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Why Hospital Merger
Antitrust Enforcement
Remains Necessary:

A Retrospective on the
Butterworth Merger’

David Balto** & Meleah Geertsma***

ABSTRACT: This Article analyses the impact of the hospital merger
approved over the objections of the Federal Trade Commission (“FTC")
in FTC v. Butterworth Hospital. That merger was approved, in large
part, because of the nonprofit nature of the surviving entity, the
likelihood of substantial capital and operational savings from the
transaction, and the merging hospitals’ agreement to abide by a
“Community Commitment.” Based upon their examination of the
Grand Rapids Michigan market some three years after the merger, Antitrust
the authors conclude that although some savings have been realized,
and although the merging parties have been diligentin following the
terms of the Community Commitment, self-regulation is an inad-
equate substitute for competition. The authors also suggest that the
decision was based on economic studies on the incentives of non-
profit hospitals that have been undermined by more recent research.
The authors conclude that the self-regulatory approach in Butterworth
should not be repeated and the FTC should consider challenging these
cases in administrative litigation to clarify the economics and jurispru-
dence on mergers of nonprofit hospitals and the analysis of efficiencies.

* This Article is premised upon work conducted during the authors’ tenure at
the Federal Trade Commission, but it represents the personal views of the
authors and does not necessarily reflect the views of the Federal Trade
Commission or any of its Commissioners. The authors express their
gratitude to Oscar Voss, Jack Kirkwood, Shane Woods, and David Pender
and especially the staff and management of Spectrum Hospital for their
extensive assistance.

** Mr. Balto was the Assistant Director of the Office of Policy and Evaluation
of the Bureau of Competition of the Federal Trade Commission during the
time period with which this Article is concerned.

#** Ms. Geertsma was a Health Policy Analyst with of the Office of Policy and
Evaluation of the Bureau of Competition of the Federal Trade Commission
during the time period with which this Article is concerned.
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lessen competition. Under the law and th
fairly clear rules are
lying these rules is a
from rivalry,

ne of the more controversial issues in antitrust enforce-
ment is the proper treatment of hospital mergers. The
antitrust laws prohibit mergers that may substantially
e Merger Guidelines,
provided for the analysis of mergers.! Under-
policy preference for efficiency that comes
a preference for internal growth over collaboration,

and a strong concern over the aggregation of market power.
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Applying these standards to hospital mergers over the past decade
has been a difficult process with very mixed results. There was
substantial hospital merger consolidation during the decade, and
relatively few cases were challenged by the antitrust
agencies.? Although the 1990s began with several successful chal-
lenges to hospital mergers by the federal antitrust agencies, during
the latter half of the decade there was an unbroken record of
litigation defeats, which were harmful to hospital merger enforce-
ment specifically, and merger enforcement more generally.

In some cases, state antitrust enforcers declined to litigate, choos-
ing instead to permit mergers based on promises by the merging
parties to hold down prices or pass on prospective cost savings in
the form of lower prices for consumers.? In these cases, the parties
often agreed to a regulatory decree to be monitored by the
pertinent state authority. After these decrees expired, the hospi-
tals often increased prices, and private antitrust lawsuits were

brought challenging the merger and other alleged anticompetitive
conduct.*

Antitrust courts rarely approve the acquisition of market power or
other anticompetitive conduct based on the promise not to
increase prices. This Article addresses the only hospital merger in
which a federal court took that approach: the merger between the
Butterworth and Blodgett hospital systems in Grand Rapids
Michigan.® The merger was unsuccessfully challenged by the
Federal Trade Commission (“FT C”) in 1996, even though the
court found that a prima facie violation existed. The court
permitted the merger based in large part on the entry of a decree
proposed by the merging parties, known as the “Community
Commitment,” which regulates the merged firm's prices, efforts
to reduce costs, and dealings with managed care entities. This
Article, based on a study we conducted in early 2000, focuses on
the implementation and efficacy of the Community Commit-
ment, and examines whether the Commitment has been effec-

tive and whether the proposed efficiencies from the merger have
been achieved.

We conclude that although the parties have abided with the
terms of the Commitment and there has been the achievement of
some efficiencies, the Commitment is not an adequate substitute
for competition. We suggest that courts and regulators should
not attempt to substitute regulation for competition. If a regula-
tory approach is adopted a court should impose an independent
monitor of the decree, rather than permitting parties to “self-
regulate” as in Butterworth. In addition, where the merging parties
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also control a managed care entity, as in Butterworth, courts
should consider divestiture of that entity to prevent problems of
discrimination. Finally, because hospital mergers pose particu-
larly complex economic questions on efficiencies and the treat-
ment of nonprofit hospitals, we recommend that the FTC challenge
future hospital mergers in administrative litigation.

I. Procedure of the Retrospective

Because of the unique nature of the relief chosen by the court in
this case, we chose to reexamine the state of competition in the
Grand Rapids hospital market three years after the merger.¢ Our
fundamental question was whether the Community Commit-
merntachieved its goals to prevent anticompetitive conduct, such
as price increases, and guarantee that efficiencies of the merger
would occur. We began the task by reviewing the court decision,
court documents, and FTC internal documents. We requested
various documents from the hospitals and other market partici-
pants and secured data on pricing and patient revenue by zip
code, diagnosis related group (“DRG”),” and payor type. In March
2000, we visited Grand Rapids and interviewed community
leaders, managed care health plan representatives, employers,
and hospital representatives. We received extensive assistance
Antitrust from the merged parties and interviewed several employees and
: representatives of the Board of Trustees of the merged hospitals
(now known as “Spectrum Health”) and the Financial Advisory
Committee established by the parties pursuant to the Commu-
nity Commitment.

II. Overview of the Case
A. The Merger and the Litigation

The Grand Rapids metropolitan area is the second largest metro-
politan area in Michigan, with just over one million people. At
the time of the merger, there were four major hospitals in Grand
Rapids: Blodgett Memorial Medical Center, Butterworth Hospi-
tal, Saint Mary’s, and Metropolitan. Butterworth and Blodgett
were the two largest hospitals, with 529 and 515 general acute
beds, respectively. In addition to being the two largest hospitals,
Blodgett and Butterworth were also the only two hospitals offer-
ing a full range of primary, secondary, and tertiary care.® Both
hospitals were high-quality, well-functioning, and fiscally-sound
operations prior to the merger. Saint Mary’s was a 230-bed general
acute care facility, and Metropolitan was an osteopathic hospital
with about 238 general acute beds. Saint Mary’s offered a more
limited range of primary, secondary, and tertiary care than either

[]ournal of Health Law — Volume 34, No. 2 |
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of the merging hospitals; Metropolitan provided only primary
and secondary services.

The catalyst for the merger was community concern over a
“medical arms race” between the two largest hospitals. Histori-
cally, Blodgett and Butterworth had been vigorous competitors.
Both were profitable, efficient, and perceived as high-quality
hospitals. Butterworth was in downtown Grand Rapids. Blodgett
was located in a “landlocked” facility in a residential neighbor-
hood that severely limited its ability to expand.® It decided to
build a replacement facility, known as the “Beltline facility,”' at
the cost of $187 million. Butterworth had similar expensive plans
to expand. Concerned over what it described as the potential fora
medical arms race and wasteful competition between Blodgett
and Butterworth, a community commission recommended that
the two hospitals consider merging as an alternative to expan-
sion. After some consideration, an agreement was reached and
the two hospitals agreed to merge in May 1995. Both hospitals
cited the avoidance of capital expenditures and the achievement

of significant operating efficiencies as primary factors motivating
the merger.!!

1. The Trial and Decision on the Merits .
Antitrust

The FTC filed suit in federal court in the Western District of {:]
Michigan to enjoin the merger on January 23, 1996. After about
three months of discovery, the district court held a five-day
hearing on the merits.’? On September 26, 1996, the court ruled
in favor of the merging parties and denied an injunction to stop
the merger.'* The court held that the FTC had established its
prima facie case, i.e., that the merger would substantially in-
crease concentration in the relevant market.™ The court upheld
the FTC’s claims that the relevant product markets were general
acute inpatient hospital services and primary care inpatient
hospital services, because alternatives, such as outpatient ser-
vices, could not fully “substitute for some inpatient services in
response to a small but significant increase in price of general
acute care inpatiént services.”!® Moreover, the court rejected the
defendants’ argument that employers and third-party payors
could successfully oppose a price increase for primary and sec-
ondary care by steering patients away from the merged hospitals.'

