sonehow | managed to hit end. OCkay.

Agai n, the reason why contracts are inportant to
us is that virtually all comercially insured patients are
subj ect to sone contract form On average, nore than 35
percent of the patients in hospitals in the United States are
commercially insured patients. And being in the network gets
you access to those patients; being out of the network
doesn’t necessarily deny you those, but ends up being nuch
nore conplicated in terns of the likelihood that patients
will be com ng in.

In terms of the contracting practice, what |’d
like to spend just one mi nute on, having spent a considerable
amount of tinme both on the payor and the hospital side, one
of the things that | have been struck by in the hospital
i ndustry as opposed to a nunber of other industries, is the
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ampunt of time that is invested by both parties to even set
up one of these contracts for in-patient services and out-
patient services, whether it’s HMO, PPO or a fully
capacitated, full-risk contract.

There’ s a very substantial anmount of tinme and
noney that is spent by each of the two parties independently
trying to estinmate what the price is that’'s going to be
charged or offered for every single line of service that’s
bei ng contracted and a | ot of back and forth. It can
oftenti mes take nonths to acconplish one of these contracts
and nonths to achi eve renewal .

Several contracts that a hospital m ght have nmay
be single-year contracts. Ohers nay nore typically be
mul ti-year contracts. But one of the issues that cones up is
that many of these are not evergreen. They have renewal
dates, and well in advance of those renewal dates, the
parties need to determ ne and announce to each ot her,
typically in witing, whether or not they are going to enbark
on the process of renewing the contract or whether or not
they’'re going to termnate it.

So, there’s a substantial anobunt of resources that
just go into the very process of evaluating the contracts and
the contract’s ternms in maki ng changes from one period to the
next. |In addition, as we all well know, the vast nmmjority of
hospitals do not have a single payor with whomthey’'re
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negotiating at a point in time. They are negotiating with a
| arge nunmber of payors, many of whom have contracts that
termnate at different points in tine.

| f you augnent that to a hospital that has --— or
systemthat has nmultiple hospitals, you can do your --— |
guess it was fourth or fifth grade math, exponentials, which
| was never particularly good at, to get an idea of how many
different dates you need to be dealing wth.

The next part is obviously there are very conpl ex
ternms and conditions of contracts. Wen | started doi ng work
in the health care area, | had assunmed, as in a |ot of other
i ndustries, that there was such a thing as a price per
service, that one could | ook at a per diemor a discount off
of charges, and get a relatively good handl e on what the
price was that had been agreed upon between the payor and the
hospital, and unfortunately, for econom sts who |ike
sinplicity, it is very, very different fromthat.

| ssues such as stop-loss provisions, a great deal
of provisions that ex post can result in substantially
di fferent actual prices being paid, are inportant forns of
negotiation and things that you sinply cannot |eave out of
t he anal ysis when you're trying to conpare prices, even
within a given payor, a given hospital, a given period of
time, rmuch | ess across periods of tinme, in different
popul ati ons of enroll ees.
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If you are | ooking at a contract that has a higher
ri sk pool than one that has a lower risk pool, all else equa
as an econom st, | would expect hospitals to be charging or
attempting to get different prices for those two pools.
That’s a cost-based difference in price, not a non-cost-based
difference in price.

Sonething I won’t spend a lot of tine on,
sonet hing that was prevalent in many hospital narkets three
or four years ago, was the presence of full-risk contracts,
where hospitals were taking on, with their physicians, full
ri sk of contracts. Many hospitals did very, very poorly wth
t hese kinds of contracts. They found that they had
significantly underestimated the difficulty in managi ng these
ki nds of contracts, in understanding the patient basis, and
in sinmply not having | arge enough vol umes of experience
across nmarketplaces to figure out how to price these well.
And many essentially had to buy their way out of these
contracts by trying to induce the payors to switch to very,
very low priced HMO contracts tenporarily until they could
then, at renewal tinme, nove into a nore sustai nable HMO
pricing.

And as Tom nentioned, | won’t spend any tine on
what was prevalent a while back was a | ot of very significant
vol ume conm tnments. Something also to think about in
contracting is what both the hospital staff and the payors
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are doing is (depending again on the hospital, on the
hospital system on the payor) is very sophisticated nodeling
of the break-even profitability of particular contracts. In
principle, what both sides are trying to do is to get their
best possible handle on what is the patient base that a
particul ar payor could bring in a given netropolitan area to
the hospital. Wat is the likely m x of services, that the
frequency of use of those services, the kinds of costs that
they are going to inpose on the hospital, and as a result, to
try to figure out exactly what sort of significance of risks
are going to be brought to bear, what kinds of significant
costs, and as a result, to try to nodel or estimte what the
pri ce-per-service should be.

And then in terns of ex post, there’'s a |lot of
assessnent typically done about the time where contract
renewal goes on to see how well did we do. Where this is
particularly difficult is entering into a new contract with a
new payor with whom the hospital has no experience, that they
have to use other popul ations of people that they think are
conpar abl e, but ex post nmay not turn out to be.

So, what we’'re seeing in the nmarketplace as
sophi stication has increased, is a great deal of adjustnent
in pricing as people have cone to understand what is
sufficient to cover costs and what is not.

Trends, Tom has covered this. The one factor that
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| want to nention is that | would agree conpletely that
tiering of networks has proven to be the second easiest and
nost |ikely tool that payors are turning to, given that they
no | onger operate in a world where there are broad
exclusivity options and where they are dealing with all-
i nclusive contracts. | would differ fromToma little bit
that there are, nonethel ess, the standard steering mechani sns
that are different fromtiering that are in place.

Tiering is structured steering, where you're,
again, either in the network or out of the network. It's a
blunt tool, it works well, but what we see in a |ot of
mar ket pl aces is you are in the particular tier, even if
you're in the highest tier or the |owest cost tier, the nost
advantaged tier, and yet nonetheless there is active steering
of patients away to other hospitals that are in that tier, so
as to credibly threaten you will have fewer patients in your
beds, unless you give ne a good price for inclusion in the
tier.

| think in terns of |ooking at system w de
contracting, it really is a circunstance where you have
systens are nmulti-plant firms, like in a |ot of industries.
There are payor systens; there are hospital systens.
Hospital systems are prevalent in alnobst every metropolitan
mar ket. We often think of these systens that have 10, 20, 30
hospitals go across a state or even across state |ines, but

For The Record, Inc.

Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

148
there are two-hospital systens, there are five-hospita
systens. There are even, depending on the classification,
one- hospital systens.

So, systemis a word that covers a whole array of
structures and types. And, again, to understand why we see
possi bl e kinds of contracting | want to take a little bit
br oader perspective. | think Tomtal ked very well at one
aspect of system w de contracting. Mre broadly, what
systemw de contracting is contracting on behalf of nultiple
hospitals at the same tinme. So, regardl ess of whether you
get to the point where every hospital is in a particular
payor's contract, recognize the task that the manager of a
hospital system has to go through.

One of the things where you could have a busi ness
rational e and efficiency, which you see in many ot her
i ndustries, is if you could sinply get a given payor, if not
all of your payors, onto common timnm ng of contracts. So,
simlar to having a fiscal year, you have all of your
contracts for all of your hospitals, at least for a single
payor, ending on Decenber 31st of a given year. You could
then start the process of renegotiation of a given payor all
at one tinme, six nonths, three nonths in advance of that.
And that is one of the things that | have seen both on the
payor side and the hospital side as an inportant rationale
for trying to have sone form of standardi zation
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The second is, and we see this again in many
i ndustries, devel opnent and application of best practices.
What we see both in general and also in terns of devel opnent
of IT systens is that if you are a nulti-plant firm who has
experience in a lot of different marketplaces, if you have to
do budgets for a lot of different plants, you end up
under st andi ng what's average, what's extrenme, and what's a
variability. You have a nmuch better sense of, on average,
whet her the experience here is in terns of outliers or in
ternms of the kind of risks typical of something that | have
to work with, or is it sonething that is a factor that we
really need to take into consideration across all hospital s?
You can i nprove budgeting, and you can inprove costs, and you
can have possi bl e savings on personnel.

Now, the concern has been raised, as Tomrai sed

it, that what may end up happening is that you force people

to have supra-conpetitive pricing. | think it's inmportant,
first of all, to distinguish right away is the concern the
sense that, well, now everybody's in the network, so no one

has any | everage, or is it specifically a concern about
system wi de contracting?
| think the analysis needs to evaluate what are
the conpetitive constraints; what are the nechanisms, the
tools that both parties have; what has been the practical
experience; and, as Tom said, what are the market conditions;
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what are the abilities of payors to discipline pricing? Even
t hough a hospital system nmay say, "I would |like you to put
all of my hospitals in a given contract,” (A) it's not
necessarily the case that patients end up at all of them and
that steering has been denied, so the prices may be
conpetitive for that reason

Second, it may not be the case that the payor goes
along with it, or if they go along with it, that they haven't
gotten a great bargain. Wat | have seen in sone practical
cases is where a hospital said, "Take everything;" and the
payor said back, "I really don't like this hospital and its
quality particularly nmuch. If it's really inmportant to you
for brand i mage, for systemw de i mage, then for nme to have
both of those in, you need to cut ne a deal in the follow ng
ways." And overall, in order to acconplish a particular
goal , the hospital system caves in.

So, | think those are inportant dynam cs to | ook
at. \What are the tools, what are the conprom ses on both
sides, not just on one? So, what's the bottomline? | think
it's nmost inportant to | ook at why do we see particul ar
contracting practices develop? Particularly in conpetitive
mar ket s and by systems with whom we have no concerns, what
has the evol ution been and how nmuch of it is a |ogical
response to marketing conditions? W need to |ook at both
sides, but npbst inportantly, in any conpetitive analysis that

For The Record, Inc.

Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

151
we do we need to take into account what are the conpetitive
constraints and the tool kits that are available to both
parties -- to attenpt to get the best possible contract on
the hospital side, but very inportantly, on the payor's side
to assure thenselves that they have been able to get the best
possi bl e deal and have continued to have the flexibility use
ot her hospitals as a threat? W don't need to see the threat
actually turn into an actual contract. |In many cases in this
i ndustry, a threat alone is sufficient.

Thanks.

(Appl ause) .

MR. CONE: Brad Strunk fromthe Center for
St udyi ng Heal t h System Change.

MR. STRUNK: Well, I, too, amdelighted to be here
and | appreciate the opportunity to come here and speak with
you all about sone of the issues, a |ot of which you've
al ready been hearing about. It's actually the case you've
heard al ready from Margaret and Tom They speak about sonme
of the trends in contracting, and that's actually a good
portion of what | wanted to talk with you about, so hopefully
we can nove through that and | can perhaps provide sone
addi ti onal market context to what's happening out there in
the real world with respect to this issue.

For the past five years, |'ve been involved with a
site visit project at the Center for Studying Health System
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Change, which tracks a representative set of 12 markets
across the country. And we've been following this issue of
heal th plan/ hospital contracting pretty closely. Wat |I'd
like to do is just share sone of the findings that we have
obtained fromthat set of site visits that we' ve been doing
for a while now. Hopefully, this will provide some nore
context for all the things you ve already been hearing about
t oday.

So, throughout the course of this presentation,

" mgoing to discuss findings that relate to three main
points. One is the reinbursenent rates to providers have
been growing at faster and faster annual rates for a nunber
of years now. The second point is that a few years ago we
observed a noticeable shift in the balance of power between
heal th plans and hospitals. In particular, hospitals

regai ned a significant anmount of | everage over health plans,
and that |everage has facilitated their ability to seek rate
increases. | plan to take you through the shift and descri be
sone of the strategies and contracting practices being used
by plans and hospitals to gain the upper hand in
negoti ati ons.

The final point is -- maybe sonething sort of a
very up-to-date finding that we have based on our nopst recent
Site visits -- is that we're now seeing sone signs in our
nost recent round of visits, the last few of which actually
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are still to be conducted, that the bal ance of power may
actually be shifting back a little bit towards plans. This
finding is prelimnary, but I'lIl share with you some of the
reasons why we think that m ght be the case.

Just a quick -- let nme nention sone things quickly
about the Center. | just want to say that from our inception
we' ve been funded exclusively by the Robert Wod Johnson
Foundation. And our enphasis in our research is on health
care markets. | just put the website up here in case you'd
like to get nore information.

