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MINUTES OF THE SENATE HEALTH CARE STRATEGIES COMMITTEE

The meeting was called to order by Chairman Susan Wagle at 1:15P.M. on March 3, 2005 in Room 231-N
of the Capitol.

Committee members absent:

Committee staff present: Ms. Emalene Correll, Kansas Legislative Research Department
Ms. Terri Weber, Kansas Legislative Research Department
Mr. Jim Wilson, Revisor of Statutes Office
Ms. Margaret Cianciarulo, Committee Secretary

Conferees appearing before the committee: Mr. Jim Sergeant, Administrator, Salina Surgical Hospital, &

President of Kansas Surgical Hospital Association

Dr. William O. Reed Jr., Chairman of the Board, Heartland
Spine & Specialty Hospital, and Orthopedic Surgeon,

Overland Park, KS

Mr. Ricardo Fontg, Lawyer, Kansas City, Missouri

Dr. Badr Odbeis, Wichita physician

Dr. Lyle Zepick, Wichita physician

Dr. Edward Wade, Anesthesiologist, Wichita

Dr. Gary Benton, Cardiothoracic Surgeon, Wichita

Dr. Alberto Carro, Wichita physician

Dr. Claudia Perez-Tomayo, Radiation Oncologist, Netwon

Mr. Ben Lawrence, Mayor, City of Andover

Mr. Jeff Bridges, City Administrator, Andover

Dr. Aaron Waters, Family Physician, Arkansas City

Mr. Wayne Short, Mayor, Arkansas City

Mr. Uzo Ohaebosina, Wichita physician

Mr. Doug Palzer, CEO Physicians General Hospital

Mr. Daryl Thorton, COO, Kansas Spine Hospital, Wichita

Mr. Alan Burke, Director, LTACH Ventures of Kansas

Secretary Roderick Bremby, KS Department of Health and

Environment

Hearing on SB235 - an act concerning hospitals; instituting a moratorium on establishment of
certain hospitals prior to July 1, 2006

Upon calling the meeting to order, the Chair stated the Committee would be hearing opponent testimony
on SB235 today and to those who wanted to testify, that the Committee is most concerned about how this
effects the quality of care and making sure everyone has health care in the state of Kansas. She then called
upon the first of seventeen conferees to testify, Mr. Jim Sergeant, Administrator, Salina Surgical Hospital
and President of the Kansas Surgical Hospital Association KSHA), who offered a brief overview of the
membership of KSHA, statistics illustrating the quality of their facility, and the impact it has on the
Kansas economy. He also offered KSHAs reasoning of why this bill would stifle competition and is
unnecessary. (i.e., It would deprive patients of the opportunity to choose from the future development of
new healthcare models, which may benefit both themselves and their families.) A copy of his testimony
plus two handouts (information sheet on KSHA and the Academy Health: 2004 Annual Research
Meeting) are (Attachment 1) attached hereto and incorporated into the Minutes as referenced.

The next to testify was Dr. William O. Reed Jr., Chairman of the Board for the Heartland Spine &
Specialty Hospital, and Orthopedic Surgeon, Overland Park, KS, who spoke of the “Center of Excellence™
concept, provided background of the specialty hospital, its technology, their profits, service, quality, and
insurers, and stated as long as hospitals are allowed to employ doctors and direct referrals, using facility
income to pay salaries never achieved in private practice, caring physicians should be allowed to own and
control their own facilities. He ended his testimony by stating that the MEDPAC Committee of the US
Congress had released on Monday, February 28, 2005, a study supporting the concept for relating
reimbursement to quality care indicators. Dr. Reed also offered two handouts, the September 10, 2004
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Medicare Payment Advisory Commission public meeting in Washington, D.C. and a report by the Federal
Trade Commission and the Department of Justice entitled “Improving Health care: A Dose of
Competition”. "A copy of his testimony and handouts are (Attachment 2) attached hereto and incorporated
into the Minutes as referenced.

The third proponent was Mr. Ricardo Fontg, a Kansas City, Missouri, lawyer, who offered comparison
regarding perception vs. reality, reasons for developing speciality hospitals, and fundamental questions
(i.e. how do general hospitals plan to use their tax-exempt margins?) He also offered a memorandum
from the Citizens Health Care Association (CHCA) to the Committee that included: a brief history of the
bill, the federal specialty hospital moratorium, framing the issue, Medicaid/Medicare preemption, and
additional issues and conclusion. A copy of his testimony and CHCA’s memorandum are (Attachment 3)
attached hereto and incorporated into the Minutes as referenced.

Dr. Badr Odbeis, a Wichita physician, was the fourth opponent who offered answers to what he felt, were
3 major concerns: competition, basics of access for Kansas (caring for the uninsured), on not harming the
community hospitals. He also offered a brief which offered explanations of other concerns the proponents
had (i.e. federal scrutiny and regulation, quality and access issues, capacity shortages, medical school
residency training program, etc.) Dr. Odbeis also offered two CD’s of financial, MEDPAC, FCC, and OF
studies. A copy of his brief and the CD’s have been filed in Senator Wagle’s office. Please contact Dr.
Odbeis for copies.

Fifth to testify was Dr. Lyle Zepick, also a Wichita physician, who offered testimony on specifics of the
Andover “project” stating “with large insurance companies, layers of administrators in large city hospitals
and vertical integration, reborn was the idea of physician run hospitals where they made both clinical and
the business decisions.” A copy of his testimony is (Attachment 4) attached hereto and incorporated into
the Minutes as referenced.

Dr. Edward Wade, an anesthesiologist and sixth opponent, stated he has performed anesthetics at all
major hospitals, most of the specialty hospitals, many of the surgery centers in Wichita, in addition to
various other medical centers and hospitals throughout Kansas and experience has taught him that each
hospital has its own special bond with the patient population that it services. He offered comments
regarding the hospital planned for Andover (i.e. serving Butler County as an educational center for nurses
and others in training at the community college.) Dr. Wade stated he is a practicing anesthesiologist at
Via Christi/.St. Francis in Wichita, “and it seems the administration learned about my position with
Andover hospital in planning” and with his letter to the Committee. Subsequent to that he was told by the
member of the Board of the company that employed me (Anesthesiologist Consulting Services) that [ was
to resign because of my position with opposition to SB235 and for no other reason.” A copy of his
testimony is (Attachment 5) attached hereto and incorporated into the Minutes as referenced.

The seventh to testify was Dr. Gary Benton, who is a Cardiothoracic Surgeon who works in Wichita and
resides in Andover. He testified that in the past five years, regional medical centers have developed in
Hutchinson, Hays, and Salina delivering tertiary care to rural folks that might not otherwise seek it in
urban centers and that these programs have been very successful in attracting new specialists, improving
the overall quality of medical care in the community, and dramatically improved medical access in rural
Kansas. A copy of his testimony is (Attachment 6) attached hereto and incorporated into the Minutes as
referenced.

Dr. Alberto Carro, a Wichita physician and the eighth proponent, stated he was asked to testify because he
was the first residency trained board certified Emergency Medical Physician in this state in 1985, came to
help St. Joseph and St. Francis, and assisted the community to improve better relations and care. He
stated that this planned community hospital would not only help the people of Andover, but smaller
surrounding towns like Benton and Augusta who recently lost their hospital. Dr. Carro had no written
testimony to offer.
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Next was Dr. Claudia Perez-Tomayo, a Radiation Oncologist, who stated she has worked in all hospitals
in Kansas, specifically: Salina, Newton, Emporia, and Great Bend. She stated, to be able to do what she
does, requires a full service of everything (i.e. surgery, internal medicine, diagnostics, lab, etc.) and is
referred by a doctor that is seeing the patients, so therefore, if she didn’t have a full specialty
representation it would be a very expensive endeavor. Also, in dealing with corporate organizations, she
stated she has found that many times the decisions made by these organizations are made not on what is
right for the area but what is right for someone else and has been the victim of this with the closure of
Halstead and Riverside hospitals. Dr. Perez-Tomayo also had no written testimony to offer.

The Chair then recognized the tenth conferee, Mr. Ben Lawrence, Mayor, City of Andover, who stated
that since the closing of the Augusta Hospital several years ago, Butler County has only one hospital
serving a land area larger than the State of Rhode Island, and although well respected, cannot and does not
provide a full range of services. He also stated that Butler County has only four ambulances on duty at
one time and if one has to transport a patient into Wichita or El Dorado, they loose the services of that unit
for over an hour, but having a full service community hospital in Andover would decrease the time that
these ambulance units are out of service and keep them available for emergency operations in butler
county a higher percentage of the time. A copy of his testimony is (Attachment 7) attached hereto and
incorporated into the Minutes as referenced.

Next recognized was Mr. Jeff Bridges, City Administrator of Andover, who offered comments regarding
the bill regarding the economics of free trade, health care matters, and the economic impact (i.e. lessen the
tax burden across the area and given the severity of non-funded mandates by the state and federal
government, coupled with the 100% elimination of LAVTR and the city-county revenue sharing, it will be
a welcome relief.) A copy of his testimony is (Attachment 8) attached hereto and incorporated into the
Minutes as referenced. He said in the interest of time, and his testimony is in writing, the Committee
could review at their leisure

Dr. Aaron Waters, the twelfth opponent and a rural Family Physician residing in Arkansas City, stated
that their medical staff, the hospital, and community are in the process of obtaining a FHA HUD 242
insured mortgage loan, to build a replacement hospital. He also stated this loan came as the last and only
available option to them because this model worked even though technically no this is not a replacement
hospital since they will be receiving a new medicare number and is partially physician owned.. A copy of
his testimony is (Attachment 9) attached hereto and incorporated into the Minutes as referenced.

The next conferee to be recognized was Mr. Wayne Short, Mayor, Augusta who stated that the City of
Arkansas City is currently the owner of the South Central Kansas Regional Medical Center Hospital in
Arkansas City, serving its residents, southern Cowley county and northern Oklahoma, built over 50 years
ago, but still the key to the economic future of their community. He stated that for nearly ten years, they
have been looking for solutions to provide for either significant renovation of the facility or a replacement
facility and that after all the years of effort and over a million dollars of expense that has gone into getting
this project to its current point, it would be a devastating blow to their community if the new private
replacement hospital could not proceed. A copy of his testimony is (Attachment 10) attached hereto and
incorporated into the Minutes as referenced.

Conferee fourteen, was Dr. Uzo Ohaebosina, a Wichita lawyer, who stated he was not attending the
Committee meeting as legal counsel for the Andover project but the son of a doctor who was affected by
consolidation. He stated his father, an Osteopath, helped set up the Riverside Hospital. It was
consolidated, bought out, and after they ceased to be profitable they were closed down. The hospital does
exist with only 10 beds, but doctors cannot admit patients there at this time, which puts a burden on the
community. His father, as well as the other doctors affected would welcome this new Andover project to
help out the low and middle income patients that have been affected with the Riverside Hospital closing.
Dr. Ohaebosina did not have written testimony available.

Conferee fifteen, Mr. Doug Palzer, CEO of Physicians General Hospital in Lenexa, Kansas stated he had
provided a statement to the committee on March 3, 2005 that he had intended to read today, outlining the
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critically needed services that his hospital will provide and the impact that this full service hospital will
have on the community it will serve and asked the Committee to review at their leisure. Today, he stated,
he would rather address some of the issues discussed in yesterday’s committee meeting with proponent
testimony. A copy of his testimony and the letter he had prepared for March 2, 2005 are (Attachment 11)
attached hereto and incorporated into the Minutes as referenced.

The sixteenth conferee was Mr. Daryl Thomton, COO, Kansas Spine Hospital, Wichita, and a resident of
Augusta, stated that efforts were made by the Augusta City and Hospital leaders to partner with either
Wesley Medical Center or Via Christi Regional Medical Center to provide much needed primary and
emergency care services to Augusta and surrounding residents, but both said no to any type of partnership.
He then went on to provide information regarding Butler County (i.e. largest county in terms of land size,
projected to have the second highest increase in population growth in the State , second to that of Johnson
County. A copy of his testimony is (Attachment 12) attached hereto and incorporated into the Minutes as
referenced.

The final conferee was Mr. Alan Burke, Director, LTACH Ventures of Kansas, who explained that
LTACH’s are a creation of the federal government specifically designed to form a symbiotic relationship
with community and regional hospitals to provide service to medically complex patients, typical after a
surgical stay in an acute care hospital where the hospital has exhausted its reimbursements. He also stated
that in this creation, the federal government restricted to a degree, the ability of the acute care hospital to
build and own these forms of health care systems. Mr. Burke also provided a handout entitled “Refining
Competition in Health Care”. A copy of his testimony and his handout are (Attachment 13) attached
hereto and incorporated into the Minutes as referenced.

Written opponent testimonies from the following are (Attachment 14) attached hereto and incorporated
into the Minutes as referenced:

1. Mrs. Mary Benton, resident of Arkansas City, Kansas
2. Mr. Corey Peterson, Executive Vice President of the Associated General Contractors of Kansas, Inc.
3. Mr. Mark Hutton, President, Hutton Construction, Wichita, Kansas

Neutral written testimonies were also offered from the following and are (Attachment 15) attached hereto
and incorporated into the Minutes as referenced:

1. Kansas Medical Society

2. Secretary Roderick Bremby, Kansas Department of Health and Environment

The Chair did ask Secretary Bremby if he wanted to speak, he did request to address three quick points:

1.) KDHE has not been involved in health facilities planning or control of health assets since the
“Certificate-of-Needs’ law expired in 1985, and as a result cannot provide professional recommendations
as such;, and cannot provide professional recommendations as such;

2. Currently KHDE and KHI are currently studying Kansas impact of specialty hospitals and their impact
on general, or full-spectrum hospitals and accordingly, do not sufficient information to either oppose or
support SB235; and

3. And lastly, more importantly yesterday Senator Journey mentioned technical clarification that was
needed. On page 1, line 23 of this bill , the term “commence” needs to be clarified as it can mean
anything from the point of intent to groundbreaking.
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The Chair thanked all of the conferees and asked for questions or comments from the Committee.
Senators Brungardt, Wagle, Bamett, Haley, and Palmer asked questions of Secretary Bremby and others
including: when do you plan to have an analysis of KHI, cannot resolve the stark difference in the map of
the numbers of facilities in Kansas, Oklahoma, Texas, and Louisiana vs. the rest of the country, are you
getting data you need from specialty hospitals and specifically the Wichita hospitals, would it be
incomplete data if you do not have the Golish facility, charitable care (i.e. document here from Via Chrisi
with Dr. Odbeis’s testimony) what percentage of care in a community hospital is for the uninsured or what
kind of write-off do they have compared to a specialty hospital and unreimbursed expenses, likened this
measure to the protected interest for consumerism, the WalMart factor but we as government are trying to
provide for the greater good , clarification of no threat to community hospital and no shift from Susan B.
Allen Hospital, located in El Dorado and that services will be complimentary, and recognizing the senior
class of the School of Nursing.

Adjournment
As it was going on 2:30 p.m. Senate session time, the Chair adjourned the meeting.

The next meeting is on call of the Chair.
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The Committee on Healthcare Strategies
Testimony Re: Senate Bill 235
Presented by Jim Sergeant, Administrator for Salina Surgical Hospital
On behalf of
Kansas Surgical Hospital Association

I\/Iarc:’t\ 3;3_ ?’%905

Madam Chairman and Members of the Committee:

My name is Jim Sergeant, and | am the Administrator of the Salina Surgical
Hospital and President of the Kansas Surgical Hospital Association. | appreciate the
opportunity to speak to you today concerning Senate Bill 235.

First, | would like to describe to you the membership of the Kansas Surgical
Hospital Association so that my following comments might be better understood.
Kansas Surgical Hospital Association is comprised of 10 member hospitals. We have
a variety of ownership structures, 20% are joint ventures between physicians,
community leaders and community hospitals, 40% are joint ventures between
physicians and management companies, with the final 40% being 100% physician
owned facilities. We have facilities ranging from 4 inpatient beds to 55 inpatient
beds.

Some of the following statistics will illustrate the quality of our facilities. For
example, our infection rate average is .3%, while the national average is 2% to 5%.
Our transfer rate to a higher acuity facility is less than 1%. Our general administrative
costs are under 16% while the national average is 24.3%. Our turnover rate for
nursing staff is less than 7%, while the national average is over 14%. Our nurse to
patient ratio is 1:3; right now the only state that is requiring ratios is California, and
they are recommending 1:6 in most community hospitals.

| should also point out our satisfaction rate with our patients. Every one of our
facilities has a satisfaction survey. The overall patient satisfaction is 97% and when
we asked patients “would they recommend the surgical hospital to another?”, we get
a resounding 98% that say “yes”. Our surgical hospitals treat a variety of patients.
42% of our patients are Medicare patients, 4% are Medicaid, and 40% come from
commercial industry. The other percentages fall into workman’s compensation and
other commercial carriers.

We also have an impact on the Kansas economy. Our annual payroll for the
10 hospitals is $35.8 million. The Kansas Surgical Hospital Association employs over
826 Kansans. The Kansas Surgical Hospital Association members are also members
of the American Surgical Hospital Association, which is comprised of approximately
92 surgical hospitals across the United States.
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The Kansas Surgical Hospital Association is a proponent of patient choice and
works to excel in providing excellent medical care in our communities. We also strive
to improve the quality of life for the surgeons and the staff.

We of the Kansas Surgical Hospital Association believe that Senate Bill 235
would stifle competition and is unnecessary. The creation of a new hospital today,
already has natural barriers to entry with its high capital costs and regulatory
requirements. In a free market economy it is neither wise, nor desirable, to create
artificial barriers as would be created by Senate Bill 235.

For example, had Senate Bill 235 existed 5 to 6 years ago, the Salina Surgical
Hospital, a joint venture with Salina Regional Health Center, a community hospital,
and the leading physicians in Salina, would not exist today. This facility, which | am
very proud of, has performed over 38,000 surgeries for the community in the past 5
years while maintaining an exemplary low infection rate, and high patient satisfaction
rate. In fact, we have not received a patient survey that has rated us any lower than
a 98% in patient satisfaction. And, as another point, when asking patients if they

would refer a family member to our facility, an outstanding 100% of those patlents
said yes.

Salina Surgical Hospital would not have been the only facility affected had this
law been in effect 5 years ago. Other similar facilities exist in our community such as
Via Christi, Kansas Surgery and Recovery, St Luke's and Kansas City Orthopedic
Institution. All of these institutions found that the surgical model, which 5 years ago
was a new concept, was a good model to deliver high levels of care in a specialized
manner while improving patient care and reducing costs.

The anticompetitive nature of Senate Bill 235 is exactly what the State of
Kansas does not need. In fact, the study entitled “Improving Healthcare: A dose of
Competition”, in which over 2 years worth of hearings were conducted, by the
Federal Trade Commission and the U.S. Department of Justice’s Antitrust Division
found that competition was exactly what healthcare needs. This extensive 6,000
page document, supported by hundreds of professionals in the healthcare and
related fields, found that competition in healthcare is beneficial and improves the
quality of services provided as well as reduces costs. This study recommended that
states discard the certificates of need programs. Certificate of need, or CON, did not
control health care costs. In some cases CON protected large hospital systems,
which then created barriers to entry into the market for other competitors, and
effectively drove up the cost of healthcare for those employers and employees.

Senate Bill 235 would not foster the development of new patient care models
and/or new services at lower costs to the healthcare market. Most of all, this bill
would deprive patients of the opportunity to choose from the future development of
new healthcare models, which may benefit both themselves and their families. In the
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recent MEDPAC (Medical Payment Advisory Commission) study requested by
Congress, it was found that surgical hospitals provide an excellent alternative site for
elective surgeries with a higher level of patient satisfaction and lower level of
infections and in many cases lowered the cost of the hospital stay. It would not be
beneficial for the State of Kansas to legislate the patient’s choice away from them
and to stifle new competitive models from entering the market. Anti-competitive bills
like Senate Bill 235 ignore the benefits of improved quality and efficiency that new
hospital models bring to the medical community.

To reiterate, Kansas Surgical Hospital Association believes that Senate Bill
235 would stifle future competition for medical services and will certainly increase the
cost of healthcare in the State of Kansas by protecting the status quo.



The Kansas Surgical Hosprtal Association is a not—for—prof‘ t trade
: organrzation created for the purpose of exchanglng know[edge
promotlng health education and representlng the :nterests of the healthcare

_ consumer who may prefer to choose a surg|cal hospltal for dehvery of care rn the state of Kansas :

Surgical Hospital Facts*

Kansas Member Hospitals

10
Physician Ownership Structures .
Joint Venture with Community Hospital 20%
Joint Venture with Management Company 40%
100% Physician Ownership 40%
Total Number of Inpatient Beds 221
Range 4 to 55
Average Infection Rate 0.30%

National average is 2-5% 2

Patient Transfer Rate

Less than 1%

Average Payor Mix

Medicare 42%
Medicaid 4.0%

Commercial 40%
Worker’s Comp 14.0%

Patient Opinion *

Overall Patient Satisfaction Rate 97%
% of Patients Who Would . e
Recommend A Surg1cal Hospltal - 98%
To Others ] R s

4 2003 Patient Satisfaction Surveys

Kansas Economic Impact’

Annual Kansas Payroll > $ 35.8 mil

826

Kansans Employed by Surgical |>
Hospitals .

3 Represeuts Data from nine of eleven Kansas hospitals

Average General Administrative Costs

Less than 16%

Annual Nursing Staff Turnover Rate
National Average 14.75% 3

Less than 7%

Average Nurse to Patient Ratio
California is the only state to legislate patient
to nurse ratios at 1:6 most community hospitals
exceed this ratio.

1to3

1 2003 Membership Survey Data
2 KFMC News Release October 7, 2003
* Hospital Salary and Benefits Report 2004-2003

For Further Information Contact:
Kansas Surgical Hospital Association

Paul Kerens - Secretary

3651 College Boulevard

Leawood, Kansas 66211
(913) 319 - 7575

- why a Surglcal Hosp:tal '-’

- g,By narrowmg the dlnrcal focu' and _mini _Iz:-'z._'f
- g admlnlstratlve overheac[ surgical ‘hospi- -
- fals can target and maximize - resources.f
This results in an improved and more effi-

~cient healthcare delivery environment that
© “supports clinical excellence ancl achleves 5
sustarnable and. measurable cost savmgs

= The surglcal hospltal provldes another optlon ,
- for healthcare. The patient who decides to
> 'undergo elective surgery should have the
- choice to select care in a surglcal hospital -
- that prov1des ‘a-more accessible, relaxed,
'healthfu[ surroundlng where  individual at-
A tentlon is the rule

Surgical hosp[tals prowde h:gh satlsfactlon
levels for both the surgeon and the patient.
Other benefits of a surgical hospital include:

lower costs lower infection and mortallty
rates, and hlgher patlent satisfaction..
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Patients Should Have a Choice in Their Healthcare

The growth of specialty hospitals has risen from the demand of patients, physicians, nurses and payers for a more
efficient, cost effective and patient friendly healthcare system. Dissatisfied with the deterioration of the quality of
care that has occurred. Patients are demanding more input into their own care. They want more choices. Studies
have shown that patient and physician satisfaction rates are highest when care is provided in a specialty hospital
environment. Patient care is more intimate and personal because of a lower nurse to patient ratio at specialty hos-
pitals. Where physicians have more control over their work environment, the result is an improvement in quality of
care. Because physicians have more control in a specialty hospital they have a vital interest in fostering an envi-
ronment where patients are happier, nurses are more content, and scheduling runs more smoothly. The move-
ment to a non-institutional environment that is friendlier to patients, efficient for physicians, and preferred by nurses
has been dramatic. The growth of the specialty hospital industry is living proof that a better solutions exists. In
order to ensure that this continues, we need a healthcare system that promotes innovation and encourages com- -
petition This is an environment where everyone wins! ‘ '

'Competition in Our Healthcare Industry is Vital

“Traditional hospital special interest groups, such as the American Hospital Association, have strongly supported
efforts to stop the development of specialty hospitals. Although they claim that the growth of specialized hospitals

- threatens community access to basic healthcare services they have failed to substantiate their rhetoric with facts.

-~ Traditional hospitals. not only do-not want to compete with the specialty hospital model, they do not know how to -

- compete. -For the first time, they are facing a competitor that is able to provide services more efficiently and at a

~lower cost. :

PhySICIal‘I Investment is Not a Conflict of Interest

. Critics of specialty hospitals have time and time again failed to substantiate their claims that physician investment
~in specialty hospitals is.a conflicts of interest. For years traditional hospitals have been buying large physician
*. groups and-clinics in.an.effort to shore up their market share. The hospital employed physicians become beholden

“to the respective owner hospital, their board or directors, or the foundation that issues their paychecks. By acquir-
'~ ing'the assets of these medical groups the traditional hospitals make it nearly impossible for the physicians to re-
_ turn.to private practice. The conflict of interest is a tactic used by well funded special interest groups to restrict
: .'h'ealfh'c_a'lfe competition. Our country's skyrocketing healthcare costs need to be reigned in and controlled. One of
| ' the ways to do this is through healthy competition 2nd innovative solutions. This is something we should demand

_of out healthcare system, not discourage.

Patients Recei&e Su_périor Care from Specialty Hospitals

The case for specialization is compelling and has demonstrated that there are too many benefits to this model of
care to have It stifled to appease the protectionist policies of the traditional hospital lobby and related special inter-
" est groups. The surgical hospital model focuses and specializes on surgery and surgery related services. The
employees are more experienced due to the volume of procedures performed. Supplies and equipment can be
consolidated and purchased in volume to save costs. Standardization results in fewer errors, shorter turnover
times, lower infection rates, fewer complications, The ultimate outcome is that patients receive better care, at a

- lower cost than at a traditional hospital.  The concept of specialization promotes innovation and improvement in
our healthcare system. '

Specialty Hospitals Don’t Harm Traditional Hospitals

Specialty hospital development has been under attack from well funded special interest groups such as the
American Hospital Association, The Federation of American Hospitals, and the Coalition of Full Service Hospitals.
These groups continually make claims that specialty hospitals threaten the communities access to basic health
services by “cherry picking” or skimming only the most profitable and healthiest patients by not providing care to
the indigent, or elderly. To date none of these groups has been able to substantiate their rhetoric with any credi-
ble studies or statistics. A recent GAO study illustrates that Medicare inpatient margin averages 9.4% at specialty
hospitals and 8.9% at general hospitals. Every specialty hospital participates in Medicare/Medicaid and they also
all provide services for which no compensation is received. Specialty hospitals play by the rules, no specially hos-
pital has ever had to pay millions of dollars in fines and penalties for Medicare fraud or abuse.
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ICC PRELIMINARY ANALYSIS 2

Introduction

 Inrecent years, cost pressures on government and private payors have
forced providers to find more efficient means of delivering services. As
surgical and specialty hospitals arc able to focus on specific diagnosis
and procedures, these facilities achieve higher volume, decreased cost,

and lower mortality.

- Governmentpayment and legislation have encouraged the movement of
health care services from inpatient to outpatient care.

 In addition, the reduction of physician professional fees has led
physicians to look outside of traditional medical practice towards new
means of revenue, such as investment in surgical or specialty hospitals.

« In June 2003, Scnator Breaux (D-LA) launched a frontal attack on
specialty hospitals by proposing an amendment to the 2003 Medicare
Drug Act prohibiting physicians from having an ownership interest in a

“specialty hospital”.

ACADEMY HEALTH 2004 ©HEALTH CAPITAL CONSULTANTS




1CC PRELIMINARY ANALYSIS 3

Objectives of Preliminary Analysis

« Compare general acute care hospitals
operating in markets with a surgical
hospital with hospitals operating 1n
markets without a surgical hospital.

« Compare variables related to
utilization, profitability, and case mix

for each market.

ACADEMY HEALTH 2004 ©OHEALTH CAPITAL CONSULTANTS
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1CC PRELIMINARY ANALYSIS | 4

The Breaux Amendment —
Surgical Hospital Definition

“Hospital[s] that [are] primarily or exclusively
engaged in the care and treatment” of cardiac,

orthopedic, or surgical patients.

The Secretary of HHS could also designate other
- “specialized categor[ies] of patients or cases..." as
“inconsistent with the purpose of permitting
physician ownership” of hospitals.!!]

The amendment does not define what volume would
deem a hospital as “primarily” engaged in the
treatment of a specialty.

[1] “Clarifications to Certain Exceptions to Medicare Limits on Physician Referrals” U.S. Senate, 8.1 §453(2)(7).

ACADEMY HEALTH 2004 j | ©HEALTH CAPITAL CONSULTANTS
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YCC PRELIMINARY ANALYSIS 5

Alternate Definition: Surgical Hospital

GAO Definition of “Surgical” Hospitals:

U.S. Government Accounting Office (GAO), in their 2003
report on specialty hospitals, defined a surgical
hospital as a private, short-term acute care hospital
where “two-thirds or more of its inpatient claims were
for surgical diagnosis-related group (DRGs)”
excluding:

1. “government-owned hospitals;

2. hospitals where the majority of inpatient claims were
for MDCs that related to rehabilitation, psychiatry,
alcohol and drug treatment, children, or newborns;
and, |

3. hospitals with fewer than 10 claims per bed per
year.” || [emphasis added]

{i! “Specialty Hospitals: Information on National Market Share, Physician Ownership, and Patients Served” U.S. General Accounting
Office, April 18, 2003.

ACADEMY HEALTH 2004 ©HEALTH CAPITAL CONSULTANTS
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Methodology

Case Definitions

*Surgical Hospital — “two-thirds” or more of total DRGs being surgical
DRGs” as utilized in the 2003 GAO report.

‘Excluded Facilities — governmental, behavioral, long-term care, and
rehabilitation hospitals

Selection of Markets

*As a general rule, any effect that might be determined to exist from the inclusion
of surgical hospitals in geographic markets would be magnified in smaller
markets. Therefore, the sixteen markets selected for comparison in eight areas of
geographic proximity each have a population of less than 600,000.
» Market pairs were identified in each of the eight general regions of the U.S.: the
Northeast, Southeast, Upper Midwest, Central Plains, Southern, Southwest, West,
and Northwest.
*Each pair selected is relatively close in terms of proximity, with approximately
the same number of general acute care hospitals, and a similar population size.
Each pair selected included one market without any surgical hospitals and one
market including at least one surgical hospital.

ACADEMY HEALTH 2004 | ©HEALTH CAPITAL CONSULTANTS
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Selection of Markets

Population | Markets With Markets With
Regions No Surgical One Surgical
Hospital Hospital
Name Name
1 [ WEST Stockton, CA Modesto, CA
2 |SOUTHERN Shreveport, LA Little Rock, AR
3 | SOUTHEAST Greensboro, NC Durham, NC

4 | SOUTH Lubbock, TX Amarillo, TX
WEST

5 | NORTH New London, CT New Milford, CT
EAST

6 | UPPER La Crosse, WI Eau Claire, WI
MIDWEST

7 | NORTH Walla Walla, WA Coeur D’Alene, 1D
WEST

8 | CENTRAL Dodge City, KS Manhattan, KS
PLAINS

ACADEMY HEALTH 2004
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Map: Regmnal Markets Selectlon
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Admissions Per Bed

EXHIBIT 1:

Admissions per Bed

DESCRIPTION:

Efficiency of facility
utilization

FINDINGS:

Admissions per Bed
were higher than in
markets without
surgical hospital
refuting the “threat”.

General Acute Care Hospitals
Admissions per Bed

(efficiency of facility utilization) Ao SE] Hospls
© - M With Surgical Hospitals
- e g @
. 50.00 E: : 5
@
m
540.00
jo B
[/}] .
=
030.00—
[7}]
a
'g 20.00
< | Mar Il Markets
10.00
. 0.00

Stockton, CA |
Modesto, CA
-Shreveport, LA i
Little Rock, AR
Greensboro, NC
Durham, NC
Lubbock, TX
Amarillo, TX

rce; ; i i : " ;
Sq%a?a for hospital FY 2001 reporting periods" American Hospital Directory. Data is for
community hospitals. www.ahd.com {Accessed

10/2003)
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Average Length of Stay
Exhibit 2

‘ " : General Acute Care Hospitals
EXHIBIT 2: Average Length of Stay for Surgery Without Surgical Hospital

B wWith Surgical Hospital

14.0
Average Length =] &
of Stay .@2'0 =
w
“510.0
DESCRIPTION: 5
g’B 00
s
Cost Efficiency 0 6-00
)
£ 4,00
>
FINDINGS: <

I‘H:“ket 7 ||

I:f:;aaaae;;E |

2-00 Market 1] Market 2
ALOS was indicated 0.00—=
as lower in markets
with a surgical

hospital refuting the

Stockton, CA
Modesto, CA
Shreveport, LA
Little Rock, AR
Greensbaoro, NC
Durham, NC
Lubbock, TX
Amarillo, TX
Eau Claire, WI
Dodge City, KS
Manhattan, KS
Walla Walla, WA
Coeur D'Alene,|
New London, CT [i
New Milford, CT

La Crosse, WI

(7% .99 ;
t'h-l eat . S%aqg‘?dr hospital FY 2001 reporting periods" American Hospital Directory. Data is
Fr community hospitals. www.ahd.com {Accessed 10/2003)

Market Comparison
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Surgical DRGs as a % of Total DRGs

EXHIBIT 3:

Surgical DRGs as a
Percentage of Total DRGs

DESCRIPTION:

Surgical Volume
Proportion

FINDINGS:

Surgical DRGs as a
percentage of total
DRGs was indicated as
higher for the hospitals
in markets with a
surgical hospital
refuting the “threat”.

ACADEMY HEALTH 2004
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Exhibit 3

General Acute Care Hospitals

Surgical DRGs as a Percentage of Total DRGs
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8 (impact of surgical hospitals on surgical volume per market)
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“%gtgr@?ﬁnspital FY 2001 reporting periods" American Hospital Directory. Data is for community

hospitals. www.ahd.com (Accessed 10/2003)
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Net Income Per Admission

EXHIBIT 4:

Net Income Per
Admission

DESCRIPTION:

Profitability of
facilities linked to
patient volume

FINDINGS:

Net income per
admission was
indicated as being
higher in markets
with a surgical

hospital refuting the

“threat™.

12

Exhibit 4

General Acute Care Hospitals
Net Income per Admission

(profitability of facility linked to patient volume)
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YCC PRELIMINARY ANALYSIS 13
Net Income per Bed
Exhibit 5

i-|$

EXHIBIT 5. General Acute Care Hospitals
: Net Income per Bed
2 (profitability of facility linked to facility capacity)
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Case Mix Adjusted Cost of Surgery
- Exhibit 6

General Acute Care Hospitals

19
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EXHIBIT 7:
Case Mix Index

DESCRIPTION:

Relative complexity
of a facility’s cases

FINDINGS:

Case Mix Index was
indicated as being
approximately equal
in markets with
surgical hospital
refuting the “threat”.

Case Mix Index

Exhibit

7

General Acute Care Hospitals
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Findings

VARIABLE
(DESCRIPTION)

FINDINGS

1. Admissions per Bed
(Efficiency of facility utilization)

Admissions per Bed were higher than in markets without a surgical
hospital refuting the “threat”.

2. Average Length of Stay
(Cost efficiency)

ALOS was indicated as lower in markets with a surgical hospital
refuting the “threat”.

3. Surgical DRGs as a Percentage of
Total DRGs
(Surgical volume proportion)

Surgical DRGs as a percentage of total DRGs was indicated as higher
for the hospitals in markets with a surgical hospital refuting the
“threat”.

4. Net Income per Admission
(Profitability of facilities linked to patient
volume)

Net income per admission was indicated as being higher in markets
with a surgical hospital refuting the “threat”.

5. Net Income per Bed
(Profitability of facilities linked to patient
(volume)

Net income, on a per bed basis, was indicated as being higher in
markets with a surgical hospital refuting the “threat”.

6. Case Mix Adjusted Cost of Surgery
(Surgical efficiency after adjustment for
acuitly)

Case Mix Adjusted Cost of Surgery was indicated as being
approximately equal in markets with surgical hospitals refuting the

“threat”.

7. Case Mix Index
(Relative complexity of a facility’s cases)

Case Mix Index was indicated as being ap_pioximately equal 1n
markets with surgical hospitals refuting the “threat™.

ACADEMY HEALTH 2004
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Findings (continued)

Five Variables appear to be more favorable for those general
acute care hospitals in markets which contain a surgical
hospital:

1. Admissions per Bed

2. Average Length of Stay

3. Surgical DRGs as a Percentage of Total DRGs

4.  Net Income per Admission

5. NetIncome per Bed

17

Two variables appear to be approximately identical for the general

acute care hospitals in markets which contain a surgical
hospital:

6. Case Mix Adjusted Cost of Surgery
7.  Case Mix Index

©HEALTH CAPITAL CONSULTANTS




HCC PRELIMINARY ANALYSIS 18
Preliminary Analysis: Limitations

(1) The narrow scope of this preliminary analysis limits
the application of its findings on a nationwide basis.

(2) Inclusion of additional data on the hospitals prior to
the development of the surgical hospitals would be
useful in providing a baseline from which to measure
changes, if any, attributable to the development of
surgical hospitals.

(3) An examination of markets without surgical hospitals
in which new general acute care hospitals have opened
would serve as a control to analyze the specific impact
of surgical hospitals on the local market.

ACADEMY HEALTH 2004 ©HEALTH CAPITAL CONSULTANTS
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Literature Review

In recent years, the volume and tone of articles in the general media and
healthcare professional literature regarding the expanding markets of specialty
and surgical hospitals has changed dramatically. HCC’s Library and Research
Department has conducted a systematic literature review analyzing both sides of |
the debate over surgical hospitals’ impact on healthcare markets. The following
bibliographies have been posted to our website as a public service:

« Specialty Hospital Articles Bibliography:

es Bibliography:

SRR

»  Specialty and Surgical Hospital Studies Bibliography:

]
Fd FAL4E

f
1
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PRIOR & FORTHCOMING STUDIES 20
Previous Studies™:
Center for Studying Health System Change

Center for Health Systems Change (CHSC) Report
(published Nov. 12, 2003 in Health Affairs Nov./Dec. issue)

The Center for Studying Health System Change conducted site visits to twelve nationally
representative communities, describing the recent rapid increase in physician-owned
specialty hospitals and ambulatory surgery centers, reasons for the increase, possible
impacts and potential policy options. Report findings indicate the following:

-Specialty hospitals may actually have superior quality and efficiency.

-Specialty hospitals could lead to provision of unnecessary services and reduction in
community hospitals’ ability to subsidize community services.

-Specialty hospitals could function as “focused factories” and improve quality and cut
costs.

-Data on the impact of these hospitals are inconclusive, so “regulatory intervention
should be cautious.”

* This is a listing of several prominent studies. Note that Lewin also conducted a study

on MedCath.

ACADEMY HEALTH 2004 | ©HEALTH CAPITAL CONSULTANTS
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DPRIOR & FORTHCOMING STUDIES 21

Previous Studies: GAO Studies

General Accounting Office (GAO) Report, April 2003

Examined share of the national market comprising of specialty hospitals

«  In February 2003, the 92 cardiac, 01*tholaediq, surgical, and women’s hospitals identified accounted for less
than 2 percent of short-term acute care hospitals nationwide.

«  The number of specialty facilities has tripled since 1990 and an additional twenty facilities are under
development.

Extent to which physicians have ownership interests in specialty hospitals

+  About 70 percent of specialty hospitals in existence or under development had some physician ownership.
Among these hospitals, total physician ownership averaged slightly more than 50 percent.

- Patients served by specialty hospitals compared with those served by general hospitals, in terms of illness
severity

. 1Patie_nt? at specialty hospitals tend to be less sick than patients with the same diagnosis at general
10spitals. :

General Accounting Office (GAO) Report, October 2003
Specialty hospitals are clustered in areas where state policy and local demographic
conditions favor growth

The 4 specialty hospital ty]fes differed from general hospitals in size and scope, but also
differed from one another

Special%y hospitals rivaled general hospitals in certain market share measures and financial
0

performance
Conclusions
 The 1}umber of specialty hospitals is growing rapidly, with an expected 25% increase within the next few
months. ‘

- Specialty hospitals are among the larger competitors facing general hospitals
«  The economic impact of specialty hospitals on general hospitals remains unknown and the term “specialty
hospital” remains undefined '

ACADEMY HEALTH 2004 ' ©HEALTH CAPITAL CONSULTANTS

b

#



PRIOR & FORTHCOMING STUDIES 22

Forthcoming Studies: MedPAC

The Medicare Act of 2003 requires the following study be performed related to specialty
and surgical hospitals. The study will be published in February 2004.

