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It is an incredible privilege to edit Hospitals & Health Care Organizations:
Management Strategies, Operational Techniques, Tools, Templates, and Case
Studies. One of the most rewarding aspects of my career has been the personal
and professional growth acquired from interacting with protean professionals
of all stripes. The mutual sharing and exchange of practice-management
ideas stimulate the mind and fosters advancement at many levels.

Creating this text was a significant effort that involved all members of our
firm. Over the past year, we interfaced with numerous outside private and
public companies—as well as the Internet blogosphere—to discuss its
contents. Although impossible to list every person or company that played
a role in its production, there are several people we wish to thank for their
support and encouragement: Kristine Mednansky—Senior Editor, Business
Improvement (Health Care Management); Karen Sober—Editorial Assistant,
and Richard O’Hanley—Acquiring Editor, all of Taylor & Francis Group.
Any accolades are because of them. All other defects are my own.

Of course, this text would not have been possible without the support of our
Sfamilies, whose daily advocacy encouraged all of us to completion. It is also
dedicated to our clients and contributing authors, who crashed the development
life cycle in order to produce time-sensitive material in an expedient manner.
The satisfaction we enjoyed from working with them is immeasurable.

David Edward Marcinko
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Foreword

In the business of medicine, there are three ways to increase revenue: (1) charge more, (2) do more,
and/or (3) do the work more efficiently. In the current health care market where reimbursements
are decreasing in the face of increasing expenses, a systemized approach is needed to maximize
revenue to remain viable in the current health care arena.

In their new book, Hospitals & Health Care Organizations: Management Strategies, Operational
Techniques, Tools, Templates, and Case Studies, Dr. David Edward Marcinko and Professor
Hope Rachel Hetico bring their vast health care experience along with additional national experts
to provide a health care model-based framework to allow health care professionals to utilize the
checklists and templates to evaluate their own systems, recognize where the weak links in the
system are, and, by applying the well-illustrated principles, improve the efficiency of the system
without sacrificing quality patient care.

I first became aware of Dr. Marcinko while doing research for the master’s thesis in my post-
graduate LLM program following graduation from law school. The topic of my thesis was the
anatomy and psychology of physician investments. There was no shortage of literature about the
psychology of investing. However, health care professionals in general and physicians in particular
are more unique in the psychological forces that guide their investing. Dr. Marcinko’s previous
book, Financial Planning Handbook for Physicians and Advisors, provided the foundation of phy-
sician investing allowing me to add to the discussion by bringing the academic ivory tower discus-
sion into the everyday clinical environment of the physician. Since that time, I have benefited from
his websites, our correspondences, and our telephone conversations.

As nothing in a health care system is isolated unto itself, because everything is codependent
upon a number of other departments in the system, maximizing efficiency across departments and
among different types of health care workers may prove to be a task to which many have been called
but at which few have succeeded. If the number of assets, such as hospital beds, operating rooms,
and ICU suites, are fixed, then these units must be maximized by working more efficiently to allow
these fixed assets to be utilized more within a calendar period, thus resulting in increased revenue
generation.

My wife and I recently experienced a health care delivery system that could have been detailed
as a case history in this book. She had a total knee arthroplasty done by the doctor’s doctor in joint
replacement in Florida. This physician does 1000 total joints a year, operating only 3 days a week.
Doing the math, you can see he does, on average, 6 or more joints a day, 3 days a week, 52 weeks a
year. The procedures take, on average, about 2 hours; his patients are up walking within 1 hour of
arriving from the recovery room and spend two to three nights in the hospital. The surgeon makes
rounds every morning at 5:00 a.m. with the head nurse, the head of physical therapy, the discharge
planner, and his physician assistant to ensure that everything is done to maximize the patient’s
recovery while utilizing the hospital’s resources efficiently. With an average surgeon’s fee of $4550
per procedure, the billable yearly income for the surgeon is $4,550,000.00. Using a conservative
multiplier for hospital billing of 10, the billable income for the hospital is $45,550,000.00. The list
could go on about how the hospital and surgeon have combined their efforts to effectively deliver
quality medical care while efficiently utilizing resources to maximize revenue.