As | said earlier, the findings I'll be presenting
today cone fromour site visit project. W do these site
visits to gain insights into changing narket trends. As |
mentioned earlier, we visit 12 markets in total. These
mar kets were originally chosen through a random process and
we return to these sane 12 narkets every year, which gives us
the opportunity to follow the evolutions of the markets over
time. OQur third round of visits were conducted fromthe
m ddl e of 2000 to the m ddle of 2001. And as | said, we're
out in the field right now conducting our fourth round of
visits. So, we've been tracking devel opnments in these
communities for eight years now.

VWhen we go on-site, we conduct a |arge nunber of
interviews with a broad selection of |ocal health system
| eaders. You can see up here we conduct between 70 and 100
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interviews with | eaders of the health care systemin each
mar ket. And we triangul ate the results, nmeani ng we exani ne
an issue fromnultiple perspectives. So, when hospitals tell
us about their relationship with health plans, for exanple,
we al so hear about that relationship fromthe health plans.
And we al ways do this before we say sonething about what's
happeni ng out there in the market.

This slide shows the 12 markets that we visit each
year. You can see that they' re pretty well dispersed across
the country and really reflect where the population is.

So, with all that as background, let me junp into

the findings. |1'd like to start by showi ng you how hospital
prices, which is -- that is, unit price, reinbursenent rates
have changed over the past eight years. \What | have here is

data fromthe Bureau of Labor Statistics, Producer Price
| ndex for Hospitals. And please note that this excludes
rei mbursements from Medi care and Medicaid rates. So, what
you're really seeing here is changes in prices for the
privately insured, largely the privately insured.

As you can see, hospital prices grew 4 percent in
1994. Over the course of the next three years, the trend
declined, first by a small amount in 1995 and then nore
substantially in 1996. And in 1997, hospital prices were
growing by less than half the rate of 1994. '97 was,
however, the | ast year of a decelerating hospital price
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trend. Since that time, and continuing all the way into
2002, annual rates of growth have inclined steadily. And you
can see that it really surged in 2002. Relative to the past,
it grew by 5 percent, that's the fastest rate of growth since
t he BLS began tracki ng changes in reinbursenent rates to
hospitals in 1993.

" m showing you this just to illustrate, quite
sinply, that sonmething has changed out there in the
mar ket pl ace that's led to significant increases in what
hospitals get paid, and that's what |I'I|l be tal king about
t hrough the renmai nder of this presentation.

The change I'malluding to pertains to the bal ance
of market power and negotiating power between health plans or
hospitals. It's inportant to recognize that the degree to
whi ch one has | everage over the other is quite dynam c and
shifts back and forth over tinme, sort of |ike a seesaw does,
which is what | tried to depict here.

Now, the forces that govern the novenment of this
seesaw fall into two general buckets. Forces operating in
t he external environnent on all organi zations and the
internally driven changes that organi zations nake as they
pursue their own strategic objectives. Both of these are
constantly evolving at the sane tinme. Sonetines they both
favor one sector over the other; and at other tinmes, they
form count er - bal anci ng forces agai nst each other.
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A final force of play here doesn't actually work
to nove the seesaw but rather governs how far it can nove in
one direction. This is the conmmunity norns you see on the
left. Community nornms sinply refer to what is deened
acceptable in a comunity. Bringing this back to
contracting, community nornms govern how much an organi zation
can exercise its leverage to seek favorable terns w thout
bei ng seen by the community as taking things too far.

This is particularly inmportant for not-for-profit
organi zations that are accountable to boards that are often
made up of local health system | eaders. Comunities vary in
this respect a great deal, so the bracket could get |arger or
smal | er.

Now, back in the md 1990s, the contracting
environnent really favored health plans. W just experienced
a number of very rapid health care cost and premiumgrowth in
the |l ate 1980s and early 1990s. Enployers were | ooking for a
magi ¢ bullet to control costs, and they seized on nanaged
care and HMOs as that magic bullet. At the tine, managed
care and HMOs were characterized by narrow provi der networks,
various controls on utilization, such as preauthorization
requi renents and gat ekeepers and capitated paynent
arrangenents to providers, the risk contracting that's been
di scussed al ready.

Seei ng that nmanaged care had the backing of the
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enpl oyer community, there was w despread expectati on anong
hospitals that enrollment in HMOs would grow significantly
and the tools of managed care woul d eventually becone a
normal part of their lives. As a result, many hospitals
agreed to discount paynment rates to ensure they'd be included
in the plan's network, expecting that they' d be able to nake
up the difference with increased volunme. Recall that
downward hospital price trend during this period and this
envi ronnent was an inmportant force driving that trend.
Natural ly, hospitals undertook a number of
strategies to better position thenselves in a nanaged care
world. The first was to push to consolidate thenselves into
systenms and networks. Mich of the consolidation hospitals
engaged in was horizontal in nature, where multi-hospital
systenms and networks were built up, often around a certain
flagship hospital in the comunity. But they al so engaged in
vertical alignments with physicians. W've seen this |ess
prevalently in our markets, but in those communities where it
did occur, such alignments certainly have inportant benefits.
Anot her strategy hospitals have used to respond to
managed care is to brand thenselves or build their reputation
and recognition within the community. A notivation behind
this kind of activity is to establish nust-have status in
pl ans' provider networks. This kind of branding is often
done around academ ¢ nedi cal centers, for exanple, but even
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communities that | ack academ c¢ nedical centers have prem er
institutions that are seen as highly desirable. The prem er
institutions, whether or not they're academ c nedi cal
centers, are often the flagship hospitals in the nmulti-
hospital systens.

Finally, hospitals noved to solidify their
position in specific geographic sub-markets. This was
anot her way to establish nust-have status in plans' networks.
It creates a situation where there are nmultiple hospitals or
hospital systens in one market, but they're far enough apart
that people in one part of the community tend to use the
systemthey're closest to and not the systemthat's further
away, unless the further away system has sonme highly
desirabl e services, or is well regarded for sone services.

Al'l of these strategies hel ped hospitals to
increase their | everage over plans, particularly when you
consi der some of the changes in the contracting environment
t hat appeared around the turn of the decade.

Some of this has already been nentioned, but the
envi ronnent did change in a nunber of inportant ways that
really began to favor hospitals. The consumers becane very
di senchanted with the tools of managed care and t hat
di senchant ment coal esced i nto what has already been
nmenti oned, the managed care backlash. Patients did not |ike
the restrictions placed on them when they tried to access
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care and they didn't |ike plans dictating what providers they
could see and couldn't see.

As a result, managed care plans |largely retreated
fromthe use of these tools and began pronoting | ess
restrictive products with broad provider networks. This was
a time when PPO products really started to becone the |argest
type -- in terns of enrollnent, the |argest product out there
in the market.

Al so, the U.S. was experiencing unprecedented
econom ¢ growt h, which drove down the unenpl oynent rate and
caused | abor markets to tighten significantly. And under
such conditions, it was essential for enployers to offer
generous health benefits packages that appeal ed to enpl oyees’
preferences for broad networks and | ess nanagenent of care if
enpl oyers hoped to be successful in recruiting and retaining
wor ker s.

Finally, around this tinme, new capacity
constraints did begin to emerge. W saw new capacity
constraints energing in our markets, making hospitals nore
willing to forego a contract with a health plan. This was
t he outcone of both some capacity being taken out of the
system in part due to sone of the consolidation that went
on, and it was also due to the retreat fromtightly managed
care, which led to increased demand for services.

Now, while all that was happening around the turn
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of the decade, hospitals were certainly facing a nunber of
pressures on their bottomline. First of all, hospitals’
Medi care margi ns began to decline follow ng the enactnent of
t he Bal ance Budget Act of '97, which, anong other things, cut
Medi care provider paynent rates. And this places significant
financial pressure on hospitals.

Al so, hospitals faced pressures on their finances
fromgrowh in their own operating costs. For exanple, there
has been a severe | abor shortage for a number of years now.
And when nurses are in short supply, they're able to command
hi gher wage rates from hospitals. And, actually, if you |ook
at data on wage rates fromthe Bureau of Labor Statistics,
you can see a really significant increase -- really
significant acceleration in the growh in wage rates in just
the | ast few years.

There are other pressures such as the rapidly
rising cost of prescription drugs and hospitals in some
mar kets face a nunber of pressures that are specific to their
mar ket. For exanple, hospitals in California face enornous
seismc retrofitting costs, as mandated by state |law, to nake
sure that their buildings can withstand an earthquake. These
are just some exanples of the pressures that hospitals are
faci ng.

Now, all these forces |I've been describing so far,
the strategies of hospitals, the changes in the external
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envi ronnent and the pressures that hospitals are facing
coal esced to create a situation in which hospitals have
aggressively pushed for better reinbursenent rates and
contract ternms. Moreover, what we're seeing is that
hospital s across many of our nmarkets have enjoyed a great
deal of success in securing better rates. And if you think
back to that figure on the hospital prices that I showed you
earlier, you can really see that borne out in that figure.

Hospitals are using a number of approaches during
negotiation to secure better rates. One thing we've seen in
many of our markets is a term nate-to-negotiate strategy.
Fairly early on in negotiations hospitals announced that they
wish to termnate their existing contract with a plan, or
that they don't intend to renew their contract unless their
request for higher rates and better terns is net. This hel ps
to raise the stakes of the negotiation.

Hospitals are also |l everaging their system status.
In a few markets, for exanple, we' ve observed systens that
contain a highly reputable and desirable flagship hospital,
threatening to cut ties with the plan, unless the plan is
willing to contract with and provide favorable rates to the
ot her hospitals in the system even if the other hospitals
are less desirable to the plan. It sort of gets at the full-
line forcing that Tom spoke about earlier in nore detail.

We don't know if these | ess desirable hospitals in

For The Record, Inc.

Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

162
the system are getting the same rates as the nore desirable
flagship hospital, but it does appear, from what we can tell,
that they' re getting better deals than they otherw se woul d
have if they hadn't been in the system

We' ve al so observed hospital systens that have
close ties to physicians using this solidarity in the
negotiations with plans. Again, this is |ess preval ent
across all markets than hospital-only systens, but where it
does exist, plans face significant risk if they fail to cone
to terms with a hospital and also | ose physicians in the
process.

Finally, we've been seeing hospitals appeal for
public support in many of our markets with contentious
negotiations. This often goes hand-to-hand with the
term nate-to-negotiate strategy. For exanple, a hospital nmay
notify its patients that they'll no |longer be able to accept
their insurance if the plan doesn't come to an agreenent wth
t he hospital.

Negoti ati ons al so get played out via the |ocal
medi a, which further heightens the public's awareness of
what ' s happening. Plans, of course, use this tactic, as
well, but it appears that patients often identify with their
physician or with their hospital before they identify with
their insurance conpany.

The bottomline is that contentious contract
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negoti ati ons between hospitals and plans have becone nuch
nore conmonpl ace in markets across the country, and
particularly the markets that we track. And this often
threatens or even creates, in sone cases, significant network
instability for patients.

Now, health plans have been undertaking a nunber
of strategies in response to the gains in negotiating
| everage hospitals have achieved. Sonme of the -- Tom and
Mar garet both spoke a little bit about this already, but one
response has been these tiered network products, and they're
usual Iy products where patients have to pay a different
amount of cost sharing, dependi ng on which hospital they use.

Now, we see these hospitals up and running, right
now, in only three of our 12 nmarkets: Orange County, Seattle
and Boston. And they've reportedly caused sone hospitals to
agree to lower rates to get into the preferred tier.
Nonet hel ess, we've also heard a fair anount of skepticism
about their viability. For one, providers in many
conmmunities are clearly putting up resistance to these
products. We've heard, for exanple, that a few hospitals
that risk being in the high-cost tier have used their
| everage to assure placenment in the preferred tier, wthout
agreeing to | ower rates.

And in sonme communities that don't yet have
tiering hospitals have sought contracting | anguage
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prohibiting it. They also have -- there's also data
chal |l enges to these products, not the |east of which is
figuring out how to neasure quality so that it can be
incorporated into the tiering criteria and we can certainly
debate whether or not quality is an inmportant thing to put
in. If it is, there are a lot of barriers to getting that to
wor K.

Now, if these products are to represent a
significant challenge to a hospital's |leverage, they'|ll need
to gain the kind of acceptance from consuners that drives
significant enroll ment gains. And that does not appear to
have happened yet. But they are inportant to watch,
especially if enrollment in themincreases significantly in
the future.