“The Medicare Payment Advisory Commission shall conduct a study to determine

A) any difference in the costs of health care services furnished to patients by
physician-owned specialty hospitals and the costs of such services furnished by local full-
service community hospitals within specific diagnostics related groups;

B) the extent to which specialty hospitals, relative to local full-service community
hospitals, treat patients in certain diagnosis-related groups within a category, such as
cardiology, and an analysis of the selection,

C) the financial impact of physician-owned specialty hospitals on local full-service
community hospitals;

D) how the current diagnosis-related group Sysz‘em should be updated to better reflect
the cost of delivering care in a hospital setting, and

E) the proportions of payments received, the type of payor, between the specialty
hospitals and local full-service community hospitals.”[1] [emphasis added]

[1] “Medicare Prescription Drug, Improvement, and Modernization Act of 2003 (Public Law 108-173, Section 507) U.S. Congress, Dec. 8, 2003, p. 117 Stat, 2296-2297.
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SRIOR & FORTHCOMING STUDIES | 23
Forthcoming Study:

U.S. Dept. of Health & Human Services

The Medicare Act of 2003 requires the following study be performed related to specialty
and surgical hospitals: |
“The Secretary shall conduct a study of a representative sample of specialty hospitals —

A) to determine the percentage of patients admitted to physician-owned specialty
hospitals who are referred by physicians with an ownership interest;

B) to determine the referral patterns of physician owners, including the percentage of
patients they referred to physician-owned specialty hospitals and the percentage of
patients they referred to local full-service community hospitals for the same conditions,

C) to compare the quality of care furnished in physician-owned specialty hospitals
and in local full-service community hospitals for similar conditions and patient
satisfaction with such care; and

D) to assess the difference in uncompensated care, as defined by the Secretary,

between the specialty hospital and local full-service community hospitals, and the
relative value of any tax exemption available to such hospitals. »” [1] [emphasis added]

[1] “Medicare Prescription Drug, Improvement, and Modernization Act 0f 20037 (Public Law 108-173, Section 507) U.S. Congress, Dec. 6,
2003, p. 117 Stat. 2296-2297.
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The development and operation of surgical hospitals has not
had a significant negative effect on general acute care hospital
viability as indicated by representative measures of operating
performance and financial status variables and ratios related
to utilization and profitability.

STUDY DETAILS

HCC is currently expanding its preliminary analysis to
include additional markets containing surgical hospitals as
well as data from the set of all markets without a surgical
hospital. In order to avoid the potential for bias 1n the
selection of market pairs, HCC’s expanded study will
compare groups of hospitals rather than markets.
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HCC’s initial, preliminary analysis and expanded study will utilize financial data
obtained from the American Hospital Directory (which contains data for over
6,000 hospitals based on Medicare claims data, Medicare Hospital Cost Report
Systems Master File, Medicare Hospital OPPS Limited Data Set, Medicare
Provider Analysis and Review (MedPAR) file, and other public use files, as well
as the American Hospital Association’s Annual Survey Data) pertaining to the
general acute care hospitals in the selected markets.

The issue of timing of the market entry of surgical hospitals is also of interest.
Any effect on general acute care hospitals in a market caused by the operation of
a surgical hospital may not be immediately measurable or may grow over time.
Ideally, a before and after analysis (columns C and D in the table above) could be
performed once a long enough period of time has passed after the market entry of
the surgical hospital. This would require obtaining operational data on the
subject surgical hospitals as well as some adjustments for inflationary, economic,
demographic, and other types of variables in the defined healthcare markets.

ACADEMY HEALTH 2004 ©HEALTH CAPITAL CONSULTANTS

He0)



. 2l

ACC EXPANDED § 26
no o4 1
N arle <
AYHCLA B % N
Populations and Markets For Potentlal Analy51s
A B C D E
All Surgical All General General Hospitals | General Hospitals | General Hospitals
Hospitals Hospitals in Markets Before | in Markets After in Markets
Entry of Surgical | Entry of Surgical | Without Surgical
Hospitals Hospitals Hospitals
1 | All Surgical N/A Quality, Quality, Quality, Quality,
Hospitals profitability, profitability, profitability, profitability,
occupancy occupancy occupancy occupancy
2 | All General Quality, N/A Utilization, Utilization, N/A
Hospitals profitability, profitability, case profitability, case
occupancy mix mix
3 | General Hospitals | Quality, Utilization, N/A All variables Utilization,
in Markets profitability, profitability, case profitability, case
Before Entry of occupancy | mix mix
Surgical
Hospitals
4 | General Hospitals | Quality, Utilization, All variables N/A Utilization,
in Markets After | profitability, profitability, case profitability, case
Entry of Surgical | occupancy mix mix
Hospitals
5 | General Hospitals | Quality, N/A Utilization, Utilization, N/A
in Markets profitability, profitability, case profitability, case
Without Surgical | occupancy mix mix
Hospitals
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The current expanded study:

»  Builds upon the scope of HCC’s initial, limited, and preliminary
analysis to allow for findings which may be statistically valid
relating to the effects of surgical hospitals on general acute

hospitals on a nationwide basis.

« Incorporates additional variables in order to provide a more
statistically robust picture of the operating performance and
financial status variables and ratios related to the utilization and
profitability of the subject hospitals.

e TIncludes further statistical adjustments to account for differences
in facilities, market size, demographics, health status, and other

variables.

. Takes into account timing measurements of the surgical |
hospitals’ entry into the different markets will provide a baseline

from which to measure changes.
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Government and Private Payor Support of
More Efficient Surgical Facilities

The government has sought to transition services from an impatient to
an outpatient basis by encouraging the development of Ambulatory
Surgery Centers (ASCs) through reimbursement, as well as through the

specific protection of physician ownership.

The Investments in ASCs Safe Harbor final rule, published November
1999, protects investment interests in four categories of freestanding
Medicare-certified ASCs: surgeon-owned ASCs; single-specialty
ASCs; multi-specialty ASCs; and hospital/physician-owned ASCs.

A February 2003 report issued by the U.S. Department of Health and
Human Services (HHS) Inspector General urged CMS to set consistent
reimbursement levels for hospital outpatient departments (HOPD) and
freestanding ASCs.[ 1] In two-thirds of the procedures examined in the
report, all of which can be performed in either setting, HOPDs were
reimbursed more than ASCs for the same procedures. The median
overpayment was $282. This discrepancy results in overpayments to
hospitals of $1 billion dollars annually.

i1} “Hospitals cry foul: HHS report urges reimbursement adjustments” Modern Healthcare, Feb. 17, 2003, p. 10.
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The Case of Inadequate
Emergency Room Reimbursement

«  The current ASC Medicare fee schedule 1s based on 1986 cost surveys
adjusted yearly for inflation, making it possible that payments are not
consistent with costs.l!

. The American Hospital Association (AHA) argues that hospitals need to
be overpaid in order to support their emergency rooms, intensive care
units, 24 hour service, charity care, and generally sicker patients.!

 If costs are to be controlled and quality maintained through competitive
forces then there must be a level playing field for competitors. If there
was a rational, empirically based indication that hospital outpatient
procedures are reimbursed at too high a level, then the government should
restructure payments levels to increase reimbursement for emergency care
and intensive care services. And similarly, if reimbursement for certain
surgical and specialty procedures are too high, then payment should be
appropriately readjusted.

[1] “Ambulatory Surgery Centers” Medicare Pay Rate Questioned” AMedNew.com, 11/25/02.

[2] “Hospitals cry foul: HHS report urges reimbursement adjustments” Modern Healthcare, 2/17/03 .
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Observations of Market Competition

New provider entrants, no matter how efficiently and creatively they
might innovate to contribute to higher quality, more beneficial outcomes,
and lower overall healthcare costs, face substantial opposition by
established oligopoly interests, who, historically, have actively strived to
limit competition with the resulting impact of denying patient choice.

Barriers to market entry, such as the moratorium on specialty hospital
development, serve only to promote the oligopoly interests of existing,
large established provider organizations who may find market
competition inconvenient. ‘

Note that the American Surgical Hospital Association (ASHA), the
association representing the surgical hospital industry is working with
researchers at the University of Iowa on an independent study of the
impact of surgical hospitals on healthcare markets.

ACADEMY HEALTH 2004 | ©HEALTH CAPITAL CONSULTANTS

i35




OBSER VAfIONS ON MARKET COMPETIT fON | 31
Observations of Market Competition

Proponents of the moratorium on specialty hospital
development are willing to sacrifice cost-effective
improvements through innovation; investment in new
technologies; quality services; and, patient choice and
convenience which, as the technology of healthcare
advances, offer a true and valid opportunity to provide
cost-effective quality healthcare.

The ideal healthcare delivery system seeks value by
considering all-important components: access, quality,
beneficial outcomes, the appropriate cost benefit
relationship, as well as patient choice.

Oligopoly and monopoly impede the pursuit of the value ideal
‘in the U.S. healthcare delivery system.
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HizAuiH CAPITAL CONSULTANTS

"(800) FYI-VALU

www_healtheanifal:cam

9666 Olive Blvd., Suite 375
St. Louis, MO 63132-3013

Company Background

Founded in 1993, Health Capital Consultants, has developed significant research resources and a staff of experienced
professionals with strong credentials; a dedication to the discipline of process and planning; and, an organizational
commitment to quality client service as the core ingredients for the cost effective delivery of professional consulting services.
HCC has served a diverse range of healthcare industry and medical professional clients in over 35 states including surgical and
specialty hospitals, Emerging Healthcare Organizations (EHOs); hospitals and systems (both tax exempt and for profit);
ambulatory, outpatient and diagnostic imaging centers; Physician Practice Management Companies (PPMCs); Management
Services Organizations (MSOs); clinics, solo and group private practices in a full range of medical specialties, subspecialties
and allied health professions; community/employer coalitions, managed care organizations; other healthcare enterprises and
~agencies; and, legal and accounting firms.

Brief Description of Services

Health Capital Consultants (HCC) is a nationally recognized healthcare consulting firm specializing in physician/practice
integration, valuation consulting, mergers and acquisitions, intermediary services, financial analysis and modeling, hugatlon
support and industry research and library services for healthcare providers and their advisors.

Specialty Hospital Consulting
Over the years, the scope of HCC’s professional activities have required and permitted our firm to conduct extensive research

and analysis in the areas of healthcare delivery; public health planning; healthcare economics and market competition; as well
as, other specialty hospital related topics. HCC maintains an extensive library collections of sur gical and specialty research
related literature and data.
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About the Presenters

Robert James Cimasi, ASA, CBA, AVA, FCBI, CM&A, CMP

Robert James Cimasi, ASA, CBA, AVA, FCBI, CM&A, CMP is President of Health Capital Consultants (HCC) with over nineteen years of
experience in serving clients, in over forty (40) states, with a professional focus on the financial and economic aspects of hedthcare service sector
entities including: valuation consulting; litigation support; busness intermediary and financing services; certificate-of-need consulting; and, healthcare
transactions including sales, mergers, and acquisitions. Mr. Cimasi holds the Accredited Senior Appraiser (ASA) designation inBusiness Valuation,
as well as, the Certified Business Appraiser (CBA), Accredited Valuation Analyst (AVA), Certified Business Intermediary (Fellow) (FCBI), the
Alliance of Merger & Acquisition Advisors CM&A, and the Certified Medical Planner (CMP) designations (see Professional Designatons section
below). Mr. Cimasi is a nationally known speaker on healthcare industry topics, who has served as conference faculty or presenter such organizations
as the American Society of Appraisers (ASA), Institute of Business Appraisers (IBA), International Business Brokers Association(IBBA), American
Institute of Certified Public Accountants (AICPA), American Cdlege of Healthcare Executives (ACHE), National Association of Healthcare
Consultants (NAHC), National CPA Health Care Advisors Association, National Litigation Support Services Association (NLSSA), and many other
national and state healthcare companies and organizations, as well as industry associations and professional societies (see Presentations section below).
He has been certified and has served as an expert witness on cases in several states, and has provided testimony before federal and state legislative
committees.He is the author of A Guide To Consulting Services for Emerging Healthcare Organizations (John Wiley & Sons, 1999), The Valuation of
Healthcare Entities in a Changing Regulatory and Reimbursement Environment(IBA Course 1011 text - 1999), and the author of An Exciting Insight
Into the Health Care Industry and Medical Practice Valuation (AICPA Business Valuation course text 1997, rev. 2002.) He has written chapters on
medical practice valuation in The Handbook of Business Valuation (John Wiley & Sons), Valuing Professional Practices and Licenses: A Guide for
the Matrimonial Practitioner. 3rd ed.. 1999 (Aspen Law & Business), and Valuing Specific Assets in Divorce (Aspen Law & Business) and has been a
contributor to The Guide to Business Valuations (Practitioners Publishing Company) and Physician’s Managed Care Success Manual: Strategic
Options. Alliances, and Contracting Issues (Mosby). He has written numerous published articles, has presented several papers and case studies before
national conferences, and is often quoted by healthcare industry trade publications and the general media. Mr. Cimasi’s latest ook, The Healthcare
Certificate of Need Sourcebook, is due to be published later this year by Beard Books.

Timothy E. Alexander, MLS

Tim Alexander is Vice President of Library and Research Services with Health Capital Consultants. He oversees all research for client and internal
projects on a wide range of healthcare industry subjects including the valuation of healthcare entities, mergers & acquisitions competition in
healthcare, medical specialty trends, healthcare regulatory issues, governmental and irsurance reimbursement, managed care, physician supply and
demand, financial benchmarking for healthcare businesses, physician integration, and related topics. Mr. Alexander has broad experience in traditional
and online research methods as well as the organization of university and corporate libraries. He has both written and spokenon these topics publicly.

Mr. Alexander holds a Master of Library Science degree from the University of Missouri and a Bachelorof Arts in Mathematics from the University
of Towa. Mr. Alexander is a member of the American Library Association and other professional associations related to medical and special libraries.
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Thank You Madame Chairman and Members of the Committee for this
opportunity to appear before you today. | am Dr. William O. Reed, Jr., a
resident of Kansas since 1983, a Board Certified Orthopaedic Surgeon, a
Board Certified Upper Extremity surgeon, and Member of the North
American Spine Society. | am also the Founder and Board Chairman of
Heartland Spine & Specialty Hospital in Overland Park, Ks, and Vice-
Chairman of the Board of Citizens Health Care Association. | am here to
speak against SB 235, because it is not in the best interest of Kansans.

Our 100% Physician owned facility, Heartland Spine & Specialty
Hospital, has a compelling story to tell. | am a retired Major from the Air
Force where my experience as a Flight Surgeon and Orthopaedic
Surgeon taught me the intrinsic value of collegiality among different
specialists, and how positively it impacted quality of care. Concurrent
training at Duke University Medical Center revealed the “Center of
Excellence” concept based upon collegiality combined with Physician
operational control. This model was a powerful tool to combine
superlative talents and technology to combat illness and injury, conferring
world class recognition to Duke Medical Center. When | moved to
Kansas, | was determined to bring this “Center of Excellence” concept to
reality here as well.

Seven years of work with five different hospital systems followed, with the
same result every time.  Although interested, ultimately the systems
would not grant operational control nor fiscal responsibility to physicians.
It thus became clear that the essential elements of a true “Center of
Excellence” in spine and upper extremity would depend upon individual
efforts. Thus with like minded colleagues, who also grew weary of the
inefficiencies, stagnancies, and bureaucracy of established hospitals,
Heartland Spine & Specialty Hospital came into being. The physician
founders of HSSH invested personally and heavily in the most advanced
technology available anywhere for diagnosis, treatment, and teaching
that the Midwest has seen.

Now, let me tell you about our first patient after opening. Mr. D. H., a
farmer from Southern Kansas, had been already turned away from 11
hospitals in three states, including academic centers, with four nearly
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amputated fingers at the base from a saw accident. He was accepted by
HSSH immediately without questions as to his ability to pay, seen in our
small ER, received ten hours of advanced microsurgical care, with
salvage of all fingers. Thus with our index patient we had demonstrated
a commitment to be not accused cherry-pickers, but rather part of the
safety net for sick and injured Kansans. This continues today as we are
accepting Medicare, Medicaid, and uninsured patients referred without
question or challenge from our medical staff members. Physicians in
control of a hospital will do what Physicians have always done in their
practices, take care of patients, many of whom have little or no ability to
pay. Are these patients healthier than others? Quite the reverse, where
our severity of illness scores at HSSH substantially exceed those of our
neighboring hospitals in the Metro.

Technology:

Our 3.0 Tesla whole-body MRI is one of only 135 in the world. We have
more square footage per operating room than any other facility to
implement our advanced imaging technology. We have all private rooms
for patient comfort and family privacy. We are unique in offering High
Definition Endoscopic video equipment for our surgeons. We have
attracted four FDA investigational studies for advancing medical care,
and now teach high school students through practicing physicians locally
and internationally through our advanced videoconferencing OR
technology, available nowhere else in the Metro.

Profits:

While being open eighteen months, we have no profits to report, but we
are a high paying employer who contributes substantially to the tax base
of the community, instead of existing as a tax-free, not for profit entity.
This venture on the behalf of my patients has substantially reduced my
personal income as direct patient care activities have moved to my
colleagues.  Meanwhile, allegations of detrimental affect on the
surrounding community hospitals, is countered by the Kansas City
Business Journal which just reported income increases for 24 of 25 acute
care hospitals in the Metro compared to 2003.
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Service:

| chose to practice first in Bethany Medical Center, in Kansas City
Kansas, now closed as the not-for-profit system chose to move services
to a more suburban location. While accused of “cherry-picking” patients,
we observe multiple closures of hospitals within our city while the parent
hospital system builds new replacement facilities in the suburbs. | would
submit that this is cherry picking on a zip code basis, leaving critical
access problems for thousands of individuals. Yet we physicians are
prevented legislatively by the moratorium from expanding into these
abandoned areas with ER or hospital services ourselves.

Quality:

We passed our Kansas State Licensure Inspection with zero deficiencies,
and the Joint Commission on Accreditation of Healthcare Organizations
awarded to HSSH full certification as an acute care hospital in only nine
months, with a three vyear review interval, both unprecedented
achievements. Our quality health report card lists an infection rate one-
tenth the national average, patient satisfaction rate of 98%, length of stay
time 50% of the national average, and nurse to patient ratios of two to
four times higher. Despite demonstrably higher technology, higher
quality, and lower cost we are currently and would be further limited from
adding to our hospital services or emergency capabilities by current and
proposed moratorium language.

Insurers:

While higher technology and higher quality and lower cost are offered by
HSSH to all insurers, we continue to remain out of network with most due
to threats of canceling contracts and raising prices by local hospital
systems if the insurers were to choose our facility for in-network
contracting. Health insurers like BCBS and United are implementing
payment policies designed to discriminate against physician owned
facilities. Thus Kansans are frequently denied choice based upon
quality, technology and cost alone. This intimidation of insurers must
stop so they are free to make rational, economic, quality driven
decisions.
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Final:

As long as hospitals are allowed to employ doctors and direct referrals,
using facility income to pay salaries never achieved in private practice,
caring physicians should be allowed to own and control their own
facilities. Only by effective competition will health care facilities be driven
by the standards of higher quality and lower cost. Competition is the
backbone of American economic greatness, and physician owned
facilities clearly demonstrate that these market forces work in the best
interest of patients when left to their own.

On Monday the MEDPAC committee of the US congress released a
study supporting the concept for relating reimbursement to quality care
indicators. We support this endeavor as it is quality based. Let us work
together on improving access, improving quality, and lowering cost, not
listening to those who support the status quo and limiting competition. |
would ask each member, since when has the status quo been good for
Kansas, or America. We cannot remain stagnant in facilities and remain
premier health care providers at the same time. Thank you for your
attention and | trust your judgment will be rendered only after thorough
investigation, just as you expect from a physician’s medical care.

Respectively Submitted,

William O. Reed, Jr., M.D.
Board Chairman, Heartland Spine & Specialty Hospital
Vice-Chairman, Citizens Health Care Association

< L‘i.‘ C

=N



HEARTLAND
Thursday, March 03, 2005 i
HOSPITAL

1. MedPAC report moves closer to pay-for-performance.

In its March Report to the Congress, the Medicare Payment Advisory Commission (MedPAC)
made several recommendations that shift policy toward pay-for-performance measures. The
report recommends higher payments for higher quality performance, quality measures that
reflect the use and function of information technology systems, establishment of "quality
standards" for providers who perform imaging studies and physicians who interpret them, and
measurement of resource use of physicians serving Medicare beneficiaries. In addition,
MedPAC recommended an update to the physician fee schedule equal to the projected change
in input prices less an allowance of 0.8 percent for productivity. The report can be accessed at:
http://www.medpac.gov/publications/congressional reports/Mar05_TOC.pdf (Acrobat Reader
required)

Why a specialty hospital?

”Advances in medical care have demanded greater specialization in
physicians. Quality and efficiency in delivery of this care has favored
specialization in facilities as well. This is a nationwide trend. Some general
hospitals have tried to answer this by advertising many special areas within.
In other instances, physicians themselves have organized to develop and
control an independent ''Center of Excellence' for the benefit of patient
care.

There can be opinions in support of each approach. Understandably,
existing hospitals may protest before eventually accepting this desirable
specialization of facilities. In the end however, objective standards such as
efficiency, quality of care, and patient satisfaction will dictate the viability
of each model. We must keep in mind that healthy competition in the field
of medicine will most certainly benefit the patient in every respect.

Be assured that the physicians of Heartland Spine & Specialty Hospital, are
free to focus, develop, cooperate and innovate within the scope of their
specialty, for their patient's best interest, without the burden of distractions
and conflicts previously endured.”

William O. Reed Jr., M.D.
Board Chairman, Heartland Spine & Specialty Hospital
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Patient Satisfaction Scores

Patient Satisfaction has been measured
since opening in September, 2003. We
have a 37% return rate on patient
satisfaction surveys. Patient satisfaction
surveys are one tool that we use to
evaluate our effectiveness of patient care
delivery.

100.00% 1
99.00% _
98.00% =
97.00% -]
96.00% E
95.00% = e
94.00% -~ _
93.00% ~ _n
92.00% |

2003 1st qtr 04 2nd qtr 04

|I:I Overall Satisfaction O Would return

Surgical Site Infection Rates

Surgical site infection rates* for spinal fusions and ORIF’s average a
rate of 3.0-3.3 (per 100 cases). HSSH surgical site infections are

reported as follows:

Surgical Infection Rates

e 2003 0.23
e 1 Quarter 2004 0.62 2003
2" Quarter 2004 0.32 1st qtr 04
2nd qtr 04
: : ' _ _ CDC,  HssH
*CDC, National Nosocomial Infections Surveillance (NNIS) System Report, NNIS-  Suraical
Data Summary from January 1992-June 2001, Issued August 2001 ey

Surgical |nfection
Infection  Rate
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UnitedHealthcare

A UnitedHealth Group Company

February 25, 2005

Heartland Spine & Specialty Hospital
10720 Nall Avenue
Overland Park KS 66211

Dear Sir or Madam:

UnitedHealthcare is committed to keeping health care affordable for you and your employees and providing
access 1o a broad network of health care professionals. UnitedHealthcare has a broad national network of more
than 420,000 physicians and 3,700 facilities and has negotiated specific payment rates on your behalf, based on
scientific cost-based methodology that is nationally accepted. We are now implementing a new strategy for
specific specialties of physicians with whom we have had challenges in contracting.

What is the change?

With the recent renewal of your UnitedHealthcare health benefits, your Certificate of Coverage was amended to

include a change in assignment of benefits for non-network physicians and health care facilities. This means
that if your employee receives care from a non-network physician, the claim reimbursement check may be sent
to your employee directly, rather than to the non-network provider of care as in the past. Your employee must
then pass this reimbursement on to the non-network physician or facility. There is no change in the claim
reimbursement level. The process change will be implemented no garlier than March 1, 2005.

Why is this change being implemented?
In an effort to keep health care affordable, we are initially addressing non-network hospital-based physicians

that cost more because they generally are paid at the network benefit level if they provide services at a network
facility. Hospital-based physicians such as radiologists, anesthesiologists, pathologists, hospitalists are not
usually specifically chosen by your employees to provide care, but are assigned based on hospital schedules.

The beneﬁté to you and your employees of using participating physicians:
» Negotiated fee arrangements with network physicians keep health care affordable for employers and

employees
Physician tools to support the practice of evidence-based medicine — report cards on practice patterns

An improved health care experience
Financial responsibility is limited to copays and minimal out of pocket expenses

Direct reimbursement of claims to the physician

We believe this change will reinforce the value of our contracted network, promote quality care and will impact
only those employees using non-network physicians. Reimbursement to the employee for non-network hospital-
based physicians will be tested in targeted markets before implementing nationwide. We recognize that this
change may cause some concerns for you and your employees. We are committed to working with you to

resolve any issues that you may encounter.

If you have any questions, please feel free to contact me at 314-592-7393.

Sincerely,
David Milich

Vice President
Key Account Sales and Account Management

Page 1 of 1
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AGENDA ITEM:

Mandated report on specialty hospital (Legal
overview, description of specialty hospitals, site
vigits, markets, paver mix)

-- Ariel Winter, Carol Carter, Jeff Stensland

MR. HACKBARTH: Good morning. First on our agenda this
morning is the mandated report on the specialty hospitals.

MR. WINTER: Good morning.

The Medicare Modermization Act requires us to study the
issue of physician-owned specialty hospitals. The report is due
in March of next year.

Specifically, we're required to compare costs of care of
physician-owned specialty hospitals to community full service
hospitals, compare the extent to which type of hospital treats
patients in specific DRGs, compare the mix of payers for each
type cof hospital, analyze the financial impact of specialty
hospitals on community hospitals, and finally examine whether the
inpatient prospective payment system should be revised to better
reflect the cost of care. Today's presentation will include
four topics. I will provide an overview of the federal laws
governing physician investment in the hospitals and other
facilities and also discuss strategies used to align physician

and hospital financial incentives. Carol will then describe the
characteristics of physician-owned specialty hospitals and the
markets in which they are located. Jeff will present preliminary

data from our analysis of paver mix. And finally, Carol will
discuss the findings from our site visits to three markets with
specialty hospitals.

Our discussion of the legal restrictions on physician
investment in health care facilities is based on research
conducted by Kevin McAnaney for MedPAC and I want to thank him
for his excellent work.

This topic is important because the context for our report
is the Medicare Modernization Act's moratorium on physician
investment in new specialty hospitals.

In addition, these laws relate to octher services the
Commission has examined, such as outpatient imaging.

First, we'll lock at the arguments put forth by critics and
supporters of physician ownership of health care providers. We
will then discuss the major federal laws in this area, the anti-
kickback statute and the Stark law. Finally, we'll review
strategies used by hospitals to align their financial incentives
with those of physicians and how these approaches are constrained
by federal laws. Scme of these approaches are relevant to the
specialty hospital issue.

Supporters of physician ownership contend that physicians
are a valuable scurce of capital for health care facilities.
They also argue that physician investments can improve quality,
efficiency and access to care. For example, physicians with a
financial stake in an ambulatory surgical center or hospital may
have a greater incentive to streamline cperations.
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On the other side, there are generally three rationales for
restricting physician investment in facilities to which they
refer patients. First, several studies by GAO, the 0IG and other
researchers have found that physicians with a financial interest
in ancillary equipment and facilities have higher referral rates
for those services than other physicians.

Second, there is a concern that physician ownership could
improperly influence professional judgment. Ownership creates a
financial incentive to refer patients to the facility owned by
the physician which may or may not be best for the patient.

There could alsc be incentives to refer patients for too many
services and to economize on care in ways that reduce quality.

The third concern is that physician investment could create
an unlevel playing field between facilities. Physician-owned
providers could have a competitive advantage over other
facilities because physicians influence where patients receive
care.

The anti-kickback statute was enacted in 1972 and has been
amended several times since. It prchibits offering or receiving
anything of value to induce the referral of patients for services
covered by federal health programs. Violators can be subject to
criminal penalties, civil monetary penalties, and exclusion from
the Medicare and Medicaid programs.

The statute applies to all types of services and entities
but it regquires proof that there was knowing and willful intent
to violate the law. It is enforced on a case-by-case basis,
which limits its deterrent effect.

In the late 1980s, the 0IG attempted to apply the statute to
physician investments and ancillary facilities to which they
refer patients. The OIG's position is that some of the companies
organizing these joint ventures are, in effect, buying physician
referrals by offering the physicians high returns on modest
investments with little financial risk.

However, the OIG has been largely unsuccessful at using the
statute to restrict physician joint wventures. Such cases are
resource intensive, time consuming and face a high burden of
procf.

These limitations led to the Stark law, which is focused
exclusively on financial arrangements between physicians and
facilities to which they refer patients. The Stark law prohibits
physicians from referring Medicare and Medicaid patients for
certain services to a provider with which the physician has a
financial relationship. Violators can be subject to denial of
claims, civil monetary penalties and exclusion from the Medicare
and Medicaid programs, but not criminal penalties.

The Stark law goes beycond the anti-kickback statute by
prohibiting many types of financial arrangements between
physicians and entities to which they refer patients regardless
of any intent to influence referrals. Unlike anti-kickback, the
Stark law applies to a clearly defined set of services.

The original Stark law applied only to clinical labs but
amendments to the Stark law known as Stark II extended this
prohibition to several other services, which are all listed on
the slide. The Stark laws generally prohibit physician ownership
of facilities that provide these services. Compensation
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arrangements between physicians and facilities are usually
allowed if the physicians are paid fair market value for their
services.

The Stark law permits certain financial arrangements based
on the belief that they are unlikely to lead to overuse of

services. Here are some relevant examples. First, the law
allows physicians to own ASCs as long as the ASC does not provide
ancillary services. There's a perception that physician

investment in ASCs where they perform services involves less risk
of overuse because the physician receives a professional fee
regardless of where he or she performs the service.

Physician who do procedures in ASCs that they own may also
receive profits from the facility fees. However, these profits
are probably only a small additional financial incentive.

In addition, the ASC could be viewed as an extension of the
physician's office practice and there's a principle that
physicians should have autonomy cver their work place.

Second, the in-office ancillary exception permits
physicians to provide most ancillary services in their own
offices. The logic is that there is often a need for quick
turnaround time on diagnostic tests, although the exception also
applies to other services such as physical therapy.

Third, the law protects physician investment in hospitals
as long as the interest is in the whole hospital rather than a
hospital subdivision. Because hospitals generally provide a wide
range of services, the theory is that referrals by an individual
physician would be unlikely to have a significant effect on
overall profits.

The growth of physician-owned single specialty hospitals
raises important guestions. Because specialty hospitals derive
their revenue from a limited range of services, is there a
greater opportunity for individual physician investors to
influence hospital profits which could affect their referrals?
Or is physician ownership of a specialty hospital justified
because the hospital may function as an extension of the
physician's practice?

The MMA prohibited the development of new physician-owned
specialty hospitals for a period of 18 months, ending in June
2005.

Finally, the Stark II final rule permits physician ownership
of entities that provide equipment and services to facilities
covered under Stark as long as the physicians don't own a
facility that actually bills Medicare. For example, a physician
could own an MRI machine and lease it to an imaging center for a
fixed amount per use. Every time the physician refers a patient
to the imaging center for an MRI, he or she receives a fee from
the imaging center for the use of the equipment. This creates
the same financial incentives as direct physician ownership of
the imaging center.

So far we have focused on the physician perspective. Now
we're going to look at strategies used by hospitals to align
their financial incentives with those of physicians and the legal
constraints on those activities.

Cne approach we've already talked about is offering
physicians an ownership stake in the hospital. Aside from
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specialty hospitals, there's broad protection under the Stark law
for this type of arrangement. Other strategies include medical
practice support, acquisition of physician practices, partnering
with physicians and economic credentialing.

Medical practice support can include help with recruiting
physicians, subsidized office space and low interest loans.

These activities carry legal risk under Stark and anti-kickback
if the support is provided for less than fair market wvalue.

Another approach is to buy physician practices which
provides the hospital with a source of patients. In theory,
this vertical integration would also increase the hospital's
bargaining power with health plans. The Stark law allows
hospitals to control referrals made by employee physicians
subject to the patient's own choice and insurance coverage and
the physician's professional judgment.

This strategy carries legal risk if the hospital
overcompensates employee physicians and there have been several
expensive legal settlements in such cases. Many hospitals have
found this model unprofitable and have divested their physician
practices.

Ancther strategy is for hcspitals to partner with physicians
by co-investing in joint ventures such as ASCs and imaging
centers or by creating gainsharing arrangements. In gainsharing,
the hospital shares cost savings with physicians who cooperate in
efforts to reduce costs. For example, the physicians may agree
to use less expensive equipment and supplies.

However, the OIG has ruled that gainsharing viclates a legal
provision prohibiting hospitals from paying physicians to reduce
services to Medicare patients. This provision was meant to
prevent hespitals from providing financial incentives to
physicians to discharge patients quicker and sicker under the
inpatient prospective payment system. The OIG said that
gainsharing has the potential to improve care and reduce costs
but that they need statutcry authority to regulate these
arrangements.

Because of the potential to better align hospital and
physician financial incentivesg, gainsharing may be a productive
area for us tc do further research.

Finally, economic credentialing is an approach in which
hospitals restrict staff privileges for physicians who invest in
or are employees of competitor facilities. Thig can take two
forms. In some cases, the hospital prohibits its medical staff
from having financial relationships with competitors. In others,
the hospital requires its staff to admit a certain percent of
their patients to the hospital. This strategy has recently
attracted fierce oppesition from physicians and has been
challenged in several state courts.

Now we'll move on to Carol's presentation.

MS. CARTER: To conduct our study of specialty hospitals, we
first had to define them. To meet our mandate, our first
criteria is that the hospital has to be physician-owned. The law
alsc specifically discussed hospitals primarily engaged in heart,
orthopedic and surgical cases.

We developed a criterion of concentration based on Medicare
data, since it i1s the only nationally available dataset. We
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defined a specialty hospital has having 45 percent of its
Medicare discharges in the heart or orthopedic MDC or were
surgical cases. Or a hospital could have 66 percent of its cases
in two of these categories. This is very consistent with the
definition that GAO used cn two of its studies last year. They
used 66 percent of its cases in two MDCs.

To include the hospitals in our study and to make sure that
each hospital had enough cases to analyze, we included every
hospital that had at least 25 Medicare discharges in 2002. This
is also consistent with what GAO did. where they included 20
cases for every hospital. The GAO study also included hospitals
that were not physician-owned and also included women's
hospitals.

Using these criteria, we found 48 hospitals that met our

criteria: 12 of them were heart, 25 were orthopedic and 11 were
surgical. We know that there's been rapid growth in specialty
hospitals and there are an equal number of hospitals that have
formed a since 2002. But because we didn't have data on them, we

could not study them.

Our mandate also required that we compare specialty
hospitals to community hospitals. Our first comparison group was
any community hospital in the same market. Here we used the
Dartmouth Hospital referral regions as our definition of
hospitals.

We alsoc developed twe other comparison groups. First, we
looked at hospitals that were identical to specialty hospitals in
terms of concentration but were not physician-owned. We called
them peer hospitals. Peer hospitals do not have to be in the
same market as specialty hospitals.

' A second category included hospitals that were located in
the same market as specialty hospitals and provided similar
services as specialty hospitals, and we called these competitors.

We first looked at ownership characteristics. All specialty
hospitals were for-profit compared with 17 percent of PPS
hospitals. Twenty-three percent are partly owned by another
hospital. A larger proportion of surgical hospitals were owned
by another hospital, compared with heart and orthopedic
hospitals.

Forty-three percent of specialty house are part of a chain
and this is comparable to the share in all PPS hospitals. A
larger proportion of heart hospitals are part of a chain than
orthopedic and surgical hospitals. :

On average, 60 percent of the hospital is owned by its
physicians but this ranged from 18 percent to the entire
hospital. Surgical hospitals had the highest share owned by
their physicians, averaging 732 percent, compared with heart
hospitals where only 35 percent of them were owned by their
physicians.

The median share owned by a single physician is 4 percent.
There was a large range in the individual shares owned. At a
third cof the hospitals, the largest share was 2 percent or less.
And yet at 20 percent of the hospitals the largest share was 15
percent or more.

More heart hospitals had smaller shares owned by a single



physician. _

Looking at location, we found that the specialty hospitals
are not evenly distributed across the country. Ninety-four
percent are located in states without certificate of need.
Specialty hospitals are concentrated in certain states. We found
59 percent were located in just four states: Kansas, Oklahoma,
South Dakota and Texas. Some of these state have much larger
shares of specialty hospitals than they do of PPS hospitals. For
example, South Dakota has less than 1 percent of PPS hospitals
but has 16 percent of specialty hospitals. Kansas has 2 percent
of PPS hospitals but 12 percent of specialty hospitals.

We've noted that newly formed specialty hospitals that are
not part of this analysis also tend to be located in the =zame
states and cften in the same markets.

Licensure laws may facilitate where hospitals locate. Some
states, such as Kansas and South Dakota, have two categories of
hospital licenses. There specialty hospitals do not have to
offer a full array of services to be licensed as a hospital.
Other states preclude their development, such as Florida. And
not all states reguire emergency rooms oOr emergency departments.

When we looked at the characteristics of the hospital
locations, we found that specialty hospitals tended to be located
in mid-sized MSAs that have larger population growth, a lower
proportion of elderly, lower managed care penetration, and
similar poverty and per capital incomes.

Their MSAs also tend to have fewer beds and fewer surgical
specialists per capita. And there was a little bit of wvariation
by the type of specialty hospital market. Heart hospital MSAs
tend to locate in high managed care penetration areas and do not
have low surgical specialists per capita.

The beneficiaries in MSAs with and without specialty
hospitals had comparable health status and service use.

Turning to hospital characteristics, the first thing to note
is that specialty hospitals are small. The average heart
hospital has 52 beds. The average orthopedic and surgical
hospital has about 15.

Two-thirds of Medicare cases are treated in specialty
hospitals that are heart hospitals. Once specialty hospital is a
teaching hospital and about six receive disproportionate share
payments.

About half the specialty hospitals have an emergency
department but there is considerable variation across the
different types of specialty hospitals. Two-thirds of heart
hospitals have an emergency department but only one of the
surgical hospitals did. _

Regarding their staffing, all of the heart hospitals staff
their emergency departments with physicians night and day,
compared with only one orthopedic hospital and no surgical
hospital. At these other sgpecialty hospltals they use a mix of
physicians in the hosgpital and on call.

When we looked at the mix of patients treated at specialty
hospitals, we see quite a bit of concentration. Heart hospitals
are more focused on heart care and within heart care the
specialty hospitals were more focused on surgeries and
procedures.



At heart hospitals, 66 percent of their heart cases are
surgical compared with 40 percent at their competitors and 29
percent at community hospitals. Thirty-three percent of
specialty hospitals are medical cases compared with 71 percent at
community hospitals. Over one-third of the cases at heart
hospitals are coronary artery bypass grafts and angioplasties
compared with 19 percent at competitors and 14 percent at
community hospitals.

Looking at specialty hospital market shares, we found that
specialty hospitals account for a much larger share of the
surgeries and procedures done in their markets than their overall
market share. For example, heart hospitals treated 4.5 percent
of the cases in their markets but performed ocver a guarter of the
local angicplasties and CABGs.

Given their smaller size, orthopedic and surgical hospitals

play a smaller role in their markets. But even here, they treat
a much larger share of the orthcopedic cases in their markets
compared tc their overall market share. For example, they

treated 1 percent of their market cases but almost 5 percent of
the orthopedic surgery cases.

DR. REISCHAUER: Excuse me, Carol. Are these Medicare-only
numbers?

MS. CARTER: Yes, they are.

Now, Jeff's going to talk about payer mix.

