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EXAMINING THE IMPACT OF HEALTHCARE
CONSOLIDATION

WEDNESDAY, FEBRUARY 14, 2018

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON OVERSIGHT AND INVESTIGATIONS,
COMMITTEE ON ENERGY AND COMMERCE,
Washington, DC.

The subcommittee met, pursuant to call, at 10:17 a.m., in room
2322, Rayburn House Office Building, Hon. Gregg Harper (chair-
man of the subcommittee) presiding.

Members present: Representatives Harper, Griffith, Burgess,
Brooks, Collins, Barton, Walberg, Walters, Costello, Carter, Walden
(ex officio), DeGette, Schakowsky, Castor, Tonko, Ruiz, Peters, and
Pallone (ex officio).

Staff present: Jennifer Barblan, Chief Counsel, Oversight and In-
vestigations; Adam Buckalew, Professional Staff Member, Health;
Zack Dareshori, Legislative Clerk; Lamar Echols, Counsel, Over-
sight and Investigations; Margaret Tucker Fogarty, Staff Assistant;
Ed Kim, Policy Coordinator, Health; Jennifer Sherman, Press Sec-
retary; Natalie Turner, Counsel, Oversight and Investigations;
Hamlin Wade, Special Advisor for External Affairs; Jeff Carroll,
Minority Staff Director; Evan Gilbert, Minority Press Assistant;
Tiffany Guarascio, Minority Deputy Staff Director and Chief
Health Advisor; Zach Kahan, Minority Outreach and Member Serv-
ices Coordinator; Christopher Knauer, Minority Oversight Staff Di-
rector; Miles Lichtman, Minority Policy Analyst; Kevin McAloon,
Minority Professional Staff Member; Andrew Souvall, Minority Di-
rector of Communications, Outreach and Member Services; and
C.J. Young, Minority Press Secretary.

Mr. HARPER. The subcommittee convenes this hearing entitled
“Examining the Impact of Healthcare Consolidation.”

I want to welcome our witnesses, who will be introduced in more
detail momentarily. The Chair will now recognize himself for pur-
poses of an opening statement.

OPENING STATEMENT OF HON. GREGG HARPER, A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF MIS-
SISSIPPI

The price of healthcare in the United States has steadily risen
for several decades. In 2016, U.S. healthcare spending was esti-
mated to be around $3.3 trillion, and the gross domestic product re-
lated to healthcare spending was 17.9 percent, an increase from
17.7 percent just the year before.
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Data shows that the increasing costs of healthcare are ultimately
passed along to American workers and families. This trend is con-
cerning for all Americans and is an issue the committee will con-
tinue to examine here today and in the future.

While there are numerous factors contributing to the rising cost
of healthcare, reports and studies show consolidation is a contrib-
uting factor.

Consolidation is not a new phenomenon. It has been occurring for
decades among hospitals, doctors, the pharmaceutical industry, and
insurance companies.

To date, most studies and data have focused on hospital and in-
surer consolidations. The effects of cross-market consolidations and
other types of vertical consolidations are less clear.

Horizontal hospital consolidation—the consolidation of hospitals
into a single larger system—has grown at a rapid pace this past
decade.

According to the Medicare Payment Advisory Commission,
MedPAC, hospital markets are now highly consolidated. In 2012,
MedPAC found that a single hospital system counted for a majority
of Medicare discharges in 146 of 391 metropolitan areas.

Similarly, a researcher found that in 2016, 90 percent of metro-
politan areas were highly concentrated for hospitals. Through
vertical consolidation, hospitals have also acquired a significant
number of physician practices over the past decade.

A recent analysis shows that the number of physicians employed
by hospitals increased by 49 percent between 2012 and 2015. The
Government Accountability Office found that between 2007 to 2014
the number of vertically consolidated physicians nearly doubled,
from 9,600 to 182,000.

There also appears to be a significant amount of consolidation in
the health insurance industry. The estimated nationwide market
share of largest four insurers increased from 74 percent in 2006 to
83 percent in 2014.

Recently, the U.S. Department of Justice successfully blocked
two mergers between major health insurance companies, noting
that the mergers would violate antitrust laws and would lead to
higher healthcare costs for consumers.

Given DOJ’s success in challenging these mergers, some analysts
have speculated that we will start seeing more vertical integration
in the healthcare space.

Additionally, the FTC—Federal Trade Commission—has recently
been successful challenging horizontal mergers of providers that
supply similar services in geographic proximity.

However, the FTC and DOJ do not appear to regularly challenge
vertical consolidations. Since 2000, the FTC and DOJ have chal-
lenged only 22 total vertical mergers.

The move towards consolidation raises questions as to what is
really meant and what this really means for patients. Hospitals
and providers contend that consolidation makes facilities more effi-
cient by eliminating duplicative services, reducing administrative
burdens, and improving quality of care.

Physicians are incentivized for many reasons to consolidate with
hospitals, including more payment stability and less financial and
regulatory burdens.
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Many experts point to Medicare paying more for the same serv-
ices at hospitals than at a physician’s office as a leading factor in
providers consolidating with hospitals.

While many benefits of consolidation are difficult to measure, the
majority of studies and literature shows that horizontal hospital
consolidation leads to higher prices.

For example, according to MedPAC, horizontal consolidation of
hospitals has contributed to the discrepancy between prices Medi-
care pays hospitals and what commercial insurers pay.

In fact, a study found that in 2012, the average private price was
75 percent higher than Medicare prices after hospitals consolidate.
Additionally, a 2018 study looked at hospital and physician consoli-
dations. It found that from 2007 to 2013 almost 10 percent of phy-
sician practices reviewed were acquired by a hospital.

After being acquired, the services offered by physicians increased
an average of 14 percent. In response to the growing number of
consolidations in the healthcare industry, in October of 2017, the
Trump administration issued an executive order to foster greater
competition in the healthcare markets and directing the adminis-
tration to promote competition in and limit excessive consolidation
in the healthcare system.

Health and Human Services was directed to collect public com-
ments on these issues, and we look forward to hearing and learning
what innovative solutions HHS discovers during this process.

Consolidation in the healthcare industry raises many important
questions relating to competition and innovation. For instance:
Why has consolidation increased during the past decade? Is consoli-
dation good for patients? What changes could Congress or HHS
make to encourage competition and innovation in healthcare?

I welcome and thank the witnesses for being here. We look for-
ward to their testimony.

[The prepared statement of Mr. Harper follows:]

PREPARED STATEMENT OF HON. GREGG HARPER

The subcommittee convenes this hearing entitled “Examining the Impact of
Healthcare Consolidation.”

The price of healthcare in the United States has steadily risen for several decades.
In 2016, U.S. healthcare spending was estimated to be around $3.3 trillion, and the
gross domestic product related to healthcare spending was 17.9 percent, an increase
from 17.7 percent just the year before. Data shows that the increasing costs of
healthcare are ultimately passed along to American workers and families. This
trend is concerning for all Americans and is an issue the committee will continue
to examine here today and in the future.

While there are numerous factors contributing to the rising costs of healthcare,
reports and studies show consolidation is a contributing factor. Consolidation is not
a new phenomenon. It has been occurring for decades among hospitals, doctors, the
pharmaceutical industry, and insurance companies.

To date, most studies and data have focused on hospital and insurer consolida-
tions. The effects of cross-market consolidations and other types of vertical consoli-
dations are less clear.

Horizontal hospital consolidation—the consolidation of hospitals into a single larg-
er system—has grown at a rapid pace the past decade. According to the Medicare
Payment Advisory Commission (MedPAC), hospital markets are now highly consoli-
dated. In 2012, MedPAC found that a single hospital system accounted for a major-
ity of Medicare discharges in 146 of 391 metropolitan areas. Similarly, a researcher
found that in 2016, 90 percent of metropolitan areas were highly concentrated for
hospitals.
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Through vertical consolidation, hospitals have also acquired a significant number
of physician practices over the past decade. A recent analysis shows that the num-
ber of physicians employed by hospitals increased by 49 percent between 2012 and
2015.

The Government Accountability Office found that between 2007 to 2014, the num-
ber of vertically consolidated physicians nearly doubled from about 96,000 to
182,000.

There also appears to be a significant amount of consolidation in the health insur-
ance industry. The estimated nationwide market share of the largest four insurers
increased from 74 percent in 2006 to 83 percent in 2014. Recently, the U.S. Depart-
ment of Justice (DOJ) successfully blocked two mergers between major health insur-
ance companies, noting that the mergers would violate antitrust laws and would
lead to higher healthcare costs for consumers.

Given DOJ’s success in challenging these mergers, some analysts have speculated
that we’ll start seeing more vertical integration in the healthcare space. Addition-
ally, the Federal Trade Commission (FTC) has recently been successful challenging
horizontal mergers of providers that supply similar services in geographic proximity.

However, the FTC and DOJ do not appear to regularly challenge vertical consoli-
datii)ns. Since 2000, the FTC and DOJ have challenged only 22 vertical mergers in
total.

The move toward consolidation raises questions as to what it really means for pa-
tients. Hospitals and providers contend that consolidation makes facilities more effi-
cient by eliminating duplicative services, reducing administrative burdens, and im-
proving quality of care. Physicians are incentivized for many reasons to consolidate
with hospitals, including more payment stability and less financial and regulatory
burdens. Many experts point to Medicare paying more for the same services at hos-
Eitals tlhan a physician’s office as a leading factor in providers consolidating with

ospitals.

While many benefits of consolidation are difficult to measure, the majority of stud-
ies and literature shows that horizontal hospital consolidation leads to higher prices.

For example, according to MedPAC, horizontal consolidation of hospitals has con-
tributed to the discrepancy between prices Medicare pays hospitals and what com-
mercial insurers pay. In fact, a study found that in 2012, the average private price
was 75 percent higher than Medicare prices after hospitals consolidate. Additionally,
a 2018 study looking at hospital/physician consolidations found that from 2007 to
2013, almost 10 percent of physician practices reviewed were acquired by a hospital.
After being acquired, the services offered by physicians increased an average of 14
percent.

In response to the growing number of consolidations in the healthcare industry,
in October 2017, the Trump administration issued an Executive Order to foster
greater competition in the healthcare markets and directing the administration to
promote competition in and limit excessive consolidation in the healthcare system.
Health and Human Services was directed to collect public comments on these issues.

We look forward to learning what innovative solutions HHS discovers during this
process.

Consolidation in the healthcare industry raises many important questions relating
to competition and innovation.

e Why has consolidation increased during the past decade?

o Is consolidation good for patients?

e What changes could Congress or HHS make to encourage competition and inno-
vation in healthcare?

I welcome and thank the witnesses, and look forward to their testimony.

Mr. HARPER. At this time, the Chair will recognize the ranking
member of the subcommittee, Ms. DeGette.

OPENING STATEMENT OF HON. DIANA DEGETTE, A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF COLO-
RADO

Ms. DEGETTE. Thank you so much, Mr. Chairman.

As we will hear from the witnesses today, we have seen a long-
term trend in consolidation in the healthcare sector, where the
market has become increasingly dominated by fewer and fewer
companies.
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This trend goes back 20 years or more and, frankly, it had real
impacts on consumers. Excessive consolidation leaves consumers
with few choices, which not only limits their care options but also
has the potential to raise prices.

And it’s not just individual consumers who are paying more.
When Medicare’s expenditures go up, then taxpayers suffer as well.

You know, it’s important to note consolidation is not per se nega-
tive. Hospital mergers can enable providers to combine resources
and improve coordination of care.

But, if increased market power allows them to raise their prices
with no competitive alternatives, then entire communities can suf-
fer.

We have also seen increasing numbers of hospitals acquiring
physician practices. Twenty Sixteen marked the first time that less
than half of physicians own their own practice. Again, this can re-
sult in increased expenditures when the same services are now pro-
vided but at higher prices.

Although hospitals point to the reduced inefficiencies and regu-
latory burdens on physicians that can result from these acquisi-
tions, it’s really clear that the delivery of care is changing, and not
always to the benefit of patients and payers.

Likewise, when insurance companies are able to pull their mar-
ket power to negotiate lower rates, there can be positive results.
But not so when they push the other competitors out of the market
or when the savings are not passed on to consumers.

For example, last year we saw the courts strike down two merg-
ers between large insurers. These companies were already among
the biggest players in the market, and it was recognized that the
merged companies would stifle competition and innovation.

It’s really possible that we're going to see more attempted merg-
ﬁrslfOf this kind, and consumers need to get advocates on their be-

alf.

These issues affect all segments of the healthcare market, includ-
ing prescription drugs. As you know, Mr. Chairman, I've long been
concerned about the rising price of drugs, and insulin in particular.

Congressman Tom Reed and I were the co-chairs of the Diabetes
Caucus, and we are in the process of conducting an inquiry into in-
sulin prices.

Our early findings suggest that consolidation across different
parts of the so-called drug supply chain is indeed affecting what
patients pay for their medications.

The problem has ramifications not just for consumers who rely
on these medicines but also for the employers and public and pri-
vate insurance companies that pay for them.

And, so as we talk about these issues, it’s important to know that
pharmacy benefit managers have also seen this sort of consolida-
tion we are going to hear about today.

PBMs have an enormous influence in the prescription drug mar-
ket, and yet the entire market is dominated by just a few of them.

So I am eager to hear the witnesses’ thoughts on these issues.
It’s going to be my line of questioning, so you can start to think
about that now and what we can do to address it.

Frankly, we also need more innovative solutions that have poten-
tial to upend the inefficiencies in the market. Amazon, J.P. Mor-
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gan, and Berkshire Hathaway recently made news when they an-
nounced a joint venture to reduce healthcare costs for their compa-
nies.

Well, it remains to be seen how effective this merger will be, but
it does show that there is a need in the market for innovation.

Mr. Chairman, these are complex issues and we’re not going to
solve them today, even with our best efforts. While I recognize
there can be legitimate and even good reasons for consolidation, the
long-term trends are alarming, and the need for new approaches is
clear.

I look forward to hearing from the witnesses about what the re-
search tells us are these underlying problems, what the real-world
effects are, and what we can do to help.

And with that, I yield back.

[The prepared statement of Ms. DeGette follows:]

PREPARED STATEMENT OF HON. DIANA DEGETTE

Thank you, Mr. Chairman. As we will hear from the witnesses today, we have
seen a long-term trend in consolidation in the healthcare sector, where the market
has become increasing dominated by fewer companies. This trend goes back 20
years or more, and it has real effects on all consumers.

Excessive consolidation leaves consumers with few choices, which not only limits
their care options, but can also raise their prices. And let’s not forget that it is not
just individual consumers who are paying more: when Medicare’s expenditures go
up, the taxpayers suffer as well.

Consolidation does not always have to be negative. Hospital mergers can enable
providers to combine their resources and improve coordination of care. But if their
increased market power allows them to raise their prices with no alternative for
consumers, entire communities can suffer.

We have also seen increasing numbers of hospitals acquiring physician practices.
Twenty Sixteen marked the first time that less than half of physicians owned their
own practice. This can result in increased expenditures when the same services are
now paid at higher rates. Although hospitals point to the reduced inefficiencies and
regulatory burdens on physicians that result from these acquisitions, it is clear that
the delivery of care is changing, and not always to the benefit of patients and pay-
ers.

Likewise, when insurance companies are able to pool their market power to nego-
tiate lower rates, there can be positive results—but not when they push all other
competitors out of the market, or when the savings are not passed down to con-
sumers.

For instance, a year ago we saw the courts strike down two mergers between
large insurers. These companies were already among the biggest players in the mar-
ket, and it was recognized that the merged companies would stifle competition and
innovation. It is very possible we will see more attempted mergers of this kind, and
consumers need advocates on their behalf.

These issues affect all segments of the healthcare market, including prescription
drugs. As you know, Mr. Chairman, I have long been concerned about the rising
price of drugs, and insulin in particular. Congressman Tom Reed (R-NY) and I are
in the process of conducting an inquiry into insulin prices through the Diabetes
Caucus. Our early findings suggest that consolidation across different parts of the
so-called “drug supply chain” is indeed affecting what patients pay for their medi-
cines. This problem has ramifications not just for the consumers who rely on these
medicines, but also the employers and private and public insurance programs that
pay for them.

So as we talk about these issues, it is important to note that pharmacy benefit
managers (PBMs) have also seen the sort of consolidation we will hear about today.
PBMs have enormous influence in the prescription drug market, and yet the entire
market is dominated by just a few PBMs. I am eager to hear the witnesses’
thoughts on this problem, and what more can be done to address it.

We also need more innovative solutions that have potential to upend the ineffi-
ciencies in the market. Amazon, J.P. Morgan, and Berkshire Hathaway recently
made news when they announced a joint venture to reduce healthcare costs for their
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companies. While it remains to be seen how effective this venture will be, it clearly
shows there is a need in the market for innovation.

Mr. Chairman, these are complex issues, and the solutions will not be simple.
While I recognize that there can be legitimate and even beneficial reasons for con-
solidation, the long-term trends are alarming, and the need for new approaches is
clear. I look forward to hearing from the witnesses about what the research tells
us are the underlying problems, what the real-word effects are, and what steps we
can take to help.

I yield back.

Mr. HARPER. The gentlewoman yields back.
The Chair will now recognize the chairman of the full committee,
Mr. Walden, for purposes of an opening statement.

OPENING STATEMENT OF HON. GREG WALDEN, A REPRESENT-
ATIVE IN CONGRESS FROM THE STATE OF OREGON

Mr. WALDEN. Well, thank you, Chairman Harper. We appreciate
your leadership on these issues.

As you mentioned in your opening statement, healthcare costs
continue to rise in the United States. We are all paying higher
costs.

In 2016 alone, the U.S. spent about $3.3 trillion—that’s more
than $10,000 per person—on healthcare. And as I've said on nu-
merous occasions, this committee is dedicated to investigating all
of the cost drivers in our healthcare system from top to bottom.

For example, we have been looking at the 340B drug pricing pro-
gram for the past 2 years, and just last month we issued our re-
port. Pretty comprehensive on the findings and recommendations.

Last December, the Health Subcommittee held a hearing exam-
ining the drug supply chain and the impact each participant’s sup-
ply chain has and the ultimate cost to patients.

And today we want to explore consolidation in the healthcare in-
dustry and the impact consolidation has on consumers. Mergers
and acquisitions are changing the healthcare landscape across the
United States and over the past few years there is been a contin-
uous stream of horizontal and vertical merger announcements be-
tween hospitals, insurers, physician groups, pharmaceutical compa-
nies, pharmaceutical benefit managers, pharmacies, and other
healthcare firms, and those are just the deals we know about.

Some mergers are so small they don’t make it onto the congres-
sional radar screen, and in the aggregate, however, even these
small mergers could have an impact on consumers—sometimes
positively, sometimes negatively.

So one of the central questions that I hope we explore today is,
What does this consolidation mean for patients? My principle is:
Put the consumers first and you’ll have pretty good policy, because
that means you’ve got competition, drives innovation and choice,
and should drive down price.

On the one hand, consolidation is potentially good for patients by
reducing the cost of care and improving outcomes through im-
proved efficiencies and better care coordination. It can be that.

On the other hand, we are concerned that some consolidation
could actually lead to higher prices for patients, doesn’t lead to im-
proved quality of care, and so we want to hear both perspectives
today and what the right public policy position should be.
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So today, we also want to explore how consolidation impacts in-
novation. Last month, we all heard the news that Amazon, Berk-
shire Hathaway, and J.P. Morgan are going to partner, try to im-
prove employee satisfaction, reduce healthcare costs for their
United States employees.

That sure caught my attention because, if you want to talk about
disruptors, I think at least Amazon you’d put at the top of the list
of how to disrupt things that are otherwise bureaucratically con-
strained. And with the horsepower of Berkshire Hathaway and J.P.
Morgan, something big could happen in this space, and it needs to.

Although we still know very little about their plans, I am in-
trigued by this partnership, and we will continue to monitor it
closely, and when they are ready to come share information with
us, we will be all open arms to hear how it’s going to work.

Similarly, a group of several hospital systems recently announced
their decision to enter the generic drug industry and develop a not-
for-profit generic drug company. One thing I'd like to hear more
about today is whether consolidation makes it more or less likely
that we will see innovation in the healthcare market.

And finally, we also need a better understanding of what’s driv-
ing consolidation, whether Congress should be trying to do any-
thing about it.

We have heard a lot about how disparities in payments across
sites of service may result in market consolidation, and as a result
Congress took a step toward equalizing payment rates across dif-
ferent sites of care through the Bipartisan Budget Act of 2015.

But we continue to hear about some of these inequities in pay-
ment rates. And as I mentioned earlier, the committee has been
closely examining the 340B program. During this work, we found
340B program creates an incentive for hospitals to acquire inde-
pendent physician offices that are not eligible for 340B discounts,
especially in the oncology space.

One report showed there was a 172 percent increase in the con-
solidation of community oncology practices since 2008. A recent ar-
ticle in the New England Journal of Medicine found, among other
things, that the 340B program has been associated with hospital
consolidation in hematology oncology.

So as evidenced by these examples, the committee needs to care-
fully review these types of policies and ensure that any Federal
policies that create incentives for consolidation are appropriate and
ultimately benefit patients and consumers.

[The prepared statement of Mr. Walden follows:]

PREPARED STATEMENT OF HON. GREG WALDEN

Thank you, Mr. Chairman, for holding this hearing on the very important issue
of consolidation in the healthcare industry.

As Chairman Harper mentioned in his opening statement, healthcare costs con-
tinue to rise in the United States. In 2016 alone, the U.S. spent about $3.3 trillion-
more than $10,000 per person-on healthcare.

As T've said on numerous occasions, this committee is dedicated to investigating
the cost drivers in our healthcare system from top to bottom.

For example, we have been looking into the 340B Drug Pricing Program for the
past 2 years. Just last month, the committee issued a comprehensive report detail-
ing its 340B investigation and findings. Last December, the Health Subcommittee
held a hearing examining the drug supply chain and the impact each participant
in the supply chain has in the ultimate cost to patients.
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Today we want to explore consolidation in the healthcare industry and the impact
of consolidation on consumers.

Mergers and acquisitions are changing the healthcare landscape across the coun-
try. Over the past few years, there has been a continuous stream of horizontal and
vertical merger announcements between hospitals, insurers, physician groups, phar-
maceutical companies, pharmaceutical benefit managers, pharmacies, and other
healthcare firms. And those are just the deals we know about-some mergers are so
small they don’t make it onto our radar. In the aggregate, however, even these
small mergers may have an impact on consumers.

One of the central questions that we want to explore today is what does this con-
solidation mean for patients? On the one hand, consolidation is potentially good for
patients by reducing the cost of care and improving outcomes through improved effi-
ciencies and better care coordination. On the other hand, we’re concerned that some
consolidation could lead to higher prices for patients and not improve the quality
of care that they receive from their doctor. I look forward to hearing more on both
perspectives from our witnesses today.

Today we also want to explore how consolidation impacts innovation. Last month,
we all heard the news that Amazon, Berkshire Hathaway, and JP Morgan are going
to partner and try to improve employee satisfaction and reduce healthcare costs for
their U.S. employees. Although we still know very little about their plans, I'm in-
trigued by this partnership and plan to continue to closely monitor it as the plans
develop. Similarly, a group of several hospital systems recently announced their de-
cision to enter the generic drug industry and develop a not-for-profit generic drug
company. One thing I'd like to hear more about today is whether consolidation
makes 1t more-or less-likely that we will see innovation in the healthcare market.

Finally, we also need to better understand what is driving consolidation and
whether Congress should be trying to do anything about it.

We've heard a lot about how disparities in payments across sites of service may
result in market consolidation, and as a result, Congress took a step toward equal-
izing payments rates across different sites of care through the Bipartisan Budget
Act of 2015. We continue to hear concerns about inequities in payment rates.

As I previously mentioned, the committee has been closely examining the 340B
program over the past 2 years. During this work, we found that the 340B program
creates an incentive for hospitals to acquire independent physician offices that are
not eligible for the 340B discount-especially in the oncology space. One report
showed that there was a 172 percent increase in the consolidation of community on-
cology practices since 2008. A recent article in the New England Journal of Medicine
found among other things that the 340B program has been associated with hospital
consolidation in hematology-oncology.

As evidenced by these examples, the committee needs to carefully review these
types of policies and ensure that any Federal policies that create incentives for con-
solidation are appropriate and ultimately benefit patients and consumers.

I would like to thank the witnesses for testifying here today and I look forward
to hearing your testimony.

Mr. WALDEN. I now yield to Dr. Burgess the remainder of my
time.

Mr. BURGESS. Well, thank you, Mr. Chairman, and I want to
take a moment to acknowledge that one of our witnesses this morn-
ing, Dr. Dafny, is the daughter of Nachum Dafny, who taught me
neuroscience a long time ago at the University of Texas Medical
School at Houston, affectionately known by the acronym
“UTMUSH” by its friends. But I understand Dr. Dafny is still ac-
tive in teaching, and so I was grateful to learn that this morning
and certainly want to welcome Dr. Dafny to our subcommittee.

Mr. Chairman, I also have a unanimous consent request. It’s
probably just an oversight that we don’t have a witness here talk-
ing about physician ownership of facilities.

So I have a paper from Health Affairs. It was published March
of 2008, and, while that was 10 years ago, it does not diminish the
overall brilliance and the keen insights provided in this paper, and
it was actually written by your humble chairman of the Health
Subcommittee.
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So I ask unanimous consent to put that into the record.

Mr. HARPER. Without objection.

[The information appears at the conclusion of the hearing.]

Ms. DEGETTE. Wait a minute. I am going to have to reserve——

[Laughter.]

Ms. DEGETTE. I am going to reserve a point of order on that.

Mr.d HARPER. It was questionable, but without objection, it is ad-
mitted.

With that, the Chair will now recognize Mr. Pallone, the ranking
member of the full committee, for the purposes of an opening state-
ment.

OPENING STATEMENT OF HON. FRANK PALLONE, JR., A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF NEW JER-
SEY

Mr. PALLONE. Thank you, Mr. Chairman.

The issues we will hear about today are critical for under-
standing the healthcare market. We have continued to see a long-
term trend of consolidation in the healthcare industry, including
among providers and insurers, and it’s important we look at these
trends with careful scrutiny.

While consolidation is not necessarily a bad thing, it’s important
we understand the implications for consumers. I often worry, Mr.
Chairman, that the people who do the consolidation want to say
that it’s great and rosy and they do, you know, put out all kinds
of propaganda and literature and billboards saying how great it is,
but that doesn’t necessarily mean it’s the case.

For example, when insurance companies merge they often cite
the advantages of increased market power to reduce administrative
costs and negotiate lower prices. However, that has not always
been the result. In fact, research has shown that some insurer
mergers have led to increased premiums for consumers, and this is
something we need to be watching very closely.

If the insurance market becomes dominated by fewer companies
that only grow bigger, consumers will not benefit. For example, in
2016 the Department of Justice had to intervene in Aetna’s acquisi-
tion of Humana as well as Anthem’s acquisition of Cigna.

The courts determined that those deals would have hurt competi-
tion and innovation, and 1 year ago today the two mergers were
called off.

Although those mergers were canceled, these trends are con-
tinuing and have been building for quite some time. Fifteen years
ago, most States saw a third of their market controlled by a single
insurer.

That consolidation continues to accelerate to the point where in
2014 the top four insurers controlled 83 percent of the market na-
tionwide.

More recently, CVS Health announced that it would acquire the
insurer Aetna. While it’s still too early to tell what this merger will
mean for consumers, it certainly raises questions about how com-
petitive the market will be and how these types of vertical consoli-
dations will affect the delivery of care.

Instead of the market being dominated by a few large companies,
it’s important for consumers to have choices when picking their in-
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surance plans. This insures not only a wider array of health bene-
fits to fit their needs, but also brings down consumer costs.

For instance, the Department of Health and Human Services
found that higher numbers of insurers were associated with slow
growth in insurance premiums.

Providers have also not been immune to these consolidation
trends. Between 98 and 2015, there were over 1,400 hospital merg-
ers and acquisitions. Certainly, that’s the case in my State of New
Jersey. In 2015, the number of hospitals involved in such deals was
more than three times what it was in 2008.

Now, some consolidation in the market may be inevitable. But,
just as we critically examine insurance mergers with an eye to the
impact on consumers, our first concern with provider consolidation
should also be with the patients who will be affected.

Hospitals often point to the advantages of consolidation, such as
reduced costs of capital and benefits of scale. However, we have
also seen some evidence that mergers can lead to increased prices
for hospital care. The GAO has found that it’s also true in vertical
consolidations. When hospitals acquire physician practices, Medi-
care expenditures can go up as care is provided in more expensive
hospital outpatient settings.

And prices should not be our only concern. While a larger hos-
pital system may be able to provide more services, it’s not at all
clfear that provider consolidation necessarily leads to better quality
of care.

So these are complex issues, and I look forward to hearing what
the latest research says about the long-term trends in consolidation
and, most importantly, what the effects are for consumers.

And unless one of my colleagues wants the time, I'll yield back,
Mr. Chairman.

[The prepared statement of Mr. Pallone follows:]

PREPARED STATEMENT OF HON. FRANK PALLONE, JR.

The issues we will hear about today are critical for understanding the healthcare
market. We have continued to see a long-term trend of consolidation in the
healthcare industry, including among providers and insurers—and it is important
we look at these trends with careful scrutiny.

While consolidation is not necessarily a bad thing in all instances, it is important
we understand the implications for consumers.

For example, when insurance companies merge, they often cite the advantages of
increased market power to reduce administrative costs and negotiate lower prices.
However, that has not always been the result. In fact, research has shown that
some insurer mergers have led to increased premiums for consumers. This is some-
thing we need to be watching very closely.

If the insurance market becomes dominated by fewer companies that only grow
bigger, consumers will not benefit. For example, in 2016, the Department of Justice
had to intervene in Aetna’s acquisition of Humana, as well as Anthem’s acquisition
of Cigna. The courts determined that those deals would have hurt competition and
innovation, and 1 year ago today, the two mergers were called off.

Although those mergers were canceled, these trends are continuing, and have
been building for quite some time. Fifteen years ago, most States saw a third of
their market controlled by a single insurer. That consolidation continues to accel-
erate to the point where in 2014, the top four insurers controlled 83 percent of the
market nationwide.

More recently, CVS Health announced that it would acquire the insurer Aetna.
While it is still too early to tell what this merger will mean for consumers, it cer-
tainly raises questions about how competitive the market will be and how these
types of vertical consolidations will affect the delivery of care.
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Instead of the market being dominated by a few large companies, it is important
for consumers to have choices when picking their insurance plans. This ensures not
only a wider array of health benefits to fit their needs, but also helps bring down
consumer costs. For instance, the Department of Health and Human Services found
that higher numbers of insurers were associated with slowed growth in insurance
premiums.

Providers have also not been immune to these consolidation trends. Between 1998
and 2015 there were over 1,400 hospital mergers and acquisitions. In 2015, the
number of hospitals involved in such deals was more than three times what it was
in 2008.

Now, some consolidation in the market may be inevitable. But just as we critically
examine insurer mergers with an eye on the impact on consumers, our first concern
with provider consolidation should also be with the patients who will be affected.

Hospitals often point to advantages of consolidation, such as reduced costs of cap-
ital and benefits of scale. However, we have also seen some evidence that mergers
can lead to increased prices for hospital care.

The Government Accountability Office has found that this is also true in vertical
consolidations: when hospitals acquire physician practices, Medicare expenditures
can go up as care is provided in more expensive hospital outpatient settings.

And prices should not be our only concern here. While a larger hospital system
may be able to provide more services, it is not clear that provider consolidation nec-
essarily leads to better quality of care.

These are complex issues, and I look forward to hearing what the latest research
says about the long-term trends in consolidation, and most importantly, what the
effects are for consumers.

Thank you, I yield back.

Mr. HARPER. The gentleman yields back.

I ask unanimous consent that the Members’ written opening
statements be made part of the record, and without objection they
will so be entered into the record.

I would now like to introduce our panel of witnesses for today’s
hearing. Today we have Dr. Martin Gaynor, the E.J. Barone Uni-
versity professor of economics and health policy at Carnegie Mellon
University. Welcome, sir. We are glad to have you with us today.

Next is Leemore Dafny. Dr. Leemore Dafny, who is the Bruce V.
Rauner professor of business administration at Harvard Business
School. Welcome, Dr. Dafny. We are honored to have you with us.

And finally, Dr. Kevin Schulman, professor of medicine, visiting
scholar at Harvard Business School, and associate director of the
Duke Clinical Research Institute. We welcome you as well.

I want to thank each of you for being here, providing testimony
to us and insight into this important topic, and we look forward to
the opportunity to discuss healthcare consolidation today.

And I know that you’re aware that the committee is holding an
investigative hearing, and when so doing we have the practice of
taking testimony under oath.

Do any of you have an objection to testifying under oath?

Seeing none, the Chair then advises you that under the rules of
the House and the rules of the committee, you are entitled to be
accompanied by counsel.

Do you desire to be accompanied by counsel during your testi-
mony today?

Everyone has responded in the negative.

In that case, if you would please rise, raise your right hand, and
I will swear you in.

[Witnesses sworn.]