The court also accepted the FTC’s proposed geographic market of
the “Greater Kent County” area, which included Grand Rapids
and parts of seven other counties within a thirty-mile radius."”
The market included the four Grand Rapids hospitals and five
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smaller, primarily rural hospitals providing general acute care
inpatient services.!8

Finally, the court concluded that the proposed merger would
“result in a significant increase in the concentration of power in
the relevant markets and repose in the merged entity an undue
share of the markets.”!® For general acute care inpatient hospital
services, the merged entity would control 47% to 65% of the
market depending on the unit of measurement (licensed beds,
discharges, orinpatient revenue).20 The merged hospitals likewise
would control between 65% and 70% of the market for primary
care inpatient hospital services.?! Thus, the court concluded there
was “no question” that the combined Butterworth/Blodgett
would have “substantial market power”?? and that “the FTC has
established its prima facie case that the proposed merger would
violate Section 7 of the Clayton Act.”? The court, however,
declined to enjoin the transaction because it agreed with the
hospitals’ contention that “even though competition may be
lessened, the interests of consumers are . . . likely to be advanced
rather than hurt.”24

2. Defenses

Antitrust Defendants presented several arguments to rebut a presumption

- of anticompetitive effects. First, the defendants contended that
“empirical proof does not support the presumption that high
concentration of market power among nonprofit hospitals re-
sults in price increases.”2 Defendants based this claim on studies
by their economic expert, Dr. William J. Lynk, of nonprofit
hospital pricing in California and Michigan, in which Dr. Lynk
found that higher market concentration was associated with
lower prices among nonprofit hospitals.? Defendants also relied
on a study by Dr. Lynk comparing relative prices of “monopoly”
services at both Butterworth and Blodgett with the prices for
services for which the two hospitals competed prior to the
merger. Dr. Lynk found that on services for which either
Butterworth or Blodgett had a monopoly prior to the merger
(such as burn treatment), prices were relatively lower than for
prices on which Butterworth and Blodgett competed. Against the
FTC position that market dominance is associated with higher
prices,”” the court found that the “unexpected empirical find-
ings” cast doubt on the traditional presumption of merger law
that a significant increase in market concentration would neces-
sarily lead to higher prices.?8

Defendants also argued that a hospital Board of Directors consist-
ing of community business leaders would prevent price increases

Uournal of Health Law - Volume 34, No. 2 ’
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at the merged entity because community leaders “have a direct
stake in maintaining high quality, low cost hospital services.”*
Both hospitals’ board chairmen had “testified convincingly that
the proposed merger is motivated by a common desire to lower
health care costs and improve the quality of care.”* In response,
the FTC asserted that “board members quickly develop institu-
tional loyalty which may overcome their vigilance of community
interests.”3! The court found the FTC’s concern in this area to be
unpersuasive and concluded that the hospitals would be unlikely
to exercise their market power in a manner detrimental to
consumers.*?

Defendants claimed that the merger would not be anti-competi-
tive because St. Mary’s and Metropolitan would continue to
compete with respect to primary and secondary care services.*? St.
Mary’s, as further argued by the defendants, had the capacity to
expand tertiary care services in the event of a unilateral price
increase by the merged entity.** The court found these arguments
less persuasive, and concluded that Saint Mary’sand Metropolitan’s
ability to defeat a small price increase would be limited.*

Responding to the FTC’s argument that the merger would pro-
duce anticompetitive reductions in discounts to managed care
companies, the court questioned whether a leveling of discounts
would negatively affect consumers.*® Defendants argued that
managed care discounts simply shift costs to those uninsured
persons who purchase healthcare services directly, or are enrolled
in commercial health plans, or commercial insurance products
not entitled to managed care discounts.>” The court supported
this view, and found that “[sJuch selective price advantages [as
managed care discounts] are hardly the sort of benefit the
antitrust laws are designed to protect.”3®

B. Capital Avoidance and Efficiencies

The centerpiece of the defendants’ claims was their argument
that the merger would enable the merging hospitals to achieve
efficiencies and significant cost savings.* There were two sources
of efficiencies: avoiding the capital expenditures of building a
new Blodgett facility, and operating synergies from combining
the two hospitals.* Without the merger, the defendants claimed
that they would have to build a new Blodgett facility at the cost of
$187 million.*' Prior to the merger, Butterworth, in turn, in-
tended to renovate space on its existing campus with a baseline
plan estimate of $73.9 million.*? This plan included the renova-
tion and upgrade of inpatient nursing units and support func-
tions, the expansion of several programs (Neonatal Intensive
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Care Unit, Emergency, Neuro-diagnostics, Endoscopy, Clinical
Laboratory, and Outpatient Pharmacy), construction of a parking
ramp and street bridge, and creation of a cardiology center.* In
terms of synergies, the hospitals believed they could achieve
substantial savings by eliminating duplicate facilities and ser-
vices. The parties argued that the merger would lead to $68.5
million in operating efficiencies over the first five years of the
merger (not described in detail by the court).*

The hospitals presented a “capital avoidance study,” which
suggested that the merger would result in significantly lower
capital expenditures.* One approach, known as “Scenario 3A”
suggested that the Butterworth campus would be used as the
location for the majority of inpatient services, and the Blodgett
facility as a comprehensive outpatient center with a small inpa-
tient component, and the use of Ferguson (a small closed hospital
used by Blodgett for administrative functions) for the new system’s
central offices.*® The capital cost of Scenario 3A was estimated at
$161.7 million.* Thus, the capital avoidance from implementing
merger Scenario 3A instead of the baseline scenario was calcu-
lated to be $99.2 million (the cost of Butterworth’s and Blodgett’s
baselines minus the cost of Scenario 3A).%8

The FTC challenged the proposed efficiency claims on several
grounds. It suggested that the capital avoidance estimates were
inflated in some respects, that many of the operating efficiencies
could be achieved through means short of a merger, and that one
would need to balance the lost quality benefits of a new facility
against these cost savings.*® The FTC took the position that the
total capital expense avoidance that would result from the merger
would be “no more than $42 million” and that Butterworth’s and
Blodgett’s operating efficiencies were “overstated by at least $32
million.”s°

The courtbegan its analysis by posing the ultimate question: “[i]n
order to overcome the presumption arising from the FTC’s prima
facie case that the proposed merger would substantially lessen
competition, defendants must demonstrate that the intended
acquisition would result in significant economies and that these
economies ultimately would benefit competition and hence,
consumers.”*! The court also cautioned that “ [blecause measur-
ing the efficiencies of a proposed transaction is inherently diffi-
cult and because both sides’ estimates are clearly based in some
measure on speculative self-serving assertions, . . . the Court finds
it neither appropriate nor necessary to engage in a detailed
evaluation of the competing views.”52 The court was persuaded
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by the fact that the defendants’ efficiency expert had done a far
superior job in demonstrating efficiencies: “the Court notes the
striking disparity in quality between the comprehensive studies
done by defendants’ experts, on the one hand, and the FIC’s
expert's critical analysis.”** The court ultimately credited the
Hospitals’ experts more than the FTC's. But the judge never
answered whether the proposed merger would benefit, or at least
not substantially lessen, competition.

The court went on, however, to find that efficiencies “totaling in
excess of $100 million” would result from the proposed merger.**
Although the court’s analysis is detailed and was based in part on
the judge’s observation of the facilities, it seemed deficient in
several respects. The law and the Merger Guidelines (“Guide-
lines”) require that efficiencies (1) be significant enough to over-
come the potential anticompetitive effects of the merger; (2) are
merger specific, that is cannot be achieved through less
anticompetitive means; and (3) will be passed on to consumers.>>
The court’s decision was deficient in each of these respects: it did
not explain how it arrived at its estimate of efficiencies, scrutinize
whether each claimed cost saving was truly merger-specific, or
explain whether the efficiencies would be passed onto consumers
in lower prices. Antitrust
According to the Merger Guidelines, “[w]hen the potential ad- 137
verse competitive effect of a merger is likely to be particularly
large, extraordinarily great cognizable efficiencies would be nec-
essary to prevent the merger from being anticompetitive.”>®
However, the court did not analyze how or whether those
efficiencies would measure up against the harm to competitionin
the market. Although the court did not explicitly address this
issue, it implicitly addressed the issue of whether efficiencies
would be passed on. The court reasoned that, as nonprofit
institutions with “community boards,” the hospitals would be
guided by business leaders who “can be expected to bring real
accountability to price structuring”®” and by a “Community
Commitment” that contained certain pledges regarding future
price levels.*® The court concluded further that the risk of above-
normal margins that the merged entity waslikely to maintain asa
result of its market power would necessarily—in view of the
hospitals’ nonprofit character—be spent to improve the institu-
tion, and that such improvements “would be in the best interests
of the consuming public as a whole.”¥ Although it did not
specifically conclude that efficiencies would be passed on, it
appears that the court assumed that the community board and
Community Commitment would provide sufficient protection
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of consumers. This was an especially troubling assumption, given
that the hospitals had recently enjoyed very high profit margins,
which would seem to undermine the conclusion that their
nonprofit character guaranteed that any savings would be passed
on to consumers.