DR. STENSLAND: The Medicare Modernization Act requires that
MedPAC compare the payer mix of physician-owned specialty
hospitals to full-service community hospitals. We also compare
physician-owned specialty hospitals to the set of peer hospitals
that Carcl described earlier.

First, we'll look at why would payer mix differ and then
we'!ll take a lock at the data.

The payer mix of physician-owned specialty hospitals may
differ from the community hospitals for several reasons. First,
starting at the upper left-hand corner of this slide, we have
patient selection. Community hospitals frequently assert that
physicians have a financial incentive to send profitable patients
to their hospital and unprofitable patients to the community
hospital.

Second, we have tLypes of services offered. For example, if
the specialty hospital does not offer obstetric services, it may
have a lower than average share of Medicaid patients.

Third, emergency room services. If a hospital does not have
a staffed ER, it may receive fewer indigent patients.

Fourth, there's simply the geographic location of the
hospital.

And fifth, community hospitals may try to freeze out
physician-owned hespitals from private payer contracts. If a
community hospital is succegsful in obtaining an exclusive
preferred provider contract with a large insurer, the specialty
hospital may have difficulty attracting patients with that type
of private insurance.

Now let's take a look at the data. First, we examine cost
report data on hospital discharges. The table shows that
physician-owned heart and orthopedic hospitals tend te have lower
Medicaid shares than community hospitals in the same markets.
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Heart hospitals tend to have a high share of Medicare patients
while orthopedic hospitals tend to have an average share of
Medicare patients.

There are couple of limitations in the cost report data.
First, Medicare cost reports don't have data on self-pay
patients. They are lumped together with privately insured
patients in that all other category of patients you see on the
right-hand side of the slide.

Second, the differences we see in Medicaid shares may be
just due the types of services provided by the hospital. To
address these limitations, we conducted a survey of 134 hospitals
that met our criteria for being either a physician-owned
specialty hospital or a peer hospital. Using survey data, we
compare physician-owned specialty hospitals to peer hospitals
that focus on a similar set of services.

This slide differs from the prior table in several ways.
First, we're using survey data. The hospitals are self-reporting
their fields of clinical specialization and self-reporting their
payer mix. Second, we are measuring payer mix by examining net
patient revenue rather than discharges. Third, we're focusing
just on heart hospitals on this slide.

We find that physician-owned heart hospitals tend to have
lower Medicaid shares than peer heart hospitals. This holds true
for physician-owned hospitals with an ER and those without an ER.
We do not see big differences in the revenue from self-pay
patients.

Of course, hospitals may have a small share of net patient
revenue from self-pay patients either due to treating few self-
pay patients or due to collecting little from the self-pay
patients they treat.

Now, we'll turn to the orthopedic and surgical hospitals.

From this table, we see that physician-owned orthopedic and
surgical hospitals tend to have lower levels of Medicaid revenue
than their peers who describe themselves as orthopedic or
surgical hospitals. However, we should caution that there's a
high level of variance in the Medicaid shares for peer,
orthopedic and surgical hospitals. A few nonprofit orthopedic
and surgical hospitals have very high Medicaid shares but many
peer heospitals have Medicaid shares of 3 percent or less. The 9
percent Medicaid share shown on the slide for peer hospitals is
the mean value for this highly variable group.

Orthopedic and surgical hospitals tend to receive a majority
of their revenue from patients with private insurance.
Physician-owned peer hospitals often have similar levels of net
revenue from self-pay patients.

To summarize our payer mix findings, first physician-owned
specialty hospitals tend to have lower Medicaid shares than both
community hospitals in their market and peer hospitals that
provide similar services. However, i1t should be noted that
there's a wide variance in the Medicaid shares among peer,
orthopedic and surgical hospitals. Heart hospitals tend to have
high Medicare shares. Orthopedic and surgical hospitals tend to
have high shares of patients with private insurance.

These findings are consistent with earlier work by the GAO
and consistent with what we found on site visits to communities



with physician-owned hospitals.

Carcl will now talk about those sgite visits.

MS. CARTER: As part of our study, we conducted site visits
to three markets with specialty hospitals to hear from
stakeholders about the issues surrounding specialty hospitals and
about the impact specialty hospitals have had on community
hospitals. We wvisited Austin, Wichita and Manhattan, Kansas, and
Sioux Falls, South Dakota.

We picked our sites to be geographically diverse, represent
a mix of types of specialty hospitals within a single site, and
include hospitals that had been around long enough to hear about
the impacts on community hospitals.

Each of our sites included a heart hospital because even
though they represent only one-quarter of specialty hospitals,
they treat two-thirds of the Medicare cases seen at specialty
hospitals.

At each site we spoke with a mix of physicians, some
practiced at both types of facilities, some only at community
hospitals. We talked with hospital CEOs, CFOs, and in markets
where the specialty hospitals had emergency rooms, the city's
director of emergency medical services.

The hospitals were generous with their time in preparing
materials for us and in making people available to us during our
vigits.

I'd like to emphasize here that what we're reporting here is
what physicians and the hospital personnel told us, much of which
we could not verify. There were large discrepancies in what we
heard. Some of the issues, such as case selection, will be
examined in detail later in other analysis and we'll present it
later this fall.

The physicians we spoke with told us they =et up specialty
hospitals for two reasons: governance and opportunities to
increase their income. The most frequently mentioned reason was
governance. Physicians wanted to control decisions made about
the patient care areas of the hospitals so they could improve
their productivity, improve the gquality of care provided and make
the hospital more convenient to them and their patients.

At hospitals that had started at ASCs, the facilities worked
so well they wanted to expand their practices into patient care
areas that required overnight stays.

We repeatedly heard about the frustrations phy51c1ans had
with community hospitals. Many physicians said they tried to
work with the community hospitals but that decision making toock
too long and did not support their practices. Some physicians
acknowledged that community hospitals had multiple priorities,
which the appreciated but did not want to compete with.

Many community hospital administrators acknowledged they had
been slow to react to the issues raised by their physicians.

Less frequently we heard about phy81c1ans wantlng to generate
more revenue to counter perceived declines in their incomes.

Specialty hospitals created three kinds of opportunities for
physicians. The first is increased throughput. They can treat
more cases in a given amount of time. For investors, most older
facilities pay out annual dividends, frequently in excess of 20
percent. The third is they can capture the facility portion of



payments. .

There was considerable variation in how important governance
versus ownership was to physician involvement. Several physician
investors we spoke with said that ownership had not been key to
their decision and they would have been content to have the
community heospitals address their concerns.

The first order of business in developing a specialty
hospital is to secure a core set of admitters. Usually, at the
hospitals we visited, the key admitters were owners. Physicians
typically sought financing for 70 to 80 percent of the cost of
the hospitals. Banks often wanted to see evidence of physician
commitment in the form of physician investment before loans were
made. Rather than find all of the equity themselves, physicians

often turned to outside investors. Particularly at the start of
facilities, physicians wanted to minimize their risk and outside
investors -- often non-physicians, sometimes a national chain and

sometimes a local hospital were sought. More often the investors
were local business people.

In these cases, physicians made small investments, typically
on the order of $25,000 to $50,000. When owners sell their
shares, for example when they retire from practice, the shares
are generally sold to other physicians. A couple facilities
noted they expected their physician investors to bring at least
some of their volume to the specialty hospital.

The specialty hospitals we visited usually required their
physicians to have privileges at a community hospital. As a
result, physicians could admit certain types of cases to one
hospital and other cases to another. Physicians practicing at
most specialty hospitals accept restrictions on the range of
supplies, stents, implant devices, restrictions physicians told
us they had resisted when they practiced at the community
hospital.

Many of the specialty hospitals we visited did not have
emergency rooms, which increases their control over admissions.
But even having an emergency room didn't mean the hospital was
ready to treat emergencies. At one hospital we visited, it had
to turn on the lights of its emergency room to show us the space.

However, at two of the four heart hospitals we visited had
emergency rooms and were fully staffed day and night. They
accepted cardiac and non-cardiac cases. Another heart hospital
we visited is planning to open an emergency room.

Many physicians practicing at orthopedic and surgical
specialty hospitals acknowledge that they selected patients who
were appropriate for their facility. Some couch selection in
terms of specialization and service offerings. The specialty
hospital didn't have certain services so the physician couldn't
responsibly admit patients who might need them.

Physicians practicing at heart hospitals more frequently
disagreed about patient selection. Some said they admitted
medically complex cases to community hospitals. Others said they
didn't selectively admit cases to one type of hospital or
another.

Data from one heart hospital chain indicated that fewer of
its patients were classified into the highest severity patient



groups compared with community hospitals.

There was a lot of disagreement about transfers. Community
hospitals complained about two types of transfers: cases that
were stabilized and then transferred to the specialty hospital
where physicians had an ownersgship share for the procedure or
surgery. And the second type were cases where the course of care
didn't go well and the case was transferred to a community
hospital. Data from one community hospital showed that one-third
of its transfers from specialty hospitals died.

Specialty hospitals uniformly denied selecting cases based
on payer mix but the specialty hospitals we visited had much
lower Medicaid shares and provided less uncompensated care. One
physician told us the specialty hospital had used the lack of
uninsured patients as a marketing pitch to him.

Some selection may be a function of the referral base of the
physicians. The specialty hospital may take all comers, but
their referring physicians don't.

Service mix. may be another explanation. For example,
hospitals that don't have obstetric services or an ER will have a
different mix of payers.

Turning to the impact of specialty hospitals on community
hospitals, many site visit community hospitals reported large
initial declines in volume associated with specific physicians
who had moved their practices to specialty hospitals but that
overall volume declined only slightly and mostly had recovered.

Surgical and orthopedic specialty hospitals had much more
varying impacts, depending on the size of the community and the
number of other hospitals in it. The replacement volume was
reported tc be less profitable. Most of the hospitals remained
profitable.

In rural markets, volume declines were much more difficult
for the community hospitals to rebuild. It was harder for them
to recruit physicians and it was unclear if the community
hospitals would fully recovered.

But community hospitals told us that rebuilding their volume
was costly. The costs associated with physicians included
signing bonuses, income guarantees and on-call pay, particularly
we heard about for neurosurgecns and less frequently
orthopedists. The costs associated with staff included retention
bonuses for key staff members and cffering raises to staff
working the less desirable shifts.

All hospitals we spoke with talked about the hiring away of
experienced staff, most often nurses but also pharmacists,
radiation technoleogists and nurse anesthetists who were attracted
by the better hours. Replacement nurses at community hospitals
were typically recent graduates with much less experience.

Some community hospitals also added new operating rooms or
new cath labs as inducements for their physicians.

Some community hospital administrators teold us that the
development of a community hospital in their market was like
getting a wake-up call to make improvements. -The community
hospitals we visited responded to the pressure of specialty
hospitals by improving their own performance. We heard numerous
examples that included extending service hours of the operating
reom, improving the operating room scheduling and turnaround
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times, and upgrading their equipment. But community hospitals
told us there were limits to the improvements they could make in
their efficiency given the wider range and more complex mix of
patients that they treat.

Some community hospitals talked about the impact of
specialty hospitals on the market's health care resources. For
example, in Wichita, specialty hospitals had added 13 operating
rooms and 130 beds. In Austin specialty hospitals had added 13
operating rooms and 89 inpatient beds. It was unclear if the
added capacity is meeting unmet need or resulting in induced
demand.

Some community hospital physicians raised concerns that
physician investors were making medical decisions based on
economic considerations, treating marginal cases where
indications were less clear and perhaps performing surgery
instead of pursuing a medical alternative.

Hospital relations with private payers varied widely across
the markets we visited. Some specialty hospitals had been
excluded from some private payer plans but this was unusual.
Lower cost at some specialty hospitals had resulted in lower
private plan payment rates. One payer noted that even though
some of its per-service payments were lower, its total hospital
spending could be increasing due to higher utilization.

We did not hear consistent differences between the quality
of care provided at community and specialty hospitals. Some
thought that because the same physicians practiced at both types
of hospitals, cften using the same protocols, that the technical
quality would be similar. Some physicians practicing at
specialty hospital thought the gquality was higher at specialty
hospitals where the nursing ratios were higher. Lower
complication, infection and mortality rates at some specialty
hospitals could reflect measured and unmeasured differences in
the mix of patients they treat.

Physicians at community hospitals told us that the lack of
diversity in a medical specialties practicing at specialty
hospitals would weaken their peer review.

We heard about three types of retaliatory activities
community hospitals had engaged in. One community hospital had
adopted economic credentialing barring its physicians from
investing in specialty hospitals and others were considering it.
Cne hospital had included non-compete clauses in its contracts
with its physician employees. One community hospital had removed
all investor physicians from its ER rotation for unassigned
cases, thereby taking away volume from them.

In.conclusion, though there were distinct differences across
specialty hospitals, there were common themes. Specialty
hospitals appear to increase physician productivity and present
revenue opportunities for physicians. They represent an
attractive alternative for patients and their families. And they
cften stimulated community hospitals tc make changes that would
make their operations more efficient.

But there were concerns raised. First, there was evidence
of patient selection, both in terms of the complexity and the
payer mix of the patients treated at specialty hospitals. Some
of the transfers raised concerns about the quality of care
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provided by some specialty hospitals.

And finally, it was unclear if the expansion of capacity
would increase service provision and, if it did, whether this
would represent meeting unmet need or inducing demand.

MR. HACKBARTH: Thank you. Very well done.

This is the first of a series of presentations that we will
receive on this issue over.the next couple of months. I thought
it would be helpful for the Commissioners just for Mark to
outline what's to come so you understand where we're going from
here.

DR. MILLER: I may miss a couple, but we've been asked to
think about the payment system issues. And so we are doing work
and will be bringing work to you on trying to look at the
profitability of DRGs.

A way to think about this is many of the same issues that
were just implicated in the site visit we're going to be trying
to look empirically. So the profitability of DRGs, the selection
issues between specialty hospitals and community hospitals, and
whether more lesser severe patients. Trying to quantify more
precisely the impacts on community hospitals.

Also, ideally we would look at differences in the quality of
care but I want to be very tentative on that because our ability
to do that with these small ends is going to be relatively
limited. -

Did I miss any of the big ones?

DR. STENSLAND: Cost differences.

DR. MILLER: Right. I lumped that into the community
hospital impacts and looking across the two different facilities,
relative cost, that type of thing.

DR. STENSLAND: And utilization.

MS. DePARLE: Did you guys look at anything about
readmission from specialty hospitals to community hospitals? Are
there impacts that you would expect to see there?

MS. CARTER: We did not look at that but if it's an area, if
we were to do quality analysis, that would be one of the things
we would look at.

DR. NELSON: A guestion, I presume that they are all Joint
Commission accredited. Either that or else state certified, HCFA
or CMS. That might be one area where some quality data might be
obtained, from the Joint Commission. g

I presume that you are, in terms of volume and utilization,
are you looking at the small area variations and correlating the
presence or absence of specialty hospitals with the wvolume of
services within those areas?

DR. STENSLAND: We're planning to look at larger areas
actually. One of the things we might look at is referral regions
for cardiac care and look at utilization before the introductiocn
of the heart hospitals and then after the introduction of the
heart hospitals, to look at that rate of change in utilization.
And if that rate of change differs from other referral regions
that didn't have the introduction of heart hospitals.

DR. WAKEFIELD: Your definition of rural hospitals, are you
using MSA/non-MSA? And I assume these are all PPS? Even though
the bed sizes are small, they're all PPS? We don't have any CAH
hospitals in this mix, do we? They're all PPS hospitals?



MS. CARTER: That's right.

DR. WAKEFIELD: Your comment about rural community hospital
volumes, the sense that they're more difficult and having greater
difficulty than their urban counterparts to rebuild volume, just
a question thinking about a little bit of the threat potentially
to the financial bottom line of some of the small smaller rural
community hospitals and how that might over time affect access to
services. ;

I know we're talking about a really small end when we're
looking at the subcategory rural specialty hospitals, but can you
tell me whether or not those rural specialty hospitals that
you're looking at generally tend to have emergency rooms or
don't? Do you know? The ones you looked at, the rural category?

M5. CARTER: They tend not to, the specialty hospitals.

DR. WAKEFIELD: Specialty hospitals in rural community tend
not to?

MS. CARTER: Right.

DR. STENSLAND: In terms of ERs, almost all the staff ERs
were at heart hospitals and I think there was only one in our
sample of a non-heart hospital that had a fully staffed ER, where
they would staff it with a physician 24 hours a day. And heart
hospitals are usually in bigger markets because that's
specialized. I mean, you can't have a heart hospital in a real
small town.

DR. CROSSON: As I've thought about this, it seems to me
that we have at least two compelling issues to look at. One of
them is the impact of specialty hospitals, whether they're
physician-owned or not, on the community hospitals. I think the
issue there is that more or less community hospitals are viewed
as a public resource, at least in some communities. 2nd with
respect to the needs of beneficiaries, damaging those would
create a problem of access and potentially a problem of quality.
I guess we're going to get into that issue later.

I think the second issue has to do with the potential for
conflict of interest for owning and referring physicians, so I'd
like to spend a second on that. It struck me that in reading the
material that the advent of physician-owned specialty hospitals,
particularly ones that are good deal smaller than community
hospitals, seems to violate the idea of the whole hospital
exception in the sense that -- you know, I wasn't there at the
time. But my sense of that is that the whole hospital exception
was placed there because it has something that might be called a
principal of dilution.

That is that because the whole hospital takes care of lots
of different kinds of patients and there's all different kinds of
physicians admitting patients there that the likelihood that any
one individual physician in a large general hospital is going to
significantly gain by referral patterns and the impact of those
on the profitability or lack thereof of the hospital is fairly
small.

But that seems to have changed, at least based on the
analysis that we had, where we have hospitals that have a census
of 10, 20 or 30 patients and physicians who own up to 15 percent
of the hospital. It seems like a different set of questions.



So when you think it through and say well, what might be a
solution to this if that's the direction we're going in, one
might be to try to return to some sort of balance that
corresponds to the thinking of the whole hospital exception. At
least as I think that through, it suggests something like
limiting degree of ownership or potential profit that any
individual physician could receive from ownership of one of these
hospitals.

I would be interested in, as we get into this further, is to
see if we could rough that out. And that would be what
percentage of ownership of the average physician specialty
hospital, based on what we know about the profitability of those
hospitals, would have what impact on the annual income of the
average physician? 1 realize that there's a lot of modifiers
there.

And yet, this is not an unknown dilemma in medicine, which
is how to balance the impact of finances on the professional
judgment of physicians and other professionals. I think it's a
human fact that judgment is more likely to be influenced by the
potential to gain $1 million than it is by the potential to gain
$5,000, at least for someone who's already making a substantial
amount of money.

And I just would offer that we might take a look at that.

MR. HACKBARTH: Let me just pick up on your initial framing
of the issue. I think of it coming in three basic parts. One is
their effectiveness on professional judgment of physicians.

A second, as you said, is the impact on community hospitals
and their ability to provide services to the public that may not
be completely funded, adequately funded through other means,
means other than cross-subsidies.

And then the third that I would include is the accuracy of
payment. Is the way that we're paying for patients creating
opportunities for selection of certain types of patients and then
exceptionally large profits on those patients?

Those are the three big issue categories that I see here.

DR. MILSTEIN: I think that our being able to make a strong
recommendation in this area is going to very much hinge on the
quality of the underlying analysis. And I'm also respectful of
the fact that we have limited time to complete that analysis. So
my comments are really directed at some of my thoughts on what
the analysis might, at a minimum, want to include if we' re going
tc have maximum confidence in our recommendation.

I think of there being three major categories of potential
impact of this new life form, one being impact on
appropriateness. We have bases in this country for judging

appropriateness. It's not particularly sensitive but the
American Heart Association and American College of Cardiology
have given us a three-part classification system. I don't know

how feasible it's going to be to see if we can piggyback on
research already underway or otherwise be able to get a sense of
what the distribution is in specialty hospitals serving heart
patients versus community hospitals on the distribution of cases
across the three RAHA ACC categories.

The second area of potential performance impact would be
cost efficiency. That is, assuming that the treatment made sense
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to begin with, are these specialty hospitals more cost efficient,
either using charges per stay or charges per stay -- as Nancy was
inferring -- to some kind of downstream longitudinal notion
analogous '‘to what Jack Wennberg has shown light on.

To the degree possible, it would be great if our cost
efficiency analysis, irrespective of what longitudinal time frame
we use to denominate it, could do everything we can to ensure
that it includes a trued up analysis for cost of teaching,
research -- obviously both efficiently provided as we previously
discussed -- indigent and underinsured care, truing up for that
difference. And alsoc for what we believe to be the cost of the
standby capacity associated with having to accept transfers in
when patients don't do well and need to be handled by community
hospitals.

And then last is this question of patient outcome. Are we
pursuing opportunities to partner with the American College of
Cardiology or the Society for Thoracic Surgeons, both of which
maintain the only really good quality risk adjusted outcomes
database, at least for heart care.

I know that at least some of the specialty hospitals that
I've interacted with do participate in those programs and they do
the best that science can now do for us in terms of a good risk
adjusted comparison of outcomes for two of the primary procedures
being done at least in heart hospitals, being bypass graft and
various PCI procedures.

So we have limited time, limited budget, but I think our
confidence we would have in our recommendation will very much
hinge on the gquality of our analysis.

MR. MULLER: Let me also commend the three of you and the
rest behind you who did all this work. I think it's very well
done and I look forward to the work that Mark indicated is to
come.

Some of my comments really have been anticipated by what Jay
and Glenn and Arnie had said.

But I think the thesis as to why is it in heart? Why is it
orthopedics needs to be tested a little bit more. Why don't we
have a lot of birthing hospitals? Why don't we have
neurosurgical hospitals? One can surmise that perhaps in
neurosurgical cases there just aren't enough to create a
hospital.

Why don't we have breast cancer or prostate cancer
hospitals? My sense is some of it has to do with volume and some
of it has to do with the thesis of where the payment system may
be skewed and therefore we should look at that.

But if you look at societal need, if you did it on the basis
of need, one might think that there are other kinds of specialty
hospitals that come forth if we look at societal need and they
may be more linked to payment system than it is to need.

So I think we need to look at some other specialty areas and
see whether there's something in the payment system and so forth
that doesn't cause them to come forth.

I'm not going to repeat the necessity of getting the outcome
and margin data, which I think is very important in this, so I
look forward to that coming forth.

I do think we have teo, and we've discussed at other times in



other settings how well the DRG recalibration goes on some kind
of bagis. But since at least the number of these hospitals, more
from what your analysis indicates on the orthopedic side than on
the heart side, have a lot of private payers where the charge
system -- which we'll be talking about later -- may have some
effect on the margins.

My sense is that if the charges are higher in certain areas
within a year or two, the DRGs should be recalibrated to take
that into account. But there seems to be something going on that
over the years -- I mean heart hospitals and heart services with
general hospitals have been more profitable than other services
for probably 10 years or 20 years, since 1983 and so forth.

So there's something going on here where recalibration
doesn't work guite as well. I'm not quite sure what it is and
whether, Glemnn and Mark, you want to do that inside this study or
elsewhere. I think it's something we have to keep looking at
because there does seem to be consistency over a period of years
in certain services being more profitable and other services
being less so, even inside the Medicare system let alone inside
the private payment system.

So to sum it up, I think Jay's points about looking at the
effects on the community is something we should look at.
Certainly if there's any way of trying to capture those standby
costs that general hospitals or community hospitals have to
sustain that are not captured in hospitals that don't have ERs -
I mean, you don't want to judge off anecdotes but certainly if
you have to turn the lights on in an ER, then the marginal costs
of running that ER have to be pretty low.

Therefore, the staffing may not -- my guess is there weren't
staff standing there in the dark. So they probably didn't have a
lot of staffing costs in that ER.

So T think looking at those kind, whether there's some kind
of way of capturing what the general standby costs are of these
community hospitals vis-a-vis the specialty hospitals. The drive
toward specialization, not just in specialty hospitals but one
can see it in imaging centers and labs, et cetera, and so forth,
is not going away. And given that is by and large where our
economy develops, there's no reasen to think that even if there's
some changes along the lines that may or may not come out of
Jay's comments in terms of what kind of limitations we put on
these, the drive towards specialization is going to continue.

So thinking about what the advantages are of specialization
vis-a-vis the general role of community or facilities and what
they can do in general for the needs of the public that Medicare
serves, I think is an important thing for us to keep looking at
because, in fact -- once you undermine that general capacity it
takes an awful long time to bring it back.

So the whole sense of what we get out of specialization
versus the costs of it, whether this is the right time to take
that on. But I think that's a theme we have to keep going on,

not just in specialty hospitals. Because at this moment we don't
have whole imaging hospitals. They still tend to be imaging
centers. But based on the werk we did a year two ago, we know
that's one of the biggest proliferating areas within Medicare. I

think we had growth rates about 14 or 15 percent in imaging. So
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one could conceive that three or four or five years down the road
that we have whole imaging hospitals. There's reasons to think
they're not 12 months away but one could see this happening, as
well.

So again, looking at the community hospital costs, vis-&-vis
the specialty hospital costs, loocking at the margin outcome data,
loocking at, looking at the DRG recalibration system I think is
very important tc see why after 20 years we still have some
services continuing to be making more margin.

And then any thinking we have about why there's some
services that are very much needed by communities. Around the
country right now, due to malpractice crises and other issues,
the availability of OB services is being restricted. If there's
a community for OB services, why don't we have birthing hospitals
being created to meet that need?

MR. SMITH: Much of what I wanted to say has been said by
Ralph and Arnie and Jay. So let me just try to dig in on a
couple of those points. .

Glenn, I thought your three-part distinction was right, the
professional judgment/community impact/payment accuracy. I want
to pick up on something Jay said, sort of linking the question of
how this economic arrangement works out to the gquestion of
community impact. It's important to understand that the impact
on community hospitals is going to be the same whether or not the
competing local heart hospital is investor-owned or physician-
owned or some mix. And I suspect that the normal financial
transaction here is investor initiated and who recruit physicians
rather than, as was adjusted in the slides, the other way around.

So as we look at community impacts, I want to make sure that
we look at the impact of specialty hospitals, the kinds of broad
specialization questions that Ralph was raising, not simply the
impact on community hospitals, the ones where physicians are part
of the ownership mix. And concentrate on the physician side on
the impacts on professional judgment.

The standby capacity. we should remember, there are two
pieces of this. In the report from the site visits, Carol told
us both that community hospitals had become more efficient, had
invested more and had improved their general performance, and
that they had also shut down some services. We need to think
about how those things interact.

And 1it's partly a function of just reduced income because
payment is flowing to new competitors. But it's also the
question of whether or not you can then any longer afford to
maintain a services or to keep it open. The community impact
question is a complicated one.

And lastly Jay, I'd be a little concerned about thinking we
can capture how much is corrupting and decide that the dividing
line is 15 percent or 13 percent and that at 16 percent you're
hopelessly underwater, for a couple of reasons. One, because I
think it's very hard tc do that. But second, because these
financial arrangements are very complicated. '

I could have as big a financial stake in my referral pattern
because I owned a resal estate investment trust that invested in a
lot of hospital real estate without ever having an equity stake
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in the actual operating hospital.

So I think it's awfully hard to say this much, both as a
matter of sort of ethical analysis, but also the financial
transactions I think bedevil this in ways that we ought to be
careful not to think that we know more than we do.

MR. DeBUSK: As you know, the hospitals right now are going
through a real increase in the number of uninsured patients
that's showing up at the doors. And going forward, I think if we
can get at some more recent data about the uninsured, that would
be very important to look at in this report.

MR. BERTKO: 1I'd just liked to add a thought about one of
Arnie's comments. Sometimes getting to guality and outcomes data
can be very difficult. I'll point to, I think, the transfer
comment on slide 30 to say maybe some of your analysis on the
costs might be patient-based as opposed to admission or episode
based. If you could link them together, that is if a patient
starts in one facility and transfers to another, what's the
overall average cost in say some of the site visits? I would
hope that that might be a more practical approach in some cases.

MS. RAPHAEL: I was very interested in the concentration of
specialty hospitals in four states, I think it is. I was
wondering if we could learn more about what's happening in the
states?

For example, can you tell us what led to Florida prohibiting
specialty hospitals? And are there any studies that have been
done at the state levels that have kind of informed some of the
decisions whether to allow for licensing or to prohibit it?

MS. CARTER: I would have to get back to you on those. I
know that a number of hospital associations are conducting their
own studies of specialty hospitals, so I can look into that for
you. :
MR. DURENBERGER: First, I'd like to start, too, by
complimenting the staff and not just for the presentation that's
in front of us now, but the work at the retreat where everything
was a little bit more relaxed and getting your consultant in.
That was really, really helpful, Mark, in the way in which we
were able to prepare for the subject, for me and I think for
everybody else, laying the groundwork for this was really great.

Secondly, I want to acknowledge that every once in a while
somebody leaves the policymaking arena who makes a significant
contribution by deing something with looks negative, and that's
John Breaux. I think about all the people that are going to be
missed around that place, as the number of good folks dwindles.
John is probably -- for those of us who had experience with him -
- goling to be missed the most.

He's the guy that contributed the moratorium, which I don't
think he necessarily believes is the ultimate solution to the
problem. But he made everybody stop in their tracks and say this
is really an important issue.

And I want to endorse the comments of all of my colleagues
about not just looking at this as fulfilling a mandate or
something like that. But I think as you pointed out, Mr.
Chairman, this covers a lot of the other work we're doing. And
so I want to endorse your three categories. I think that's the
best way to say it.



In the issue of conflicts of interest and physician judgment
one of the most important judgments -- that's why I like Arnie's
suggestion to work with ATS, working with AAOS, those kinds of
people -- the connection between physician judgment, ownership
and productivity is really very important. And how we define it,
whether you define it as a Permanente, you define it as a Mayo, a
Cleveland, whatever it is, there's something very, very important
to all of us in terms of enhancing the quality of the work, the
quality outcome, in having some kind of an interest, if you
while, measured financially, measured profession and so forth, in
that outcome.

So however we lock at this so-called -- conflict of interest
sounds like a negative connotation. It would be nice to flip it
over and say there's a positive gide to this, as well. And then,
as we deal with the positive side of it, how do we guard against
conflict of interest or something like that?

But there's a whole lot of issues that my colleagues have
commented on that belong in there. But the importance of the
connection between ownership and productivity, I think, is really
critically important.

And then the other two that we've already commented on, that
I simply want to endorse because of their importance, the whole
issue of the pricing distortions. We already know, from our
work, that we're overpaying hospital outpatient compared with
ambulatory surgery centers. We'd love to know why. A lot of
other people would love to know why.

But we're already doing that kind of work. So it seems like
some of that work is incorporated in here. I haven't read Joe's
book yet, but I'm looking forward to reading Joe Newhouse's book
on this whole issue of price distortion because I think we're not
going to solve it in this study but I think it's really
critically important to look at that in the light of the other
things we're doing. And that includes the efficiency analysis
and stuff like that.

And the third one that's really hard to deal with but it
needs toc be referred to is the issue of cross-subsidies because
that's the one that distinguishes one community from the other
and it gets really very difficult, from a public policy
standpoint, to deal with it.

And yet, if we're thinking agbout beneficiaries and we're
thinking about high-quality care and we're thinking about how to
get the best that medicine has to offer to everybody in every
community, we do need to deal with that issue of cross-subsidies,
as you pointed out. And in some way at least point policymakers
to the failures in the current system that deal more
appropriately with issues like uncompensated care and Medicaid
payments and a variety of things like that.

So I basically just want to endorse the comments of my
colleagues and the work of the staff so far.

MR. HACKBARTH: Just to pick up on your first point, it's
difficult not to feel ambivalent about some of these issues. On
the one hand, people are understandably concerned about
compromising professional judgment through inappropriate
financial incentives. But in many instances over the years,
we've talked about the need or the potential for aligning the



incentives of physicians and hospitals to do good things for
patients and improve the efficiency of the system.

So there is little that's black or white. The trick here is
to find an appropriate blend and it's a very interesting problem,
as well as a difficult one.

DR. WOLTER: Just an observation and pick up a little bit on
something that Jay said earlier. I think one of the things that
is happening is there is this blurring on between ASC, specialty
hospital, and whole hospital. And as ASCs add overnight
capacity, as ancillaries of one kind or another are added,
specialty hospitals are of one size or another. Some do several
service lines. Some are primarily one service line. And that
really complicates, I think, this issue.

Which is why I think the core issue around self-referral and
what Stark covers and what it doesn't cover really is one of the
key things that we need to address.

I like Dave's suggestion that maybe there's a way to flip
this and loock at it positively. For example, in the Stark
regulations there are the group practice exceptions where
physician ownership is certainly allowed of some of these
services but there are distinctions about how salaries are
created directly related to the referral to certain service linesg
versus sort of how the organization as a whole performs.

So I think there are some distinctions that we may be able
toc get inte that would help us as we move forward.

DR. SCANLON: I'd just like to make a short comment. I
think that the prior comments have really revealed some of the
complexity of what we're dealing with here. And I think, given
our time frame, the ability to deal with many of them is going to
be constrained. o

Unfortunately, I want to add another issue to the table
which is that the idea that we are talking about hospitals may be
a misnomer in terms of how we characterize this issue because our
hospital, in some respects, is a building concept. It's what
goes on in a particular building. The entities that we'zre
talking about may be something that's owned by a system, owned by
a chain. And I think that totally changes the economics that is
underlying the issue here.

If a community hospital chooses to do its cardiac surgery in
another building that is independently certified, that's
completely different than if an independent entity opens up and
takes patients from that community hospital.

If we think about we're going to change rules with respect
to referrals under Stark, how are we going to think about all of
the permutations that may exist in terms of the kinds of
arrangements that might exist?

Jay's idea of a threshold in terms of ownership, that may be
an interesting avenue to pursue. But then again, when we're
talking about a chain, how the threshold rules would be adapted
to deal with that issue.

Given all of this, I think I comeback, Glenn, to your
characterization and think that you really have hit on the three
big areas. And at a minimum we maybe should be very intent in
focusing on the question of the payment system and what is the
payment system doing here? Is it, as Ralph indicated, failing in



terms of the recalibration effcocrt? And that we need to be
worried about what the consequences of that failure are in terms
of creating incentives for the system to operate in one way or
another. .

I think that may be, at a first step, the most important
piece cof what we do.

MR. SMITH: Glenn, I was struck several times during this
discussion but particularly at Dave's last comment about how
seamlessly we have made a transition from a conversation we've
often had about impact on Medicare beneficiaries to impact on the
entire health care system at a community level. We've asked
ourselves, and we are entering in this one in a significant way,
to what extent should we think about Medicare's role in the
health care system or simply Medicare's ability to provide high-
guality services to its beneficiaries?

We haven't in this discussion, not a single one of us has
confined ourselves to beneficiary or access issues. we've talked
about much broader impacts. I think that's a step forward but it
struck me as an important transition.

DR. CROSSON: Just a couple of last comments con the
physician incentive issue, and I do agree with Dave that probably
characterizing it as incentives or the appropriate balance of
incentives is a better way to put it. Because that's really what
it's about. It's really about trying to get incentives or trying
to influence incentives in such a way that they're balanced,
balanced between quality, professional judgment and the finances,
the complex finances. '

It . is messy. There's no question about it. You're mixing
up law, finance and human motivation. If we can only get rid of
that last part it would be a lot easier, because once you get
that in it is messy.

And T would say again that while that's true, yet other laws
that we have heard summarized earlier have attempted to do that.
So that as the Stark laws were put into place, people tried to
wrestle with these issues and accepted some things and allowed
other things. For example, the whole hospital exception. I
believe that was done because folks locked at the likelihood of
extraordinary incentives and decided that they were not present
and therefore that should be allowed.

So even though that is messy I think nevertheless, to be
responsible, those kinds of judgments need to be made when they
can and when they're appropriate.

The last note is, having said all that, I think we did get a
case presented by the staff that there were other reasons why B
physicians involve themselves in creating these hospitals, some
of which were subsequently addressed by the community hospitals,
others of which were not.

I would just say that while the incentive issue is a real
one, there's a separate issue of physician governance. And as we
work our way through this I think we should, if we can, consider
those things differently because there may be a compelling reason
in these hospitals to have physicians involved in governance in a
major way. And yet, there may be reasons to separate that from
ownership, if that's possible.

DR. REISCHAUER: Just a footnote on that point, and that is



to go back to Ralph's question which has why haven't these
specialty hospitals sprung up in other specialties? Because
certainly it isn't only the cardiologists that are upset with the
management of the community hospital. 2And so I think we get, as
you said, right back to the getting the payments right issue
first. And then see what the ramifications of that are.

Just one comment on the community repercussions and how
complex this is really going to be for us. Everybody is
concerned that proliferation of specialty hospitals could reduce
the social benefits that come from having a community faeility.
But the question we et into immediately is how much do you need
of that?

We're often talking about communities with three full-
service hospitals and the fact that one of them is having a huge
problem because the heart and orthopedic business went somewhere
else can be true for that hospital, but in a sense may not be
true for the community as a whole because we don't know what that
threshold level is of this social benefit that we want to
preserve. And we want to preserve it for the community but also
for the Medicare beneficiaries in everything else that they might
do.

MR. HACKBARTH: I was struck also, Dave, by that seamless
transition. And I think a complete analysis of this issue
requires careful consideration of the community impact of this
development .

On the other hand, there are huge issues in terms of how you
finance those desirable public goods. At one extreme you finance
them through cross-subsidization. You basically protect from
competition. You allow the payment system to be inaccurate and
people to reap large profits here to cross-subsidize social goods
there.

The other end of the continuum is that you promote
competition, especially competition that is quality enhancing and
efficiency improving and then say if we want those public goods
we pay for them directly.

I think one of the intriguing aspects of this issue is that
it forces that discussion out into the center stage.

DR. NELSON: I think we have to recognize also, though, that
the development of heart and orthopedic surgical techniques has
come a long way in the past 10 years. There are people walking
around with their knees done that we wouldn't have thought of
that 10 years ago.

By the same token, the advancement in cardiovascular
surgery, because of new technology and transfer of that
technology, there is obviously an increased need for facilities
to handle that.

You can't say the same thing about gastrectomy because
that's gone the other way. And endoscopic surgery has changed
the face of a lot of abdominal surgery.

So I have no doubt that payment policy is a factor but it's
certainly not the only factor.

MR. HACKBARTH: Any other comments or guestions?

Okay, thank you very much. Good piece of work.
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EXECUTIVE SUMMARY

Health care is a vital service that
daily touches the lives of millions of
Americans at significant and vulnerable
times: birth, illness, and death. In recent
decades, technology, pharmaceuticals, and
know-how have substantially improved how
care 18 delivered and the prospects for
recovery. American markets for innovation
in pharmaceuticals and medical devices are
second to none. The miracles of modern
medicine have become almost
commonplace. At its best, American health
care is the best in the world.

Notwithstanding these extraordinary
achievements, the cost, quality, and
accessibility of American health care have
become major legislative and policy issues.
Substantial increases in the cost of health
care have placed considerable stress on
federal, state, and household budgets, as
well as the employment-based health
insurance system. Health care quality varies
widely, even after controlling for cost,
source of payment, and patient preferences.
Many Americans lack health insurance
coverage at some point during any given
year. The costs of providing uncompensated
care are a substantial burden for many health
care providers, other consumers, and tax
payers.

This Report examines the role of
competition in addressing these challenges.
The proper role of competition in health care
markets has long been debated. For much of
our history, federal and state regulators,
judges, and academic commentators saw
health care as a “special” good to which
normal economic forces did not apply.
Skepticism about the role of competition in
health care continues.

This Report by the Federal Trade
Commission (Commission) and the Antitrust
Division of the Department of Justice
(Division) (together, the Agencies)
represents our response to such skepticism.
In the past few decades, competition has
profoundly altered the institutional and
structural arrangements through which
health care is financed and delivered.
Competition law and policy have played an
important and beneficial role in this
transformation. Imperfections in the health
care system have impeded competition from
reaching its full potential. These
imperfections are discussed in this Report.