Thank you. They all have responded affirmatively, and thank
you for that. You're now under oath and subject to the penalties
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set forth in Title 18, Section 1001 of the United States Code, and
you may now give a 5-minute summary of your written testimony.
And at this point, I will recognize Dr. Gaynor first for the pur-
pose of his opening statement.
Sir, you have 5 minutes.

STATEMENTS OF MARTIN GAYNOR, PH.D., E.J. BARONE UNI-
VERSITY PROFESSOR OF ECONOMICS AND HEALTH POLICY,
HEINZ COLLEGE, CARNEGIE MELLON UNIVERSITY;
LEEMORE S. DAFNY, PH.D., BRUCE V. RAUNER PROFESSOR
OF BUSINESS ADMINISTRATION, HARVARD BUSINESS
SCHOOL; AND KEVIN A. SCHULMAN, M.D., PROFESSOR OF
MEDICINE, DUKE UNIVERSITY, AND VISITING SCHOLAR,
HARVARD BUSINESS SCHOOL

STATEMENT OF MARTIN GAYNOR

Dr. GAYNOR. Thank you.

Chairman Harper, Ranking Member DeGette, members of the
subcommittee and the committee, thank you for holding a hearing
on this vitally important topic and for giving me the opportunity
to testify in front of you today.

I am an economist who has been studying the healthcare sector
and specifically healthcare markets and competition for nearly 40
years. I am the E.J. Barone University professor of economics and
public policy at the Heinz College of Public Policy at Carnegie Mel-
lon University in Pittsburgh, Pennsylvania.

I served as the director of the Bureau of Economics of the Fed-
eral Trade Commission in 2013 and 2014, during which time I was
involved in the many healthcare matters that came before the com-
mission.

I've also served the Commonwealth of Pennsylvania as a member
of the Governor’s Healthcare Advisory Board and as co-chair of its
working group on shoppable healthcare.

The U.S. healthcare system is based on markets. The system will
work only as well as the markets that underpin it. These markets
do not function as well as they could or should.

Prices are high and rising. They’re incomprehensible and egre-
gious—pricing practices. Quality is suboptimal, and the sector is
sluggish and unresponsive, in contrast to the innovation and dyna-
mism which characterize much of the rest of our economy. Lack of
competition has a lot to do with these problems.

There has been a great deal of consolidation in healthcare. There
have been over 1,500 hospital mergers in the past 20 years, with
nearly 700 since 2010.

The result is that many local areas are now dominated by one
large, powerful healthcare system, such as Boston with Partners
Health, Pittsburgh with University of Pittsburgh Medical Center,
and the San Francisco Bay area with Sutter.

Insurance markets are also highly consolidated. The two largest
insurers have 70 percent or more of the market and more than one-
half of all local insurance markets.

Physician services markets have also become increasingly con-
solidated. Two-thirds of specialized physician markets are highly
concentrated and 29 percent for primary care physicians.
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There have been a very, very large number of acquisitions of
physician practices by hospitals, so much so that one-third of all
physicians and 44 percent of primary care physicians are now em-
ployed by hospitals.

There are a number of reasons for this consolidation, and of
course they vary across transactions. These include attempts to en-
hance or entrench market position in order to maintain or increase
rates, revenue, and profits to protect market share.

There are also what one could call Newton’s Third Law of Con-
solidation—for every action, there is an equal and opposite reac-
tion. If payers consolidate, then insurance companies feel they
must consolidate to protect their position. Providers then feel they
must consolidate and so on, and you can have a vicious cycle, not
a virtuous cycle, of consolidation for strategic reasons, not for rea-
sons to improve the quality of care or help patients.

Their responses to financial incentives unintended in payment
policies, specifically site-specific payments for the same physician
service, can be double or larger if a physician practice is owned by
a hospital, and the 340B program makes drug discounts available
to hospitals but not to independent physician practices.

There are legitimate efforts to achieve scale for lower cost, avoid
unnecessary duplication, accepting risk-based payments, better co-
ordinate care, facilitate investments in care coordination and qual-
ity.

There are also concerns about the future. There’s been a great
deal of upheaval in healthcare over the past few years for a variety
of reasons, and sometimes entities feel that they are protecting
themselves by consolidation.

Last, one should be aware that there is a global merger wave
happening, and there are many mergers throughout our economy.
So there are undoubtedly factors that are not specific to healthcare
but that have to do with what’s happening in the economy as a
whole.

Extensive research evidence shows that consolidation between
close competitors leads to substantial price increases for hospitals,
insurers, and physicians without offsetting gains in improved qual-
ity or enhanced efficiency.

Further, recent evidence shows that mergers between hospitals
not in the same geographic area can also lead to increases in price.
Just as seriously if not more so, evidence shows that patient qual-
ity of care suffers from lack of competition.

Lack of competition and consolidation entrenches existing modes
of organization and delivery of care and prevents the emerging of
new and innovative ways of organizing care.

Policies are needed to support and promote competition in
healthcare markets. This includes policies to strengthen choice and
competition and ending distortions that unintentionally incentivize
consolidation.

Now, there’s no one policy that will achieve all of these. Rather,
we need a constellation of policies that will work to mutually rein-
force each other.

These include focusing and strengthening antitrust enforcement,
ending policies that unintentionally incentivize consolidation, end-
ing policies that hamper new competitors and impede competition,
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promoting transparency so employers, policy makers, and con-
sumers have access to information about healthcare costs and qual-
ity.

We are facing a great challenge to our healthcare system. If left
unchecked, consolidation could undermine our best efforts to con-
trol costs, improve care, and make our system more responsive and
dynamic.

We need new and vigorous policies to encourage beneficial orga-
nizational change and innovation. If we fail, we will likely have an
even more expensive, less responsive health system that will be ex-
ceedingly hard to change.

In my opinion, this is the number-one priority for healthcare.
The time to act is now.

Thank you.

[The statement of Dr. Gaynor follows:]
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Summary of Statement

The U.S. health care system is based on markets. The system will work only as well as
the markets that underpin it.

These markets do not function as well as they could, or should. Prices are high and
rising, there are incomprehensible and egregious pricing practices, quality is suboptimal,
and the sector is sluggish and unresponsive, in contrast to the innovation and dynamism
which characterize much of the rest of our economy.

Lack of competition has a lot to do with these problems.

There has been a great deal of consolidation in health care. There have been 1,519
hospital mergers in the past twenty years, with 680 since 2010. The result is that
many local areas are now dominated by one large, powerful health system, e.g., Boston
(Partners), Pittsburgh (UPMC), and San Francisco (Sutter).

Insurance markets are also highly consolidated. The two largest insurers have 70 percent
of the market: or more in one-half of all local insurance markets.

Physician services markets have also become increasingly more concentrated. Two-
thirds of specialist physician markets are highly concentrated, and 29 percent for pri-
mary care physicians. There have been a very large number of acquisitions of physician
practices by hospitals, so much so that 33 percent of all physicians, and 44 percent of
primary physicians are now employed by hospitals.

Extensive research evidence shows that consolidation between close competitors leads
to substantial price increases for hospitals, insurers, and physicians, without offsetting
gains in improved quality or enhanced efficiency. Further, recent ¢vidence shows that
mergers between hospitals not in the same geographic area can also lead to increases in
price. Just as seriously, if not more, evidence shows that patient quality of care suffers
from lack of competition.

This is causing serious harm to patients and to the health care system as a whole.

Policies are needed to support and promote competition in health care markets. This
includes policies to strengthen choice and competition, and ending distortions that
unintentionally incentivize consolidation.

These include:

— Focus and strengthen antitrust enforcement.
— End policies that unintentionally incentivize consolidation.
— End policies that hamper new competitors and impede competition.

— Promote transparency, so employers, policymakers, and consumers have access to
information about health care costs and quality.
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Statement

Chairman Harper, Ranking Member DeGette, and Members of the Subcommittee, thank you
for holding a hearing on this vitally important topic and for giving me the opportunity to
testify in front of you today.

1 My Background

1 am an economist who has been studying the health care sector, and specifically health care
markets and competition, for nearly 40 years. I am a Professor of Economics and Public
Policy at the Heinz College of Public Policy at Carnegie Mellon University in Pittsburgh. 1
served as the Director of the Bureau of Economics at the Federal Trade Commission during
2013-2014, during which time I was involved in the many health care matters that came
before the Commission. I have also served the Commonwealth of Pennsylvania as a member
of the Governor’s Health Advisory Board and as Co-Chair of its Working Group on Shoppable
Health Care.

1 am currently engaged in research that is directly relevant to the topic of this hearing,
My project with colleagues Zack Cooper, Stuart Craig, and John Van Reenen exploits newly
available data on nearly 90 million individuals with private, employer sponsored health in-
surance nationwide to examine variation in health care spending and prices for the privately
insured {Cooper et al., 2015). One of our key findings is that hospitals that have fewer poten-
tial competitors nearby have substantially higher prices. For example, monopoly hospitals’
prices are on average 12.5 percent higher than hospitals with 3 or more potential competi-
tors nearby. The prices of hospitals who have one other nearby potential competitor are on
average 7.6 percent higher. We also examine all hospital mergers in the United States over
a five year period, and find that the average merger between two nearby hospitals (5 miles
or closer) leads to a price increase of 6.2 percent. Further, our evidence shows that prices
continue to rise for at least two years after the merger. Last, we find that hospitals that
face fewer competitors can negotiate more favorable forms of paymeunts, and resist those they
dislike — a serious issue for payment reform.

My papers with Katherine Ho and Robert Town, “The Industrial Organization of Health
Care Market,” (Gaynor et al., 2015), with Robert Town, “Competition in Health Care Mar-
kets,” (Gaynor and Town, 2012a), and my with Robert Town “The Impact of Hospital
Consolidation: Update” (Gaynor and Town, 2012b) are also relevant to the topic of this
hearing. In those papers my co-authors and I review the research evidence on health care
markets and competition. We find that there is extensive evidence that competition leads
to lower prices, and often improves quality, whereas consolidation between close competitors
does the opposite.

My recent White Paper with Farzad Mostashari and Paul Ginsburg (Gaynor et al., 2017) is
also directly relevant to the topic of this hearing. In this White Paper Mostashari, Ginsburg,
and I identify factors that are impeding the effective functioning of health care markets and

3
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propose a number of actionable solutions to make health care markets work better.

2 Introduction

Health care is a very large and important industry. Health care spending is now over $3.3
trillion and accounts for approximately 18 percent of GDP — nearly one-fifth of the entire
U.S. economy {Hartman et al., 2018). Hospital and physician services are a large part of the
U.S. economy. In 2016, hospital care alone accounted for almost one-third of total health
spending and 5.8% of GDP - roughly twice the size of automobile manufacturing, agriculture,
or mining, and larger than all manufacturing sectors except food and beverage and tobacco
products, which is approximately the same size. Physician services comprise 3.6% of GDP
(Hartman et al.,, 2018). The net cost of health insurance — current year premiums minus
current year medical benefits paid ~ was 1.2% of GDP in 2016. The share of the economy
accounted for by these sectors has risen dramatically over the last 30 years. In 1980, hospitals
and physicians accounted for 3.6% and 1.7% of U.S. GDP, respectively, while the net cost of
health insurance in 1980 was 0.34% (Martin et al., 2011).

Of course, health care is important not only because of its size. Health care services can
save lives or dramatically affect the quality of life, thereby substantially improving well being
and productivity.

As a consequence, the functioning of the health care sector is vitally important. A well
functioning health care sector is an asset to the economy and improves quality of life for
the citizenry. By the same token, problems in the health care sector act as a drag on the
economy and impose a burden on individuals.

The U.S. health care system is based on markets. The vast majority of health care is
privately provided (with some exceptions, such as public hospitals, the Veterans Adminis-
tration, and the Indian Health Service) and over half of health care is privately financed
(Hartman et al., 2018). As a consequence, the health care system will only work as well as
the markets that underpin it. If those markets function poorly, then we will get health care
that’s not as good as it could be and that costs more than it should. Moreover, attempts at
reform, no matter how important or clever, will not prove successful if they are built on top
of dysfunctional markets.

There is widespread agreement that these markets do not work as well as they could, or
should. Prices are high and rising {Rosenthal, 2017; National Academy of Social Insurance,
2015; New York State Health Foundation, 2016), they vary in seemingly incoherent ways,
there are egregious pricing practices (Cooper and Scott Morton, 2016; Rosenthal, 2017),
there are serious concerns about the quality of care (Institute of Medicine, 2001; Kohn et al.,
1999; Kessler and McClellan, 2000), and the system is sluggish and unresponsive, lacking the
innovation and dynamism that characterize much of the rest of our economy (Cutler, 2010;
Chin et al., 2015; Herzlinger, 2006).

4
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One of the reasons for this is lack of competition. The research evidence shows that
hospitals and doctors who face less competition charge higher prices to private payers, without
accompanying gains in efficiency or quality. Research shows the same for insurance markets.
Insurers who face less competition charge higher premiums, and may pay lower prices to
providers, Moreover, the evidence also shows that lack of competition can cause serious
harm to the quality of care received by patients.

It’s important to recognize that the burden of higher provider prices falls on individuals,
not insurers or employers. Health care is not like commodity products, such as milk or
gasoline. If the price of milk or gasoline go up, consumers experience directly when they
purchase these products. However, even though individuals with private employer provided
health insurance pay a small portion of provider fees directly out of their own pockets, they
end up paying for increased prices in the end. Insurers facing higher provider prices increase
their premiums to employers. Employers then pass those increased premiums on to their
workers, either in the form of lower wages (or smaller wage increases) or reduced benefits
(greater premium sharing or less extensive coverage, including the loss of coverage) (Gruber,
1994; Bhattacharya and Bundorf, 2005; Baicker and Chandra, 2006; Emanuel and Fuchs,
2008; Baicker and Chandra, 2006; Currie and Madrian, 2000; Anand, 2017). As mentioned
previously, when consolidation leads to providers obtaining higher prices from providers the
impact ultimately falls on consumers, not insurers or employers. Figure 1 illustrates this.
Workers' contributions to health insurance premiums grew 242 percent from 1999 to 2016,
while wages grew by only 60 percent.

The burden of private health care spending on U.S. households has been growing, so
much so that it’s taking up a larger and larger share of household spending and exceeding
increases in pay for many workers. Figure 2 illustrates that middle class families’ spending on
health care has increased 25 percent since 2007, crowding out spending on other goods and
services, including food, housing, and clothing. Health insurance fringe benefits for workers,
chief among which is health care, increased as a share of workers’ total compensation over
this same period, growing from 12 to 14.5 percent, while wages stayed flat (see Monaco and
Pierce, 2015, Table 1).

As documented below, there has been a tremendous amount of consolidation among health
care providers. Consolidation has also been occurring among health insurers. It’s important
to be clear that consolidation can be either beneficial or harmful. Consolidation can bring
efficiencies ~ it can reduce inefficient duplication of services, allow firms to combine to achieve
efficient size, or facilitate investment in quality or efficiency improvements. Successful firms
may also expand by acquiring others. If firms get larger by being better at giving consumers
what they want or driving down costs so their goods are cheaper, that’s a good thing (big does
not equal bad), so long as they don’t engage in actions to attempt to then limit competition.
On the other hand, consolidation can reduce competition and enhance market power and
thereby lead to increased prices or reduced quality.
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3 Consolidation

There has been a tremendous amount of consolidation in the health care industry over the
last 20 years. A recent paper by Fulton (2017) documents these trends and shows high
and increasing concentration in U.S. hospital, physician, and insurance markets. Figure
5 illustrates these trends from 2010 to 2016, using the Herfindahl-Hirschman Index (HHI)
measure of market concentration.!

3.1 Hospitals

The American Hospital Association documents 1,412 hospital mergers from 1998 to 2015,
with 561 occurring from 2010 to 2015. Figure 3 illustrates the number of mergers and the
number of hospitals involved in these transactions from 1998 to 2015. A trade publication
documents an additional 115 hospital mergers in 2017 and 102 in 2016 and 2017 (Kaufman
Hall, 2018).

‘While some of these mergers may have little or no impact on competition, many include
mergers between close competitors, especially given that hospital markets are already highly
concentrated. Figure 4 shows that almost half of the hospital mergers occurring from 2010 to
2012 were between hospitals in the same area.? Further, as indicated below, recent evidence
indicates that even mergers between hospitals in different may lead to higher priceas.

As aresult of this consolidation, the majority of hospital markets are highly concentrated,
and many areas of the country are dominated by one or two large hospital systems with no
close competitors (Cutler and Scott Morton, 2013; Fulton, 2017).® This includes places
like Boston (Partners), Cleveland (Cleveland Clinic and University Hospital), Pittsburgh
(UPMCQ), and San Francisco (Sutter). Mergers that eliminate close competitors cause direct
harm to competition. In addition, once a firm has obtained a dominant position it often
engages in anticompetitive practices in order to maintain it.

3.2 Physicians

Capps et al. {2017) find that there has been major consolidation among physician practices.

1The HHI is equal to the sum of firms’ market shares. It reaches a maximum of 10,000 when there is only
one firm in the market. It gets smaller the more equal are firms’ market shares and the more firms there are
in the market.

2The areas used are Core Based Statistical Areas. For a definition see (p. A-15 in U.S. Census Bureau,
2012)

3Fulton (2017) reports that 90 percent of Metropolitan Statistical Areas (MSAs) were highly concentrated
for hospitals. Highly concentrated means an HHI of 2,500 or greater. The U.S. antitrust enforcement agencies
define an HHI of 2,500 or above as “highly concentrated” (Federal Trade Commission and Department of
Justice, 1992).



22

Physician practices with 11 or more doctors grew larger from 2007 to 2013, mainly through
acquisitions of smaller physician practices, while practices with 10 or fewer doctors grew
smaller. Muhlestein and Smith (2016) also report that the proportion of physicians in small
practices dropped from 2013 to 2015, while the proportion in large practices increased. Kane
(2017) reports similar trends. Fulton {2017) reports that 65 percent of MSAs were highly
concentrated for specialist physicians, and 39 percent for primary care physicians. He finds
a particularly pronounced increase in market concentration for primary care physicians.

Moreover, there have been a very large number of acquisitions of physician practices by
hospitals. In 2006, 28 percent of primary physicians were employed by hospitals. By 20186,
that number had risen to 44 percent (Fulton, 2017). The American Medical Association
reports that 33 percent of all physicians were employed by hospitals in 2016, and less than
half own their own practice (Kane, 2017). Fulton (2017) finds that increased concentration
in primary care physician markets is associated with practices being owned by hospitals.

3.3 Imsurers

The insurance industry is also highly concentrated. Fulton (2017) finds that 57 percent of
health insurance markets were highly concentrated in 2016. The American Medical Associa-
tion reports that 69 percent were highly concentrated (American Medical Association, 2017).
The market share of the top four insurers in the fully insured commercial segment was 76
percent in 2013, up from 61 percent in 2001 (see Figure 6). If one looks at the state or local
level, the concentration is more pronounced. In 2014, the two largest insurers had 70 percent
or more of the market in one half of all MSAs (Figure 7).

4 Evidence on the Impacts of Consolidation

There is now a considerable body of scientific research evidence on the impacts of consoli-
dation in health care. Most of the research studies are on the hospital sector, because data
have typically been more readily available for hospitals than for physicians or for insurers,
but there are now a considerable number of research studies on those industries as well (see
Gaynor et al., 2015; Gaynor and Town, 2012a,b; Dranove and Satterthwaite, 2000; Gaynor
and Vogt, 2000; Vogt and Town, 2006, for reviews of the evidence).

4.1 Impacts on Prices
4.1.1 Hospitals

There are many studies of hospital mergers. These studies look at many different mergers
in different places in different time periods, and find substantial increases in price resulting
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from mergers in concentrated markets (Haas-Wilson and Garmon, 2011; Tenn, 2011; Thomp-
son, 2011; Dafny, 2009; Krishnan, 2001; Vita and Sacher, 2001; Capps and Dranove, 2004;
Gowrisankaran et al., 2015; Gaynor and Vogt, 2003; Town and Vistnes, 2001; Capps et al.,
2003). Price increases on the order of 20 or 30 percent are common, and can range to over
50 percent.

These results make sense. Hospitals’ negotiations with insurers determine prices and
whether they are in an insurer’s provider network. Insurers want to build a provider network
that employers (and consumers) will value. If two hospitals are viewed as good alternatives to
each other by consumers {close substitutes), then the insurer can substitute one for the other
with little loss to the value of their product, and therefore each hospital’s bargaining leverage
is limited. If one hospital declines to join the network, customers will be “almost as happy”
with access to the other. If the two hospitals merge, the insurer will now lose substantial
value if they offer a network without the merged entity (if there are no other hospitals viewed
as good alternatives by consumers). The merger therefore generates bargaining leverage and
hospitals can negotiate a price increase.

Overall, these studies consistently show that when hospital consolidation is between close
competitors it raises prices, and by substantial amounts. Consolidated hospitals that are able
to charge higher prices due to reduced competition are able to do so on an ongoing basis,
making this a permanent rather than a transitory problem.

There is also more recent evidence that mergers between hospitals that are not near to
each other can lead to price increases. Quite a few hospital mergers are between hospitals
that are not in the same area (see Figure 4). Many employers have locations with employees
in a number of geographic areas. These employers will most likely prefer insurance plans with
provider networks that cover their employees in all of these locations. An insurance plan thus
has an incentive to have a provider network that covers the multiple locations of employers.
It is therefore costly for that insurer to lose a hospital system that has hospitals in multiple
locations — their network would become less attractive. This means that a merger between
hospitals in these locations can increase their bargaining power, and hence their prices.

There are two recent papers find evidence that such mergers lead to significant hospital
price increases. Lewis and Pflum (2017) find that such mergers lead to price increases of 17
percent. Dafny et al. (2017) find that mergers between hospitals in different markets in the
same state (but not in different states) lead to price increases of 10 percent.

This is an important area for further investigation, and determining appropriate policy
responses.

4.1.2 Physicians
There is also substantial evidence that physician practices facing less competition have sub-

stantially higher prices. Koch and Ulrick (2017) examine the effects of a merger of six or-
thopedic groups in southeastern Pennsylvania and find that the merger generated large price
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increases — nearly 25 percent for one payer and 15 percent for another. Dunn and Shapiro
(2014), Baker et al. (2014b), Austin and Baker (2015) all find that physician practices that
face fewer potential competitors have substantially higher prices.

Moreover, studies that examine the impacts of hospital acquisitions of physician practices
find that such acquisitions result in significantly higher prices and more spending (Capps
et al., 2016; Neprash et al., 2015; Baker et al., 2014a; Robinson and Miller, 2014). For
example, Capps et al. (2016) find that hospital acquisitions of physician practices led to
prices increasing by an average of 14 percent and patient spending increasing by 4.9 percent.

4,1.3 Insurers

Insurance premiums also respond strongly to competition. Markets with more insurers have
substantially lower premiums. Insurer premiums are driven in large part by medical expenses.
Premiums cover the majority of health care expenses of enrollees, so factors that increase
health care spending also increase health insurance premiums. However, the cost of private
health insurance net of medical expenses also has grown rapidly in recent years (12.4 percent
in 2014 and 7.6 percent in 2016), such that health insurance costs comprised 6.6 percent
of total health spending in 2015, compared to 5.5 percent in 2009 (Martin et al., 2016).
Further, there is substantial geographic variation in health insurance premiums. For example,
premiums for an individual silver plan in the ACA marketplaces ranged from $163 to $1,119
per month (Robert Wood Johnson Foundation, HIX Compare https://hixcompare.org).

Research evidence indicates that premiums are higher in more consolidated insurance
markets, leading to concerns about competition among insurers and about increasing con-
solidation (Dafny, 2015, 2010; Dafny et al., 2012). For example, the merger between Aetna
and Prudential in 1999 was found to have led to a 7 percent increase in premiums for large
employers. Similarly, the Sierra United merger in 2008 was found to have led to an almost
14 percent increase in small group premiums (Guardado et al., 2013). Moreover, researchers
have found that adding one more insurer to an ACA marketplace reduces premiums by 4.5
percent (Dafny et al., 2015), and that eliminating an insurer for an employer to choose from
can lead to large (16.6 percent) premium increases (Ho and Lee, 2017},

4.2 TImpacts on Quality

Just as, if not more, important than impacts on prices are impacts on the quality of care. The
quality of health care can have profound impacts on patients’ lives, including their probability
of survival.



25

4.2.1 Hospitals

A number of studies have found that patient health outcomes are substantially worse at
hospitals in more concentrated markets, where those hospitals face less potential competition.

Studies of markets with administered prices (e.g., Medicare) find that less competition
leads to worse quality. One of the most striking results is from Kessler and McClellan
(2000), who find that risk-adjusted one year mortality for Medicare heart attack (acute
myocardial infarction, or AMI) patients is significantly higher in more concentrated markets.*
In particular, patients in the most concentrated markets had mortality probabilities 1.46
points higher than those in the least concentrated markets (this constitutes a 4.4% difference)
as of 1991. This is an extremely large difference — it amounts to over 2,000 fewer (statistical)
deaths in the least concentrated vs. most concentrated markets.

There are similar results from studies of the English National Health Service (NHS).
The NHS adopted a set of reforms in 2006 that were intended to increase patient choice
and hospital competition, and introduced administered prices for hospitals based on patient
diagnoses (analogous to the Medicare Prospective Payment System). Two recent studies
examine the impacts of this reform (Cooper et al., 2011; Gaynor et al., 2013) and find that,
following the reform, risk-adjusted mortality from heart attacks fell more at hospitals in less
concentrated markets than at hospitals in more concentrated markets. Gaynor et al. (2013)
also look at mortality from all causes and find that patients fared worse at hospitals in more
consolidated markets.

Studies of markets where prices are market determined (e.g., markets for those with
private health insurance)} find that consolidation can lead to lower quality, although some
studies go the other way. Romano and Balan (2011) find that the merger of Evanston
Northwestern and Highland Park hospitals had no effect on some quality indicators, while it
harmed others. Capps {2005) finds that hospital mergers in New York state had no impacts
on many quality indicators, but led to increases in mortality for patients suffering from heart
attacks and from failure. Cutler et al. (2010) find that the removal of barriers to entry led
to increased market shares for low mortality rate CABG surgeons in Pennsylvania.

4.2.2 Physicians

There is also evidence that the quality of care delivered by physicians suffers when physician
practices face less competition. Koch et al. (2018) find that an increase in consolidation
among cardiology practices leads to increases in negative health ountcomes for their patients.
They find that moving from a zip code at the 25th percentile of the cardiology market
concentration to one at the 75th percentile is assoclated with 5 to 7 percent increases in
risk-adjusted mortality. Eisenberg (2011) finds that cardiologists who face less competition

4Concentrated markets have fewer competitors or are dominated by a small number of competitors, e.g.,
one large hospital.
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have patients with higher mortality rates. McWilliams et al. (2013) find that larger hospital
owned physician practices have higher readmission rates and perform no better than smaller
practices on process based measures of quality. Roberts et al. (2017} find that quality of
care at high priced physicians practices is no better than at low priced physician practices.
Further, the testimony of Dr. Kenneth Kizer in a recent physician practice merger case
documents that clinical integration is achieved with many different forms of organization,
i.e., that consolidation isn’t necessary to achieve the benefits of clinical integration.’

4.3 TImpacts on Costs, Coordination, Quality

1t is plausible that consolidation between hospital, physician practices or insurers, in a number
of combinations, could reduce costs, increase care coordination, or enhance efficiency. There
may be gains from operating at a larger scale, eliminating wasteful duplication, improved
communications, enhanced incentives for mutually beneficial investments, etc. However, it
is important to realize that consolidation is not integration. Acquiring another firm changes
ownership, but in and of itself does nothing to achieve integration. Integration, if it happens,
is a long process that occurs after acquisition.

While the intuition, and the rhetoric, surrounding consolidation, has been positive, the
reality is less encouraging. The evidence on the effects of consolidation is mixed, but it’s safe
to say that it does not show overall gains from consolidation. Merged hospitals, insurers,
physician practices, or integrated systems are not systematically less costly, higher quality,
or more effective than independent firms (see Burns and Muller, 2008; Burns et al., 2015;
Goldsmith et al., 2015; Burns et al., 2013; McWilliams et al., 2013; Tsai and Jha, 2014).
For example, Burns et al. (2015) find no evidence that hospital systems are lower cost,
Goldsmith et al. (2015) find no evidence that integrated delivery systems perform better than
independents, Koch et al. (2018) find higher Medicare expenditures for cardiology practices
in consolidated markets, and McWilliams et al. (2013) find higher Medicare expenditures for
large hospital-based practices. Since consolidation in health care has been occurring for a
long time, it seems unlikely that the promised gains from consolidation will now materialize
if they haven't yet.

5 Policies to Make Health Care Markets Work

As T have discussed, consolidation in health care has not delivered on lower costs, improved
coordination of care, or enhanced quality. What has happened is that consolidation between
hospitals, physician practices, and insurers who are close competitors has reduced competi-
tion, leading to higher prices and harming quality. Even worse, reduced competition tends
to preserve the status quo in health carc by protecting existing firms and making it more

Snttps://www.ftc.gov/systen/files/documents/cases/131021stlukedemokizer, pdf
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difficult for new firms to enter markets and succeed. This leads to excessive rigidity and
resistance to change, as opposed to the innovation and dynamism that we need.

Farzad Mostashari, Paul Ginsburg and I have proposed a set of policies to enhance com-
petition in health care (Gaynor et al., 2017). Rather than recapping what has already been
written, let me briefly summarize some key points, and add a few new thoughts.

One key set of actions is to end policies that unintentionally provide incentives for
consolidation. It has been well documented that certain Medicare payment policies
have the unintended cffect of doing this. Putting an end to policies that artificially
encourage consolidation will help by reducing consolidation, and thereby consolidation
that harms competition along with it.

Another set of things that can be done to reduce unintended incentives to consolidate is
to reduce administrative burdens that generate more costs than benefits. One example
of these is quality reporting. Multiple entities: Medicare, Medicaid, multiple private
insurers require provider reporting of a large set of quality measures. Coordination
among payers could reduce administrative burden and thereby reduce incentives to
consolidate.

Some states have regulations that unintentionally make it difficult for new firms to enter
or artificially alter the negotiating positions of providers and payers. These include
certificate of need laws, any willing provider laws, scope of practice laws, and licensing
board decisions. States can consider altering or eliminating these laws, or clarifying
that if retained they should be limited in focus to their stated purpose.

This also applies to state certificate of public advantage legislation. These laws, when
passed, shield merging parties from federal antitrust scrutiny and impose state supervi-
sion. If certificates of public advantage continue to be issued, omitting provisions that
exempt merging parties from antitrust scrutiny will help to preserve competition.

Federal and state agencies can pursue and prevent practices that are intended to limit
competition. For example, anti-tiering, anti-steering, and gag clauses prevent insurers
from providing information to enrollees about more or less expensive providers, or from
providing incentives to enrollees to go to less expensive providers. The federal antitrust
enforcement agencies and state attorneys general can pursue these and other anticom-
petitive practices. In addition, state insurance commissioners can review contracts
between insurers and providers and scrutinize them for clauses that harm competition
and consumers.

Transparency about health care costs and quality can be enbanced. At present there
are no national, publicly available data on total U.S. health care costs and utilization,
let alone on prices for specific services or providers. Data and information are now as
vital a part of our national infrastructure as are our bridges and roads. It’s time to
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invest in a national health care data warehouse that brings together private and public
data to inform employers, policymakers, and consumers.

Antitrust enforcement in health care by federal and state governments, both horizontal
and vertical, needs to be continued and enhanced. Of course if we expect the antitrust
enforcement agencies to do more in health care without reducing their efforts in the
rest of the economy, then they will need more resources. There are also discussions
about legislation to strengthen antitrust, specifically that horizontal mergers that meet
certain criteria about market structure would be presumptively illegal, and the burden
would shift to defendants to establish that they are not. If this comes to pass it would
strengthen the antitrust enforcment agencies’ positions in dealing with health care
mergers they judge to be harmful, as well as mergers in general.
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Figure 1: Growth in Health Insurance Premiums, Workers’ Contributions to Premiums,
Wages, and Inflation (Source: Kaiser Family Foundation)
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Figure 2: Change in Household Spending on Health Care and Other Basics

A Bigger Bite

Middle-class families’ spending on health care has increased 25% since
2007, Other basic needs, such as clothing and food, have decreased.
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Figure 3: Number of Hospital Mergers, 1998-2015 (Source: American Hospital Association)
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Figure 4: Percent of Mergers Between Hospitals in Same Area, 2010-2012 (Source: Dafny
et al., 2017)
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Figure 5: Market Concentration (HHI) for hospitals, physicians, and insurers, 2010-2016
(Source: Fulton (2017))
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Figure 6: Market Share of Top 4 Insurers, Fully-Insured Commercial (Source: Courtesy Prof.
Leemore Dafny)
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Figure 7: Market Share of Top 2 Insurers, Self and Full Insurance, State and MSA (Source:
Courtesy Prof. Leemore Dafny)
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Mr. HARPER. Thank you, Dr. Gaynor.

The Chair will now recognize Dr. Dafny for 5 minutes for the
purposes of an opening statement.

Thank you.

STATEMENT OF LEEMORE S. DAFNY

Dr. DAFNY. Chairman Harper, Ranking Member DeGette, Rep-
resentative Burgess—thank you for the kind remarks regarding my
father, your professor at the University of Texas Medical School,
Dr. Nachum Dafny—and all members of the subcommittee and
committee.