Pl ans are increasingly pushing paynment incentives
tied to quality. While there are nmultiple notivations behind
this push, not the least of which is to sinply inprove
qual ity of care, these incentives can also be seen as a way
to place conditions on the rate increases sought by
hospitals. | wouldn't characterize this as a w despread
phenonmenon, but it does appear to be gaining nomentumin the
mar ket right now.

Finally, a number of plans are beginning to | ook
at narrow ng network products again, such as those built
around what's call ed exclusive provider organizations. EPO
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products typically have the nore narrow provider network, but
not the kind of utilization nmanagenent restrictions that
characterized HMOs. The viability of these products is,
however, quite dependent on consuners' w llingness to accept
alimted network of providers again. And we've seen that
for a while now they haven't been very accepting of that.

We' ve actually seen sone recent situations in a
few communi ti es where exclusive rel ationshi ps between pl ans
and providers have fallen apart, or are show ng signs of
falling apart. So, it's really unclear right nowif plans
wi |l have anything to gain fromthese EPO products.

As | nentioned earlier, the contracting
environnent is certainly not static. |In fact, we're now
seei ng sonme devel opnents that could send it back in favor of
pl ans. All the evidence so far indicates that 2003 brought a
third straight year of double-digit prem umincreases to
enpl oyers and enpl oyees. Meanwhile, enployers' profits and
wor kers' wages are growing at a slower rate because the U S.
economny, which went into recession in 2001, is still sluggish
and the conbined effect here is that there's been significant
increases in health insurance costs -- even though | woul d
note that it's not quite as bad as it was during the
recession of '91.

Mor eover, enployers are nmoving to increased

patient cost-sharing. So, this really, you know, it effects
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-- it shows the effects that are even larger than the
conmbi nati on of |large premumincreases and the sluggish
econony woul d suggest. In this kind of environnment, it's
possible to imagine a situation in which both enployers and
enpl oyees becone nore receptive to products that offer, for
exanpl e, a narrow provider network, if products are cheaper.

So, let nme just wap up with an assessnment of
where the bal ance of power between hospitals and pl ans stands
today. As we proceeded through our nost recent round of
visits, we continue to see a willingness on the part of
hospitals to take their negotiations to the brink and use
sone or all of the approaches | described earlier.

However, we've al so seen sonme variation in the
outcones of the contract showdowns we've observed. |In fact,
there's been a few instances where health plans have been
able to hold the Iine on hospital demands for increases. In
the recent cases where the health plan had success in hol ding
the line they were able to do so in part because they
recei ved greater support fromthe enployer conmmunity for
their tough stand.

The situation is markedly different fromtwo years
ago when enpl oyers choose to either stay out of these
di sputes or quietly pushed plans to settle to avoid network
di sruption. Now, this is, in part, a consequence of what |
was just describing before and it may al so signal that the
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anount of | everage hospitals have is com ng up agai nst
comruni ty normns.

Even if there isn't a renewed interest in narrow
net wor k provi ders anong consuners, this developnment, if it
continues, could be an inportant countervailing force on
hospitals' | everage. Nevertheless, we're seeing fewer
showdowns getting played out in the public, so it's nore
difficult to determ ne who, if anyone, is com ng out ahead in
t hese.

So, inclosing, |I think it remains to be seen
whet her or not the bal ance of power will shift back in favor
of plans again in the near future and that's sonething we'l|l
certainly be tracking. Such a shift would indicate that
there continues to be countervailing pressures across the
sectors driving healthy conpetition in |ocal markets. One
woul d expect such cycling to occur because the environnent is
constantly evolving and health plans are constantly adjusting
their strategies in response to one another.

For policynmakers concerned about conpetition
policy, such shifts in the bal ance of power over tine provide
an inmportant indicator of how markets are working and will be
i nportant to nonitor going forward.

Thank you.

(Appl ause) .

MR. CONE: Art Lerner of Crowell & Moring.
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MR. LERNER: | amjust going to stay here. |
first wanted to just make an observati on about the m nute-
word ratio. Mke told me that I get 10 m nutes, and Tom had
25. So, that's really stacked, since those of you who know
me know that | can get in 40 percent nore words in 10 m nutes
than Tom can get in 25 mnutes, so Tomreally has a conpl ai nt
here, 1 think.

Coming to this today is sort of a back-to-the-
future kind of thing for ne. | just had a birthday | ast
week, and ny kids told me, with great subtlety, that | am now
playing with a full deck, if you can cal culate how nany years
that is, which then rem nded nme that the | ast conference that
the FTC had that | remenmber on conpetition in health care was
in 1976, when, if you do the nunmbers, | was at the FTC and
was playing with half a deck, but anyway.

(Laughter).

MR. LERNER: | should nention that nmy comrents
today are ny own and certainly | think nost hospitals and
nost hospital systens behave in ways that are not even cl ose
to the edge and that are, you know obviously quite okay from
an antitrust standpoint. But that's not very interesting.
And, so, I'll be tal king sonewhat today about sone of the
nore interesting types of conduct, which, while across the
country we may see trends, as have been described in the | ast
remar ks by Brad, sonme of the instances |I'mtal king about may
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be some of the ones that are nmore on the vanguard of sone of
t hese things, because those are the ones for which |I get
phone call s.

Let me just nmention some of the kind of practices
that |I've heard about. Tom has nentioned some; Margaret has
menti oned sone of these. Hospital systens demanding that if
you want the highly desirable hospital you have to agree to
contract with the rest of the system W' ve tal ked sone
about that, even if the other hospitals naybe aren't of the
sane quality and reputation, that if you want to get a
contract with this hospital, you'll have to contract for
physi ci an services for physicians who practice at this
hospital through a particular organization in which the
physi ci ans have beconme organi zed; you can't contract with
physi ci ans i ndependently, and if you want to contract with
this hospital, you'll also have to contract with the
anbul atory surgery centers, DME suppliers or hone-health
agencies that we own or are affiliated with at prices higher
t han market prices for those services; that if you want to
contract with our system you have to include all of our
hospitals in your highest benefit tier. And we've talked
about this tiering idea.

And certainly | think it's legitimate for a
hospital to say when | give you a discount, | want to know
what |'mgetting in return for that. | shouldn't be at the
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nost extreme giving you a discount for preferred provider
status and then not be a preferred provider. | think that's
common sense. The issue, | think, becomes nore acute when a
system says if you put any hospital in our systemin the non-
hi ghest tier status, you will be picking a higher price for
all of the hospitals. That's where | think the issue -- |
think picking up on a little bit of what Tom was sayi ng, |
t hi nk becomes nore acute.

Anot her practice is where otherw se i ndependent
hospitals, not part of a single holding conpany, forma
network to adopt and pursue common clinical pathways, track
their performance agai nst those neasures and pl edge, for
exanple, to give noney to charity on an individual hospital
basis if the hospital doesn't hit the targets, but then use
this integration on a clinical front, as a basis upon which
to insist that they can engage in price fixing to all coners.
We'll talk nore about that.

|"ve got a prepared statenent that's outside that
goes into nore detail on some of this, but in the interest of
time, we're going to skip through. One of the questions gone
into here is the question Tom posed about well, assum ng one
has mar ket power, and | thought it was an interesting -- this
guestion of being able to charge nore than variable cost but
| ess than a nonopoly price, when in that spectrum have you
begun to have market power is an interesting question, but
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" mgoing to assunme for purposes of discussion right now that
sonebody in the story has some kind of market power.

And | think it's appropriate to recognize that
there are gradations of market power. [It's not |ike market
power is here and no market power is there. There are
gradations, | think, in the real world that what you m ght
see in sonme instances, and Brad, | think, gave you a flavor
of this, is a hospital m ght see an advantage, even if it's a
hospital that has some power already, in aligning a |large
proportion of the |ocal physician community with that
hospital by contract or by ownership. There nay be very
legitimate vertical integration and quality inprovenent
advantages fromthis, but in sone instances, it could have
anticonpetitive effects.

Heal t h plans often depend on physician behavior to
di scipline exploitation of market power by hospitals. If a
health plan has a risk arrangement with the doctors under
whi ch the doctors are partially at risk for the cost of
hospital services, the health plans can enlist physician
cooperation in admtting patients to | ess expensive
hospitals. However, if a hospital takes over the nmanaged
care contracting function for a large proportion of the
conmmuni ty's physicians, then that aspect of the dynam c
bet ween t he nanaged care and those doctors can di sappear.
The hospital mght structure the doctors' reinmbursenent
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arrangenent so that they are insulated fromthe cost of the
hospi tal services, and they can also work with the physicians
to try to forestall nmore informal efforts by the health plan
to encourage utilization of other institutions.

When t he nunmber of physicians involved is |ow, of
course, this is not a problem This becones a problemonly
as a matter of degree, as the number of physicians gets much
larger. In sonme cases, and this is where it gets even nore
interesting, the hospital mght be willing to use sone of its
| everage as a hospital to get the health plans to get nore
noney to the doctors. This gets at this whole question of
usi ng up your nonopoly chips in one place and how are you
going to use then? You m ght conceivably see a hospital use
sone power to convince a managed care plan to pay doctors
nore, even if in sonme theoretical way it neans that the
hospital m ght make less. But in a sense, what the hospital
m ght be doing is buying insurance, that it won't have to
reduce its prices even nore if the doctors truly beconme
agents of conpetition, shopping around for and using their
ability to influence physician admtting patterns.

I n sone cases, you see the situation that was al so
t al ked about where the hospital m ght insist on the nanaged
care plan including other hospitals, mybe el sewhere, or
ot her types of providers in the network at prices higher than
those institutions could otherwise commnd. And there m ght
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be some of the legitimte business reasons that Margaret was
descri bing why this may be going on.

But it also may be that the health plans are, in
fact, being required to pay nore in town B and hi gher than
conpetitive price in town A In other words, the situation
that Tom was descri bi ng, where you could conceivably have a
situation where the net overall cost is nore than if the
hospital sinply charged a high price in the first town would
have sonme mar ket power.

Why might this be the case? | don't know exactly.
It may be that it's the case because by transferring the cost
of these services to consuners in another town, you basically
get a different demand response. |In other words, if one town
your costs are already very, very high, further price
increases may ri sk the enployer conmunity buyi ng cheaper,
| ousi er health insurance packages and nore snmall enployers
not buying health insurance. But if you shift the costs to
anot her town, you basically are not as far along on the
demand curve in the other town. But |I'mnot an economn st,
but 1've talked to a bunch of them and what | got back was
two of them saying, "Yeah, that sounds pretty good;" two of
them saying, "Gee, I'mnot really sure.” So, | think there's
further study that's needed on this one.

Wel |, what should the antitrust enforcenment
agenci es be doing about this? First, | think there's a
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coupl e of basic things that need to be renenmbered. One is
the per se rules have value. Nunber one. Nunber two, the
rul e of reason woul d not be the marketplace equival ent of a
hall pass. And by a hall pass | nean that you're still stuck
in school but you're out of the teacher's reach. And too
often we're stuck in situations where you sort of have
clients that feel that well, gee, I'"'min a rule of reason, |
guess that means they really can't get me. And | think we
have to rem nd people that that's not the case.

More substantively, | think that we need to -- |
woul d encourage the agencies to pay critical attention to al
t he conponent parts of joint venture analysis, when they're

| ooki ng at provider and other joint ventures. For exanple,

not only whether the joint venture will achieve efficiencies,
but whether the joint venture -- such as the clinical
pat hways one | described before -- whether there is any

| ogi cal nexus between the joint venture and why the
participants in the venture need to engage in price fixing.
As for the geographic and product market and
mar ket power questions which underlie all of this, | can do
no better in the tinme we have today than to nmention the
recent real-life anecdotal exanmple, and | know it's only
anecdotal. A hospital executive told one of nmy clients,
according to the FTC, we don't have market power, but you

know we do.
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(Laughter).

MR. LERNER: So, we'll be demanding a nmuch bi gger
price increase this year and you know we're going to get it.
This was right after they'd had a nmerger with a nei ghboring
hospital and they got the increase. | think there has been a

| ot of attention posed on the geographic market issues and

hospital nmergers. | think Meg's point about how the markets
have changed in the | ast couple of years, |I think it's an
interesting question. | think the markets had al ready
changed a couple of years ago. | think when those cases were

bei ng decided, the markets had already changed and that we're
always a little bit behind the curve in catching up.