The Agencies based this Report on
27 days of Joint Hearings from February
through October, 2003; a Commission-
sponsored workshop in September, 2002;
and independent research. The Hearings
broadly examined the state of the health care
marketplace and the role of competition,
antitrust, and consumer protection in
satisfying the preferences of Americans for
high-quality, cost-effective health care. The
Hearings gathered testimony from
approximately 250 panelists, including
representatives of various provider groups,
insurers, employers, lawyers, patient
advocates, and leading scholars on subjects
ranging from antitrust and economics to
health care quality and informed consent.
The Hearings and Workshop elicited 62
written submissions from interested parties.
Almost 6,000 pages of transcripts of the
Hearings and Workshop and all written
submissions are available on the
Commission website.

The Report addresses two basic

questions. First, what is the current role of
competition in health care, and how can it be
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enhanced to increase consumer
welfare? Second, how has, and
how should, antitrust
enforcement work to protect
existing and potential
competition in health care?

This Executive Summary
outlines the Agencies’ research,
findings, conclusions,
recommendations, and

Physician & Clinical Services 22% §

Figure 1: Total Health Care Spending

Hospital Care 31% |

observations. Subsequent

chapters provide in-depth

discussion and analyses.

Chapter 1 provides an overview

and introduction. Chapter 2

focuses on physicians. Chapters

3 and 4 address hospitals.

Chapters 5 and 6 consider

insurance. Chapter 7 focuses on
pharmaceuticals. Chapter 8 addresses a
range of 1ssues, including certificate of need,
state action, long-term care, international
perspectives, and remedies. We begin with
a review of why health care issues are so
important,

I CURRENT HEALTH CARE
CHALLENGES

A. Health Care Expenditures Are
Once Again Rising Dramatically

Health care spending in the United
States far exceeds that of other countries.
Approximately 14% of gross domestic
product, or $1.6 trillion in 2002, is spent on
health care services in the United States.
Federal, state, and local governments pay for
approximately 45 percent of total U.S.
expenditures on health care; private
insurance and other private spending
account for 40 percent; and consumer out-of

Prescription Drugs 11% ; :

Other spending 36%

pocket spending accounts for the remaining
15 percent.

As Figure 1 reflects, in 2002, 31
percent of the $1.6 trillion spent by
Americans on health care went to inpatient
hospital care; that percentage has declined
substantially over the past twenty years, as
hospitalization rates and lengths of stay have
declined. Physician and clinical services
account for 22 percent, but physicians’
decisions and recommendations affect a far
larger percentage of total expenditures on
health care. Prescription drugs account for
about 11 percent; that percentage has
increased substantially over the past decade.
The remaining 36 percent is split among:
long-term care, administrative, and other
expenditures.

The percentage of gross domestic
product spent on health care rose
substantially during the 1970s and 1980s,



but stabilized during most of the 1990s at
around 13.5 percent. In the last few years,
however, dramatic cost increases have
returned, attributable to both increased use
of and increased prices for health care
services. Inpatient hospital care and
pharmaceuticals are the key drivers of recent
increases in expenditures. These trends are
likely to continue — and even accelerate — as
new technologies are developed and the
percentage of the population that is elderly
increases.

B. Health Care Quality Varies

Quality has multiple attributes.
Many health services researchers and
providers focus on whether the care that is
provided is based on empirical evidence of
efficacy. The Institute of Medicine defines
quality as “the degree to which health
services for individuals and populations
increase the likelihood of desired health
outcomes and are consistent with current
professional knowledge.” The Agency for
Healthcare Research and Quality defines
quality health care as “doing the right thing
at the right time in the right way for the right
person and having the best results possible.”
Some consumers may focus on how long
they must wait for an appointment, and how
they are treated at the provider’s office.
Many health care providers and health
services researchers treat the cost of care
(and the resources of consumers) as
immaterial; for them, you either provide
high quality care to a particular patient or
disease set, or you do not.

From a consumer perspective, health
care quality encompasses several distinct

factors, and the delivery system must
perform well on each if it is to provide high
quality care. These factors include whether
the diagnosis is correct, whether the “right”
treatment is selected (with the “right”
treatment varying, depending on the
underlying diagnosis and patient
preferences), whether the treatment is
performed in a technically competent
manner, whether service quality is adequate,
and whether consumers can access the care
they desire. Information is necessary for
consumers to make decisions regarding their
care, and determine how well the health care
system is meeting their needs.

If we focus strictly on technical
measures, what is known about the quality
of health care in the United States?
Commentators and panelists agree that the
vast majority of patients receive the care
they need, but there is still significant room
for improvement. Commentators and
panelists note that treatment patterns vary
significantly; procedures of known value are
omitted, and treatments that are unnecessary
and inefficacious are performed and tens of
billions of dollars are spent annually on
services whose value is questionable or
non-existent. As one commentator stated,
“quality problems . . . abound in American
medicine. The majority of these problems
are not rare, unpredictable, or inevitable
concomitants of the delivery of complex,
modem health care. Rather, they are
frighteningly common, often predictable,
and frequently preventable.”

' Mark R. Chassin, /s Health Care Ready
Jor Six Sigma Quality?, 76 MILBANK Q. 565, 566
(1998).



L The U.S. Economy Typically Relies
on Market Competition

In the overwhelming majority of
markets, the government does not decide the
prices and quality at which sellers offer
goods and services. Rather, rivals compete
to satisfy consumer demand, and consumers
make decisions about the price and quality
of goods or services they will purchase. A
well-functioning market maximizes
consumer welfare when consumers make
their own consumption decisions based on
good information, clear preferences, and
appropriate incentives.

Vigorous competition, both price and
non-price, can have important benefits in
health care as well. Price competition
generally results in lower prices and, thus,
broader access to health care products and
services. Non-price competition can
promote higher quality and encourage
innovation. More concretely, competition
can result in new and improved drugs,
cheaper generic alternatives to branded
drugs, treatments with less pain and fewer
side effects, and treatments offered in a
manner and location consumers desire.
Vigorous competition can be quite
unpleasant for competitors, however.
Indeed, competition can be ruthless — a
circumstance that can create cognitive
dissonance for providers who prefer to focus
on the necessity for trust and the importance
of compassion in the delivery of health care
services. Yet, the fact that competition
creates winners and losers can inspire health
care providers to do a better job for
consumers. Vigorous competition promotes
the delivery of high quality, cost-effective
health care, and vigorous antitrust
enforcement helps protect competition.

At the same time, competition is not
a panacea for all of the problems with
American health care. Competition cannot
provide its full benefits to consumers
without good information and properly
aligned incentives. Moreover, competition
cannot eliminate the inherent uncertainties in
health care, or the informational
asymmetries among consumers, providers,
and payors. Competition also will not shift
resources to those who do not have them.
The next section identifies some of the
features of health care markets that can limit
the effectiveness of competition.

IL. FEATURES OF HEALTH CARE
MARKETS THAT CAN LIMIT
COMPETITION

A. The Health Care Marketplace is

Extensively Regulated

An extensive regulatory framework,
developed over decades, at both the federal
and state levels of government affects where
and how competition takes place in health
care markets. Much of the regulatory
framework arose haphazardly, with little
consideration of how the pieces fit together,
or how the pieces could exacerbate
anticompetitive tendencies of the overall
structure. Proposals for new regulatory
interventions have often focused solely on
their claimed benefits, instead of considering
their likely costs, where proposals fit into
the larger regulatory framework, and
whether proposals frustrate competition
unnecessarily. Failure to consider such
matters can reinforce existing regulatory
imperfections and reward incumbent
interests. Indeed, in health care, some
commentators see competition as a problem
to be tamed with top-down prescriptive



regulations, instead of an opportunity to
improve quality, efficiency, and enhance
consumer welfare.

As a significant purchaser in most
health care markets, the government uses
regulations to influence the price and quality
of the services for which it pays. The
government’s actions as both purchaser and
regulator have profound effects on the rest
of the health care financing and delivery
markets as well. Price regulation, even if
indirect, can distort provider responses to
consumer demand and restrict consurner
access to health care services. Regulatory
rules also can reduce the rewards from
innovation and sometimes create perverse
incentives, rewarding inefficient conduct
and poor results. Restrictions on entry and
extensive regulation of other aspects of
provider behavior and organizational form
can bar new entrants and hinder the
development of new forms of competition.
The scope and depth of regulation is also not
universal; providers offering competing
services are routinely subject to widely
varying regulatory regimes and payment
schedules.

B. Third-Party Payment Can Distort
Incentives

Health insurance shifts and pools the
risks associated with ill health. By
providing greater predictability, health
insurance protects the ill and their families
from financial catastrophe. Nonetheless,
third-party payment of health-related
expenses can distort incentives and have
unintended consequences.

Consumer Incentives. Insured
consumers are insulated from most of the
costs of their decisions on health care
treatments. The result is that insured
consumers have limited incentive to balance
costs and benefits and search for lower cost
health care with the level of quality that they
prefer. A lack of good information also
hampers consumers’ ability to evaluate the
quality of the health care they receive.

Provider Incentives. Panelists and
commentators agreed that providers have a
strong ethical obligation to deliver high
quality care. The health care financing
system, however, generally does not directly
reward or punish health care providers based
on their performance. When this fact is
coupled with the consumer incentives
outlined above, the result is that providers
who deliver higher quality care are generally
not directly rewarded for their superior
performance; providers who deliver lower
quality care are generally not directly
punished for their poorer performance and,
worse still, may even be rewarded with
higher payments than providers who deliver
higher quality care.

Payor Incentives. Insurers generally
offer coverage terms tied to professionally
dictated standards of care, restricting the
range of choices and trade-offs that
consumers may desire. Insurers aggregate
consumer preferences, but there can be
incentive mismatches because insurers
generally bear the costs but do not capture
the full benefits of coverage decisions and
because insurance contracts have a defined
term (usually annually) that is generally
shorter than the period of interest to the
consumer.



C. Information Problems Can Limit
the Effectiveness of Competition

The Lack of Reliable and Accurate
Information about Price and Quality. The
public has access to better information about
the price and quality of automobiles than it
does about most health care services. It is
difficult to get good information about the

price and quality of health care goods and
* services, although numerous states and
private entities are experimenting with a
range of “report cards” and other strategies
for disseminating information to consumers.
Without good information, consumers have
more difficulty identifying and obtaining the
goods and services they desire.

The Asymmetry of Information
between Providers and Consumers. Most
consumers have limited information about
their illness and their treatment options.
Consumers with chronic illnesses have more
opportunity and incentive to gather such
information, but there is still a fundamental
informational asymmetry between providers
and patients. There is also considerable
uncertainty about the optimal course of
treatment for many illnesses, given diverse
patient preferences and the state of scientific
knowledge.

Consumer Uncertainty about
Reliability of Health Care Information.
Uncertainty increases transaction costs,
fraud, and deception dramatically. Although
the Internet can provide access to
information about health care, it also
enhances the risks of fraud and deception
regarding “snake oil” and miracle cures.

Information Technology. Health care
does not employ information technology

extensively or effectively. Prescriptions and
physician orders are frequently hand-written.
Records are often maintained in hard copy
and scattered among multiple locations.

Few providers use e-mail to communicate
with consumers. Public and private entities
have worked to develop and introduce
electronic medical records and computerized
physician order entry, but commentators and
panelists agreed that much remains to be
done.

D, Cost, Quality, and Access: The
Iron Triangle of Trade-offs

Health policy analysts commonly
refer to an “iron triangle” of health care.?
The three vertices of the triangle are the
cost, quality, and accessibility of care. The
“iron triangle” means that, in equilibrium,
increasing the performance of the health care
system along any one of these dimensions
can compromise one or both of the other
dimensions, regardless of the amount that is
spent on health care.

Such tradeoffs are not always
required, of course. For example, tying
payments to health care providers to the
quality of services provided could improve

- providers’ incentives to contain costs and

improve quality. Better quality also could
be achieved at less cost by reducing
unnecessary services and managing
consumers with chronic conditions more
cost-effectively. Competition has an
important role to play in accomplishing
these objectives.

2 WILLIAM L. KIssICK, MEDICINE’S
DILEMMAS: INFINITE NEEDS VERSUS FINITE
RESOURCES (1994).



Nonetheless, trade-offs among cost,
quality, and access can be necessary. Those
trade-offs must be made at multiple levels
by multiple parties. Some consumers may
prefer a “nothing but the best” package of
medical care, but others are willing to trade-
off certain attributes of quality for lower
cost, or trade-off one attribute of quality for
another. For example, some consumers will
be more willing than others to travel in
exchange for lower prices, while others may
be more willing to travel in exchange for
higher quality care. Good information about
the costs and consequences of each of these
choices is important for competition to be
effective.

E. Societal Attitudes Regarding
Medical Care

For most products, consumers’
resources constrain their demand.
Consumers and the general public do not
generally expect vendors to provide services
to those who cannot pay for them. Few
would require grocery stores to provide free
food to the hungry or landlords to provide
free shelter to the homeless. By contrast,
many members of the public and many
health care providers view health care as a
“special” good, not subject to normal market
forces, with significant obligational norms to
provide necessary care without regard to
ability to pay. Similarly, many perceive
risk-based premiums for health insurance to
be inconsistent with obligational norms and
fundamental faimess, because those with the
highest anticipated medical bills will pay the
highest premiums. A range of regulatory
interventions reflect these norms.

F. Agency Relationships

A large majority of consumers
purchase health care through multiple agents
— their employers, the plans or insurers
chosen by their employers, and providers
who guide patient choice through referrals
and selection of treatments. This
multiplicity of agents is a major source of
problems in the market for health care
services. Agents often do not have adequate
information about the preferences of those
they represent or sufficient incentive to serve
those interests.

IIl. HOW THE HEALTH CARE
MARKETPLACE CURRENTLY
OPERATES

Competitive pressures for cost
containment have spurred the development
of new forms of health care financing and
delivery. Government payors have adopted
new forms of payments for health care
providers to slow health care inflation.
Private payors have adopted systems, such
as managed care and preferred provider
organizations, to encourage or require
consumers to choose relatively lower-cost
health care. Physicians have tried new types
of joint ventures and consolidation, and
hospitals have consolidated through merger
and the creation of multi-hospital networks.
These new organizational forms offer the
potential for reducing costs and increasing
provider bargaining power. More recently,
strategies for improving the quality of health
care have gained attention. Health care
markets remain in flux.,
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A. How Consumers Pay for Health
Care

Most Americans pay for health care
through health insurance. Most Americans
under the age of 65 obtain health insurance
through their employer or the employer of a
family member. Some Americans under the
age of 65 obtain coverage through a
government program or purchase an
individual insurance policy. Americans
aged 65 and over are almost always covered
by Medicare. In 2002, the Census Bureau
estimated that approximately 85 percent of
the total U.S. population had health
insurance coverage.

1. Publicly Funded Progrhms

Medicare. Medicare provides
coverage for approximately 40 million
elderly and disabled Americans. Medicare
Part A covers most Americans over 65, and
provides hospital insurance coverage.
Although Medicare Part B is optional,
almost all eligible parties enroll, given
substantial federal subsidies to the program.
Medicare Part B provides supplementary
medical coverage for, among other things,
doctors’ visits and diagnostic tests. Many
Medicare beneficiaries also purchase
Medicare Supplemental Insurance
(Medigap) policies or have coverage from a
former employer. Medigap policies are
federally regulated and must include
specified core benefits.

In 1997, Congress enacted Medicare
+ Choice (M+C). M+C encouraged
Medicare beneficiaries to join privately
operated managed care plans, which often
offer greater benefits (e.g., prescription drug
coverage) in exchange for accepting limits

on choice of providers. In 2003, Congress
renamed M+C Medicare Advantage, and
enacted prescription drug benefits for
Medicare beneficiaries.

Medicaid. Medicaid provides
coverage for approximately 50 million
Americans. Although the federal
government sets eligibility and service
parameters for the Medicaid program, the
states specify the services they will offer and
the eligibility requirements for enrollees.
Medicaid programs generally cover young
children and pregnant women whose family
income is at or below 133 percent of the
federal poverty level, as well as many low-
income adults. Most states have most of
their Medicaid population in some form of
managed care. Medicaid pays for a majority
of long term care in the United States.

Payments to Health Care Providers:
Past and Present. Prior to 1983, Medicare,
as well as most other insurers, reimbursed
providers under a “fee-for-service” (FFS)
system based on the costs of the number and
type of services performed. Despite some
restraints on how much a provider could
claim as its costs, the result was to reward
volume and discourage efficiency.
Commentators argued that the combination
of FFS payment, health insurance, and
consumers’ imperfect information about
health care created incentives for providers
to provide, and consumers to consume,
greater health care resources than would be
the case in competitive markets. In addition,
FFS payment dampened the potential for
effective price competition, because FFS
guaranteed reimbursement for claimed
charges. Thus, providers lacked incentives
to lower prices.

W
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Hospitals and Ancillary Services. In
response to increasing health care '
expenditures, Congress directed the Center
for Medicare and Medicaid Services (CMS)
to adopt the inpatient prospective payment
system (IPPS) as a means to create a more
competitive, market-like environment for
hospital reimbursement by Medicare. The
IPPS took effect in 1983. The diagnosis-
related group (DRG) for the diagnosis at
discharge determines the amount that the
hospital is paid. Each DRG has a payment
weight assigned to it, which reflects the
average cost of treating patients in that
DRG. Hospitals receive this predetermined
amount regardless of the actual cost of care,
although adjustments are made for
extraordinarily high-cost cases (“outlier
payments”), teaching hospitals, and hospitals
that serve a disproportionate number of low-
income patients.

Similarly, Congress directed CMS to
change its payment system for hospital-
based outpatient care provided to Medicare
beneficiaries. On August 1, 2000, the
payment system changed from a cost-based
system to the outpatient prospective
payment system (OPPS), under which CMS
reimburses hospitals based on one of about
750 ambulatory payment classifications
(APCs) in which an episode of care falls.
Each APC has a general weight based on the
median cost of providing the service.

Congress also directed CMS to adopt
prospective payment systems for skilled
nursing facilities and home health care
services, and those systems are currently in
effect. As of 2007, Medicare is scheduled to
begin a competitive bidding system to
determine which providers will offer durable
medical equipment to Medicare

beneficiaries.

Both the IPPS and the OPPS have
constrained expenditures more effectively
than the cost-based systems they replaced.
With the introduction of IPPS, the increase
in hospital expenditures slowed, and average
length of hospital stay declined. The
adoption of prospective payment for home
health care services also had an immediate
impact on the number of beneficiaries that
received services and the average number of
visits.

Any administered pricing system
inevitably has difficulty in replicating the
price that would prevail in a competitive
market. Not surprisingly, one unintended
consequence of the CMS administered
pricing systems has been to make some
hospital services extraordinarily lucrative
and others unprofitable. As a result, some
services are more available (and others less
available) than they would be in a
competitive market.

Physicians. Medicare pays for
physician services using the resource-based
relative value scale (RBRVS), a system for
calculating a physician fee schedule. CMS
calculates the fee schedule on the basis of
the cost of physician labor, practice
overheads and materials, and liability
insurance, as adjusted for geographic and
yearly differences.

2. Employment-Based Insurance

Employers offer insurance to their
employees and retirees through various
sources, including commercial insurance
companies, employers’ self-funded plans, or

~ various combinations of the two. Employers



that offer health insurance through
commercial insurers usually negotiate on
behalf of their employees for a package of
benefits at a specified monthly premium per
person or per family. Some employers
choose to self-fund (self-insure) by
assuming 100 percent of the risk of expenses
from their employees’ health care coverage.
Some employers create self-insured plans,
but contract with commercial insurance
companies to act as a third-party
administrator for claims processing, for
access to a provider network, or to obtain
stop-loss coverage. The applicability of
federal and state laws and regulations varies,
depending on the source of health care
coverage an employer makes available to
employees and retirees.

Not all employers offer health
coverage, and some employers offer
coverage only to full-time employees. In
some sectors of the economy, employment-
based health insurance is less common. The
larger the employer, the more likely it is to
offer health insurance. Premiums and
coverage vary widely. The number of
people with employment-based insurance
fluctuated throughout the 1990s but has
currently stabilized at approximately 61
percent of the U.S. population.

The federal government subsidizes
employment-based health insurance through
the tax code. Employer contributions for
health insurance coverage are deductible to
employers, but are not considered taxable
income to employees and retirees. The
result is that employees can obtain health
care coverage through their employer with
pre-tax dollars. Although it is common
parlance to speak of “employer
contributions” to the cost of health care
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coverage, employees and retirees ultimately
bear these costs in the form of lower salaries
and benefits.

Payments to Providers. In some
instances, private payors have copied the
payment strategies of the Medicare program
or have used Medicare payments as a
reference price for negotiation with
providers. For example, some payors
negotiate either a specified discount or a
specified premium relative to the payment
the Medicare program would make for a
specific episode of hospitalization or
service. To be sure, many payors do not rely
on these strategies, and instead structure
their own payment arrangements with
providers, including discounted per diem
payments to hospitals and negotiated
discounts off charges for other providers.

3. Individual Insurance

In 1999, approximately 16 million
working-age adults and children —almost 7
percent of the population under 65 —
obtained health insurance coverage through
individually issued, non-group policies.
Commentators suggest that this small
market share is due, in part, to the tax
subsidies provided for employment-based
coverage. Individual insurance policies are
generally more expensive and less
comprehensive than group policies.

4. The Uninsured

Approximately 15 percent of the
population, or 44 millions Americans,
lacked health insurance at some point during
2002. A study by the Congressional Budget
Office found that 45 percent of the
uninsured were without coverage for four



months or less, and that only 16 percent of
the uninsured (or approximately 6.9 million
Americans) remained so for more than two
years. The uninsured are more likely to be
younger and less likely to have a regular
source of care, less likely to use preventive
services, and more likely to delay seeking
treatment. Studies indicate a variety of
adverse health consequences are associated
with being uninsured.

Medical treatment for the uninsured
is often more expensive than care of the
insured, because the uninsured are more
likely to delay treatment and receive care in
an emergency room. Hospitals typically bill
the uninsured full price for the services they
received, instead of the discounted prices
that hospitals offer insured patients pursuant
to negotiated contracts with their insurers.
The uninsured bear some of the costs of
treatments themselves and often cannot fully
pay for the care they receive. The burden of
providing this uncompensated care varies
significantly among providers and regions.
For example, the burden of uncompensated
care is greater in the South and West, where
a higher percentage of the population is
uninsured, than in the rest of the United
States. The costs of uncompensated
treatments for the uninsured are either paid
by taxpayers, absorbed by providers, or
passed on to the insured.

B. How Consumers Receive Health
Care: The Rise and Decline of
Managed Care

Burgeoning health care expenditures
in the 1960s and 1970s led to numerous
proposals to provide better incentives to
contain costs. Some commentators argued
that organizations that agreed to meet the
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health care needs of a consumer at a set
price for a set period of time offered a
solution to this problem, Such prepaid
group practices existed in some parts of the
United States beginning in the early part of
the 20" century, but Congress took a
significant step in this direction with passage
of the Health Maintenance Organizations
Act of 1973 (HMO Act). The HMO Act
provided start-up funds to encourage the
development of HMOs, overrode State anti-
HMO laws, and required large firms to offer
an HMO choice to their employees. These
forces set the stage for the development of
managed care organizations (MCOs).
Managed care means different things to
different people, and it has meant different
things at different times. There is general
agreement, however, that MCOs integrate
the financing and delivery of health care
services, albeit to varying degrees. In global
terms, managed care offers a more restricted
choice of (and access to) providers and
treatments in exchange for lower premiums,
deductibles, and co-payments than
traditional indemnity insurance.

MCOs historically relied on three
strategies to control costs and enhance
quality of care. One is selective contracting
with providers that must meet certain criteria
to be included in the MCO’s provider
network. Selective contracting can intensify
price competition and allow MCOs to
negotiate volume discounts and choose
providers based on a range of discounts.
When MCOs and other insurers have a
credible threat to exclude providers from
their networks and send patients elsewhere,
providers have a powerful incentive to bid
aggressively to be included in the network.
Without such credible threats, providers
have less incentive to bid aggressively, and



even MCOs with large market shares may
have less ability to obtain lower prices.

Another strategy is to use incentives
that shift some of the financial risk to
providers. Capitation, for example, pays
providers a fixed amount for each of the
patients for whom they agree to provide
care, regardless of whether those patients
seek care or the costs of their care exceeds
the fixed amount. Some physician groups
participating in capitation arrangements
underestimated these risks and went
bankrupt, and providers have become
increasingly reluctant to accept the risks of
capitation in recent years. Direct financial
incentives for providers in the form of
bonuses (or withholding a percentage of
payment) based on meeting clinical or
financial targets remain fairly prevalent,
with considerable variation in their details.

A third strategy is utilization review
of proposed treatments and hospitalizations.
This strategy involves an appraisal of the
appropriateness and medical necessity of the
proposed treatment. Many MCOs and other
insurers use utilization review in a variety of
forms.

In recent years, many MCOs have
adopted a fourth strategy: increased cost-
sharing. Cost sharing creates direct financial
incentives for consumers — through varying
co-payments and deductibles — to receive
care from particular providers or in
particular locations.

By the late 1990s, managed care had
grown so unpopular that commentators
began to refer to a “managed care backlash.”
Providers complained that their clinical
judgments were second-guessed; consumers
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complained that managed care was
restricting choices, limiting access to
necessary medical care, and lowering
quality. These concerns resulted in a
number of federal and state legislative and
regulatory initiatives, as well as private
litigation against MCOs.

- Commentators report a substantial
gap between consumer and provider
perceptions, on the one hand, and managed
care’s actual impact, on the other. They
point to surveys and studies showing that
consumers are generally satisfied with their
own MCOs, that MCOs do not provide
poorer quality care than FFS medicine, and
that “managed care horror stories” are often
exaggerated or highly unrepresentative.

In recent years, more restrictive
forms of managed care have been eclipsed
by offerings with more choice and
flexibility. These offerings include point-of-
service (POS) plans, which allow patients to
select a primary care gatekeeper, yet use out-
of-plan physicians for some services.
Preferred provider organizations (PPOs) are
similar to POS programs, but generally do
not require a coordinating primary care
physician. Instead, PPOs have a panel of
“preferred providers” who agree to accept
discounted fees. Some physicians who wish
to avoid managed care entirely have begun
“concierge practices,” where they provide
personalized care, including house calls, to
patients willing and able to pay out of pocket
for health care costs.

Public and private payors are also
experimenting with payment for
performance (P4P) initiatives.
Commentators and panelists generally
agreed that P4P should be more widely
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employed in health care. Many payors have
yet to adopt P4P programs, and some
providers have resisted such programs. The
development of P4P programs will require
better measurement of, and information
about, health care quality.

IV. HEALTH CARE PROVIDERS:
NEW DELIVERY SYSTEMS,
NEW FORMS OF
ORGANIZATION, AND
COMPETITIVE PRESSURES

A. Physicians

Spending on physician services
accounts for approximately 22 percent of the
$1.6 trillion spent annually on health care
services. Total spending on physician
services increased at an average annual rate
of 12 percent from 1970-1993, and at 4 to 7
percent a year since then. In response to
increased competitive pressures from MCOs
and other payors to lower their prices, some
physicians have attempted to respond
procompetitively, while others have engaged
in anticompetitive conduct.

Multiprovider Network Joint
Ventures. Historically, physicians were
predominantly solo practitioners, but many
physicians implemented network joint
ventures in response to managed care. The
1980s saw the emergence of two types of
joint ventures with physician members
(Independent Practice Associations (IPAs)
and Physician Hospital Organizations
(PHOs)). In general, IPAs are networks of
independent physicians that, among other
things, may contract with MCOs and
employers. PHOs are joint ventures
between a hospital (or more than one
hospital) and physicians who generally have
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admitting privileges there; hospital and
physician members sometimes contract
jointly through the PHO with MCOs to
provide care to a population of patients.

IPAs and PHOs are often integrated
to varying degrees financially (sharing
financial risk) or clinically (using various
strategies to improve the quality of care they
provide) or both. Such joint ventures may
provide various cost savings, such as
reduced contracting costs, and clinical
efficiencies, such as better monitoring and
management of patients with chronic
illnesses. IPAs and PHOs can also represent
attempts by providers to increase their
bargaining leverage with insurers. Some
contend that the primary advantage for
physicians and hospitals in forming a PHO
is that the member hospital(s) and
physicians present a united front for
bargaining with payors. In recent years, the
use of IPAs and PHOs has decreased, as
MCOs and providers have abandoned
capitation arrangements.

One antitrust issue that physician
joint ventures confront with respect to their
contracting practices is how to avoid
summary condemnation under the antitrust
laws. The Health Care Statements outline
the key factors the Agencies will consider in
determining whether to apply the per se rule
or more elaborate rule of reason analysis to
particular conduct.’ These factors include
the degree of integration that the venture
achieves to obtain efficiencies and the extent
to which joint pricing is reasonably

* DEP’T OF JUSTICE & FEDERAL TRADE
COMM’N, STATEMENTS OF ANTITRUST ENFORCEMENT
PoLricY IN HEALTH CARE (1996), available at hitp://
www.ftc.gov/reports/hlth3s.pdf.
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necessary to achieve those efficiencies.

The “Messenger Model.”
Arrangements to allow networks of
providers to contract with payors, while
avoiding any agreement on price among the
providers, sometimes use a “messenger” to
facilitate contracting. The payor usually
submits a proposed fee schedule to an agent
or third party, who transmits this offer to the
network physicians. Each physician decides
unilaterally whether to accept the fee
schedule, and the agent transmits those
decisions to the payor. Providers may also
individually give the messenger information
about the prices or other contract terms that
the provider will accept, and the messenger
aggregates this information and markets it to
payors. Health Care Statement 9 describes
how to avoid antitrust problems when using
a messenger model, and provider networks
have used the model successfully.
Nonetheless, physician networks using so-
called “messengers” to orchestrate or
participate in price-fixing agreements have
resulted in considerable antitrust
enforcement activity in recent years.

Physician Collective Bargaining.
Some physicians have lobbied heavily for an
antitrust exemption to allow independent
physicians to bargain collectively. They
argue that payors have market power, and
that collective bargaining will enable
physicians to exercise countervailing market
power. The Agencies have consistently
opposed these exemptions, because they are
likely to harm consumers by increasing costs
without improving quality of care. The
Congressional Budget Office estimated that
proposed federal legislation to exempt
physicians from antitrust scrutiny would
increase expenditures on private health
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insurance by 2.6 percent and increase direct
federal spending on health care programs
such as Medicaid by $11.3 billion.

Licensing Regulation and Market
Entry. State licensing boards composed
primarily of physicians determine, apply,
and enforce the requirements for physicians
to practice within a particular state. Various
state licensing boards have taken steps to
restrict allied health professionals and
telemedicine. Some states have limited or
no reciprocity for licensing physicians and
allied health professionals already licensed
by another state. The Report discusses the
anticompetitive potential of such
restrictions, as well as their rationales.

B. Hospitals

As with physicians, some hospitals
have responded to competitive pressures by
finding ways to lower costs, improve
quality, and compete more efficiently. Some
commentators contend, however, that a
number of hospital networks are exercising
market power to demand price increases
from payors, and seeking to forestall entry
by new competitors, such as single-specialty
hospitals.

Hospital Networks. Over the past 20
years, many hospitals have merged or
consolidated into multi-hospital networks or
systems. Although the Agencies had
considerable early success in challenging
certain hospital mergers, the Agencies and
state enforcers have lost all seven hospital
merger cases they have litigated since 1994.
Courts in these cases typically disagreed
with the Agencies on how to measure
relevant antitrust markets, how to assess the
prospects for entry to remedy any



anticompetitive effects, how to determine
the magnitude of any likely efficiencies, and
the relevance of the hospital’s nonprofit
status. The Commission has undertaken a
retrospective study to evaluate the market
results in several consummated mergers, and
one case is currently pending in
administrative litigation.

Initially, national systems acquired
hospitals throughout the United States, but
recent acquisitions have been more
localized. Some believe that hospital
consolidation generally has promoted the
development of efficiencies and instilled life
back into failing hospitals. They point to the
savings from consolidated operations that
hospital networks may make possible.
Others believe that a primary result of
consolidation has been to create hospital
market power, thus allowing hospitals to
increase their prices. Hospitals claim that
rising prices result not from market power,
but from a multitude of pressures they
confront, such as shortages of nurses and
other personnel, rising liability premiums,
the costs of improved technology, and the
obligations of indigent care.

Most studies of the relationship
between competition and hospital prices
have found that high hospital concentration
is associated with increased prices,
regardless of whether the hospitals are for-
profit or nonprofit. Some studies have
found that merged hospitals experienced
smaller price and cost increases than those
that have not merged, except in highly
concentrated markets, where the pattern was
reversed. Another study found that some
systems’ acquisition of hospitals did not
produce efficiencies, because of a failure to
combine operations. Some have pointed out
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that studies typically do not differentiate
among transactions that occur within local
markets and those that occur across markets,
such as national system acquisitions;
different types of consolidations might
reflect very different hospital strategies and
could have different efficiency effects.

Entry: Specialty Hospitals.
Specialty hospitals provide care for a
specific specialty (e.g., cardiac) or type of
patient (e.g., children). Newer single-
specialty hospitals (SSHs) tend to specialize
in cardiac or orthopedic surgery, and
participating physicians often have an
ownership interest in the facility, for reasons
described infra. Some contend that SSHs
have achieved better outcomes through
increased volume, better disease
management, and better clinical standards.

Others disagree, suggesting that
physician-investors send healthier, lower
risk patients to their SSH and sicker patients
to a general hospital to enable the SSH to
produce service less expensively yet still be
reimbursed at the same rates as the general
hospital. These commentators fear that
SSHs will siphon off the most profitable
procedures and patients, leaving general
hospitals with less money to cross subsidize
socially valuable, but less profitable care.

Some general hospitals facing
competition from SSHs have removed the
admitting privileges of physicians involved
with the SSH or otherwise acted to limit
physician access to the general hospital;
other general hospitals have established their
own single-specialty wing to prevent
physicians from shifting their patients to a
new entrant. Some commentators state that
general hospitals have used certificate of



need (CON) laws to restrict entry by SSHs.
There are relatively few SSHs, and the vast
majority are in states without CON
programs. Debate about SSHs continues. A
recently imposed Congressional moratorium
on physician referrals to SSHs in which they
have an ownership interest and two
Congressionally mandated studies on SSHs
and general hospitals will likely affect the
future of SSHs.

Entry: Ambulatory Surgery Centers.
Ambulatory surgery centers (ASCs) perform
surgical procedures on patients who do not
require an overnight stay in the hospital.
Technological advances in surgery and
anesthetic agents have made it possible for
ASCs to perform a wide range of surgical
procedures. Medicare reimbursement has
had a profound effect on the number of
ASCs and the amount and types of surgery
performed in them.

Commentators express divergent
views on ASCs, with some focusing on
likely benefits to consumers including
greater convenience, and others expressing
concems about ASCs similar to those
regarding SSHs. Hospital reactions to deter
ASC entry and restrict competition have
been similar to those for SSHs.

Government Purchasing of Hospital
Services. Government-administered pricing
by CMS inadvertently can distort market
competition. For example, CMS never
decided as a matter of policy to provide
greater profits for cardiac surgery than many
other types of service, but the IPPS tends to
do so. This pricing distortion creates a
direct economic incentive for specialized
cardiac hospitals to enter the market; such
entry reflects areas that government pricing
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makes most profitable, which may or may
not reflect consumers’ needs and
preferences. When the government is the
sole or primary payor for a service, such as
kidney dialysis or vaccines, paying too much
wastes resources, while paying too little
reduces output and capacity, lowers quality,
and diminishes incentives for innovation.

Although CMS can set prices, its
ability directly to encourage price and non-
price competition is limited. With few
exceptions, CMS cannot force providers to
compete for CMS’s business or reward
suppliers that reduce costs or enhance
quality with substantially increased volume
or higher payments. CMS has limited ability
to contract selectively with providers or use
competitive bidding. Even straightforward
purchasing initiatives, such as competitive
bidding for durable medical equipment
(DME), have generated considerable
resistance, despite the success of a pilot
project for DME competitive bidding that
resulted in savings of 17 to 22 percent with
no significant adverse effects on
beneficiaries. Worse still, CMS’s payment
systems do not reward providers who deliver
higher quality care or punish providers who
deliver lower quality care. As the Medicare
Payment Advisory Commission reported,
the Medicare payment system is “largely
neutral or negative towards quality . ... At
times providers are paid even more when
quality is worse, such as when complications
occur as the result of error.”™

* MEDICARE PAYMENT ADVISORY
COMMITTEE, REPORT TO CONGRESS: VARIATION AND
INNOVATION IN MEDICARE 108 (2003), available at
http://www.medpac.gov/publications/congressional r
eports/June03_Entire_Report.pdf.



CMS has worked to enhance quality
through public reporting initiatives. For
example, since CMS began public reporting
of quality information on dialysis care in
1996, the number of patients receiving
inadequate dialysis or experiencing anemia
has declined substantially. Since 2002,
CMS publicly reports on the quality of care
provided in nursing homes and by home
health agencies. Recently, CMS joined with
hospitals and the Quality Improvement
Organizations in Maryland, New York, and
Arizona to design pilot tests for publicly
reporting hospital performance measures.
The Medicare Prescription Drug,
Improvement and Modernization Act of
2003 creates modest financial incentives for
hospitals to report such information.

Examples of other government
initiatives include New York State, which
began to publicize provider-specific
outcomes for cardiac surgery in 1989. By
1992, one study found risk-adjusted
mortality had dropped 41 percent statewide,
giving New York the lowest risk-adjusted
mortality rate for cardiac surgery in the
nation. Studies show the mortality rate has
continued to fall. Pennsylvania reportedly
experienced similar improvements when it
began collecting and publishing risk-
adjusted report cards.

Some have criticized these findings
on methodological and policy grounds. For
example, critics suggest that some of the
improvement in mortality rates in New York
resulted from the migration of high-risk
patients to other states for surgery, and that
data collection and risk adjustment methods
were flawed. A general criticism of such
“report cards” is that they discourage
providers from treating higher risk patients.
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More research is required to determine the
best methods for measuring and reporting on
hospital quality.

Private Purchasing of Hospital
Services. In recent years, contracting
between hospitals and private payors has
sometimes been controversial and
contentious. Some contend that many
hospital systems include at least one “must-
have” hospital in each of the geographic
markets in which they compete. A “must-
have” hospital is one that health care plans
believe they must offer to their beneficiaries
to attract employers to the plan. Payors
complain that hospital systems insist on
including all or none of the hospitals in a
system in the payor’s coverage plan.
Consumer pressure for open networks has
made it more difficult for payors to exclude
an entire hospital system, and the presence
of a “must-have” hospital in the network
also increases a hospital’s bargaining power.
Although some commentators believe that
particular hospitals and hospital systems
have the upper hand in bargaining in some
markets, bargaining advantage varies
substantially within and among different
markets.

In a few markets, certain payors have
experimented with “tiering” hospitals, which
results in different consumer co-payments
depending on the hospital. Hospital tiers
may be established based on a variety of
criteria. Tiering usually does not apply to
emergency care and may depend on where
routine and specialty services are offered.
Tiering allows a payor to maintain a broad
network and include a “must-have” hospital,
yet still create incentives for consumers to
use lower cost hospitals. Hospitals usually
resist tiering, in some cases negotiating



contracts that prohibit tiering. Hospitals
express concern that low-cost facilities will
be mislabeled as low quality and high-cost
facilities as inefficient, and that tiering might
force poorer consumers to use only low-cost
hospitals.

Private-sector efforts are underway
to provide more information about quality.
A number of private initiatives seek to make
quality-related information available to
employers, health plans, and consumers.
The Health Plan Employer Data and
Information Set (HEDIS), developed by the
National Committee for Quality Assurance
to assess health plans, uses more than 50
measures of provider and plan performance
in areas such as patient satisfaction,
childhood immunization, and
mammography screening rates.

Hospital Purchasing. Some
hospitals have joined group purchasing
organizations (GPOs) to consolidate their
purchases and achieve volume and other
discounts. GPOs have the potential to assist
hospitals in lowering costs. There have been
complaints about certain GPO practices.
The Agencies investigate GPO practices that
appear to merit antitrust scrutiny. The
market-share safety zones contained in
Health Care Statement 7 do not constrain
Agency enforcement in cases involving
anticompetitive contracting practices.