I thank you for the opportunity to testify before you today on the
subject of healthcare industry consolidation. My name is Leemore
Dafny, and I am an academic health economist with longstanding
research interests in competition and consolidation across a range
of healthcare sectors.

I am currently the Bruce Rauner professor of business adminis-
tration at the Harvard Business School and the John F. Kennedy
School of Government.

Previously, I was the deputy director for healthcare and antitrust
at the Bureau of Economics at the Federal Trade Commission. I
serve on a panel of health advisors to the Congressional Budget Of-
fice and as a board member of not-for-profit research organizations
including the American Society of Health Economists and the
Healthcare Cost Institute.

As you're aware, we have seen consolidation within and across
a vast array of healthcare sectors, including hospitals, health insur-
ers, and pharmaceutical companies.

There is a substantial academic literature that finds horizontal
mergers of competing healthcare providers tend to raise prices and
very limited evidence to suggest there are offsetting benefits to pa-
tients in the form of improved quality.

Economists, myself included, also find that less competition
among health insurers tends to raise premiums. We have less ex-
tensive evidence on combinations across different sectors.

But the evidence we have to date also finds systematic price and
spending increases, in particular, after hospital systems acquire ad-
ditional hospitals in the same State and after hospitals acquire
physician practices.

In a nutshell, research to date suggests that consolidation in the
healthcare industry on average has not yielded benefits for con-
sumers.

Yet, I expect we’ll continue to see consolidation. What drives con-
solidation is the expectation of a reward for the merging parties
and their stakeholders. Those rewards are not likely to fall dra-
matically without some action.

I see four primary rewards for consolidation.

First, merging parties often improve their bargaining position,
and that enhanced bargaining position can enable them to raise
price and to spend the extra on either margin or mission, if they’re
so inclined.

Second, merging parties often believe that scale economies will
produce cost savings—again, fueling margin or mission.
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Third, there are reimbursement rules and programs implemented
by the Centers for Medicare and Medicaid Services, CMS, that re-
wards certain kinds of consolidation.

And fourth, many merging parties believe common ownership
will produce integrated care, which will enable them to realize
synergies across the many products and services that patients re-
quire.

As I note in my written testimony, there isn’t much evidence to
support the beliefs regarding scale economies or integrated care, al-
though every potential transaction needs to be evaluated on its own
merits.

Merging for a better bargaining position or to game loopholes
created by CMS is not value creating and often reduces value.

Achieving more competitive markets may in fact involve consoli-
dation but only of the value-creating variety. There are steps Con-
gress can take to promote more competitive markets.

I believe it’s a worthwhile investment to create public databases
containing information about the ownership and financial links
among different healthcare providers and net commercial prices for
their services.

This database could form the basis for regularly scheduled re-
ports and public hearings on industry consolidation and its effects.

My counterparts with expertise on the pharmaceutical industry
can advise on a similar transparency effort with respect to pre-
scription drugs.

Second, additional funds could be appropriated to the Federal en-
forcement agencies for enforcement-focused research.

Third, CMS could develop alternatives to its current policies, po-
tentially reducing the benefits for consolidation that has already
been consummated.

Fourth, and most aggressive, Congress could provide financial in-
centives or impose regulatory requirements for employers to utilize
or develop so-called private exchanges where employees can shop
for their preferred health plans and make choices that reflect their
own preferences.

If consumers won’t pay for a higher priced product that doesn’t
offer greater value to warrant a price premium, the incentive to
merge so as to raise price will be diminished.

Healthcare is poised to capture 1 in 5 dollars in the U.S. econ-
omy by 2020. The usual checks in place to impede anticompetitive
consolidation are muted in most healthcare sectors.

To borrow from the medical vernacular, watchful waiting is not,
in my opinion, the wisest approach to pursue. Sometimes a surgical
intervention is necessary.

[The statement of Dr. Dafny follows:]
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Introduction

Chairman Harper, Ranking Member Degette, and Members of the Subcommittee, I thank you for the
opportunity to testify before you today on the subject of health care industry consolidation. My name is
Leemore Dafuy, and I am an academic health economist with longstanding research interests in
competition and consolidation across a range of healthcare sectors, 1am currently the Bruce V. Rauner
Professor of Business Administration at the Harvard Business School and the JFK School of Government.
Previously, I held faculty positions at the Kellogg School of Management at Northwestern University,
and 1 was the Deputy Director for Healthcare and Antitrust in the Bureau of Economics at the Federal
Trade Commission. 1 serve on the Panel of Health Advisers to the Congressional Budget Office, and as a
board member of not-for-profit research organizations including the American Society of Health

Economists and the Health Care Cost Institute.

As you are aware, we have seen — and | believe we will continue to see - consolidation within and across
a vast array of healthcare sectors, including hospitals, physician practices, health insurers, pharmaceutical
companies, and outpatient facilities. There is a substantial academic literature that finds horizontal
mergers of competing health care providers tends to raise prices, and very limited evidence to suggest
there are offsetting benefits to patients in the form of improved quality. Economists, myself included,
also find that less competition among health insurers tends to raise premiums. We have less extensive
evidence on non-horizontal mergers in healthcare, that is mergers across providers or firms in different
geographies or service categories, but the evidence we have to date also finds systematic price and
spending increases, in particular after hospital systems acquire additional hospitals in the same state, and
after hospitals acquire physician practices. In a nutshell, research to date suggests that consolidation in
the health care industry, on average, has not yielded benefits to consumers. Yet I expect we'll continue to

see more consolidation,
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What drives consolidation is the expectation of a reward for the merging parties and their stakeholders.
Those rewards are not likely to fall dramatically without some action. I see four primary rewards for
consolidation. First, merging parties often improve their bargaining position — be it hospitals negotiating
with insurers or pharmaceutical benefit managers (PBMs) negotiating with pharmaceutical companies —
and that enhanced bargaining position can enable the merging parties to raise prices and to spend the extra
funds on either margin or mission (if they are so inclined). Second, merging parties often believe that
scale economies will produce cost savings, again fueling margin or mission. Third, there are
reimbursement rules and programs implemented by the Centers for Medicare and Medicaid Services
(CMS) that reward certain kinds of consolidation. Fourth, many merging parties believe common
ownership will produce “integrated care,” which will enable them to realize synergies across the many

products and services that patients require.

As I note in my written testimony, there isn’t much evidence to support the beliefs regarding scale
economies or integrated care, although of course every potential transaction needs to be evaluated on its
own merits. Merging for a better bargaining position, or to game loopholes created by CMS, is not value-

creating and often reduces value.

There are a steps Congress can take to promote competition in healthcare markets, which may in fact
involve consolidation, but only of the “value-creating” variety. First, given the large public interest in the
healthcare sector, I believe it is a worthwhile investment to create public databases containing information
about the ownership and financial links among different health care providers, and net commercial prices
for their services. This database could form the basis for regularly scheduled reports and public hearings
on industry consolidation and its effects. My counterparts with expertise on the pharmaceutical industry
can advise on a similar transparency effort with respect to prescription drugs. Second, additional funds
could be appropriated to the federal enforcement agencies and earmarked for enforcement-focused
research in this sector. Third, CMS could develop alternatives to its current policies, potentially reducing

the benefits for consolidation that has already been consummated. Fourth, and most aggressive, Congress
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could provide financial incentives, or impose regulatory requirements, for employers to utilize or develop
so-called “private exchanges” where employees can shop for their preferred healthplans and make choices
that reflect their own preferences. Data from the public exchanges suggest consumers are more price-
sensitive, and more willing to select narrow-network plans, than are employers. These preferences exert
pressure on providers and healthplans to develop lower-cost health care solutions, and can therefore
reduce the incentive for anticompetitive upstream mergers or practices. If consumers won’t pay for a
higher-priced product that doesn’t offer greater value to warrant the price increase, the incentive to merge

s0 as to raise price will be diminished.

Health care consolidation is widespread and likely to continue. The usual checks in place to impede
anticompetitive consolidation are muted in most healthcare sectors. Downstream consumers are often
price inelastic, partly due to the presence and design of health insurance plans and to the circumstances
under which they seck and make decisions about medical care. Barriers to entry afe often high and
sometimes created or supported by government institutions, such as state certificate of need laws. And
antitrust enforcers face legal hurdles in challenging incremental acquisitions that collectively increase the
market power of acquirers, or in unwinding transactions after they have been consummated. In short, we
cannot rely on the market and on antitrust enforcement to “correct” consolidation that does not deliver
benefits to consumers. Healthcare is poised to capture | in § dotlars of the U.S. economy by 2020. To
borrow from the medical vernacular, “watchful waiting” is not — in my opinion — the wisest approach to
pursue. Sometimes a surgical intervention, coupled with close monitoring and adjustments as the disease

Progresses, is necessary.
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L Preface: defining consolidation and the scope of the healthcare sector

In the testimony that follows, T use the term “consolidation” to describe combinations of previously
independent entities, i.e., mergers and acquisitions (M&A). One could use “consolidation” to refer to
increases in the “concentration” of an industry, e.g. as measured by the sum of squared market shares
(knows as the Herfindahl-Hirschman, or HHI). There are both structural and non-structural sources of
consolidation. Structural changes arise from a change in the number and market share of participants
(i.e., from a change in industry structure). Non-structural changes arise from growing (or shrinking)
market shares of industry participants, holding ownership and the number of participants constant. Non-
structural increases in concentration may occur, for example, if an incumbent introduces a superior
product or service and customers flock to that firm and abandon others. In the interest of simplicity, T will
use the term “consolidation” to refer to structurally-induced changes in concentration — specifically those

generated by M&A.

The health care sector consists of a Jarge set of industries, subdivided into the following categories in the

National Health Expenditures Data: Hospital Care, Professional Services, Other Health, Residential, and
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Personal Care; Home Health Care; Nursing Care Facilities/Continuing Care Retirement Communities;
Retail Outlet Sales of Medical Products (prescription drugs, durable medical equipment, other non-
durable medical products); Government Administration; Net Cost of Health Ihsurance; Government
Public Health Activities; and Investment in Research and Structures/Equipment. In the testimony that
follows, I focus on three of these sectors in particular: Hospital Care (32.4 percent of 2016 expenditures);

Professional Services (26.4 percent); and Health Insurance (6.6 percent).!

II. The facts: where consolidation has occurred, and what we know about its effects

Below, I summarize the data and academic research on consolidation among healthcare providers and
insurers. 1subdivide my discussion into two categories: horizontal and non-horizontal consolidation.
Figure 1, which depicts a simplified chain of production for one particular output of the health care sector

— orthopedic surgeries - provides the intuition for this division.

Figure 1. Vertical Chain of Production for Orthopedic Surgery
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Combinations of market participants within the same “level” of the chain are typically labeled
“horizontal™; combinations up and down the chain of production are “vertical.” Many healthcare markets
also have a geographic element, and traditionally, the “horizontal” label is attached only to combinations

in the same relevant market, e.g. a merger of two orthopedic physician practices located in the same

! Centers for Medicare and Medicaid Services. NHE Fact Sheet. Retrieved from https:/www.cms.gov/research-statistics-data-
and-systems/statistics-trends-and-reports/nationathealthexpenddata/nhe-fact-sheet. htmi

5



50

neighborhood. Of course, combinations may have both horizontal and vertical elements (e.g., if a hospital
acquires multiple physician practices and all parties are in the same geographic area), or they may fall
outside these characterizations entirely (e.g., conglomerates). Given that the preponderance of data and
research on consolidation has emphasized horizontal consolidation, I begin with this category, and then

move to facts on non-horizontal consolidation.

1I.A  Horizontal Consolidation

ILA.1  Hospitals

Most data and research on health care consolidation focuses on the hospital industry, as it is sizeable (over
5 percent of GDP, when both outpatient and inpatient services are included) and — relative to other sectors
- researchers have good access to data thanks to annual surveys conducted by the American Hospital
Association (AHA) and to mandatory reporting through the Health Care Provider Cost Reporting

Information System (HCRIS), maintained by the Centers for Medicare and Medicaid Services.

According to the AHA, the total number of hospital mergers and acquisitions (M&A) announced over the
period 1998-2015 was 1,412, for an annual average of 78 transactions.? The pace of activity has followed
a shallow U trend, with rapid activity in the late 1990s-2001, a nadir of 38 deals in 2003, and a resurgence
of activity following the passage of the Affordable Care Act. In 2015, 102 deals involving 265 hospitals
were announced.’ According to one recent analysis of AHA data, 90 percent of Metropolitan Statistical
Areas would be characterized as “highly concentrated” per the Horizontal Merger Guidelines jointly

issued by the DOJ and FTC (i.e., HHI above 2,500).*

There is a substantial body of academic research on the effects of horizontal mergers of general acute care

hospitals in the U.S., and on the effects of hospital market competition in the U.S. and abroad

2 American Hospital Association. 2016 Chart Book. Retrieved from https:/www.aha.org/dataset/2018-01-17-2016-chartbook
3 These data do not distinguish among the type of hospital (e.g,, general acute care, specialty, long-term care, etc.).

4 Fulton, B. (2017). Health Care Market Concentration Trends in the United States: Evidence and Policy Responses. Health
Affairs, September 2017, 36:9,
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(particularly the U.K.).® This research finds that mergers of competing hospitals leads to higher prices
(for commercially-insured patients). There is limited evidence of quality improvements associated with
mergers, where quality is measured by mortality, patient safety indicators, readmissions, and complication
rates. Studies also find evidence of lower quality in more concentrated hospital markets, both here and
abroad. Professor Martin Gaynor, who joins me on this panel today, has published comprehensive
analyses of the data and evidence on hospital consolidation and its effects and can speak authoritatively

on this body of research.

ILA2  Physicians

Relative to the acute care hospital industry, there are fewer studies of physician markets. Most analysts
subdivide these markets by specific specialties (e.g., cardiology) or groups of specialties (e.g., internists,
general practitioners, and family medicine practitioners are often labeled “adult primary care” providers).
The geographic market boundaries for services offered by highly-specialized practitioners (e.g., transplant
surgeons) are generally larger than the boundaries for services offered by less-specialized practitioners

(e.g., pediatricians).

There has been a marked increase in the proportion of physicians who are employed rather than owners of
their own practices. The rise in employment likely reflects consolidation within physician markets, as
most of the investors/employers are hospitals, and the hospital sector is more concentrated than most
physician markets, In 1983, 76 percent of physicians reported owning their own practices; this figure

stood at 47 percent in 20169

3 Gaynor, M., Ho, K., and Town, R.J. {2015). The industrial Organization of Health-Care Markets. Journal of Economic
Literature, 53(2), 235-284; Vogt, W. & Town, R. (2006). How has hospital consolidation affected the price and quality of
hospital care? Robert Wood Johnson Foundation Synthesis Report No, 9; Gaynor, M., & Town, R, (2012). The impact of hospital
consolidation. Robert Wood Johnson Foundation Synthesis Report Update.

& American Medical Association Wire. For first time, physician practice owners are not the majority. Retrieved from
https://wire.ama-assn.org/practice-management/first-time-physician-practice-owners-are-not-majority

7
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A recent study of physician markets — defined by specialty and geographic area - finds 22 percent of these
markets were highly concentrated, with HHls in excess of 2,500.7 This study also found that most
changes in physician practice size derived from small acquisitions, characterized as a ‘whale eats krill’
rather than ‘shark eats shark.” The authors observe these acquisitions are generally “too small to trigger
Hart-Scott-Rodino notifications and are also too small to be presumptively anticompetitive under the

Horizontal Merger Guidelines.”

Studies of physician markets find that concentration is associated with higher commercial prices.® One
such study examined commercially-insured prices for 10 types of office visits in 10 specialties. The

rescarchers found higher price levels and price growth in more concentrated markets.’
1LA3  Health Insurers

I have written extensively on competition in health insurance markets. My most recent summary of
economic evidence on this sector appears in a paper entitled “Evaluating the Impact Of Health Insurance
Industry Consolidation: Learning from Experience,” attached as Exhibit | and paraphrased here. The
paper documents the high and rising national market shares of the four largest commercial health insurers:
the various Blue Cross and Blue Shield affiliates'® (accounting for an estimated 52 percent of insured
lives in 2014); United (13 percent); Aetna (11 percent); and Cigna (6 percent). Between 2006 and 2014,
the sum of the market shares for these four insurers (the “four firm concentration ratio™) increased from

74 percent to 83 percent. By comparison, the four-firm concentration ratio for the airline industry in 2014

7 Capps, C., Dranove, D., & Ody, C. (2017) Physician Practice Consolidation Driven by Small Acquisitions, So Antitrust
Agencies Have Few Tools To Intervene. Health Affairs. The authors use a sample of commercial insurance claims data from
states accounting for 12 percent of the U.S. population. They define markets for services delivered by 9 specialtics to residents in
metropolitan statistical areas. Geographic market boundaries are defined so as to satisfy an “outflow” floor of 20 percent, i.¢. no
more than 20 percent of patients seeking the services of a given specialty seek providers outside the market.

$ Baker, L.C., Bundorf, M.K., Royalty, A.B., & Levin, Z. (2014). Physician practice competition and prices paid by private
insurers for office visits. JAMA, 2014:312(16):1653-62; Sun, E., & Baker, L.C. (2015). Concentration in orthopedic markets was
associated with a 7 percent increase in physician fees for total knee replacements. Health Affairs (Millwood); 34(6):916-21;
Dunn, A., Shapiro, A.H. (2014). Do physicians possess market power? Journal of Law and Economics, 57(1):159-93.

% Baker et al, ibid

101 group these affiliates together because they have exclusive territory arrangements that impede competition among them,
except in a small number of geographic markets.
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was 62 percent. | also document an increase in the national four-firm concentration ratio for Medicare

Advantage plans, from 57 percent in 2007 to 61 percent in 20151

Studies of insurance consolidation have examined the impact on both insurance premiums (i.e., the
“output” side), and on provider prices (i.e., the “input” side). 1begin by summarizing the research on the
output side. Several studies document lower insurance premiums in areas with more insurers. These
studies span a variety of segments, including the public health insurance marketplaces, the large-group

market (self-insured and fully insured plans combined), and Medicare Advantage.'?

The best available evidence on the impact of insurance consolidation comes from what are known as
“event studies™ or “merger retrospectives.” There are two studies that fall in this category. One, which I
coauthored, examines the impacts of a mega-merger in 1999 (Aetna-Prudential) on large-group premiums
in 139 distinct geographic markets.”* We find that premiums increased more in areas with greater pre-
merger market overlap. Moreover, the premium increase was not limited to the merging insurers; where

the merging firms had substantial overlap, rival insurers raised premiums as well.

' These national figures do not necessarily reflect the degree of concentration in insurance markets that are relevant to
consumers, Many health plans have a significant local, but not national, presence—ZKaiser Permanente, Intermountain, and
Geisinger among them. Although “Blue Cross and Blue Shield” consists of many separate insurance companies, most areas
include only one. The degree of competition in any product and geographic market depends on the market participants and the
characteristics of the products they offer. The American Medical Association’s annual reports containing detailed market share
information for the top two insurers show that concentration is higher within metropolitan statistical areas (MSAs), on average,
than in the nation as a whole. Moreover, this concentration appears to be increasing over time.

12 Sheingold, S., Nguyen, N., & Chappel, A. (2013). Competition and Choice in the Health Insurance Marketplaces, 2014-2015:
Impact on Premiums. Washington, D.C.: U.S. Department of Health and Human Services. ASPE Issue Brief. Retrieved from
hitp://aspe.hhs.gov/basic-report/competition-and-choice-health-insurance-marketplaces-2014-201 5-impact-premiums; Song, Z.,
Landrum, M. B,, & Chernew, M, E. (2012). Competitive Bidding in Medicare: Who Benefits from Competition? American
Journal of Managed Care, 18(9):546~52.; Dafny, L., Gruber, J., & Ody, C. (2015). More Insurers, Lower Premiums: Evidence
from Initial Pricing in the Health Insurance Marketplaces. American Journal of Health Economics, (13:53-81. One recent study
suggests premiums for fully-insured employers are lower where insurer concentration is lower, but premiums for self-insured
employers are higher; Trish, E. E., & Herring, B.J. (2015). How Do Health Insurer Market Concentration and Bargaining Power
with Hospitals Affect Health Insurance Premiums? Journal of Health Economics, 42:104-14,

3 Dafhy, L. Duggan, M., & Ramanarayanan, $. (2012). Paying a Premium on Your Premium? Consolidation in the U.S, Health
Insurance Industry. American Economic Review, 102(2):1161-85,

9
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A second study examined the impact of the 2008 merger of Sierra Health and UnitedHealth on small-
group premiums in two Nevada markets. As compared with control cities in the South and West, small-

group premiums in these markets increased by 13.7 percent the year following the merger.™*

Turning to the research on the relationship between insurance consolidation and input prices, several
studies find hospital prices paid on behalf of commercially-insured patients are lower when insurance
market concentration is higher. This relationship also holds when researchers study changes over time: in
markets that are becoming more concentrated, there is slower growth in hospital prices. Finally, the study
of the Aetna-Prudential merger also finds post-merger reductions in wage growth of health care
professionals in geographic markets where the merging parties had greater pre-merger overlap. However,
if provider price reductions are not ultimately passed through in the form of lower insurance premiums
and out-of-pocket payments, they will not benefit consumers. (Even if price reductions are realized and
passed through, if they are achieved as a result of monopsonization of health care markets, consumers

may experience an offsetting harm.)

Sections ILA.1 - IL.A.3 above highlight consolidation in a select set of health care subsectors.
Consolidation is not limited to these sectors, however. There are a number of other subsectors in which
consolidation has been documented — ranging from dialysis facilities to generic drug manufacturers to

pharmaceutical benefit managers.
IL.B. Non-horizontal Consolidation

There is comparatively little evidence on non-horizontal consolidation, both due to data shortages and to

the difficulty in grouping together the myriad types of transactions that fall into this broad category.

14 Guardado et al., thid
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Below, I summarize the evidence on the two types of non-horizontal consolidation studied by academic

health economists.

.B.1  “Cross-market” Hospital Consolidation

Much of the hospital M&A in recent years has occurred across geographies rather than within the same
geographic market. Figure 2 below presents data from a study I coauthored on these “cross-market”
mergers.”* The figure shows that of 528 general acute care hospital mergers occurring between 2000 and
2012, more than half did not involve any overlap of the merging parties within the same metropolitan
area. More than a third of the transactions involved within-state combinations, and 15 percent involved

parties without any hospitals in the same states.

Figure 2. Vertical Chain of Production for Orthopedic Surgery
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Source: Dafny, Ho, and Lee (2017). “The Price Effects of Cross-Market Hospital Mergers,” NBER Working Paper 22106

My coauthors and | find that hospitals gaining system members in-state (but not in the same geographic
market) experience price increases (for commercially-insured patients) of 7-10 percent relative toa
similar group of control hospitals, while hospitals gaining system members

out-of-state exhibit no statistically significant changes in price. Another study finds independent
hospitals acquired by systems lacking another hospital within 45 minutes of the target hospital raise the

price of the target by 17-18 percent.'®

Last, a recently published study finds cost reductions among hospitals acquired by an out-of-market
system, using a variety of market definitions (e.g., county, or “hospital referral region”)."” Taken
together, the research suggests cross-market hospital mergers are profitable endeavors for the merging
parties. There is no published research on the effects of cross-market hospital mergers on the quality or

range of services offered to patients.

[I.B.2 Hospital-Physician Consolidation

Vertical integration of hospitals and physician practices has increased substantially in recent years. For
example, one recent study finds that 10 percent of physicians were acquired by a hospital over the period
2007 to 2013, increasing the percentage of physicians in hospital-owned practices by 50 percent.!® A
second study, based on survey data from the AHA also finds an increase of over 50 percent in the market

share of fully integrated organizations between 2001 and 2007, from 23 to 36 percent.'”

16 Lewis, M.S., and K.E. Pflum. (2016). Hospital Systems and Bargaining Power: Evidence from Out-of-Market Acquisitions,
RAND Journal of Economics 48(3), 589-610.
17 Schmitt, M. (2017). Do Hospital Mergers Reduce Costs? Journal of Health Economics
18 Capps, C., Dranove, D., & Ody, C. (2015). The Effect of Hospital Acquisitions of Physician Practices on Prices and Spending,
The Institute for Policy Research Northwestern University Working Paper Series
19 Ibid, and Baker, L., Bundorf, K., & Kessler, D. (2014). Vertical Integration: Hospital Ownership of Physician Practices is
Associated with Higher Prices and Spending. Health Affairs 33(5): 756-63.
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A spate of recent studies finds hospital-physician consolidation is followed by price increases for
physician services, and in settings where price is fixed (i.e., Medicare), to increases in total spending.”
There are at least two sources of the spending increases: (1) a shift to “facility-based billing,” in which
hospital-based providers charge facility and professional fees for outpatient visits — which combined
amount to more than the price paid for a physician visit billed independently from a hospital;?' (2) an

increase in prices for these physicians’ services following the acquisition of their practices.?

Finally, a recent study shows that Medicare’s 340b program has led hospitals to increase their
employment of physicians in certain specialties, chiefly hematology-oncology, ophthalmology, and

rheumatology.”

1L The r why « lidation is occurring

As compared to the foregoing discussion of consolidation trends and effects — a topic about which there is
a substantial body of research available (albeit with significant gaps in certain areas), there is less research
attempting to identify motivations for mergers. Thus, what follows is my personal perspective on the

likely drivers of consolidation, based on the limited research available, deductive inference, press reports,

merger reviews by government agencies, and discussions with industry leaders and commentators.

Fundamentally, what drives consolidation is the expectation it will yield rewards for the merging parties

and their stakeholders. I divide these (perceived or actual) rewards into four categories: the ability to

2 Neprash, H.T,, Chernew, M.E., Hicks, A.L., Gibson, T.,& J. M. McWilliams. (2015). Association of Financial Integration
Between Physicians and Hospitals with Commercial Health Care Prices. Journal of the American Medical Association Internal
Medicine 175(12):1932-39; Robinson, 1.C., & Miller, K. (2014). Total Expenditures per Patient in Hospital-Owned and
Physician-Owned Physician Organizations in California. Journal of the American Medical Association 312(16): 1663-69; Koch,
T., Wendling, B., & Wilson, N. (2017). How vertical integration affects the quantity and cost of care for Medicare beneficiaries.
Journal of Health Econamics. 52:19-32.

2 Song, Z., Wallace, },, Neprash, H.T., McKellar, MR, Chernew, M.E., & McWilliams, J, (2015). Medicare Fee Cuts and
Cardiologist-Hospital Integration. Jouwrnal of the American Medical Association Internal Medicine 175(7): 1229-31,; Dranove,
D.,& Ody, C. (2016). Employed for Higher Pay? How Medicare Facility Fees Affect Hospital Employment of Physicians,
Unpublished paper.

2 Dranove, D.,& Ody, C. (2016). ibid

2 Desal, S. & McWiltiams, 1.M., (2018). Consequences of the 340B Drug Pricing Program. New England Journal of Medicine,
378:539-548
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reduce competition, scale economies, benefits from insurer reimbursement policies, and care
coordination. (A fifth would be empire-building, about which I have little comment but [ believe it is a

driver.)

As the summary of evidence in the preceding section (“the facts”) makes clear, consolidation in various
healthcare sectors tends to result in higher commercial prices and/or total spending. Assuming these are
profitable decisions, the additional funds gathered as a result can be allocated to profits or to other
activities, such as academic research, charity care, or unprofitable service lines {e.g., “margin” or

“mission”).

Because many healthcare prices are set via negotiation (as opposed to a “posted price” setting, which is
common when individual purchasers are responsible for a small share of the seller’s business), one key
motivation to merge is to gain bargaining leverage in negotiations with the relevant counterparty.
Economists have developed and tested formal models of leverage for the case of health care providers; in
these models, leverage derives from the added value (“willingness to pay,” in the economists’ vernacular)
that a provider (or a set of merging providers) creates for enrollees of an insurance plan that includes
those providers in its network (relative to excluding the provider(s)). Studies of physician and hospital
mergers show this leverage is correlated with higher private prices, controlling for a host of other factors

affecting price.

When prices are posted, mergers can enable profitable price increases (or reductions in quality that is
costly to produce) because purchasers have fewer alternative options. Mergers of insurers selling plans to
individuals or to small groups may be motivated in part by the ability to relax competition in their

respective markets.

A second driver of mergers appears to be the desire to realize economies of scale or scope, that is, lower
costs as a result of increased organizational size. Potential sources of scale economies include bulk

purchasing discounts, elimination of redundant activities (e.g., billing and collection units or corporate

14
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headquarters), and reoptimization or reallocation of activities across sites. Although companies and
boards routinely express their expectation that mergers will reduce costs, there is relatively limited
evidence to suggest reductions in cost following mergers.?* Notably, reductions in cost may not be passed
through to consumers, and may derive from the (anticompetitive) exercise of monopsony power on the

part of the merging buyers.

A third driver of consolidation — particularly hospital-physician transactions — are specific CMS
reimbursement policies that increase payments or margins for merged relative to separate entities. As
noted above, researchers have shown that the acquisition of physician practices has increased as a result
of the higher reimbursement payments available through CMS for hospital-affiliated physicians, a
payment practice often mimicked by private payers.”® There is also recent evidence that CMS’
reimbursement policies via the 340b program have contributed to an increase in acquisition of specialty

practices by hospitals.?

A fourth driver of consolidation is the desire to integrate care across multiple organizations. There is little
evidence that common ownership produces more integrated care?” — let alone that this care is better or
cheaper than care delivered by affiliations of providers - but merging parties often cite this motive. In
addition, shifts in payment models are likely to reward the ability of organizations to generate savings
through care coordination, so to the extent that joint ownership facilitates the coordination or is perceived
to Tacilitate it, the desire to coordinate care is another driver of consolidation. That said, one recent study
finds consolidation preceded the Affordable Care Act, which established a mechanism for integrated

delivery organizations (i.e., Accountable Care Organizations) to reap rewards for integrated care. The

24 | am aware of two studies that have found cost reductions following hospital mergers (Schmitt, previously cited; and Dranove
and Lindrooth (1988), and scores of others that have not. 1 know of no academic research on post-merger cost reductions in other
provider settings, or in the health insurance sector.

25 Dranove, D., & Ody, C. (2016). Employed for Higher Pay? How Medicare Facility Fees Affect Fospital Employment of
Physictans. Unpublished paper;

Song, Z., Wallace, J., Neprash, H.T., McKellar, M.R., Chernew, M.E., & McWilliams, J. (2015). Medicare Fee Cuts and
Cardiologist-Hospital Integration. Journal of the American Medical Association Internal Medicine, 175(7): 1229-31.

26 Desai, S. & McWilliams, J.M. (2018). ibid

27 Burns, L.R., & Pauly, M. (2012). Accountable Care Organizations May Have Difficulty Avoiding the Failures of Integrated
Delivery Networks of the 1990s. Health Affairs, 31(11): 2407-135.
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authors conclude “little evidence exists” to support the contention that providers have consolidated to

participate in “alternative payment models.”
Iv. The responses: current responses of the private and public sectors to consolidation

The public-sector response to health care industry consolidation to date largely mirrors the public-sector
response to consolidation in other sectors, with some notable exceptions arising from state-specific
institutions (e.g., state departments of insurance) and legislation pertaining to Certificates of Need and

Certificates of Public Advantage.
IV.A. Public Sector Responses
IV.A.1 Antitrust Enforcement

As is the case for other sectors, the federal antitrust enforcement agencies, along with the state attorneys
general, investigate potentially anticompetitive mergers and acquisitions. They issue legal complaints to
block or dissolve transactions they deem anticompetitive, and then litigate or negotiate consent decrees
(i.e., settlements) to address their concerns. The FTC has vigorously pursued provider mergers since
conducting its Hospital Merger Retrospectives Analysis in 2002-2004. The Antitrust Division of the
Department of Justice has investigated numerous insurer transactions, most recently blocking two mega-
mergers {Aetna-Humana and Anthem-Cigna) proposed in 2015, In both cases, federal district courts
issued preliminary injunctions to block the transactions, following which the parties abandoned their
deals. The healthcare sector is clearly a priority for the federal enforcement agencies, and has been

declared as such by their leaders.”

2Neprash, H.T., Chernew, M.E., & McWilliams, I M. (2017), Litte Evidence Exists To Support The Expectation That
Providers Would Consolidate To Enter New Payment Models. Health Affairs, 36(2).

* For example: Ohlhausen, M.K. (2017). The First Wealth is Health: Protecting Competition in Healthcare Markets. Remarks at
the 2017 ABA Fall Forum. Retrieved from:

hitps:/fwww.ftc. gov/system/files/do public_: 1275573/mko_fall_forum_2017.pdf
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As you are aware, the federal antitrust agencies enforce federal antitrust statutes, with Section 7 of the
Clayton Act the most relevant for our purposes here. Section 7 prohibits the acquisition of assets or
interests where “the effect of such acquisition may be substantially to lessen competition, or to tend to
create a monopoly.” The statute is narrow, and thus enforcement authorities are not in a position to block
all consolidation that may harm consumers. For example, if hospitals acquire physician practices and
reap increases in revenues owing to higher payments for services rendered by hospital-affiliated
physicians, unless that increase in payment derives from a lessening of competition, Section 7 alone does

not provide grounds for antitrust enforcers to challenge the practice.