We' Il skip sonme of this stuff here. | wanted to
talk a little about the tiering idea. W already talked
about it some. | think the main point to recognize there is
that that's a tool, it's not a solution. |If there's no
hospital conpetition, you won't get very far with tiering.
Okay? If there's only hospital or one system tiering isn't
going to do anything for you.

So, you start with the notion that tiering is a
tool to try to take advantage of what |evel of conpetition
there is remaining in a market area. |f the hospital system
has enough power and is savvy enough, they can defeat a | ot
of tiering strategies through some of the things |I've talked
about in ternms of prohibiting it. They can also prohibit
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some of the nore informal steering techniques by basically
prohibiting it by contract.

And there nmay be a price tag associated with doing
that. So, | think tiering is a useful tool, but it's not by
itself a solution to a market power problem | would be very
concerned, though, about hospital systenms that basically use
the threat, not of taking hospital “A” and charging a higher
price if it's going to be in a lower tier, but of basically
saying we're going to give you higher prices across the
entire systemif you put any of our hospitals in the |ower
tier.

In terms of legal analysis, | think tie-in
analysis is a useful point of reference. | think you do run
into the econom c theory question about, you know, whatever
nmonopol i sts only being able to extract their nonopoly rents
once. And we run into situations where health plans perceive
that they're paying nore, hospitals believe that they're
getting nore, but the agencies are trying to figure out as a
matter of theory how and why this could be so and seeking
enpirical data to prove that it's true.

| think we need to figure this out fast, and if it
is true, we nmaybe shouldn't spend too nmuch tine trying to
figure out why it's true. But if we find that it is true, we
shoul d probably stop that harnful conduct if we can.

Some of this |I've already tal ked about. Tie-in
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analysis isn't the only screen. | think nonopolization and
agreenent and restraint of trade doctrines, of course, are
al so highly instructive and all of you may not have yet had a
chance to read in full or even at all the Third Circuit Court
of Appeal s en banc decision this week in Lepage's v. 3M
i nvol ving the market -- very anal ogous to health care -- of
Scotch tape. In any event, the critical aspect of that case
that | think one would want to | ook at is the Court
confirm ng that bundling price ternms and bundling discounts
across different products to the sane class of purchasers
can, at least on the facts in that case, be anticonpetitive
and nmonopolistic. Even where the seller had not charged
bel ow cost on the one hand or threatened an outright refusal
to do business on the other.

The other comment in ternms of merger enforcenment
|"d nmake -- in ternms of enforcenent is of course nerger
enforcenent. |If we stop in the incipiency, nergers before
they create a market power situation, with sensitivity and
recognition of efficiencies and other benefits and al so
recognition that market dynam cs nmay shift again, but if we
stop anticonpetitive nmergers, then we don't have to dea
sonetinmes with trying to -- how to cope with nmarket power
after it's already there.

And there are, of course, two sides to every
story, and | sort of had ny role today to pitch one side, so
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"' mnot pitching the other side today, and I won't try to
argue why sone of these hospitals’ conduct m ght be good or
why they might -- and how the market m ght be self-
correcting, but I do think that antitrust nust play a
critical role in policing the marketplace to ensure that
conpetition and consuner choice are protected. | think this
applies to provider conduct; it also applies to payor
conduct, which | knowis a topic for next nmonth. | wouldn't
want it to be felt that just because today we're talking
about hospitals it neans that there's nothing to tal k about
with respect to payors. But that's next nonth.

But | do think that while the circunstances where
a real case is necessary mght be rare, and on the panel we
m ght not all agree about how rare. | think we would al
agree that it's probably uncomon that there would be a need
for an enforcenent action. | think there is definitely a
need for an enforcenent presence here because | suspect, |
suspect, and | have reason to think that in sone
circumnmst ances that people are crossing the line.

(Appl ause) .

MR COWNE: | think we're going to junp to Harold
| selin at Couch White, and then Vince Scicchitano of Vytra.

MR. I SELIN: Thank you. M name is Harold Iselin.
| am counsel to the New York Health Plan Association. The
New York Health Plan Association is the state trade group
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that's made up of over 31 health plans ranging from/l arge,
national health plans such as Aetna, Oxford, Cigna, to
medi um si zed regional plans to smaller plans that serve
primarily Medicaid and Child Health Plus, and we even include
managed | ong-term care plans, so we have the full ganut.

As you m ght imagi ne, these plans, health plans,
often don't agree on nuch, but if there's one thing they do
agree on, it's the tremendous concern they all share over
what they perceive to be anti-conpetitive conduct on the part
of many hospitals and hospital systens in the state. The
practices the health plans have experienced run the ganut,

i ncludi ng many of the ones already nentioned. To take a step
back to the nost basic problem we see naked price fixing.

" mnot just throwing that out as a provocative thought
because fortunately we have the court decision in the Vasser
Hospital/St. Francis Hospital case that many of you may know
about, which granted summary judgnment and reflected a fairly
naked exanple of price fixing done under the excuse of "well,
t he governnent said it was okay."

We al so have nore subtle exanples of price fixing
done through virtual or pseudo-networks, including a fairly
conmon tactic of what's been tal ked about before, that you
must include every hospital in the system That's not the
exception; | think that's the rule in New York. W have
pseudo- net wor ks where there are virtually no operating
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efficiencies or no clinical integration. W also comonly
see coordi nati on and comuni cati on over prices through shared
counsel, through trade associations or through other
consultants. Again, where people have tried tiering or
floated it, it's common that it is outright refused.

We've seen quite a bit of brinkmanship, which Brad
tal ked about, including all of the exanples, term nation as a
prelude to negotiation, ads in newspapers, et cetera, et
cetera, which are anong all of the other narketplace issues,
al so trigger quite a nunber of regulatory probl enms when that
tool is invoked. So, we see all of these problens, all
t hrough the state, but nowhere are they nore preval ent than
on Long I sl and.

And with that, I'"'mgoing to turn it over to M.
Sci cchitano, who's here from one of our nenmber health plans,
Vytra Health Plan, who can talk a little bit nore
specifically about the unique problens experienced in that
mar ket, which | think also are going to raise sonme of the
i ssues about geographic markets which are alluded to but
whi ch present thenselves in the unique fashion on Long
| sl and, given its geography.

MR. SCI CCHI TANO. Thank you. And I'd like to
t hank the Commi ssion and the Departnment for the opportunity
to speak today. Being froma health plan, I'Il no | onger be

able to get a job in the hospital market on Long |Island. And

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

181
| didn't bring any overheads, not to | eave any evi dence of
bei ng here.

(Laughter).

MR. SCICCHI TANO. |I'mthe Senior Vice President of
Vytra Health Plans, which is a Long Island Health Plan. |
joined Vytra in 1992 and have negotiated all of the hospital
contracts for the organization. VWytra is a not-for-profit
health plan with about a little over 200,000 nenbers, 130, 000
i nsured and 70,000 self-insured primarily in Nassau and
Suf ol k Counties on Long Island.

My remarks today will focus on two ways that
hospital practices are adversely affecting Long Island
consunmers and enpl oyers. First, the current system of
contracting has a negative inpact on the percentage of Long
| sl anders that are able to purchase affordable health care.
And, second, Long |slanders are paying higher rates to
support nore hospitals than the marketpl ace needs.

On Long Island and across the region, we've
experienced four consecutive years of double-digit increases.
The cost of health insurance has risen at a rate several
times higher than the rate of inflation. For the past two
years, hospital increase alone have risen at a rate nore than
three tinmes the general inflation rate.

In order to fully understand the inplications, |
need to spend a little time quickly just discussing the Long
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| sland market. There are approximtely 2.8 mllion people
living on Long Island, and when | refer to Long Island, |I'm
tal ki ng about Nassau and Suffol k Counties. O the 2.8
mllion, about 500,000 are in governnment progranms, such as
Medi care, Medicaid and Child Health Plus. There are about
350, 000 to 400, 000 uni nsured on Long Island, which | eaves
about 2 mllion people with health coverage through managed
care indemity organi zations.

Long Island is dom nated by small businesses.

There are 90, 000 conpani es on Long Island, with 80 percent
having | ess than 10 enpl oyees. None are in a dom nant
position to dictate to the market. There are 10 health pl ans
on Long Island. No one has nore than 20 percent share of the
mar ket. Seven plans, including VWytra, have nmarket shares

bet ween 8 and 19 percent.

This has changed little over the years. What
really has changed is the hospital environment. Going back
to 1995, there were 27 hospitals in Nassau and Suffol k
County. \When | negotiated rates, | negotiated individually
with each hospital, and decided which to include and excl ude
in our network. We could negotiate favorable rates for
specific services by driving volunme into preferred
arrangenents.

Today, there are 25 hospitals in Nassau and

Suffolk, with 21 of them grouped into three health systens.

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

183

| apol ogize, | don’'t have a map, but I’'ll leave it up here
afterwards to see. But there’'s North Shore LIJ Health
System which the Departnent has had sonme interactions with
in the past. They are predom nantly on the western end of
Nassau and Suffol k. Then there’'s the LI 8, which is made up
of eight hospitals. Then there’s LIHN, which has sone
hospitals on the western end of Nassau/ Suffol k but really
controls the center of Long Island. And then there are three
hospitals on the east end of Long Island that control that
entire market.

There are only four independent hospitals
remai ning on Long Island. As you will see fromthe map,
there is little overlap between the coverage. A health plan
needs all three hospitals in the systemin their network to
be a viable conpetitor in the market. What’'s happened is the
hospitals are |l everaging their authority to negotiate on
behal f of the system And the two overarching thenmes from
the hospitals is health plans nust negotiate with the system
and cannot negotiate with individual hospitals. And health
pl ans nust contract with all the hospitals in the system
unless it’s to the betternment -- unless it’s to the system s
betterment not to.

To further illustrate, there are three exanples,
and they’re not in any particular order except they're in the
sane order as | went through the systems. One health system
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requires that we contract with all of their hospitals except
one. And the one that we don’t have to contract with is in
the northernnost part of Nassau County. There’s nothing else
around; it’s inpossible to get to.

If you can’t use that hospital, it’s possible to

get around, so they’ve allowed us not to contract with that

hospital, which will only do discount off charges, for the
nost part. So, it’s not practical. W need the hospital in
our network. It’s very honorable, but we can't really --

there’s not nmuch of an opportunity for the health plan to
| eave the hospital out of the system

The second systemrequires that we contract with
all the hospitals but won’t let us contract with one of them
It’s a specialty hospital that has an occupancy rate over 100
percent and it feels no need to give discounts; however,
they’'re part of the health system \What happens is the
physi ci ans send nmenbers to that hospital through the
enmergency room So, we're paying full charges for all of the
activity at the hospital.

And third health system on the east end, notified
a | ocal paper that Vytra -- well, they had term nated its
relationship with Vytra, which was not true. This initiated
calls fromthe Departnment of Health and other regul ators,
aski ng how we were going to nmeet our access standards in the
region. In fact, it was not true, but, however, it did
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initiate negotiations and resulted in increases in the rates,
whi ch was off-cycle.

The reality is to conpete effectively on Long
| sland a health plan needs all three systens in its network
to neet the service and access standards, as well as custoner
demands. If we don't contract with a particular system the
plan will be unable to serve the significant portion of the
popul ation. This dynanmi c affects consuners, enployers and
heal th plans by severely limting conpetitive pricing
opportunities that are normally avail able, such as requests
for proposals, carve-out agreenents and provi der agreenents -
- and preferred provider agreenents.

It also limts efforts to inprove the quality of
care nmenbers receive by preventing health plans from making
greater use of centers of excellence. Fromthis advantaged
position, the hospitals are proposing even nore unreasonabl e
terns designed to bolster their positions. Let ne give you a
coupl e of exanples that I'Il read exactly -- straight froma
contract that | have on ny desk. "Vytra or VWytra s agents
shall not restrict by co-pay, deductible, pre-authorization
net wor k design, plan design or any other method to prevent
access to the hospitals.” Obviously, this is precluding any
kind of tiering arrangenent, as well as other kind of
arrangenents that nmay drive business fromone hospital to

anot her.
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The second cl ause, "If, as a result of any
significant change to any hospital’s operating cost, the
hospi tal may propose a renegotiation of the rates.” What’s
the point of a contract if that’'s the case?