Consumer Price and Quality
Sensitivity: The Need for Better
Information. Tiering represents an attempt
to force consumers to bear some of the
increased price associated with receiving
care at a more expensive hospital. Medical
savings accounts, which combine a high-
deductible insurance policy with a tax
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advantaged fund for paying a portion of
uncovered costs, are intended to accomplish
the same goal for most health care
purchasing decisions. For such strategies to
work, however, consumers will need reliable
and understandable information about the
prices and quality of the services among
which they must choose.

At present, most insured consumers
are “rationally ignorant” of the price of
medical services they receive, because
insurance largely insulates them from the
financial implications of their treatment.
Even if consumers were interested in the
price of their care, they would find it very
difficult to obtain the information. The
pricing of health care services is complicated
and frequently obscure. Thus, proposals to
increase consumer price sensitivity must
develop strategies to increase the
transparency of pricing.

An analogous finding emerges for
quality measures. Although consumers
typically express interest in report cards,
they often do not use such information to
select health plans and providers. If the
information is usable, consumers will select
treatments that accord with their preferences.
Publicly available report cards can motivate
providers to address quality deficiencies,
even when it does not appear that many
consumers rely on that information. Not all
consumers must be well-informed for the
market to deliver an efficient level of

quality.

Pricing: Bulk Purchasing, Price
Discrimination, Cost-Shifting, and Cross-
Subsidies. Understanding health care
pricing requires an understanding of four
terms: bulk purchasing, price



discrimination, cost shifting, and cross
subsidies. The terms have distinct
meanings, although there is some overlap
between cost shifting and cross subsidies.
Bulk purchasing occurs when large
organizations receive purchasing discounts
because of the volume of their purchases.
Price discrimination involves charging
different consumers different prices for the
same services, based on differential demand.
Cost shifting refers to raising the price
charged to one group of consumers as a
result of lowering the price to other
consumers. Cross subsidizing is the practice
of charging profit maximizing prices above
marginal costs to some payors or for some
services and using the surpluses to subsidize
other payors or other clinical services.

Some panelists stated that cost-
shifting is common in the medical
marketplace, but most commentators and
panelists disagreed, and stated that bulk
purchasing discounts and price
discrimination explain observable pricing
patterns. Panelists and commentators
agreed, however, that there are a range of
subsidies and cross-subsidies in the medical
marketplace. For example, providers lose
money by treating the uninsured, but make
money by treating the well insured. Any
administered pricing system has difficulty
replicating competitive prices. Thus, not
surprisingly, under Medicare’s administered
pricing system, some services are much
more profitable than others.

Congress has also created direct
subsidies for certain hospitals. CMS pays
more to teaching hospitals (approximately
$5.9 billion in 1999) and to hospitals that
provide a disproportionate share of care to
the poor (approximately $5 billion per year).
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The existence of subsidies and cross-
subsidies complicates any plan to give
consumers better price information and
increase their price sensitivity. Cross-
subsidies can distort relative prices and
makes access to care contingent on matters
such as the number of uninsured that seek
care, the wealth of the community, and the
degree of competitiveness of the market for
medical services.

C. Pharmaceuticals

Competition between Brand-Name
and Generic Drug Manufacturers. The
availability of patent protection creates
innovation incentives for brand-name
pharmaceutical companies by excluding
others from making, using, or selling a
claimed invention for a specified period of
time. This protection helps ensure revenues
to pharmaceutical firms that they can use for
more research. Patent law also requires the
disclosure of information about the patented
invention that otherwise would remain a
trade secret and thus encourages competition
to design around brand-name patents.

In 1984, Congress passed the
Hatch-Waxman Act, which has encouraged
competition from lower-priced generic
drugs. Hatch-Waxman has shaped
substantially the legal environment
governing Food and Drug Administration
approval of generic drug products, and
established a framework to balance
incentives for continued innovation by
brand-name firms with entry by generic drug
firms.

The Commission has pursued several
enforcement actions to remedy actions by
particular firms to game certain Hatch-



Waxman provisions and deny consumers the
benefits of generic competition that
Congress intended. The Commission also
issued a study in July, 2002 that addresses
strategies among drug companies to affect
the timing of generic drug entry prior to
patent expiration. Congress has adopted the
two major recommendations proposed in
this study to preclude certain abuses of
Hatch-Waxman.

Current Policy Debates. Concern
about pharmaceutical prices in the United
States has received much attention, and
discussion continues about how best to
address this issue. Certain policy choices
currently under debate might lead to
problems similar to those that this Report
identifies in other health care sectors. For
example, price regulation to lower
prescription drug prices could lead to
problems with administered pricing similar
to those described above. Government
purchasing that reflects monopsony power
would likely reduce output and innovation.

PBMs. The use of pharmacy benefit
managers (PBMs) as intermediaries between
pharmaceutical managers and payors has
raised questions whether PBMs increase the
costs of pharmacy benefits. Pursuant to
Congressional direction, the Commission is
examining one aspect of these concerns:
whether costs are higher if a payor uses a
mail-order pharmacy integrated with a PBM
rather than retail pharmacies or non-
integrated mail-order pharmacies. This
study is due in June, 2005. To date,
empirical evidence suggests that PBMs have
saved costs for payors. :

Direct-to-Consumer Advertising.
Some suggest that direct-to-consumer
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advertising has increased prices for
consumers or caused them to consume
inappropriate prescription drugs. The
available evidence does not support these
allegations. Indeed, competition can help
address these information problems by
giving market participants an incentive to
deliver truthful and accurate information to
consumers. Nobel Laureate George Stigler
once observed that advertising is “an
immensely powerful instrument for the
elimination of ignorance.”™ Studies by the
FTC’s Bureau of Economics have confirmed
that advertising provides a powerful tool to
communicate information about health and
wellness to consumers — and the information
can change people’s behavior. Thus, good
information is a necessary building block

~ both for consumer empowerment and

enhanced health.

V. RECOMMENDATIONS TO
IMPROVE COMPETITION IN
HEALTH CARE MARKETS

Competition has affected health care
markets substantially over the past three
decades. New forms of organization have
developed in response to pressures for lower
costs, and new strategies for lowering costs
and enhancing quality have emerged.
Nonetheless, competition remains less
effective than possible in most health care
markets, because the prerequisites for fully
competitive markets are not fully satisfied.
This list of recommendations focuses on
how to encourage the development of
prerequisites to competition such as good
information about price and quality. The
Agencies recognize that the work remaining

> George I. Stigler, The Economics of
Information, 69 J. PoL. Econ. 213, 220 (1961).



to be done is complex and difficult and will
take time. A renewed focus on the
prerequisites for effective competition,
however, may assist policymakers in
identifying and prioritizing tasks for the near
future.

Recommendation 1:

Private payors, governments, and
providers should continue
experiments to improve incentives
for providers to lower costs and
enhance quality and for consumers
to seek lower prices and better

quality.

a) Private payors, governments, and
" providers should improve measures
of price and quality.

As noted above, health care pricing
can be obscure and complex. Increased
transparency in pricing is needed to
implement strategies that encourage
providers to Jower costs and consumers to
evaluate prices. Achievement of this goal
will likely require addressing the issue of
cross-subsidization, which encourages
providers to use pricing that does not reveal
the degree to which the well-insured may be
subsidizing the indigent, and more profitable
services may be subsidizing less well-
compensated care.

A great deal of work already has
been done on measuring quality. Quality
measures exist for a considerable number of
conditions and treatments. The Agencies
encourage further work in this area. The
Agencies suggest that particular attention be
paid to the criticism that report cards and
other performance measures discourage
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providers from treating sicker patients. If it
is not addressed, this criticism could
undermine the perceived validity and
reliability of information about quality.

b) Private payors, governments, and
providers should furnish more
information on prices and quality to
consumers in ways that they find
useful and relevant, and continue to
experiment with financing
structures that will give consumers
Zreater incentives to use such
information.

Information must be reliable and
understandable if consumers are to use it in
selecting health plans and providers.
Research to date indicates that many
consumers have not used the price and
quality information they have received to
make decisions about health plans and
providers. Additional research into the types
of price and quality information that
consumers would use for those decisions
appears to be necessary. Further
experiments with varying co-payments and
deductibles based on price- and quality-
related factors such as the “tier” of service
that consumers choose can help give
consumers greater responsibility for their
choices. Such responsibility will also likely
increase consumer incentives to use
available information on price and quality.

c) Private payors, governments, and
providers should experiment further
with payment methods for aligning
providers’ incentives with '
consumers’ interests in lower
prices, quality improvements, and
innovation.



Payment methods that give
incentives for providers to lower costs,
improve quality, and innovate could be
powerful forces for improving competition
in health care markets. Although payors
have experimented with some payment
methods that provide incentives to lower
costs, no payment method has yet emerged
that more fully aligns providers’ incentives
with the interests of consumers in lower
prices, quality improvements, and
innovation. At present, for example, most
payments to providers have no connection
with the quality of care provided.

A focus on the degree to which
providers’ incentives are compatible with
consumers’ interests is important.
Compatible incentives and interests are more
likely to yield better results; incompatible
incentives and interests are more likely to
have unintended consequences that can lead
to worse results. Initiatives that address the
use of payment methods to align providers’
incentives with consumers’ interests are
necessary. These experiments should be
carefully analyzed to evaluate their
consequences, both intended and
unintended.

Recommendation 2:

States should decrease barriers to
entry into provider markets.

a) States with Certificate of Need
programs should reconsider
whether these programs best serve
their citizens’ health care needs.

The Agencies believe that, on
balance, CON programs are not successful
in containing health care costs, and that they
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pose serious anticompetitive risks that
usually outweigh their purported economic
benefits. Market incumbents can too easily
use CON procedures to forestall competitors
from entering an incumbent’s market. As
noted earlier, the vast majority of single-
specialty hospitals — a new form of
competition that may benefit consumers —
have opened in states that do not have CON
programs. Indeed, there is considerable
evidence that CON programs can actually
increase prices by fostering anticompetitive
barriers to entry. Other means of cost
control appear to be more effective and pose
less significant competitive concerns.

b) States should consider adopting
the recommendation of the Institute
of Medicine to broaden the
membership of state licensure
boards.

State licensing boards are
disproportionately composed of licensed
providers, although some states require
broader representation. Many state licensing
boards have taken steps, such as restricting
allied health professionals (AHPs) from
independent practice and direct access to
consumers, that significantly reduce certain
forms of competition. State licensure boards
with broader membership, including
representatives of the general public, and
individuals with expertise in health
administration, economics, consumer affairs
education, and health services research,
could be less likely to limit competition by
AHPs and new business forms for the
delivery of health care, and are less likely to
engage in conduct that unreasonably
increases prices or lowers access to health
care.

3
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¢) States should consider
implementing uniform licensing
standards or reciprocity compacts to
reduce barriers to telemedicine and
competition from out-of-state
providers who wish to move in-state.

When used properly, telemedicine
has considerable promise as a mechanism to
broaden access, lower costs, and improve
health care quality. When used improperly,
telemedicine has the potential to lower
health care quality and to increase the
incidence of consumer fraud. To foster
telemedicine’s likely pro-competitive
benefits and to deter its potential to harm
consumers, states should consider
implementing uniform licensure standards or
reciprocity compacts. Uniform licensure
standards and reciprocity compacts could
operate both to protect consumers and to
reduce barriers to telemedicine. State
regulators and legislators should explicitly
consider the pro-competitive benefits of
telemedicine before restricting it. Similar
considerations apply to the potential for
licensure to restrict competition from out-of-
state providers who wish to move in-state.

Recommendation 3:

Governments should reexamine
the role of subsidies in health care
markets in light of their
inefficiencies and potential to
distort competition.

Health care markets have numerous
cross-subsidies and indirect subsidies.
Competitive markets compete away the
higher prices and supra-competitive profits
necessary to sustain such subsidies. Such
competition holds both the promise of
consumer benefits and the threat of
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undermining an implicit policy of
subsidizing certain consumers and types of
care.

Competition cannot provide
resources to those who lack them; it does not
work well when certain facilities are
expected to use higher profits in certain
areas to cross-subsidize uncompensated
care. In general, it is more efficient to
provide subsidies directly to those who
should receive them, rather than to obscure
cross subsidies and indirect subsidies in
transactions that are not transparent.
Governments should consider whether
current subsidies best serve their citizens’
health care needs.

Recommendation 4:

Governments should not enact
legislation to permit independent
physicians to bargain collectively.

Physician collective bargaining will
harm consumers financially and is unlikely
to result in quality improvements. There are
numerous ways in which independent
physicians can work together to improve
quality without violating the antitrust laws.

Recommendation 5:

States should consider the
potential costs and benefits of
regulating pharmacy benefit
manager transparency.

In general, vigorous competition in
the marketplace for PBMs is more likely to
arrive at an optimal level of transparency
than regulation of those terms. Just as
competitive forces encourage PBMs to offer
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their best price and service combination to
health plan sponsors to gain access to
subscribers, competition should also
encourage disclosure of the information
health plan sponsors require to decide with
which PBM to contract. To the extent the
Commission’s Congressionally mandated
study of PBMs provides relevant
information to the issue of PBM
transparency, it will be discussed in the
Commission’s study report.

Recommendation 6:

Governments should reconsider
whether current mandates best
serve their citizens’ health care
needs. When deciding whether to
mandate particular benefits,
governments should consider that
such mandates are likely to reduce
competition, restrict consumer
choice, raise the cost of health
insurance, and increase the
number of uninsured Americans.

State and federal governments

mandate numerous health insurance benefits.

Proponents argue that mandates can correct
msurance market failures, and that the
required inclusion of some benefits in all
health insurance plans can be welfare
enhancing. Opponents argue that the case
for many mandates is anecdotal, and that
mandates raise premium costs, leading
employers to opt out of providing health
insurance and insured individuals to drop
their coverage. Opponents also note that
providers of the mandated benefit are
usually the most vigorous proponents of
such legislation, making it more likely that
the mandated benefits may constitute
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“provider protection” and not “consumer
protection.” The Commission has submitted
numerous competition advocacy letters on
this issue in the last fifteen years, focusing
on any willing provider and freedom of
choice provisions.

For mandates to improve the
efficiency of the health insurance market,
state and federal legislators must be able to
identify services the insurance market is not
currently covering for which consumers are
willing to pay the marginal costs. This task
is challenging under the best of
circumstances — and benefits are not
mandated under the best of circumstances.
In practice, mandates are likely to limit
consumer choice, eliminate product
diversity, raise the cost of health insurance,
and increase the number of uninsured
Americans.

State and federal policy makers
should consider ways of evaluating these
risks in their decision making processes and
reconsider whether current mandates best
serve their citizens’ health care needs.

VI. AGENCY PERSPECTIVES ON
ISSUES IN ANTITRUST
ENFORCEMENT IN HEALTH
CARE

The Agencies have been active for
nearly 30 years in health care markets,
challenging anticompetitive conduct and
providing guidance to consumers and
industry participants. This section outlines
the Agencies’ perspective on several issues
in antitrust enforcement in health care
markets.
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A. Perspective on Physician-Related
Issues

Physician Joint Ventures and Multi-
provider Networks. Health Care Statement
8 provides that “physician network joint
ventures . . . will not be viewed as per se
illegal, if the physicians’ integration through
the network is likely to produce significant
efficiencies that benefit consumers, and any
price agreements (or other agreements that
would otherwise be per se illegal) by the
network physicians are reasonably necessary
to achieve those efficiencies.” Health Care
Statement 8 further notes that financial risk-
sharing and clinical integration may involve
sufficient integration to demonstrate that the
venture is likely to produce significant
efficiencies.

1** Observation:

Payment for performance
arrangements among a group of
physicians may constitute a form
of financial risk-sharing.

In determining whether a physician
network joint venture is sufficiently
financially integrated to avoid per se
condemnation, the Agencies will consider
the extent to which a particular payment for
performance (P4P) arrangement constitutes
the sharing of substantial financial risk
among a group of physicians, and the
relationship between the physicians’ pricing
agreement and the P4P program.

2™ Observation:

The Agencies do not suggest
particular structures with which to

achieve clinical integration that
justifies a rule of reason analysis of
joint pricing, but the analysis of
whether a physician network joint
venture is clinically integrated may
be aided in some circumstances by
asking questions like those
outlined in Chapter 2.

Attempts to achieve clinical
integration were discussed at length at the
Hearings. Panelists described a wide variety
of factors as possibly relevant to evaluating
clinical integration. Panelists and
commentators asked the Agencies to define
the criteria that the Agencies will consider
sufficient to demonstrate that a particular
venture is clinically integrated. The
Agencies do not suggest particular structures
with which to achieve clinical integration
that justifies a rule of reason analysis of joint
pricing, because of the risk that it would
channel market behavior, instead of
encouraging market participants to develop
structures responsive to their particular goals
and the market conditions they face. As an
aid to analysis, Chapter 2 of the Report
includes a broad outline of some of the kinds
of questions that the Agencies are likely to
ask when analyzing whether a physician
network joint venture is clinically integrated.

B. Perspective on Hospital-Related
Issues

Hospital Mergers. The Agencies
will continue carefully to evaluate proposed
hospital mergers and to challenge those with
likely anticompetitive effects. Certain issues
addressed in hospital merger cases are
discussed below.



3" Observation:

Research on hospital product
markets is encouraged.

In most cases, the Agencies have
analyzed hospital product markets as a broad
group of acute, inpatient medical conditions
where the patient must remain in a health
care facility for at least 24 hours for
treatment, recovery or observation. The
Agencies continue to examine whether
smaller markets exist within the traditional
cluster product market definition or other
product market adjustments might be
warranted, and encourage research on these
matters. For example:

* The percentage of total health care
spending devoted to outpatient care
is growing. The Agencies encourage
research on whether services
provided in outpatient settings may
constitute additional relevant product
markets, and if so, whether those
services might be adversely affected
by a hospital merger.

* Inrecent years, single-specialty
hospitals have emerged in numerous
locations. The Agencies encourage
further research into the competitive
significance of SSHs, including
whether payors can discipline
general acute care hospitals by
shifting a larger percentage of
patients to SSHs.

e The Agencies encourage additional
research to validate or refute the
analytical techniques for defining
product markets suggested by
various commentators and panelists.
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4™ Observation:

Hospital geographic markets
should be defined properly.

The definition of hospital geographic
markets has proven controversial. In
connection with this Report, the Agencies
undertook a substantial analysis of how best
to determine the contours of the relevant
geographic market in which hospitals
operate, consistent with the process
described in the 1992 Horizontal Merger
Guidelines (Merger Guidelines). The
Agencies’ conclusions are:

a) The “hypothetical monopolist” test
of the Merger Guidelines should be
used to define geographic markets in
hospital merger cases. To date, the
Agencies’ experience and research
indicate that the Elzinga-Hogarty test
is not valid or reliable in defining
geographic markets in hospital
merger cases. The limitations and
difficulties of conducting a proper
critical loss analysis should be fully
considered if this method is used to
define a hospital geographic market.

b) The types of evidence used in all
merger cases — such as strategic
planning documents of the merging
parties and customer testimony and
documents — should be used by
Courts to help delineate relevant
geographic markets in hospital
merger cases. Evidence regarding
the willingness of consumers to
travel and physicians to steer
consumers to less expensive
alternatives should also be
considered by Courts.



c) The Agencies encourage additional
research to validate or refute the
analytical techniques for defining
geographic markets suggested by
various commentators and Hearings
participants.

5% Observation:

Hospital merger analysis should
not be affected by institutional
status.

The best available evidence shows
that the pricing behavior of nonprofits when
they achieve market power does not
systematically differ from that of for-profits.
The nonprofit status of a hospital should not
be considered in determining whether a
proposed hospital merger violates the
antitrust laws.

6™ Observation:

The resolution of hospital merger
challenges through community
commitments should be generally
disfavored.

The Agencies do not accept
community commitments as a resolution to
likely anticompetitive effects from a hospital

(or any other) merger. The Agencies believe

community commitments are an ineffective,
short-term regulatory approach to what is
ultimately a problem of competition.
Nevertheless, the Agencies realize that in
some circumstances, State Attorneys
General may agree to community
commitments in light of the resource and
other constraints they face.
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C. General Issues
7" Observation:

The safety zone provision of
Health Care Statement 7 does not
protect anticompetitive
contracting practices of group
purchasing organizations.

Health Care Statement 7 and its
safety zone aim to address monopsony and
oligopoly concerns with the formation of a
GPO. This statement does not address all
potential issues that GPOs may raise. The
Agencies believe amending the statement to
address some, but not all potential issues, is
likely to be counterproductive. Health Care
Statement 7 does not preclude Agency action
challenging anticompetitive contracting
practices that may occur in connection with
GPOs. The Agencies will examine, on a
case-by-case basis, the facts of any alleged
anticompetitive contracting practice to
determine whether it violates the antitrust
laws.

8 Observation:

Countervailing power should not
be considered an effective response
to disparities in bargaining power
between payors and providers.

Although there appear to be
disparities in bargaining power between
some payors and some providers, the
available evidence does not indicate that
there is a monopsony power problem in
most health care markets. Even if it were
assumed that providers confront monopsony
health plans, the Agencies do not believe
that allowing providers to exercise
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countervailing power is likely to serve
consumers’ interests.

9" Observation:

Private parties should not engage
in anticompetitive conduct in
responding to marketplace
developments.

The permissibility of unilateral and
collective provider conduct in response to
marketplace developments (including P4P,
tiering, SSHs, and ASCs) is raised in several
different settings in the Report. Generally
speaking, antitrust law permits unilateral
responses to competition. If there is specific
evidence of anticompetitive conduct by
individual providers or provider collusion in
response to marketplace developments, the
Agencies will aggressively pursue those
activities.

10'® Observation:

The state action and Noerr-
Pennington doctrines should be
interpreted in light of the
principles that justified those
doctrines in the first place.

The state action and Noerr
Pennington doctrines curb competition law
to promote important values such as
federalism and the right to petition the
govermnment for redress. Inappropriately
broad interpretations of these doctrines can
chill or limit competition in health care
markets. It is important to recognize both
the genuine interests these doctrines serve as
well as the anticompetitive consequences
that result from an overly expansive
interpretation of their scope.
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11" Observation:

Remedies must resolve the
anticompetitive harm, restore
competition, and prevent future
anticompetitive conduct.

Remedies are a critical issue in
implementing an effective competition
policy. Optimal enforcement must steer
between over-deterrence and under-
deterrence. Over-deterrence may occur if
conduct that is not, in fact, anticompetitive
is challenged, or if excessive sanctions are
imposed on anticompetitive conduct.
Under-deterrence may occur if
anticompetitive conduct is not identified and
addressed, or if inadequate remedies are
imposed in response to such conduct. The
Agencies must avoid both of these extremes
to effect optimal deterrence, while
recognizing that bringing cases helps create
a “compliance norm.”

The Agencies view all
anticompetitive conduct as serious, and will
seek appropriate sanctions. In general, much
more stringent measures are necessary
against those who violate the antitrust laws
repeatedly or flagrantly and those who
facilitate anticompetitive conduct by
multiple parties. The Division will also
pursue criminal sanctions in appropriate
cases. Disgorgement and/or dissolution will
be sought in appropriate cases.

VIII. CONCLUSION

The fundamental premise of the
American free-market system is that
consumer welfare is maximized by open
competition and consumer sovereignty —
even when complex products and services



such as health care are involved. The
Agencies play an important role in
safeguarding the free-market system from
anticompetitive conduct, by bringing
enforcement actions against parties who
violate the antitrust and consumer protection
laws. To be sure, in some instances
compelling state interests may trump or limit
free-market competition. The Agencies play
an important role here as well, by making
policy makers aware of the costs of
impediments to competition, and by
advocating for competitive market solutions.

The Agencies do not have a
pre-existing preference for any particular
model for the financing and delivery of
health care. Such matters are best left to the
impersonal workings of the marketplace.
‘What the Agencies do have is a commitment
to vigorous competition on both price and
non-price parameters, in health care and in
the rest of the economy. Much remains to
be accomplished to ensure that the market
for health care goods and services operates
to serve the interests of consumers. This
Report identifies concrete steps to improve
competition in the health care marketplace,
and improve the application of competition
law to health care.
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CITIZENS HEALTH CARE ASSOCIATION

COMMENTS IN OPPOSITION OF KANSAS SENATE BILL 235

Ricardo E. Fontg
Vincent & Fontg LL.C
2600 Grand, Suite 870

Kansas City, Missouri 64108

Introduction
Opposition to S.B. 235 - A CON Law in Disguise
Double Standards — Perception vs. Reality

(a) Excess Capacity. When traditional hospitals complaint about duplication,
about too many providers, or excess capacity, they are actually expressing their contempt
for competition. In the absence of sustained competition, a provider has little incentive to

offer the highest quality service at the lowest price. Who decides the correct number of
beds?

(b) Name Calling.

(i) Specialty hospitals are now referred to as “niche” or “limited
service” providers. Hospitals refer to themselves as “community hospitals”

(i)  Physicians who invest in specialty hospitals are called “cherry
pickers” or “profiteers” — what should we call investors and managers of for-profit
hospitals?

(c) Self-Referral. Hospitals are now referring to the laws under which
specialty hospitals were built as “loopholes” which allow physicians to profit at the
expense of patients. What about employed physicians? =~ Who has taken Hippocratic
oath?

(d) Patient Choice. The words that you do not hear from hospitals are “patient
choice”.

(e) Hidden Truth. Under the smokescreen of duplication, excess capacity,
cherry picking and profiteering, lies the truth of the general hospitals’ concern: Who will
control the new facilities? Who will control the delivery of healthcare services?
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> Reasons for Development of Specialty Hospitals
(a) Greater control over patient care delivery
(b) Greater control over health care environment and productivity
(c) Better quality with specialization and volume
(d) Greater control over management decisions
(e) Additional source of income
| 4 Fundamental Questions

(a) How do general hospitals plan to use their tax-exempt margins (profits)?
For additional services to the indigent? For programs to enhance the quality services to
all patients in the community?

(b)  Will profits be used for better technology? Or for buying and controlling
more physicians and physician practices? Or for eliminating competition and reducing
patient choice? Or for funding massive legislative efforts to stamp out competition
through prohibitions on any facilities that compete with traditional hospitals?

(c) By eliminating competition through the acquisition of physician practices,
or by blocking new, competitive inpatient services, hospitals undermine the primary
system of checks and balances in health care — patient choice. When patient choice
vanishes, control shifts from patients to committees of business executives and general
hospital administrators who claim to have community health as their primary interest
while, at the same time, often demonstrate contempt for competition.

| 2 Conclusions

Proponents of the moratorium on specialty hospital development are willing to sacrifice
cost-effective improvements through innovation; investment in new technologies; quality
services; and, patient choice and convenience which, as the technology of healthcare advances,
offer a true and valid opportunity to provide cost-effective quality healthcare.

The ideal healthcare delivery system seeks value by considering all-important
components: access, quality, beneficial outcomes, the appropriate cost benefit relationship, as
well as patient choice.

Oligopoly and monopoly impede the pursuit of the value ideal in the U.S. healthcare
delivery system.



MEMORANDUM

TO: CHAIRMAN WAGLE AND MEMBERS OF THE HEALTH CARE STRATEGIES COMMITTEE
FROM: CITIZENS HEALTH CARE ASSOCIATION
SUBJECT: KANSAS SPECIALTY HOSPITAL MORATORIUM (S.B. 235) CONFLICTS WITH
MEDICARE/MEDICAID LAWS
DATE: FEBRUARY 25, 2005
BACKGROUND

A proposed Kansas Specialty Hospital Moratorium, Senate Bill 235, was introduced in the
Kansas Legislature on February 9, 2005. Generally, Senate Bill 235 imposes a moratorium on the
construction of specialty hospitals within the State of Kansas. This memorandum responds to your
request for preliminary research and discussion regarding the potential conflicts with Medicare and
Medicaid guidelines (and related federal program funds available to the State of Kansas under said
programs).  Said conflicts may arise in that a state moratorium may conflict with and effectively
extend the scope and time of the federal specialty hospital moratorium imposed by the Medicare

Prescription Drug Improvement and Modernization Act of 2003 (“MMA”).

FEDERAL SPECTATTY HOSPITAL MORATORIUM

Under Secton 1877 of the Social Security Act (42 U.S.C. §1395nn), a physician cannot refer a
Medicare patient for certain designated health care services (“DHS”) to an entity with which the
physician (or an immediate family member of the physician) has a financial relationship unless an
exception applies. Section 1877 also prohibits the DHS entity from submitting claims to Medicare,
the beneficiary, or any other entity for DHS that are furnished as a result of a prohibited referral.
The statute, however, enumerates various exceptions, including an exception for physician ownership
in hospitals (herein referred to as the “whole hospital exception”) that allows physicians to refer

Medicare patients to a hospital in which they have ownership or investment interests, as long as the



physicians are authorized to perform services at the hospital and their ownership or investment

interests are in the whole hospital and not a subdivision of the hospital.

Section 507 of the MMA added an additional criterion for the whole hospital exception,
specifying that for the 18-month period beginning on December 8, 2003 and ending on June 8, 2005
(the “federal moratorium”), physician ownership and investment interests in “specialty hospitals”
would not qualify for the whole hospital exception. In other wortds, for this 18-month period only, 2
physician may not refer a patient to a hospital in which he or she has an ownership or investment

interest if the hospital is a “specialty hospital”.

For purposes of the MMA, a “specialty hospital” is defined as a hospital that is “primarily or
exclusively engaged in the care and treatment of one of the following: (a) patients with a cardiac
condition; (b) patients with an orthopedic condition; (c) patients receiving a surgical procedure; or (d)
patients receiving any other specialized category of services designated by the Centers for Medicare &
Medicaid Services (“CMS”). Certain specialized hospitals, however, were expressly excluded from
the definition of “specialty hospital” (including psychiatric hospitals, rehabilitation hospitals,
children’s hospitals, long-term care hospitals, certain cancer hospitals, and existing specialty hospitals

that satisfy the grandfathering provisions in Section 507 of the MMA).
ERAMING THE ISSUE

Senate Bill 235, proposed February 9, 2005, in the Kansas Legislature, attempts to establish a
state law moratorium on the construction of specialty hospitals within the State of Kansas. Concern
has been rased regarding policy and federal preemption conflicts between the federal specialty
hospital moratortum and any Kansas state moratorium that is inconsistent in eithet scope or time
with the federal moratorium. Particularly in the event that Congress allows the federal moratorium
to expire (a possible outcome, in our opinion, in light of the findings of the Medicare Payment

Advisory Commission ("MedPAC”) study regarding benefits of specialty hospitals), conflict will
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almost certainly arise between any Kansas moratorium that would deny licensing or limit
retmbursement to Kansas hospitals that are otherwise fully Medicare certified under federal law.
Thus, a Kansas specialty hospital moratorium that varies in any respect (scope, time, application,
enforcement, etc,) from the federal specialty hospital moratorium will clearly contravene federal
public policy by interfering with established federal statutes and policies allowing provider
reimbursement for Medicare services. Of even greater concern may be the similar effects of these

conflicts on provider and State access to federal Medicaid funds, as explained in the following

section.

MEDICATD / MEDICARE PREEMPTION

Tide XIX of the Social Security Act, also known as Medicaid, is a federal-state matching
enutlement program which provides medical assistance for certain individuals and families with low
incomes and resources. Within broad national Medicaid guidelines imposed by the federal
government, each state (2) establishes eligibility standards for participating beneficiaries; (b)
determines the type, amount, duration and scope of setvices; () sets the rate of payment for services;,
and (d) administers its own program. The federal government also shares in the states’ expenditures
for administration of the Medicaid program. Most administrative costs are matched at fifty percent
(50%) for all states, but, depending on the complexities and the need for incentives for a particular
service, higher matching rates are authorized for certain functions and activities. Federal Medicaid
payments to states have no set limit; rather, the federal government matches the state payments for
mandatory services plus the optional services that the individual states decide to provide for eligible
recipients. However, these matching funds are only available if the state is in compliance with the
broad national guidelines imposed by the federal government as a condition to state participation in

the Medicaid program.
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Specialty hospitals typically provide inpatient and outpatient hospital services which are among
the mandatory services that states must provide to Medicaid beneficiaries. In addition, to be eligible
for federal Medicaid funds, states are required to provide Medicaid coverage for groups which
mclude certain Medicare beneficiaries who have low income and limited resources (sometimes
known as “dual eligibles”). Effectively, for Medicare recipients who also ate eligible for Medicaid
coverage, the Medicaid program supplements Medicare coverage by providing services and supplies

that are available under the state’s Medicaid program.

To comply with federal guidelines, states must communicate and obtain approval for the design
of their Medicaid plan with CMS by delivery and approval of their state Medicaid plan. When a state
desires to change Medicaid benefits it offers, or change the way in which they are offered, it must
submit a state plan amendment (“SPA™) for pﬂor formal approval by CMS. Not surprisingly, CMS
has an intricate system for evaluating proposed SPA’s and ensuring that any changes in state
Medicaid plans are consistent with both the national Medicaid conditions of participation and federal

public policy.

Any change in the Kansas State Medicaid plan relating to a state specialty hospital moratorium
that differed in any respect from the federal moratorium, therefore, would require an attempted SPA
that would openly conflict with the national Medicaid guidelines and federal public policy. Thus, any
Kansas specialty hospital moratorium SPA could propetly by rejected by CMS or, if allowed in some
respect, could cause the Kansas State Medicaid plan to fall out of compliance with the national
Medicaid plan requirements and lose federal funding. Further, and in either event, any Kansas
statute or related SPA attempting to limit access to specialty hospital providers that are otherwise
fully Medicare and/or Medicaid licensed would be in direct contravention to the federal public policy

supporting the national guidelines: walimited access for the Medicaid patient population to all
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providers properily licensed under federal law to provide healthcare services and receive

reimbursement from the Medicaid program,

ADDITIONAT ISSUES AND CONCLUSION

Proposed Senate Bill 235 creates a number of potential state problems, both from a policy-
standpoint and from a Medicare-Medicaid participation standpoint, that, in our view, are wholly
unnecessary given the mtensive federal public policy analysis regarding participation by specialty
hospitals in the Medicare programs that is being properly conducted by MedPAC and reported to
Congress. Further, any conclusions in this regard, as they relate the federal Medicare and Medicaid
programs, should be properly implemented through Congress and are wﬁhin the jurisdiction of CMS.
Beyond these clear federal public policy issues, we also believe there are several additional technical

problems likely to be batriers to any state specialty hospital moratorium.

First, competing and inconsistent federal and state moratoriums create potential jurisdictional
nightmares for enforcement, particulatly for states, because Medicare and Medicaid enforcement falls
under the exclusive jurisdiction of the Secretary of the U.S. Department of Health and Human
Services (“HHS”). Second, establishment of a state moratorium that extends beyond the federal
moratorium, either in scope or time, effectively reduces the number of available Medicaid providers
and otherwise impairs the state’s ability to provide mandatory inpatient and outpatient hospital
services to beneficiaries, as required by federal Medicaid guidelines. Moreover, the Kansas Medicaid
Manual contains a “free choice provision” (implemented under 42. U.S.C. §431.51) which requires
that Medicaid recipients be allowed the same opportunities to choose among available providers of
covered health care services as are normally offered to the general population. Permitting states to
limit construction of facilities that may otherwise be allowed under federal law and certified to be in
compliance with federal guidelines would clearly be a restriction in available Medicaid services by the

state.  Again, Kansas changes to its Medicaid plan to implement a Kansas specialty hospital
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moratorium would necessarily result in lack of compliance with the nationally mandated Medicaid
program and potentially result in the loss of matching federal Medicaid funds. There is simply no
reason for Kansas to take this risk when it simply flies in the face of the federal public policy to make

willing and qualified providers available to Medicare and Medicaid program beneficiaries.
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A New Concept in Hospitals

A few years ago a small number of physicians sat down to ask how
they could continue to have a voice in the care of their hospitalized
patients. Also could we give them another and yes a better option?
With large insurance companies, layers of administrators in large city
hospitals and vertical integration, both control and the ability to
influence were gone.

Reborn was the idea of physician run hospitals where they made
both the clinical and the business decisions. They were personally at
risk financially and yes as part of the investor pool could make a
financial gain. Speciality hospitals arrived first as there were already
models already in existence and they was simpler to develop.
Strategy- spend the money on patient care! Best people, best
working conditions, salaries , technology; give the patients the best
care possible. Results: phenomenal patient satisfaction, best
morbidity-mortality rates for all severities of illness, best length of stay
and best cost performance in the county. The first year we sent
money back to medicare!

As time evolved we saw that this same mindset needed to reach out
to broader range of patients; they often have more than one body
system that needs help; beyond a speciality hospital. A new and
probably more enduring model of a small physician run hospital was
developed in this case for Andover. It based on the lack of a local
general hospital.

The Andover project will start with a staff of 40-50 selected physicians
and offer services in anesthesiology, blood bank, cardiology,
dentistry, 24hour emergency room, family practice, gastroenterology,
general surgery, hematology and cancer care, infectious disease,
internal medicine, laboratory medicine, nephrology and dialysis,
neurology, plastic surgery, pulmonary medicine, radiology with full CT
service, thoracic surgery and urology. There will be 60 beds with
onsite outpatient clinics soon to follow. If our previous numbers and
projections hold we will give uncompensated care at a rate slightly
greater than the not for profit hospitals do as a percentage of overall
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In my own speciality the majors still struggle with long wait times for
urgent diagnostic and surgical services. One of the majors has had
an unofficial review by a recent VP of Medical Staff of unacceptably
high mortality rates with myocardial infarction , the other has had
chronically poor outcomes at bypass surgery for decades. | won’t
send my family there now that there is a better option. Who will you
send there?

Freedom. The right to choose. Improving service. A community
hospital. Is this still not America? Just what might we destroy with Bill
2357



Dear Senator:

*1am writing with regard to Senate Bill #235. As a Kansas native and practicing,
anesthesiologist, | have some interest in this legislation. | was born and raised in Pratt
Kansas, attended Pratt County Community College, Pittsbrug State University, Kansas
State University and the University of Kansas where | received my MD. Afier medical
school I did my internship and residency in anesthesio®logy at the University of Utah in
salt Lake City where | was appointed Chief Resident in 1982. As Chief resident I was
involved in the world’s first artificial heart transplant and other research project. [ was
subsequently offered a faculty position at the University of Utah. I declined this
opportunity and returned to Kansas to start a practice in anesthesiology in 1983. Since
then I have performed anesthetics at all of the major hospitals, most of the specialty
hospitals, and many of the surgery centers in Wichita. In addition I have performed
anesthesia at Central Kansas Medical Center in Great bend, St Joseph in Larned, Susan B.
Allen in Eldorado, Newton Memorial in Winfield and Mercy Hospital in Independence.
Experience has taught me that each hospital has its own special bond with the patient
population that it services.

I now practice anesthesiology at Via Christi, St Francis in Wichita, the largest hospital in
Kansas. 1 do not mean to portray these large hospitals as uncaring or impersonal but they
are, by their very nature, tertiary care centers. As such, they are not perceived by most
patients in the same light as the “hospital back home”. Patients are ofien confused by the
shear immensity of the building and it is not uncommon to find families wandering the
halls in search of the correct bank of elevators (o get to the parking garage. Families and
friends also find Wichita traffic to be an obstacle when trying to be with a patient. It is
often hared for patients to feel at home during their treatment and recovery from illness.

I am against Senate Bill # 235 because 1 believe that it is imporiant not to limit the
building of any hospital in this State. As we “baby boomers” age, Kansas is going to
need more health care availability not less. Furthermore, I truly believe that patients
prefer the intimacy of a “small town™ hospital, where family and friends can be there for
them. Bigger is not always better. Small, efficient, and friendly is the way of the future in
health care.