The way in which Section 7 has been interpreted by federal enforcement authorities has also limited its
scope. In particular, Section 7 has largely been interpreted by authorities to require a definition of a
relevant antitrust market in which the lessening of competition will occur (or has allegedly occurred) as a
result of the transaction. There are many judicial precedents and economic tools used to define relevant
antitrust markets, for example the “hypothetical monopolist test,” which asserts that a market is not drawn
too narrowly if a hypothetical monopolist consisting of all suppliers in the market could profitably raise
price by a small, nontrivial amount. However, defining such markets can be challenging in the case of
non-horizontal transactions. For example, consider the case of mergers of hospitals across geographic
markets. Arguably, these hospitals are rivals to others competing for inclusion in an insurer’s network, as
insurers are intermediaries between providers and patients, and patients generally face higher prices when
utilizing out-of-network providers. Insurer networks typically span a broader geographic area than well-
defined acute-care hospital service markets. If the enforcement authorities stipulate the broader insurer
boundaries when defining a relevant antitrust market, they may face opposition when proposing narrower
markets for horizontal acute-care hospital merger challenges. Recent enforcement successes spearheaded
by the Federal Trade Commission (on cases often joined by state authorities) have often relied upon
successfully defending these narrow market definitions. Pursuing different or broader market definitions

— as may be necessary to challenge non-horizontal transactions — is a risky endeavor.
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Some state enforcement agencies may be more willing to embrace this challenge and to bear the
associated risk. Regardless, enforcement is a blunt and limited instrument for addressing the harms

associated with consolidation in the industry to date, and consolidation yet to come.
IV.A2 State Agencies and Actions

There are a number of state regulations, statutes, and agencies impacting health care consolidation. These
include “certificate of need” (CON) laws, “certificate of public advantage” (COPA) laws, state

Departments of Insurance, and agencies engaged in monitoring of the health care sector.

Empirical evidence on CON laws — which limit entry and therefore increase the degree of concentration
in markets where entrants must seek a CON - finds they are associated with reductions in the quality of

regulated services.

COPA laws “allow healthcare providers to enter into cooperative agreements that might otherwise be
subject to antitrust scrutiny...[so as] to reduce ‘unnecessary’ duplication of healthcare resources and
control healthcare costs.”™*! COPAs have resurged recently and prevented the FTC from pursuing legal
challenges in two recent cases: Cabell Huntington-St. Mary’s Medical Center (in West Virginia), and
Mountain State Health Alliance-Wellmont Health System (in Tennessee and Virginia). In both matters,
the FTC testified that the terms of the COPAs are unlikely to produce benefits that outweigh the harms
likely to arise from a reduction in competition. In November 2017, the FTC announced its intention to

host a public workshop to discuss empirical research on the impact of COPAs.

Both COPAs and CONSs substitute regulation for competition, and as such tend to lead to higher industry

concentration and consolidation.

30 Citations are included in recent testimony offered by the Federal Trade Commission before the Alaska Senate. See
https//www fre.gov/system/files/documents/advocacy documents/statement-federal-trade-comemission-alaska-senate-committee-
labor-commerce-certificate-need-taws/pR59900_fic_testimony_before_alaska senate re con laws.pdf.

31 PTC Staff Notice of COPA Assessment (2017), retrieved from https://www. fic.gov/system/files/attachments/press-releases/fte-
staff-seeks-empirical-research-public-comments-regarding-impact-certificates-public-
advantage/p181200_copa_assessment_comment_notice_11-1-17.pdf
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States have also reacted to consolidation via their various regulatory bodies. Here, I describe one such
body in the Massachusetts, the Massachusetts Health Policy Commission (HPC). The HPC “is charged
with developing health policy to reduce overall cost growth while improving the quality of care, and
monitoring the health care delivery and payment systems in Massachusetts.” It is governed by an 11-
person board with a pre-specified set of expertise areas, including health care management, consumer
advocacy, primary care, behavioral health, heaith plan administration, and health economic. Since the
HPC was established, Massachusetts’ annual per capita spending growth has remained below the national
average. All “material ownership changes”™ must be reported to the Health Policy Commission, which in
turn may conduct a “Cost and Market Impact Review” of transactions it deems significant. The HPC may
refer transactions generating concern to the Attorney General for further investigation. The process
injects substantial transparency into the public debate over the merits of specific mergers, and enables
various stakeholders to gain more insight into areas of potential benefit or concern. These stakeholders
may use the information reported by the HPC to weigh in on the transactions, and in fact stakeholders

have done so in a variety of venues.

IV.B. Private Sector Responses

Setting aside private antitrust challenges and weighing in on specific transactions in public hearings and
through meetings with relevant state and federal antitrust officials, the primary tool at the disposal of the
private sector is declining to purchase products and services whose prices exceed their perceived or actual
value. A comprehensive listing of the factors contributing to muted downstream price sensitivity is
beyond the scope of my testimony. Many of these factors are discussed in “Health Care Needs Real
Competition,” a 2016 article I coauthored (attached as Exhibit 2). In my opinion, one of the central
factors impeding an effective private-sector response to anticompetitive mergers in the U.S. is our heavy
reliance on employer-sponsored insurance, together with a limited set of options ordinarily offered to
employees by employers. U.S. consumers cannot easily select health plans that reflect their preferences

over price, network breadth, drug formularies, and so on, so they cannot “vote with their feet.”
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A second response of private consumers is “forward integration” into the healthcare sector, i.e. choosing
to enter the industry rather than to purchase its services. Recent examples include the decision of several
hospital systems to enter the generic drug industry, and three large employers to form a joint venture to

develop and purchase health care services. These efforts are a clear signal that the healthcare industry is

not satisfying the expectations and nceds of even the largest buyers.

V. Recommendations: what else could be done?

The suboptimal performance of the healthcare sector is a critical economic issue, and consolidation in the
sector is a contributing factor. I have four specific recommendations for actions that Congress could

pursue:

(1) Create public databases containing information about the ownership and financial links among
different health care providers, and net commercial prices for their services. This database could
form the basis for regularly scheduled reports and public hearings on industry consolidation and
its effects. I expect that a similar database for prescription drugs that could be of value; I defer to
colleagues with greater expertise to weigh in on what data elements ought to be included in such

a database.

(2) Appropriate sufficient additional funds to the federal enforcement agencies for enforcement-
focused research on healthcare consolidation. Enforcement agencies are avid consumers of such
research, but they have few resources to devote to pursuing it. As academics have limited time
and resources, and different foci (e.g., they may be interested in the harm wreaked by a particular
action, not just in whether it violates antitrust statutes), research executed by the enforcement
agencies or via grants awarded from the enforcement agencies to impartial researchers could be

of substantial value to enforcers.
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(3) Explore the possibility of dismantling or revising CMS policies that are known to contribute to

consolidation, such as higher payments for hospital-affiliated service provision.

(4) Provide financial incentives, or impose regulatory requirements, for employers to utilize or
develop so-called “private exchanges” where employees can shop for their preferred healthplans
and make choices that reflect their own preferences. Data from the public exchanges suggest
consumers are more price-sensitive, and more willing to select narrow-network plans, than are
employers. These preferences exert pressure on providers and healthplans to develop lower-cost
health care solutions, and can therefore reduce the incentive for anticompetitive upstream mergers
or practices. If consumers refuse to pay for a higher-priced product that doesn’t offer greater
value warranting the price premium, the incentive to pursue anticompetitive consolidation will be

diminished.

21



66

Mr. HARPER. Thank you very much, Dr. Dafny.

The Chair will now recognize Dr. Schulman for the purposes of
an opening statement for 5 minutes.

Welcome.

STATEMENT OF KEVIN A. SCHULMAN

Dr. ScHULMAN. Thank you very much. Thank you, Congressman
Harper, Ranking Member DeGette, and members of the sub-
committee and committee for inviting me to talk with you today.

I would like to address the impact of hospital consolidation on in-
novation in healthcare markets. We’ve been talking about this al-
ready this morning, and I am going to frame my remarks around
two different types of innovation.

One is called organizational innovation, or how firms improve
their performance over time, and the second is called disruptive in-
]rolov}?tion, or how markets evolve over time, and we’ve talked about

oth.

First, I would like to discuss a concept called business architec-
ture, or the manner in which firms make decisions that allow them
to generate predictable performance over time.

A Dbusiness architecture is the product of leadership, culture,
strategy, and internal organizational controls and processes. The
ability of organizations to develop stable business architectures is
one of the most revolutionary business concepts of the last century,
compared to the chaos of the 19th century.

There is a downside to this construct, however, in that often a
business architecture, which is the way we make decisions, leads
{:oda rigidity of business models that can be very difficult to dis-
odge.

This lens of business architecture is critical to our assessment of
healthcare policy related to hospitals. For the last decade, we have
pursued an approach of asking hospitals to create new models of
care to drive down healthcare costs.

In essence, we have asked them to replace their stable business
architectures that have made them successful as fee-for-service pro-
viders. This would be a dramatic transformation if any business
could achieve this goal.

The business architecture of many hospitals revolves around ad-
mitting patients for treatment, especially patients with commercial
insurance or those who require surgery.

The hospital is treated as a profit center. In other words, the
more the service is provided, the better financially for the system.

In these models, providers and hospital networks exist to provide
patient referrals for inpatient care. Hospital mergers extend this
model by making clinical services even more costly in multihospital
systems.

To better understand the rigidity of the hospital business archi-
tecture, we asked a sample of chief financial officers about their
planning for business transformation. We wanted to understand
what types of investments would be required to pivot from a fee for
service business model to the most extreme value-based payment
model capitation.

We found that none of the leaders we interviewed had a clear es-
timate of the investment that would be required for the same
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transformation and observed in the crosshair sample there signifi-
cant disagreements about how a change in payment models would
impact essential components of the budget models.

Despite almost a decade to prepare for this transformation, there
is little evidence of the development of the concrete business plans
that would be required to successfully carry out business architec-
ture change.

One approach to organizational change is to create a new leader-
ship role tasked with innovation—a chief innovation officer. These
leaders could help guide the transformation of the delivery system
to new models of care that we all desire.

Eighty percent of the largest health systems in the United States
have created such a role, and we surveyed a majority of these indi-
viduals. While the respondents were all enthusiastic and com-
mitted to innovation, we were very concerned after this research.
These roles were not structured or budgeted for success.

For example, when these respondents reported that their role
was strategic—in other words, that they were responsible for this
change—their median annual budget was only $3 million. It’s un-
likely that investments of this magnitude can change business ar-
chitectures within these enormous, multibillion-dollar organiza-
tions.

Large hospital systems can have other impacts on innovation.
Vertically integrated organizations are good at developing standard
business processes but are not necessarily conducive to the type of
physician-driven innovation that could drive new care models.

In part, this concern could explain why there’s little evidence of
the quality of care improving when hospitals pursue physician em-
ployment models.

One way to reconcile these findings is to realize that, rather than
pursue business transformation that we have been seeking, hos-
pitals have been actively pursuing an agenda related to market
power. The impacts of market power on business strategy and hos-
pital investments can have sustained impact over long periods of
time.

The other type of innovation I would like to discuss is disruptive
innovation, or changes in business models within markets. Clay
Christensen has described how technology innovation allows busi-
ness innovation to bring about cost and quality improvements for
consumers.

At the core, Christensen suggests that business architecture of
existing firms is so rigid that they can’t respond to market changes
that they plainly see and so are replaced by new entrants in a proc-
ess of created destruction within markets.

Hospital-led organizations are the type of large, inefficient firms
theory suggests should be replaced. If you wake up with a sore
throat, would you rather go to a hospital and pay for parking, wait
to be seen, or just have a telemedicine consult to tell you whether
or not you need antibiotics?

The lack of disruptive innovation is a critical shortfall in the
healthcare market. Not only could disruptive innovation drive de-
velopment of novel clinical services for patients, but would shake
up the market to spur existing hospitals to more fully embrace an
innovation agenda.
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One recent study suggested that 50 percent of the increase in
healthcare costs since 1996 is related to service and price intensity.
This is the pattern of costs that would be expected to result from
the migration of clinical services to the hospital-based business
model with all of this consolidation.

Overall, all of this is a tremendous price for American consumers
to pay for the failure of an innovation agenda in healthcare.

Thank you.

[The statement of Dr. Schulman follows:]
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Summary Points
Firms have a business architecture that is a product of leadership, culture and internal
controls. Business architectures can lead to a rigidity of business models that is difficult
to change.
The business architecture of many hospitals often revolves around admitting patients
for treatment, where financial performance is directly related to the volume of services.
Innovation can extend to asking hospitals to change their business architecture
{organizational innovation), or fostering entry of new business models that replace
hospital-centric delivery systems (disruptive innovation).
In our work, we have documented the limited degree to which hospitals are preparing
for a transformation in their business architecture.
In this analysis, hospital consolidation is often an extension of the current business
architecture, and may provide a barrier to novel business models in the market.
Disruptive innovation offers a model for transformation of care models that offer lower
cost and higher quality over time. There is little evidence that large fee-for-service
hospital systems are embracing these types of approaches as a replacement for their
current business architectures,
One recent study suggested that 50% of the increase in health care costs since 1996 is
related to service price and intensity, a pattern that would be expected from the
migration of clinical services to the hospital-based business model. Overall, this is the
tremendous price American consumers are paying for the failure of an innovation

agenda in health care.
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Thank you, Congressman Harper and members of the Committee for inviting me to speak with

you.

'm joined on this panel by two esteemed health economists who have conducted much of the
research describing the impact of hospital consolidation on health care costs in this country. It
is hard to argue with their findings and | want to applaud their careful methodologic work on

this topic.

Today, | would like to address the impact of hospital consolidation on innovation in the health
care markets. Specifically, | will address both organizational innovation, or how firms evolve,

and disruptive innovation, or how markets evolve.

First, I'd like to discuss a concept called business architecture, or the manner in which firms
make decisions that allow them to generate predictable performance over time. A business
architecture is a product of leadership, culture and internal organizational controls. The ability
to develop a stable business architecture is one of the most revolutionary business concepts of
the last century. There is a downside to this construct, however, in that often the business

architecture leads to a rigidity of business models that is difficult to dislodge.

I believe that the lens of business architecture is critical to our assessment of health care policy
related to hospitals. For the last decade, we have pursued a policy approach of asking hospitals

to create new models of care to drive down health care costs. In essence, we have asked them
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to change the stable business architectures that have made them successful in a fee-for-service
business model, to define a new business architecture.! This would be a dramatic

transformation if it was achieved.

The business architecture of many hospitals often revolves around admitting patients for
treatment, especially patients with commercial insurance or patients who require a test or
surgical procedure, The hospital is treated as a profit-center within the system. In other words,
the more hospital services provided the better financially for the system. In these models,
provider and hospital networks seem to exist to provide patient referrals for inpatient care.
Hospital mergers extend this model by making clinical services even more costly in multi-

hospital systems.?

To better understand the rigidity of the hospital business architecture, we asked a small sample
of Chief Financial Officers of academic medical centers about their planning for this
transformation. Specifically, we wanted to understand what types of investments were
required to pivot from a fee-for-service business model to the most extreme value-based
payment model, capitation. We found that none of the leaders we interviewed had a clear
estimate of the investment required for this transformation, and observed that across our
sample that there were significant disagreements about how such a transformation in payment
models would impact essential components of their budget models.® In our interpretation,

despite almost a decade to prepare for this transformation, there was little evidence of
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development of the concrete business planning that would be required to successfully carry out

business architecture change.

One approach to organizational change is to create a new leadership role tasked with
innovation, in many cases a Chief innovation Officer (CInO). In principle, these leaders could
help guide the transformation of these multi-billion-dollar delivery systems to new models of
care. Eighty percent of the largest health systems in the US have created such a role, and we
surveyed the majority of these individuals. While the respondents were all enthusiastic and
committed to innovation, we were very concerned that these roles were not structured or
budgeted for success. For example, when the respondents reported that their role was strategic
(rather than operational or financial), their median annual budget was only $3 million.* Such
investments are unlikely to drive significant change in business architectures within large

organizations.

Large hospital systems can have other impacts on innovation. In our analysis of the literature,
we were very concerned that vertically integrated organizations were good at developing
standard business processes, but were not conducive to the type of physician-driven innovation
that could enable new care models.5 In part, this concern could explain why there is little
evidence that the quality of health care improves when hospitals pursue physician employment

models.®
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One way to reconcile these findings is to realize that rather than pursue the business
transformation we seek, hospitals have been actively pursuing an agenda related to market
power. The impacts of market power on business strategy and hospital investments can have

sustained effects over long periods of time.”

The other type of innovation | would like to discuss is disruptive innovation, or changes in
business models within markets. We have seen wholesale changes in business models in many
markets in the US and globally, all enabled by the tremendous changes in information
technology over the last few decades. Clay Christensen has described how technology
innovation allows business model innovation to bring about cost and quality improvements for

consumers.?

At the core, Christensen suggests that often the business architecture of existing firms is so
rigid that they cannot respond to the market changes that they plainly see, and so they are
replaced by new entrants. This cycle of creative destruction of firms is responsible for the

remarkable changes we have seen in the technology markets.

Hospital-led organizations are the types of large, inefficient firms that this theory suggests
should be replaced in the market by new business models. Would you rather go to your
physician’s office, pay to park by the hour, wait in a waiting room to be seen for 15 minutes,
and then find out you don’t need a prescription after you have lost two hours away from work,

or would you prefer to just receive a Telemedicine consult to determine whether your
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symptoms are those of a virus requiring treatment with hot tea or those of a strep throat
requiring confirmation and antibiotics? There is little evidence that large fee-for-service
hospital systems are embracing these types of approaches as a replacement for their current

business architectures.

The lack of disruptive innovation is a critical shortfall in the healthcare market. Not only could
disruptive innovation drive development of novel clinical services for patients, emphasizing care
at the lowest possible cost {generally far away from the hospital}, but it could also serve as a
significant catalyst to spur existing hospitals and systems within a market to more fully embrace

an innovation agenda.

This lack of innovation in the business architecture of health care firms has an enormous cost
for all of us. It is no secret that health care costs have increased by 56% since 2008.° One recent
study suggested that 50% of the increase in health care costs since 1996 is related to service
price and intensity,'® a pattern that would be expected from the migration of clinical services to
the hospital-based business model. In 2017, employer and employee contributions for health
insurance reached $18,764 per household,!! with employee contributions rising 270% since
1999.12 Moreover, these escalating costs are found despite a significant shift to less generous
benefit designs such as high-deductible health plans {(now 28% of the health insurance

market!?),
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Overall, this is the tremendous price American consumers are paying for the failure of an

innovation agenda in health care.

i Richman 8D, Mitchell W, Schulman KA. Organizational innovation in health care. Health
Management, Policy and innovation. 2013;1(3):36-44.

2 Robinson IC, Miller K. Total expenditures per patient in hospital-owned and physician-owned
physician organizations in California. JAMA. 2014 Oct 22-29;312(16):1663-9.

3 poku M, Schulman KA. We Interviewed Industry Leaders About Their industry and They're
Worried. Harvard Business Review. December 14, 2016.

4 Sneha P. Shah, MBA; Lauren McCourt, BA, BS; Kristina Jakobson, BA; Amy Saddington, BS; Kate
Harvey, MBA; Kevin A, Schuiman, MD. Leading Change—A National Survey of Chief innovation
Officers in Health Systems. Health Management, Policy and Innovation, 2018. www.hmpi.org.
{pre-publication draft attached).

5 Huesch MD, Schulman KA, Douglas PS. Could accountable care organizations stifle physician
learning and innovation? Health Management, Policy and Innovation. 2014;2(1):18-28.

8 Kirstin W. Scott, MPhil, PhD; E. John Orav, PhD; David M. Cutler, PhD; Ashish K. Jha, MD, MPH.
Changes in Hospital-Physician Affiliations in U.S. Hospitals and Their Effect on Quality of Care.
Ann intern Med. 2017;166(1):1-8.

7 Robinson J. Hospitals Respond To Medicare Payment Shortfalls By Both Shifting Costs And
Cutting Them, Based On Market Concentration. Health Aff (Millwood). 2011 Jul;30(7):1265-71.

8 Christensen CM. The Innovator’s Dilemma: When New Technologies Cause Great Firms to Fail.
Harvard Business Review Press. 1997.

9 Centers for Medicair and Medicaid Services. NHE Projections. https://www.cms.gov/research-
statistics-data-and-systems/statistics-trends-and-
reports/nationalhealthexpenddata/nationalhealthaccountsprojected.htmi, Accessed on
February 4, 2018.

10 joseph L. Dieleman, PhD?; Ellen Squires, MPHY; Anthony L. Bui, MPH?; et al. Factors
Associated With Increases in US Health Care Spending, 1996-2013. JAMA. 2017,318(17):1668-
1678.




77

11 The Henry 1. Kaiser Family Foundation. 2017 Employer Health Benefits Survey.
https://www kff. org/health-costs/report/2017-employer-health-benefits-survey/. Accessed on

January 30, 2018,

12 The Henry J. Kaiser Family Foundation. Employer Health Benefits Survey 2017.
http://files kff.org/attachment/Release-Slides-2017-Employer-Health-Benefits-Survey. Accessed

on January 30, 2018,




78

Leading Change——A National Survey of Chief Innovation Officers in Health Systems

Sneha P. Shah, MBA; Lauren McCourt, BA, BS; Kristina Jakobson, BA;

Amy Saddington, BS; Kate Harvey, MBA; Kevin A. Schulman, MD

Author Affiliations: Harvard Business School, Boston, Massachusetts (Ms Shah); Russell
Reynolds Associates, New York, New York (Mss McCourt, Jakobson, Saddington, and Harvey);
and Duke Clinical Research Institute and Department of Medicine, Duke University School of

Medicine, Durham, North Carolina (Dr Schulman).

Corresponding Author: Kevin A. Schulman, Duke Clinical Research Institute, PO Box 17969,

Durham, NC 27715; telephone: 919-668-8101; kevin.schulman@duke.edu.

Forthcoming: Health Management, Policy and Innovation (www HMPLOrg)

2686 words Survey of Chief Innovation Officers October 2, 2017



79

Abstract

Importance: Health care organizations are developing chief innovation officer roles in
response to changes in the health care environment.

Objective: To examine the charge, structure, and function of chief innovation officer
roles in health care systems.

Design, Setting, and Participants: Structured survey of leaders at the 40 largest health
care systems by revenue in the United States.

Main Outcomes and Measures: Organizational structure, outcomes and metrics,
resources, career preparation, and background of individuals in chief innovation officer roles.

Results: Of the 40 largest health care systems in the United States, 32 had a senior
innovation officer. Half of respondents (52%) characterized their role as strategic, 24% as
operational, and 24% as financial. Structurally, 80% resided within established organizational
structures, and 36% reported directly to the chief executive officer. Overall, 44% had short-term
metrics of success, 68% medium-term, and 24% long-term (nonexclusive responses). The
median budget for the role was $3.5 million, but some organizations invested significantly more,
usually in a venture capital function.

Conclusions and Relevance: Chief innovation officer roles have been established in
many health systems to guide innovation efforts. Respondents to our survey were enthusiastic,
informed, and satisfied with the progress they have been able to make to date. However, whether
organizational support and structure around this effort is yet sufficient for transformative

innovation of delivery systems towards new models of care is an open question.
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Introduction

Health care policy is increasingly designed to incentivize the transformation of health
care delivery.!? Payment model reform requires health systems to develop the capacity to
innovate so that they may successfully navigate clinical and organizational transitions to new
models of care.?® This shift in focus has led to the rise of an “innovation agenda” in health
care.'%12 One of the most visible responses to this agenda has been the rise of “chief innovation
officers” in the highest ranks of executive leadership in health systems. The term chief
innovation officer was described in 1998 as part of a growing récognition that innovation within
organizations needed to include continuous and discontinuous, or disruptive, strategies.'?
Individuals in the chief innovation officer roles were to identify new ideas, concepts, and
business opportunities, and then develop the capabilities to support and implement this agenda,'?

A PubMed search found that, in 2016, 646 articles had been published on the topic of
organizational innovation. However, only 2 articles pertained to the position or mission of chief
innovation officers in health care.'*!* Both reports were single-institution descriptions of
innovation efforts. While more systems are adopting a chief innovation officer as a member of
their senior leadership team, little is known about the charge, evaluation, and support of the
individuals in these roles.

We sought to better understand the organizational framework, reporting structure,
resource allocation, and metrics of success for chief innovation officers. Based on these findings,
we can better understand how these roles are structured within health care systems. These data
can also allow us use concepts from organizational innovation theory to analyze whether health
systems are adequately supporting their chief innovation officers for success of the innovation

agenda in health care.
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Methods
Survey Development

We developed a survey based on the conceptualized role of the chief innovation officer in
health systems using teachings from organizational innovation theory.!%31617 We advanced and
tailored these concepts using a set of position specifications available to Russell Reynolds
Associates, an exccutive search firm. Finally, we refined the survey through qualitative
interviews with 3 chief innovation officers who volunteered to both respond to the survey and to
provide feedback on the survey instrument. The final instrument was designed to be interviewer-
administered, prompted by a set of open-ended discussion questions and recorded on a data
collection form that included 23 structured questions: 8 questions about organizational charge
and structure, 4 about outcomes/metrics, 2 about barriers, 3 about resources, and 4 about carcer
preparation and background. Finally, we developed 2 summary assessment questions, each using
a 7-point Likert scale to better characterize the role of the chief innovation officer. The questions
were anchored as internally focused vs. commercially focused, and as tactical vs strategic. The

survey was considered exempt research by the institutional review board of Harvard University.

Survey Sample

We identified the 40 largest health systems by revenue in the United States using the
Definitive Healthcare data set as candidates for our sample. We then used LinkedIn, organization
websites, publically available press-releases, and Russell Reynolds Associates’ proprietary
database to identify the chief innovation officer or most senior innovation-responsible executive

at each organization. For organizations where we could not identify a chief innovation through
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the above methodology, or in the case that the identified chief innovation officer was the wrong
executive, we conducted sourcing interviews with industry experts to identify the chief

innovation officer or to confirm that the organization had such as position.

Survey Administration

Between January and May 2017, chief innovation officers received an email, consent
form, and interview agenda detailing the content of the interview. Interviewers were cross-
trained during the month of January to ensure standardization of interview delivery, and
interviews were recorded to ensure quality control. Phone interviews were conducted over
WebEx, and recordings were stored securely. Each call was attended by 2 interviewers—I who
conducted the interview and the other who took notes during the call.

Nonrespondents received 2 follow-up emails sent 1 week apart, followed by 1 phone call
1 week later. Nonrespondents were contacted once more at 1 month after the initial 4 attempts at
outreach. No financial incentive was included to encourage participation, and participants were

informed that all data would be deidentified in reporting.

Data Analysis

We developed descriptive statistics for the 23 structured questions derived from the open-
ended interview questions. We further categorized these roles using our own categorization of
the chief innovation officer role from the qualitative interviews. Data from the structured
interviews, the qualitative interviews, and the summary assessment questions are shown

graphically in a 2-by-2 figure.
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Results

We were unable to identify a chief innovation officer or equivalent position for 8 of the
40 health systems in the sample. This resulted ina sample of 32 organizations with a chief
innovation officer or other senior innovation-responsible executive. We were able to complete 25
interviews from this sample, for a response rate of 78%. Of the 25 individuals interviewed, 22
had “innovation” in their title, such as “chief innovation officer” or “senior vice president of
strategy and innovation.” Nine of these 22 participants had “chief innovation officer” specifically
in their title. Three participants did not have “innovation” in their job title but did have the term
in their job description, such as “senior vice president of ventures” or “vice president of market
development and incubations,” and were identified as the senior-most executive charged with the
innovation agenda at their health system.

When asked to select whether the primary focus of their role was strategic, operational, or
financial, we found that the majority (52%) of participants reported having a strategic focus, 24%
operational, and 24% financial (Table 1). In qualitative analysis, we were able to characterize
participants’ roles into 1 of 4 patterns: (1) an “internal consulting group” that educated, advised,
and partnered around continuous process improvement (36%); (2) an incubator that worked to
grow and scale projects (28%); (3) a group that imported and scaled established technology
(12%); and (4) a venture fund that invested externally and sometimes internally (24%) (Table 2).

In terms of reporting structure, only 36% of participants reported that they reported to the
chief executive officer, with 8% reporting to the chief operating office and the rest to other
senior leaders of the organization. Table 1 shows the organizational structure by primary focus.

Overall, 72% of participants reported that the organizational board is involved with the

innovation efforts of the chief innovation officer. Most often, the board was noted to play an
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instrumental role in setting up the position or innovation centers in the health system.
Subsequently, chief innovation officers often provided the board with quarterly or annual
updates, but the board did not play an active role in setting the innovation agenda.

The majority of respondents reported that the innovation function resided within the
traditional organizational structure, with 52% reporting that the innovation group is a new
business unit within the existing structure, and 28% reporting that the innovation group is an
existing business unit within an existing structure. Twelve percent of respondents reported that
the innovation group was a new business unit outside of the existing organizational structure, and
8% of respondents reported that the innovation group is a new initiative outside of the traditional
structure entirely, such as an external venture capital fund.

Most respondents (72%) reported that their organizations had developed an innovation
center of some kind, and 89% of respondents in systems with innovation centers work directly
with these centers. Thirty-six percent of respondents reported that they worked with the
technology transfer function within their organization, and 72% work with external
entrepreneurs, 56% with external venture capital firms, and 32% with external consultants,
Sixty-eight percent reported that they have introduced tech solutions as part of their innovation
agenda.

We obtained organizational timelines for 24 of the 25 chief innovation officer positions.
The median number of years the position has existed at these institutions is 4 years (mean, 5.3
years); 16 (67%) have existed for 5 years or less, 7 (29%) for 6 to 10 years, and 1 (4%) for
longer than 10 years.

We asked respondents about metrics used to assess the success of the chief innovation

officer function, and 44% reported that the metrics used are short-term, 68% medium-term (1 to
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3 years), and 24% long-term (multiple responses were permitted). Metrics reported by
participants included individual project measures, counts of outside company partnerships,
counts of employees that were influenced or reached, quality metrics, and financial return on
investment metrics.

In terms of barriers to innovation, 64% of respondems reported that the biggest barrier is
culture or organizational structure, and an equal number of respondents (16%) reported budget,
talent, and process as the largest hindrances to innovation. More than 1 response was allowed for
this question. Overall, 28% of respondents reported that they spend a disproportionate amount of
time advancing the innovation agenda at the executive level of the organization, 36% with
operational leadership, 24% with financial leadership, and 24% with clinical or university
leadership. None of the respondents reported that they spent a disproportionate amount of time
with their board of directors.

Of all respondents, 20 (80%) provided their total budget amount and 24 (96%) shared
their headcount. Overall, the median budget under the control of the chief innovation officer in
was $3.5 million. There was a strongly skewed distribution of responses; 60% of respondents
have a budget of $5 million or less, 15% greater than $5 million but less than or equal to $20
million, and 25% greater than $20 million. The latter group consisted of organizations that have
developed their own venture capital funds. The median headcount was 9.5 people; 54% have a
headcount of 10 or less, 29% have a headcount less than or equal to 50, and 17% have a
headcount greater than 50. Of groups with greater than 50 full-time employees, 75% were
organizations with their own venture capital funds. Overall, 68% of respondents reported that
they are funded through operational funds, 24% through executive discretionary funds, and the

rest through either investment or strategic funds.
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In terms of career trajectory, 60% of respondents were internal candidates when
appointed. Overall, 44% of respondents reported that they have an MD degree (and of these 45%
are still practicing medicine), and 4 of 25 respondents were women.

The results of our summary questions sorted by the charge of the position are shown in
the Figure. Overall, chief innovation officer roles that were characterized as strategic were most
frequently identified as strategic and internally focused, roles that were characterized as
operational were most frequently internally focused, and organizations with a financial charge

were most frequently strategic.
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Discussion

This study provides important data on the status of the innovation agenda across the
largest health care systems. To our knowledge, it is the first study of innovation to look across
multiple health systems and to specifically address the role of the chief innovation officer. In
response to calls for organizational change, most of the largest health systems established a new
leader in their organization to fill the role of a senior innovation officer. The structure and
function of the role was be remarkably diverse across systems, in mandate, structure, and budget.

We found a varied set of responses to the definition of innovation within an organization
that often tracked with the definition of the chief innovation officer role. The responses reflected
thoughtful approaches to the challenges of organizational innovation. As one respondent
reflected, the role was created “in recognition that the tyranny of the daily trumps the pursuit of
the remarkable...absent a countervailing force... .there is a large amount of untapped creative
energy in the organization; and it needs a beacon to light the way.” This supports findings from
the innovation literature: “Most companies have plenty of creativity and plenty of technology.
What they lack are the managerial skills to convert ideas into impact.”!®

Innovation can be characterized on a spectrum that includes execution, improvement, and
transformation.!” Execution is focused on ensuring evidence-based practices (such as hand
washing). Improvement (also known as sustaining innovation) is focused on incremental
betterment of existing processes, products, or services. Transformation (also known as disruptive
innovation) is focused on development of novel processes, products, or services that represent a
fundamental shift in an approach that will eventually overtake existing processes.'»!> All of the
participants we interviewed reported that they were focused on improvement or transformation

as their core assignment.