Third cl ause, "There shall be no carve-out of
services to subcontractors during the termof this
agreenment.” Now, that links all the ancillary services or
ot her services that we could go el sewhere. Physical therapy,
go outside of, get an arrangenent, a capitated arrangenent
with a physical therapy network, that would be benefici al
both froma quality and a cost perspective, we can’t do that.

And the last, which I find the nost interesting,
is, "During the course of the agreenent, Vytra shall not
i npl ement any policy, rule or procedure that reduces the
hospital’s income.” | don’'t know what that means, but |’'m
sure it doesn’t benefit the consuners.

(Laughter).

MR. SCI CCHI TANO. The inpact of inposing these
conditions is that Long |Islanders are paying higher rates to
support nore hospitals than the market needs. The hospital
systenms, rather than closing inefficient or underutilized
hospital s and beds, are causing consunmers, enployers and
health plans to pay nore to sustain the status quo.

To date, our data does not denpnstrate any
evi dence of the clinical integration that one would expect
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froma systens approach to the delivery of services. There’s
been no measurable reduction in I ength of stay, while cost
for adm ssion continues to rise at rates far greater than
overal |l nmedical inflation. And, now -- these are al
assurances that health plans had heard when these so called
mergers and acquisitions and alliances were formed. By
inflating the cost of health care, the current system of
hospital contracting does ultimtely have a negative i npact
on the percentage of Long |Islanders that are able to purchase
af fordabl e health insurance.

Thank you again for the opportunity.

(Appl ause) .

MR. ISELIN: | just want to add one additi onal
point as a sort of New York State focus conclusion, and just
to show that we were |listening. When Tom put up his | ast
slide, I wish we had it here again and could put it up. |
was trying to wite the points down as | went, but as he went
t hrough the points as to in the last slide of why we care or
when is it a problem | forget what it was called, but every
single point that you listed is sonmething that we have
present in New YorKk.

We do believe that we have health systems with
substantial market power. | know that’s probably a
di scussion for later or another tinme. 1It’s a conplicated
di scussi on, but we think we could showit. W have enornous
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barriers to entry. W do have a vigorous CON process,
applicable not only to in-patient but out-patient surgery.
There’s a noratorium on out-patient surgery centers, for
exanpl e.

New Yor k does not allow publicly traded entities
to enter those markets, so you have a very restricted form of
ownership structure that you' d have to adopt to get into the
mar ket at all. Whatever is going on is not payor-driven. |
can’t renmenber all the points, but | was checking it off,
and, again, we do have an across-the-board refusal to all ow
tiering.

So, trying to tie what we’re seeing in the real
world with your maybe 30, 000-foot overview of what are danger
signs, if you will, we think they match up well. And | just
couldn’t resist sort of tying back what we’'re seeing with
what you presented in a maybe theoretical way.

So, with that, thank you.

MR. CONE: Next is Debra Holt, an econom st at
the FTC.

MS. HOLT: Thank you. The contracting practices
t hat are under discussion in this session, or at |least a | ot
of them bear some resenblance to nodels of full-line
forcing, tying and bundling. |1’ mgoing to discuss the ways
in which these nodels do and do not apply to the contracting
practices. | will also briefly discuss a bargaini ng power
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nodel and sone inplications of a restriction on payors’
ability to steer patients to | ower-cost or higher-efficiency
provi ders.

"Il start with the full-line forcing. Recent
econom ¢ anal yses of full-line forcing focus on its use as a
vertical restraint to reduce a retailer to set the efficient
price when a nonopolist produces nultiple differentiated
products. In the single-product case, and with a nonopoly
retailer, the efficient outcome is obtained when the
manuf acturer charges the retailer a fixed fee and then sets
t he whol esal e price equal to the margi nal cost of production;
however, when the nonopolist is producing nmultiple
differentiated products, this instrunment is insufficient.
However, a two-part price, combined with full-line forcing is
sufficient to obtain the efficient outcone.

OCkay, so this take, this nost recent take, on
full-1ine forcing has limted rel evance to nodeling the
potential anticonpetitive effects of the contracting
practices that are commonly referred to as full-line forcing.
In the nodel, the manufacturer or provider has a nonopoly in
bot h products. The goods in question are substitutes, and
the practice results in |ower prices and higher efficiency.

However, there is one conclusion comng fromthese
nodel s that is quite relevant to a consideration of renedies.
Namel y, brand di scounts, which could be interpreted as
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hospi tal -specific discounts, is an equivalent instrument to
full-line forcing. And also, both volunme discounts and
aggregate rebates are al nost equival ent instrunents to full-
line forcing. Therefore, should the sort of contract be
found anticonpetitive, sinply prohibiting the explicit
contractual terms may well not be effective.

There’s an older literature that proposed a
| everage theory of full-line forcing. If those nodels can be
rescued fromthe Chicago critique, it is likely through an
approach simlar to the Wi nston-type tying nodel.

Let’s see, tying I'1l discuss next. Whinston,
anong ot hers, has devel oped a | everagi ng nodel in which sone
equi l i brium outconmes are counter to the Chicago tradition on
| everaging. In his nmodel, a firmhas a nonopoly in one
mar ket, the tying market, and also sells in an inperfectly
conpetitive second market, the tied market. The main result
of those nodels is that when consuner valuations for the
tying good are heterogenous and the two goods are
i ndependent, then time can be profitable for the nonopolist.

This sort of profitability can arise either
because rivals are made unprofitable and exit, or through
entry deterrence. This and simlar nodels, however, are of
limted rel evance, because the anti-conpetitive outconmes are
driven by the preferences of consuners over two goods that
will be consunmed together in one bundle. Whether they are
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conpl enments or whether they' re independent, the point is
they’ re consunmed together. In contract, in the contracting
practices under consideration today, | think with one
exception, which I'lIl get to in a mnute, a given fina
consuner will use only one of these products, say, a
hospital. In addition, the tying or bundling under
consideration in today’s discussion is only inposed on the
intermedi ary, not on the final consumers. So, as a result,
there’s no obvi ous nechani smthrough which the alleged tying,
bundling or full-line forcing would negatively affect the
profitability of rival hospitals, reduce conpetition or harm
CONSUNers.

Ckay, so on to the exception, and that’s rel ated
to a nmodel of bundling or tying with an intermediary by
Esther Galore. So, there are a |ot of industries, actually,
where bundling or tying is preval ent and the products are not
sold directly to consunmers, but instead to an internediary
who nmay al so have market power. One exanple given by Galore
in her nodel of bundling with an internmediary is health care
provi ders who bundl e hospitals and physician groups and then
rarely sell that bundle directly to consunmers. |nstead, they
negotiate terns of paynent with insurers and HMOs. And in
this nmodel, the nmonopolist may find bundling profitable when
i ntermedi ari es have strong bargai ning positions relative to
t he nonopolist. However, the bundling has no inpact on
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mar ket share or conpetitiveness, because the internediaries
have an incentive to offer consumers an optimal variety of
pr oduct s.

So, the applicability to the full-line forcing
type contracting practices is limted since the tied products
in her nodel are perfect conplenents and the bundling
requi renent is passed on through to final consunmers. It may
possi bly apply to sonme of the hospital-physician ties that
were referred to earlier.

OCkay, the fourth thing I want to discuss briefly,
a bargai ni ng power nodel. A nodel of bargaining power may be
rel evant to the analysis of these contracting practices, as
has been alluded to. 1In a nodel by Chipty and Snyder, cable
franchi ses in discreet geographic markets negotiate with
progranm ng suppliers over the terns at which programm ng
will be supplied. The result of that nodel is that under
certain conditions on the surplus function of the supplier, a
mer ger between the two cable -- between two of the cable
franchi ses can increase their bargaining power and thus their
profits.

It appears that the nodel’s results may conti nue
to hold under the interpretation that the cable franchises
are hospitals and the programm ng suppliers are the payors or
the internmediaries. |If this is the relevant nodel, then the
contracting practices are sinply a neans of increasing the
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hospital s bargaining power. The result is a change in the
di vi sion of surplus between the payors and hospitals and
consunmers are not necessarily affected.

Finally, | want to discuss sort of informtional
issues. |If the payors have better information than consuners
regarding the quality and cost of hospitals, then some of
t hese contracting practices may reduce the anmount of
information available to consunmers. And if so, you know,
there may be a | oss of wealth there. There are certain
guestions in this area that we need to get answers to; for
i nstance, what sources of information do consuners use in
choosing hospitals? Wuld a reduction in the ability of
payors to steer lead to overall higher health costs for
consuners; if so, through what nmechanisn? Wuld a reduction
in the amount of steering lead to | ess conpetition anmong
hospitals; and if so, through what nmechani sn?

Ckay, so, just to summari ze, we have existing
econom ¢ nodel s of anticonpetitive harm due to tying,
bundling or full-line forcing are of linmted relevance. Not
only are the tied or bundl ed goods, hospitals in this case,
not conpl enments, they are not consuned together at all, and
the hospitals are often not even in the sane geographic
mar ket. These facts are inconsistent with the methods by
which tying or bundling lead to an anticonpetitive outcone.
Al so, the tying, bundling requirenents are thrust on payors,
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not the final consumers. The consuners are getting, as a
result of these contracting practices, a |arger nunber of
choi ces, along with possibly higher premuns. Can it be
shown that these changes harm consuners, given that the
change in price is acconpanied by a change in the product
of fering?

As | noted, the contracting prices are consistent
with the nodel in which the ownership of hospitals in
mul ti pl e geographic markets is used to increase bargaining
power and negotiations with payors. It is not at all clear
that such a shift in bargai ning power would harm consuners.
| f payors’ coverage tiers are the only or primry nmechani sm
by which consunmers | earn about the desirability of a
hospital, then the restrictions on nultiple tiering for
hospitals within a chain may reduce consunmer welfare.

And, finally, assum ng some anticonpetitive
effects were found, the effects achieved through these
explicit contracting practices can nost |ikely also be
achi eved t hrough various pricing schedules, including volunme
di scounts and aggregate rebates. Therefore, a remedy which
prohibits the explicit practices will probably not be
effective. On the other hand, a renedy that invovles
scrutiny of possibly equivalent pricing practices would be
probl ematic, given the number of efficiency justifications
for the pricing practices that m ght substitute for the
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explicit contract terns.

(Appl ause) .

MR. CONE: Wy don’t we take a 10-m nute break
and we’ Il conclude with questions.

(Wher eupon, a brief recess was taken.)

MS. LEE: | have a question for the panelists.
Well, | have a couple of questions for the panelists to
begin. The first one is how has increased bargai ni ng power
of hospital and hospital systens changed contracts? | nmean,
we’ ve tal ked about -- several people have nentioned that,
wel |, hospitals are now getting nore noney. But ny question
is, well, how are they getting nore noney? Are they changing
fromper dienms to discount off charges? Are they now putting
MFNs into their contracts? Howis it that these hospital
systens are getting nore noney?

MR. SCI CCHI TANO. All the ways you nentioned, but

basically it’s just |everage that doesn't allow -- it’'s
really not a negotiation anynore. |It’s really here’s what we
need. And they tend to be -- starting point, upwards of

around 15 to 20 percent, and you may negotiate certain
services off of that, but really when it gets down to the
fact that you can’'t exclude a system because you’re dealing -
- at least on Long Island you're dealing with a whole system
We can’'t exclude a system from our network w thout
| osing sonme conpetitive advantage or at |east staying with
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the conpetition. 1It’s basically take it or leave it in a | ot
of situations. And they know -- when it was an individual
hospi tal you were dealing with, you could nmake decisions to
| eave a hospital out of your network.

Yes, there were sonme inplications to that, but
they weren’'t as dramatic as |eaving out an entire geographic
area when you | ook at Long Island, saying we don’t have a
contract there. The Departnment of Health in New York woul d
say, well, you can’t -- you don’'t neet your service area
requi renents. So, the hospitals know that, as well. They
know we can’t termnate or allow a term nation

And then it runs -- you know, there is an exanple
on Long Island where Blue Cross cane to a termnation with
one of the health systens. It wound up in the newspaper,
battling back and forth. They finally settled, but it was
really nore towards the hospital end of the negotiations.