I have known Dr Badr Idbeis and Colleagues for over 22 years and consider it an honor to
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be invited to provide anesthesia services at the new hospital that is planned for Andover
this year. Dr Idbeis is a visionary for health care and a man of his word. [ have seen the
plans for this amazing new facility and it will be truly worthy of its name, the Kansas
Medical Center. It will bring the very best of what medicine has to offer to the people of
Andover. It will serve Butler County as an educational center for Nurses and others in
training at the Community College. Not only will it bring “State of the Art” technology to
Andover but it will be an economic force for the entire area. It will be a hospital that the
town will speak of with pride and enthusiasm. The physicians involved with this project
are compassionate and competent: they will do whatever it takes to provide the very best
care for their patients. It would be a travesty to not allow this facility to be built,

I know something of a small town hospital, I was born in one. Growing up in Pratt, cvery
time 1 needed stitches or a tetanus shot the hospital was there for me and my family. My
father passed away two years ago and was able (o be surrounded by his family and friends
up to the end because of that hospital. My family and | will always be grateful for the
compassion and care that the hospital has provided. This is the essence of health care in
our State and I hope we never lose sight of that. Please vote no on Senate Bill #235.

Sincerely:

’; /}!, i 2 i,z’f, /1 LA ;
Fdward J. Wade, MD
14554 SW 60™ St
Andover, KS 67002



I had initially expected my correspondence with this commitiee to end with the letter that
I just read. However, something happened to me last week that needs to be presented. It
seems that the administration at Via Christi learned of my letter, and, subsequently, my
employer was severely admonished for my position on Senate Bill 235. On Thursday
February 24™ I was instructed to resign my position as a staff anesthesiologist with
Anesthesia Consulting Services because “Via Christi would not tolerate my
involvement with this other hospital”. My contract with Anesthesia Consulting
Services has never restricted my participation in planning and/or investing in other health
care entities, nor do my medical staff privileges at Via Christi. For the record, | have
been involved in planning, investing and providing anesthesia services at other hospitals
and surgery centers in Wichita. I helped to start the Cataract Surgery Center (aka Team
Vision Network), the Center for Same Day Surgery, and the Kansas Surgery and
Recovery Hospital. It should also be noted that Via Christi is the majority owner of all of
these other health care entities.

I was told that my employment is to be terminated because Via Christi does not want me
to be involved specifically with the Kansas Medical Center in Andover. I was told that
the administration at Via Christi was angry that 1 wrote a letter to try to stop Senate Bill
235, 'was not given the opportunity to explain my position nor divest any inicrest that |
might have ... I was summarily instructed to resign. There are literally hundreds of
physicians in Wichita who have, in one form or another, invested planned and assisted in
the building of other health care entities without such reprisals. Why should Via Christi
be so upset with my actions?

It seems to me the largest health care providers in Kansas want to have protection from
any competition what-so-ever. Why else would a 60 bed hospital in another County
worry them so much? It's like WalMart asking the city council to shut down the local
“Five & Dime” or Microsoft demanding protection from a start up soltware company ...
It just isn’t right.

In the final analysis, T feel that it comes down to “basic fairness®. It is not fair to prevent
a smaller competitor from entering the marketplace. It is not fair to the patients in our
State to limit the competition among hospitals. And, it is not fair to the citizens of
Andover, or any other town, to tell them they can’t have a hospital of their own, no matter
who builds it. Tf Senate Bill # 235 is successful then the people of Kansas will have to
rely on the large hospital systems to provide this “basic fairness”. By recent actions
toward myself and others I'm not sure these large hospitals understand the meaning of
“fair play” ... but I am certain that the people of Kansas do! Please vote no on Senate
Bill # 235.

Sincerely:

-~
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Edward J. W at‘fé. MD
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¥ Mid America Surgical Associates

Cardisthoracic and Vascular Surgery

Gary Benten, M.0, EA.CS.
Rabert Fleming, 1.0, EA.C.S.
Badr Idbeis, M.D, FALC.S,
John D. Rumisel. .0, FA.CS.
Richard $.Toon, M.D, FAC.S,

iarch 2, 2005

Dear Senators:

My name is Gary Benton. | was born and raised in Arkansas City, Kansas. |
attended Washburn University as an undergraduate and completed my medical

school-education-at Tulane-School-of Medicine in"New Orleans—Icompleted my————
surgical residency at the Medical College of Virginia, Richmond, in general

surgery, cardiothoragcic surgery, and transplant in 1992. That year | returned

horne to Kansas to practice medicine. | currently am a cardiothoracic surgeon

who warks in Wichita and resides in Andover.

For 25 years, many in Kansas including the legislature, have spent a great deal
of time and money to improve medical care and medical access in Kansas,
espeocially rural Kansas. These efforts have largely gone unrewarded. In the
past five years regional medical centers have developed in Hutchinson, Hays,
and Salina delivering tertiary care to rural folks that might not otherwise seek it
in urban centers. Hospitals in these areas had the foresight to invest in capital
improvements and doctors, some of which would be prohibited by Bill 235.
These programs have been very successful in attracting new specialists,
improving the overall quality of medical care in the community, and dramatically
improved medical access in rural Kansas.

If the above statements are true, and they are, then this committee must ask
itself why those that have benefited from Kansas' efforts to improve rural care
and access are for Bill 285. | am referring to the large urban hospitals that are
greatly benefited from exira state and federal payments for participating in
resident training, in part to provide doctors for rural Kansas. There are more
rural medical centers in the planning phase in Kansas. If these centers are
developed, health care for rural Kansas will improve.

To illustrate this, | want to provide you with once scenario that occurs daily in
Kansas. A rural Kansan suffers an acute myocardial infarction in a town of
15,000 (or 500) people 2 1/2 hours from the nearest urban tertiary center. He or
she is transported to the local hospital emergency room. At this point the
patient's care diverges depending upon your vision for Kansas health care. The

Kansas Heart Office Plaza » 9350 East 35th Street North = Wichi, Kansas 67226-2016 - Phone 3I6 616.MASA + Fax 316.616. 0407
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first scenario is the status quo. The patient is given a thrombolytic, which may or
may nat abort his myocardial infarction and can complicate further care. He is
then transported by air or land ambulance to an urban tertiary center, delaying
his care 2 to 4 hours. Or, the patient can be transferred from his local ER

upstairs to his local heart catheterization lab and have definitive therapy within
an hour.

Finally, | would like to address two points that were raised by the proponents of

this-bill—Fhe-first-is-that-those-that-were-involved-in-the-Kansas-Heart-Hespital

project early on realized that resident training was important in the process.

Dr. ldbeis approached the University of Kansas and offered to sponsor a

resident at the Kansas Heart Hospital, and the offer was declined. Finally,
yesterday, a great deal was said about profitability or nonprofitability in
charitable care to this committee by the proponents. Unfortunately, terms like
"patient care”, "patient access", "patient satisfaction”, and "patient oufcome”

1 were not addressed. These are really the categories that need to be evaluated
when locking at the overall quality of the health service line. All of these
categories were outstanding at the Kansas Heart Hospital. If | were a member of
this committee concerned about health Gare casts in Kansas | would have to ask
myself how a group of physicians produced a better product line at a lower cost.
Indeed, these regional medical health centers may be the answer to some of
Kansas' health care costs instead of the problem. [ believe that Senate Bill 235
is not in the public interest. Thank you. '

Sincerely yours,

Gary S. Benton, M.D.
GSB/mjs
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The City of

EST. 1957

P.O. Box 295
909 N. Andover Rd.
Andover, Kansas 67002

Phone (316) 733-1303
Fax (316) 733-4634

02-28-05
Senate Healthcare Strategies Committee Members,

On behalf of the City of Andover, I would like to offer the following comments regarding
proposed Senate Bill 235.

Economics of Free Trade- This bill is in direct contradiction to a market driven
economy in the State of Kansas. Protectionist legislation has never served our state well,
nor should we expect it to. Competition is the cornerstone of our economy and when
theories of state governmental interference are forcibly applied to capitalistic markets,
they simply create separate interests in a struggle against each other. Simply put, Bill
235 appears to be a formation of theory, creating in its possible wake, an unjust device
for realizing it. While this bill may provide the Legislature additional time to consider
the effect of specialty hospitals, the proposed moratorium would in reality be, a
restriction of free enterprise.

Health Care Matters- The absence of local healthcare for residents of the City of
Andover is of great concern to us. This is not to say we do not have access to acute
hospital care, but there are no local alternatives currently available. Market research
indicates Western Butler County can support additional hospital capacity, a fact Bill 235
proponent Susan B. Allen Hospital in El Dorado has alluded to. I find it ironic however,
that no area or regional hospital, including Susan B. Allen, had expressed an interest to
accommodate our rapidly growing population until this recent hospital proposal was
introduced. With a growth rate of approximately one thousand people a year, a general
hospital in Andover will fill the current void and will allow residents the opportunity to
seck and receive medical services within their own community. Healthcare is supposed
to revolve around a patient’s right to choose their doctor and how and when they will be
treated. It is enough that large insurers govern most all of these decisions already, but
Bill 235 will deny our citizens of their last vestige of choice: Where. One of the essential
functions of government is to create an environment that enables people to live better. 1
do not see this bill as an opportunity to do so.

Economic Impact- The proposed general hospital will be tax paying entity; unlike the
regional hospitals that support this bill. In its current design, it will employ almost 150
people and have an assessed valuation of around $22 Million. The tax benefit to Butler
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County, the City of Andover, U.S.D. 385 and Butler Community College will be
profound. The successful completion of this hospital will lessen the tax burden across the
area and given the severity of non-funded mandates by the State and Federal government,
coupled with the one-hundred percent elimination of LAVTR and the city-county
revenue sharing, it will be a welcome relief. Private party, tax paying businesses like
this, enable municipalities and other agencies to provide for themselves, without leaning
on the State for assistance. It makes reasonable sense for the State of Kansas to promote
and foster this type of activity, rather than to thwart it through legislation.

We are opposed to Senate Bill 235 for the aforementioned reasons and would encourage
the committee to explore other avenues in their efforts to ensure affordable and available
care for all of the citizens of Kansas. In lieu of discarding the Bill and if there is a desire
by the committee, a certain amendment may allow all parties to reach a satisfactory
conclusion in this matter. I would be pleased to discuss this at the hearing.

With respect,

Ben Lawrence-Mayor
City of Andover

Cc:  Andover City Council
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909 N. Andover Road
P.O. Box 295
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To the Chair and Members of the Kansas State Senate Committee on Health Care Strategies

Testimony by Jeff Bridges, City Administrator, City of Andover, KS as an opponent to Senate
Bill 235

Contrary to many of the remarks by the proponents, this facility is not in Wichita, it is not even
in Sedgwick County, this project is in the City of Andover located in Butler County and it is not
a limited service hospital but a full service general hospital. Since the closing of the Augusta
Hospital several years ago, Butler County has only one hospital serving a land area larger than
the State of Rhode Island. That hospital, although well respected, cannot and does not provide a
full range of services. The new general hospital in Andover will help fill the voids in Butler
County such as cardiac care and provide additional emergency room operations.

Currently Butler County has only four ambulances on duty at any one time with one stationed in
the Andover Fire Station. If that ambulance has to transport a patient into El Dorado or Wichita,
we loose the services of that unit for over an hour. In that time other units throughout the County
must shift to cover the out of service unit. Having a full service community hospital in Andover
would decrease the time that these ambulance units are out of service and keep them available
for emergency operations in Butler County a higher percentage of the time. Emergency service
personnel in Andover respond to calls on US 54, 135 and 254. It only makes sense to have
emergency care in Andover at what is basically the crossroads of these three interstate highways.

We heard from some of the proponents of the bill that this facility is not necessary to service the
hospital needs of the community. If that is so, why does Susan B. Allen Hospital in El Dorado, a
proponent of this bill, have plans to open a facility in Andover? If the Andover Community has
a choice between a not-for-profit, non tax paying hospital, and a-for profit, tax paying, full
service hospital, I would expect we would want the one that will pay almost $800,000 per year in
property taxes. I find it difficult to believe that in this rapidly growing community there is not a
need for additional hospital services nor can I believe that this full service hospital will disrupt
the billion dollars a year health care systems represented by the proponents of the bill.

There has been some discussion regarding the term “established” and what that actually means in
the bill. In the City of Andover’s view, this project is established. The City started construction
of a $750,000 sewer line in early January to serve this project and the adjacent properties. If this
project is halted, the City tax payers will have to pick the share of the costs for this line which
would have been the responsibility of the hospital. Not a very good position to put the 9,000

people of Andover in. ,
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My name is Aaron Watters and | am a rural Family Physician residing in Ark City,
KS.

Kansas was settled by hardworking individuals seeking the possibilities and
independence that the prairie had to offer. From the earliest Kansans an attitude
of self-reliance, fortitude, and hard work were passed down for generations.
Today the same picneering spirit is found in the rural healthcare system.

As rural healthcare providers, we find ourselves in a unique and challenging
position compared to our urban counterparts. We are continually challenged to
provide “state of the art” healthcare while being able to keep our doors open for
business. Unfortunately, more and more rural facilities are being forced to close
their doors due to financial, procedural and structural problems. Instead of
complaining and shutting down our services in such great adversity, together our
medical staff, our hospital and our community are trying to thrive.

Our current facility is not unlike dozens of others in Kansas aged to the point of
dilapidation. However, we are in the process of obtaining a FHA HUD 242
insured mortgage loan so we may build a replacement hospital. This loan came
as the last and only available option because our city, our community and our
physicians could not afford to build a new facility.

Our community and our physicians have been completely dedicated to ensure
healthcare to our citizens, in a timely and efficient manner. Our physicians have
invested countless time and money and have agreed to invest in the future of our
community by taking partial ownership of the hospital. Through this pulling
together as a community, as a hospital, and as a medical staff we feel that we
may have a prototype that the rest of rural Kansas might follow in order to ensure
rural healthcare in their community.

Itis our great concern that Senate Bill 235 could stop or severely impact our
project negatively, along with the future of rural Kansas. Any state issued
moratoriums would have to be considered as HUD deliberates the funding of the
SCKRMC replacement facility. After 1.6 million dollars, countless hours, and a
tremendous effort over the last 4 years, a delay in this process would be a

216 WEST BIRCH  P.O. BOX 1107 ARKANSAS CITY KANSAS 67005
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deathblow to the project. Without a replacement facility, we will not be able to be
competitive with larger urban hospitals for physician recruitment, state of the art
services and equipment.

In turn, a community without local healthcare providers is not at all likely to
experience any growth or prosperity. In the event we lose our hospital, we lose
our physicians. The local economy is heavily dependent upon the jobs provided
by the local healthcare industry. The physicians rely upon timely intervention
when dealing with patients who may not survive the “golden hour” while being
fransferred to an urban facility. Our urban counterparts would love to see us
more and more dependent on them as our rural community hospitals continue to
close down but we are desperate to continue striving towards our goal.

Essentially, rural hospitals and rural providers are crucial to every aspect of
survival to a rural community. Therefore, we respectfully request that you do not
support Senate Bill 235 and allow our community and hopefully other rural
Kansas communities to continue to progress. This will enable your physicians to
provide the exceptional quality healthcare that all Kansans deserve.
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CATYMANAGER March 2, 2005
Curris B. Freeland

Senate Committee on Health Care Strategies
Honorable Committee Chair Wagle
Honorable Committee Vice Chair Brungardt
Honorable Members of the Committee:
Barnett, Jordan, Journey, Palmer, V. Schmidt, Haley, Gilstrap

Re: Testimony Regarding Senate Bill #2385
Ladies and Gentlemen:

The City of Arkansas City is currently owner of the South Central Kansas Regional Medical
Center hospital in Arkansas City. The hospital was built over 50 years ago, and currently
serves residents in Arliansas City and southern Cowley County, and in northern Oklahoma.
The hospital not only provides essential medical care for our citizens, but it is a key to the
economic future of our community in our ability to retain and attract employers and families to
live in owr community, to continue to attract top quality physicians, as well as to serve
mebers of our senior population. In addition, the hospital is a significant employer for our
comumunity.

For nearly ten years, the City and its hospital Board of Trustees have been looking for
solutions to provide for either significant renovation ot the facility or a replacement facility.
For the last five years, the effort has focused primarily on a private replacement hospital that
would be spearheaded and owned by the local physicians in our community. Much work has
been accomplished to date towards this project, including completion of the plans and
specifications, acquisition of the site, and application for various financing mechanisms to
finance the project. We think that we may be within a few weeks of actually getting underway
with construction of our new hospital.

The City is concerned that the bill currently being considered could.in some way be construed
as being applicable to the replacement hospital in Arkansas City. After all of the years of effort,

and over a million dellars of expense that has gone into getting this project to its current point,
it would be a devastating blow to our community if the new private replacement hospital could
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We would like for the committee to consider whether or not a moratorium on privately funded
and operated hospitals is a wise move for the State of Kansas in terms of providing adequate
medical care to the State’s citizens. Many times moratoriums disrupt natural market forces
which, while seeming to have a good effect, actually work in a disruptive and inappropriate
manner, Aside from ﬂldi we would like to request that the committee consider specifically
exempting the Arkansas City replacement hospital by adding language to thateffect in the hill
or the record of the committee, so that there is not any question at some future point in time as
to whether this law, should it become effective, would be applicable to the replacement hogpital
project in Arkansas City.

We also want to make it clear that the City of Arkansas City fully supports the efforts of the
South Central Kansas Regional Medical Center Board of Trustees and the medical staffin
Arlansas City to develop this private replacement hospital. There is not a competing interest
between the City, who is the current owner of the hospital in our community, and this project.
We respectfully request your consideration of our testimony.

Sincerely,

g D p
Wanns A A

Wayne Short
Mayor
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Kansas Senate March 4, 2005

Good afternoon Senators,

My name is Douglas Palzer; I am the CEO of Physicians General Hospital in Lenexa, KS. [ am
here today to express my opposition to Senate Bill 235. 1 provided a statement to the committee
yesterday that T had intended to read today. That letter outlines the critically needed services that
Physicians General Hospital will provide and the impact that this full service hospital will have
on the community that it will serve. Please review that document at your leisure. [ have decided
however, not to read that document today. But rather to address some of the issues discussed in
this committee yesterday.

The statement was made yesterday that the main purpose of bill 235 is to stop the uncontrolled
development of specialty and limited service hospitals in Kansas. By doing so, the two largest
hospital systems in the state wish through legislation, to keep the status quo and thereby protect
their financial positions. Unfortunately, although Physicians General Hospital falls outside of
the intent of this bill, it is none-the-less adversely impacted by this legislation and will by default
negatively impact the communities that this hospital will serve. The spokesperson from Via
Christi stated yesterday that he welcomes competition from other hospitals as long as it is on a
level playing field. That is what [ am asking to do, but this bill, in the way that it is written, will
prevent me from having that opportunity. [ intended to speak only of the positive impact to my
community that Physicians General Hospital will provide and how this hospital will address
critical needed medical services. [ was hoping to avoid having to address the specialty hospital
issue and allow others to address this topic. [ now find myself unable to do this.

The solution to this problem is not through legislation, but rather through cooperation between
physicians and hospitals and by these entities partnering to build facilities that meet the
communities’ needs. [ am not aware of a single specialty hospital that would not welcome the
opportunity to allow hospital investment. The largest obstacle that [ have seen to date in the
limited hospital partnerships with current specialty hospitals; is not money, but rather the issue of
operational control of these facilities. Physicians feel and rightfully so, that if they have
operational control they can manage the costs and thereby, generate larger profits. The second
issue is that they do not want to continue to be under the thumb of hospital administrators.

Let there be no doubt in your minds, this bill is truly about greed and control. Healthcare and
hospitals in particular are big business representing hundreds of millions of dollars in Kansas
every year. Why should the large hospitals share these massive revenues with physicians if they
don’t have to? As long as there is such a drastic difference between what physicians are paid
verses what the hospitals receive, there will be an overwhelming desire by physicians to
participate on more equitable bases.

The proponents of this bill asked you to overlook the adverse economic impact that this bill will
have on the communities that you represent. They said don’t take into consideration the loss of
tax dollars to the communities or the negative impact of high paying jobs that would be lost by
passage of this bill. They ask that you disregard the negative impact to these communities that
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will continue to occur because of the lack of new and expanded critical needed medical services.
They say you should only be concerned about protecting the status quo and their financial
interests.

[ am sadden to say that T did not hear yesterday how this bill will; improve the quality of care to
our patients, or how it will lower hospital infections rates, or how we will continue to retain
qualified nurses or increase the number of nurses compared to patients. I did not hear how this
bill will improve the level of health services to the community or increase services to the low
income populations.

[ share this committees concern about the current status of healthcare in Kansas today as well as
into the future. The healthcare system needs to be overhauled. Unfortunately, this overhaul will
not be accomplished by legislation. Change must come from within the system based upon
pressures applied by outside sources. This pressure to be effective will need to come from one of
two sources. Either from direct competition by other hospitals or by local community outcry
demanding change. This bill will not bring about these changes and will by its design further
delay their implementation.

[ strongly recommend that you oppose this bill while it is still in committee. Thank you for your
attention.

Douglas C. Palzer, CEO
Physicians General Hospital
9300 Renner Blvd.

Lenexa, KS 66219
913-492-0160



Kansas Senate March 3, 2005

Good afternoon Senators,

My name is Douglas Palzer, [ am the CEO of Physicians General Hospital and am here today to
express my opposition to Senate Bill 235. This bill is anti-business in nature and is self serving in
design. No other business sector in the state would be allowed to unilaterally stop competitors
from building facilities that may create fair competition.

Physicians General Hospital is currently in the process of building a $60 million hospital in
Lenexa, KS. Ifthis bill is allowed to pass, it would severely delay this project and would cause
a severe set-back to the economic development of the City of Lenexa and both Wyandotte and
Johnson Counties. Since we are anticipating constructing up to 15 separate businesses on this
site, to include 4 hospitals (General Hospital, Psychiatric Hospital, Long Term Acute Care
Hospital (LTACH), and a Bariatric Hospital), passage of this bill would mean a loss to the
community of over 500 new high paying healthcare jobs. This hospital, by default will be the
community hospital for the City of Lenexa and the surrounding area. There currently are no
hospitals between Overland Park Regional Hospital in Overland Park, KS and Lawrence
Memorial Hospital in Lawrence, KS. There are also, no hospitals between our location in
Lenexa and Providence Hospital in Wyandotte County. By default this hospital will be the
principle facility providing the majority of in-patient health care to these geographic areas.

Our hospital will also have in-patient psychiatric beds. As I am sure you are aware, there are less
than 100 in-patient psychiatric beds in the Greater Kansas City area. With a population in
Greater Kansas City nearing 2 million, the lack of psychiatric services and lack of concern by the
existing hospitals to meet these needs is unconscionable. There is also a critical need for in-
patient psychiatric beds throughout the state of Kansas. Our hospital, along with a proposed free
standing in-patient psychiatric hospital to be co-located on our site, would go a long way in
trying to meet the critically underserved healthcare needs of the community.

We are also currently in discussion with a developer of Long Term Acute Care Hospitals. This
developer would like to build an LTACH on the same site that Physicians General Hospital is to
be built. This bill would also place a hold on that proposed hospital. There also is a critical
shortage of LTACH facilities and beds in the Kansas City area.

SB 235 is sponsored by greedy health systems that do not want competition from any source
anywhere in the state of Kansas. This bill is discriminatory in nature and is not to the benefit of
your constitutes, nor to the communities in which these facilities would serve.

[ strongly recommend that you oppose this bill and kill it while it is still in committee. [ would
be more than happy to meet with you or someone from your offices at your leisure to discuss the
impact of this bill. Thank you for your attention.

Douglas C. Palzer, CEO
Physicians General Hospital
9300 Renner Blvd.

Lenexa, KS 66219
913-492-0160
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From: "Shelly Baldwin" <sbaldwin@ksspine.com>

To: <MargaretC@senate.state ks.us>

Date: 3/8/2005 8:41:25 AM

Subject: Testimony Information at Last Week's Senate Committee Hearing on Proposed Senate
Bill 235

From: Daryl Thornton [mailto:dthornton@ksspine.com]

Sent: Monday, March 07, 2005 5:07 PM

To: MargaretC@senator.state.ks.us

Cc: Robin Crawford; sbaldwin@kansasspinehospital.com; Sheila Whiston-Fox
Subject: Testimony Information at Last Week's Senate Committee Hearing

on Proposed Senate Bill 235

Margaret:

This is Daryl Thornton, COO of the Kansas Spine Hospital in Wichita. |
was the 16th individual to testify last Thursday, March 3, as an
opponent to SB 235. The following represents a summary of my comments:

As a long time resident of Augusta, Kansas, which is located in the mid
central area of Butler County, | indicated that there is a definite and

urgent need for another acute care hospital for Butler County. |

referred to the fact that for approximately 30 years, a full service

general acute care hospital was located in the neighbor city of Augusta.
The Augusta hospital closed in the fall of 2002. [ indicated that for
several years, efforts were made by the Augusta City and Hospital
leaders to partner with either Wesley Medical Center or Via Christi
Regional Medical Center to provide much needed primary and emergency
care services to Augusta and surrounding residents. Both Wesley and Via
Christi said no to any type of partnership arrangements. | also

indicated to the Senate Committee, that the same type of effort by the
Augusta City and Hospital leaders was made to Susan B. Allen Hospital
which is located in El Dorado.

| acknowledged and applauded the effort and entrepreneurship that was
being demonstrated by both Dr. Idbeis and his fellow business partners.

| indicated that Butler County is the largest of counties in terms of

land size. | also indicated to the Committee that Butler County has had
in years past and is still projected to have the second highest increase

in population growth in the State (2nd to that of Johnson County). |

also reported that Butler County is tremendously underserved in terms of
the ratio of physicians per thousand population. | compared the
population of Butler County to that of other neighboring counties such
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as Lyons, Reno, Riley, etc. However, Butler County has a significant
discrepancy in terms of the ratio of physicians per thousand population.
Butler County's ratio is approximately .53 as compared to that of Harvey
County's ratio of 2.34, Lyon County's ratio of 1.42, Reno County's ratio
of 1.60, Riley County's ratio of 1.33 and Saline County's ratio of 2.06.
These are statistics from the KHA report of Year 2000. If the number of
primary care physicians practicing in Butler County, grew another 50 in
number from 33 in Year 2000 to 83 in Year 2005, the ratio of physicians
per thousand population would still be at 1.30. A new hospital in

Butler County would bring much needed primary care physicians.

On a final note, | explained that the only general acute care hospital,
with acute care, diagnostic and emergency services, was located in the
northeast portion of the county at Susan B. Allen Hospital in El Dorado.
This part of the county is simply not growing in population. However,
the areas of Rose Hill, Andover, and Augusta, are growing significantly.
| also stressed the fact that in the middle of the night, when seconds
count, the nearest emergency room for the communities of Augusta and
Andover are from 25 to 30 minutes away.

In conclusion, | indicated that a 2nd general acute care hospital, with
emergency services, is extremely needed in the eastern to middle part of
the county. This is the high population growth concentration of the
county. | also stressed to the Senate Committee members that it simply
would be doing an injustice by trying to pass this type of legislation.

| thanked the Senate Committee members present for their time and the
opportunity to present as a long time resident of Augusta and Butler
County.

Margaret, | sincerely hape that this information will be shared in
Senator Wagle's report to the other Senate Committee members. Best
wishes. Daryl

Kansas Spine Hospital, L.L.C.
3333 N. Webb Road

Wichita, Kansas 67226
Phone: 316-462-5320

Fax: 316-462-5345

E-Mail: dthornton@ksspine.com <mailto:dthornton@ksspine.com>
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The information contained in this e-mail and any attached files are
intended only for the named addressee(s) and may contain confidential,
proprietary and/or privileged material. Any interception, review,
retransmission, dissemination, or other use of this information by
parties other than the intended recipient(s) is strictly prohibited. If

you received this communication in error, please notify the sender using
either the "reply" command or via telephone at (316) 462-5320, and
immediately delete this e-mail and all attached files from any computer
or network system.
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LTACH Ventures of Kansas
Alan L. Burke

2021 N. Amidon

P.O. Box 781838

Wichita, KS 67278

March 2, 2005

Dear Senate Committee Members:

1 am submitting to you today our company’s concerns regarding Senate Bill 235: A moratorium on

the establishment of any new hospitals in the state of Kansas. Our concern 1s that this proposed
legislation casts a broad net across all forms of health delivery systems, some of which include Long
Term Acute Care Hospitals. Admittedly, LTACH’s are specialty hospitals that deliver a very high
level of care targeting to Medicare patients.

But, unlike other specialty hospitals, LTACHs are a creation of the Federal Government specifically
designed to form a symbiotic relationship with community and regional hospitals to provide service
to medically complex patients, typical after a surgical stay in an acute care hospital where the
hospital has exhausted its reimbursements: i.e. the hospital’s ability to produce revenue. In lieu of
an LTACH, the acute care hospital continues to provide care for these patient profiles, without
reimbursements, for extended periods of time. The LTACH is designed to provide care for these
patients under a special fee schedule not available to the acute care hospitals.

The hospitals are unique in many ways, but it is important to note that in the creation of LTACHs,
the Federal Government, in its wisdom and with intent, restricted to a great degree the ability of the
acute care hospital to build and own these forms of health care systems. The intent, due to the
dependent relationship between these two entities, was to restrict common ownership of these two
types of hospitals. LTACH are very new forms of patient care delivery systems. The first business
model was most exclusively hospitals within hospitals: Special areas within acute care hospitals that
were owned by totally separate entities, many of which are publically traded, publically owned
companies. In the last several years the Federal regulators have reviewed and revised this business
model to bring even more separation between these two mutually beneficial hospital types. This was
done, in part, due to the perceived rapid growth of LTACHs to meet the needs of the coming “Baby
Boomers” demographics.

The expected need over the next few years is estimated to bean increase of more than 300% or up
to an additional 800 hospitals nationwide. In Kansas, currently only 4 of these hospitals exist, all
owned by one out-of-state company. Bill 235 effectively State sanctions a monopoly within the
state of Kansas. Almost all of the existing LTACHSs are of the original business model which has
now fallen out of favor with the Federal Government, yielding fo the new model which was
finalized with the new regulations published just this last summer.
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This is a newly announced LTACH business model which the Federal Government is incentivizing
to be constructed, separate from, but mutually beneficial to, existing acute care hospitals that would,
under proposed Senate Bill 235, be restricted from coming into existence. LTACHs are not “cherry
picking” facilities and actually assist in producing additional profits and
capital directly to community and regional-based acute care hospitals.

I am presenting this information to the committee for your review and consideration in reference
to proposed Senate Bill 235. This topic before the Health Care Strategies Committee is a very com-
plex issue and I am confident you will be exposed to a spectrum of positions and opinions. I believe
it is important to note that in the first release of directives from the Federal Government’s study
under the moratorium on specialty hospitals was to issue an exemption for LTACHs at the Federal
level so as to not inhibit the implementation of the newly defined LTACH business model.

In a truly free market, the open exchange of ideas and competition leads to innovation and im-
provements not only in cost reductions and profitability, but as it concerns healthcare, the most im-
portant index of which our company is singularly focused, a true real value improvement in patient
care. Sometimes in the complex issues of today’s healthcare delivery, the patient is all but assumed
and not fully appreciated.

Our company request is that this committee consider the currently enacted Federal moratorium
exemption of LTAC hospitals and we request that Bill 235 be amended to reflect a consistency
with the Federal moratorium language.

Your consideration is greatly appreciated. If T may be of service in your deliberations I make myself
available at your discretion.

Respectfully Yours,

Y

lAlan L. Burke;
LTACH Ventures of Kansas, L.L.C.



Long Term Acute Care Hospital

A long-term acute care hospital focuses on extended hospital care for the
medically complex patient. Long-term acute care hospitals were established to
fill the gap in services between short-term acute care hospitals and skilled
nursing homes or sub-acute facilities. Treatment programs center around
providing the highest level of care required to maximize clinical outcomes for
patients and to give them the best quality of life possible.

Catastrophically ill or severely injured patients usually require a long period for
recuperation. A Long Term Acute Care Hospital, or LTACH, is a hospital
designed for specialized care for patients that require this longer recovery
period. In fact, in today’s health care continuum, no other type of hospital can
provide an acute level of care that is more cost effective and offers services
appropriate to each patient’s individual needs. The federal regulations require a
minimum of 25 days length of stay for these patients.

A long term acute care hospital is Medicare designated hospital. Patients typically are
ventilator-dependent, technology-dependent (requiring services such as |V therapy or
dialysis) or have medically complex conditions such as pulmonary disease, cardiac
disease, pressure wounds or post-operative complications.

LTACHSs serve a specific niche market in U.S. healthcare. Up until Diagnosis Related
Groups (DRGs) were introduced into the health system, there were approximately 90
LTACHS in the country. Mostly, these 90 were the county hospital or the old
tuberculosis hospitals. After DRGs were introduced limiting the reimbursed stay in the
short tem acute hospital, LTACHs began to multiply. In 2002, the Federal Government
established a Prospective Payment System for LTACHs. The PPS for LTACHs mirrors
the system set in place for short tem acute care hospitals. This PPS system lifted the
final concerns as to the viability of LTACHs. LTACHSs are now a necessary component
of the health care continuum.

Patients are referred to a long term acute care hospital by a variety of sources;
physicians, social workers, case managers, nursing homes, even the patient, care
giver or family member. Any licensed physician on the medical staff of the long term
acute care hospital can admit a patient. Physicians may follow their patients, or may
refer the attending physician role to any member of the long term acute care hospital's
medical staff. If the care is transferred to an attending physician, the referring
physician may resume the role of primary care upon the patient's discharge from the
hospital. During the time that the patient is under the care of the LTACH physician a
bi-weekly report will be sent to the referring doctor.

Patients transferred to a long term acute care hospitals are medically stable and do not
require the critical care resources found in the short-term acute care hospital. The
most expensive portion of a patient’s diagnostic work-up is completed prior to transfer,
therefore minimizing expenses. In addition, the LTACH is specialized and focused on
the delivery of medically complex care, and does not have the higher overhead of
additional programs such as OB/GYN suites or emergency rooms. This allows cost
containment and results in minimized patient expense. LTACHSs are Federally created
specialty hospitals.



In contrast, a skilled nursing home/sub-acute facility is limited in the range and
frequency of services provided, and does not offer a complete healthcare delivery
system. This often results in a patient being discharged from a skilled nursing
home/sub-acute facility, and being readmitted to a short-term acute care hospital. In
this situation, the patient is impacted clinically, financially and psychologically.

Based on the clinical needs of the patient and the capabilities of at-home support
systems, a patient may be discharged to a rehabilitation center, skilled nursing
home/sub-acute facility, or can be sent home, typically with home healthcare.

The growth rate of LTACHSs in the United States has been impressive. From 206
LTACHSs in October 1998, the numbers have risen to 270 in 2002, a 33% rate of
growth that exceeds all other post-acute venues, such as rehabilitation units (7.1%),
rehab hospitals (10.1%), and freestanding skilled nursing facilities (1.7%). In the past
year alone, from January 2001 to January 2002, the number of LTACHs jumped from
251 to 270, a rate of 7.5%. One of the reasons for this proliferation is an increased
demand for the services LTACHSs provide that cannot be fully met by other levels of
care. ’

Center for Medicare and Medicaid Services (CMS) studies found that patients in
LTACHs are more functionally impaired than patients in rehabilitation hospitals or units.
They often arrive from intensive care units with severe and complex conditions that
require extensive medical and rehabilitation services and clinical expertise using high-
tech equipment. Rehab facilities, by comparison, have a less acute population that
must be able to tolerate at least 3 hours of therapy daily. The rehab facility is designed
to rehabilitate and help patients compensate for loss of independent physical or mental
functioning, while the LTACH focuses on the patient’s medical recovery and then
addresses functional recovery. The large majority of LTACH cases, based on clinical
profile and functional status, would not qualify for acute rehab at the time of acute care
discharge.

Acute care hospitals have been under constant and relentless pressure to reduce
costs. To do so, hospitals must move patients to a lower cost setting as soon as the
patient can tolerate the transfer and the associated clinical outcomes will not be
compromised. With a greater number of LTACH beds coming into the market, acute
care providers may accelerate earlier referrals to the LTACH rather than acute rehab.

Long term acute care hospitals typically offer the acute care hospital and referring
physician the finest patient care through:

Medically Complex Program - Designed for patients requiring multidisciplinary
medical services, this program includes treatment for cancer and infectious disease,
dialysis and post surgical recovery. Many patients have complications that may require
long-term antibiotic therapy or isolation.

Pulmonary/Ventilator Program - Provides services to patients who are intubated,
whether orally or by tracheostomy, are ventilator dependent, or who require
mechanical support to maintain breathing. Patients are evaluated by board certified
pulmonologists and respiratory care practitioners, and protocols are developed to meet
individual disease-process needs.

Complex Wound Care Program - Comprehensive wound care program is designed
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for patients recovering from serious wound complications or extensive surgery, and for
patients requiring the management of pressure ulcers. A multidisciplinary team of
physicians, physical therapists, registered dietitians and enterostomal nursing
professionals provide individualized patient care.

Low Tolerance Rehabilitation Program - Focused on patients unable to tolerate or
participate in more than three hours of therapy a day, rehabilitation services include
physical, occupational and speech therapy. Diagnoses include, but are not limited to,
cerebral vascular accidents (CVVA), chronic obstructive pulmonary disease (COPD),
degenerative disease and cardiovascular disease.

Review:

1. How Do You Define "Long Term Acute Care?"

Long term acute care is defined as medical care provided to patients that meet acute
care criteria, and that require hospitalization for a period of time generally greater than
25 days.

2. What Is A LTAC Hospital?

A long term acute care hospital like is a hospital with an acute care license that provides
specialized extended acute care for the medically complex/chronically ill patient. Our
patients typically require hospitalization for an average length of stay of 25 days or
more.

3. Has The Need For LTAC Hospitals Increased?

Yes. LTACHSs focus entirely on providing quality care and aggressive therapies to
medically complex patients and are able to deliver a complete continuum of care at an
overall cost that is substantially lower than traditionally short-term acute care hospitals.
The savings are passed on directly to the patient, families, and third party or
government payors, providing a cost-effective alternative for the critically ill patient. As
the patient's health status improves, they no longer require acute care, and are
discharged to appropriate facilities (SNF, nursing homes,) that can continue to provide
the current level of care needed - or to Home Health Care when appropriate.

4. What Is The Difference Between Skilled Nursing Home/Subacute Care And Long
Term Acute Care?

Patients requiring long term acute care require a hospital environment. This
environment provides the patient with daily physician visits, a critical care and
medical/surgical experienced nursing staff, a complete respiratory department (24 hours
a day, 7 days a week), an in-house rehab department, case management, and social
services, an in-house pharmacy, radiology, an operating room, an I.C.U., and a
complete healthcare system designed to meet the needs of high acuity patients. This
acute care environment promotes timely and effective responses to maximize the
recovery potential of the patient, and prevents the need for discharge when
complications arise.

In contrast, a skilled nursing home/sub-acute facility is limited in the range and
frequency of services provided, and does not offer a complete healthcare delivery
system. This often results in a patient being discharged from a skilled nursing
home/sub-acute facility, and being readmitted to a short term acute care hospital. In this
situation, the patient is impacted clinically, financially and psychologically.



5. What Types Of Patients Does a Long Term Acute Care Hospital Admit?
Long Term IV Therapies (three weeks or longer)

Ventilation/Pulmonary Care

Hemodialysis or Peritoneal Dialysis

Post CVA

Post Surgical

Low Tolerance Rehabilitation

Wound Care

Complicated Infectious Process

6. What Is The Referral Process?

Patients are referred to a long term acute care hospital by a variety of sources;
physicians, social workers, case managers, nursing homes, even the patient, care giver
or family member.

7. Who Can Admit Patients To A Long Term Acute Care Hospital?

Any licensed physician on the medical staff of the long term acute care hospital can
admit a patient. Physicians interested in having staff privileges may apply for review by
the medical staff team. Temporary privileges may be given while completing the
standard application process, to assure a continuity of care.

8. How Often Do Physicians Visit Their Patients?
Daily '

9. Where Do Patients Go After Discharge?

Based on the clinical needs of the patient and the capabilities of at-home support
systems, a patient may be discharged to a rehabilitation center, skilled nursing
home/sub-acute facility, or can be sent home, typically with home healthcare.

10. What Is The Average Length Of Stay?
The average length of stay is 25 days or more.

11. Does A Referring Physician Follow His/Her Patients Upon Transfer To A Long
Term Acute Care Hospital?

Physicians may follow their patients, or may refer the attending physician role to any
member of the long term acute care hospital's medical staff. If the care is transferred to
an attending physician, the referring physician may resume the role of primary care
upon the patient's discharge from the hospital.