C. Community Commitment

Even though the FTC prevailed in establishing its prima facie
case, the court held that the hospitals had successfully rebutted
that case “by showing that increased market share does not
convert into higher prices and profits automatically, in [the] case
of non-profit hospitals, and that it was less likely to do so in [the
case of Blodgett and Butterworth], in light of [the parties’] past
history of community responsibility and willingness to extend a
‘community commitment’ to freeze prices.”®® The court then
took the unique approach of compelling the parties to embody
their commitments in an order and asked them to submit the
commitment in the form of an order to be entered by the court. &
The FTC declined to participate in this process.

The FTC opposed the Commitment for several reasons. Although
such efforts are often well-intended, they otherwise have been
consistently rejected by antitrust courts (most recently by the
district court in Cardinal Health).5? The reasons for that have been
articulated in several decisions,% and are typically that: (1) “[t]he
reasonable price fixed today may through economic and business
changes become the unreasonable price of tomorrow;”¢* (2) a
limit on prices does not assure that prices will decrease—and this
is a significant concern in hospital markets in which competition
was leading to increased discounts; and (3) a price cap does not
protect against a loss of nonprice competition, such as for service
or quality.® Nonetheless, the FTC’s arguments did not prevail.

This Community Commitment consists of five distinct parts:
(1) a freeze of list prices, also known as charges, (2) a limit on
prices to managed care plans, (3) a margin limit, (4) increased
funding of programs for the underserved and medically needy,
and (5) governance requirements.%

Freeze on List Prices. The hospitals’ “Charge Commitment” prom-
ised to freeze or control the rate of annual increase in charges for
seven years post-merger.®’ In the first three years there would be
no price increase.* In years four through seven, the merged entity
would limit charge increases to no more than the annual percentage
increase in the all-products Consumer Price Index (“CPI”).*°

1 Journal of Health Law - Volume 34, No. 2 I
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Commitment to Managed Care. At the time of the merger,
Butterworth owned a majority interest in the largest health
maintenance organization (“HMO”) in the market, Priority Health
(“Priority”).”® Thus, at the time of the merger employers and
other managed care providers raised concerns that post-merger
Butterworth would favor Priority to the detriment of other
managed care providers.”! To address those concerns, the Com-
munity Commitment contained a “Commitment to Managed

Care” to attempt to create a level playing field between Priority
and the other managed care providers.”?

The Commitment placed a ceiling on the price of hospital
services paid by managed care companies.” Spectrum devised a
three-tiered schedule for this portion of the Commitment, with
the three largest existing HMOs (i.e., Grand Valley, Care Choices,
and Blue Care Network) in the first category, joined by Spectrum’s
own Priority; existing managed care plans other than the four
major HMOs in the second; and new managed care entrants in
the third grouping.”* The three large existing HMOs besides
Priority would be offered new contracts with Spectrum with
inpatient and outpatient hospital rates equal to the weighted
average of the “current” rates paid to Blodgett and Butterworth by
the HMOs, including Priority.”® Priority would pay the same
weighted average price as any of the other three HMOs.”® Other
existing managed care plans could choose to freeze their “cur-
rent” contracts for three years post-merger with annual increases
in the following four years limited to the increase in the regional
all-products CP1.”” Included in this group were Preferred Provider
Organization of Michigan and Healthcare 2000.”® Non-HMOs
that chose not to freeze their contracts were not covered by the
Commitment. Under the Commitment, new entrants can receive
offersata “discount commensurate with the incremental volume
that the [plans could] deliver to the merged entity.”’® Finally, the
Commitment to Managed Care included a capitation clause that
required Spectrum to offer the same capitation risk agreement it
received from any individual managed care provider to each of
the other large HMOs.# The method by which Spectrum would
set discount rates was not detailed in the Commitment.

Margin Commitment. Accompanying the pricing provisions, the
Margin Commitment limited post-merger margins by setting the
health system’s margin target at the “five year rolling average
total margin for the merged system that does not exceed the
average of Moody’s and Standard & Poors upper quartile total
margins for other health systems nationally.”® At the time of the
order, the target margin was in the range of 7-8%, a number
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below the operating margins of either hospital (but, as FTC staff
observed in opposing the Community Commitment, well above
average for the hospital industry).®

Governance. Under the Governance provision, the hospitals prom-
ised to reconstitute the Board of the merged entity toinclude local
business representatives, physicians, and community members,
to be reflective of the diversity in background, culture, commu-
nity involvement and professional interests of Western Michi-
gan. This provision also called for the establishment of a perma-
nent Advisory Committee to counsel the Finance Committee of
the merged hospitals’ Board and the opening of the merged
entity’s budget and pricing process to the public.

III. Results of the Merger

As described below, the structure of the Grand Rapids market
looked much the same in 2000 as itdidin 1997. The market shares
of the four major hospitals have not changed much, although
Spectrum’s share declined slightly. The most significant changeis
the change that did not occur—Spectrum did not rationalize the
Blodgett and Butterworth facilities as originally planned.®* Both
Butterworth and Blodgett continue to exist as full service hospi-
tals, and the plan to convert Blodgett into more of a long term
care facility and consolidate secondary and tertiary services at
Butterworth has not been carried out. The Blodgett facility
continues to function much as it did several years ago—notwith-
standing the arguments that it needed to be replaced, with or
without the merger.

Competition increasingly takes place at the managed care level,
but unlike the premerger environment, managed care providers
can no longer “play” Butterworth and Blodgett off against each
other to seek better prices and services. Grand Rapids has re-
mained a market of modest managed care penetration: traditional
“indemnity” insurance, in which a health plan pays for all care
received by its enrollees, still accounts for over 50% of covered
lives in grand Rapids. While strict forms of managed care such as
capitation have not taken hold, PPO and POS plans are popular
among patients and physicians, in keeping with national
trends.® Most significantly, as described below, concerns have
been raised that Priority Health has grown and increased market
share at the expense of its managed care rivals.

Finally, although the merger plans did not involve physician
groups, physician groups in many specialties have merged. Groups
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formerly aligned separately with either Butterworth or Blodgett
have merged and some of these groups have over 70% of the
providers in individual specialties.

A. Spectrum’s Post-Merger Performance
1. Implementation of the Community Commitment

The merged entity, now known as Spectrum Health, has imple-
mented each of the five portions of the Commitment. Just before
the Commitment wasimplemented, however, Blodgett increased
prices by 3%.% Once it was implemented, Spectrum adhered to
the price freeze and has continued to do so. Although the merger
occurred in 1997, the facilities only merged their charge masters
in September 2000.

In order to abide with the managed care provisions, Spectrum
calculated a weighted average discount of 26.3% off charges to be
offered to the four pre-existing HMOs; the discount was based on the
rates paid by each of the HMOs at the time of the merger.®® Spectrum
further decided to offer all pre-existing, non-HMO managed care
plans a discount rate of 14% off charges. Finally, Spectrum offered
half the discount (or 7%) to any new managed care entrants.

