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A Tale of Two Cities: Hospital Mergers in St. Louis and
Philadelphia Not Reducing Excess Capacity

Proponents of hospital mergersinloca
markets daim that mergerswill have many
desrable results—among them, reducing excess
capecity and improving efficiency, thereby
lowering cods But arecent Sudy of theearly
effects of hospitdl mergersin &. Louisand
Philade phialby researchers at the Economic and
Socid Research Inditute (ESRI) in Washington,
D.C., suggeststhat policymakers should not rely
on mergersto reduce excess capacity and
produce efficiency inthe short term.

“At leadt inthe early post-merger period,
hospitd mergersin &. Louisand Philade phia
have not led hospital sysemsto dosefecilities
or to consolidate specidized dinicd sarvices”
sysESRI Presdent Jack A. Meyer, PhD. “In
fact, the mergers seem to be dlowing hospitals
inthesetwo citiesto avert the downsizing
needed to correct the overbuilt hospitd system.
Themergers gopear to be propping up inefficient
hospitalsthat might not have survived if left on
their own.”

Meyer and co-invedtitgators Elliot K. Wicks,
Ph.D., and MarciaCarlyn, Ph.D., emphasizethat
ESRI’ssudy isbased on hospital mergersin
only two communities—St. Louisand Philadd-
phia—and on only the early yearsfollowing
merger activity. Nonetheless, they think thet the
findings from their new sudy will be of consd-
erableinterest to loca communities consdering
proposasfor hospitd mergersintheir locd
markets, aswdl asto federd antitrust agencies.

Hospitd mergersare occurring a aragpid
pace throughout the country, the ESRI
researchersnote. Before the merger movement
becomes an ungtoppabletrend, they say, itis
important to try to understand how such mergers
affect the performance of the hedlth system. If
hospitd mergersresult in greeter efficiency,
lower codts, or better qudity of care, then
support for mergers may bejudified. But if the
result issmply concentration of market power
without gppreciably better vauefor the
consumers of hogpitd servicesand thosewho
pay for their hedth coverage, effortsto curb
further mergers may beworth consdering.

Recent Hospital Efficiency Gains Are
Not Attributable to Hospital Mergers

To undergand theforces driving hospitd
merger activity and the effects of themerger of a
sgnificant portion of the hogpitdsinaloca
community, the ESRI researchers conducted in-
depth sudiesof S. Louis, whereawave of mgor
hospital merger activity commenced inthe early
part of 1993, and Philadd phia, where sgnificant
hospital merger activity did not begin until late

1995. Ressarchersinterviewed hospitd adminis-
trators, managed care officids, and employer
representetives and andyzed loca hospitd data
for theyears 1982 to 1996 for St. Louisand the
years 1989 to 1996 for Philaddphia

Since 1993, many of the merged hospitas
in both . Louisand Philade phiahave made
improvementsin efficiency, the ESRI resear-
chersfound. Hospitals have consolidated
adminidrative sarvices, such as marketing,
finance, and information systems, and such
changes have produced significant savings.

But with few exceptions, hogpitals have not
gone beyond those changes to consolidate
clinical services or subgtantidly reduce excess
hospital beds and facilities.

“Our andysisof hogpitd trends showssome
improvementsin hospital costisand utilizetion
rates, but these are probably not directly
attributable to hospitd mergers” saysWicks. In
some cases, heexplains, the efficiency improve-
mentsin these cities are a continuation of trends
that Sarted before the hospitas merged.

Merging Hospital Systems Go Through
Five Stages of Evolution

The ESRI researchersidentified and
described five mgor stagesthat newly estab-
lished hospital networkstypicaly passthrough
asthey evolve and develop:

1. Loose dfiliation.

2. Consolidating adminigtrative services (eg.,
sharing marketing, human resources, and
contracting functions or even using one medi-
cd information system).

3. Integrating cultures (e.g., promating
discussions among physciansas apreimi-
nary step toward the eventua consolidation
of dinicd sarvices).

4. Consolidating dinica services(eg.,
consolidating specidized sarvicessuch as
cardiology sothat they are offered at alimited
number of fully utilized specidty units).

5. Closing hospitals conddered inefficient
and redundant to cgpecity dsewhereinthe
sysem.

Mogt of the merged hospital systemsin S.
Louisand Philadelphiaarein sage two, or just
entering stagethree. There have been afew
breskthroughsinto stages four and five, but
these are the exceptions.