12. How Can A Long Term Acute Care Hospital Be Less Expensive Than A Short
Term Acute Care Hospital?

Patients transferred to a long term acute care hospitals are medically stable and do not
require the critical care resources found in the short term acute care hospital. The most
expensive portion of a patient’s diagnostic work-up is completed prior to transfer,
therefore minimizing expenses. In addition, the hospital is specialized and focused on
the delivery of medically complex care, and does not have the higher overhead of
additional programs such as OB/GYN suites or emergency rooms. This allows cost
containment and results in minimized patient expense.

13. Is The Referring Hospital's DRG Reimbursement Affected When A Medicare
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Patient Is Transferred To A Long Term Acute Care Hospital?

No. The referring hospital is under the Prospective Payment Service (PPS) system and
received Diagnosis Related Group (DRG) payments. The long term acute care hospital
has special Medicare DRG’s specific to medically complex patients.

On October 1, 2002, the federal government mandated that long-term acute care
hospitals (LTACHSs) participate in the Long-term Care Hospital Prospective Payment
System (PPS) to receive Medicare reimbursement. LTACHs changed their Medicare
reimbursement systems to conform to the final published rules, which are updated twice
a year (July and Octaober).

The patient classification system used by this PPS is Long Term Care Diagnosis-
Related Groups (LTC-DRGs), which are based on:

1 Principal diagnosis
Up to eight additional (secondary) diagnoses

Up to six procedures performed during the stay

2

3

4 Age
5 Sex
5]

Discharge status

LTACHSs handle patients with extended LOS and high levels of acuity who struggle with
a host of complications. If

LTAC Hospitals- Answering A Need

Short-term acute care hospitals face clinical and economical challenges when treating
longer term, acutely ill patients. Not only do these patients require intensive, aggressive
clinical care for recovery, but also Medicare's Prospective Payment System (PPS)
severely limits reimbursement for services rendered. The result is often financial loss for
the hospital and medically compromised recovery for the patient, caused by multiple
discharges and readmits.

As a solution, Congress enacted an exemption from the Medicare PPS system for

hospitals with a facility-wide average length of stay of 25 days or more - commonly
called long-term acute care (LTAC) hospitals.
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ompetltlon
in Health Care

by Michael E. Porter and E}izabeth Olmsted Teisberg | 1

TR

satisfactory performance in both costs and quality

o 11 : HE U.S. HEALTH CARE SYSTEM has registered nn-
The wrong kinds l :
over many years. While this might be expected in a

of competition have - / ight be expe:
state-controlled secter, it is nearly imimaginable In a com-

made a mess of the petitive market —and in the United States, health care is
largely private and subject to more competition than vir-

American he alth care tually anyplace else in the world.
- In healthy competition, relentless improvements in
SYS"EE‘IE‘L. The 18ht processes and mettltjods drive down costs. Plso duct and ser-
o R vice quality fise steadily. Innovation leads to new and bet-
k_]ﬂdS Of COIIIP GU‘LIOH ter approaches, which giffuse widely and rapidly. Uncom-
a1 ’ petitive providers are restructured or go out of business.
el & Jalghten lt OU.J[. ’ Value-adjusted pricss fall, and the market expands. This
is the trajectory common to afl well-functioning mdus-
tries —comprrters, mobile communications, banking, and

many others.

Health care cortild not be more different. Costs are high
and rising, despite efforts to reduce them, and these ris-
ing costs canmot be explained by improvements in qual-
ity. Quite the opposite: Medical services are restricted or
rationed, many patients Teceive care that lags amrently
accepted procedures or standards, and high rates of pre-
ventable medical error persist. There are wide and mex-
plicabie differences in costs and quality among providers
and across geographic areas. Moreover, the differences in
quality of care last for long periods because the diffusion
of best practices is extraordinarily slow. It takes, on aver-
age, 17 vears for the results of clinical trials to become
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2 outcomes
rket They are intol-
v of lite at stzke.

DOt of the problem

But this dees not
ed system or a single-
2 matters

U.5. ne“h_n_ cara pe:-’omsﬂc

with 1

mean we advocaie a state-conizoll
payer systemn; those approaches would only mak
worse. On the confzary, competition is alsc the solution,

but the nature of competifion in health care must change.

Our research shows that competition in the health care
svstem occurs at the wrong level, over the wrong things,
in the wrong geographic markets, and at the wrong time.
Competition has aciually been all but eliminated just
where and when it is most important.

There is no villain here. Poor public-policy choices have
contributed to the problem, but so have the bad choices
made by health plans, hospitals, and the employers who
buy their services. Decades of “reform” have fafled, and at-
tempts to reform will continue to fail mntil we finally get
the right kind of competition working.

The health care system can achieve stunning gains in
guality and efficiency. And employers, the major purchas-
ers of health care services, could Jead the transformation.

Zero-Sum Competition

In any industry, competition should drive up value for
customers over time as quality improves and costs fall.
It is often argned that health care is different because it is
complex; because consumers have limited information;
and because services are highly customized. Health care
undoubtedly has these characterstics, but so do other in-
dustries where competition works well. For example, the
business of providing customized software and technical
services to corporations is highly complex, yet, when ad-
justed for quality, the cost of enterprise computing has
fallen dramatically over the Iast decade.

Health care competition, by contrast, has become ZEro
sum: The system participants divide value instead of in-
creasing it. In some cases, they may even erode value by
creating unnecessary costs. Zexro-sum competiticn in

Michael E. Porter (mporter@hbs.zdu) is the Bishop Wil-
liam Lawrence University Projessor at Harvard University.

He is based at Harvard Business School in Boston and isa

frequent contributor to HBR. His most recznt HBR arficle,
“The Competitive Advantage of Corporaie Philanthropy”
(December 2002), with Mark R. Xramer, won a McKinsey
Award. Elizabeth Olmsted Teisberg (teisberge@virginia
.edu) Is an associate professor of business at the University
of Virginia’s Darden Graduate School of Business Adminis-
fration in Charlottesville, where she focuses on innovation

and strategy.
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the physiciar, from the in Tad to tle uminstred, and so
on. Pzssing costs from-one player to another, like a hot
potato, creates no net value. Instead, gains for one parici-
pant come &t the expense of others—and weguenily ,ﬂf«h
added adminisirative COSts.

Secopd, zero-sum compeijﬂoﬁ involves the pursuit of
creater bargaiing power rather than efforis to provide
betier care. Health plans, hospital groups, and physician
groups have consolidated primarily to gain more clout
and to cut better deals with suppliers or customers. But
the quality and efficiency gains from consolidation are
guite modest

Thitd, zero-sum competition restricts choice and access
to services mstead of making care better and more effi-
cient. As the system is currently structured, health plans
make moeney by refusing to pay for services and by limit-
ing subscribers’ and physicians’ choices. Health plans and
care providers restrict patients’ access to medical innova-
tions or limit the services that are covered. Many health
plans pay hospitals a set amount per admission for a given
ailment rather than for a full treatment cycle. This cre-
ates an incentive for hospitals to use cheaper treatments
rather than more effective, innovative ones— and if pa-
tients consequently must be readmitted, the hospitals are
paid again.

Fourth, zero-sum competmon rehes on the court sys-
tem to seitle disputes. Yet lawsuits compound the prob-
lem. They actually raise costs directly (through legal fees
and administrative expenses) and indirectly (through the
practice of unnecessary, defensive medicine) —none of

* which creates value for patients. Moreover, of the billions

of dollars that doctors and hospitals pay annually for mal-

- practice insurance, less than 30% goes to injured patents

or their families.

What Happened?

Zero-sum competition in health care is the consequence
of a series of unfortunate strategic choices made by nearly
all the actors in the system — encouraged, znd in some
cases reinforcad, by bad incentives introduced through
government regulation. These include:

The Wrong Level of Competition. The most funda-
mental and wrecognized problem in U.S. health care
today is that competition operates at the wrong level. It
takes placas at the level of health plans, networks, and
hospital groups. It should occur in the prevention, diag-
nosis, and treatment of individual health conditons or co-
occurring conditions. It is at this level that true valne is
czeated —or destroyed —disease by disease and patient by
padent. It is here where huge differences in'cost and qual-

HARVARD BUSINESS REVIEW
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ity persist And it is here where competidon
would drive improvements in eficiency and
effectivensss, reduce errors, and spark innc-
vation. Yet competition at the level of indi-
vidual health conditions is all but absent
Tte fundamental economics of health
care are driven at the level of diseases or
conditions. Numerous studies show that
when physicians or teams treat a high vol-
ume of patients who have a partcular dis-
ease or condition, they create better out-
comes and lower costs. (For more on this concapt, see the
exhibit “Experience Matters”) Tae renowned Texas Heart
Instreute (THI), for example, prides itself on having sur-
gical costs that are one-third t6 one-half lower than those
of other academic medical centers despite taking on the
most difficult cases and using the newest technologies. Be-
cause of its specialization, THI aitracts the most complex
and demanding patients, whose needs produce even more
1apid learning. In health care, as in most industries, cost
and quality can improve simultaneously as providers pre-
vent errors, boost efficiency, and develop expertise. As we
have learned in many businesses, “doing it right the first
time” not only improves outcomes but can dramatically
cut costs. The trade-off between cost and quality in health
* care, then, 1s.significantly reduced by competi-

Aswe have learned in many businesses,
“doing it right the first time” not only
improves outcomes but can
+wat  dramatically cut costs.

not true in health care. Yet that perverse assurnption —
which neither buyers nor sellers really believe — under-
lies the behavior of the system participants. Payers, em-
ployers, and even providers pay insufficient attention to
achieving better outcomes and improving value over
time, which are what really matter,

The Wrong Forms of Competition. Instead of compet-
, Ing to Increase value at the level of individual diseases or

conditions, the players in health care have entered into
four unhealthy kinds of competition, all of which have
unhappy consequences. One is the annual competition
among health plans to sign up subscribers. Because of
strong network restrictions, however, signing up for a
health plan blocks most of the competition at the level

tion at the right level
Competition at the level of mndividual dis-
eases and conditions is getting even more im-
portant as medical research reveals that diag-
" noses and freatments should be increasingly
specialized. Prostate cancer, for example, is
now understoed to be six different diseases
that respond to different treatments. Provid-
ers should compete to be the best at address-
ing a particular set of problems, and patients

Experience Matters

The more experience physicians and teams have in treating patients
with a particular disease or condition, the more likely they are to create
_better outcomes—and, ultimately, rezlize lower costs. By performing
particular procedures over and over, teams increase their learmning
opportunities and thereby reduce mortzlity rates.

should be free to seek out the providers with :‘E‘r’;algd 18%
the best track records given their unique cir- rates 16% w= [ow-volume US. hospitals
14% wma high-volume US_hospitals

cumstances. In the cirrent envircoment, where
patients’ treatments are determined by the
networks they are in, network providers are
all but guaranteed the business.

The Wrong Objective. Competition at the
wrong level has been exacerbaizd by pursuit
of the wrong objective: reducing cost. Even
worse, the objective has often not been to re-
duce the total cost of health care but to reduce
the cost that is borne by the system’s interme-
diaries -health plans or employers. The right
goal is to improve value (quality of health out-
comes zer dollar egpended), and value can
only be measured at the disease sad treatment
level. Competing on cost alone makes sense
only In commodity businesses, where all sell-
ers are more Or less the same. Clearly, that is

12%

oronary coronary elective espphageal
arery angicpiaszy  abdominal G@ncer
bypass aortc surgery
aratt aneurysm

repair
high-isk surgeries

Sourc=ichn D Birmeyer, L ecorog frmer Sarzy Siandars: Iie Potentil Benefis
of Universal Adopiion, Novermber 2000

smimm

A g+

S T e T




ey 1

ons

ye,_r, bOt_’l DEYeIs ar_d employers are I A.O'GVE."CEG‘ to engage
st in practicas and

n short-term thinking rather ther investin 1
thérapies that will improve value over time.

Amother form of unproductive compeﬁtion occm's
;,1811

when providers cormpete to be mcluded in he

_networks by giving deep discounts to payers and emrﬂoy- :

-* ers that have large patient populations. There is little 0

o economic rationale for such discounts. It does not cost

less to treat 2 patient employed by a large compary than

a padent who is sel en:nlavaa Health care delivery does
10t become more =ficient from Teating twice as many
patdents with a random distribution of diseases; patients
are stll treated onea at a time and according to their par-
ticular circumstances. Large discounts in retam ior in-
creased overall padent flow simply shift Tevenue fom
providers to health plans or to large employers. This cre-
ates artificial benefits for large groups and shifis costs to
small groups, unaffiliated individuals, patients seeking
ou=otnetwork care, and the uminsured—with little, i any,
compensating value. Such cost shitting ultimately doives

'How Reform Went Wrong

Attempts to reform the U.S. health Gire system have failed
_ because they have bezn based on tie wrong diagnosis of
the problem.

These reform efforts have not resulted in meaningful com-
petition at the level of specific disezses and conditions—the
level at which value is created in r==dicine. With competition
at the wrong level, all the systern participants —consumers,
providers, employers, and insurers—have acted counterpro-
ductively. Some historicat perspective appears in the exhibit,
“The Evolution of Reform Models”

The managed care era was focused largely on cost; reform-
ers treated health re as if it were 2 commodity. To cut their
expensas, payers shittad costs and zggressively pursued bar-
gaining power. Providers did the same. Services were ra-
tioned, and there were few true improvements in efficiency.

lronically, costs continued to rise.

The Evolution of Reform Models

In reaction to managed care, reformers tried to give

patients more legal rights. Those efforts ended up saddling
health care providers with extra regulatory layers—and in-
creasad costs. Requiring hospitals and doctors to adhere to
a patients’ bill of rights did eliminate some cf the more egre-
gious examples of cost-driven rationing by providers, but
it also left untouched the fundamental cause of providers’
behavior—namely, competition structured to compel players
to fecus on cost. Costs rose even higher.

When their attempts to fix the system through legal and
requlatory means proved futile, reformers began to focus en
consumer choice—a goed topic to examine, but subscribers’

-choice of heaith plan is not the choice that really matters.

Consumers today have little choice about providars and

" treatments and are in no position to make informed deck

sions given the limited Information available to them.

FUTURE

objective: reduce costs, avoid costs

objective: enable dmnce, reduce errors

objective: increase value

Focus was on Focos was on Focusison Focusis on Focus should be cn

costs, bargaining Jegal recourse cho:c:e of provider the nature of

power, and and regulation. health pian. and hospital campetition.

rationing. - practices.

Sysiem System Sys“ern System

Characterized Dy: characterized by: characterized by: characterized by:

- cost shifting among - Ccompedtan among - online - competition at
patients, pfoviders, . gde=iied rulestor health plans order enty the level of spediic
prysicians, payers, syse=m partidpants  * information on - Six Sigma practices diseases and
employers,and the ) . hesith plans . g conditions

overnmet - increzsed reliance ailnpa * appropriate 205 .
9 s [l .= RS = - distinctive strategies
el on Te legal system fAnancial incentives ER staffing byrayesand

- i access A ayers an :

e for patients . : :
m services P volume thresholds providers
. . i for complex referrals s : ;

+ bargained down : - incentives 1o incease
prices for drugs * manaatory value rather than
and services guidelines shift costs

+ prices unrelated o payror - informiation on
The eCONCMICs of berformance” . providers' experiencas,

WNEn SENaars outcomes,and prices

delivering cra

of care are used

- consumer choice
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up overall costs —even t0 large groups —by Increasing the

number of uninsured patients who must be trzated In
expensive setings (emergency rooms, for instance) and -

hence the amount of fres care that must be subsidized.

R

Providers also competea to see who can form the Jargest,

ffer a complete armay of ser-.

most powertul group, able To offer
vices. Here, too, there are few efficiencies to be gained,

apart from modest opportunities to share pverhead. Hos-

pital mergers often result in two departments m the same

specialty rather than one department, even when the fa-

cilities are close to one another. Provider groups are

vis-2-vis health plans and other system participants.
Throughout Florida, for example, large hospital networks

by

have won price increases far above the rate of mdation

and unconnected to any improvemsnts made in quality
of care after threatening to cut off one of the region’s larg-
est health pians. And because their referrals are heavily
skewad toward affiliated physician groups and Instu-
tions, large provider groups further limit competition at
the Ievel of diseases and treatments.
Finally, there is always a squabble over who pays. This
strugele takes many forms. Providers and payers try
0 shift costs to each other. Payers raise rates on sub-

Recent thinking on hezlth care reform has migrated to
improving quality and reducing medical errors. Employer
cansartiz are attempting to improve hospital practices by
requiring that facilides, for instance, enter treatment orders
into & computerized systemn, maintain appropriate coverage
in intensive care units and ernergency rooms, and meet vak-
ume thresholds for some referrals. These are useful require-
ments, but they do not change the underlying incentives for
zero-sum competition. Similarly, employer-propesed “pay
for performance” inftiatives will help in the near term to get
more providers to comply with current accepted medical
standards. But this will not be enough to reform the systam
because the incentives are to conform to specific processes,
not to achieve resl results. Effective incentives nead to be
tied to goals rather than means.

Some recently propased reforms will even exacerbate zero-
sum competition. For instance, some employer groups advo-
cate “system to sysiam” competition, in which physicians are
forced to commit to one closed network or ancther. This ac-
tually limits competition at the level of diseases and treat-
ments while accentuating the power of a few fulHine systems
t0 completely avoid competing at this level. Meznwhile, giher
proposed reforms, such as the migration of some consumers
from Meadicare to private insurance and the purchase of zre-
scription drugs frem Cznada, are not reforms at all. Shifting
Medicare patients fo 3 private system that is not working is
not = solution. And buying drugs from Canada is the sysiem’s
|atest attempt to shitt costs rather than create value.

Missing in the discussion about hezlth care reform iszn
understanding of the role competition plays in driving gual-
ity, safety, and efiiciency improvements and the type of com-
petition that will best do so. If the objective is to create value,
then competition o improve cutcomes and increase ef-
ciency in specific medicsl conditions is essential. Geting the
level of competition right will reduce arror and encoursge
the spread of new, excellent practicas. Reform must focus on
the rules, incentives, information, 2nd strategies that will en-
able positivesum competition where it counts—at the level
of individua! disezsas and treatments.

scribers who become 1ll. Providers boost their list
prices so Medicare discounts will not cut so deep.
Patients seek coverage for optional or cosmetic
care. And employers allow health plans to deny pay-

ment to their employees. All of this is costly. None, ..

of it creates value for patients.

The Wrong Geegraphic Market. Competition
should force providers to equal or exceed the value
created by the best in their region or even nation-
ally. For the most part, however, health care compe-
tition is local. Such competition insulates mediocre
providers from market pressures and inhibits the
spread of best practices and innovations. Through-
out the United States, there is an almost threefold
variaton in annual costs per Medicare enrollee —

. from less than $3,000 per patient In some areas to
more than §8,500 in others. According to studies by
Dartmouth Medical School’s John Wennberg and
the school’s Center for the Evaluative Clinical Sci-
ences, the higher costs are not associated with better
medical outcomes and cannot be explained by dif-
ferences in age, sex, race, rates of illness (which affect
the need for care) or cost of living (which afiects the
cost of delivering care). These studies did find, as
have several others, major differences across regions
in outcomes and in delivery of care at the disease or
treatment level. Such differences are sustzined by
the absence of competition.

Localized competition is institutionalized by
health plan policies that require subscribers to pay
most of the costs of out-ofnetwork care—-discourag-
ing them from sesking providers outside their im-
mediate area—or that penalize physicians for mak-
ing out-of-network referrals. Medicare, for Its Dari,
computes EMO capitation payments at the county

level, creating little incentve for hospitals in differ-

ent counties to compets, even if they are cnly a few
miles apart. Localized compettion is also the result
of habit, inertia, and information; as a matter of
course, physicians refer their patients to nearby
doctors—even their Medicare patients, who have no
geographic resicaons.
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Though mzny b
locally, healtn shotdd taks place 12gion-
ally,or even nac ; ially for more complex or un-
common condidons. In this way, all providers would be
subject to cormpetitive pressurss to fmprove. And pro-
viders trezting less common condifons, drawing oM a
wider ares, could serve encugh patients to develep the

“ormaniorn about things that have 2 modest

plenty of informatl
impact on value - health plar coverage and subscriber

sefisfaction surveys, for instance. But much more relevent

" is information sbowt providers’ experiences and outcomes
‘in treating particular conditions. Even this basic Informa-

Hion is unavailahle. For example, most hospitals and physi-
cians do not even provide datz on how many patients

expariise and efficiency that
come with repeated exper-
ence and learning,

An ideal heslth care system
would 2ncourage close work-
ing relationships betwesn lo-
cal providers (for most routine
and emergency services and
follow-up care) and a wide ar-
ray of leading providets (for
definitive diagnoses, treatment
strategies, and complex proce-
dures in certain areas). These
relationships would speed up
the diffusion of state-of-the-art
clinical care and would help to
increase quality and efficiency
throughout the system — but

.sum competition.

_they are often resisted today.

The Wrong Strategies and Structure. Although value
is created by developing deep expertise and tailored facil-
ities in a set of areas where providers can truly excel, most
hospitals and networks have instead pursued wide ser-
vice lines to negotiate better with health plans. Hospitals
and physician groups have broadened their services by
merging with or acquiring other institutions, resulting in
roughly 700 hospital mergers between 1996 and 2000 and
very high levels of local industry concentration. In North
Carolina, for instance, only 18 of 100 counties had mmiti-
ple hospital systems in 2000. Rivalryis severely limited as
aresalt

This reduction in competition produces few offsetting
benefits. As we have discussed, consolidation has led to
few efficiencies. Nor s it at all ¢lear that quality is better
when the breadth of services is wider. Though some pa-
tients have multiple diseases, focused institutions can eas-
ily cope with this. The M.D. Anderson Cancer Center in
Houston, for example, has staff cardiclogists but does not
maintain a full-line cardiology practice. When difficult

cases arise Or heart surgery is required, the physicians at .

M.D. Anderson consult with outside colleagues or refer
their cancer patients to leading cardiac centers.

The Wrong Information. Information is integral to
compettion in any welfunctioning market It allows
buyers to shop for the best value and forces sellers to com-
pare themselves to rivals. In health care, though, the m-
‘ormation really nesded to support value-creating com-
petition has been largely absent or suppressed. There 15

70

In any industry, competiticn
should drive up value for con-
sumers over time. In hezlth
care, competition is zero sum-
value is divided (sometimes
dastroyed) instead of increased.
The system can change if the
participants strive for positive-

Pitfalls and Potential:
An Overview of What’s Plaguing U.S.Health Care

The Wrong Level of Competition
Competition is amona heaith plans, hospitats, and netwarks.

The Wrong Objective

Cost reduction; participants try to reduce thair own costs
by mansferring them to someone else without reducing

the total cost.

The Wrong Forms of Competition

Competition is to sign up healthy subscribers Methods
induce discounting prices to large payers and groups,
censolidating to increase bargaining power,and shifting
costs.

The Wrong Geographic Market
Competition is local.

The Wrong Strategies and Structure

Partidipants build full-line services, form closed nemﬁ:rks,
consalidate with others (thereby reducing rivalry),and
match their competitors.

The Wrong Information

Information is about heaith plans and subscibers’
satisiaction surveys.

The Wrong Incentives for Payers

Payers try To attrect healthy subscribers and rise rates

for unheaithy subscribers. They restrict Teztments and out-
of-network servics, shift costs to providers znd patients,
and slow down innovation.

The Wrong Incentives for Providers

Providers offer every service, but often below prevailing
medical standards. They refer patients within the network,
i at all; spend less time with patients and discharge them
i quickly;and practice defensive medicine.

HARVARD BUSINESS REVIEW
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with & pardcular dizemosis or condition they have treated.
Instead, available information about medical experiencas
and outcomes is lergzsly word-ofmouth, even among
physicians, and may be unsupporiad by evidenca.

There have besn efforts to collect the right kind of
infprmation — among them, Cleveland Health Quality
Choice, the Pennsylvania Health Care Cost Containment
Council, and New York State’s Cardiac Surgery Reporiing
Systern. But these have been small-scale experiments.
Providers argue that data on the outcomes of treatmenis—
appropriately risk-adjusted to reflect the complexity or
severity of the patisnts’ inftial conditions —are complex

and ditdcult to measure In meaningtul ways. Incezd, the
collection of outcome informaten has besn actively op-
posed by some system participants—sometimes for good
rzasons (the difficulty of performing r “153{ adjustments, for
instancz) and sometmes for 0ot s¢ good reasons (fear of
comparison and accountability, for nstance).

Some observers have tied to discredit the atzmpts

at have been made so far to collect relevant informa-
tion But these experiments demonstrate both the cidcal
value of having the right information and the feasibility
of developing it In Cleveland, the information collectad
was not disseminated to patients or referring doctors.

The Features of POSITIVE-SUM
Competition in:Health Care

The Right Level of Competition

Cornpetition is to prevest, diagnose, and weat spedific
diseases or combinaticss of conditions.

The Right Objective
Improve value— quality zer expended doilars over time.

The Right Farms of Competition
Competition is to create velue 3t the level of diseases or
conditions by developirz axpertise, reducing errors,

* increasing effidency, anc improving outcomes,

The Right Geographic Market
Competition is at the recicnal or national lavel,

The Right Strategies and Structure

Participants define their distinctivenass by cffering services

and products that crezz= unique value. The systemn has many

focused competitors. / /

The Right Information y
Information is about providers, treatments, and altemnatives /
for specific conditions. /

The Right Incentives for Payers

Payers help subscribers ird the best-value care for spedific
conditions. They simpliy “ulmg and aéministative o
processes and pay bills zromprly. /

The Right Incentives for Providers

Providers succeed by developing areas of excallence and
expertise. They measure and enhance quality and effidency,
They eradicate mistakes they get It right the first time. They
meet, 2xceed, and improve swndards.

JUNE 2004

/_-[h.EJD.gLEdjﬂDtSfQLChange

No Restrictions to Competition and Choice

- No preapprovals for referials ortreatments

= No network restrictions

» Strict antitrust enforcement against collusion, excessive
concentration, and unfair practices
+ Meaningful co-payments and medical savings accourss with
high deductibles, all of which will give consumers inceatives

to seek good value

" Accessible Information
+ Appropriate information on treatments and altematives is
formally collected and widely disseminated.
« Information abaut providers’ experience in treating particular
Ty diseases and conditions is made available immediately. -
* Risk-adjusted outcome data are developed and continually

enhanced.
+ Some information Is standardized nationally to enable

comparisons.

Transparent Pricing
"« Provider sets a single price for a given treatment or procedure.

. * Different providers sat differant prices.
- Price estimates are made available in advance to enable
comparison.
Simplified Billing
- One bill per hespitalizstion or per period of chronic g
- Payer has legal responsibility for medical bills of paid-zp

j
t subscribers.
i

]

LT R FE—

Nondlsmm:natory Insurance

No re-underwriting
Assigned risk poois for those who nesd Ihem
Recu;red heatth plan coverzge, which weuld areate eculry and

value throughout the system

Treatment Coverage
+ National list of minimum required coverage
+ Additional coverage results from competition, not litication.

Fewer Lawsuits

* More information mezns more disclasure of risks and better-
informed choices by patients.

- Lawsuits address use of obsolete treatments and relessness.
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£ cardiac surgeons with low volume and

ileges O 11
mortality rates. After four years of published cata, New
York had the lowest riskedjusted mortality following by-
pass SUrgery oI any state in the countTy

Encouraging competition at the level of specific dis-
eases or conditions will speed the development of the
right kind of information. For instance, insurer Praferred
Global Health (PGH) helps its suhscribers choose among
the world-class providers and treatments it offers for the
15 critical diseases it covers. To find the highest-quality
providers, PGH identifies those with the mosi experience
in the most advanced treatments, dOCUmENts their effec-
tiveness and outcomes, and asks them to participate in
qua]ity—ﬁnpfovement processes. PGH's experience belies
the argument that thers is too little information avail-

72

1l copsumer choice in health care.

able TOr Imzanin

America canngt afcrd to Wi

o

+ for perfzct information to
be developed before it canbe disseminatzd. Nothing will
drive improvements in information fzster than making
the sxisting dats widely avaflable.

The Wrong Incentives for Payers. Health NSUTETs
should be rewarded for helping their customers learn
about and obtain care with the best value; for simplifying
administrative processes; and for making participants’
Tives easier. Instead, payers benefit financially from en-
rolling healthy people and from raising prexoiums for or
denying coverage to sick people. Pagers have incentives to
complicate billing; they can shift costs by issuing incom-
prehensible or naccurate invoices and by delaying or dis-

puting payment They also have incentives to shift costs -

or reduce services by putting roadblocks betwezn patients
and care providers, restricting patients’ access to expen-
sive treatments and most out-of-network treatments. (Al-
though out-of-network care is not inheremntly more expen-

sive, hospitals charge out-of-network patients list prices

that may be twice as high as negotiated in-netivork prices.
The difference between the amount the payst will reim-
burse and the artificially high list prices essentially makes
 out-of-network care prohibitively expen-
sive for many patients.) Finally, payers ben-
efit from slowing down innovations that

savings. All these incentives reinforce zero-
sum competition and work against value
creation in health care.

A single-payer system, which has been
proposed, would end the practice of ex-
cluding high-risk subscribers. But it would
only exacerbate all the other skewed in-
centives by eliminating competition at the
level of health plans and giving the payer
more bargaining power with which to shift
costs to providers, patients, and employers.

_A single payer would have greater incen-
Hve to reduce its costs by restricting or ra-
tioning services and by slowing the diffu-
sion of innovation. The only real solution is
to change these incentives and open up

a government monopoly.

The Wrong Incentives for Providers.
Providers should be rewarded for compet-
ing regionally and nationallyto deliver the
hest-value care for particular conditions
or diseases. Instead, providers’ incentives,
just like the pavers’ incentives, reinforce
zero-surn competition in health care. Hos-
pitals and physicians have incentives to not
refer patients to other providers who may
be more experienced oI tO mazke referrals

HARVARD BUSINESS REVIEW
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Redefining Compertition in Health Care

only within their nerwork. Relmbursement pracices
ncourage physicians tospend less time with paiients,
d_scn"wﬂ them quickly, and reacmit them If there i
a probiem. While many physicizns resist the pressurs
to vnderireat their patients, this confiict between
good medicine and aconomic selinterest demoralizes
physicians and slows the diffusion of best practices.
The threat of malpractice suits creates opposing -
c=ntives for physicians to overtest, overizeat, and over-
refer their patients. Unfortunately, these incentives to
avertreat do not canczl out the reimbursement incentives
to underreat Instead, the result is less effective clinical
practice and mountains of paperwork that drain doctors’
time. Worse still, the threat of malpractice suits creates
risks for providers who tryto learn from bad outcomes by
measuring and analyzing them. Ironically, while technol-
ogy has made knowledge diffusion faster and easier than
ever before, the social and economic structures of the
health care sector work against the rapld dissemination

of Ieammg

Positive-Sum Competition
In a healthy system, competition at the level of diseases

or treatments becomes the engine of progress and reform..
Improvement feeds on itself. For that process to begin,

_ however, the locus of competttlon has to shift from “Who

pays?” to “Who provides the best valne?” Getting there
will require chariges in the strategies of providers and pay-
ers and in the behaviors of employers purchasing health
plans. In addition, some important system infrastructure

eeds to be put in place —Tules and regulations that shift
the incentives and create the right types of information.
Let’s look at each nesded reform in tum.

Provider Strategies: Distinctiveness. Under positive-
sum competition, providers would not attempt to match
compettors’ every move. Instead, they would develop
clear strategies around unique expertise and tailored fa-
cilities in those areas where they can become distinctive.
Most hospitals would retain a wide array of service areas,
but they would-not try to be all things to everyone In

most businesses, it is common sense to develop products.

and services that create unique value. For many hospi-
tals, developing unigueness is a significant change in
mind-set and deciding what ot to do is an even more rad-
jcal idea.

No Restrictions to Choice. Under posiiive-sum corm-
petition, all restrictions to choice at the disease or treat-
ment level would disappear, including network restric-
Hons and approvals of referrals. Reasonable co-pays and
large deductibles combined with medical savings ac-
counts would let patients take some financial Tespon-
sibility for their choices. But co-pays would be the same
inside and outside of the network. Antittust authorites
would scrutinize system pardcipants so that one hospital

TUNE 2004

Providers should compete to be
the best at addressing a particular
set of problems.

i
i

" the spread between the most discounted pricz an

system or health plan did not unfairly dominats an im-
portant market

Transparent Pricing. Prices would be posted and read-
ily available. Providers would charge the same price to
any patient for addressing 2 given medical condition, Te-
gardless of the patient’s group affiliation. Providers could
and would set different prices from their competitors, but
that pricing would not vary simply because one patient

was insured by Aetna, another covered by Blue Cross,and

another selfinsured. Payers could negotiate, but price
changes would have to benefit all patients, not just their
owr The cost of treating-a medical condition has nothing
to do with who the patient’s employer or insurance com-
pany is.

Price disciimination not related to costs imposes hiige
burdens on the system today. Having multiple prices
drives up administrative costs. Patients covered by the

- public sector are subsidized by private-sector patients.

And within the private sector, patientts in large groups are
subsidized by the uninsured, members of small groups,
and out-ofnetwork patients, who pay list prices. ATt
cially high list prices make mcre patients unable to pay,
driving up uncompensated care expenses, which leads
to ever higher list prices and bigger discounts for Iarge
groups. The price disincentives for care cutside of the net-
work stifle competition, which in tumn slows quality and
efficiency improvements that would otherwise benefit all
patients. Without service-by-service competition, costs
spiral ever higher while quality lags. The cost of dysfunc-
tHional competition far outweighs any shortterm advan-
tages system participants get from price discrimina-
tHion —even for those fmns that currently get the higgest
discounts.

Paradoxically, the mosnpmdzcal way to eliminate price
differentials for favored groups might be to temporarily
institutionalize them. The federal government could it

and the
highest price charged by a provider for any service and
then reduce this spread each year over a five-year period.
Ending the price anomalies would put a shortrun burden
on the biggest beneficiaries or the cuurrent system —mas-
ter cost shifters like Medicare and the largest health plans.
But over time, all participants would benefit from the
enormotus improvernents in value and efciency.

Simplified Billing. A fundamental fimction of pricing
is to convey Information to consumers and COMPeTiors.

~ 1Ol
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Redefining Competiticn in Heaith Care
Currenst billing practicss obscurs that inf
necessadly complex billing con’rr!outas '
arives up administTative COSLS, an d make

. Undar positive-stm

comparisons vircuatly impossibl
competitior, provicers would have to issue a single bill
ach service bundle, or for ezch fime period in fTeat

for R Bt i
ing chromic conditions, rather than a rmyriad of bills for
each discrete service. Many ot 13: mdusiries have solved
the problem of how to issue a single bill for customized
servicas; among them aerospace, construction, auto Te-
pair, and consulting. A competitve health care industry
could Agure it ont, too. Competing providers would also
figure out how to give price estimates in advance of ser-

The locus of competition

has to shift from “Who pays?”

to “Who provides the best value?”

vice. Such estimates would not only Improve constmer
choice but would also spur providers to learn about the:u'
© teal costs.

The other major source of billing problems is that cur-
rently, the patient bears the legal responsibility for bills,
even with fully paid-up insurance. In positive-sum com-
petition, payers would bear full legal responsibility for
the medical bills of paid-up subscribers. If providers bill
once and payers cannot shift costs to patients or provid-
ers, much of the confusion in billing will end.

Accessible Information. Under positive-sum competi-

tion, both the providers and the consumers of health care

would get the information they need to make decisions
about care: The government or a broad consortinm of
employers could jump-start thé collection and dissemi-
nation process by agreeing on a standard set of informa-
tion that would be collected nationally on a regular basis.
Indeed, medical information is not unlike the corporate
disclosuares averseen by the SEC. The benefits of national
comparisons are compelling and will unleash a tidal wave
of improvements in quality and efficiency.

An obvipus - and relatively umcontroversial - starting
point would be to collect information on specific provid-
ers’ experience with given diseases, treatments, and pro-

cadures. The data would be made publicly available after’

a waiting period during which providers could correct
any errors. OveT time, Information about providers’ misk
adjusted medical outcomes also would nesd te be col-
Iected and dissemninated, aflowing consumers to evaluate
the providers’ areas of expertise. This information would
be specific to particular diseases or medical conditions,

not ageregated across different ateas of medical practice.

A productive system would also collect or disseminate -

74

pricing information,

trezcments o1 L;I'CL\._L_

Nondiscriminatory ln;urancs Underwriting. Two
anpmalies mar the pricing of health plans. Fir L, people
who are Includzd in large risk DOOla uch as those who

work for big companies) can get a reasonz ﬂy priced
health plan even I someone In the fzmily has medical

| isks. But those withour access to such a pool (such as

people who work for small firms or are self-employed)
will pay very high prices if a family member has medical
risks. Realistic reform efforts need to assume that health
care coverage will continue to come mosiy from em-
ployers. However, Tisk-pooling solutions need to be devel-
oped for those who are self-employed, employed by
small firms, employed part-time, or unemployed. For
example, smzller companies are joining consortia for
health plan purchases. For high-risk pecple unable to
- buy health plans, assigned risk pools, like those used
in automobile insurance, will need to be developed.
In addition, pecple in small groups or with ndi-
vidual insurance policies face the likelihood that
-their premiums will rise sharply if someone in the
famnily actually develops an expensive medical condition,
even if the family has paid premiums for years without
making large claims. This practice, known as “re-under-
writing,” negates the purpose Df health insurance and
must be eliminated.

Fewer Lawsuits. Malpractice litigation and the associ-
ated defensive medical practices inflict huge costs on every-
one, and they have done little to reise the quality of health
care. Indeed, the threat of malpractice creates incentives
for physicians and hospitals to hide their mistakes rather
than own up to and eliminate them. Standards for mal-
practice litigation need to change. Lawsuits are appropri-
até only in cases of truly bad medical practice, such asneg-
ligence, the use of obsolete treatments, or carelessness,
not when a patient had a bad outcome despite receiving
appropriate, up~c-date treatment With better informa-
tion and no resaictons on choice, many lawsuits will be
averted. The money spent on enabling infommation and
choice is an investment in removing billions of doilars of
administrative and legal costs from the system.

National List of Minimum Coverage. The cunrent sys-
tem of individual negotiation and lidgation over coveI-
age is expensive. A better system would mandate & mini-
mum level of coverage with a national list (such as the
one used in the Federal Employees Health Benefrs Pro-
eram). Health plans could choose to cover more seTvices
and treatments for compeiitive reasons, but they could
not be forczd to do so by lawsuits. This change would re-
focus health care expenditures from malpractice premi-
urms to delivery of care for more people.

Payer Strategies: Chofce and Efficiency. Posiivesum
competition would induce payers to compete o reate
value, not just to minimize cost. They would stmplity

HARVARD BUSINESS REVIEW
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Redzfining Competiti
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billing and adminiszative process y would serve

subscribers by identifying freatmen zﬂ mafves and
providers with exczllent outcomes. The u_d help sub-
scricers to know when and where it 15 appropriate to
travel outside of thelr Immediate areas for qualiy care.
(Scme payers have begur to post information ebout treat
ments and providers on their Web sites, but the informa-
tion Is often only about those treatinents and providers
within a small radius arcund the subscriber’s ZIP code.)
The best payers would be able to recommend effectve
disease-management options for subscribers with chronic
condidons. Competition would shift to providing infor-
mation and excellent service. Attempts to limit patients’
choices or to control physicians’ behavior would and.

Accelerating the Transformation. Two other steps
would accelerate the transformation in health care —one
a transitional change and the other a larger, more con-
troversial one. The transitional step, with major symbolic
importance, would be the creation of a short-term mech-
anism to encourage the diffusion of promising new ap-
proaches to care that are inidally expensive. One model
would be for Medicare, traditionally siow to adopt new
treatments, to create an Adoption of Innovation Fund to
support the spread of promising FDA- approved therapies
to patients. Providers, working with

|
|
|
|

who can afford coverags but who choose not to buy it and
become part of the uncompensated care pool if they be—
come ill or Injured.

