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The inpatient hospital market in the United
States was transformed by a wave of hospital
consolidation* during the 1990s, which wit-
nessed more than 900 mergers and acquisi-
tions. Many cities came to be dominated by two
or three large hospital systems, and by 2003
almost 90 percent of Americans in metropolitan
areas faced a “highly concentrated” hospital
market, according to U.S. antitrust standards.

This wave of consolidation attracted the
attention of U.S. antitrust enforcers, health in-
surers and the academic and health policy com-
munities who were concerned about changes in
market power and potential impacts on compe-
tition. The Federal Trade Commission (FTC) and
Department of Justice (DOJ) held extensive
hearings on health care competition in 2003
and issued a major report.! More recently, health
reform discussions have sparked renewed inter-
est in the competitiveness of health care mar-
kets, and the FTC and DQOJ are revisiting their
long-standing guidelines for horizontal mergers.

In this essay, | describe the hospital con-
solidation wave and synthesize the evidence
on how consolidation affects the price, qual-
ity and cost of hospital care.?

A Closer Look at the Consolidation Wave

After the 1990s consolidation wave, prices and
the pace of spending for hospital care rose
markedly (Figure 1). Whereas hospital prices to
private payers rose by a total of 20 percent
nationally between 1994 and 2001, they
increased by 42 percent between 2001 and
2008. Real per-capita spending on hospital care
also spiked dramatically, moving from an aver-
age annual increase of only 0.4 percent between
1993 and 2000 to average increases of 3.8 per-
cent per year between 2000 and 20073
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/Figure 1. Trends in Hospital Consolidation and Pricing, 199-2008
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Sources: Hospital deals are the number of publicly announced mergers and acquisitions, as reported by Irving Levine
Associates, http://www.levinassociates.com/. Hospital price index is from the Bureau of Labor Statistic's Series 62211A6,

\“General Medical and Surgical Hospitals, All Payers Other than Medicare and Medicaid.” http://data.bls.gov/

Hospital prices are notoriously difficult to
measure because of variation in the types of
patients treated and the sources of payment.
Detailed data collected by California, however,
make it possible to calculate prices specifically
for private payers after adjusting extensively for
patient case mix. A recent study using these
data found that hospital prices to private payers
in California fell from $10,800 per discharge in
1992 to $8,500 in 1999 — a more than 20
percent decline during this period of tightly
managed care. After that, as hospitals consoli-
dated and the impact of managed care waned,
prices to private payers increased rapidly, near-
ly doubling to $15,600 per discharge by 2006.
These price increases were highest in markets
with a small number of dominant hospitals.*

The hospital consolidation wave followed
closely on the heels of the rapid rise of man-
aged care and is widely believed to be a

response to financial pressures hospitals
were feeling as both the demand and prices
for inpatient services fell under managed
care. The empirical literature studying the
causal link between managed care and con-
solidations is, however, inconclusive.

Consolidation Raises Hospital Prices

A large academic literature examines the effects
of consolidation on hospital prices. These stud-
ies generally employ one of three different
research approaches. With only a few excep-
tions, results consistently demonstrate that hos-
pital consolidations result in higher prices for
hospital services. The magnitude of price
increase varies by methodology and by the
characteristics of the markets under study, rang-
ing from low-end estimates of 5 percent price
hikes to increases of more than 50 percent.

* In a facilities consolidation, two hospitals come to be owned by the same firm and merge their hospital licenses, effectively becoming one hospital. In an ownership or system
expansion consolidation, hospitals come under the ownership of the same hospital system but maintain separate licenses and operations. Finally, in a network expansion, hospi-
tals agree to cooperate in some functions without joining ownership. Most interest has focused on the first two types of consolidation, and | follow that practice.
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In the event study technique, hospital
prices from before and after a merger are com-
pared. Ideally comparison data from the same
period are included for “control” hospitals not
experiencing a merger. On balance, findings
from the large body of research using this
approach show that hospital consolidation
results in price increases of 10 to 20 percent.
Price effects tend to be larger in studies using
more recent data and when consolidating hos-
pitals are located near one another.

Another popular methodology is the struc-
ture-conduct-performance design, which com-
pares hospital prices in markets with few com-
petitors and those with many. To measure the
potential effect of a merger that causes a mar-
ket to move from, say, five hospital systems to
four, one compares prices in markets of these
sizes (adjusting for differences in costs,
demand, etc). The studies in this vein that
employ the strongest methods find, on average,
that a consolidation from five to four hospital
systems raises prices by around 5 percent.
However, due to difficulties in defining markets,
measuring prices, and controlling for important
differences between markets, these studies
probably under-estimate merger effects.