“The consolidation of specidized dlinicd
services, while desirablein theory, has been
very difficult to achievein practicein &. Louis



and Philaddphia” Meyer says. Severa hospi-
tal system leedersin the two cities reported that
thistype of consolidation is often strongly
resisted by senior medica staff trying to protect
ther “fiefdoms” Asof 1997, one merged
hospital system in Philadelphia had consoli-
dated at asingle hospital some hedlth
rvices—obstetrics, behaviora hedth, and
psychiatry— that were previoudy offered at
three mgor hospitals. Some consolidation of
these serviceswas aso occurring in . Louis.

“But both S. Louisand Philadelphia
continue to have much excess capecity in ther
hospital systemsin the early post-merger
period,” Wicks observes.

Hospitals Are Merging to Gain Market
Share and Power in Negotiations with
Health Plans

The major impetus for many hospital
mergersin St. Louis or Philadelphiais not the
hospitals desire to operate more efficiently,
Wicksexplains. Rather, itistheir desireto
gain strength through size, improving their
power in negotiations with health plans, in
particular large managed care organizetions.

“We found that hospital mergersin both
. Louis and Philade phia are preemptive
actionsto make hospitalsless vulnerable to
market pressures from health plansto cut
codts,” Wicksadds. If hospitals have suffi-
cient market clout, they can resist pressures
by health plansto cut their rates. If they can
hold the line on prices, they can avoid or post-
pone taking the painful stepsto improve effi-
ciency by closing facilities or consolidating
clinical services.

Mergers by suppliers (hospitals, physi-
cians) and purchasers (hedlth plans, insurers)
have left both St. Louis and Philadelphiawith
only afew large players, producing akind of
equilibrium of buyers and sdllers, says Wicks.
“Hedth plans need the hospitd systemsin
order to assure enrollees that they will have
accessto alarge number of providers, and the
hospita systems need the health plansto
make sure that they have a patient base”

I ntense negotiations between hospitals and
hedlth plans are confined mainly to prices,
Wicks observes. “Thisleavesthe underlying
structure of the hospitd system—and many of
its entrenched inefficiencies—largely intact.”

Employers and Other Large Purchasers
Could Demand Reforms

Concentrated hospitd marketslikethosein
. Louis and Philadel phia—with three or four

major merged hospita systems, asimilar num-
ber of mgjor hedth plans, and anumber of large
employer-purchasers—may not promote funda:
mental restructuring of hospitas, the ESRI
researchersconclude. But employersand other
large purchasers of hedth care coverage for
individuals may be able to make adifference.
“If employersand other large purchasars
want aleaner and more efficient hospitd indus-
try,” saysMeyer, “they will need to beless
passive about the structure of that industry.
They will need to use their market power to
negotiate reductionsin system-wide duplication
and overlgp” Ther options are either to negoti-
ate directly with hospital systems or to contract
sdectively with hedth planswilling to choose
fewer than dl hospitd systemsfor ther net-
waorks. By taking one of these gpproaches, he
thinks employers and other large purchasers
could upset the equilibrium between hospita
systems and managed care plansthat is
currently helping to maintain the atus quo.

Federal Antitrust Agencies Need to
Guard against Anticompetitive Behavior

At thispoint, the ESRI researchers say, it is
hard to predict whether hospitd mergersin
loca communitieswill ultimately resultina
more efficient, rationaized system of fewer
beds, consolidated clinicad sarvices, and fewer
hospitas. Inthelong run, the outcomeislikey
to depend on the reltive bargaining power of
the merged hospitalsas sellerson onesdeand
the large employers and the hedth plans acting
asther agentsasbuyerson the other. If the
merged hospitalsin acommunity are powerful
enough to resst the efforts of the buyers, the
loca hospita economy may remain largely asit
is—more concentrated but not more efficient.

If the buyers get the upper hand, the hospitals
may beforced to downsize, consolidate, and
become more efficient.

Noting the dramatic consolidetion thet is
rapidly developing in the hospital industry
acrossthe country, the ESRI researchers suggest
that the federa government needsto guard
againg anticompetitive behavior. “The progpect
of large and medium-size market areasbeing
dominated by asfew asthree mgjor hospitd
systems—or even two—should lead the Federd
Trade Commission and the U.S. Department of
Jugtice to monitor those markets carefully to
determine the consequencesfor thelocd hedth
economy,” saysMeyer. “Thosefederd agencies
should establish dear criteriafor determining
whether meaningful competition exisgs and take
remedia action when appropriae” m

For moreinformation or for a copy of the report,
contact Jack Meyer, Ph.D., or Elliot K. Wicks, Ph.D., at 202-833-8877.
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“Hospital mergers in St. Louis
and Philadelphia have not
led hospital systems to close
facilities or to consolidate
specialized clinical services,”
says ESRI President Jack A.
Meyer, Ph.D. “In fact, the
mergers seem to be allowing
hospitals in these two cities
to avert the downsizing
needed to correct the

overbuilt hospital system.”
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