MS. LEE: But do you see any trends? | nmean, you
tal ked about in Long Island how there were three hospital
systenms. | nmean, do they tend to favor a certain type of
rei mbursement or certain contract clauses, aside fromthe
full-line forcing that’s been --

MR. SCI CCHI TANO. There weren't per dienms. There
aren’t per diens now, nost of the situations, but they woul d
prefer to get the case rates, and then if there’ s any savings
there that may be available, they would |ike those savings to
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accrue to the hospital by going on case, but they’' re taking
the current per diem experience to develop the case rates
that they would nmove forward with and then have inflation
factors off of those rates.

MR. LERNER: | should give another exanple.

MS. LEE: Ckay.

MR. LERNER: You'll see sonetimes changes where
the structure of the contract will stay the same, but there
will be a per diem but then there’s an outlier clause, that
if a particular case is a conplex case, so that the costs
exceed the per diem-- or there m ght be a per-case, whatever
met hod there is, there’'s going to be an outlier cost. And,
so, what happens is there will be an increase negotiated in
the rate, but then there will also be a change in the outlier
cl ause, where the outlier cap may cone down, which isn't a
factor or price increase.

MS. LEE: Right.

MR. LERNER: In sonme cases, the outlier kicks in a
hi gher | evel of paynent once you' ve reached -- for only those
parts of the service that are after you've hit the per diem
cap. In other cases, then, they' Il go back and start doing
it fromday one. You'll also see changes in the whole
structure of the contract in terms of how quickly paynents
have to be nmade, utilization review, and all of which you
m ght not say are wrong or right, but in other words -- but
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they reflect a shift which, at the end of the year, ends up
being nore cost to the health plan.

MS. LEE: Meg.

MS. GUERI N- CALVERT: | think -- two points,
because | think these contract terns are useful. First, one
of the things may be appro po, the two comments that were
just made, but particularly about the discussion we’ ve al
had. One of the things that | think is really inmportant to
understand is that one of the reasons why we are seeing price
i ncreases across the board, if you |look at, and |I’ve done and
ot hers here have done a very substantial anount of research.
Brad tal ked about sonme of it; Tom | know, has done a |ot.

If you look in every market in the country, costs are rising
at hospitals in substantially above the rate of inflation.
And as a result, it’s not all surprising across the board in
every single market, at virtually every single hospital we
woul d see pressure to raise rei nbursenent rates, particularly
for comrercial insurance, particularly in a world where

Medi care and Medicaid rei mbursenents, relative to costs, have
not quite kept pace.

And, so, if you |l ook at studies of margins, a
greater proportion of hospitals are operating in negative
mar gi ns than were earlier and margi ns across the hospital
i ndustries have declined in the |last three years even though
rei mbursenments have gone up
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And | think the sanme thing is true of the
contracting practices. |If you | ook, as managed care evol ved,
t here has been a movenment as markets have matured from case
rates and sinple discounts. New York has relatively recently
deregul ated and noved first to just percent-off charges, then
noved to per dienms. Sone of the npbst advanced payors
t hensel ves wel comed and encouraged case rates in Long |sland
first. And, so, you see this evolution.

And just echoing Art's point, | have seen sone of
the small est hospitals attenpt to renegotiate their contracts
because they found that both their outlier provisions, their
stop-1oss provisions sinply were not adequate to protect them
fromthe risks that they were having. So, | think it's very
i nportant that all of us understand that these trends are
going on in all marketplaces. And then the issue is, in what
particul ar market circunstances do they raise a problen? |
just want to -- it's not the case just where you have
concerns about market power that you see increased rates of
rei mbursement or particular new contract terns.

MS. LEE: Tonf

MR. MCCARTHY: Sort of a foll owup and
conplinmentary point that | think is that even if prices are
going up, and this is the point | was trying to make with the
wi de bargai ning range that a hospital could find itself in,
that even with prices going up, there is a big difference
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bet ween a hospital system becom ng nore profitable and an
anti conpetitive harm

And you have to trip -- the trip wire is sone
measure of a nonopoly price, and we can talk a | ot about how
you might identify that, but the point | really want to make
is that it is not at all surprising that hospital rates have
gone up, particularly in New York, as Meg notes. New York
cane off of regulation not that |ong ago. There was sone
very unsophi sticated negotiation that was going on for a
while. | think, if Rochester was any neasure, |'ve done sone
work in Rochester and in Buffalo, if they're any neasures,
there was a scranmble to try to figure out how you coul d nmake
sure you're going to keep the volunme that you used to get
under the knife fromthe rate-regul ated prograns.

So, | think really what's going on now, | think
even nationwi de, much less Long |Island or New York, is that
the insurers and the hospitals are having to nove toward a
new equilibrium And I'mof the belief in general that
mar kets, health care markets, are actually fairly resilient.
That doesn't nean it feels good to be an insurer this week,
but that they're fairly resilient, and unless there's sone
clear barriers to a conpetitive outcome, then I think you
have to |l et the process play out.

MR. SCI CCHI TANO. Just one point to add. | agree
that the cost trends are certainly up. The hospitals
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certainly on Long Island are |losing noney. Part of that, the
i nherent reason of that, is that there is an over-abundance
of beds on Long Island, and beyond the beds, there's an over-
abundance of services. You see two hospitals not far apart
from each other both adding PET scanners. Do you need two
PET scanners within two mles of each other? The supply
keeps increasing while the demand isn't there for it.

So, inherent in those increases they need, they
have to subsidi ze services that there's no demand for, at
| east at this point intinme. And it's not just with PET
scanners, it's with nunerous other services that we see. And
that's where the inefficiencies that exist perhaps in the
systens, we're not dealing with the over-supply that exists.

MR. MCCARTHY: One real quick foll owup, Vince,
and that is that could be taken as conpetition. In other
wor ds, when two hospitals buy PET scanners, it's because they
want to conpete on sonme range of services.

MR. LERNER: Even when they're part of the sanme
al | eged system

MR. MCCARTHY: Well, | don't know the facts.

MR. LERNER: That's what he's tal king about.

MR. MCCARTHY: Well, and the answer is yes. Even
within a system two hospitals do continue to conpete. |
mean, | don't know the particulars of that, but we tried the
whol e system through a | ot of aggressive certificate of need
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where we pinched the supply pipeline in the hopes that that
woul d control prices, and it didn't do much good. | don't
think there's a study |I've ever seen out of many, many

studies that finds that certificate of need works. \Wen |

was at the Federal Trade Commi ssion, | did a study on
certificate of need and I found all it did was keep out the
for-profit hospitals. |If you treated the passage of a CON

| aw as i ndi genous, neaning that why did we pass one anyway,
the answer has a lot to do with the for-profits -- I'"msorry,
the not-for-profits in the state at the tine trying to bl ock
the entry of for-profits.

MS. GUERI N- CALVERT: | also think that the
presence of that kind of whether we call it over-capacity or
excess capacity relative to demand is sonething that, as Tom
menti oned, as you nove toward a new equilibrium is something
that players in the marketplace can nake use of, because in a
ci rcunmst ance where you have excess capacity and the desire to
fill it up, it makes the entity that has the excess capacity
ei ther nore vul nerable and nore willing to cave in on various
terns and conditions or sets up nore opportunities where
vol unmes can be diverted to an entity with excess capacity.

MR. | SELIN: But doesn't that assunme that they're
not acting in tanden? |If they were independent, that woul d
be true. But if they're all acting in tandemin one |arge
system as you have on Long Island, how does that renmain
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true?

MS. GUERI N- CALVERT: | guess in part if what you
had was a circunstance where for whatever reasons you had al
of the hospitals in an area, in a marketplace, in a single
system then you'd have Tom s, you know, nonopolist that
you'd need to worry about. \Where you have two or nore
conpeting systems, where you have unilateral action, you have
ganes that can be played both within a system across
systens, and al so nmaking use of other hospitals. If you have
sonet hing the size of Stonybrook, which is a full-service
tertiary facility located right in the center, you know,
that's a fourth independent player that one could | ook at.
You al so have potentially the hospitals in Queens or even in
Manhattan for sone services. But, again, you know, | think
in each case we have to put it in the market context as to
whet her there are conpeting systens and whet her there's
somehow concerns, which | haven't heard tal ked about, of
col | usi on anpbng systens.

MR. LERNER: We'd need to debate this one case,
but | think that what the health plans in New York on Long
| sland woul d say is that you cannot have a network without
both the two | arge systens. You have to have both of them
Once you have both of them you can't -- since each of them
know t hat you need both of them you can't really play the
one off against the other. That's a factual premse; it nay
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or may not be true, but that's the perception.

MS. GUERI N- CALVERT: And | think that's why I'm
ki nd of going back to Tom s point, is it that that's the
probl em t hat has been faced in every marketplace; is it that
if you can no |onger drop sonebody, if you have to nust-have,
what tools do you have available to you? Long Island is one
of the few places where fol ks have actually testified that
they' ve been able to drop nust-have hospitals. But, again,
that was a while back, it may no |onger be prevalent. But I
think it is where you have to | ook at, even if you have to
have people in, are you able to negotiate good rates?

MS. LEE: | also had a question about tiering. |
mean, we've heard fromon this afternoon's panel that this
has become a nore common practice. |It's no |onger just in
networ k and out of network, but there are gradations of these
tiers. But we've also heard that there's a difference
bet ween having a contract and usage. So, ny question is, how
successful is tiering? That is, how successfully have health
pl ans nmanaged to divert their enrollees to | ower cost
hospitals and to follow up on that, how anticonpetitive has
full-l1ine forcing been?

So, you know, we've again heard that full-line
forcing has been a problem Health plans are forced to take
t hese perhaps |ower quality hospitals at these higher rates;
but if, in fact, enrollees don't go to those hospitals, you
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know, my question is, what has the anticonpetitive effect
been?

MR. LERNER: My only comment is | think that the
tiering thing in nmost of the marketplaces where | have
clients that are experiencing it, it's just too new. There's
very little experience with it so far. Sone of that
experience has been an inability to get it off the ground.
And fromthat you can't really tell a whole | ot about what
i npact it has, other than the fact that the product didn't
get off the ground. |In sonme other places where they are
being offered, it's just very early.

MR. ISELIN: Yes, | would add that the ability to
add tiering as a tool is very nmuch going to reflect sonme very
i nportant | ocal characteristics to the health care
mar ket pl ace. And | think you were sort of making that point,
Brad, but from my perception, |ooking at sort of a range of
different markets, | think it's going to have |imted success
as a tool. Again, | could explain why that's true in Buffalo
and why that's true for different reasons in New York City
and differently, again, in Al bany, |ooking at the area | know
best, but, again, | think it's hard to draw across-the-board
concl usi ons about it, because that's a tool that very nmuch is
going to reflect a | ot of local conditions.

MR. STRUNK: Yeah, and | just wanted to echo what

Art said. | just a week ago returned froma week in O ange
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County, California, which is one of the nost advanced managed
care markets in the entire country. And it certainly is
probably one of the npbst advanced nmarkets in ternms of plans
pursui ng these tiered network products.

And, you know, we spoke to health plans executives
and they just say, you know, that these really are brand new,
we're not -- we haven't seen huge savings fromthemyet, but
it is, you know, too early to tell. The plan that was the
| eader in the market, Blue Shield of California, another
barrier that they faced, they ended up -- you know, they had
two tiers, a preferred and | guess a non-preferred, |I'm not
sure exactly what they called them but it ended up that just
a huge percentage of the hospitals ended up being in the
preferred tier anyway.

So, in the end, there wasn't all that nuch
steerage to do in the first place, because they all just
ended up in the preferred tier as well. So, | don't think
they're seeing, at least in what |'ve heard, | don't think
they're seeing the savings yet that you m ght expect to get
fromthis, but it's certainly new And it will certainly
depend on the extent to which consuners really take up these
pr oduct s.

MR. MCCARTHY: And | would add to that enployers.

I n other words, the tiering is new In California, they
tried it. PacifiCare was trying to do it; Blue Shield, as
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you nentioned. A long time ago, Blue Cross went to the whole
state and said to all the hospitals in the state, you can
either be on tier one or tier two, before it was really even
called tiering.

And just as Brad said, virtually everybody signed
up for tier one, but what that neant was that in order to get
that status was a discount. So, in effect, if you as an
i nsurer can get everybody to sign up for a discount, then
you've got both a broad systemand a |ow price. And usually
t hat doesn't sustain because of -- you want that channeling
of the volume that you're giving the discount for.