The newest method of assessing merger
effects is the simulation study. Researchers
first use data on hospital markets to estimate
a model of hospital competition, then simu-
late the price effects of hypothetical hospital
mergers. While much more data intensive
and computationally difficult, these studies
can better account for differences in the geo-
graphic distribution of patients and hospitals,
payer mix, patient case mix, and hospital
costs. Representative findings from this liter-
ature include predictions of price increases of
more than 5 to 10 percent from hospital
mergers in Los Angeles and San Diego —
both areas with large numbers of hospitals
and believed to be fairly competitive, and a
prediction that a change from three to two
hospitals in San Luis Obispo would increase
hospital prices by more than 50 percent.

Evidence on Quality Impact is Mixed

Hospital consolidation could affect quality in
several ways. If hospitals compete on quality
(say via referral effects mediated by physician
knowledge of hospital quality), consolidation
might reduce quality by decreasing competi-
tion. On the other hand, if consolidation
increases prices and margins, then it also
increases the incentive to compete on quality.
Finally, hospital consolidation may achieve
higher procedure volume per hospital, and

many studies have shown that higher vol-
umes are associated with better outcomes.

Most of the growing body of research on
hospital consolidation and quality uses either
the structure-conduct-performance or event
study paradigms described above. Quality is
typically measured using case mix-adjusted
mortality for particular procedures, the AHRQ
patient safety indicators, in-hospital complica-
tions, or adverse events after surgery.

Perhaps unsurprisingly given the ambiguous
predictions, the research here is mixed. Studies
have found that consolidation has no effect on
quality, that it improves quality and that it
reduces quality. On balance, the studies per-
formed on the Medicare population and those
with the strongest methods tend to find that hos-
pital consolidation lowers quality modestly.

Small Reductions in Hospital Costs

Consolidating hospitals could achieve cost sav-
ings by realizing scale economies, reducing
excess capacity, eliminating wasteful duplica-
tion, and curtailing excessive investments in
new services and equipment. An extensive liter-
ature has used cross-sectional comparisons of
hospitals of varying sizes to investigate whether
larger hospitals achieve lower costs per patient
after adjusting for case mix. Results have been
mixed. Older studies suggest that hospitals see
their average costs fall as size increases up to
about 200 beds, while some, but not all, recent
studies find scale economies for even larger
hospitals. Event studies, which compare costs
or rates of cost growth before and after consoli-
dation, have yielded more uniform results but
have often been limited by their inability to find
appropriate comparison hospitals. Overall,
these studies suggest that hospitals involved in
consolidation see modest cost savings or slow-
er cost growth afterward. One of the best such
studies also demonstrated that savings are
enhanced if the hospitals consolidate their facil-
ities and services under a single license.

Lessons for the Future

The weight of the empirical evidence indicates
that hospital prices generally increase following
consolidation in the hospital market, some-
times by very significant amounts. Although
merging hospitals can achieve savings in the
cost of producing their services, most evidence
indicates that these savings are modest and are
not passed on to payers and consumers in the
form of lower prices. While each hospital merg-
er is unique, on balance the evidence suggests
that hospital consolidation often enhances hos-

pitals’ negotiating positions with insurers,
enabling them to raise prices. Furthermore,
although the evidence is far from conclusive, it
is hard to demonstrate that consolidation has a
consistently positive impact on quality of care.
In the Medicare market, hospital consolidation
seems to lead to lower quality, at least for eas-
ily measured quality indicators.

Despite the massive wave of hospital con-
solidation in the 1990s, most markets in the
U.S. still have several hospitals, so competition
has not been extinguished. Merger and acquisi-
tion activity in many industries occurs in waves,
reflecting changes in technology, demand, regu-
lation and capital market liquidity. Given the
likelihood of future regulatory and payment
changes as part of health reform, coupled with
the constant march of health care technology,
another hospital merger wave at some point
seems likely. Indeed, recent data show an
uptick in the number of hospitals involved in
mergers since 2003.°

The government’s future approach to
antitrust policy in health care markets is at this
time unknown. The FTC and DOJ are now solic-
iting public comment in advance of upcoming
meetings to discuss revisions to their horizontal
merger guidelines. Their wide ranging inquiries
cover topics such as whether merging firms will
be able to engage in anti-competitive behavior
unilaterally, the impact of having large buyers in
the market, and the competitive effects in mar-
kets where prices are negotiated.® Clearly this
on-going discussion bears watching. [ |
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