10
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The innovation literature has a growing focus on the role of organizational structure as a
key enabling approach for organizations to consider, particularly for business transformation.*
This focus follows from the description of a classic organizational design at Hewlett-Packard’s
printer division,'? through the restructuring of Google into Alphabet.’® Yet, in our study, only
20% of respondents reported that innovation included a novel organizational form. This result
stands in contrast to an aspiration for transformative innovation in organizations, such as a shift
to value-based payment models in health care. This result may limit the impact of these
innovation efforts: “When innovators stop short of business model innovation, hoping that a new
technology will achieve transformative results without a corresponding disruptive business
model and without embedding it in a new disruptive value network or ecosystem, fundamental
change rarely occurs.”’?

For most organizations, the chief innovation officer role was characterized as a strategic
one. Yet, in only a minority of organizations did the chief innovation officer report to the chief
executive. As stated by 1 respondent, “The reporting relationship is critical. [When asked], ‘Who
owns innovation?,” [our CEQ] immediately said, without skipping a beat, ‘the CEO does,” even
with me sitting next to him. He is absolutely right. If the CEO doesn’t own innovation, the
organization will eat it alive. It’s just not a fair fight. The CEO has to own it, drive it, and value
it”

Organizational culture and structure was the category respondents described as the
biggest obstacle to success. The most important role of any leader is to establish and
communicate a clear vision for the organization. In an organization as complex as a health care
system, this is a difficult challenge, even when the market and policy environment is stable.

While conceptually there is an understanding of the transition to value as a payment model in
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health care, in most markets and policy discussions this remains an aspiration rather than a
market imperative. Thus, leaders discuss and address innovation often in the context of
supporting existing fee-for-service business models. This lack of clarity at an organizational
level can lead to confusion at an operational level in terms of the innovation agenda. As one of
our respondents said, “Decide if you want to really innovate or not. Don’t pretend. Because that
has implications across staffing, funding, organizational commitment.”

Most large health care organizations have finely tuned budget models with clear metrics
to guide investment decisions. The innovation agenda can be challenging in this type of
environment, as by definition innovation is not designed to be predicable and is inherently risky.
In addition to investment in new organizational forms, innovation can replace existing legacy
business models, such as facilities and clinical or administrative structures. Addressing these
legacy issues requires political capital and close-out funding that can be equally difficult to
manage from a resource allocation perspective.!! For most of the organizations in our survey, the
chief innovation officer has a modest budget and headcount, given the strategic nature of the
role.

Our study is based on self-report by survey respondents. We did not audit the data. When
respondent organizations identified a senior leader who was the head of innovation, only 9 had
the explicit title of chief innovation officer, and the research team had to determine whether the
role was really a senior innovation role.

Chief innovation officer roles have been established in many health systems to guide
innovation efforts in response to policy changes in health care. Respondents to our survey were

enthusiastic, informed, and satisfied with the progress they have been able to make to date.

12
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However, whether organizational support and structure around this effort is yet sufficient for

transformative innovation of delivery systems toward new models of care is an open question,
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Table 1. Characteristics of Chief Innovation Officers by Primary Function

Strategic Operational Financial Total
Characteristic (n=13) (n=6) {n=6) (N =25)
Reporting directly to chief executive officer, % | 34 0 33 36
Business unit outside existing structures, % 8 0 67 20
Budget {in millions), median, $* 3.0 2.0 35.0 35
Headcount, median, No.? 17.0 6.5 30.0 9.5

* Budget data were provided by 9 of 13 chief innovations officers in the strategic function, 5 of 6 in the operational

function, and 6 of 6 in the financial function.

b Headcount data were provided by 13 of 13 chief innovation officers in the strategic function, 6 of 6 in the
operational function, and 5 of 6 in the financial function.

17




Table 2. Primary Stated Focus vs. Functional Categorization of Chief Innovation Officers
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Strategic Operational Financial Total
Focus n=13) n=26) (n=6) (N =25}
Internal consultants | 7/13 (54%) 2/6 (33%) 0 9/25 (36%)
Incubator 5/13 (38%) 2/6 (33%) 0 7725 (28%)
Import and scale 1/13 (8%) 0 0 3/25 (12%)
Venture 0 0 6/6 (100%) 6/25 (24%)
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Figure Legend

Figure. Summary Assessment Questions for Chief Innovation Officers With a Stated Primary
Focus That Was Strategic (Panel A), Operational (Panel B), and Financial (Panel C).

Chief innovation officer roles that were characterized as strategic were most frequently
identified as strategic and internally focused; roles characterized as operational were most

frequently internally focused; and roles with a financial charge were most frequently strategic.
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Mr. HARPER. Thank you, Dr. Schulman, and thanks to each of
you for the summary of your testimony.

It’s now time for the Members to ask questions. Each Member
will have 5 minutes, and as Chair I will recognize myself for 5 min-
utes and begin.

And I will start with you, Dr. Gaynor, if I may. As you have
heard today, obviously, the cost of healthcare has steadily risen
over the past several decades, and one of the factors that certainly
we are looking at that’s contributing are the number of consolida-
tions that have occurred in the healthcare industry the past dec-
ade.

So my two questions for you, Dr. Gaynor: What impact has con-
solidation had on patient cost, quality of care, and access to care,
and are there any indications to you that patients are better off
after consolidation or with that?

Dr. GAYNOR. Thank you, Chairman Harper.

So the research evidence shows very clearly that consolidations
between hospitals that are close competitors lead to very substan-
tial price increases. Depending on the exact situations, it could be
as high as 50 percent but not all.

For insurers, again, there’s extensive evidence that consolidation
among insurers leads to higher premiums, and for physician prac-
tices, again, consolidation between physician practices that are
close competitors lead to higher prices, in some cases substantial.
And last, the acquisitions of physician practices by hospitals lead
to higher prices for physician services and more spending.

The evidence on the quality of care, I would say, is mixed. But
overall it does not show gains for patients in terms of quality of
care.

If anything, there is some evidence that shows that clinical qual-
ity of care for patients can suffer when there’s less competition be-
tween hospitals or doctors, and we do not see, again, consistent evi-
dence of more coordination of care or lower costs of care.

So this harms patients, first, because the costs of care are higher.
As we know, that when the costs of care get higher, employers pay
higher fringe benefit costs, and those get shifted back onto workers
in the form of lower total compensation, whether it’s lower wages,
paying more out of pocket for health insurance or having less gen-
erous health insurance. The average American household hasn’t
seen an increase in their real standard of living—that of healthcare
costs—in quite some time.

So it doesn’t appear on average that there are benefits that are
being realized, and there are real costs.

Mr. HARPER. Thank you.

And Dr. Dafny, should we be concerned about the increased num-
bers of consolidation in the healthcare industry?

Dr. DAFNY. Chairman Harper, thank you for the question.

Given the data that Professor Gaynor has just described and that
is described in our testimony, I would indeed be concerned, on av-
erage.

I keep adding the “on average” because every consolidation needs
to be considered on its merits, and there are a number of consolida-
tions that are occurring right now that are pretty novel and I
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wouldn’t propose that those be quashed just because on average
consolidation hasn’t

Mr. HARPER. Sure. So you can point to some successful outcomes
of some of these consolidations. Is that what you’re saying?

Dr. DAFNY. I would like to be able to point to some successful
consolidations. I co-authored a paper with a physician friend of
mine, Dr. Tom Lee, called “The Good Merger,” about what would
be the characteristics of a good merger and I am often asked, “Can
you spotlight one for us?,” and I am searching still for a very nice
example of it.

But I am sure that they exist.

Mr. HARPER. Would the criteria be—as we look at these and try
to see whether they are positive or negative—is it better outcome
for the patient? Shouldn’t that be at the heart of whether it is suc-
cessful or not?

Dr. DAFNY. At the heart of whether it is successful, you’d have
to consider multiple dimensions. I would certainly place patient
outcomes at the top of the list. But it wouldn’t be the only dimen-
sion I would score it.

Mr. HARPER. Cost possibly?

Dr. DAFNY. Cost would be pretty significant, and not just the cost
to the hospitals themselves but the prices that they—whether they
pass through any cost savings.

Mr. HARPER. Do you believe that the consolidations will continue
to increase in the future?

Dr. DAFNY. Undoubtedly.

Mr. HARPER. OK. Is there any type of healthcare consolidation
that vge don’t know enough about to determine its impact on pa-
tients?

Dr. DAFNY. We don’t know enough, in my view, about the kind
of consolidation across the care continuum, if you will. In theory,
if you combine hospitals and physicians and post-acute care pro-
viders and perhaps even some pharmacy elements, you might get
an integrated package product that could be superior to the piece-
meal approach that we have.

We don’t know enough about whether that is likely to work and
also whether the markets are competitive enough that the price of
that product would be affordable for the value.

Mr. HARPER. Thank you very much.

At this time, the Chair will recognize the ranking member, Ms.
DeGette, for 5 minutes for questions.

Ms. DEGETTE. Thank you so much, Mr. Chairman.

Dr. Dafny, I know the members of this subcommittee would love
to have a copy of your paper, “The Good Merger.” If you could pro-
vide that to us, that would be great.

Dr. DAFNY. With pleasure.

Ms. DEGETTE. Thanks. And then we’ll help you continue to
search for a good example.

As I said in my opening statement, my colleague, Tom Reed, and
I have been looking into insulin prices, and I think that our inves-
tigation, the facts we’ve learned, have broad implications from the
consolidation issues here today.

For example, the three largest PBMs control over two-thirds of
the prescription drug market, and Dr. Dafny, you noted in your
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prepared testimony that consolidation enables PBMs to improve
their bargaining position with drug companies.

But wouldn't it be fair to say that PBM consolidation also might
likely result in increased prices for prescription drugs like insulin?

Dr. DAFNY. I would say that we ought to do a merger retrospec-
tive on the most recent large PBM merger and see how that af-
fected downstream prices to consumers.

But, to the extent that a merger—that we’ve had more consolida-
tion, I would expect, but I haven’t seen formal statistical evidence
to suggest, that prices would rise.

Ms. DEGETTE. Dr. Gaynor, I know you have got some expertise
in this as well. What’s your view?

Dr. GAYNOR. Well, I agree with my colleague. I think, just as you
suggested, Ranking Member DeGette, there is concern. We now
really only have three PBMs, in effect, in this market, and once
numbers get that small it is cause for concern.

But I agree with Professor Dafny. At this point, I do not know
of direct evidence on that. But it is time for a retrospective, and
the Federal Trade Commission, of course, has authority through
Section 6(b) of the Federal Trade Commission Act to conduct stud-
ies of this sort in the public interest. So that would certainly be a
beneficial thing to pursue.

Ms. DEGETTE. That’s a good avenue.

I mean, in general, if a market becomes too concentrated with
one provider system, that could potentially lead to increases in pre-
scription drug prices. Is that correct?

Dr. GAYNOR. Yes.

Ms. DEGETTE. OK. Now, these inefficiencies in the market, we
think, are also affecting employer-based health insurance.

Dr. Dafny, you said the consumers in employer-based plans need
to have more choices. What can we do to encourage that?

Dr. DAFNY. As you are aware, the majority of employers offer
only one choice when they sponsor health insurance to their em-
ployees.

Now, larger employers who employ more than half of employees
tend to offer a little bit more—two, maybe three choices. But that’s
not a very large set, and therefore they tend to cater to the average
consumer, don’t allow you to vote with your feet for the kinds of
tradeoffs you want to make.

What could you do? Well, it is possible to encourage employers
to offer more choices, particularly through a private exchange,
which wouldn’t be terribly different from what a public exchange
would be.

I am not a legal expert as to the mechanisms you would use. But
there’s ERISA. There should be some possibility there. Many years
ago, it was required to offer an HMO to employees in order to en-
courage that possibility, and one could imagine minor tax pref-
erences for the variety that you offer.

Ms. DEGETTE. That’s an interesting suggestion.

Dr. Gaynor, back to you. A lot of people have been talking about
entirely new approaches to providing healthcare to consumers, and
we are all abuzz here about this news that Amazon is making that
it’s entering the healthcare business.
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You know, I know these ventures are still in their infancy. But
do you have any thoughts about the potential of Amazon or some
of these other initiatives to improve the consumer experience and
bring down costs?

Dr. GAYNOR. Sure. Thank you.

Let me give one hand, other hand—a typical economist kind of
response. So on the one——

Ms. DEGETTE. We'd be disappointed if you didn’t.

Dr. GAYNOR. Right. Harry Truman is reported to say, “Could
somebody find me a one-handed economist?”

So on the one hand—and this is the positive—a very positive as-
pect of this development is that executives at major corporations in
the United States are paying attention to healthcare costs.

For decades, healthcare costs have been a real issue for business
in the United States. But, typically, it’s the domain of human re-
sources and executives. The C—Suite hired management really have
not paid a lot of attention to this.

So to have Amazon, J.P. Morgan, Berkshire Hathaway CEOs
stand up and say, “This is important, we are going to do some-
thing,” is very, very encouraging.

It’s potentially a very innovative thing. I wish it the best of suc-
cess. I hope it succeeds. We need more.

Having said that, it’s not clear to me exactly what they would do.
Even these companies are small relative to the overall size of the
system.

There are very powerful, entrenched providers and insurers and
pharma companies that can be very hard for any one employer, let
alone three large employers, to deal with.

And last, again—this is the other hand here—we have seen some
of this before. If you've been around long enough—and I think I
have enough gray in my beard to qualify on that account—employ-
ers have stood up in public before and said, “We are going to be
doing something about this,” and yet here we are.

Ms. DEGETTE. Yes. OK. Thanks. Thanks, Mr. Chairman.

Mr. HARPER. Gentlewoman yields back.

The Chair will now recognize the gentleman from Texas, Mr.
Barton, for 5 minutes.

Mr. BARTON. Thank you, Mr. Chairman, and thank you for hold-
ing this important hearing.

You know, there’s a saying that people like myself that run for
public office and have been around awhile kind of live by, and it’s
called “no good deed goes unpunished.”

Congress keeps trying to do the right thing in healthcare. We've
adopted two policies that we thought were positive, but in terms
of cost they don’t seem to have helped much.

One is we have a Medicare differential reimbursement between
physician services provided in a physician’s office and physician
services provided in a hospital setting. We pay a higher rate be-
cause of the increased overhead charges if a physician works for
the hospital and provides the services in the hospital.

And it appears to me that a lot of these consolidations where
hospitals are purchasing physician group practices are simply to
get the higher reimbursement rate. Now, that’s a simplification but
it sure looks that.
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The other program where we’ve kind of been bitten in the bottom
is the 340B program. We set up a system for certain hospitals that
could get a discount under the 340B program. But they didn’t have
to pass that discount on to their patients, and we’ve had an explo-
sion of hospital pharmacies applying and being accepted into the
340B program, and the oversight group that’s supposedly auditing
this have admitted that they don’t have the personnel to really
audit the program and that the cost of the program is going
through the roof.

So my question is, Would it be practical and possible that, if in
the case of these physician practices being purchased by hospitals,
we adopted a regulation or perhaps a statute that said Medicare
is going to pay the lower of the reimbursement rate before the
merger, instead of they always pay higher? Would that be practical
to do something like that?

Anybody can answer it.

Dr. DAFNY. I am happy to take it, Representative Barton.

You have described the extended game of whack-a-mole that
Congress is playing with various healthcare sectors and probably
other sectors as well, and I want to return—I will answer your
question, but I want to return to the point before. If we had a com-
petitive downstream market, you might not have to play that game
as much because market forces would walk away from health plans
that overpaid for the same service rendered in a hospital than in
a lower-cost site of service.

So the original program was designed to cover costs, and hos-
pitals are more costly and so you paid them more. But as you have
noted, now it’s being exploited.

It’s my understanding that Medicare has in place the policy al-
ready for future acquisitions to not be able to bill at the hospital
rate, but to bill at their initial rate or the lower rate.

The real question, I think, is about rolling back. Do you say over
a certain period of time we are going to move towards site-neutral
payments so as not to continue to encourage more spending in this
inefficient way but recognizing that hospitals have revenue streams
and employment and other things, so recognizing there may need
to be some other form by which hospitals are compensated, but not
in a way that distorts their incentives of where to supply services.

Mr. HARPER. OK.

Dr. GAYNOR. If I may just add something on top of what Pro-
fessor Dafny said. One thing we see very commonly is that there
are important spillover effects from the Medicare program onto
what private health insurers do. And so a lot of private health in-
surers followed Medicare in adopting higher payments for hospital-
based or hospital-owned practices.

So the salutary effects of reform to Medicare payment would be
not just on the Medicare program itself, although, obviously, that
would be hugely beneficial, but could actually have larger effects
that would affect what private insurers do, because right now pri-
vate insurers continue with these larger payments.

Then there are still incentives, in spite of what Medicare has
done for a hospital as to acquired physician practices.
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Mr. BARTON. Finally, on 340B, what if we adopted a statute or
regulation that said whatever the discount is, it has to be passed
through to the patient?

Dr. SCHULMAN. I think that would provide a huge incentive to go
back to a practice model that we had that was much less expensive
for consumers.

When 340B was passed in 1992, there were 90 safety net hos-
pitals that were eligible. There are now over 2,000 hospitals that
are eligible.

Drugs, expensive medications, in 1992 were hundreds of dollars.
They are now $100,000, and so, you know, if you can make $25,000
per drug on this discount, it’s just a tremendous incentive to distort
the market.

Mr. BARTON. I know my time had expired. But let me ask Dr.
Dafny: Baylor Scott & White merger—good or bad?

Dr. DAFNY. You know, I am under oath. But also, I don’t have
evidence. I do have a quote, though—a paraphrase of a quote. I
was surprised to read the CEO in charge of the transaction after
the fact said, “Well, once we are merged, we are going to figure out
what efficiencies might be there.”

In my world, I prefer you to consider that before you make a deal
like this.

Mr. BARTON. Well, they’re both in my district, you know, when
they were separate. Now that they’re merged, the biggest hospital
actually in my district is the Baylor Scott & White Hospital in
Waxahachie, and everybody loves them.

With that, I yield back.

Mr. HARPER. The gentleman yields back.

The Chair will now recognize the gentleman from New York, Mr.
Tonko, for 5 minutes for questions.

Mr. ToNkKO. Thank you, Mr. Chair, and welcome to our wit-
nesses.

I would like to start with the consolidation of providers and how
that affects consumer prices.

Dr. Dafny, in your testimony you state, and I quote, “horizontal
mergers of competing healthcare providers tends to raise prices.”
And it’s not just hospitals. You note that physician market con-
centration has also led to higher prices.

Dr. Dafny, can you briefly explain how these different types of
mergers can have harmful effects as they relate to consumer
prices?

Dr. DAFNY. OK. So on a hospital side, let me start with that.

On the hospital side, hospitals have bargaining power vis-a-vis
the insurers if theyre unique in some way such that excluding
them from an insurer network would force the insurer to have to
lower premium or not be able to make sales.

If two competing hospitals that are attractive to enrollees and
are substitutable for one another decide to merge, then the insurer
can’t play them off against each other when negotiating rates.

The insurer is likelier to need to include that joint entity in the
insurer network, and therefore they can bargain for a higher price.
Higher prices for healthcare services are then likely to be passed
through as higher premiums.
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In the case of physician practices, there are a few different fac-
tors at play. Often, that’s more of a vertical transaction upstream.
The hospital is acquiring the physician downstream for a variety
of reasons.

One is, as Representative Barton was talking about, in order to
be able to charge higher prices because the physician is now affili-
ated with a hospital, and that’s just kind of a mechanistic element
of Medicare and of other private insurance programs.

Another motivation can be to funnel more physician referrals up-
stream to your hospital. And then finally, to the extent that there’s
a horizontal element, so now you have many more, say, of a spe-
cialty group, you can do the same thing. Negotiate to have that car-
diology group included in an insurance network, they can charge
a higher price, and there is evidence that I cited here that there
are higher commercial insurance prices as a result of hospital ac-
quisitions of multiple physicians.

Mr. ToNKO. Thank you. Thank you.

When providers merge, they often cite the potential to leverage
their combined size to reduce costs. However, Dr. Dafny, you have
explained that there actually isn’t much evidence to support this
theory in practice.

So why is that, and why are there insufficient incentives for pro-
viders to drive down costs?

Dr. DAFNY. So, I might aspire to reduce my costs following a
merger. But at the same time, if I gain market power, I am going
to have less of a market incentive to be efficient and be able to
bring my price down. So there’s less incentive to achieve it.

And then it’s quite possible that there’s a lack of know-how to
get it done. I do cite one study by a student of mine who finds some
cost reductions when a hospital system out of the area of another
hospital acquires the target and can bring costs down.

However, my own research shows, using a similar sample, that
they bring prices up if they acquire a hospital in the same State.
So even if costs go down, those don’t seem to be passed through to
consumers, and most studies don’t find evidence that costs do go
down.

Mr. ToNko. OK. And again to Dr. Dafny, is the Medicare pro-
gram particularly vulnerable to some of these problems, or do we
see this in private insurance plans as well?

Dr. DAFNY. Medicare, as you know, has administered prices, so
they’re not as vulnerable to the post-merger price negotiations. But
if you eliminate your rivals, then you also eliminate or reduce the
incentive to compete on other dimensions that patients value.

So that’s one point. The second point is that, of course, Medicare
has its rules that we discussed that reward certain kinds of consoli-
dation, and so they’d be vulnerable in that respect as well.

Mr. ToNKO. Thank you.

And with the time that I have left, I would like to turn to consoli-
dation amongst insurers and how they tend to raise premiums.

You did a study of what we call mega merger and found that pre-
miums increased not just for enrollees of these insurers but even
for enrollees of rival insurers.

Can you tell me how these sorts of mergers can have that ripple
effect throughout the insurance market?
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Dr. DAFNY. Absolutely. It’s what you’d expect in any oligopolistic
market where there are just a couple of competitors.

By merging, you're able to raise your price, because those cus-
tomers who really like the product that you're offering can’t get one
from your substitute, assuming you merge with a substitute, and
then that relaxes price competition for your rivals.

So it’s kind of a double whammy. It is not just when hospitals
merge, say in a raised price, it’s not just their prices that go up.
It spills over to others in the marketplace.

Mr. ToNKO. Thank you very much, and with that I yield back,
Mr. Chair.

Mr. HARPER. The gentleman yields back.

The Chair will now recognize the gentleman from Virginia, the
vice chair of the subcommittee, Mr. Griffith, for 5 minutes.

Mr. GRIFFITH. Thank you very much, Mr. Chairman.

Dr. Gaynor, you touched on it a little bit earlier. A lot of us have
concerns about having only basically three PBMs left in the market
after all the mergers, and in fact in 2015 at a Judiciary Committee
hearing, Professor Thomas Greene suggested it was time, just as
you did, maybe for the FTC to take a look at the PBM market and
the effects of consolidation. Even FDA Commissioner Scott Gottlieb
has mentioned in that same hearing that he was concerned that
PBMs were using their increased market power to prevent other
market participants from growing or merging. So I appreciate your
comments this morning.

And Mr. Chairman, I have and would ask unanimous consent to
submit a letter I have received from the National Community
Pharmacists Association outlining their concerns about PBM con-
solidation and the impact it is having on independent pharmacists.

Mr. HARPER. Without objection.

[The information appears at the conclusion of the hearing.]

Mr. GrRIFFITH. Thank you, Mr. Chairman.

Is there anything you wanted to expand on that before I move
to the next subject, Dr. Gaynor?

Well, thank you. I appreciate you answering those questions from
Ms. DeGette. As often in some of these occasions, she and I tend
to be going after the same area.

Dr. Dafny, I have a merger that has just occurred. It’s a little
bit unusual because the concerns primarily were, can we keep the
hospital systems afloat? Two hospitals, East Tennessee and South-
west Virginia, merged. We are waiting to see if costs go up. People
are very concerned about it. It just happened—finalized last month.
They are now Ballad Health. I would love to see your article on the
good merger so I can start looking at some of those numbers.

But the concern there was one of the hospitals actually went
under in one of the two systems. They're two fairly large systems,
by our standards in rural America, that merged. I think they have
21 hospitals now.

So they’re pretty good-sized. They’re hoping they can stay afloat.
That was our concern. It wasn’t for financial reasons, that they
were going to make more money. It’s can they survive. Any com-
ments? Do you know anything about that merger?
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Dr. DAFNY. If I may, I am familiar with that transaction. In fact,
I authored a public comment on it which may have been cosigned
by my colleague here, Dr. Gaynor.

Mr. GRIFFITH. Were you pro or con?

Dr. DAFNY. I was concerned.

Mr. GrIFFITH. OK.

Dr. DAFNY. Concerned because the hospitals sought and were
granted, as you’re aware, a certificate of public advantage because
the Federal enforcement authorities were concerned that there was
effectively mergered a monopoly in many of these areas.

And when you say the hospitals did so because they were con-
cerned that they would remain afloat, what goes off in my head is
a bell that says “price increase, price increase.” How are you going
to remain afloat unless you thought your cost reductions could be
so substantial jointly than apart? You might be trying to use your
stronger negotiating position to wrest higher prices from commer-
cial payers, and that would make the economic environment less
competitive.

I am aware the FTC did an extensive investigation, and if they
had found those cost projections credible, I believe they wouldn’t
have tried to challenge the transaction. So I am concerned.

Mr. GRIFFITH. Yes. A number of my constituents are concerned,
but we also want to make sure we have hospitals because, if you
shut one down, it’s not like there’s another one right around the
corner. It’s usually around a mountain and down a mountain and
up another mountain before you can get to the next hospital, and
that creates concerns as well.

But I appreciate that. Dr. Gaynor, you had something? Or Dr.
Schulman.

Dr. GAYNOR. If I may just add something. The use of certificates
public advantage to shield merging parties from antitrust scrutiny,
I think, is not the right policy. I certainly understand the
vulnerabilities and the concern over communities in these kinds of
situations.

But there are other ways to achieve these goals and, of course,
as is well known, there is a failing firm defense for antitrust scru-
tiny. So that is taken into account. And the concerns that my col-
league expressed certainly apply.

Mr. GRIFFITH. And I appreciate that.

Dr. Schulman, I want to blow things up. I want you to think
about it because I don’t have time to get an answer per se. But I
want you to think about ways we can help blow up and make the
market more innovative.

I really like that part of your statement and your concerns. Tele-
medicine—I think a big part of that is being held back by the CMS
payment model and the fact it takes an act of Congress to get some
new payment arrangements.

I think we have to take a look at the Stark Act. I have rural
areas that are underserved, where I have room in a nursing home,
but they can’t set up an opportunity there for somebody from the
community to come in.

I know we don’t want them colluding on the nursing home pa-
tient. But we have space there that the community could use in an
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underserved area that we can’t because we can’t have telemedicine
in the nursing home for a hospital an hour and a half away.

Can you give us advice—and I am out of time—but can you give
us advice on what laws we need to change to make the system for
reimbursement on CMS more efficient to recognizing that there are
new ways to do this?

Dr. SCHULMAN. Yes, absolutely. I think we have a limited
amount of time. But the idea—when I got my licensure in North
Carolina, they basically explicitly told me unless I saw the patient,
you know, I would be in violation of the medical practice.

So, you know, that’s not the world that we live in today. We need
to experiment with these kinds of innovation models, see which
ones work and then deploy them.

Mr. GrIFFITH. Well, if you have language I would be very inter-
ested in it because I would like to blow up the way we do the reim-
bursements so we can blow up the medical system and make costs
come down.

I yield back, Mr. Chairman.

Mr. HARPER. The gentleman yields back.

The Chair will now recognize the gentleman from California, Mr.
Peters, for 5 minutes.

Mr. PETERS. Thank you.

Just following on Mr. Griffith’s comment, in the veterans mental
healthcare field, I see a huge opportunity for telemedicine, and you
have got all sorts of issues with reimbursements but also with
cross-State licensing, and I would certainly enjoy working with the
gentleman on figuring out ways to loosen that up.

I had some questions about transparency and markets, and Mr.
Gaynor, you talked about no publicly available data on total U.S.
healthcare costs and utilization or prices for specific services or
providers.

Do you have an idea about the first steps you’d advise Congress
to take to help Federal and State authorities achieve that kind of
transparency about cost and quality?

Dr. GAYNOR. Sure. Thanks for asking the question.

At present, the issue is not that the data aren’t there. The data
exist. We have great data from the Medicare program. CMS has
done a great job with this. Medicaid resided at the State level, and
private parties hold the data as well.

But on the private side, it’s not easy to access, and it’s not easy
to access in an aggregate way. So finding a way to encourage, sup-
port, finance these activities. So one possibility, we provide financ-
ing for a national data warehouse.

Mr. PETERS. But for what? What would it look like? So

Dr. GAYNOR. Right.

Mr. PETERS [continuing]. You know, I would want to know what
the money was being spent on.

Dr. GAYNOR. Of course. Of course.

So one question is, What is actual total healthcare spending for
the United States at any given point in time? Right now, we rely
on estimates done very skilfully by the national health expenditure
accounts at CMS. But they don’t actually have comprehensive data
from the private side.
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So for Congress and the U.S. Government, just knowing what
that is, drilling down into those data, knowing what various things
cost, being able to compare Medicare, private, Medicaid, and var-
ious issues. For businesses, being able to get that information. It’s
surprising, but many businesses don’t know what things cost, let
alone individuals.

Mr. PETERS. Well, with regards to that side of it rather than the
regulatory side of it, which is sort of these aggregates you describe,
can we expose the markets to this information in a way that helps
consumers and users make better choices?

Dr. GAYNOR. Well, sure. The saying “a little sunshine can be the
best disinfectant” I think is very real, and I can give my hometown
of Pittsburgh as an example. We know that we have UPMC domi-
nating the entire market, but nobody knows actually what the
prices are for anything. My colleagues, Zack Cooper and Stuart
Craig and John Van Reenen, studied this issue using data from
about a third of all people with private health insurance in the
United States, and we found huge amounts of variation for simple
things like an MRI of your knee—600 percent variation in a geo-
graphic market, but nobody knew that before.

Mr. PETERS. And Dr. Dafny, I guess you had some comments
about this, too, with respect to information about ownership and fi-
nancial links.

Dr. DAFNY. I do, and I have a bit of a response to your preceding
question, if I may. Two acronyms—APCD and HPC. So the——

Mr. PETERS. Air Pollution Control District? Sorry.

[Laughter.]

Dr. DAFNY. Probably not an exclusive acronym.

Mr. PETERS. Right.

Dr. DAFNY. All Payer Claims Database and the Health Policy
Commission. So my new home State of Massachusetts—I've only
been there a year and a half—uses its All Payer Claims Database
to create summary measures across different hospitals of average
commercial prices, and not just for certain kinds of procedures but
also for an entire patient life that is attributed to a given system
of care. So this State has decided to take the data that it has ac-
cess to and put out transparent reports on it, which enables the
public to weigh in on all sorts of consolidation, both one that the
dominant system partners were trying to do a couple years ago—
everybody used the HPC data to make their public comments and
such, the deal did not happen—and right now there’s another big
deal that is under consideration, and many parties are using the
data that the HPC put out to try to assess that transaction.

So I think making the data available possibly through an All
Payer Claims Database and possibly through State agencies who
are responsible for monitoring, including notifications of material
transactions, which is what the HPC does.

Mr. PETERS. So assuming that we have additional consolidation,
though, any thoughts on exposing prices to consumers that can
help them? Is there an example of someone doing that well?

Yes. I got four seconds.

Dr. GAYNOR. New Hampshire. Well, I agree with what Professor
Dafny said about Massachusetts. They’ve done a great job, not just
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assembling the data but using it in a meaningful way and bringing
it to bear.

New Hampshire also has an All Payer Claims Database, and
there is some recent evidence on that by a young scholar named
Zack Brown, who’s joining the Economics Department at the Uni-
versity of Michigan, that shows that consumers actually did use
the All Payer Claims Database for shopping, and it did drive prices
down, and further, that providers responded to that because they
knew there were some people out there looking. You don’t have ev-
erybody in the market informed—just enough so that sellers know
that somebody might not come to them if the price isn’t competi-
tive.

And it did have impacts, but I think we are still in the infancy
of these things.

Mr. PETERS. Thank you. My time is expired. Thank you, Mr.
Chairman.

Mr. HARPER. The gentleman yields back.

The Chair will now recognize the gentleman from Texas, Dr.
Burgess, for 5 minutes.

Mr. BURGESS. Thank you, Mr. Chairman.

Well, as you might imagine from my opening comments, I am in-
terested in one of the things that’s kind of been left out of this dis-
cussion, is physician ownership of facilities.

And we live in a world where, unfortunately, it is possible for
hospitals to own doctors but it is not possible for doctors to own
hospitals, at least it hasn’t been since March the 19th of 2010,
when the Affordable Care Act was signed into law.

So having come from a world—my dad started a physician-owned
hospital. It was in a pretty rural area of north Texas. I don’t think
there would have been a hospital there if he and six or seven of
his partners had not decided to take the financial risk and do that.
So I think there was a positive aspect to that as far as the delivery
of care.

But have we really gone to the point where no longer is it rea-
sonable, feasible, or desirable for physicians to own the facilities in
which they practice?

And I will ask everyone that question. So, Dr. Gaynor, we’ll start
with you, and then we’ll come down the line.