Antitrust
Unlike orders adopted in other hospital merger cases, there are no

provisions for compliance review by a government agency. -
Instead, Spectrum Health established an independent Finance
Advisory Committee (“FAC”) to monitor compliance with the
order. The primary purpose of the FAC is to counsel the Spectrum
Health Board’s Finance Committee prior to adoption of the
health system’s budget. In addition, the FAC reports to the Grand
Rapids community on Spectrum Health’s adherence with the
Community Commitment in an annual public meeting. To fulfill
this function, the FAC contracts with an outside auditing firm for
a yearly report on Spectrum Health’s performance. The FAC
contracted with Price Waterhouse Coopers (“PWC”) in 1998 and
1999, and Deloitte & Touche in 2000. In preparing the report, the
auditor is responsible for reviewing Spectrum Health'’s (1) man-
aged care contracts for adherence with the Managed Care Com-
mitment; (2) charge masters and bills for compliance with the
Charge Commitment; (3) margin in keeping with the Margin
Commitment; and (4) expenditures towards the Commitment to
the Underserved, including the amount, accruals, and adminis-
trative cost percentage.®’

For the year ending June 15, 1999, PWC found Spectrum Health
in compliance with all five of the Commitment provisions. Two
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findings were noted in the price freeze category. First, the Blodgett
operating room supply charges, which are billed at actual cost
plus a mark-up, are not included on the charge master. Thus,
PWC noted that a price increase could have occurred between
October 1997 and February 1998, a period for which noinventory
list was available for cross check. In response, Spectrum Health
management argued that any increases during this time period
would be immaterial. Second, Spectrum Health adjusted the
room rates at the Butterworth facility to a standard rate fora given
category of room (Medical/Surgical, Pediatric, etc.), having previ-
ously billed rooms by acuity level (i.e., the more acute the illness,
the higher the room rate). PWC found the new rates to be budget
neutral. For the Commitment to the Underserved, PWC docu-
mented the expenditure or committal of $4 million through
February 28, 1999, which annualized to the promised $6 million
per year. No indications existed that “funding of pre-merger
projects [was] reduced to meet the community commitment to
the underserved through cost shifting.”® Spectrum Health also
kept its margin to 4.33% for fiscal year 1999 against a 1997
Moody’s margin of 7.9%.%° The PWC report made a finding of “no
exceptions” with regards to the Commitment to Managed Care.

2. Spectrum Health Market Shares and Prices

Generally, the structure of the Grand Rapids hospital market has
not changed significantly since the merger. The Grand Rapids
market has shown a gain in total patient volume since 1997.
Spectrum Health’s volume has reflected this expansion, with
increases coming primarily from outpatient service growth in the
outlying areas. Despite a rise in volume, Spectrum Health's
market share for all classes of payors as calculated from VHA
Midnet data has decreased post-merger, with much of the reduc-
tion coming from primary care. The losses in market share based on
discharges between 1996 and 1998 are as follows: all patients
-0.7%; tertiary care patients -0.4%; secondary care patients
-0.9%.%°In comparison, our calculations show Spectrum Health’s
private payor market share increasing 0.4% from 1993 to 1998.
The health system’s share of the Kent County private payor
market has decreased by 0.2%.

Accompanying its gain in patient volume, Spectrum Health's
prices per admission and per day for privately insured patients
have decreased since reaching highs in 1996. Blodgett and
Butterworth combined saw a downward trend in price per day
from 1993-1994; following the decrease, the per day rate at the
two hospitals increased from 1994 to 1996, with a large leap
between 1995 and 1996. A similar pattern holds for price per
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admission, although the period from 1994 to 1995 saw a slight
downward trend. This decrease turned in 1995 and continued
upwards on a steep trajectory until 1996.

After a budgetary scare that resulted in pay reductions for a large
portion of employees, Spectrum Health looks to be financially
healthy. The latest reports show Spectrum Health has $630
million in reserves for the fiscal year ending June 30, 2000, and a
current year margin in excess of $40 million. With its current
financial health, Spectrum Health will restore 1999’s employee
pay cuts averaging 3% overall with a range of 1% to 15% that had
affected 6,000 employees.®

B. Saint Mary’s and Metropolitan Hospitals

Spectrum Health’s losses in market share have translated into
slight gains in share for Saint Mary’s and Metropolitan. According
to Spectrum Health data sources, both hospitals have captured
greater market shares in secondary care specialties within Kent
County since the merger.®? Saint Mary’s, the historical site for
indigent patient care in Grand Rapids, has experienced a particu-
larly marked increase in its volume of uninsured patients. For its
insured patients, insurance companies reimburse Saint Mary’s at

rates far below those paid to Spectrum Health. Saint Mary’s also Antitrust
hasrecently decided to stop taking new patients under Michigan’s -
Medicaid HMO program.®

QOur calculations show that both Metropolitan and Spectrum
Health posted slight gains in private payor market share for all zip
codes from 1997-98 (0.6% and 0.4%, respectively).®* However,
Saint Mary’s showed a loss in private payor market share of 0.6%
for the same period. Similar numbers hold true for the Kent

County portion of the market, with the exception that Spectrum
Health lost 0.2% market share for 1996-98.%

Metropolitan currently plays the same role of primary and
secondary care facility as it did premerger. The hospital contin-
ues to hold capitated contracts with health plans under which it
provides primary and secondary care services. For tertiary care,
Metropolitan typically must refer enrollees to Spectrum Health.
While the hospital’s inpatient market shares have stayed the
same since 1997, Metropolitan’s volume has increased due to the
hospital’s construction of clinics in rural areas. As a result, Metro-
politan is approaching its ideal patient volume of 130,000 lives per
year; just a few years ago, that volume was only 70-80,000. The
hospital reported a net income of $6.8 million on revenues of
$150 million for the fiscal year ending September 30, 1998.%
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Like Saint Mary’s, Metropolitan launched several projects in
1997, including a joint venture with 130 physicians and a
building plan of at least $10 million.”” Metropolitan Health,
Metropolitan’s PHO, formed a “super PHO” involving six
healthcare organizations and 450 physicians in October of 1998;
the entity goes by the name of West Michigan Regional Delivery
Network. During early 1999, Metropolitan also partnered with
Borgess Hospital in Kalamazoo to share administrative duties and
costs. The two hospitals have no plans to integrate on a clinical
level. According to one analyst, the Metropolitan-Borgess joint
operating agreement is a temporary endeavor aimed at better
positioning Metropolitan for a merger with either Spectrum
Health or Saint Mary’s, with Saint Mary’s being the more likely of
the two partners. Without such a merger, Metropolitan “could
cease to exist.”?®

C. Health Insurance

Although hospital prices and market shares in Grand Rapids have
remained relatively stable since the merger, the same cannot be
said for the managed care market. Over the past three years,
Priority has moved into a more dominant position and currently
accounts for more than 50% of the market. It is difficult to

Antitrust determine the cause for Priority’s growth. On the one hand,

- Priority has expanded the types of managed care products it offers
and has also grown geographically. Much of this growth is
procompetitive, as Priority has become a more significant and
innovative force in the market.

On the other hand, some employers and managed care providers
raised concerns that Priority was growing because of actions by
Spectrum Health to favor Priority. Our study was unable to
determine whether there was a foundation to these allegations,
although there was some evidence that other managed care
providers have lost significant portions of their covered lives to
Priority. Moreover, some employers suggested that prices, gauged
in terms of premium costs from plan to employer or individual
subscriber, have increased significantly across plans. In 1997,
premiums increased 3% for most Grand Rapids employers, while
large companies who self-insure were hit with rate hikes of up to
110%.%° More recently, all Grand Rapids healthcare plans have
increased premiums significantly, and there are some observa-
tions from employers and managed care experts that rates are
increasing faster than in other markets in Michigan, perhaps even
double those seen in other markets in the state. Indeed, some
employers noted that their managed care costs have increased by
over 10% per year since the merger.
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IV. Efficiencies

The critical element of the court’s decision was its perception that
the merger would lead to substantial efficiencies, primarily though
the rationalization of services between the Butterworth and
Blodgett facilities, which the merging parties estimated would
amount to $68.5 million over the first five years after the merger.
After two and a half years, the results show a mixed picture.'® The
plan to rationalize the two facilities appears to have been aban-
doned and there has been limited consolidation of some special-
ties, far less than originally planned. There have been savings by
streamlining some administrative functions, but some of these
savings may not be merger specific. (We did not audit the specific
estimated savings.) Overall, the current estimated savings are
relatively modest, somewhat less than $30 million, some of
which may not be merger specific.'”!

A. Plant and Equipment

The merger has proven harder and more costly to implement ’

than Spectrum Health originally anticipated. Decreases in gov-
ernment funding have prompted Spectrum Health to shelve
plans to build the new Blodgett facility for outpatient care. The
land owned by Blodgett, previously earmarked as the site for the
new facility, has remained empty. Neighbors have attempted to
have the empty lot rezoned, claiming it is hurting residential
property values.'®In place of the new inpatient facility, Spectrum
Health has sought to consolidate inpatient care at Butterworth
and construct anew ambulatory surgery center. Spectrum Health's
administration, however, considers both of these initiatives to be
long term projects. Other building projects have added or are
anticipated to add to Spectrum Health’s capacity incrementally.
Much of the hospitals’ stated justification for the merger focused
on the new facility and the benefits to be reaped from consolida-
tion of services. Unfortunately, few of these benefits have come to
fruition in the years since the merger and appear unlikely to
materialize in the near future. A survey of current building
projects follows.