It is very new. There's been sone legitimte
concern by the hospitals about whether the tiering is
measured properly, and |I really think that that's sonething
t hat shoul d be hamrered out in the negotiation.

They're worried, as | said earlier, about we're
hi gh quality, how come we're put on the high tier. That
doesn't bother me so nuch as, you know, we do a high case
m x, so we have a different cost structure.

MR. CONE: Tom McCarthy addressed the econom c
t heory covering a situation where the flagship hospital tries
to force payors to use the |ess desirable hospital. And I
under st ood your conmments, there are a lot of hurdles to
devel oping really a strong econom c theory to chall enge that
ki nd of conduct. Does your analysis apply equally to a
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situation where the flagship hospital tries to force payors
to use, say, the anmbul atory services or the out-patient
services? In other words, the flagship hospital is trying to
restrict conpetition froman out-patient facility or a
bouti que hospital, sonmething in the sane geographic area.

MR. MCCARTHY: Debra would be nmuch nore up on the
literature that would apply there, because | thought her
treatment of the literature was pretty conprehensive. M
basic answer is it applies the same way. What is raised by
the literature that Debra cites is whether these are --
whet her in some ways some of the goods that are tied together
at the local |evel are sonehow not independent and are
conpl enments and you get nmaybe a different prediction.

But you still have to take some source of market
power and you have to | everage that sonmehow to anot her
service and create a barrier to entry to that service. So, |
think the basic analysis is the same. 1'd consult Debra on
sone of the details, but | think the basic argunment is still
t he sane.

MS. HOLT: | would follow up that | think that
probably the -- at |east based on existing literature, a case
woul d be probably easier to make with, say, a hospital
tal ki ng about other services in the sanme area that m ght be
used by the same patients, say, once while they're in and
once when they' re out of the hospital.
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MR. CONE: Wiy is that?

MS. HOLT: Because you're tal king about the sane
consuner | ooking at the two products, say, rehabilitation
services the week that you' re released and the
hospitalization itself as, you know, a bundle of services,
and that's exactly where, for instance, the Winston sort of
nodel of tinme does apply. You know, you have a nonopoly
power, say, in the hospital, but you have sone conpetition
but i nperfect conpetition in the provision of rehabilitation
servi ces.

MR. LERNER: And I think one thing that I'd |ike
to explore that | think may be worth some further discussion
when we're on it, we don't have to do it today, it's the
guestion of why or whether the literature would support or
woul dn't support | ooking at the bundling at the | evel of the
health plan. W could view the health plan as being in a
sense an i ndependent consumer, who's then reselling a rather
di fferent product, being insurance.

" msort of curious about that, because your
di scussi on seemed to assune that that's not the case.

MS. HOLT: Okay, thank you for --

MR. LERNER: It naybe needs some further -- maybe
you' ve already thought this all through, you probably have,
but | think for me 1'd have to -- I'd want to tal k nore about

t hat .
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MS. HOLT: Well, thanks for asking that question.
| would like to just clarify that what | was trying -- the
point I was making is that the nodels that we sort of
reflexively look to when we hear this, you know,
superficially this set of facts don't fit nearly as well as
one would think initially.

"' m not saying that there isn't a nodel out there
that would show that these things are deeply anticonpetitive
and harnful to consuners, just that we really need to think,
you know, nore deeply about it and think about the ways in
whi ch these practices and these exact institutions and
environnents can lead to the anticonpetitive outcone.

MR. I SELIN: Just to follow up again, nmaybe a bit
| ess theoretical, but possibly sonething to think through as

a good exanple would be the tying of in-patient and hone

care. | nmean, honme care is, in nmy mnd, a relatively
fungi ble type service. | nean, people don't generally say I
want this home care agency. | nean, they don't really care

who's giving it to themas long as they' re getting sonme hone
care. And yet, so if you took sort of a fact pattern, where
you had an in-patient facility and, for the sake of argunent,
said it had market power, and they then said to the health
plan, in a situation where the consumer, ultinmate consuner
really doesn't care nmuch, well, we're going to -- you nust

use our hone care and the rates for that hone care are three
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times what you'd have to pay to sonebody el se, again, for a
service that's sort of relatively fungi ble and not consuner-
driven. | nean, you know, again, | don't know how all the
literature anal yzes that, but |I throw that out as a real
wor |l d exanple that may sort of outline the kind of question
you were asking and maybe just ask everyone, okay, how do you
wor k through that?

MR. LERNER: Have you got one, Harold? Have you
got one?

MR. | SELIN:. Yeah, we do. | do, it so happens.

MS. GUERI N- CALVERT: Harold raises a good exampl e,
because | think it shows the conmplexity of applying the
bundling literature is that one of the things that
differentiates health care is -- let's assume for the noment,
for whatever reasons, you have a situation in which the
hospital offers and the health plan accepts that they're
going to purchase not only in-patient but also home health
care, durable nedical equi pment, anbul atory surgery, a whole
vari ety of other services fromthe hospital

It is the extraordinarily rare case that in a
particul ar market pl ace those are going to be the only
provi ders of home health care, anmbul atory surgery or out-
patient services available to the individual consuner. So,
even though it gets bundled at some level to the literature
t hat Debra spoke to, the individual consuner may indeed go
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for in-patient orthopedic surgery to hospital X, but end up
in physical therapy with a conpletely independent physical
t herapi st with whomthe health plan also has a contract, even
t hough they may have a contract with the physical therapist
at the hospital, or may end up for whatever reason with honme
health care services froma third party.

So, again, it's the issue of even if allegedly in
the first round the contract price for the services for hone
health care are set at three times the market |level, it nmay
be that no patients end up purchasing the product fromthat
supplier. They may well go to others.

MR. I SELIN:. Right, but you take it the next step
and part of the contract provision is you nmust use ours, that
t he plan nust --

MR. LERNER: Can't discrimnate.

MR. | SELIN:  Yeah.

MS. GUERI N- CALVERT: But that doesn't nean that
the patient has to use it.

MR. | SELIN: No, but --

MR. MCCARTHY: No, but does that nean it's an
excl usive, or does that nean that you have to contract with
us?

MR, ISELIN: It neans they'll end up getting their
proportional share if no |ess.

MR. MCCARTHY: Well, it may nean even nore than
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that, unless you can steer, and | agree.

MR. | SELI N: \What al so happens, though, is --

MR. MCCARTHY: You can't as a no-steering
privilege.

MR. SCI CCHI TANG:  Just the nature of that
situation, though, the hospital is very influential on a
menber who just had orthopedic surgery and the hospital staff
is in there telling the patient -- or sonebody's in there
telling the discharge planning is this is the best place to
go, and this is sonething that just happened yesterday. |
was notified that one of the hospital systens told every
health plan on Long Island, with the exception of Vytra,
maybe they knew I was comi ng here -- that they no | onger are
all owed to have on-site nurses in the hospital. Now, I
haven't heard that because we were the ones excluded from
that, and |I'm not sure what the reason is, why we were
excl uded and why that happened, but they control a |ot of the
di scharge planning that influences that situation to get nore
business in their direction at three tinmes the cost.

MR. ISELIN: In other words, they effectively
bl ock steering, and we can debate all the different ways that
t hat happens, but if you take the analysis with all the facts
and add in effective blocking through contract provisions or
utilization review or discharge planning or whatever,
effective blocking of any steering and al nost total absence
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of effective consuner choice, given that sonmeone's in the
hospital being discharged and sonebody's maki ng hone care

arrangenments for them and the consuner isn't out there going,

"Well, | think I'"mgoing to shop around for which hone care
agency I'mgoing to get.” You know, walk that all the way
t hrough, and again, |I'd sort of just be curious whether that

gets over the line for anybody or not.

MS. GUERI N- CALVERT: | guess part -- | nean, one
of the things is this has been -- the issues that you raised
have been a perennial issue, and one of the areas that | know

the FTC and ot her agencies, state agencies in particular,
have spent sone tine on is really trying to beef up

di sclosure and conflict of interest regulations. And | know
t hat some plans have also tried to do that to provide as nuch
information to consumers as possible, that they do not need
to necessarily stay with the hospital systemin order to have
quality of care. They can choose to do so, but to inform
them of their options, and in sone cases, hospitals and the
di scharge planners are required to | et people know about

al ternatives.

MR. LERNER: Just a final coment is a |long, |ong
time ago, one of the things that made people think that there
was a breakdown in market forces in health care was that if
consunmers were left to shop for health care, we would not get
a very market -- a very sound market result, for a variety of
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reasons, including |lack of information, and including the
fact that the tinme when the decisions were made is a tinme in
sone cases when it's all fraught with enoti on and ot her
distractions and the fact that the existence of insurance
means that for every, you know, dollar of health care that's
bei ng spent, you know, only six cents or 10 cents or 12 cents
is com ng out of the consumer's pocket.

So, for all of those reasons, there was a nove
away, as Tom explained, fromthe indemity, the classic
indemity, health insurance nodel to a nore managed care
nodel based on the preni se, supported by antitrust thinking,
that the nmanaged care plans, to sonme degree, become a proxy
for the consuner in the purchasing decision, or becone a
| evel where they nmke the conpetitive choice in the
mar ket pl ace and avail thenmsel ves of the information and
conpetition and price conpetition, and then sell conpeting
heal th plan products to consuners.

| f you structure the hospital services market or
t he nedi cal services market or any other nmarket in such a way
that the health plans cannot really avail thensel ves of
conpetition effectively and then say, "Ch, but that's okay,
because we still have consuners who will still make
conpetitive choice.” | think we're back in the problemthat
we were at in the late '60s and early ' 70s.

| don't think you want a nodel where you don't
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have conpetition between the hospitals and their dealings
with the health plans. There is certainly the case being
made for sonme refornms in health care that would go to, you
know, whol e nodels of health care, where consuners go out and
buy their own health insurance on their own with a bucket of
noney fromtheir enployer, w thout going through their
enpl oyer, where peopl e have, you know, |IRAs for health.
There's all sorts of other nodels that m ght conpletely
change the econom c¢ dynam ¢ of how consuners function.

But right now, nost people are still enrolled in
heal th plans where nost of the dollars are being paid out by
the health plan and the consunmer's exposure to cost
differences fromone provider to another are relatively
nodest, plus they have information gaps, plus they have
enotional issues that separate them fromthe deci sion.

So, | think it's still very inportant to focus on
whet her or not there is vigorous and effective conpetition at
the provider level for participation in the health plans, and
not depend on the health plan's ability to tinker with co-
pays and tinker with referral mechanisns as a way to
reinstall conpetition after they've already had to include
everybody at prices that weren't conpetitive at the front
end. End of speech.

MR. MCCARTHY: Art, you're slipping into health

care policy, which is a bait | often take. But let ne --
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"Il try to keep it narrower than that. W canme from a pl ace
where there was a lot -- or basically everything was done by
co-insurance. And what ended up happening in the sort of
'60s into the '70s was that that co-insurance kept getting
| omer and | ower and | ower, so that we had what we all called
first-dollar coverage or near first-dollar coverage. And
that's one place where the insurance really broke down.

Now, having said that, consuners have rejected, to

a | arge degree, the restrictive nature of gatekeeping and the

restrictive networks. Now, | think they're going to cone
back to it. I'mfully agreeing with Brad as to where this
may go next. But, right now, what you have, the only way you

can deal with consuners in making decisions, if they truly
were to reject the whol e managed care nodel, it hasn't gone
that far, but if they truly were to reject it is you're back
to co-paynents. You' re back to co-insurance.

And there was even -- | nean, one of Meg's
col | eagues in the Dubuque case found evidence of co-insurance
di fferences causing people to go quite a distance. Rightly
or wrongly, co-insurance can nove people around. But, you
know, it does matter how big that co-paynent is.

MR. LERNER: Al I'msaying is -- | agree. |
agree with you. I'mjust saying | don't want to put all ny
eggs i n any basket.

MR. MCCARTHY: | would prefer to have them shop
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t oo, the insurers.

MS. GUERI N- CALVERT: | think one other basket that
|'ve seen sone insurers develop very substantially is use of
the internet to do the information provisions to their
enrollees as to what their options are and al so behind the
scenes to be encouraging physicians to be choosing particul ar
options. And, so, that's one of the things that has hel ped
people have a little bit better understandi ng of which
anbul atory surgical centers are in the plan that they coul d
choose from just by going on the website.