Dr. GAYNOR. Well, as you know, historically, physicians did own
lots of hospitals, particularly smaller ones in rural areas, and that
changed over a long period of time for a variety of reasons.

I don’t know specific evidence on the impacts of physician owner-
ship, in part because, as you said, it’'s so rare. But there is some
evidence on a related area having to do with ACOs, and it seems
that physician-led ACOs do tend to be more effective than in hos-
pital-led ACOs.

So I don’t want to make a great leap from there to physician
ownership of all kinds of facilities, but that might suggest that
there could be some gains from that.

I think we want think carefully about this, but I don’t know that
it’s sensible to completely exclude a large group of knowledgeable
participants in the healthcare system from engaging in a certain
way and possibly doing some innovative and beneficial things.
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Mr. BURGESS. Yes, I agree with you. It makes no sense by virtue
of the academic degree that I hold, I am excluded from a certain
type of business process, but lawyers and even registered nurses
could engage in that practice.

Dr. Dafny, do you have anything you’d like to add?

Dr. DAFNY. I concur with Dr. Gaynor on this. I would say that
I am aware of the moratorium on physician-owned specialty hos-
pitals that would limit competition in the marketplace and so, all
else equal, is likely to lead to worse service and higher prices.

That said, I would say two things. One is that I am concerned
about self-referrals, not just in that context, in general. So one
would want to have controls in place to try to address that.

The second is that there is research—it’s not at the top of my
head now—that suggests some cream skimming. You would typi-
call}lr want to send the cases that are riskier to a full-service hos-
pital.

So I would just say—so I wouldn’t be surprised if that were true,
and that might well be really efficient. I would just say that then
we ought to make sure that there are mechanisms to reimburse the
hospitals appropriately.

Mr. BURGESS. I would just—and I do refer you to the article from
Health Affairs from 10 years ago, because it is so well-written and
so concise and puts the argument forward so reasonably—but I will
just tell you, from my own experience, if I had a relatively minor
case to do on a Friday morning, if I scheduled that in the hospital,
I would be behind an orthopaedic procedure and possibly some
other procedure and then, by golly, if I didn’t start by noon or 1
o’clock, I could get bumped from an appendectomy in the emer-
gency room, and I might spend all day waiting to get that case
done.

If it’s scheduled at a physician-owned outpatient center—“Doctor,
we are glad to see you, your case is ready”’—and literally before I've
done the dictation on the first case, the next case is ready to go.

So when time is so critical, if I've got a case that reimburses at
a lower rate—say, it’s a self-pay or Medicaid patient—do I want to
go to the facility where I am going to burn all day waiting to get
it done, or do I want to go to the facility where it’s going to be done
quickly and then I can get onto the next?

So Dr. Schulman, I've come to you with the time I have left.

Dr. ScHULMAN. Yes. So I think at some level the generalization
of this is a broader question: What’s the optimal structure of the
delivery system?

You know, if we go back 20 years ago, this hearing would have
been about how do doctors and insurance companies work together
ti)’1 keep patients out of hospitals. We spent a decade working on
that.

Our rhetoric has changed, and we are worried about now the tre-
mendous costs that are coming from thinking about healthcare
being centered in hospitals.

And so maybe the pendulum has really swung way too far, and
the way we can save money for Medicare and everything else is by
addressing utilization, paying freestanding physicians to keep pa-
tients out of hospitals, and the big challenge is now the capital
that’s required to do all these things with the regulatory controls,
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with electronic health records and everything else, is very rarely
available to individual physicians.

Mr. BURGESS. And then the other thing that’s left out of this dis-
cussion is the advancing complexity of what we are able to do, tools
that are available today that people hadn’t even thought of 20 or
25 years ago when I was in medical school. It is indeed a new
world, and in some cases it’s very expensive. But I, for one, am
grateful some of those things are available.

Mr. Chairman, I will yield back and thank you for the recogni-
tion.

Mr. HARPER. The gentleman yields back.

The Chair will now recognize the gentlewoman from Florida, Ms.
Castor, for 5 minutes.

Ms. CASTOR. Thank you, Mr. Chairman, and thank you to the
witnesses who are here today.

I would like to start by addressing an implication that was left,
and I just want to make sure the record is clear. We’ve heard an
argument that the 340B program, which helps bring vital medica-
tions to the country’s most vulnerable patients, has somehow
caused consolidation in the healthcare industry, and since we are
citing Health Affairs articles I wanted to make sure for the record
we cite the 2017 Health Affairs article that found little evidence
that the expansion of hospital 340B eligibility contributed to hos-
pital acquisitions of physician practices.

Instead, researchers found that the increase in consolidation
trends were tied to much broader trends, and I think that is clear
and you don’t have to be a healthcare expert to understand that.

But I wanted to ask you, Dr. Gaynor, considering that 340B is
such a small portion of the overall healthcare sector in America,
isn’t it fair to say that there are larger market forces at play that
are driving hospital consolidation?

Dr. GAYNOR. Thanks for the question.

Certainly, with regard to hospitals. With regard to physician
practices, the effects—you’re correct—are not going to be broadly
across physician practices, because it doesn’t touch all kinds.

But oncology in particular, there is evidence that the 340B pro-
gram does lead to consolidation, and I think the issue has been not
about the program itself—I think it’s broadly agreed it’s a bene-
ficial and important program—but really how the payments should
be structured.

Ms. CASTOR. And I think we all agree on greater transparency
would be beneficial. But I just wanted to make sure that the impli-
cation was not left that 340B is the large driver of hospital consoli-
dation. And yes, we have some issues involving oncology practices
with——

Dr. GAYNOR. Yes. Yes, indeed.

Ms. CAsTOR. OK.

Dr. GAYNOR. Agreed.

Ms. CASTOR. So, as we consider the trends of consolidation in
healthcare overall, it is important to keep the focus on the patients
and any cost savings that can be achieved and that these consolida-
tions are not going to cost consumers more.
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So my takeaway from your testimony today is there’s not a lot
of evidence that demonstrates that mergers are resulting in im-
proved care and cost savings.

Dr. Dafny, you said you’re still searching for examples of where
consolidation has helped improve the quality of care overall, and
you note that generally one of the arguments in favor of mergers
is that they should enable more integrated care, which has been a
goal of overall healthcare reforms, and that’s rather appealing.
That’s an appealing argument.

What does the research say about how effective mergers have
been in improving integration of care, and why?

Dr. DAFNY. Thank you for the question, Representative Castor.

When it comes to looking for a good merger, I am looking for one
that’s good on potentially multiple dimensions. So quality would
just be one of those dimensions—better quality, but a huge price
increase may not be worthwhile.

You asked about whether mergers have led to more integrated
care, and I will tell you that I have not seen research that has ad-
dressed that question directly, apart from when hospitals acquire
physicians—and to the extent that you might think that physicians
then would try to keep patients out of the hospital, and the hos-
pital would be compensated for that somehow through the joint
venture because they would be bearing some of the total risk for
the span of that population—you might think spending would go
down, and that is not what has happened. So to the extent that
that’s a measure of what the impact is of mergers on integrated
care, then it’s not very positive.

I will add that, if you thought that these mergers were about in-
tegrating care, you ought to see a lot more across different kinds
of providers than the same old provider but in lots of different
areas or next door.

Ms. CAsTOR. OK.

Dr. Gaynor, could you speak a bit further to this distinction and
explain why benefits integration may help or hurt consumers?

Dr. GAYNOR. Sure. Well, just to follow up on this, consolidation
is not integration. The acquisition—its transactions are very in-
volved, they’re a big deal, but in some sense, that’s the easy part.
Once the acquisition has happened, bringing the two entities to-
gether and integrating is really hard and, unfortunately, we have
just not seen that.

So why don’t patients see the benefits of this? As my colleague
just said, we don’t tend to see more integrated care. We don’t tend
to see higher quality. So it just hasn’t tended to be there for pa-
tients to realize, and informally one thing that market participants
have said is the following: Raising prices is easy, lowering costs is
hard. And there’s a lot of truth to that. Driving down costs, inte-
grating care, improving the quality of care is actually really, really
hard work. It’s not easy.

Whereas, if one obtains a better negotiating position, then going
around and getting a higher price is substantially easier than that.

So, unfortunately, I think that the payoffs and the incentives
move in such a way that they’ve led market participants to take
the high prices and not do the hard work.
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I do want to be clear, though. This is not every transaction. I am
not characterizing every transaction this way. I feel that there are
good mergers out there, as well, but, again, maybe we’ll find one
one of these days, but I can’t point to one specifically.

Ms. CASTOR. Thank you very much.

Mr. HARPER. The gentlewoman yields back.

The Chair will now recognize the gentleman from New York, Mr.
Collins, for 5 minutes.

Mr. CoLLINS. Thank you, Mr. Chairman. I want to thank our
witnesses. I think there’s a lot of agreement across the board and
concern about consolidations and the like not having the impact we
wanted on healthcare cost.

But back to a good merger. I have a very rural district—you
know, eight counties with a declining population, thanks to our
Governor. We keep losing people in New York.

So we look for a good merger. I have four, five, or six—I am
going to call them a merger, I don’t know, merger versus acquisi-
tion—but rural hospitals that, frankly, would have gone out of
business had they not merged with a much larger healthcare sys-
tem, either the city of Buffalo or city of Rochester, which reached
out, took, in many cases, ownership and bought the hospital short
of that hospital shutting down, and in doing so also were able to
then extend orthopaedic services, cardiology services that, frankly,
that small rural hospital wasn’t even able to provide beforehand.

So when you say we are searching for a good merger, isn’t that
an example of a good merger, having a large healthcare system buy
an effectively bankrupt rural hospital that was unique but, frankly,
was not offering a full menu of services?

Dr. DAFNY. It might well be. I would say that only a tiny fraction
of mergers generate competition concerns. Fewer than 3 percent
trigger FTC investigations.

So when I say I am looking for examples, it’s because case stud-
ies have yet to be published to consider all the factors. Just keep-
ing a hospital open in and of itself is not enough, in my view, for
it to be good if that was realized, again, through price increases
that made healthcare less affordable for people in the region.

So I would need to do a more thorough analysis to address your
question.

Mr. CoLLINS. Well, I know you’re from Boston and nothing—not
putting it aside, if you get out to rural America, and it’s a 2-hour
drive—2 hours from, you know, Wyoming County or Orleans Coun-
ty, New York, into the city of Buffalo, and there’s a single hospital
and, literally, because of a decline in population, whether it’s the
number of births or otherwise, they don’t have the ability to drive
that revenue and certainly not provide, you know, the oncology, the
cardiology services, to suggest you can’t see a benefit when—if that
hospital shuts down and those people have to drive an hour and
a half to the next hospital—I am a little bit dumbfounded that you
can’t see the obviousness of that. And not to be insulting, unless—
I mean, Boston, you can get your—other than the traffic—so I am
truly concerned you can’t see the obviousness of that benefit.

Dr. SCHULMAN. Yes, I think—I think we’ve all said, you know,
each of these has to be examined on their own. North Carolina is
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facing a lot of the same issues. We are losing hospitals in all the
rural counties, the same way in Virginia.

But at the same time, you have to look at what’s happening to
the behavior of the consolidating systems. We are debating right
now a merger of two very large systems. The rationale was they're
going to improve access to rural healthcare, but there’s really actu-
ally no evidence that in fact the planning is there.

If in fact they don’t do that, after the mergers there’s no re-
course, and we have talked about a certificate of public advantage.
One of the hospitals that has operated under certificate of public
advantage for a long time was Mission Hospital in Asheville, North
Carolina. That certificate of public advantage is now expired, and
the first thing they did was terminate their contract with the larg-
est insurer in asking for rate increases.

So, you know, I think each of these markets has to be looked at
separately. So there are advantages, and rural healthcare is a huge
challenge. Some of that is because the hospitals in the city offer
much higher prices—salaries to their starting docs.

Dr. DAFNY. I mean, I will add to that, if I may.

The technology of healthcare has changed. It used to be the case
there wasn’t much you could do for patients except for put them
in the nearby hospital, quarantine them, and comfort them, and so
every area had one.

But as now we’ve grown more specialized, it may well not be an
interest of those patients to have orthopaedic advanced cardiology,
oncological services at low scale. So just to say that the hospital is
open and has expanded services, as I said, wouldn’t be enough for
me to assess whether that

Mr. CoLLINS. Well, so, again, not to belabor the point, but what
they’ve done is, they’ll send an orthopaedic one day a week to that
rural hospital now that the patient’s—you know, whether it’s a
knee or a hip—can now see a doctor 10 minutes away and not 2
hours away.

So, again, not to be confrontational, but for somebody that lives
in a very rural area as I do, we can’t get hung up on—you know,
what’s the price if there is no service? You know, talk about, you
know, you can’t put a price on that when there is no service.

So I think you should look more into these rural—call them
mergers or acquisitions—because in my case, it’s that or nothing.

So thank you very much. I yield back.

Mr. GRIFFITH [presiding]. The gentleman yields back.

I now recognize Ms. Schakowsky of Illinois for 5 minutes.

Ms. ScHAKOWSKY. Thank you. I want to apologize to our wit-
nesses and just say I am the ranking member on another sub-
committee, so I had to be there.

Let me just say, or maybe just ask, I mean, I am assuming that
when we are talking about rural hospitals that those States that
have expanded Medicaid, that that has been helpful in many com-
munities that would otherwise be underserved.

Does anybody just want to say anything to that? I don’t know.
OK. You don’t have to.

All of you have acknowledged that we’ve seen rapid consolidation
in hospitals. Specifically, this trend has resulted in a 22 percent in-
crease in religious hospitals between 2001 and 2016. I don’t know
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if research has been done on this, but this is a big concern for me.
As we see more and more religious hospitals merge with nonreli-
gious hospitals, many times the nonreligious hospitals are forced to
observe religious prohibitions, particularly restrictions limiting ac-
cess to a full range of reproductive services by denying abortion
care, birth control, fertilization treatment, and I am concerned that
consolidation limits access to reproductive care, particularly for
women, communities of color, and LGBT people.

Currently, one in six hospital beds are subjected to religious re-
strictions. Because hospitals treat the most serious health condi-
tions like women suffering from miscarriages or ectopic preg-
nancies, I worry that accepting these restrictions in consolidation
are causing hospitals to put business considerations before com-
prehensive patient care.

So my question—anyone could answer—Dr. Dafny listed it as
someone, but anyone can answer—does your work touch on an in-
crease in religious and nonreligious hospital mergers acquiring, or
strategic acquisition or strategic partnerships?

Dr. DAFNY. My published research does not address that. I am
aware of two findings that are relevant, and I could tell you about
them.

One is there is a researcher at Kansas University, David Slusky,
who has in fact shown that acquisitions of formerly nonreligious
hospitals by specifically Catholic healthcare systems has led to a
reduction in this slew of reproductive services that you described,
would support that concern about the availability of those services.

What isn’t known is whether these patients then go elsewhere to
receive some of those services.

Ms. ScHAKOWSKY. If it’s available in their communities.

Dr. DAFNY. If it’s available.

And then the second is in my own study, which is in the midst
of a referee process, we have a section analysis that we did actually
comparing the acquisition of hospitals by religious versus nonreli-
gious systems, and the price increases that we find on average are
not present for the acquisitions by the religious hospital systems.

Ms. SCHAKOWSKY. Yes, Dr. Gaynor.

Dr. GAYNOR. Yes, thanks. Thanks, Representative Schakowsky.
That’s an excellent question.

Broadly speaking, when a merger is being considered by an anti-
trust enforcement agency, the questions about impacts on con-
sumers and consumer welfare and the points that you raise are
certainly relevant and should be taken into account because price
matters a great deal, of course, but what services are available to
people and where and what the alternatives are as well as quality
of care are also vitally important.

Ms. ScCHAKOWSKY. I hope that will be part of the considerations
when we look at the issue of consolidation because, you know, a lot
of people think a hospital is a hospital and don’t know that the
services they may want—they may be delivering a baby, would like
to have a tubal ligation at the same time, find that that is not pos-
sible and require another procedure somewhere else, if they can
possibly get it.
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So what effect do you think these mergers could have on access
to full range of healthcare services? Do they disproportionately af-
fect some groups more than others?

I mean, I think probably what you have said would agree that,
obviously, women, but I think it’s also often people of color and
LGBTQ community.

As we think about ways to evaluate these mergers, then I am as-
suming that you all agree that other factors should be considered
to ensure the full range of services that are maintained for repro-
ductive health, and are there any red flags that would indicate the
consolidation would result in reduced access to reproductive health
services. I think you answered with the Kansas study. Any com-
ments on that?

And so let me ask this, then: What steps can we take to
incentivize that a full range of reproductive healthcare services are
maintained?

Dr. SCHULMAN. You know, I think we talked a little bit before
about the organization of care, more generally, and at some level
one of your questions is, you know, why are we organizing all the
care around hospitals, especially women’s services, which can be
done in ambulatory settings, can be done in doctors’ offices?

Why did we let them get acquired by the hospital, and so how
do you have a diversity of services in a community where there are
different kinds of care models to address the needs of the entire
population?

Ms. SCHAKOWSKY. If they're available. I mean, we are talking
about overall access to these kinds of procedures which I think lots
of women want, and my time is up. But I think this cannot be
shoved under the table as just another thing, since women are the
majority of the population.

And I yield back.

Mr. HARPER [presiding]. The gentlewoman yields back.

The Chair will now recognize the gentleman from Michigan, Mr.
Walberg, for 5 minutes.

Mr. WALBERG. Thank you, Mr. Chairman, and thanks to the
panel for being here.

Dr. Gaynor, on September 9th, 2011, the Ways and Means
Health Subcommittee held a hearing on healthcare industry con-
solidation. You were a witness at that hearing.

You testified on some of these issues and on consolidation since
that time. What’s changed in these last 7 years? Give us some
hope.

Dr. GAYNOR. I have more gray hair.

Mr. WALBERG. At least you have hair.

[Laughter.]

Dr. GAYNOR. Thank you.

Mr. WALBERG. Be gentle on the rest.

Dr. GAYNOR. So, yes. Unfortunately, I reviewed that testimony
while preparing for this hearing, and I wish I had good news. But
if anything, I would say that consolidation has accelerated.

One might wonder, actually, how hospitals or doctors or insurers
are finding anybody left to consolidate with. Almost 30 percent of
all hospitals have been involved in one or more transactions. But
it’s accelerated, and, like I said, I think we are finding a lot of in-
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surance markets, hospitals, physician practice markets that are
more and more concentrated, so there becomes less and less choice
and less and less competition,

And 7 years ago, I think, we were hoping, again, that we’d see
some of this consolidation would lead to integration, lead to some
new innovative forms of organizations and delivery, and as my col-
leagues Dr. Schulman and Dr. Dafny have said, we just haven’t
seen that. There are a few instances here and there, but it just
hasn’t happened.

So I guess I will put the dismal in the dismal science, being an
economist, and things have gotten worse, not better. I wish I could
report differently.

Mr. WALBERG. At least I don’t feel out of the normal, then. In
my district, I can’t think of a hospital that hasn’t gone through
some type of consolidation. All across my seven-county district and
even with the medical practices, individual doctors, they’re consoli-
dating together in their own clinics, creative, until they get pulled
into a hospital.

One concern that we've heard is that regulators only scrutinize
consolidation when a single proposed merger is seen as large
enough to attract attention based on how consolidated the market
will become if it goes through. The issue, however, is that a large
number of small mergers and acquisitions might not attract Gov-
ernment attention but eventually may limit competition in the
market.

So, Dr. Gaynor, is it true that some physician acquisitions may
be so small that Federal antitrust enforcers might not even know
about increases in provider concentration in some markets?

Dr. GAYNOR. So thanks for the question.

Yes, that’s certainly possible, because they’re small enough that
there’s not mandatory reporting requirements under Hart-Scott-Ro-
dino acquisition law.

But I think it’s important to be aware that the agencies scruti-
nize these things, that they look for reports in the media, that
they’re actually market participants that report on things that
seem troubling to them, and the number the FTC, for example, has
pursued, physician consolidations—one in southeast Pennsylvania
recently, another out on the West Coast—that did not meet the re-
porting requirements were relatively small.

There is a very tough issue about that you just identified. What
happens if the initial acquisition is not that big? It doesn’t look
troublesome, and then the next one and the next one. But then, un-
fortunately, you have got a problem.

Mr. WALBERG. Especially as you think of rural areas, as my col-
league mentioned.

Dr. GAYNOR. Right. Right. Again, rural areas have their own spe-
cial qualities. We do want to make sure that folks that live there
have access to the kind of care that they need at a reasonable
price, but we do have to be concerned about untoward effects there.

So I think that looking at potential competition impacts is impor-
tant. But I will be honest, that’s challenging. We don’t want to
deny acquisitions or mergers that are potentially beneficial, and we
don’t want to get overly speculative.
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But these things do need to be taken into account. Now, ulti-
mately the courts—if you go to court on this—are the arbiters on
this, and I think that’s actually in reality a very tough standard
with the courts.

Dr. SCHULMAN. In our State, North Carolina, there’s two very
large health systems that are trying to merge, and what’s really re-
markable is that no one’s in charge of the private health insurance
market.

You know, so we have impacts on Medicaid, impacts on Medi-
care, impacts on Blue Cross Blue Shield North Carolina, but
there’s not one office or commission like there is in Massachusetts
that’s responsible for monitoring the market.

So we are out trying to collect primary data to see what the im-
pacts of these mergers might be. The idea of having an all-payer
database so that you knew that this cardiology practice is the only
one left in this county and is about to get acquired would be really
critical information to intervene long before you get to the Federal
Trade Commission.

Mr. WALBERG. Thank you. My time is expired. I yield back.

Mr. HARPER. The gentleman yields back.

The Chair will now recognize the gentlewoman from Indiana, the
chair of the Ethics Committee, Mrs. Brooks, for 5 minutes.

Mrs. BROOKS. Thank you, Mr. Chairman.

I have a question, Dr. Dafny, because we started to talk a little
bit about Federal enforcement, and I don’t think we’ve talked very
much about Federal enforcement.

In your written testimony, you indicate that Federal enforcement
authorities have interpreted their enforcement authority in such a
way that it’s limited in scope. And I am a former U.S. attorney, not
that I was involved in these kinds of issues, but something that
caught my interest. More specifically, you indicated it’s difficult to
define markets in nonhorizontal transactions.

Do you think we are likely to see more nonhorizontal trans-
actions in the healthcare market as the Department of Justice and
the FTC continue to successfully challenge traditional horizontal
merg%rs? Can you talk a bit more about the enforcement land-
scape?

Dr. DAFNY. Absolutely, Representative Brooks. Thanks for the
question.

I have great interest in these consolidations and in the ability,
or rather how limited the ability is, of antitrust enforcement to en-
sure competitive markets.

As you're aware, antitrust enforcers have very narrow laws to en-
force, and I mentioned in my testimony and will restate here that
their interpretation of Section 7, the Clayton Act, which is the stat-
ute that is used to challenge mergers, is that they must define the
relevant market in which competition would be diminished by the
transaction, which, if you don’t dwell on it too long, sounds like a
perfectly sensible thing to do, but if you’re an antitrust enforcer
and you're versed in all the judicial precedents, then you realize
whatever market you propose in one case could affect markets you
might propose in another case.

So the Federal Trade Commission has successfully won merger
challenges by demonstrating that many hospital markets are quite
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small and a merger of rivals in a relatively narrow area, even if
there are many competing providers in the general vicinity, can
lead to significant price increases because people would like to be
able to go to their nearest or very nearby hospital.

When you talk about nonhorizontal, now we are—suppose the
different hospitals in different towns in a State seek to merge, then
they arguably would not be in the same relevant antitrust market
for purchase—for the patients who are going to the hospital. But
an insurer facing a conglomerate that has a substantial presence
throughout the State may then have to pay a higher price to that
consortium of hospitals because the insurer has a broader market
and wants to be sure that it can offer multisite employers a com-
prehensive, broad network.

So defining the relevant market when it comes to negotiating
with insurers, that might be different than the market that you
might use when you’re thinking about patients accessing hospitals.
And as a result, because of the way this has been interpreted, the
Federal antitrust authorities seem very reticent to bring cases that
involve combinations across different sectors, across different
towns.

Mrs. BROOKS. So what type of tools do you think or knowledge
might be necessary for Federal enforcement authorities to, you
know, examine these proposed mergers or the mergers?

And I think you mentioned it, the public database. Or what are
some tools that you think would be helpful?

Dr. DAFNY. I think trying—the bigger mountain of evidence that
one can build to support that this might be problematic if in fact
it is will be helpful, which is one of the reasons I called for more
enforcement-focused research. When I left the Federal Trade Com-
mission, it was the first project I started to do.

But there’s not such a great volume of people who are trying to
do enforcement-focused research. So I would put the data out there
and allocate resources to the authorities so they can investigate
this. And this is not just in hospitals, this is in pharmaceutical
companies. If you merge but you're not making the same thera-
peutic line somehow, is competition diminished either in subse-
quent introductions or through the prices that you negotiate be-
cause you often negotiate with the same purchasers? There’s a host
of crossmarket questions that I think need to be investigated.

Mrs. BROOKS. Dr. Gaynor.

Dr. GAYNOR. Representative Brooks, very excellent question, and
it’s a broad issue. It’s very important in healthcare. But it’s impor-
tant for the entire economy.

So one thing that can be done and actually needs to be done is
to revise the vertical merger guidelines. If I recall, and my memory
is not wonderful, I think they were last revised in 1984, and it’s
always been important, but particularly with so much consolidation
at the horizontal level, the vertical issues, in my view, become even
more prominent and salient in healthcare, but actually much more
broadly as well.

So that’s one very concrete thing that can be done and I think
would help address this issue.

Mrs. BROOKS. Thank you.

Dr. Schulman, do you have any opinion on it?
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Dr. ScHULMAN. Nothing.

Mrs. BROOKS. Thank you. I yield back.

Mr. HARPER. The gentlewoman yields back.

The Chair will now recognize the gentleman from Georgia, Mr.
Carter, for 5 minutes.

Mr. CARTER. Thank you, Mr. Chairman, and thank all of you for
being here. I have a great deal of respect for your academic
achievements and for your expertise in this area, and I thank you
for that.

There is currently a proposed merger between two companies,
Luxottica—and they are an Italian company that makes eyeglass
frames—and another company, Essilor, which is a French company
that makes the lens itself.

So here we have a proposed merger between these two compa-
nies. They will be owning not only the eyeglass frames but also the
lens, as well, and oh, by the way, they will also own EyeMed,
which is the second largest vision insurer in the country, and oh,
by the way, they also own retail outlets such as Pearle Vision Cen-
ter, such as LensCrafters—all fine businesses, but now you have
this vertical integration, if you will, of a company that owns just
about everything in that area, and now they will have the ability
to drive market to their different companies.

I wanted to ask you, Dr. Dafny, from a free market principle,
does this make sense? I mean, is this the kind of thing we need
to increase competition?

I understand that competition dictating healthcare prices or cor-
porations that dictate prices because they control the market.
Which one works better?

Dr. DAFNY. I will be the economist again and say, you know,
there are two sides of this. But what you described, the vertically
integrated offering, might well be much more efficient than the
piecemeal offering.

So this could be beneficial. The question is, by combining, are
they somehow lessening competition because might they withhold
their frames from other purchasers, right?

Mr. CARTER. And that’s exactly why I have a bill—imagine
that—H.R. 1606, the DOC Access Bill, which addresses this, to ad-
dress the free market principles and to have competition.

Full disclosure: Prior to becoming a Member of Congress, I was
a practicing pharmacist for over 30 years. I have witnessed first-
hand the impact that PBMs and the consolidation of PBMs and
drugs stores have had on patients.

Now, this is something I—this may be the trainee training the
trainer here. OK—this is the part that I think that I have seen
firsthand that perhaps you haven’t seen: the impact on the patient.

In my 30 years of practice of pharmacy, I was a retail pharmacist
and I serviced generations of families—grandparents, parents, chil-
dren, and grandchildren—and I've seen that, and they’ve become
trustful of me and trustful of their community pharmacist, of their
independent pharmacist, and you build up that relationship.

And I've had them walk into my business, when I was still prac-
ticing, literally in tears, saying, “I've got to go to another drug
store. My family has used your drug store all our lives. My grand-
parents, my parents, they’ve used your pharmacies. I've used it for



122

my children and for my grandchildren. Now I've got to go to an-
other pharmacy because my insurance company owns that phar-
macy, and they’re telling me I have to go over there.”

That’s the real-life impact that we see through this consolidation.
You mentioned before that PBMs control over 80—there are three
PBMs that control over 80 percent of the market share.

Now, if you look at the mission statement of the PBMs, it will
say that they are there to lower drug prices. I want to ask you,
How is that working out?

If it’s working out well, Dr. Schulman, why is the President iden-
tifying escalating prescription prices as being one of the things that
we need to address in this country?

Dr. SCHULMAN. I think, you know, we’ve been talking about
PBMs a little bit today. This is the least transparent business
model of any of the things we’ve been talking about in the country.

So, in 2015, there were approximately $115 billion passed back
from pharmaceutical manufacturers to PBMs and to drug distribu-
tors. Some of that was passed back to employers. Almost none of
that was passed back to consumers.

Mr. CARTER. And do we know how much was passed back to em-
ployers?

Dr. ScHULMAN. We don’t know.

Mr. CARTER. We don’t, because—Dr. Gaynor, you said earlier
that sunlight was the best transparency out there. It’s infected out
there. We have no transparency. Dr. Dafny, you said you were with
the FTC. Why does the FTC not look into this? Why are they not
doing something about this?

Dr. DAFNY. I mean, the FTC has jurisdiction to do certain things.
They could do a study, and one thing we mentioned was a study
of the effects of the last transaction that they did not challenge, a
big merger in the——

Mr. CARTER. And this is getting worse before it gets better. Now
all of a sudden we see where CVS Caremark is going to buy Aetna.

Dr. DAFNY. In fact, your description of the dental consolidation
sounded very much like that integration.

Mr. CARTER. That was not intentional. But nevertheless, the
point that I want to make here is that I think the one thing we
may be missing is the impact it has on patients.

This does have an impact on patients. When you talk about hav-
ing trust between the healthcare provider and a patient, that is in-
valuable. Between a doctor and a patient, that relationship is so
hard to build, and yet we have insurance company—and listen, I
used to call these guys crooks, and I still do when I get upset. But
they’re not really crooks, they’re smart businesspeople. They're ex-
ploiting the system that we here in Congress are not doing our job.
We are not making the changes that should be made to prevent
this from happening, and it frustrates me.

Dr. ScHULMAN. Well, we've talked about the impact to patients
a good bit from a lot of these consolidations. The research that
we’ve been talking about in terms of costs and quality, most of that
used claims data. Very little of that actually interviewed patients
to see what happens in towns when basically they raise the park-
ing price at the hospital to
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Mr. CARTER. And you know it does impact them. It impacts ac-
cessibility. It impacts compliance.

Dr. DAFNY. I know your time is expired, but I have to say this,
which is patients are an afterthought when it comes—if they even
get to be an afterthought—when it comes to discussions of consoli-
dation. I've been privy to a number of them.

Mr. CARTER. Thank you.

Dr. GAYNOR. Just one last plug to reinforce what you said is that
all these things interact in a way that makes things worse. So the
issues with choice of pharmacy are compounded by lack of choice,
lack of competition in health insurance.

If folks could say to the health insurance company, “Go take a
hike, I will go to another insurer that’s offering me access to the
pharmacy,” then you bet you’d get access to these pharmacies. But
if the insurers don’t have to compete, they won’t.

Mr. CARTER. Mr. Chairman, thank you for your indulgence.

Mr. HARPER. Thank you very much. The gentleman from Georgia
yields back.

The Chair will now recognize the gentleman from Pennsylvania,
Mr. Costello, for 5 minutes.

Mr. CosTELLO. Thank you, Mr. Chairman.

Dr. Gaynor, during the ’90s, the FTC had lost multiple hospital
merger cases, but since then it appears that they have successfully
challenged multiple hospital mergers after refining their approach.

Can you describe what the FTC did as a part of this retrospective
study and how the FTC’s approach to hospital merger review has
changed?

Dr. GAYNOR. Yes. Representative Costello, thank you for the
question. Good to see a fellow Pennsylvanian here, albeit

Mr. COSTELLO. Some people would suggest that western Pennsyl-
vania and eastern Pennsylvania, we——

Dr. GAYNOR. Yes. Yes. Albeit from that other part of the State.

Anyhow, yes. So, as you note, the FTC encountered a string of
losses in the courts in which merging hospitals defended the merg-
ers on a variety of bases, either geographic markets that were very,
very broad so there were lots of potential competitors in those sup-
posed markets that were saying, “We are not for profit, we wouldn’t
do anything naughty.”

And the FTC, rather than prospectively going after mergers, took
a break, commissioned a number of studies that looked at mergers
that had actually occurred—between Evanston Northwestern Hos-
pital and Highland Park Hospital in the suburbs of Chicago, be-
tween a number of hospitals in Wilmington, North Carolina, be-
tween Summit and Sutter in the Bay Area—and what those stud-
ies found is that those mergers which had already happened, which
had been consummated and been consummated for a number of
years, led to very substantial price increases. I think some of the
price increases from the Bay Area merger were 40 or 50 percent
or higher—Evanston Northwestern, as well.