Spectrum Health has begun a two-part expansion that eventually
will add 131 licensed inpatient beds to the Butterworth campus,
bringing total Butterworth capacity up to 660 beds. The first part
of the plan consists of the approved fifty-bed South Tower
facility. In the proposal phase as of April 2000, the second
portion of the plan outlines a 250,000 square foot addition in
which to house new intensive care services and consolidate
Spectrum Health's cardiovascular services. One business news
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article describes the tower as the largest project proposed by
Spectrum Health since the 1997 merger.'® Finally, as part of the
outreach portion of the Community Commitment, Spectrum
Health has spent $2.7 million on clinical facilities in low-income
areas within the past two years.

In the area of medical equipment, Spectrum Health has made
steps toward consolidation of neurosurgery with its recent pur-
chase of new operating equipment. This purchase has enabled
Spectrum Health to upgrade the quality and types of neurosur-
gery services provided at Butterworth. Spectrum Health has not
identified or quantified other equipment purchases undertaken
since the merger.

B. Medical Care

Program consolidation potentially could lead to substantial effi-
ciencies; consolidation could permit the hospitals to reduce
excess capacity while combining the expertise of two medical
staffs to improve patient care. Spectrum Health’s original merger
plan called for the consolidation of most inpatient services at the
Butterworth facility. While the health system has initiated the
physical movement of some programs to Butterworth, complete
consolidation of inpatient care is still at least five years down the
road.'™ The hospital system calculates the overall expense reduc-
tions generated by program consolidation from September 1997
to August 1999 to be $1.55 million.!%

There were several proposed consolidations of medical care
programs. The original plan was to consolidate three specialties—
Obstetrics, Pediatrics, and Cardiology—in Butterworth. Currently,
Pediatrics is the only program for which that has occurred. The
combination eliminated duplication of services by the two cam-
puses. Furthermore, it removed the need for inconvenient trans-
fers from Blodgett to Butterworth when pediatric patients require
continuing or follow-up care not offered at Blodgett. Spectrum
Health estimates the savings from pediatric consolidation at
$800,000 per year.1%

On the other hand, there are several limits to the projected
consolidation at Butterworth. There are capacity limitations, and
Butterworth currently operates close to capacity in many re-
spects, leading to a diminution in service and greater waiting
times on occasion. While certain specialty departments have
been able to consolidate at Butterworth, Spectrum Health’s
President of the Medical Staff believes that switching Blodgett to a
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primary care facility is untenable. Psychologically, the shift
would be an insult to Blodgett's physicians. Practically, the
conversion plan could not be carried out because of size con-
straints. Butterworth’s high census would cause overuse of oper-
ating rooms, which in turn would produce problems with physi-
cian satisfaction and quality of patient care.'”

Instead, the hospital has come up with a new plan for cardiology
services. The complete cardiology staffs will join togetheratanew
cardiology center planned for the Butterworth campus, which

will open in late 2003 at a projected construction cost of $67.4
million.'%

In the outpatient care area, several of Spectrum Health’s programs
have been consolidated. Spectrum Health has relocated cardiac
rehabilitation to the Blodgett campus at a savings of $125,000
and has consolidated the congestive heart failure services on the
Blodgett campus. In addition, Blodgett’s outpatient diabetes
education capacity has moved to Butterworth, producing a sav-
ings of $300,000 for plant and staff. Spectrum Health also claimed
as expense reductions consolidation of programs in digestive
disease ($500,000 savings) and poison centers ($125,000).

Changes in quality of care as a result of the merger are far more
difficult to measure than capital expenditures and prices. On the
one hand, debate still exists in the medical research community
as to the proper indicia of “quality” to employ when assessing
medical care. Moreover, there were little aggregate data available
to us relating to medical outcomes, thereby preventing any
meaningful analysis of patient care. We did hear anecdotally of
complaints about reductions in service and greater delays from
the merger.'® Capacity seems to be strained at the Butterworth
campus.'® Anecdotally, as conveyed by the President of the
Medical Staff, operating rooms are in short supply due to
Butterworth’s high post-merger census. Nursing shortages are

also common. Butterworth has also experienced congestion in
the critical care unit.

On the other hand, Spectrum Health’s Downtown Campus was
justlisted as one of three Michigan hospitals in HCIA-Sachs’ list of
this years’ 100 Top Hospitals; the Downtown Campus has made
the list five years. The East Campus has made the list four years
(including 1999). Additionally, U.S. News & World Report ranked
Spectrum Health-Downtown Campus excellent in the Orthope-
dic and Respiratory Disease categories.'!!
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C. Administration and Research

Spectrum Health'’s cited cost savings in nonclinical care areas
include the following: (1) initiation of the Medical Education
and Research Center; (2) development of a medical leadership
program; (3) expansion of an obstetrical study; (4) administra-
tive cutbacks; and (5) installation of a new payment system.

The Medical Education and Research Center is a joint project in
conjunction with Saint Mary’s, Michigan State University, Grand
Valley State University, and Metropolitan. To the extent that the
Center improves clinical knowledge and practice in Grand Rap-
ids, it may be counted as a quality-enhancing efficiency. If,
however, the Center would have opened absent the merger, its
existence cannot be attributed to the merger and thus is not
cognizable as an efficiency. We were unable to determine whether
the Center would have been viable had Blodgett and Butterworth
remained separate.

Like the Research Center, Spectrum Health’s medical leadership
program has the potential to improve patient care. Better coordi-
nation of care, as well as increased provider knowledge and skills,
ultimately will lead to better patient care. These improvements
may result from the combination and reorganization of medical
staffs, and thus may be counted as merger-specific, substantial
efficiencies. However, the courts have typically been skeptical of
best practice efficiencies, because firms can often accomplish the
same goals through less restrictive means.'!? In the present case as
well, implementation of Spectrum Health’s medical leadership
program may not have been merger-specific.

D. Review of Efficiencies

The efficiency estimates presented at the time of the merger were
for a five year period and our view is of course only a snapshot at
year three. But at this point, Spectrum has achieved at best only a
modest portion of those efficiencies. Based on the system’s own
estimates, operating efficiencies achieved are something less
than $30 million. We believe that not all of these efficiencies are
cognizable because many of them would have been achieved
absent the merger. The central efficiency, consolidating special-
ties at Butterworth, occurred only to a limited extent. Only
pediatrics has been wholly consolidated at Butterworth. The
ability to consolidate additional specialties at Butterworth appears
problematic both because of the preferences of the practicing
physicians and because of the limited space at that facility, which
already frequently operates very close to full capacity.
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V. Anticompetitive Effects

The key concern over any merger, including this merger, would
be whether the merged entity would utilize its market power to
either increase prices or reduce output. In this case, assessing the
competitive effects of the merger is a somewhat difficult task
because hospital prices are rather complex.!'* The Community
Commitment regulated the pricing of inpatient care; however,
the vast majority of customers do not pay the “prices” charged by
the hospital. Rather, the charges are discounted, especially through
managed care arrangements. In addition, mergers can have an
adverse effect on quality or service, which cannot be measured by
the simple measurement of price. One additional complicating
factor in this case arises from the fact that Spectrum Health owns
the largest managed care provider in the market, Priority Health.
Through this vertical relationship there is the potential for
avoiding the price regulating effects of the decree.

A. Prices

The Community Commitment required no price increases for the
first three years and Spectrum Health abided with that provision.
The first phase of the Commitment ended on October 1, 2000 and
the system immediately increased prices by 3.3%. Blodgett also
had raised prices by 3% immediately before the Community
Commitment price freeze in 1997.1

B. Managed Care Provisions: A Level-Playing Field?

A second major component of the Community Commitment
consisted of the provisions to protect the other managed care
providers by attempting to require the merged hospital to deal on
anondiscriminatory basis with Priority and the competing man-
aged care firms. At the time of the merger, many community and
business representatives were concerned with Spectrum Health's
continued ownership of Priority. This relationship, they claimed,
nearly guaranteed that Priority would receive preferential treat-
ment from Spectrum Health in the form of more favorable
reimbursement levels for hospital services. The Community
Commitment recognized the possible anticompetitive effects
posed by Spectrum Health’s ownership of Priority. Indeed, the
“level-playing field” portion of the Commitment sought to
prevent Spectrum Health from favoring Priority.