Employers Should Lead the Way

Companies have a lot at stake in how the U.S. health care
system périorms. Businesses’ health care costs have out

paced inflation in 13 of the last 17 years, reaching more

than $6,200 per emplovee in 2003. Double-digit increases
the last three years, projected to continue in 2004, have
caught senior management’s attention. A Hewitt Associ-
ates study of 622 mazjor U.S. companies found that 96%
of CEOs and CFOs are significantly or critically concermed
about health care costs for 2004, and 91% voiced the same
concern for the impact health care costs will have on their

employees.

As major purchasers of health care services, employ- -:

ers have the clout to insist on change. Unfortunately,
they have also been part of the problem. In buying health
care- services, companies have forgotten some basic les-
sons about how competition works and how to buy in-
telligently. Ignoring differences in quality, companies
have bought health plans based on price rather than

value. They have delegated the man-

agement of their health plans to par-

techno]ogy suppliers, pharmaceutical
tompanies, and payers, would com-
pete to win the funding under well-
defined standards for institutional re-
view and informed patient consent. In
time, such a fund may not be needed

What Employers
Can Do Immediately

ties whose incentives were not well
aligned with the companies’ attempts
to maximize value or with the well-
being of employees. Hence, employ-
ers have become unwitting conspira-
tors in a troubled system.

as positive-sum competition takes
hold. As a transitional device, how-
ever, it would speed treatments to-
ward lower cost and wider adoption.
The larger, more controversial step
would be for the government to re-
quire health coverage for all, with sub-
sidies for low-lncome people. With
eguired health care coverage, every-
one would be a paying customer con-
cermned with the value of health care.
While subsidies to low-income people
would drive up health care sxpendi-

turss, there would be offsettng cost

savings and revenues. The huge cost
of fres care would be eliminated, and
providers would no longer have to
Taise thelr prices to cover it Cost sav-
ings would result from more care de-
livered at the right time rather than
after compiications have developed,
and in cost-effective setdngs rather
than in emergency rooms. Additional
revenues would come from people

TUNE 2604

[ ] Select plans that do not resirict
employees’ access to treatments
or out-of-network providers.

[ ] Expectfrom providers informa-
ticn about thelir experience,
their use of prevailing stan-
dards, and their outcomes.

D Ensure employee access to
information on diagnoses and
alternative treatments. Share
coilected information regionally
and nationally.

! | Insist that employess be
trested by experienced
providers.

|| Reguire a single posted fee for
ezch service.

[T Reguire one bill per hospitaliza-
tion or treatment cycle.

[ ] etiminate billing of employess
by fealth plans or providers.

They should have known better.
Few products or services are really
commodities—especially not complex
services like providing quality health
care. The relevant standard should be
value, not cost. Companies know that
experience and expertise simultane-
cusly improve quality and reduce
cost. They know that innovation is
crucial to progress, not an expense to
be suppressed. And they know that
relevant information is 2ssentdal to
good decision making.

Some employers have starte
purchase health care services differ-
ently. And consorda like the Leapitog
Group (a coalition of 150 public and
DIrivate oiganizations that provide
health care benefits) are working to
improve the quality of health care;
Leapirog’s focus is on reducing the
high incidence of errors in U.S. med-
ical care. These efforts are important,




Redefining Competition in Hzaiih
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but they will be even morz
effectve when they focus oo
the power of competition.
Rather then approve hospi-
tals or t2ll them how to run
thelr operations, employvers
nesd to insist that choice and
Information be made tuly
available at the level of spe-

cific diseases and treatments 7

so that patients and refer-
ring physicians can choose
providers that use efficient,
state-of-the-art methods of
care. Leapfrog is moving in
this direction with its efforts

Deeper Diagnosis

Improved heaith care delivery should be a

Tor corporsis maneagers. Yet most companies cond

to depend on government and indusiry “exgaris;

whose reform efforts during the pasi decacs
falled to create effective competition in heaft care. In
“Fixing Competition in U.S. Heslth Care)” professors -
Michael E. Porter and Elizabeth Olmstad Tzicherg
explzin what's wrong with the system from s business
perspective and what changes will be required to
improve the value eguation. This report fezturas in-
depth analyses and comprehensive facts and figures
gleaned from the authors’ exhaustive research. For
more information, visit http:/hcreporthbrors.

(risk-adjusted) outcomas.
The system will improve
much faster if providers
facs competitive pressure
to produce truly good rz-
sults, patient by patient and
condition by condition.

By setiing new expecta-
tions for health plans and
providers and by purchasing
health care services differ-
ently, employers can realize
the power of positivesum
competition in heslth care.
(The exhibit “What Employ-
ers Can Do Immediately™
outlines what employers

to promote regional refer-

should demand from their

1als for high-risk surgeries to
highly experienced providers. Honeywell is also moving
in this direction by hiring Consumer’s Medical Resource,
a decision-support service that provides independent in-
formation on diagnoses and treatments to employees.
The newest employer initiatives, known as “pay for per-
formance;” set higher reimbursement rates for providers
that comply with specified standards of medical care.
These measures aim to prevent subpar care by encourag-
ing widespread use of well-established standards that are
too often ignored. Pay for performance could be an im-
portant transitional measure until experience and out-
come data are widely available. However, it is an inade-
quate long-term solution because it tewards providers for
following mandated practices, not for achieving excellent

health plans.) Most emnployers resist the idea of an end to
volume discounts, but these discounts contribute to the
viclous cycle of cost increases and cost shifting in health
care. If employers take the lead in creating productive
health care competition, insisting that competition take

place at the right level, firms and their employees will -

benefit from the increased value of services and the
broader information available. Pursued seriously, such
changes would radically alter the health care system, in-
stigating a transformation of historic proportions. The
systemn can be fixed. V.

Reprint Ro406D; HBR OnPoint 6964
To order, see page 139.

T THINK YOU CaN,
I THINK YOU CAN,
I KNOW YOU CAN,
L KNOW YOU CAW.,,
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Februarvy 25, 2005

Commiitee on Health Care Sieatemes
Other Comm Bhit dowmey, V. Hohoidt, Paul Brumeard(, 1D Haley,
et M

Moratorium on Hosprials

Deur Sepators,

This particudar bill is fotally absurg! 1 have pust fintshed reading the langaage contained

it 1 ooked out my fromt window o make sure that T did wake up this morning in America!
Ladies and pentlemen, thiy 1z g very bad bill and should be killed in commilizg

am surg Trom reading reports in aewspapers, the large medical centers are probably behind this
PrOoL seysed it“g* station, T The larg "pest g sdical centers do hot pecEssardy mrmmfj ¢ the best care due o

therr inadequate under staffing of health care workers (o tuke care of patienis.

swons Tor healith care and the state of Kansas. in sroall cittes 1 we
SHE T T area, we must {w a;-w(*c pood health care, that is

This bidi could have repercus:
are 1o strvive and gef busin

Just as essential as good ciean

We have ihc best l'i"h.‘i,jxﬁ‘ care itz the world, yel, we don’t fry to protect owr physicians and
Madpractice crisis from thiy s sulra Why nof put a
_ " ars takee 1. That would put 2 stop (o a large majority of the
I,t-:i. fhem earn an honest Iiving as the test of ug have had wo do, T will amjmku S0me
substandard cars we personally have encounterad faler on. We have never fied 2
swit against any medical hospital, for thetr substandard care we recerved due to %nc& @f %*a*f on

fie)

Hoor The :ﬂsyssum: wis not ai taul i owr cases.

ar buili in A

rikansas ity and we are very excited about
i bread your il correctly, 1 woald "w i stanh Mlock o us. Bansas bas a large vumber
sersor citizen people whe have worked and paid taxes all their life here. We would Hike 10 keep
medica] facthies bere. We wall not get vounger! 1118 an inconvenience o have io dove Lo

wis whioh could be o matier of

We hope to have a new medical cen

z

{or medical treatment vhus waitting fonger for appoinime
e and death

Kansas is net particwarly a businoss friendly state, as vou well know. Taxes are ioo high for

o
caTpoTaiions, as well as ahw.- rest of ys Jobs are mopoviant 10 al of us. This bil} will oy siop
in the smatier cities. I we have wvestons or physicians that want o build 2 new

S&ndﬁ?qlew@rw\cw Sta
Dake . YNacch 3, 20

(it et 1Yt

[LIEEH

COW‘\ v,
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hospital whether i i we o regular medical center. spec iality or otherwise, they sh aiowed
the American way. Howe can stay in our own atea, thar weuld keep health care
! sHigs, we ‘mw mijcapes, meals and motel costs. This could be

Traveling it ihe la

L
.r

} an: ondy speaking fof o fdﬁ\h; and myset!) §am sust a regalar concerned 07 year obd cigzen.
oW uP noar Barrson, Arkan Al that Lime, ?.5’%1‘-% e was no college, hospital or vision for the
yon our towe Thank G e had g vision, They now have both, i spukic with
They are a Gﬁ}.’ﬂﬂ*Uﬂ“"’-’ about the size of Arkansas City. Perhaps about
sow have a staft of 57 physicians, 32 consulting physicians abie
i oserius accidenis or oxireme ilnesses, which are then trang
| 5'4'%1"’14‘& ADPIOXIE m!c v 60 mites away or Litfle Rock, 140 miles away. This sinall
medical conter has a very large volusieer group, as well, We have 9 very caring primary care
physicians 'hm‘e;:. Why can’t we work on offering sorme imeentives for young Kansas dooetors oud
of residency Lo come to rural commuration Uit they cant pet practices established. That seems

ol Hew

¢

o me 11 would aiso lewer our health costs.

T would fike 1o address some substandard care in the large medical centers as 1 staled above.
by hwsband bas had a total of soven major sur %rm-.pius S04 THnOY ones. Ag you can see,

ve nersonally s?‘tm 3 ;:u 9, fime m hospitels, We bave received very good carc at Wesles
'md Terth Arka - oay well ag cur ows :.wmf'h sentral Regional Medical Center
They are as follows: I’T&'zf:h};t@“‘i“lr" H{wwﬁﬁé in Prtsburgh, Pa {The Jargest hospatal in Pa. and ol

course not ope it you wo
ry that could not be done anywhere m our

My husband was sent there in 3‘3‘}7 *é}f i‘hmr SUrees
aren. He statted gomg downr hill on a Frday mighi( weekend) I ook 12 hours 1o get 2 doctor o
P Our regular surgeon was never

comne 1n (o see him nght in the hospita! Substandard care night!
aptified. e was placed back i infensive care, his room cleaned out and | was sover
wall intp the hospial and see all his sémw s, Tabe and other belon gings on the coupter of the
nurse’s station was very over whelimng. | bave vory bad memories of that hospatal

YVIA Christi in Wichita, my bushand had cancer of the bladder surgery in carly 1995 he was

scheduled to be placed on the wrology floor, someone decided the orthopaedic foor did not bave

£

had

as many patients and 1o balance the two, placed him on the orthopaedic floos. T
complications, started hemarrhaging and as a result, the nurse in charge, did not know how 1o
or him. He went back fov emergency surgery thal night, The nurses told s over and over
that our sureeon had been called. Oy surgeon saic im‘v never shee called i, He was free for
an hour and could have come buck te the hospitad, He sent another docior in hus office 1o stay
with us aphl he cosld get Jmc

Vid Christi in Wichiln, Febroary 13, 2003 we were in emergency room waiting roont with 4
friend. This arca was dirly nnd needed cleaning, as well as the front door area outside

Pl

T hope § have not rambled on toe tong and worn you el Thas is from my heart. T eare and love
Kansas. | love and am proud {0 be an American.

Kansas, | care and love Arkansas City,
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> this very bad BT as an aitack on my famidy and myselt Every rural town in fansas has ihe
sstor or physician group {o buitd a medical zmﬂpm,i, .npe.t. ality hospital, or
2 did the small town thad | grew ap near. §am a very opthnistic
rsom. | am iru-\ convineed thal we could make our state, cily and countios very hoalthy by
Ty W oractios proventive medicine. 1 should help the bottoms fine hy

s medical care for the uninsured and children in need of medical

f {0 have any iy
2‘52&(3'{'\1«25@. Mlease have a visio

h

fecreas; elv th siztes bus

e,

WE RTS pTaving We have been thore.

SETREHON
He s also on our prayer st a m_

Flease, tadies and gentlemen, regect this badd bl belore 11 poes further,

heaving on March 2, providing there 35 nol e or snow,

Cldy, Kansas S87T005-1855
THG Homeh 2044127784

A rhansas {

0244421
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 Building a Better Kansas Since 1934
200 SW 337 St. Topeka, KS 66611 785-266-4015

WRITTEN TESTIMONY OF
ASSOCIATED GENERAL CONTRACTORS OF KANSAS
BEFORE SENATE COMMITTEE ON HEALTH CARE STRATEGIES
SB 235
March 3, 2005
By Corey D Peterson, Associated General Contractors of Kansas, Inc.

Madame Chairman and members of the committee, my name is Corey D Peterson, Executive Vice
President of the Associated General Contractors of Kansas, Inc. The AGC of Kansas is a trade
association representing the commercial building construction industry, including general contractors,
subcontractors and suppliers throughout Kansas (with the exception of Johnson and Wyandotte

counties).

The AGC of Kansas opposes Senate Bill 235 and requests that you not report it favorably for

passage.

AGC of Kansas opposes the state of Kansas issuing a moratorium on construction projects, especially
during difficult economic times. Such a moratorium would be ill-timed as the commercial building

construction industry continues to be very slow in most parts of the state.

A recent study showed that for each $1 million in construction 30.8 jobs are created (34.2 jobs for
maintenance and repair construction). Legislation as outlined in SB 235 would work against Kansas’

economic recovery as it attempts to rebound.

While AGC is not certain of the full intent of this bill, it feels questionable ground is entered when
legislation is sought that would limit or restrict competition. AGC is concerned what precedent this may

set.

The AGC of Kansas respectfully asks that you not recommend SB 235 for passage. Thank you for

your consideration.
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March 2, 2005

Senator Susan Wagle
State Capital, Room 120-8
Topeka, Kansas 66612-1510

Re: Written Testimony on SB 235
Dear Senator:

Thank you for allowing me to submit my written testimony on 8B 235. Under cover of
this letter | am faxing you that testimony as well as numerous articles that we discuss
that discuss the preliminary MedPAC report findings. At the very least | believe that
these preliminary reports indicate that this is not the crisis that some would perceive it
is. These reports provide ample reason to allow the MedPAG process to take its course
so that the problem can be corrected at the appropriate level.

Thanks again and please call if you would like to discuss this issue further.

Sincerely
HUTTON CONSTRUCTION CORPORATION

\"'\w»——' J’-\vap—_a
Mark Hutton,
President

Z2ZZY 5. WEST STREET = WIGHITA = K2 » 57212 316=-942-8855 @ 316-942-8681
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WRITTEN TESTIMONY OF MARK E. HUTTON
BEFORE SENATE COMMITTEE ON HEALTH CARE STRATEGIES
SB 235
March 3, 2005

Madam Chair, and Members of the Committee my name is Mark Hutton. 1 am president
of Hutton Construction Corporation, a mid-sized general contractor operating primarily
in the Wichita and surrounding areas of Kansas.

Today | am speaking out in opposition 1o $B 235 and request that you hot report
it favorably for passage.

SB 235 is prescriptive in nature and is designed to block competition with the traditional
hospitals in our State, specifically one that is being considered for the Andover, Ks.
area. While | am certainly not an expert on the impact of private, physician owned
hospitals on the large existing health care facilities | do believe strongly that it is very
dangerous to start passing legislation in our State to block specific private initiafives.

It is my understanding that this bill is being considered so that KDHE has the time to
review and revise the regulations governing the operations of hospitals in the State. |
submit that if KDHE has a concern about strengthening their standards for hospitals that
they have a year to get this done before the project in question would be open and even
then they have the authority to add requirements to the facilities and operations at any
time if they feel itis in the best interest of the public. If there is a question about low
standards and the impact on our public health then | suggest that you consider
strengthening KDHE's oversight abilities and not weaken our state by blocking private
enterprise.

Imposing a moratorium on free enterprise sets a bad precedent for our State. |n today’s
competitive market for attracting new industry and capital to our State we would be
remiss if we react with legislation every time it threatens the status quo.

Last year the federal government commissioned MedPAC to prepare a report on exactly
ihe issue that is before you today. Included in this mandate was a moratorium on the
construction of new facilities until later this year. While this report is not yet complete
the preliminary report found that the presence of specialty hospitals in a market
has produced a higher level of healthcare and has not adversely affected the profitability
or the ability of the larger hospitals to provide services. Last year this was born out in
that while 4 specialty hospitals were operating in the Wichita area both of the large
: hospitals posted profits. The final analysis of the data is still pending. At the very least |
| beliave you should wait for the final report on the impact of physician owned hospitals
l befqre you impose a moratorium that could prove to be unwarranted, unjust, and
potentially damaging our States reputation and economy.

Thank you for allowing me the opportunity to address this important issue today
and | again respectfully request that you not recommend SB 235 for passage.

T2 5, WEST STREET » WICHITA - K5 = 67213 316=-942-9055 @ 316-942-8681
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Hospirals Report Shows Little Financial Impact On Laxge Hospills hy Spacialty Pacliies

Epeoialty hospitals care for fewey low-incomse paticats than larper communlty hospitals bt overa)l have [inle negative
genmlm Impact gn the competition, the Medicare Payment Advisory Commyission found in @ preliminary study 1o0sued
pt. 10,

The early study looked at spaclalty amd coramunity hospilals in thtes arens with & cancentration of physician-owncd,
single-specialty fhcilitics. The findinge were relcased at o regular MedPAC meeting, A full report iy due out in March
2008.

Coagress mundated in the 2003 Medicate law that ModPAC fook at » number of isgpes related to phygichan-dwned
specialty hospiiaty, specifically the finuncial effect the single-service fincilities have on fll-seryioe acite care hotpitals.
Spevialty hospitals, 6s defived by the tsw mnd MedPAC, are those thar offer only cardiac, surgical, or orthopedic
porvices. The law inl;pow.l an 18-month Miitutorium an Medlcare paymsnts (o aow specialty hoxpitals while MedPAC
condues it posearch,

Specialty bospitels have received muoh critioium Srom the larger howpital commumity and from soote lawmakess five
“¢herry-picking” the most profitable patients from communtly hospitals, leaving the acuic-care faeilites to gbsorb i
ooit of caring for the sickest and most cxpensivo patients, Critics slso charpe that gpeciulty haupitals farther handicap
full-service facibitics by not operating emergency departnwnts.,

The preliminary MedPAC study wad conducted in Texas, Kansas, and South Dakota, Tt confimcd (b, un the whole,
dostor-owned speclally hospitals aee fewer Medicuid paticals, Jecaving community ficilitie to pick vp cases with Jower
reimburesmema.

Flowever, the findings furthr showed that eommunity hospitals remained prottiable even as competing apeclalty
bospitals atirncted large volumes of profitabic procodurca, mich az heart and other surgioal procedurcs.

MedPAC also found that specialty hospitals prompicd changes al competing commuix italy, such as extending
patient hours, improving scheduling, and upg:ding equipment, i Y =

Wdetls W, Fotlent. PWF. BS
Admirisiretivg Direator

Amgricow Sungloal Hoaplial Axcocierion
PO Bani 23220, San icge CA 92193
Phone: R58 490-8085, Fa: BSB.480,0016
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ASHA UPDATE

Sepismber 13, 2004
Dear ASHA Member:

On Friday, September 10, 2004, the Medicar Paymom
Advisory Commission (MedPAC) held its monthly

tneeting. At this meeting, MedPAC was presented with
preliminary resules of ihe stody mandated by the Medicarc

09/14/2004
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Modemization Act of 2003 that wag passed in November of lost vear. The initin)
findinga of the sudy are very positive and show that specialty hospitela do pul pose n
serigus threat to toditional hospltals, a2 some of gur opponants have claimed, We are
canfident that the final report will show Lhet there is no sompe]ling need w exiend, or
make permanen, the moratorium on the development of specialty hospitals
trougher the Unlied Staes.

I'waouid liks t begin this letler by meationing that our commicatipns and sdvocecy
effors ane succesding becauss of the manetary contributions Yo have made, Your
generotity has allowed vs 2 hire Randy Fenninger, « Washingion, D.C. based
lobbyist and Corlos Vasquez, a public velations and political policy expert. Much of
our esent success in (he policy and publio perveption arenas can be attribined 1o
these twn individuals,

Mr. Fenninger has been responsible for oxecining ASHA's udvocasy cfforts on
Capliol Hill. Dus to his relationship with key siafl members, Randy wis instrumental
i canvincing MedPAC to expand tho number of gitc of visils (o our members’
haspitals in ender to gain 8 morc wide-spread sample of speciafty hogpitals. He hay
also betn ASHA's voiee in (he halls of Congness. From tostifying at key commitico
hearings, to representing our cxganization at politiva) femdraising events, Randy has
suceesafully represented ASHA with key decision mahcrs in Washington.

Mr, Vasqucz is responsible for messape development and contioulty. He devalaped
the ASHA Truth Campaign, our commanications plan designed to educate Congress,
key policy makees and the American public ahaut the benefits specialty hospitols
bring to our nation’s heulth care systom, In addition w poncral mgssoge developmont,
Carlos is respoasible for all of ASHA's medin rélations, policy development, creation
and distribution of releascs, scripling tesponses W oppositon atuscks umd
outhoring articles. of Carlos® efloris, ASHA has been fraguently meationad
in nationally-published ynde jouraals and newspapes and wi have become amore
mnopmizable caganization in Congress and acrosy (he country.

Our oppostents such 84 the Americen [ogpital Assuslarion {AA) and the Coalition
of Full Setvice Cofmunity Hospitals claim that the growth of specialized hospitaly
threatens comumunity 5o to acute oan:. Howover, nsconting to MedPAC, ihls
siraply is not happening, MedPAC staff reposied Thiz when a speclalty hospital emers
e market scrved only by iraditional hompitals, thexc facilitics see a slight dacfine in
the yohmic of paticnts treatad, yet rematn profitable over tine despite the new
ccmpetifion brought on by the specinlty bospitals,

MedPAC algo reports thot wraditional hospitals are fared Lo find better efficloneies
ang mmprove service when fated with competition from speciafized aouts care
fucllitieg, For example, in order to regpand to the increasc in competition, traditiogal
bospitals iimprove their hours of oparation, thug meking it more patient-friendly. This
substantiates our clairns thet the competitivo natyrg of the spasialized madel leads to
jmproved patient oare at a lower cot. 1n shorr, when competitivi is encouraged,
policota and payets glike win.

MadPAC was very complimentary About mur nactiber facilities thay, were choscn for

sila visits by MedPAC. They were very impreatad with our open-door policy smd the
ntcess 1o information that we afforded thom. We have stated Yme and time again thay

09/14/2004
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we fuve nothisg to hide and that the truth about spacialty hospitaly I8 one to be
shared with the country, not covered-up, which the ALIA would prefe.,

Despite this enssuraging news, it 18 100 early to catebeate nnd claim victory.
Although the ASHA Truth Campaign in warking and our leglslative zfiorts are
bearing fratt, thix js the first bewle i a long war. Wemnst remaln diligent nnd
committed w the programe we have implemented o fight the moratornin and our
oppanents’ thetorie, The AHA is on revord qtating thnt they will centinue o push for
& permancrit moratorium an specialty hospiwls despits the final vesulis of the
MedPAC and HHS studies. Regardlens of the final outcome of these sindies, our
opponents will not qui umtt they bave exhangtcd all of thelr resounces in Aghting w
elimingie any form of competition in the healih care industry,

We ook forward 1o the final resubis of the MedPAC study, and ans ooafident that
they will be positive: for the specialty hospital study. The preliminary nformation
presented 10 MedFAC on Priduy, as well the findings of ASHA's member aurvey, are
conslateni with earlier etudics that show competition lcads (o lower costs, lower
complicetion rates tnd improved patient satisfaction, Americs™s paticomy demand the
et bealth earg possiblo and speciafty hoapitals have nnswercd thaf call. ASHA wili
esentinus to work to ensurt that facllities, like youns, bave s voice in the haalth care
debare, We have the truth. We have the facts. And we will uze them 10 exiuoate the
American public and Congress about the nocessity of specialimtioh ib Ay care,

Thenk you for your time regerding this impostant mateer, 1 you have any questions,
pleaso do not hesitie to contact me st your convenicnae,

Sincercly,

Mike Lipomi, MSHA
President

P&,
lh-uduhdm-ﬁtﬁunkﬂThﬁllﬂhﬁmlhﬂhﬂuhuhnl@mmnhﬁnﬁwnm-ﬂuﬂﬁrnuﬁuyﬁ g of
MePAC sty £ yoor By ormstion, § inpe bl you find fhe eriiclc af evhormt, Thmee aots tee ARA'S | o . m od of B

NO. 517

Specialty competition iss'l wll bad: MedPAC
By Jctr'l'h?m Modoin Heakheare / September 10, 2004

Physician=owned specinlty hospitela may ol posc as severs a threal to community
hospitals as critios have suggested they do, according to preliminary reqults of o
study being cordocted by the Medicars Fayment Advisory Commirdon.

Specialty bospitals — which focus exglitsively on providing cardias, mihopedic or
mrgiva! care ~ mitlally rehuce the volinvé of patients Wested by competing
community hospitals, MedPAC researchers sald, Howaves, they added, most
comniunity hogphals remainad profitable over (ims despite competing with e new
ypecialty fucility.

When specialty hospilals enter o merket, (hey ofien serve as a “wake-up call” for
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their tredlional neine-care competitors to inmpeove services ang efficlenty, aoconding
to carly findings of MedPAC's stndy, which was mindated by the Medjcare
Modemieation Act and will be completed in March 2005,

Spociaity hospitals atso serve firwex Modicaid and winsred puticats, and prossnl
Possible conflicts of interest, MedPAC wiid,

The Medicate Modemization Aot pul in placa 4 Moratoriu on the comtmetion of
pew physiclan-awned specialty hospitals untll Juste 2005, The Apevican Hospitsl
Assoviation and other sdvocaies of arute-care, ecmmunity hospitals are lobbying w
make the momtorium permanent.

Some lobbyists said ModPAC's early canolusions on specialty hospitale could take

sornp of the wind out of their vails, The ALLA, meanwhile, soid It whi ¢ontinue 1o
push for 8 permanctn ha an th gpevielized facilities.

Astiote taka from Mioviam Pieysicien, $epomter 10, 2004

5
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Jim Barone

Prom: "Michelle M. Fiealand” <michellefraglahdgdsurgicalhosphal.oig>
To: <info@surgicathospital.arg> -
Benk Thrsday, November 18, 2004 §:40 PM

Subject: ASHA MedPAC Frass Releace

ROR IMMEDIATE RELEASE

Date: November 18, 2004
From; Carlos Vasquez — ASHA Public Relations
Phons: (775) 852-9292x227

Ematl: carlos@artasgociates,com

MedPAC: Specialty Hospital Competition
Doesn’t Harm Community Hospitals

The Amsrican Surgical Hospital Association (ASHA), the national trade organization representing more
than seventy spctialty hospitals nationwide, is pratificd with the recent findings of the Medicarc
Payment Advisory Commission’s (MedPAC) study on spocialty hospitals. These findings show that
altegations made by our opponents are without merir.

These findings contradict claims made by community hospital special interest growps such as the
American Hospital Association (AHA) and Federation of American Hospitals (RAH), that competition
from specialty hospitals leads o the closure of community hospitals or reductlon in essential sarvices.
According to MedPAC paff, when community hospitals are faced with competition from specinity
hospitalg they continue to remain profitable. According to fhe MedI’AC repont, full service community
hospitals that coinpeted against specialty hospitals saw profits thet “were in line with national averages
through 2002.”

Although some of these facilities see & minule decline In thelr revenue s(reams Jue to this new
competifive threat, community hospitals aré able to componaate for this reduction in revenue by
streamlining operations and cumting costs. This is consistent with ASHA's position that competition
rednees costs and improves delivery of care.

Today's report i another example of extensive, third panty analysis, which illusirates the fact that the
AHA and FAH's rhetoric is baseless and untrue. To date, our opponents have failed to subsidntiate syy

of their claims that specialty hospitals negatively impact healthcare. However, expert organizations
such as MedPAC, aftor extensive site vigits and data analysis, have found that specialization and
competition in healthcare improves patient access and choice.

“Todny’ s report proves that the attacks made by our opponents ure wnirue. Tam pleased with MedPAC s
findings thet specialty hospital competition does not harm cominunity hospitals, These conclusions are
yet more examples of exwensive studies and research that show that specialty hoapirals are e valuable
component of our nation’s healtheare system,” said ASHA Pregident Jim Grant,

Mr. Grant eoncluded by saying, “ASHA is hopeful that Congress ignores the claims mude by the AHA
and FAH and moves forward to immediately lift the current moratorium on specialty hospital

11/19/2004
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dsvelopment. To date, there have been no studles or research that would cause Congress to extend, or
make permapent, the moratorinm, ASHA members want (o continue to be a valuable pact our nation’s
heaitheate sysiem and are confident Congress will allow us this opportonity.”

Wisketle . Precland, FRD, BF
Admindetrative Direclor

Amerioan Surgical [lasptial Assoclation (ASIT4)
PO Box 23220, San Diego CA 92193

Firone; B58,490-80RS, ¥ay; BSB.490.9016

nushellefecctandaurglealhospital.org
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From: “Michelte M. Frealand” <michellefmos land@swinicalhospital.org> M
To: <info@surglcalhospltal. ory=

Sent: Thursday, Noverber 18, 2004 5:02 PM V/a /20 f
Bubject:  ASHA - important MedPAC Mip. Recap

Dear ASHA Member:

Recap of the MedPAC meeting Novembar 17, 2004 atended by ASHA Washingion Representative,
Randy Fenninger,
Regards, Michelle Freeland, CMP, BS

MedEAC Meeting Recap

MedPAC met today and received the third report on specialty hospitals from the steff. The analysis and
discnssion focused on heart hospitals because there ave far more Medioare claims from thase facilities
thah from other

surgleal hospitals, but the contlusions spply to all surgjcal hospitals.

The conclusion of the pressndation: "Despite competition from heart hospitalg, full service community
hospitals thal competed with heart hospitaly continued to huve profits that wers in line with nevional
everages through 2002."

2002 is the most recent year with completc data that MedPAC staff could review,

The specific questions that were addressed 1oday were (1) do MD owned specialty hospitals have
different transfer rates than other hospitaly; (2) do costs differ betwean MD owned specinlty and
community hopitals; (3) do heart specielty hospitals affect Medicare per capila rates for heart
pracedures; and (4) do physician owned specialty hospitals affect

community hospitals' profitability. The basic answers are (1) yes; (2) yes, but the difference is not
statigtically significant; (3) no; and (4) no,

The discussion among the Commissioners was niore muted than in the past, A few tried to find a hook
10 use 10 eriticize specialty hospitals, but the staf would not bite, xo the criticizm fell flat. 1think the
staff were very carcful to note the limitations of {heir data and the story the data tell, In the face of the
conclusion, the debate just peterad out, much

like a balloon deflating,

While we have many fights remaining before this issue is finlshed in Congress, today's report provides
compelling evidence that the AHA and FAH have made allegations that are not supported by the data,
We should net

underestimate their political power, but we now have a powertul argument for ending the moratorium.

This meeting completes the major data and analytic pregentations. In December, the Commiagioners
will discuss draft recommendatiotis to go to Congress in March, We have requesied 6 meeting to
discuss these next steps,

Hiholle TH. Fnslant, GNP, BS
Adwinistrative Divector

American Surgloal Hospltal Annociotion (45HA)
FO Bos 23220, San Diego CA 92192

Phong: 858.490-B0835, Iey: B58.490.9016
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Jim Barone

from: Michelle M. Freeland" <micheliefreeland@aurgleathospital.org
To: <infogpsumgicalhospital.org> -
Sant: Thurscay, November 16, 2004 531 PM

Anach:  MedPAC Btudy Review 11.18.04.pdf

Subject: ASHA MedPAT Study Findings Report

Hello ASHA Member,
Baclosed is 8 teview titled "MedPAC Study ~ A Review of Findings Released October 28-29, 2004, by

ASHA Logal Counse] Scott Becker, JD, CPA.

Best Regards,
Michelle Fresland, CMP, BS

Wsketls M, Frodand, CIAP. BS
Admindgteative Direater

Amevlonns Surgical Hosplital Asseclativs (ASHA)
PO Rox 23220, San Diego CA 92193

Phonc; 858 490-8085, Fax: 8584905016

nekchellefroeland @sargiealliospiplaxg
www surgicalbospital. off
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www.KMSonline.org

Statement of the Kansas Medical Society on
SB 235; Concerning a moratorium on the establishment of certain hospitals
Senate Public Health and Welfare Committee
March 3, 2005

The Kansas Medical Society appreciates the opportunity to comment on SB 235, which
would impose a moratorium on the establishment of certain hospitals until July 1, 2006.
This legislation focuses attention on a complex and controversial issue — that of the
growth of non-traditional, specialty or general hospitals and other medical facilities
which are either owned in whole or in part by the physicians that work in such facilities.
This legislation was apparently introduced specifically to prevent the establishment of a
general hospital being planned in Andover, which will have at least partial physician
ownership. Critics of physician-owned hospitals contend that such facilities damage
existing community hospitals by reducing their volume of high-paying services which
have typically been used to cross-subsidize their less profitable services.

As you are already aware, as part of the Medicare Prescription Drug, Improvement, and
Modernization Act of 2003 (P.L.108-173), Congress imposed an 18 month moratorium
on physician referrals to new specialty hospitals in which the physician had an ownership
interest. The federal moratorium is scheduled to expire this June, unless Congress
extends it, which is a possibility. That law required government agencies to conduct a
study to, among other things, compare the costs and patient mix of specialty hospitals
versus general hospitals, the financial impact of specialty hospitals on general hospitals,
and whether the inpatient hospital payment system should be changed to better reflect
actual costs of care. SB 235 would essentially continue the moratorium at the state level,
and broaden it to include all hospitals, except critical access hospitals.

This issue is extremely complicated, and quite frankly, divides the physician community
somewhat. Overall, physicians clearly understand and are very sensitive to the needs of
traditional community hospitals, and the importance of keeping them financially viable.
Critical community support services, such as caring for the uninsured, and delivering
other safety net services require the services of both hospitals and physicians. Working
together, both groups provide substantial amounts of uncompensated care to patients who
must rely on these safety net functions.

On the other hand, there are a number of physicians who believe their ownership and
operation of hospitals has provided an alternative that produces high quality care at less
cost because they focus their mission and resources on a limited set of services and
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operate more efficiently than conventional hospitals. They are concerned that legislation
such as this is really just the beginning of a broader effort by hospitals to prevent
physicians from developing patient care facilities to provide any surgical, diagnostic or
other medical services that traditionally have been provided by community hospitals. In
response to criticism that it is a conflict of interest for physicians to own and operate
hospitals, they point to the fact that hospitals and vertically integrated health systems
have for years acquired physician practices to assure patient referral to their facilities.
Why is it not a conflict of interest for hospitals to operate medical practices to compete
with community physicians, but it is a conflict for physicians to have a role in the
operation/ownership of a hospital?

One of the biggest criticisms of those in the health care system is that the system resists
normal market forces which produce enhanced value by delivering higher quality at
lower cost. There is great pressure from government, employers, and patients to interject
competitive market forces into the health care equation, in order to bring about changes
that produce greater value. Doesn’t a moratorium send a mixed message - physicians and
others are expected to compete, improve quality and find ways to lower costs, but not if it
impacts existing facilities?

Clearly the growth of alternative facilities and their impact on community hospitals is a
topic that needs thoughtful study and discussion. For example, a contributing factor in
this equation is a flawed Medicare reimbursement methodology that underpays safety-net
services such as emergency departments. Hospitals have been required to cross-subsidize
those services with higher paying services. Congress and other payors need to change
payment systems to more accurately reflect the relative costs of care and services
provided in the hospital. Additionally, we should also look at ways to more adequately
compensate the teaching hospitals for the critical medical education functions they
provide the state’s physician and nurse training programs. These are just a couple of the
many cost, access, quality, system, and patient preference considerations that are
important to the discussion of which model, or combination of the models, will best meet
the needs of our state in the future. While it is understandable that parties in a particular
local area may want the state to intervene to prevent the growth of competing facilities,
we question whether this legislation is a necessary and appropriate response. Before our
state imposes a broader moratorium than that which is already in effect nationally, we
believe more study and information about the many facets of this overall problem is
warranted. We would encourage the legislature to undertake a comprehensive study of
this whole issue during the upcoming interim, taking into account the results of the
federal study which is just about to be released, and any subsequent congressional
activity. Thank you for the opportunity to offer these comments.



RODERICK L. BREMBY, SECRETARY KATHLEEN SEBELIUS, GOVERNOR

DEPARTMENT OF HEALTH AND ENVIRONMENT

Testimony on Senate Bill 235
Presented to

Senate Committee on Health Care Strategies

By
Roderick L. Bremby, Secretary

Kansas Department of Health and Environment

March 2, 2005

Chairperson Wagle and members of the committee, my name is Roderick L. Bremby,
Secretary of Kansas Department of Health and Environment. Thank you for the
opportunity to discuss SB 235, which proposes to allow time to complete and/or review
state and national studies evaluating the impact of limited service, or specialty hospitals
on the health care system.

KDHE has not been involved in health facilities planning or control of health assets since
the Certificate of Need law expired in 1985. As a result, we have insufficient data or
criteria to evaluate facility growth. Senate Bill 235 would have its most significant
impact on specialty hospitals; these hospitals are much like general hospitals, but provide
diagnosis and treatment to patients with specified medical conditions. Currently there are
17 specialty hospitals in Kansas, a number that has held firm for about the last two years.
We are aware of interest in two more being constructed.

KDHE and Kansas Health Institute (KHT) are currently studying the very issue of
specialty hospitals and their impact on general, or full-spectrum hospitals. Accordingly,
we do not have sufficient information at this point to either support or oppose a
moratorium. We would like to take this opportunity to describe the specialty hospital
study and bring to the committee’s attention some technical issues with the bill as
currently drafted.
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KDHE and KHI have proposed a study of the impact of specialty hospitals on

communities across Kansas. The project is expected to take 6-9 months following

successful collection of data by KDHE. The study would address four key sets of

questions:

. How does the entry of a specialty hospital impact market competition?

« How does the entry of a specialty hospital affect utilization rates?

 How does the entry of specialty hospitals impact revenue and margins at community
hospitals?

« How have specialty hospitals impacted the provision of community health services
such as Medicaid, uncompensated care, and emergency room services?

When this study is completed we will have a much better idea what effects physician-
owned limited service facilities have on Kansas communities and our state’s health care
service industry.

We should note that in December 2003, Congress suspended federal Medicare payments
to new specialty hospitals until June 8, 2005 and commissioned studies from the
Medicare Payment Advisory Commission (MedPAC) and the Center for Medicare and
Medicaid Services (CMS) on the effect of specialty hospitals on cost, quality, financial
impact, and impact on care provided to the uninsured.

MedPAC did not find that specialty hospitals have a negative financial impact on
community hospitals, but wondered aloud whether the study period was too short to find
such an effect. One of MedPAC’s recommendations to Congress is that the payment
moratorium be extended until January 2007.

At the present time, we do not believe we have sufficient Kansas-specific data that can be
used to shape policy decisions on the moratorium issue. We believe after the conclusion
of the KDHE/KHI specialty hospital study, we will be in a better position to inform the
debate on this subject.

Should SB 235 progress, we believe there are some technical clarifications needed to
express the intent of this bill. On page 1, line 23, we strongly recommend that the term
“commenced” be clarified, as it could mean anything from providing notice of intent to
build a facility to actually breaking ground. Because we become aware of construction in
a variety of ways and at various time frames, we believe a more definitive threshold
needs to be established to avoid misunderstanding, as well as programmatic and legal
conflicts that may arise under the current language.

Thank you and I will be happy to respond to questions.