And they didn’t stop there. They looked at quality of care for pa-
tients because that’s vitally important, and they did not see evi-
dence of improvements and quality of care. Some declines, some no
change. So what that did is, that gave them an evidence base to
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go into mergers to try and block a merger prospectively, which
would change the presumption.

Now, the other thing that happened at the same time is that re-
searchers in academia have been undertaking a lot of studies be-
cause data had become more widely available, and that added to
the evidence base, as well.

And then the first merger they went after was a retrospective
rather than a prospective—Evanston Northwestern and Highland
Park.

So that’s how they swung things around. It was a concerted ef-
fort by then-Chairman Ramirez and the staff at the FTC.

Mr. CosTELLO. Thank you.

Dr. Dafny, in your testimony you indicated you will expect that
we will continue to see more consolidation. Why do you think we’ll
continue to see more consolidation? Will we see it more, do you pre-
dict, in standard horizontal consolidation, or will we start to see it
more in vertical arrangements?

Then the final point is if you could lend any observations on the
health insurance industry and how, either through acquisition of
assets that then creates an insurance company or an insurance
company acquiring assets by way of hospital and physician prac-
tices, what kind of dangers might be inherent in that?

Dr. DaFNY. OK. I will try to address those questions in the time
remaining.

I believe we’ll see more consolidation because the factors that are
encouraging it don’t seem to be changing. I went through some of
the rewards in my testimony, but include the fact that if you merge
you often have a better bargaining position, can raise your prices.
You might be able to reduce your costs or think you could reduce
your costs, even though there’s not much evidence that that actu-
ally happens.

And there are some administrative reasons. Medicare and pri-
vate insurers reward certain kinds of consolidations—say, enabling
hospitals to charge more for the same service that might be sup-
plied by a physician independently more cheaply. So I think that
the factors that are driving the consolidation are still present.

I do believe that, because the Federal Trade Commission, the De-
partment of Justice have been pretty active in horizontal merger
enforcement in healthcare, that we are seeing more vertical or non-
horizontal consolidation. Youre seeing hospital systems merging
across different geographic areas, and their answer would be “be-
cause we think we can do that, and we think we’ll be better to-
gether,” and the concern is to the extent that they compete, then
they might have less of an incentive to be better once they’ve taken
out a potential entrant or a rival.

On the insurance side—now we are out of time—I would say that
the results of research on insurance mergers also show premium
increases when there’s less competition in a market—that a hos-
pital or a group of providers that bears risk is going to be per-
forming a lot of the functions of an insurance company. But so long
as they can’t offer health plans, then they may not be able to pass
all the savings along to patients.

Mr. CosTELLO. How about access to care?

Dr. DAFNY. What about access?
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Mr. COsSTELLO. Well, in terms—is there concern over limiting ac-
cess to care on that patient?

Dr. DAFNY. Well, I think, if you eliminate essential health bene-
fits, you would have a concern—or allow the purchase of non-
qualified plans or not enforce the individual mandate—I think you
may have more access issues.

Mr. CoSsTELLO. Thank you. I yield back.

Mr. HARPER. The gentleman yields back.

That concludes our hearing. We want to say a special thank you
to each of you for taking the time. It’s very informative—very im-
portant topic for the future of healthcare.

And at the end of the day, we should be considering patient care
and outcomes and improved cost for those patients as we look at
this ahead.

I remind Members that they have 10 business days to submit
questions for the record, and I ask that the witnesses agree to re-
spond promptly should you have any questions.

With that, the hearing is adjourned.

[Whereupon, at 12:22 p.m., the committee was adjourned.]

[Material submitted for inclusion in the record follows:]
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E é U.S. HOUSE OF REPRESENTATIVES
COMMITTEE ON ENERGY AND COMMERCE

1. 1795
February 12, 2018
TO: Members, Subcommittee on Oversight and Investigations
FROM: Committee Majority Staff
RE: Hearing entitled “Examining the Impact of Health Care Consolidation.”
I Introduction

The Subcommittee on Oversight and Investigations will hold a hearing on Wednesday,
February 14, 2018, at 10:15 a.m. in 2322 Rayburn House Office Building. The hearing is
entitled “Examining the Impact of Health Care Consolidation.” The purpose of this hearing is to
examine consolidation trends in the health care sector, the reasons behind those trends, and the
effects they have on the cost and quality of care.

1L Witnesses

e Martin Gaynor, Ph.D., E.J. Barone University Professor of Economics and Health Policy,
Heinz College, Carnegie Mellon University;

e Leemore Dafny, Ph.D., Bruce V. Rauner Professor of Business Administration, Harvard
Business School; and :

e Kevin A, Schulman, M.D., Professor of Medicine, Gregory Mario and Jeremy Mario
Professor, Duke University, Visiting Scholar, Harvard Business School.

III.  Background
A. Health Care Expenditures

In 2016, U.S health care spending was estimated to be about $3.3 trillion, and the overall
share of gross domestic product (GDP) related to health care spending was 17.9 percent (up from
17.7 percent in 2015)." According to the Centers for Medicare and Medicaid Services (CMS), 32
percent of the $3.3 trillion in expenditures was spent on hospital care, 20 percent was spent on
physician and clinical services, 14 percent was spent on other (including, but not limited to home
health care and durable medical equipment), 10 percent was spent on prescription drugs, 8
percent was spent on government administration and net cost of health insurance, 5 percent was
spent on nursing care facilities and continuing care retirement communities, 5 percent was spent

' U.S. Dep’t of Health and Human Services, Centers for Medicare & Medicaid Services, National Health
Expenditures 2016 Highlights (Dec. 2017), available at hitps://www.cms.gov/Research-Statistics-Data-and-
Systems/Statistics-Trends-and-Reports/NationalHealthExpendData/Downloads/highlights.pdf.



127

Majority Memorandum for February 14, 2018, Subcommittee on Oversight and Investigations
Hearing
Page 2

on investment, and 4 percent was spent on dental services.> The majority—75 percent—of the
$3.3 trillion in expenditures was paid for by health insurance (34 percent by private health
insurance, 20 percent by Medicare, 17 percent by Medicaid, and 4 percent by the U.S.
Department of Veterans Affairs (VA), the U.S. Department of Defense (DOD), and the
Children’s Health Insurance Program (CHIP)).?

According to a Kaiser Family Foundation analysis of National Health Expenditure data
released by CMS, total health expenditures have increased substantially over the past several
decades.? Indeed, data released by CMS indicates that total health expenditures in the U.S. were
about $721 billion in 1990, $1.4 trillion in 2000, $2.4 trillion in 2008, and $3.3 trillion in 2016.%
Moreover, on a per capita basis, health spending has also grown—increasing from $8,412 in
2010 to $10,348 in 2016.% Although health care expenditures have continued to increase at a
rapid pace, U.S. health care spending increased in 2016 at a slower rate than in previous years (in
2016, spending on health care increased by 4.3 percent compared to 5.1 percent in 2014 and 5.8
percent in 2015).7

Many different factors influence health care spending, including, but not limited to,
population aging, prices, policy changes, and public and private initiatives.® In June 2017, the
Medicare Payment Advisory Commission (MedPAC) reported that certain types of consolidation
in the health care industry may contribute to higher commercial prices for health care and results
in increased health care costs for Medicare and commercial insurers.” MedPAC noted that
“[m]arkets with greater physician-practice consolidation have had greater increases in physician
prices” and “[cJommercial insurers also pay higher rates to hospitals with greater market
power.”'? The Commission has expressed concerns that the market concentration effects of

2 U.S. Dep’t of Health and Human Services, Centers for Medicare & Medicaid Services, The Nation'’s Health Dollar
(83.3 Trillion), Calendar Year 2016: Where it Came From, Where it Went (Dec. 2017), available at
https://www.cms.gov/Research-Statistics-Data-and -Systems/Statistics-Trends-and-
Reports/NationalHealthExpendData/Downloads/PieChartSourcesExpenditures.pdf.

.

* Rabah Kamal and Cynthia Cox, Peterson-Kaiser Health System Tracker, How has U.S. spending on health care
changed over time? (Dec. 20, 2017), available at https://www healthsystemtracker.org/chart-collection/u-s-
spending-healthcare-changed-time/#item-total-health-expenditures-increased-substantially-past-several-
decades_2017.

S1d.

Sid.

7 Micah Hartman, et al., National Health Care Spending in 2016: Spending and Enrollment Growth Slow After
Initial Coverage Expansions, HEALTH AFFAIRS, Vol. 37, No. 1 (Dec. 6, 2017), available at

https://www healthaffairs.org/doi/full/10.1377/h1thaff.2017.1299.

& Aaron C. Catlin and Cathy A. Cowan, History of Health Spending in the United States, 1960-2013 (Nov. 19,
2015), available at https://www.cras.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-
Reports/NationalHealthExpendData/Downloads/HistoricalNHEPaper.pdf; Sean P. Keehan, et al., National Health
Expenditure Projections, 2016-25: Price Increases, Aging Push Sector to 20 Percent of Economy, HEALTH AFFAIRS
(Mar. 2017), available at https://www.ssc.wisc.edu/~gwallace/Papers/Health%20Aff-2017-Keehan-
hlthaff.2016.1627%20(1).pdf.

¢ Medicare Payment Advisory Commission (MedPAC), Report fo the Congress: Medicare and the Health Care
Delivery System, Chapter 10 Provider Consolidation: The Role of Medicare Policy (June 2017).

' Medicare Payment Advisory Commission (MedPAC) Staff, Why Have Medicare Costs Grown So Much Slower
Than the Costs of Employer-Sponsored Insurance? (Sept. 11, 2017), available at http://medpac.gov/-blog-/why-
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provider consolidation may lead to increased Medicare spending if commercial prices are
“imported” into the program.'!

B. Health Care Consolidation
i. Overview

There has been consolidation in the health care industry for decades.'? Consolidation can
occur in a variety of different ways, including horizontal and vertical mergers of hospitals,
physicians, health insurers, pharmaceutical companies, pharmaceutical benefit managers,
pharmacies, and other stakeholders. While there can be efficiencies from consolidation,
including reducing duplicative services and improving the quality of care, consolidation also can
increase the market power of certain firms and result in increased prices or reduced quality of
care.’* Some experts have raised concerns about increased consolidation in certain parts of the
health care industry and its impact on competition. For example, in May 2016, the former
Chairwoman of the Federal Trade Commission (FTC), Edith Ramirez, expressed concerns about
the “rapid rate of consolidation among healthcare providers.”'* Moreover, in October 2017, the
Trump Administration issued an Executive Order to foster greater competition in the health care
markets and directing the Administration to “continue to focus on promoting competition in
healthcare markets and limiting excessive consolidation throughout the healthcare system.”’

Many segments of the health care market are highly concentrated—one researcher found
that, in 2016, 90 percent of Metropolitan Statistical Arcas were highly concentrated for hospitals,
65 percent for specialist physicians, 39 percent for primary care physicians, and 57 percent for
insurers.'® According to Kaufiman Hall, there were 115 transactions involving hospitals and
health systems in 2017-—a thirteen percent increase since 2016 and the highest amount in recent
history.!” Although the number of transactions in 2017 involving hospitals and health systems

have-medicare-costs-grown-so-much-slower-than-the-cost-of-employer-sponsored-insurance/2017/09/1 1/why-have-
medicare-costs-grown-so-much-slower-than-the-cost-of-employer-sponsored-insurance.

yd.

2 Medicare Payment Advisory Commission (MedPAC), Report to the Congress: Medicare and the Health Care
Delivery System, Chapter 10: Provider Consolidation: The Role of Medicare Policy, at 295 (June 2017).

13 American Hospital Association, Hospital Mergers: Foundation for a Modern, Efficient and High-Performing
Health Care System of the Future (Jan. 2017); Martin Gaynor, E.J. Barone Professor of Economics and Health
Policy, Heinz College, Carnegie Mellon University, Statement before the Committee on Ways and Means Health
Subcommittee, U.S. House of Representatives (Sept. 9, 2011), available at
https://waysandmeans.house.gov/UploadedFiles/Gaynor_Testimony_9-9-11_Final.pdf.

14 Federal Trade Commission, Keynote Address of FTC Chairwoman Edith Ramirez, Antitrust in Healthcare
Conference (May 12, 2016), available at
https://www.ftc.gov/system/files/documents/public_statements/950143/160519antitrustheaithcarekeynote.pdf.

15 Exec. Order 13813, 82 Fed. Reg. 48385 (Oct. 17, 2017), available at https://www.gpo.gov/fdsys/pkg/FR-2017-
10-17/pdf/2017-22677 pdf.

16 Brent D. Fulton, Health Care Market Concentration Trends in the United States: Evidence and Policy Responses,
HEALTH AFFAIRS, Vol. 36, No. 9 (Sept. 2017).

7 Kaufman Hall, 2017 in Review. The Year M&A Shook the Healthcare Landscape (2018), available at
hitps://www.kaufmanhall.com/sites/default/files/2017-in-Review_The-Year-that-Shook-Healthcare.pdf.
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was similar to the number of transactions in 2015, the aggregated revenue of the transacted
organizations was almost double.

Deals Among Hospitals and Health Systems'*

Year | Transacted Revenue Number of
($ billions) Transactions
2017 $63,186 115
2016 $31,288 102
2015 $32,028 112
2014 $23,098 102
2013 $31,328 98

In addition to hospital and health system mergers, there has been consolidation in other
parts of the health care industry as well. Physician groups, health insurers, pharmaceutical
companies, pharmaceutical benefit managers (PBMs), pharmacy services, and other stakeholders
have cngaged in vertical and horizontal integration.” Following mergers within the PBM
industry over the past decade, the largest three PBMs accounted for more than 70 percent of
market reverues in 2016.2% Over the past few years, there have been many mergers and
acquisitions in the pharmaceutical industry too. According to an April 2017 report by IBIS
World, the four largest brand name pharmaceutical manufacturers accounted for over 40 percent
of total industry revenue.?! Similarly, according to a March 2017 report by IBIS World, the top
three generic pharmaceutical manufacturing companies in the United States accounted for 21.6
percent of industry revenue in 2017.%

To provide a brief overview of some of types of consolidation in the hospital, physician,
and insurance markets, the next two sections of this memorandum discuss three examples of
horizontal and vertical integration, including: (1) horizontal hospital integration; (2) vertical
hospital-physician integration; and (3) horizontal insurer integration. This list is not provided as
an exhaustive list of the different types of consolidation occurring in the health care industry.

®1d.

1% See e.g., Federal Trade Commission, Health Care Division, Bureau of Competition, Overview of FTC Actions in
Health Care Services and Products (Sept. 2017); Federal Trade Commission, Health Care Division, Bureau of
Competition, Overview of FTC Actions in Pharmaceutical Products and Distribution (Sept. 2017).

20 Evan Hoffman, IBISWorld Industry Report OD4620: Pharmacy Benefit Management in the US, IBISWORLD
(Nov. 2016).

2! Kelsey Oliver, IBISWorld Industry Report 32541a: Brand Name Pharmaceutical Manufacturing in the US,
IBISWORLD (April 2017).

22 Kelsey Oliver, IBISWorld Industry Report 32541b: Generic Pharmaceutical Manufacturing in the US,
IBISWORLD (Mar. 2017); See also Marc-Andre Gagnon and Karen D. Volesky, Merger mania: mergers and
acquisitions in the generic drug sector from 1995 to 2016, Globalization and Health (2017), available at
httpst//www.nebinim.nih.gov/pme/articles/PMCS567637/pdf/12992_2017_Article 285.pdf.
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ii. Hospital and Hespital-Physician Consolidation

Hospitals and providers have been merging for decades.? According to Irving Levin
Associates, Inc., there were 1,412 hospital deals involving 3,009 total hospitals from 1998 to
2015.2* Although the number of announced hospital mergets and acquisitions stayed relatively
consistent between 2002 and 2009 with fewer than 60 transactions a year, the number of
announced hospital mergers per year began to increase following the Affordable Care Act.”

Announced Hospital Mergers
and Acquisitions, 1998-2015%

Year Number of Deals
1998 139
1999 110
2000 86
2001 83
2002 58
2003 38
2004 59
2005 51
2006 57
2007 58
2008 60
2009 52
2010 72
2011 93
2012 107
2013 88
2014 99
2015 102

Over the past ten years, hospitals have also acquired a significant number of physician
practices. According to a 2015 report by the Government Accountability Office (GAO), the
number of vertically consolidated hospitals increased from about 1,400 in 2007 to 1,700 in 2014,
and the number of vertically consolidated physicians nearly doubled during that same period

2 Federal Trade Commission, “Hospital Consolidation: The Good, The Bad, and The Ugly,” Keynote Address by
Maureen K. Ohlhausen, Commissioner, Federal Trade Commission (Mar. 13, 2013), available at
https://www.ftc.gov/system/files/documents/public_statements/1 15852/1303 13hospitalconsolidationspeech.pdf,
% American Hospital Association, Trendwatch Chartbook 2016 Organizational Trends, Chart 2.9: Announced
Hospital Mergers and Acquisitions, 1998-2013 (2016), available at
https://www.aha.org/system/files/research/reports/tw/chartbook/2016/chart2-9.pdf.

5 Jd.; See also Matt Schmitt, Do Hospital Mergers Reduce Costs?, UCLA ANDERSON (Jan. 16, 2017), available at
https://pdfs.semanticscholar.org/0005/6b7e6d5¢ 18a0fa38¢0747265e86b277{f368.pdf.

% American Hospital Association, Trendwatch Chartbook 2016 Organizational Trends, Chart 2.9: Announced
Hospital Mergers and Acquisitions, 1998-2015 (2016); See also Leemore Dafny, Ph.D., Hospital Industry
Consolidation — Still More to Come?, NEW ENGLAND JOURNAL OF MEDICINE (Jan. 16, 2014).



131

Majority Memorandum for February 14, 2018, Subcommittee on Oversight and Investigations
Hearing
Page 6

from about 96,000 to 182,000.*7 Similarly, from 2007 to 2013, Medicare spending in hospital
outpatient departments (HOPDs) increased, rising at an annual rate of 8.3 percent—substantially
faster than the 5.8 percent growth rate in total Medicare Part B spending.?® In November 2017,
an analysis by Avalere Health showed that the number of physicians employed by hospitals
increased by 49 percent between 2012 and 2015.%

Hospitals and providers have many arguments justifying consolidation, including
improved coordination, enhanced efficiencies, reduced costs of capital, economies of scale,
elimination of duplicative services, reduced regulatory burdens and practice management
responsibilities for physicians, reduced regulatory costs, expanded scope of services available to
patients, and improved quality of care.’® At the same time, some research shows that
consolidation of certain providers and hospitals may increase the cost of care and does not
necessarily improve quality.

e In June 2017, MedPAC reported that hospital markets are highly consolidated. MedPAC
wrote,

The literature generally finds that horizontal hospital consolidation leads to
higher inpatient prices. Gaynor and colleagues summarize the findings:
‘Mergers between rival hospitals are likely to raise the price of inpatient
care and these effects are larger in concentrated markets. The estimated
magnitudes are heterogenous and differ across market settings, hospitals,
and insurers’ (Gaynor et al. 2014).3!

On the impact of vertical physician-hospital consolidation on price, MedPAC stated that:

Vertical physician-hospital consolidation increases both commercial and
Medicare prices paid for physician services. Commercial physician prices
can increase because of the market power of the hospitals owning the
practices. Medicare prices increase as the program pays a physician fee
and a hospital facility fee for an office visit that would have been paid only
a physician fee if the visit had been provided in a freestanding physician
office.®

27118, Gov't Accountability Office, Medicare: Increasing Hospital-Physician Consolidation Highlights Need for
Payment Reform, GAO-16-189 (Dec, 2015).

Brdatl.

» Physician Advocacy Institute, Implications of Hospital Employment of Physicians on Medicare & Beneficiaries,
Analysis by Avalere Health, LLC (Nov. 2017), available at http://www.physiciansadvocacyinstitute.org/
Portals/0/assets/docs/PAL_Medicare%20Cost%20Analysis%20--%20FINAL%2011_9_17.pdf.

30 Medicare Payment Advisory Commission (MedPAC), Report to the Congress: Medicare and the Health Care
Delivery System, Chapter 10: Provider Consolidation: The Role of Medicare Policy, at 290 (June 2017); American
Hospital Association, Hospital Mergers: Foundation for a Modern, Efficient and High-Performing Health Care
Svstem of the Future (Jan. 2017).

31 Medicare Payment Advisory Commission (MedPAC), Report to the Congress: Medicare and the Health Care
Delivery System, Chapter 10: Provider Consolidation: The Role of Medicare Policy, at 299 (June 2017).

27
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With respect to provider consolidation, MedPAC indicated that,

[TThe literature fails to find strong evidence that financial consolidation
consistently leads to lower costs or higher quality (Burns et al. 2013, Gaynor
and Town 2012b, Gaynor et al. 2017). While some integrated entities report
strong cost or quality performance, in other cases, systems may financially
integrate for the tangible financial benefits of market power and Medicare
facility fees rather than a cultural commitment to affordable integrated
care. ™

e In 2018, research from the Kellogg School of Management at Northwestern University
found that “from 2007 to 2013, almost 10 percent of physician practices in the
[insurance-company data that they acquired for the study] were acquired by a hospital.
Once acquired, prices for the services provided by those physicians rose an average of 14
percent.”>* The researchers also found that the “way the laws are currently written and
enforced, the antitrust agency is unlikely to even know about the increases in provider
concentration.”’

e In 2016, Milliman examined the cost of cancer care and found that one “trend
contributing to the increase in cancer care costs has been the shift in the site of
chemotherapy infusion deliver from generally lower-cost physician office settings to
generally higher-cost hospital outpatient settings.”

Federal and state policies can impact a hospital and a physician group’s decision
regarding whether to vertically integrate by providing financial, or other, incentives to
consolidate.?” For example, historically, the Medicare program’s Hospital Qutpatient
Prospective Payment System (HOPPS) paid more for the same services provided at hospital
outpatient departments than in other settings, such as a physician office or ambulatory surgery
center.’® Some experts argued that the payment differential accelerated consolidation of

3 Id. at 290.

3 Cory Capps, David Dranove, and Christopher Ody, When Healthcare Providers Consolidate, Medical Bills Rise,
Kellogg Insight (Feb. 1, 2018), available af https://insight kellogg.northwestern.edw/article/when-healthcare-
providers-consolidate-medical-bills-rise.

3 d.

3 Kathryn Fitch, RN, Med, Pamela M. Pelizzari, MPH, and Bruce Pyenson, FSA, MAAA, Cost Drivers of Cancer
Care: A Retrospective Analysis of Medicare and Commercially Insured Population Claim Data 2004-2014,
Commissioned by the Community Oncology Alliance, MILLIMAN (Apr. 2016), available at
http://www._siteneutral.org/wp-content/uploads/2016/06/1 _COA-Study.-Cost-Drivers-of-Cancer-Care.pdf.

37 See, e.g., Martin Gaynor, H. John Heinz IlI College, Carnegic Mellon University, Farzad Mostashari, Aledade,
Inc., Paul Ginsburg, The Brookings Institution, University of Southern California, Making Health Care Markets
Work: Competition Policy for Health Care, Actionable Policy Proposals for the Executive Branch, Congress, and
the States (April 2017, available ar https://www brookings.edu/research/making-health-care-markets-work-
competition-policy-for-health-care/.

3 See Letter from Fred Upton, Chairman, H. Committee on Energy and Commerce, and Joseph R. Pitts, Chairman,
Subcommittee on Health, H. Committee on Energy and Commerce, to Member of the Health Care Community,

1 14th Congress (Feb, 5, 2015).
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providers, while other stakeholders questioned the concerns about consolidation.?® In 2015,
GAO examined Medicare payment policies and concluded that “regardless of what has driven
hospitals and physicians to vertically consolidate, paying substantially more for the same
services when performed in an HOPD rather than a physician office provides an incentive to
shift services that were once performed in physician offices to HOPDs after consolidation has
occurred.” In 2015, Congress enacted the Bipartisan Budget Act and moved toward partially
equalizing rates between new off campus hospital outpatient departments and physician
practices.*! MedPAC continues to recommend that Congress establish site-neutral payments for
all sites of care to protect the Medicare program from the cost of physician-hospital
consolidation.*?

Another federal policy that may create incentives for certain types of hospital-physician
consolidation is the 340B Drug Pricing Program (340B program).** For example, a 2018 article
published in the New England Journal of Medicine found that: “[t}he 340B Program has been
associated with hospital-physician consolidation in hematology-oncology and with more
hospital-based administration of parenteral drugs in hematology-oncology and
ophthalmology.”* Similarly, a 2017 report issued by the National Academies Press described
how the 340B program may act to encourage consolidation of health care providers:

For example, hospital-affiliated outpatient practices that qualify for 340B discounts
can purchase drugs at reduced costs while still receiving full reimbursement for
them in addition to their ability to charge facility fees. Conversely, community
oncology practices that do not qualify for 340B discounts operate on lower per
person-per treatment margins derived from the administration of the drugs they
purchase, including the revenue generated off buy and bill reimbursements and the
ability to charge facility fees (Polite et al., 2014). These disparities in revenue-
generating incentives may act to cncourage the consolidation of health care
providers (baker et al., 2014; Cutler and Scott-Morgan, 2013). For example, there
has been significant growth in 340B eligibility among outpatient clinics affiliated
with 340B participating hospitals preceding and following [the Patient Protection
and Affordable Care Act] implantation. As a result, GAO estimates that 340B

®1d.

40U.8. Gov't Accountability Office, Medicare: Increasing Hospital-Physician Consolidation Highlights Need for
Payment Reform, GAO-16-189 (Dec. 2015).

41 Medicare Payment Advisory Commission (MedPAC), Report to the Congress: Medicare and the Health Care
Delivery System, Chapter 10: Provider Consolidation: The Role of Medicare Policy, at 305 (June 2017).

42 1d. at 292 & 305.

43 See, e.g., Martin Gaynor, H. John Heinz Il College, Carnegie Mellon University, Farzad Mostashari, Aledade,
Inc., Paul Ginsburg, The Brookings Institution, University of Southern California, Making Health Care Markets
Work: Competition Policy for Health Care, Actionable Policy Proposals for the Executive Branch, Congress, and
the States, at 12 (April 2017).

* Sunita Desai, Ph.D and J. Michael McWilliams, M.D., Ph.D, Consequences of the 340B Drug Pricing Program,
THE NEW ENGLAND JOURNAL OF MEDICINE (Feb. 9, 2018).
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discounts apply to 50 percent of cancer drugs sold and paid for by Medicare part B
(GAO, 2015).%

iii, Insurer Consolidation

The landscape of competition in the health insurance industry has changed over
the years and there has been a significant amount of consolidation in the market——the
estimated national market share of the largest four insurers increased from 74 percent in
2006 to 83 percent in 2014.% Because health insurance generally operates within
different regions, competition in the health insurance market is best examined by
analyzing local market concentration.*’ According to a study released by the American
Medical Association, in 2016, 43 percent of Metropolitan Statistical Areas had at least
one insurer with at least a 50 percent share of the market,”® Similarly, according to the
Kaiser Family Foundation, enrollment in Medicare Advantage is highly concentrated in a
limited number of companies in both national and local markets.*® For example, in 2015,
four insurers controlled 61 percent of the Medicare Advantage market nationally.*®
Likewise, in 2014, Avalere Health found that there was significant consolidation in the
number of Medicare Part D standalone prescription drug plans (PDPs) and that offerings
would decrease by approximately 14 percent in 2015 due to consolidation of offerings by
the main plan sponsors—from 1,169 PDPs in 2014 to 1,001 PDPs in 2015.5! In 2017,
MedPAC reported that “[i]n 2017, plan sponsors are offering 746 PDPs, a 16 percent
decrease from 2016, and 1,734 [Medicare Advantage Prescription Drug Plans (MA-

5 National Academies Press, Making Medicines Affordable: A National Imperative, Pre-publication Copy at 113
(Nov. 2017).

4 Leemore Dafny, Ph.D, Professor of Strategy, Herman Smith Research Professor of Hospital and Health Services,
Director of Health Enterprise Management, Kellogg School of Management, Northwestern University, Before the
Senate Committee on the Judiciary, Subcommittee on Antitrust, Competition Policy, and Consumer Rights on
“Health Insurance Industry Consolidation: What Do We Know From the Past, Is it Relevant in Light of the ACA,
and What Should We Ask?” (Sept. 22, 2015), available at https://www judiciary.senate.gov/imo/media/doc/09-22-
15%20Dafny%20Testimony%20Updated.pdf.

47 Martin Gaynor, H. John Heinz 111 College, Carnegie Mellon University, Farzad Mostashari, Aledade, Inc., Paul
Ginsburg, The Brookings Institution, University of Southern California, Making Health Care Markets Work:
Competition Policy for Health Care, Actionable Policy Proposals for the Executive Branch, Congress, and the
States, at 12 (April 2017).

8 Andis Robeznieks, Health insurance markets are highly concentrated, new report reveals, AMERICAN MEDICAL
ASSOCIATION NEWS (Oct. 23, 2017), available at hitps://wire.ama-assn.org/ama-news/health-insurance-markets-are-
highly-concentrated-new-report-reveals.

4 Gretchen Jacobson, Anthony Damico, Tricia Neuman, Medicare Advantage 2017 Spotlight: Enroliment Market
Update (Jun. 6, 2017), available at https://www kff.org/medicare/issue-brief/medicare-advantage-2017-spotlight-
enrollment-market-update/.

% Leemore Dafny, Ph.D, Professor of Strategy, Herman Smith Research Professor of Hospital and Health Services,
Director of Health Enterprise Management, Kellogg School of Management, Northwestern University, Before the
Senate Committee on the Judiciary, Subcommittee on Antitrust, Competition Policy, and Consumer Rights on
“Health Insurance Industry Consolidation: What Do We Know From the Past, Is it Relevant in Light of the ACA,
and What Should We Ask? " (Sept. 22, 2015), available at https://www judiciary senate.gov/imo/media/doc/09-22-
15%20Dafny%20Testimony%20Updated. pdf.

5t Kelly Brantley, Avalere Analysis Reveals Significant Consolidation Amoung PDPs, AVALERE (Sept. 22, 2014),
available at hitp://avalere.com/expertise/managed-care/insights/avalere-analysis-reveals-significant-consolidation-
among-pdps/.
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PDs)], a 3 percent increase from 2016. PDP reductions reflect mergers and acquisitions
among plan sponsors as well as consolidation of plan offerings into fewer, more widely
differentiated products.”*? MedPAC also reported, however, that beneficiaries continue
to have broad choice among plans.>

C. Federal Trade Commission and Department of Justice

Antitrust authorities, including the FTC and the Department of Justice (DOIJ), are best
positioned to investigate and challenge horizontal mergers of providers that supply similar
services in geographic proximity.® The FTC was initially unsuccessful in challenging provider
metgers in the 1990s.5% As a result, FTC utilized economists to review past hospital mergers
after federal courts relied on broad geographic markets to thwart FTC and DOJ merger
challenges.*®

The FTC now focuses on “whether a merger is likely to affect the ability of an insurer—
the company directly paying for the services—to avoid a price increase by excluding the
hospitals in a given geographic area from its network of providers.”’ For example, since 2013,
there have been multiple appellate court decisions “validating the [FTC’s] approach to analyzing
virtually every aspect of provider combinations, from market definition to competitive effects,
failing firms, and efficiencies.”®

Recently, the DOJ successfully blocked merger deals between Anthem Inc. and Cigna
Corporation and between Aetna Inc. and Humana Inc.>® According to DOJY’s press release
regarding the Anthem-Cigna merger, the merger would have “stifled competition, harming
consumers by increasing health insurance prices and slowing innovation aimed at lower the costs
of healthcare.”®® Similarly, according to DOJ’s press release regarding the Aetna-Humana
merger, the merger would have “stifled competition and led to higher prices and lower quality
health insurance.”® Because DOJ’s actions blocking these mergers seems to have halted large-
scale mergers of health insurers, some analysts have speculated that the new focus will likely be
on vertical integration—"‘a merging of health care functions among providers, payers, care
management, and finance.”®2

2 Medicare Payment Advisory Commission (MedPAC), Report to Congress: Medicare Payment Policy, Chapter
14 Status report on the Medicare prescription drug program (Part D} (Mar. 2017).

B 1d,

34 See Deborah L. Feinstein, Director, Bureau of Competition, FTC, Remarks at A4l Healthcare Roundiable (Feb.
22, 2017), available at

https://www.ftc.gov/system/files/documents/public_statements/[ 120623/feinstein_aai_speech_2-22-17.pdf.

55

1

S71d.

B 1d.

% AM. Best Company, Best’s Briefing, Market Segment Outlook: U.S. Health (Jan. 2, 2018).

0 1J.S. Dep’t of Justice, Office of Public Affairs, U.S. District Court Blocks Anthem's Acquisition of Cigna (Feb. 8,
2017), available at hitps://www justice.gov/opa/pr/us-district-court-blocks-anthem-s-acquisition-cigna.