Three years into the implementation of the Community Com-
mitment, numerous parties, including some employers and pub-
licadvocates questioned whether the Community Commitment
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was truly effective and the managed care marketplace was truly
level. Priority increased its market share, due in part to its
expansion of products and geographic growth. Of course, much
of this expansion is procompetitive to the extent Priority has
expanded services or attained efficiencies of scope or scale.

However, rival managed care providers believed that their costs
increased considerably due to the Commitment’s set discounts
and restraints on rate negotiation. Employers noted that premi-
ums have increased by over 10% each year in the market. As
significant may be the effect on entry into the managed care
market. We heard complaints that the “regulatory” structure
imposed by the Community Commitment increased barriers to
entry and efforts by other managed care providers to enter the
Grand Rapids market may have been forestalled.

The Community Commitment allowed pre-existing health plans
several options regarding their contracts with Spectrum Health'’s
campuses. Pre-existing HMOs could accept a weighted average of
the premerger rates paid to Blodgett and Butterworth by all four
HMOs, or freeze their existing contracts. Similarly, existing man-
aged care plans other than the HMOs could freeze their existing
. contracts or negotiate a new contract with Spectrum Health. Each
Antitrust . .
of these arrangements would be in place for three years following
- the merger, with rate increases in years four to seven limited tono
more than the increase in the regional all-products CPI. New
managed care plans would be offered a “discount commensurate
with the incremental volume that the plan can deliver to the
merged entity.”!?

The Community Commitment regulatory schema produced a
healthcare environment in which several health plans believed
that they were paying more in hospital reimbursement than they
most likely would have been absent the merger. Prior to the
merger, managed care plans could play Butterworth and Blodgett
off against one another and that rivalry has been lost. Only
Priority holds a capitated contract with the hospital system. If two
separate hospitals still operated in Grand Rapids, multiple HMOs
may have been able to negotiate differing capitation rates with
the two entities. These rates would have been based on each
plan’s enrollee volume and ability to steer patients to a particular
facility as is intended by the concepts of managed care and capitation.

Capitation is not the only insurance rate schema that could
conceivably suffer under the decree’s regulatory scheme. The
uniform discount Spectrum Health offered to the other Grand
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Rapids HMOs is significantly less than that held by many prior to
the merger (and for some it was higher). For those plans that
chose to freeze their premerger contracts for the first three years
post-merger, the Commitment does not specify at what level they
may recontract upon expiration of their current contracts. Rather,
it promises to limit annual increases in rates. Plans thus may find
their base discount severely diminished when they reenter nego-
tiations. This problem has not occurred as of yet, but is a risk in
the future.

There has been relatively little managed care entry in the Grand
Rapids market since the merger. Both potential new entrants and
others expressed concerns that the Community Commitment
permits Spectrum Health to heighten barriers to the managed
care market; determination of an entrant’s discount rate is essen-
tially left up to Spectrum Health by the open-ended language of
the new entrant price provision. Spectrum Health currently offers
new entrants a 7% discount off of charges.’*¢ Spectrum Health
determined the new entrant rate by simply halving the 14%
discount given to all non-HMOs in the market at the time of the
merger. Such an offer stands in stark contrast to the 26% discount
being offered to the four large HMOs, as well as the 40% Blodgett
discounts enjoyed by several health plans prior to the merger.

Even if Spectrum Health were to calculate the discount rate for
each new entrant based on that plan’s potential volume leverage,
a new entrant would still be highly dependent on Spectrum
Health. Potential entrants universally said they could not effec-
tively enter without a contract with Spectrum Health. New
entrants thus may find themselves having to negotiate a deal
with Spectrum Health before they establish an enrollment base.
Without substantial numbers of enrollees, Spectrum Health need
not give them a preferable rate, as is stated in the Community
Commitment. Spectrum Health, in fact, has an incentive not to
give them a favorable rate: doing so might mean taking market
share away from Priority. While this discussion is hypothetical,
no health plans have entered the Grand Rapids area since the
merger, several are positioned to exit, one potential entrant
failed, and at least one potential entrant is believed to have failed.

Ultimately, even if Spectrum Health has abided with every aspect
of the level playing field provisions, the provisions themselves
may place rivals of Priority at a competitive disadvantage and
increase barriers to entry. Moreover, there is no independent
agency tomonitor compliance with these provisions. Ultimately,
whether these provisions succeed or fail, creating, monitoring,
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and enforcing an order that attempts to prevent vertical discrimi-
nation is a tremendously difficult process. The Community
Commitment appears to be deficient in failing to provide a
mechanism to address these problems.

C. Services

Asnoted earlier, the merger has resulted in some consolidation of
services, which in turn hasled to some reduction of convenience.
Other concerns have arisen from the closure of the Blodgett
campus urgent care centers. These closings especially have im-
pacted some employers who rely extensively on an affordable
and convenient source of urgent care. Prior to the merger,
employers were able to secure discounted rates for services,
special billing arrangements for services received in the emer-
gency room after regular urgent care center hours, and coordina-
tion of follow-up care. These types of contracts ended when
Spectrum Health closed Blodgett’s urgent care centers.

Some employers claimed that, as a result, employees needing
urgent care after hours have been directed to other facilities by
Spectrum Health staff, where they have often experienced long
waits and lower quality treatment. Neither Saint Mary’s nor
Metropolitan has an urgent care center. Thus, for these employ-
ers, the only option outside of the Spectrum Health system is to
use a twenty-four-hour occupational medical care center. Unfor-
tunately, these facilities do not provide a continuum of care.

D. Consolidation of Physician Groups

Sometimes mergers have unanticipated results in related mar-
kets. That seems to be the case in Grand Rapids, where soon after
the merger, many of the physicians providing hospital-based
specialty services merged to form near monopolies within spe-
cialties.!”” In most specialities prior to the merger, there were
typically at least two major physician groups, one affiliated with
Butterworth and one affiliated with Blodgett. After the merger,
many of the provider groups merged. Some of the managed care
providers described the specialties (anesthesiology, pathology,
radiology, and emergency care) as operating like “cartels.” Many
of these groups account for more than 60-70% of the market and
they have proven especially resistant to price reductions. Some
groups have threatened to terminate contracts unless they re-
ceive more favorable terms. Other groups have refused to negoti-
ate long term contracts.
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Other specialties have merged as well. For example, Blodgett and
Butterworth’s two cardiology groups merged financially and
administratively in conjunction with pending physical and
clinical consolidation at the new cardiac center. The combined
group now includes twenty-five out of thirty-two Grand Rapids
cardiologists (or 78% of the market). One purchaser expressed
additional concern about possible monopolistic consolidation
in neurology.

E. Entry

The potential for Spectrum Health to exercise market power
could conceivably be limited by the ability of other hospitals to
enter the market or for the remaining incumbents—Saint Mary’s
or Metropolitan—to expand services. New entry is highly un-
likely. As the court recognized “[t}he Grand Rapids community is
already served by sufficient inpatient hospital bed capacity][,] and
authorization for construction of a new general acute care hospi-
tal in the area is not likely to be granted under Michigan’s
‘certificate of need’ laws.”18 Therefore, the entry points of inter-
est with respect to the Blodgett-Butterworth merger are at the
Jevels of tertiary hospital services and health plan products.’*”
Saint Mary’s or Metropolitan could conceivably add services to
counterbalance a Spectrum Health exercise of market power.
Likewise, another health plan may enter Grand Rapids and
provide an alternative to Priority Health. However, the likelihood
of entry in the market is slim.

Metropolitan, because of its osteopathic tradition and focus on
primary and secondary care, does not have the desire or ability to
enter the market for tertiary services in Grand Rapids. Saint
Mary’s is better positioned to introduce tertiary service programs
that compete with Spectrum Health. Nevertheless, providing
new tertiary services would require approval from Michigan’s
CON program and could be opposed by Spectrum Health.'? Such
approval is unlikely if Spectrum Health has already entered the
market; in addition, approval may take several years.

F. Conclusions on Competition

Spectrum Health has made a diligent and sincere effort to abide with
the Community Commitment. It has taken its provisions seriously
and pursued its obligations in a business-like fashion. It deserves
credit for the establishment of the Financial Advisory Committee
and its efforts to monitor the compliance with the commitment.
Moreover, Spectrum Health recognizes its obligations to the
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community and both seeks input from and provides information
on compliance with the Commitment on a regular basis. In
addition, it has expanded the Board of Directors to include a
wider diversity of community and business leaders.