MR. ISELIN: | guess that's pronpting ne to nake a
comment, which Art has cautioned about the -- ny |evel of
concern about publicly funded prograns, Medicaid managed care
in particular, but, you know, it's nice to tal k about the
internet, but now you go to Medicaid managed care and Child
Health Plus and networks |ike that, where the notion of full
di scl osure and consuner shopping. | mean, you don't even
have co-paynents or co-insurance.

And, you know, |I'mnot saying there isn't access
to the internet, but the notion of sophisticated consuner
shoppi ng around and | ooking at quality data and everything
li ke that translated into Medi care managed care market where
you are still, as a health plan, expected and challenged to
negoti ate aggressively for good prices to benefit the state
and the federal government and the ultimate payor there, you
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know? | nean, there's kind of disconnect in ny mnd as to
how t hose theories really work when you get into sone of
those different product markets.

MS. LEE: To shift gears a little bit, several of
my col | eagues have tal ked about various econom c theories of
tying and bundling, in terns of analyzing full-line forcing.
And | was wondering if we could just take a sinpler approach.
| know that hospital nerger cases have very much focused on
| ocal and geographic markets, and in those matters, we've
been very nmuch focused on patient demand in ternms of defining
t he geographic market. What is true, however, is that both
enpl oyers and health plans, while acting as agents for their
patients al so have a need for greater geographic coverage.
|"m sure that Vinnie would say that he needs greater
geographi c coverage in order to be nmarketable to |arger
enpl oyers. So, when we think about full-line forcing and any
potential anti-conpetitive effects it may have, can we think
t hat maybe a network woul d have hol d-up power when an
i ndi vi dual hospital would not and just ook at it in a
si npl er framework?

MS5. HOLT: That was the framework | had in m nd.
| believe that was the franework they had in mnd, as well.

MR. MCCARTHY: That sounded |ike portfolio theory.

MS. LEE: A little bit, but it just seened |ike
there was a |lot of focus on tying and bundling, and while |
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think that the analysis, certainly what you laid out at the
end, Tom in ternms of, you know, there has to be market power
somewhere and things |like that, all of that would apply. |
mean, would this be a harder way to go than, you know,
| ooking at it as tying or bundling or --

MR. MCCARTHY: The problem | have with portfolio
t heory, and nost of us would say this sort of thing, the
problemis that if you're going to argue that what creates
the market power is the whole set of services or |ocations or
products, whatever it is, all bundled together, you sort of
have to say, why is sonebody forced into consum ng that whole
set as opposed to sonething |less than that, and then that
requires sone sort of initial market power to trigger it,
whi ch means, | think we're right back to tying as the
underlyi ng nmechanism And, so, you could have a portfolio
t hat does have market power, but it's not due to a portfolio
effect, it's due to having sone market power in sone market

to start wth.

MR. LERNER: | agree with everything you said,
June, but then |I lost track, so the only coment | woul d nmake
is if what you were saying is -- | had it in ny prepared

remarks, but | didn't go through, is that --
MS. LEE: Right.
MR. LERNER: |If you were, and to use our connunity
here, if you were to say to an enployer, "I'm going to not
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have" -- if you were going to tell me as a consunmer, you're
goi ng to have a hospitalization, do you need to go to a
hospital in Maryland?" COkay, | live in an area where if you
told nme that if | got sick, short of going to the energency
room but for some sort of planned surgery, | couldn't go to
a hospital in Maryland, I'd say, all right, can | go to
CGeorgetown, or can | go to Washi ngton Hospital Center, can |
go to Fairfax, and you said yes, |I'd say, you know, |'m not
going to die over this, okay?

MS. LEE: Mm hnm

MR. LERNER: But if you, and | m ght be willing,
if my doctor said | want to take you to Virginia, or | want
you to go down to Washi ngton Hospital Center from Maryl and,
woul d go, and nmy famly has gone. But if you were to offer a
health plan in Virginia, this is nmy sense of what the reality
faced by the plans is, and whether it's portfolio effect or
what we sonetinmes call network effect, | don't know what you
call it, but if you'll go to a health plan and say all of the
hospitals in Northern Virginia have just nmerged, all of them
not just nost, not just the big Inova system but they've al
nmer ged, okay? By some of our traditional geographic
nmeasures, you' d say, well, | don't really care because people
can cross the Potonmac River and people can go to D.C. and
people can travel. But if you tried to sell, in a benefit
plan to an enployer, a major enployer in this community that
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had no hospitals in Northern Virginia, you wouldn't sell it
to anyone. That's a fact. Now, | suppose at sone price
di fference, you could, okay? At what |evel, how big that
price difference would be, but it would be a lot -- but that
merged systemin Northern Virginia that has every hospital, |
woul d bet, be able to raise their price nore than 10 percent
before you'd see health plans starting to sell products with
no hospitals in Northern Virginia.

So, | think the whol e geographic market issue in
t hose hospital nerger cases, | don't knowif that's the sane
thing you're tal king about or not, but | think there's
sonet hi ng.

MS. GUERI N- CALVERT: | think Art has teed it up
exactly right, and Tom may di sagree, in the sense that if
what you have is a circunmstance, just hypothetically, where
every single hospital in Virginia, in suburban Virginia is a
singl e network, at nost what you have is the circunstance as
you laid it out, which is it would be difficult for health
pl ans probably to not include it in. It's a conpletely
separate issue as to whether or not that hospital system has
mar ket power over in-patient hospital service prices.
Because, again, the key issue in how all hospital nergers
have been analyzed is if it is the case that a sufficient
nunmber of patients who currently are going to the Northern
Virginia hospitals could be diverted separately to
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CGeor get own, Washi ngton Hospital Center, GW Sibley, Suburban,
Shady Grove, Johns Hopkins, fill in the blank, so as to make
a price increase unprofitable, then even though they're in
the network, the contract ternms that they would have to offer
woul d be conpetitive ones. And that's the dynam cs that you
need to anal yze.

MR. LERNER: | agree with that question
conpletely, but the problemis when you | ook at statistics,
whi ch woul d show you that 24 percent of all the people in
Northern Virginia come into the District to get their health
care, or whatever it would be. That's not a very good
statistic to neasure what percentage of the patients who are
going to those hospitals now, could an HMO faced with a no-
steering clause actually get to |eave?

MS. GUERI N- CALVERT: | think what you woul d have
to look at is howis it that the 24 percent are already
goi ng, what happens in this area, very substantial number of
physicians in this area --

MR. LERNER: Sure.

MS. GUERI N- CALVERT: -- have privileges in D.C.,
Maryl and and Virginia. There have been huge shifts from
people that were in D.C. noving out to Reston to have half
their practice there, have another -- so, again, it's very
fact-specific.

MR. MCCARTHY: | would agree with all of that.
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think, Art, | think you could construct a situation where
there is a relevant market, relevant geographic market that
is only Northern Virginia. |It's entirely possible. | don't
know that the facts would really get you there. M
suspicion, like Meg's, is it probably wouldn't, but if you
coul d i magi ne, you know, geographic price discrimnation to
mnimze the flow, you could i mgine finding that the people
comng into the District, others really wouldn't foll ow t hem
for whatever reasons there were. It's entirely possible you
could find what you' re saying.

MR. LERNER: The question | have is why woul dn't
they | eave Virginia?

MR. MCCARTHY: Wy woul d they?

MR. LERNER: Yeah.

MR. MCCARTHY: Because | think what would end up
happeni ng; there are a couple of things that end up
happening. One of themis, and you' re going to |oad on
provisions into the contract that will --

MR. LERNER: Well, you heard themall. You've
heard them al | .

MR. MCCARTHY: No, no, no, no. But the answer

woul d be that what you would do is you would put in steering

mechani sms. You would do -- and if you couldn't -- well,
then, if you couldn't, you're going to get -- you're going to
have -- the insurer is going to have a nmuch harder tinme
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getting people fromVirginia to cone into the District, and
if they did, then there would be good reason to say that
hi storical patient-origin data doesn't tell you anything,
because that won't happen anynore. You have to get into the
mechani sm of how people get there, and you can create a set
of facts that will make Northern Virginia a separate market.
| don't know if they're realistic, but you can create a set
of facts that would do that.

MR. CONE: Before we finish, I want to ask a
gquestion for the attorneys here, Art and Harold. |If these
practices that have been described are occurring nationally,
one woul d expect to see sone private litigation by, say,
rehabilitation service firms or boutique hospitals or EMS
firms on the theory that there's sone kind of tying and
they're being foreclosed; |I nmean, is that occurring, and if
so, what are the courts saying?

MR. LERNER: On the specific question, the ones
where |'ve seen cases, is with anbulatory surgery centers and
such where a group of physicians on a hospital's medical
staff lets it be known that they' re planning to build an
anbul atory surgery center or does build an anmbul atory surgery
center and then the hospital in that comunity, and usually
there we're not tal king about large nulti-hospital systens,
it's often a single hospital in what may be a one-hospital
town, maybe, even adopting a strategy of response. And that
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could be a very conpetitive response or an anti-conpetitive
response, and the border between the two is obviously
debat abl e.

But you see sonetinmes "alleged" "coercion" of
primary care physicians not to refer patients to the surgeons
who are at the anbul atory surgery center, alleged allegations
of pricing strategies with managed care plans to secure
excl usive status, which could be viewed as a conpetitive
response, or | suppose depending on the facts, anti-
conpetitive. But there have been at |east two cases recently
of that that I"'mfamliar with, one of which in Louisiana the
plaintiff |ost because they failed to adequately plead it,
adequately establish the geographic market. Their econonists
apparently didn't cut the mustard. And then in the other
case, the court ruled let it go to trial. There are two of
those that I'mfamliar with. I1'mnot famliar with nuch
nore than that, though |I'm sure there are.

MR. I SELIN: There's a third I'mfamliar with in
New York, very simlar to what Art described. It's actually
a fairly rural comunity, Rome, New York.

MR. LERNER: That was one of the two | was talking
about .

MR, ISELIN. Ckay. And it's noving forward, it's
still in discovery, but that exact fact pattern where the
hospital, sone physicians got approval to open up an
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anmbul atory surgery center. The allegation is that the
hospital said to the plans, we will give you favorable in-
patient rates if you refuse to contract with the anbul atory
surgery center.

MR. LERNER: And | should nention a Pennsylvania
one, not famliar with litigation -- there are a nunber of
hospitals I"'mfamliar with in Pennsylvania that have adopted
a strategy that says before you can get hospital privileges,
we will screen your application, and on your application we
will determine if you have a "conflict of interest.” And a
conflict of interest would include, apparently, an ownership
interest in sonmething that conpetes with the hospital. And
they also say, if it turns out that at sonme future point in
time your answers to any of these questions would be
different, your privileges are thereby void. So, there are a
nunber of -- I'mnot famliar with litigation around it, but
that is a practice | know a nunber of hospitals are using.
In fact, it's included in the hospital advice manual that a
popular law firm gives out to hospitals to tell them how to
cope with these outbreaks by doctors.

MR. CONE: Thank you very nuch for your patience.
| believe the hearings resune tonorrow at 9:15.

MS. MATHI AS: Actually, | did want to affirmthat
they do start at 9:15 tonmorrow norning. We will be
di scussing issues in litigating hospital nergers. W hope

For The Record, Inc.

Wal dorf, Maryl and
(301)870-8025



© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R R
g A W N B O © O N O O A W N LB O

228
t hat everybody can attend.

We al so wanted to note that, as is evident, we
unfortunately did not have a hospital on the panel today, and
we think that would have added to this discussion. However,
we do hope that hospitals and other entities will feel free
to send in witten comments. The nethod for doing that is
described within our every press releases. And you can -- if
you haven't seen one of our press releases, they can be found

at ww. ftc.gov.

Tomorrow is only a norning session. W wll start
at 9:15. | believe we end at 12:15. And | wanted to al so
note that on that website we have the April through My
agendas so that you can continue to see where we plan on
going in the future.

And one final note, | wanted to thank all of the
panelists for giving us their time, effort. This is not an
easy task to ask themto come up, and we really do appreciate
the thought and tinme that you've put into this. And a round
of appl ause to everyone.

(Appl ause) .

(Wher eupon, the hearing was concl uded.)
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| HEREBY CERTIFY that the transcript contained herein
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t he hearing on the above cause before the FEDERAL TRADE
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