51 U.S. Dep’t of Justice, Office of Public Affairs, U.S. District Court Blocks Aetna’s Acquisition of Humana (Jan.
23, 2017), available at hitps://www justice.gov/opa/pr/us-district-court-blocks-aetna-s-acquisition-humana,

2 A.M. Best Company, Best’s Briefing, Market Segment Outlock: U.S. Health (Jan. 2, 2018).
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1V,  Issues
The following issues may be examined at the hearing:
e Why is consolidation occurring in the health care market?
o  What sectors of the health care market has seen the most amount of consolidation?

e What is the impact of consclidation on patients and innovation?

e Are there any federal laws or policies that incentive consolidation in the health care
market?

V. Staff Contacts

If you have any questions regarding the hearing, please contact Natalie Turner, Lamar
Echols, or Jen Barblan of the Committee staff at (202) 225-2927.
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a physician who helped build an ambulatory Private Health
surgery center (ASC), | conform to Mr. Insurance
Wright's formula and am glad to pen some Payme
thoughts about my personal experiences with nt .
the facility. Let me begin by stipulating that | fgedlca
am neither a statistician, an economist, nor an

. . Medicaid
academic. | have, however, practiced twenty- Patients
five years’ worth of medicine. My experience Patient
is far-ranging; from a multispecialty practice, Care
to a solo practice, and then in a single-
specialty group. It was as a part of this single-
specialty group | helped organize and start an Cite As

ASC in my Texas hometown. And now, by

“Building Something
Worth Building For All
Patients, " Health Affairs
Blog, March 24, 2008.

virtue of the fact that | have been elected to
Congress, one could argue that 've become
an expert in almost anything. Therefore, | am

. . Dot:
grateful to ha\{e the c.)ppor'tunlty to provrde. 10.1377/hblog20080324,
some alternative insights into the conclusions 000367

outlined in the piece by Jon Gabel and
colieagues titled “Where Do | Send Thee?
Does Physician-Ownership Affect Referral
Patterns to Ambulatory Surgery Centers?”
While the overall piece is thoughtful, | take
issue with some of the conclusions. First and
foremost, it is unfair to assume that self-pay
patients fall into one of two categories: those
seeking cosmetic surgery or those who are
wealthy. There are alsc those who lack health
insurance. Like other patients, the uninsured
require and request surgery as well. In my own
practice of obstetrics and gynecology, it was
in dealing with patients who lacked heaith
insurance where the payment disparity among
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different facilities became most apparent.
Many times | encountered patients who
desired operations, such as tubal ligation, but
lacked health insurance. If they chose to pay
for this operation, our local hospital would ask
them to pay up front between $8,000 and
$12,000. If, however, they were to make the
same inquiry at an outpatient surgical center,
they would find the total facility fee to be in
the range of $1,000. My own modest fee for
this procedure was in the neighborhood of
$400, which would be unchanged whether the
surgery was performed in a hospital facility or
an ASC. In response to these facts, | would
simply ask the rhetorical question: in which
scenario was | more likely to be paid my fee?
That in which the patient had paid $1,000 for
the facility or a figure about ten times as high?
Invariably the patient's finances would be
depleted by the hospital charge, and the
physician’s fee would often go unpaid. Thus, if
a patient with no insurance presented to my
practice for an elective procedure, my
likelihood of receiving compensation might, in
fact, be increased if the patient were referred
to an ASC, regardless of ownership.
Ownership encourages quality. Payment
disparities are certainly a challenge. But, there
are many other health care concerns today,
including the issues of quality of care and
payment for performance. One of the most
controversial and complex subjects is
physician-ownership of medical facilities, as
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evidenced by Gabel and colleagues’
discussion. There is an old axiom that says no
one ever checks the water in the battery of a
rental car. There is a lot to be said for pride of
ownership in any facility, including one's own
office or one’'s ASC. The relative efficiency of
ASCs. Paperwork and policy are also
problems when it comes to modern-day
health care. In my own twenty-five years of
clinical practice, | had multiple struggles with
hospital administration. Indeed, sometimes
the conventional wisdom was that my local
hospital behaved like an absentee landlord. |
recall very vividly a five-year effort to get
filtered drinking water for my hospitalized
patients. It is not a battle | would like to relive
at any point in the future. Additionally, timing
and schedules are critical parts of any
medical practice. | was fortunate to have a
robust roster of patients. So | began
scheduling minor procedures on a day that |
typically took out of the office. If | were to do
four procedures at my local hospital, turnover
time after each case would approach one
hour. As a consequence, | could complete
those four extra cases each week, but it would
consume a large amount of time. If, however,
those four cases were performed in an ASC,
turnover time was much shorter. It allowed
me to place the patient safely in the recovery
room, speak with her family, and dictate a
procedure note before it was time to start the
next case. This meant that those four cases
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could be accomplished by mid-morning and |
could be off about other pursuits. Turnover
time was reduced because the correct
incentives were in place to make the facility
run smoothly and safely. The need for better
data on physician owners of ASCs. While |
disagree with several of Gabel and colleagues’
assertions, | do concur with their statements
about the difficulty in interpretation of data
because of the lack of public information
about physician owners of ambulatory surgery
centers. In fact, without this relevant data, any
conclusion drawn becomes suspect - relying
on broad generalities, or merely reinforcing
preconceived notions. It is frequently hard to
correct for observer bias. Additionally, the
statements on the difference between
Medicaid and Blue Cross Blue Shield ~ in
other words, those ranging from the lowest to
the highest payer - were somewhat
confusing. As a clinician, why would | want to
invest more of my most valuable commodity
(time) to treat a patient for which my
reimbursement is lowest? In the interest of
precious time, it seems that the incentive for
treating the Medicaid patient would be tilted
toward the ASCs, so that it could be done
more efficiently. Whenever | am confronted
with a set of medical choices, my first default
question is always, “Is it safe?” Secondly, |
might consider, “What is the least
complicated option for me and my patient?”
And third, "What are the clinical as well as the
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business outcomes?” Thus, if | found myself
recommending a procedure for a patient, and
it could be safely performed in a surgery
center, regardless of the amount of available
compensation, the ease of scheduling and the
rapidity of performance would tend to
influence me toward the outpatient facility.
There also might be a case to be made in
terms of differentiation by specialties.
Generalists such as gynecologists or general
surgeons will typically have a broad mix of
patients. Their diagnoses might reveal a
different pattern than those among physicians
who were more narrowly focused within a
more well-defined specialty. Differing
attitudes toward the provision of health care.
Finally, within the discussion section for this
piece, perhaps the focus should not be on why
the lowest reimbursement patients (Medicaid)
were referred least often to an ASC. Instead,
we should determine why Medicaid is the
lowest payer. We should also explore what
this says about those who want to expand the
government's role in paying for health care.
The paper talks about 11 a.m. on a Sunday
morning. The statement is made that this
might be the most segregated hour of the
week. | am not certain about the source of
that data, but | do wonder if there is a mindset
of a segment of the population who believe
that they should pay nothing for medical care
versus those who search for an affordable
option when hospital costs have increased to
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a level would preclude their use. The fact
remains that both hospitals and ASCs are
necessary for providing good, efficient, and
cost-effective care in modern medicine.
Physicians are more inherently aware of this
fact than any other profession. Therefore, it is
not surprising that they would want to provide
these types of facilities or partner with their
hospitals to provide these types of facilities,
to provide the best possible care for their
patients in an efficient and cost-effective
manner. After all, it is patient care that really
matters at the end of the day, and this begins
and ends with doctors.
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NATIONAL COMMUNITY
FPHARMACGISTS ASSOCIATION

Statement for the Record: The National Community Pharmacists Association (NCPA)

United States House of Representatives Energy and Commerce Committee Subcommittee on Oversight and
Investigations

Hearing: “Examining the Impact of Health Care Consolidation”
February 14, 2018

Chairman Harper, Ranking Member DeGette, and Members of the Subcommitiee:
Thank you for conducting this hearing to explore consolidation in the health care industry and more important
its effects on patients and consumers. In this statement, NCPA would like to present our thoughts on how the
increased consolidation in the Pharmacy Benefit Manager (PBM) marketplace is contributing to higher consumer
costs and impacting consumer choice when it comes to their pharmacy provider. PBMs are “middlemen” in the
supply chain that determine formulary composition, pharmacy networks, and ultimately costs for consumers
and plan sponsors, among other roles.
NCPA represents America’s community pharmacists, including the owners of more than 22,000 independent
community pharmacies. Together they represent an $80 billion health care marketplace and employ more than
250,000 individuals on a full or part-time basis. Independent community pharmacies are also typically located in
traditionally underserved rural and urban communities, providing critical access to residents of these

communities.

Concentrated PBM Marketplace

Due to mergers over the past several years, just three large companies now dominate the PBM market, and

these three companies collect more than $200 billion a year to manage prescription services for insurance

100 Daingerfield Road
Alexandria, VA 22314-2888
(703) 683-8200 pHONE
{703) 683-3619 FAXx

THE YOICE OF THE COMMUNITY PHARMACIST
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carriers covering 180 million Americans and government programs servicing about 110 million more.* In

addition, the largest PBM has increased its profit per-adjusted prescription 500 percent since 2003.2

in fact, a 2017 report by the American Consumer institute noted “because of recent mergers, the PBM market
has increased in concentration, and that provides negotiating leverage which enables them to extract additional
revenues and earnings.”® The report further highlighted the market distortion between PBMs and pharmacies
which has been exacerbated by consolidation, “[ijncreased market concentration has allowed PBMs to become

price-makers, and pharmacies as price-takers.”®

Moreover, a 2015 hearing by the House Judiciary Committee Subcommittee on Regulatory Reform, Commercial
and Antitrust Law raised additional concerns over consolidation in the PBM marketplace. Thomas G;eaney, a
Professor of Law at St. Louis University School of Law, testified at the hearing and suggested that it may be time
for the FTC to review the PBM market and the effects of consolidation considering its previous decision to allow
the merger of two of the largest PBMs, Express Scripts and Medco. At the same hearing, now FDA
Commissioner, Scott Gottlieb, voiced concerns over PBMs using their increased market power to capture
revenue from other market participants. He noted this would be less concerning if it were easier for new PBMS
to start up or smaller PBMs to grow, but he concluded, “[q]uite frankly [ think the heaith plan consolidation will
make it harder for smaller PBMs to continue to grow and will potentially give more market share to some of the

existing large PBMs."S

! How ‘price cutting’ middlemen are making crucial drugs vastly more expensive, available at

http://www.latimes. com/business/hilzik/la-fi-hiltzik-pbm-drugs-2017061 { -story html.

2 Investor’s Business Daily, Nov. 21, 2016, available at http://www.investors.com/politics/commentary/a-sick-calculation-
about-prescription-drugs/.

3 Pociask, Steve, Pharmacy Benefit Managers: Market Power and Lack of Transparency, p. 5, March 7, 2017, available at
http://www.theamericanconsumer.org/2017/03/10882/.

‘1

5 The State of Compeltition in the Health Care Marketplace: The Patient Protection and Affordable Care Act's Impact on
Competition: Hearing before the House Judiciary Subcommittee on Regulatory Reform, Commercial and Antitrust Law, p.
120, Sept. 10, 2013, available at https://judiciary.house.gov/wp-content/uploads/2016/02/114-46_96053.pdf,

2
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Effects of PBM Consolidation on Consumers and Payers

A recent report from the White House Council of Economic Advisers noted the effects that PBM consolidation is
playing in the marketplace stating that the three targe PBMs account for 85 percent of the market, “which
allows them to exercise undue market power against manufacturers and against the health plans and

beneficiaries they are supposed to be representing, thus generating outsized profits for themselves.”s

For large programs, including government-funded programs like Medicare Part D and the Federal Employee
Health Benefits Program {FEHB), as well as large private employer-sponsored plans, there are few alternatives to
these three PBMs that are large enough to manage such programs. Thus plan sponsors for these programs have
limited choices. And while these three large PBMs may claim their size enables them to achieve market
efficiencies, there is no requirement that these savings be passed along to plan sponsors and consumers. As the
American Consumer Institute noted, “there is no market pressure for the PBMs to flow these savings through to
sponsors or to consumers.”” With patient out of pocket costs and premiums continuing to rise, there is evidence

to suggest that these savings are not, in fact, being passed on.

The market power PBMs exert also allows them to dictate contract terms to pharmacies, and in some cases
exclude certain pharmacies from their networks altogether, limiting consumer choice. Community pharmacies
routinely must agree to take it or feave it contracts. Such contracts often include blind price terms and other
provisions that disadvantage community pharmacies and their patients. The PBMs also push plan sponsors to
adopt plan designs that favor usage of a retail, mail order, or specialty pharmacies in which the PBM has an
ownership interest. Thus consumers may find it difficult to fill their medication at their pharmacy of choice.
When they can, their pharmacy may be filling the medication at a loss due to the PBM’s reimbursement formula.

This conflict of interest must be addressed.

¢ The Council of Economic Advisors, Reforming Biopharmaceutical Pricing at Home and Abroad, p. 11, Feb, 2018,
available at httpsi//www.whitehouse.gov/wp-content/uploads/2017/11/CEA-Rx-White-Paper-Final2.pdf,
7 Pociask, p.6.
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PBM Industry Largely Unregulated

Given the immense market influence that PBMs exert, one would expect these entities to be subject to the same
type of comprehensive regulation that is currently required of commercial health insurers, However, PBMs are
not subject to industry-wide regulation similar to what is generally required of commercial health insurers.
There are no federal laws or regulations that are specific to the PBM industry. Instead, PBMs face a patchwork
of regulations at the state level that are designed to curtail some of the more onerous PBM business practices
such as abusive PBM audits of pharmacies and requirements that PBMs update their maximum allowable cost
{MAC] lists in a timely fashion. These MAC lists are used to determine pharmacy reimbursements for many
generic medications and need to be updated regularly to reflect current market conditions. The PBMs routinely
argue that federal laws such as ERISA preempt state initiatives to enforce regulations over them. Atthe same
time, the PBMs aggressively assert that they are not subject to regulation under ERISA or other federal laws. As

a result, the PBMs have capitalized on seemingly falling within a regulatory netherworld.

CVS Health -Aetna Inc. Merger and its Potential Impact on Consumers

The pending merger between CVS Health and Aetna Inc. should be subject to strict scrutiny. While the merging
parties claim they will create efficiencies in the marketplace, there are serious questions as to whether the
purported savings with be passed on to plan sponsors and consumers. In addition, the merged entity with likely
force or incentivize consumers to use providers associated with CVS Health and Aetna Inc. rather than the heaith
providers of their own choosing, limiting consumer choice and potentially quality. Thus, a close examination of
whether this acquisition will lead to higher drug prices and lower quality and fewer convenient pharmacy

options for consumers is warranted.
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Conclusion

The health care system continues to consolidate, especially when it comes to the PBM marketplace. More so,
drug prices continue to increase, consumers are provided fewer choices where they can obtain their
medications, payments to pharmacies are decreasing while costs to consumers are increasing and PBM profits
continue to grow. Thus, any cost efficiencies obtained by the PBMs do not appear to be sufficiently trickling
down to payers and consumers.

Members of this subcommittee should be concerned with this trend and how PBM actions are affecting
taxpayer- funded programs given the fact that the federal government is the largest single payer of healith care
in the United States.® it is incumbent upon Congress to demand accountability to ensure a competitive

marketplace that enables consumer choice by supporting common-sense legislative solutions.

8 Troy, Tevi D., American Health Policy Institute, How the Government As a Payer Shapes the Health Care Marketplace,
2015.
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GREG WALDEN, OREGON FRANK PALLONE, JR., NEW JERSEY
CHAIRMAN RANKING MEMBER

ONE HUNDRED FIFTEENTH CONGRESS

Congress of the United States

ibousge of Representatives
COMMITTEE ON ENERGY AND COMMERCE

2125 Ravausn House Ormce Butoivg
Waswingron, DC 20515-6115

Majority (202} 225-2927
Minority {202} 225-3641

March 13, 2018

Dr. Martin S. Gaynor

E.J. Barone University Professor of Economics and Health Policy
Heinz College

Carnegie Mellon University

5000 Forbes Avenue

Pittsburgh, PA 15213

Dear Dr. Gaynor:

Thank you for appearing before the Subcommittee on Oversight and Investigations on February
14, 2018, to testify at the hearing entitled “Examining the Impact of Health Care Consolidation.”

Pursuant to the Rules of the Committee on Energy and Commerce, the hearing record remains
open for ten business days to permit Members to submit additional questions for the record, which are
attached. The format of your responses to these questions should be as follows: (1) the name of the
Member whose question you are addressing, (2) the complete text of the question you are addressing in
bold, and (3) your answer to that question in plain text.

To facilitate the printing of the hearing record, please respond to these questions with a
transmittal letter by the close of business on Tuesday, March 27, 2018, Your responses should be
mailed to Ali Fulling, Legislative Clerk, Committee on Energy and Commerce, 2125 Rayburn House
Office Building, Washington, DC 20515 and e-mailed in Word format to Ali Fulling@mailhouse.gov.

Thank you again for your time and effort preparing and delivering testimony before the
Subcommittee.

6’ Sincerely,
Gregg Harper
Chairman .
Subcommittee on Oversight and Investigations
cc: The Honorable Diana DeGette, Ranking Member, Subcommittee on Oversight and Investigations

Attachment
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Health Care Industry Consolidation

Responses to Questions from the Committee on Energy and Commerce Oversight and
Investigations Subcommittee, U.S. House of Representatives

by

Martin Gaynor
E.J. Barone University Professor of Economics and Health Policy
Heinz College
Carnegie Mellon University

March 23, 2018

1 Introduction

Below are my responses to questions from Members of the Committee on Energy and Com-
merce Oversight and Investigations Subcommittee, following the February 14, 2018 hearing
“Examining the Impact of Health Care Consolidation.”

2 Question from the Honorable Earl “Buddy” Carter

1. CMS data demonstrates a substantial migration of common procedures to
higher-cost sites of service in hospital outpatient departments. For exam-
ple, over the last several years (between 2010-2014), 6 percent of diagnos-
tic colonoscopies have migrated into hospital outpatient departments that
were previously performed in an ambulatory surgery center. ( This costs
both Medicare and its beneficiaries significantly more, as Medicare spends
$937 on diagnostic colonoscopies performed in hospital outpatient depart-
ments compared to $488 in ambulatory surgery centers. In addition, knee
arthroscopy is down 16% in ASC and up 13% in HOPD.

This migration out of cheaper site-of-service is driven largely by hospital
acquisition of physician practices, which in turn drives referrals. According
to the Physicians Advocacy Institute, physician employment by hospitals
grew by 49% between 2012 and 2015. Whats more, for certain cardiology,
orthopedic and gastroenterology services, hospital employment of physicians
results in up to 27% higher costs for Medicare and 21% higher costs for
patients.

(a) Do you agree that the consolidation in healthcare, its impact on physi-
cian referral practices and the migration of routine procedures to higher-

1
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cost settings are related?

The acquisition of physician practices by hospitals lcads to more care being de-
livered in hospital scttings (Capps et al., 2017; Koch et al., 2017; Dranove and
Ody, 2016; Song et al., 2015) (although I am not awarc of evidence specifically
documenting a shift from ambulatory surgery centers to hospital outpatient de-
partments as a result of such acquisitions).

There is direct evidence that hospital ownership of physician practices leads to
more referrals to those (the owning) hospitals (Baker et al., 2016; Carlin et al,,
2015), and that those hospitals are higher cost and lower quality (Baker et al.,
2016). More generally, research has found that hospital ownership of physician
practices is associated with higher spending and higher prices (Robinson and
Miller, 2014; Baker et al., 2014; Neprash et al., 2015; Koch ct al., 2017).

What can be done to ensure physicians offer Medicare beneficiaries
and other patients access to the most efficient, high-quality and cost-
effective care options?

Medicare should analyzc how their payments arc structured to see if the payments
create unintended incentives that make trcating patients in particular settings,
locations, or facilities more financially rewarding than treating them in other set-
tings, locations, or facilities. In particular, payments should be revised if necessary
so that they do not favor any particular setting, facility, or location. Payments
that reward more efficient, high quality, and cost effective care are desirable, but
rewards should be based on the desired outcomes, as opposed to setting, facility,
location, et’c.

Should ASC payment updates be tied to similar hospital outpatient fa-
cilities, so that independent physicians have a better chance to compete
rather than becoming employed doctors?

It’s desirable to have payments for providing the same service for patients of the
same complexity and severity be equal, regardless of the setting. If patients can
be provided with safe and high quality care in a lower cost setting then Medicarc
payments for all providers should be sct at the level of the lower cost setting. For
example, if patients can be provided with safe and high quality care in an am-
bulatory surgery center (ASC), and if the same treatment is cheaper in an ASC
than in a hospital outpaticnt department, then Medicare payments should be sct
at the ASC level regardless of whether the treatment is provided in an ambula-
tory surgery center or a hospital outpatient department. The Medicare Payment
Advisory Commission (Medpac) has outlined criteria under which hospital outpa-
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tient department payment rates could be aligned with ambulatory surgery center
payment rates (Medicare Payment Advisory Commission, 2017).

3 Question from Representative Yvette Clarke

1. The current average price for a pair of eyeglasses is now around $400 per
pair. Even as the price of eyeglasses is rising year-over-year, the eyewear
industry is considering further consolidation. As it stands now, the market
for eyeglass frames in the U.S. is largely dominated by one company, Lux-
ottica, which owns and manufactures many of the top eyewear and sunglass
brands. Notwithstanding its market dominance, Luxottica has proposed a
merger with Essilor, a French company that controls around 70% of the
.market share for lenses and the equipment to produce them. Together, a
combined Luxottica-Essilor company would control and dominate the entire
supply chain in the eyewear market.

(a) How do you think this merger will impact the price of eyeglasses?

g

I do not have the information I would need to assess the likely impact of this
merger. As a consequence, I do not have a personal opinion on the likely impact
of the merger. However, the Federal Trade Commission (FTC) has reviewed the
mergér. The commissioners unanimously voted to close the investigation into the
merger, because in their opinion the evidence did not indicate that the merger
would substantially lessen competition (Federal Trade Commission, 2018). While
I do not know all the particulars, I have a great deal of confidence in the FTC’s
ability to gather and analyze evidence and assess potential harms to competition.

Do you think this merger will make it more difficult for smaller frame
manufacturers, rival lens producers, and independent optometrists to
compete and negotiate for market-based prices?

The FTC specifically addressed whether independent eye care professionals’ ability
to compete would be harmed by the merger. They concluded their ability to
compete would not be harmed by the merger (Federal Trade Commission, 2018).
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GREG WALDEN, OREGON FRANK PALLONE, JR., NEW JERSEY
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COMMITTEE ON ENERGY AND COMMERCE
2125 Ravsuan House Orrice Bunoing
Washington, DC 20515-6115
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Minority {202) 2253691

March 13, 2018
Dr. Leemore S. Dafny
Bruce V. Rauner Prof of Busi Administration
Harvard Business School
Morgan Hall 247
Soldiers Field Road

Boston, MA 02163
Dear Dr, Dafny:

Thank you for appearing before the Subcommittee on Oversight and Investigations on February
14, 2018, to testify at the hearing entitled “Examining the Impact of Health Care Consolidation.”

Pursuant to the Rules of the Committee on Energy and Commerce, the hearing record remains
open for ten business days to permit Members to submit additional questions for the record, which are
attached. The format of your responses to these questions should be as follows: (1) the name of the
Member whose question you are addressing, (2) the complete text of the question you are addressing in
bold, and (3) your answer to that question in plain text.

To facilitate the printing of the hearing record, please respond to these questions with a
transmittal letter by the close of business on Tuesday, March 27, 2018. Your responses should be
mailed to Ali Fulling, Legislative Clerk, Committee on Energy and Commerce, 2125 Rayburn House

Office Building, Washington, DC 20515 and e-mailed in Word format to Ali.Fulling@mail.house.gov.
Thank you again for your time and effort preparing and delivering testimony before the
Subcommittee.
é’ Sincerely,
Gregg Harper
Chairman

Subcommittee on Oversight and Investigations

cc: The Honorable Diana DeGette, Ranking Member, Subcommittee on Oversight and Investigations

Attachment

[Dr. Dafny did not answer submitted questions for the record by
the time of printing.]
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Attachment-—Additional Questions for the Record

The Honorable Michael C. Burgess

L. You write in your 2016 article entitled “Health Care Needs Real Competition” that continually
improving electronic health record interoperability across delivery systems has major
implications for competition. Can you explain the role that electronic health records and data
could play in the competitiveness of the health care market?

The Honorable Yyvette Clarke

1. The current average price for a pair of eyeglasses is now around $400 per pair. Even as the price of
eyeglasses is rising year-over-year, the eyewear industry is considering further consolidation. As
it stands now, the market for eyeglass frames in the U.S. is largely dominated by one company,
Luxottica, which owns and manufactures many of the top eyewear and sunglass brands.
Notwithstanding its market dominance, Luxottica has proposed a merger with Essilor, a French
company that controls around 70% of the market share for lenses and the equipment to produce
them. Together, a combined Luxottica-Essilor company would control and dominate the entire
supply chain in the eyewear market.

a. How do you think this merger will impact the price of eyeglasses?
b. Do you think this merger will make it more difficult for smaller frame manufacturers, rivat

fens producers, and independent optometrists to compete and negotiate for market-based
prices?
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GREG WALDEN, OREGON FRANK PALLONE, JR., NEW JERSEY
CHAIRMAN RANKING MEMBER

ONE HUNDRED FIFTEENTH CONGRESS

Congress of the United States

Houge of Representatives

COMMITTEE ON ENERGY AND COMMERCE
2125 Ravsurn House Orrice Bunbing
Wastingron, DC 20515-6115

Majority {202} 225-2927
Minority {202} 225-3641

March 13, 2018

Dr. Kevin A. Schulman

Professor of Medicine

Visiting Scholar, Harvard Business School
Duke University

P.O. Box 17969

Durham, NC 27715

Dear Dr. Schulman:

Thank you for appearing before the Subcommittee on Oversight and Investigations on February
14, 2018, to testify at the hearing entitled “Examining the Impact of Health Care Consolidation.”

Pursuant to the Rules of the Committee on Energy and Commerce, the hearing record remains
open for ten business days to permit Members to submit additional questions for the record, which are
attached. The format of your responses to these questions should be as follows: (1) the name of the
Member whose question you are addressing, (2) the complete text of the question you are addressing in
bold, and (3) your answer to that question in plain text.

To facilitate the printing of the hearing record, please respond to these questions with a
transmittal letter by the close of business on Tuesday, March 27, 2018. Your responses should be
mailed to Ali Fulling, Legislative Clerk, Committee on Energy and Commerce, 2125 Rayburn House
Office Building, Washington, DC 20515 and e-mailed in Word format to Ali.Fullin ail.house.gov.

Thank you again for your time and effort preparing and delivering testimony before the
Subcommittee.

Sincerely,

5‘» Phoen

Gregg Harper
Chairman
Subcommittee on Oversight and Investigations

cc: The Honorable Diana DeGette, Ranking Member, Subcommittee on Oversight and Investigations

Attachment
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Additional Question for the Record

Kevin A. Schulman, MD

Professor of Medicine
Duke University
Durham, NC

Visiting Scholar

Harvard Business School
Boston, MA

Committee on Energy and Commerce
Subcommittee on Oversight and Investigations

March 21, 2018
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Questions From the Honorable Yvette Clarke

1. The current average price for a pair of eyeglasses is now around $400 per pair. Even as
the price of eyeglasses is rising, the eyewear industry is considering further
consolidation. As it stands now, the market for eyeglass frames in the US is largely
dominated by one company, Luxottica, which owns and manufactures many of the top
eyewear and sunglass brands. Notwithstanding it’s market dominance, Luxottica has
proposed a merger with Essilor, a French company that controls around 70% of the
market share for lenses and the equipment to produce them. Together, a combined
Luxottica-Essilor company would control and dominate the entire supply chain in the
eyewear market.

Response:

Our panel did not address consolidation in the eyewear marketplace, and there is little
medical literature addressing this market.

In the business literature, reports suggest that Luxottica holds an estimated 60-80%
market share of the retail eyewear market.? As you suggest, this market position
includes control over retail outlets {including Lenscrafters, Pearle Vision Center, and
Sunglass Hut, and Sears Optical®)), and eyewear brands {28 including Ray Ban and
Oakley?). Essilor controls 13 brands of eyeglass lenses and eyewear products.*

However, there are reasons to believe that the retail market may not be as
concentrated as these data suggest. One analysis reports a 2016 market share of
eyewear sales of 45.8% for independent outlets, 26.6% for chains, 16.3% for mass
merchandisers, 4.5% for department stores, 4.2% for internet sales, and 6.8% other
retailers, with modest increasing share since 2013 for independent outlets and internet
sales, and modest decreasing share for chains, mass merchandisers, and department
stores since 2013.5

The proposed merger of Luxottica-Essilor was cleared by the US Federal Trade
Commission on March 1, 2018.5
a. How do you think this merger will impact the price of eyeglasses?

Response:
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The economics literature provides a sophisticated assessment of the potential
implications of such a merger. Consumers may benefit depending on the pricing
decisions of the integrated firm (highlighted below), but as with any economics model
there are significant caveats to this resuit,

“Vertical externalities: A classical explanation for vertical integration is as a
response to inefficiencies that arise when there is market power in both the
upstream and downstream markets.! This in turn implies that market prices will
be greater than the marginal cost of production in both upstream and downstream
markets as firms exercise market power. The polar case is one where there is a
pure monopoly upstream ("manufacturing”) and another pure monopoly
downstream ("retailing") and where the upstream monopoly has all of the
bargaining power over the price that will be charged for goods or services sold by
the upstream firm to the downstream firm. The monopoly at the upstream
“manufacturing” level has a marginal production cost ¢ and seeks to charge a
monopoly input price PM > ¢ to the downstream firm. The downstream "retail"
monopoly takes the price PM as its input cost and exercises its monopoly power
by charging a retail price PRM > PM. The upstream monopoly has added a
monopoly markup to its production costs and then the downstream monopoly has
added another markup to the price it pays to the upstream firm for its inputs. This
phenomenon is known as double-marginalization. When making its pricing
decisions, the downstream monopoly ignores (because it does not see) the actual
costs of production incurred by the upstream firm. This bebavior of the
independent monopolies results in aggregate profits that are smaller than they
would be in the firms set prices so as to maximize their joint profits. It also leads
to higher prices downstream than would maximize the joint profits if the upstream
and downstream firms. Tirole refers to the failure of the downstream firm to take
upstream production costs into account as a vertical externality (Tirole, 1988,
Chapter 4).

If we assume that vertical integration is costless, the aggregate profits of the two
monopolies will increase if they merge since the distortion from double
marginalization will disappear. The integrated firm will set the profit maximizing
downstream monopoly price properly taking into account the actual costs of
production at the upstream level. Moreover, prices charged to consumers will fall
and, as a result, consumers ‘are made better off by-vertical integration. This is the
classic example of the maxim that a single monopoly is better than a chain of
monopolies.

! Market power as that term is used in economic theory. Firms face downward
sloping demand curves and are not pure price takers. There need not be supra-
normal profits in equilibrium, however.”
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b. Do you think this merger will make it more difficult for smaller frame
manufacturers, rival lens producers, and independent optometrists to compete
and negotiate for market-based prices?

Response:

As an independent firm, Essilor, the lens manufacturer, would want to maintain a
competitive retail market for it’s products to ensure that it had negotiating leverage
and marketing options if retailer Luxottica tried to exert pricing pressure on Essilor,
although as the literature suggests Essilor could still exert it's market power in
setting the price for their products.

As an integrated firm, there may be significant pricing advantages offered to their
internal retail customers compared with smaller volume external retailers, This
could serve as a barrier to entry to the retail market and could result in increased
prices for consumers. Further efforts by the merged firm to continue the horizontal
integration of the retail or lens market should carefully consider the market power
and marketing and pricing activities of the merged firm,

The one caveat to this concern is the emergence of a novel, vertically-integrated
rival, Warby Parker.” This start-up has spawned a more competitive market for
eyewear using an internet-based retailing model (now supplemented by retail
stores), and suggests that barriers to entry into the eyewear space are not
insurmountable for novel entrants. Their success should impose significant price
pressure on existing retailers in the market, and on the merged Luxottica-Essilor
entity. However, this price pressure will only exist if consumers learn to shop for
eyewear products across brands and retail outlets. it also requires consumers to
have access to their lens prescriptions so that they can shop for the best prices on
their eyewear products.

Many of the existing independent retailers in this market may feel increasing
pressure on their margins from the expanded market power of existing retail chains
as a result of the Luxottica-Essilor merger and from the emergence of a new,
internet-based eyewear retail channel.

1 https://www.gurufocus.com/news/318329/is-competition-in-the-eyewear-segment-preying-
over-luxotticas-bottom-line

2 http://www.luxottica.com/en/retail-brands

3 http://www.luxottica.com/en/eyewear-brands

4 https://www.essilor.com/en/brands-and-solutions/our-brands/

5 https://www.statista.com/statistics/256255/sales-share-of-the-frame-market-for-eyewear-in-
the-us-by-retail-chain/
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6 https://www.essilor.com/en/medias/press-releases/proposed-combination-essilor-luxottica-
receives-clearance-us-federal-trade-commission-without-conditions/

7 https://www.forbes.com/sites/stevedenning/2016/03/23/whats-behind-warby-parkers-
success/#2deb3ced411a
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