Yet the commitment of any firm to limit price increases or
otherwise constrain the post-merger exercise of market power
does not adequately substitute for the benefits of continued
competition, whether the commitments are voluntary or are
embodied in a binding consent order negotiated with a state
attorney general. This case suggests how regulatory relief can be
an inadequate substitute for competition. The court order has
produced a healthcare environment in which several health
plans believe that they are paying more in hospital reimburse-
ment than they most likely would have absent the merger. Only
Spectrum Health’s own HMO holds a capitated contract with the
hospital system. If two separate hospitals still operated in Grand
Rapids, multiple HMOs may have been able to negotiate differing
capitation rates with the two hospitals. These rates would have
been based on each plan’s enrollee volume and ability to steer
patients to a particular facility as intended by the concepts of
managed care and capitation. Instead, the regulatory order ap-
pears to have significantly dampened the opportunity for entry
in the market for capitated health plans.

VI. Final Observations

We close by addressing four issues raised by this litigation: (1) the
treatment of the nonprofit nature of the hospitals; (2) gover-
nance of the hospital; (3) whether capital avoidance should be
treated as an efficiency; and (4) structuring regulatory relief.

A. Treatment of the Nonprofit Nature of the Hospitals

The linchpin of the rejection of the competitive concerns in
Butterworth was the “undisputed” premise, put forth by the
defendants, that “empirical proof does not support the presump-
tion that high concentration of market power among nonprofit
hospitals results in price increases.”*?! The defendants based this
premise on two papers by Dr. William Lynk, which suggested
that increased concentration among nonprofit hospitals does
not lead to higher prices.'?? At the time of the trial, these were the
only published, empirical studies addressing the subject.

In the first paper, Dr. Lynk argued that community representa-
tion on a nonprofit hospital’s board of directors will force that
hospital to act as a consumer cooperative.!? This implied that a
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nonprofit hospital would set competitive prices irrespective of
whether it possessed market power. While this theory of non-
profit behavior is theoretically plausible, other theories of non-
profit hospital behavior, which predict that nonprofit hospitals
would exploit market power, are equally plausible. For instance,
hospital administrators may seek perquisites such as fancy of-
fices,'** or a hospital’s physician staff members may operate the
hospital to maximize their own welfare.'* In the second paper,
Dr. Lynk used data for California hospitals in 1989 to empirically
test the proposition that nonprofit hospitals will not exploit
market power.'?¢ Specifically, the paper examined the relation-
ship between the price that a nonprofit hospital sets and its
market sharein the county in which itislocated.!?” Here, Dr. Lynk
found that this relationship is negative, which led him to con-
clude that nonprofit hospitals do not exercise market power.1?8

In response to the Butterworth decision, at least four papers have

reexamined the premise that nonprofit hospitals do not exercise -

market power. These papers seriously undermine Dr. Lynk’s
conclusions. The first three papers!® are similar to Lynk’s study in
that they use cross-sectional data to examine the relationship
between the price that a nonprofit hospital sets and some mea-
sure of its market power. These three papers differ, however, in
that each applies a slightly different methodology to examine
this relationship. Using these different methodologies, each of
these papers finds that nonprofit hospitals tend to set higher
prices when they possess market power. At a minimum, these
papers suggest that Lynk’s results are not robust and thus should
not be relied upon in court proceedings.

The fourth paper!*® examines the results of a merger in which a
for-profit hospital was acquired by a nonprofit: Dominican Santa
Cruz'’s acquisition of AMI Community Hospital, which created a
monopoly in Santa Cruz, California.’* Using price data from
1986 to 1996, this paper found that prices at Dominican Santa
Cruz increased substantially (over $1,000 per admission) follow-
ing the acquisition.!®? Because Dominican Santa Cruz was a
nonprofit hospital, the authors of this study conclude, “mergers

involving not-for-profit hospitals are a legitimate focus of anti-
trust concern.”!®3

These studies cast doubt on the results of Dr. Lynk’s analysis. Such
doubt warrants further investigation of pricing behavior among
nonprofit hospitals and suggest that courts should be much more
hesitant to follow the precedent set by Butterworth. Cases such as
Butterworth are almost unprecedented in antitrust jurisprudence in
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permitting an otherwise illegal combination because of the non-
profit nature of the surviving entity. Courts should analyze this issue
with greater precision and more readily grant injunctions against
nonprofit mergers that stand to confer market power.

The FTC can play a critical role in developing the jurisprudence
on the treatment of nonprofit hospitals. Unlike the Antitrust
Division of the Department of Justice, the FTC can challenge
mergers in an administrative process before an Administrative
Law Judge. This permits a more careful examination of economic
and legal issues than can be achieved in federal court litigation,
where the time constraints are extreme. Of course if a case is
litigated administratively, the parties can consummate the merger
prior to final resolution and there is the threat that a consolidated
hospital system could not be unscrambled if the FTC ultimately
prevailed. However, as this merger demonstrates, consolidation
is often a very slow process and so the FTC may be in a position to
fully restore competition even if the administrative litigation is
not completed for two or three years. In this case, the two
hospitals have not fully consolidated, and a divestiture could
have been effective even three years after the merger. There is a
significant need for clarification of the law and economics in1 this
area and FTC administrative litigation may be the best approach
for resolving these issues.

B. Governance Structure

The court also relied on the belief that the hospital would operate
benignly because of its governance structure. The court noted
that the merged hospital would be “comprised of community
business leaders who have a direct stake in maintaining high
quality, low cost services” and who would bring “real account-
ability to price structuring.”'* Thus, the court appeared to reason
that these individual board members would restrain the ability of
the hospital to exercise market power.

In fact, in accordance with the Community Commitment, Spec-
trum Health expanded its Board of Directors to include more
community members and employers. We interviewed sewveral
members of the board, but did not study their role in depth. Many
of the members are community leaders and businesspersons who
have a direct stake in low-priced, high-quality healthcare. Some
members spend a large portion of their time on hospital related
issues. Others are employers who have a direct stake in conitrol-
ling hospital costs.
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some commentators, such as Professor Thomas Greaney, are
critical of the suggestion that an independent board can ad-
equately police and restrain potential anticompetitive con-
duct.’® According to Professor Greaney, members of the board of
a nonprofit entity rarely involve themselves in day-to-day busi-
ness decisions like pricing policies and discounting prac-
tices.’® Moreover, even when a sufficient number of outside
directors undertake supervision responsibilities, it is well estab-
lished that they-are compelled to act in the interest of the
corporation on whose board they serve. Thus, an outside director
may not have the ability to compel a hospital to focus on the
interests of consumers for lower prices. As Professors Areeda and
Hovenkamp have observed, a “nonprofit firm is more likely to be
organized or managed in such a fashion as to make it less
aggressive in cutting costs.”**” For example, while community
involvement may make a hospital “responsible” to the commu-
nity in its pricing decisions, it is just as likely to give the hospital a
diverse agenda of costly—perhaps politically motivated—projects
and activities that provide little benefit in proportion to their
costs. In that case, competition acts as an essential discipline for
which good intentions are rarely a sufficient substitute.

C. Treatment of Capital Avoidance as an Efficiency

This case also poses the question of whether the proposed capital
avoidance of not having to build the new Blodgett facility or
expand Butterworth should be considered an efficiency.'* Typi-
cally, capital avoidance is not considered an efficiency, in part,
because the antitrust laws have a strong preference for internal
growth.’** For example, if two firms are efficientand they propose
to merge to avoid building a new factory, the savings from
avoiding building the factory are not cognizable. Competition
and society will be better off though the expansion of capacity.

Of course, hospitals pose a more difficult question. Hospital
facilities are very expensive and society may not necessarily
benefit from expansion. Excess capacity, which the antitrust laws
often seek to protect in other markets, may raise hospital costs
and prices that are eventually borne by consumers. Thus, a
plausible assertion that a merger could reduce future excess
capacity and costs is something that should be considered in
hospital merger analysis. Concerns over excess capacity have led
states to control expansion and entry through certificate of need
laws. In this particular case, the merger was largely motivated by the
concerns of community leaders to avoid a “medical arms race.”
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In Butterworth, the FTC presented several reasons for rejecting the
capital avoidance claim, primarily because it was questionable
whether the new hospital would actually be built and the
amounts involved were speculative. The FTC presented exten-
sive evidence that, absent the merger, managed care would likely
encourage economizing on new facilities, forcing Blodgett to do
without a new facility or at least reduce any “gold plating.”1#
That argument seems to have been strengthened by post-merger
experience. Before the merger, Blodgett argued that replacing its
facility was essential so the choice for accommodating Blodgett’s
patient load was between (a) building a brand-new Blodgett, or
(b) adding onto Butterworth, plus building a small satellite
hospital where the brand-new Blodgett would have gone. But
three years later, Blodgett remains open with very little of its
patient load moved to Butterworth. All of this highlights the
speculative nature of projections of future major capital ex-
penditures in hospital markets, and the dubious likelihood
that hospitals will be forced to make major capital expendi-
tures in the face of an uncertain and potentially hostile
reimbursement environment.

As a general matter, when should the avoidance of capital
expenditures be considered an efficiency? If capacity expansions
effectively reduce variable cost, the elimination of capacity ex-
pansions through merger could be, under some circumstances,
anincrease, not areduction, in variable cost. In this situation, the
capital cost reductions should not be cognizable. But what if the
acquiring firm also had a facility at or near the same location that
offered the same services and could accommodate not only its
current patient draw, but also could accommodate the number of
additional patients that would have been served at the new
facility? If that were the case, then the avoidance of capital
expenditures might reduce the future average variable cost of
operating the assets of both firms. Then the avoidance of capital
expenditures should be an efficiency. On the other hand, if the
acquiring firm had no such facility, then the elimination of the
new capacity should not be considered a reduction in variable
cost. Instead, it should be viewed as an anticompetitive effect.

What if both firms are efficient but possess excess capacity? If the
market were competitive prior to the merger, it would make no sense
for one hospital to build additional capacity—when it and its rival
already had excess capacity—unless the expansion would provide
benefits to consumers that exceeded the capital costs. Under these
assumptions, the elimination of the expansion through merger
would automatically harm consumers and capital avoidance should
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pe a noncognizable efficiency. That would seem to have been the
case in Butterworth.

D. Regulatory Review

As Professor Greaney observed, acceptance of the Community
Commitment as an adequate safeguard against anticompetitive
harm was “remarkable in several respects.”!*! First, the court was
effectively engaging in rate regulation in a setting in which it had
no evidence or information or projections about future prices,
cost, or quality changes in the hospital industry. Rate regulation
of hospitals, even when performed by adequate administrative
agencies, has not proven effective. Second, the Community
Commitment provided no assurance that consumers would not
be harmed by the diminution of nonprice aspects of care, such as
quality, waiting times, and levels of service. Third, the parties
were left to regulate themselves, rather than being subject to the
oversight of a state department of health or state attorney general.
Fourth, there is no mechanism for enforcing the decree. In cases
brought by state attorneys general under state law, there is
typically a provision for the attorney general to enforce breaches
of the decree. Overburdened federal courts may find it quite
difficult to engage in the difficult and specialized task of effec-
tively overseeing such a regulatory decree.!*?

Finally, a regulatory decree is not forever. Although a decree may
limit price increases during its duration, once the price regulatory
provisions expire the parties are free to increase prices. In some of
the cases where the states adopted a regulatory approach, this is
precisely what the merged parties did at the end of the decree. A
merger is forever, and aregulatory decree can at best just delay the
exercise of market power created by the merger.

Assuming that a court permits the consummation of a merger
based on a promise to “self-regulate” (i.e., control prices), how
coulditimprove on the approach taken in this case? First, vertical
concerns such as the issue of the relationship between the merged
hospital and its managed care affiliate may be impossible to
police. A preferable approach would be including structural
provisions in subsequent orders in which such vertical concerns
are raised. Second, independent review plays a critical role in
assuring adherence with order provisions. Courts should appoint
a third party to conduct a review of the merging parties’ compli-
ance with the provisions of its order. The FTC has used this type of
“monitor trustee” successfully in many merger orders. An inde-
pendent review would provide a more transparent evaluation of
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the merger; it would also relieve the merging parties of the burden
of conducting costly and time-consuming studies to measure
their compliance with the court order.

Managed care markets stand to be particularly impacted by a
hospital merger, as in Grand Rapids. Majority ownership of a
purchaser of health services by the provider of services has
obvious implications for patient channeling and preferential
payment schedules. Thus, we recommend that merging hospitals
be required to divest their ownership interest in any health plan
when the merged- entity would enjoy market power both in
hospital services and health insurance. Ownership falling under
this description may exist in the form of:

* a single hospital with majority ownership merging with
another hospital with no previous ownership interest, for
which the merger would produce new market power in
hospital services and preserve existing market power in
insurance;

e two hospitals with ownership interest in the same plan
merging to create new market power in both hospital
services and insurance; or

» two hospitals with ownership interest in different plans, in
which the plans stood to merge as well, merging to create
new market power in hospital services and insurance.

Depending on the degree of ownership and other market condi-
tions, courts may opt to require full or partial divestiture by one or
both of the parties.

VII. Conclusion

The decision in Butterworth is unique in its use of a quasi-
regulatory decree as a substitute for competition. Although we
believe that the management of Spectrum Health and the mem-
bers of the Financial Advisory Committee should be credited for
their efforts to adhere to the decree, we think it inevitably must
fall significantly short of its goals. First, there is no administrative
agency (or its equivalent) to perform the ongoing regulatory
oversight of Spectrum Health. Unlike other efforts to substitute
regulation for competition, this decree lacked the supervision of
an independent authority such as the state department of health
or a state attorney general. Second, the relationship between
Spectrum Health and Priority invariably creates problems of
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needing to prevent self-dealing or discrimination, and the opportu-
nity for avoiding the price controls in the decree. When this type of
relationship is present, a regulatory decree becomes even more
difficult to effectively implement. That is why federal antitrust
agencies prefer structural relief (i.e., requiring divestiture) when
facing problems arising from self-dealing.'* In this situation, courts
or administrative agencies should either require the divestiture of
the managed care entity or simply block the merger.

Third, Spectrum Health’s experience on achieving efficiencies
shows the substantial difficulty, often recognized in other indus-
tries, in achieving the efficiencies proposed in a merger.'** In this
case, the parties’ proposed efficiencies excluding capital avoid-
ance were well over $60 million over a five-year period. In the
three years since the merger, no more than $30 million in savings
has been achieved, some of which is probably not merger specific.
Although part of the difficulty in achieving efficiencies may be
due to exogenous factors, such as the decrease in reimbursement
under the Balanced Budget Act, this suggests that courts should
be very cautious in evaluating proposed efficiency claims. The
fact that this case incorporated efficiency claims that were unusu-
ally well documented, substantiated, and the subject of lengthy
study, and that Spectrum Health has devoted tremendous time
and energy to achieving these savings shows that courts generally
should be skeptical of these types of claims.

The analysis of these mergers will continue to be a problem for
antitrust regulators and the courts. The fact that many of these
mergers have led to litigation post-merger challenging substan-
tial price increases suggests that neither a lax merger policy, nor
efforts at regulating price increases are an adequate substitute for
competition. We believe the FTC should consider the use of
administrative litigation to help clarify the law and economics of
hospital competition, providing a sound platform for future
hospital merger enforcement. The issues of efficiencies and the
nonprofit status of hospitals need particular attention.

Ultimately, this case documents the viewpoint that regulation
serves as a poor alternative to continuing competition. One
commentator suggested: “The opinion opens new vistas for
antitrust analysis of hospital mergers by crediting the nonprofit
status of the merged hospital and the parties’ prospective com-
mitments as a basis for overcoming the presumption of illegal-
ity.”145 Our review suggests that this is an experiment in substitut-
ing self-regulation for competition that should not be repeated.
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APPENDIX

Efficiencies: Expense Reductions

itrust

Category Item Savings
Expense Reductions
Consultants $2,200,000
Physician Contracts
and Stipends $1,300,000
Prégram Consolidations $1,550,000
Bond Refinancing $350,000
Dues, Affiliations, Network $720,000
Travel, Telephone, Misc. $860,000
Advertising $270,000
Recognition Gala/Dinner $400,000
Catering $200,000
P.H. Medicaid Costs $1,000,000
Med+ Centers $1,000,000
Continuing Care Group $300,000
Ask-A-Nurse $500,000
Supplies/Services/Contracts $950,000
Other-Various Items $1,400,000
Workforce Changes
Management
Consolidation, 97-98 $3,000,000
V.N.A., 97-98 $1,100,000
Senior Management
Restructuring, early 99 $1,000,000
Priority Health $2,000,000
Hospital Payroll Salary
Reduction (Hosp. staff, exec.
mgmt. & dir., physicians) $8,000,000
Cancel FY’99 ICP Program $900,000
Total: $29,000,000
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