As detailed in the book, a system like this could not have occurred overnight. You cannot just
look at a single department in a hospital and expect that its maximization will deliver a similar sys-
tem to the above example. Instead, you must look at every department with which the patient will
come into contact, either directly or indirectly, and make sure to identify any processes that may
delay, deter, or bottleneck the overall delivery system.



X Foreword

Hospitals & Health Care Organizations: Management Strategies, Operational Techniques,
Tools, Templates, and Case Studies is divided into three sections: (I) Managerial Fundamentals,
(IT) Policy and Procedures, and (III) Strategies and Executions. From these essential topics come
direction and guidance through the use and application of practical health care—centered discus-
sions, templates, checklists, and clinical examples to provide the framework for building a clinically
efficient system.

The health care delivery system is not an assembly line, but with persistence and time following
the established guidelines offered in this book, quality patient care can be delivered efficiently and
affordably while maintaining the financial viability of institutions and practices.

James Winston Phillips, MD, MBA, JD, LLM
Post Office Box #600284

St. Johns, FL 32260-0284

Ph: (904) 613-3062

http://theothermedicaleducation.com



Preface

Our book, Hospitals & Health Care Organizations: Management Strategies, Operational
Techniques, Tools, Templates, and Case Studies, will shape the organizational, management, and
operational landscape by following four important principles.

First, we have assembled a world-class editorial advisory board and independent team of con-
tributors and reviewers and asked them to draw on their experiences in operations, leadership, and
lean managerial decision-making in the health care industrial complex. Like many readers, each
struggles mightily with decreasing revenues, increasing costs, and high consumer expectations in
today’s competitive health care marketplace. Moreover, their practical experience and applied oper-
ating vision are a source of objective information, informed opinion, and crucial information to all
working in this field.

Second, our writing style allows us to condense a great deal of information into the book. We
integrate prose, managerial applications, and regulatory policies and perspectives with real-world
case studies, models, checklists, and reports, as well as charts, tables, and diagrams. The result is
an integrated oeuvre of lean management and operation strategies vital to all health care facility
administrators, comptrollers, physician executives, and consulting business advisors.

Third, as editors, we prefer engaged readers who demand compelling content. According to
conventional wisdom, printed texts like this one should be a relic of the past, from an era before
instant messaging and high-speed connectivity. Our experience shows just the opposite. Applied
health care management and administration literature has grown exponentially in the past decade,
and the plethora of Internet information makes updates that sort through the clutter and provide
strategic analysis all the more valuable. Oh, it should provide some personality and wit, too! Do not
forget: beneath the management theory and case models are patients, colleagues, and investors who
depend on you.

Finally, it is important to note that this book will not review ideas on industrial production line
management (e.g., the Toyota experience), as is the usual case in older texts like this. Why? Health
care delivery is a professional service and not a production assembly line, sans durable medical
equipment, etc. Proper leadership and culture are implied in modern health care management, and
we present case models and studies directly from the health care space and not by indirect example
from the automotive, shipping, textile, or other manufacturing industries. Health care operations
and management are our core and only focus.

Therefore, rest assured that Hospitals & Health Care Organizations: Management Strategies,
Operational Techniques, Tools, Templates, and Case Studies will become an important book for
the advancement of the working knowledge and the dissemination of management information,
operations, and best strategic practices in our field. In the years ahead, we trust that these principles
will enhance utility and add value to your work. Most importantly, we hope to increase your return
on investment.

If you have any comments or would like to contribute material or suggest topics for future edi-
tions, please contact me.

Professor Hope Rachel Hetico
Managing Editor

Xi



xii Preface

TARGET MARKET AND IDEAL READER
This book should be in the hands of all:

» Chief executive officers, chief operating officers, chief technology officers, and vice presi-
dents from every type of hospital and health care organization including public, federal, state,
Veteran’s Administration, and Indian Health Services hospitals; district, rural, long-term
care, and community hospitals; specialty, children’s, and rehabilitation hospitals; diagnostic
imaging centers and laboratories; private, religion-sponsored, and psychiatric institutions

* Physician hospital organizations (PHOs), management services organizations (MSOs),
regional extension centers (RECs), independent practice associations (IPAs), accountable
care organizations (ACOs), regional health information exchanges (RHIEs), group prac-
tices without walls (GPWWs), integrated delivery systems (IDSs), medical homes (MHs)
and their administrators, and all health care organization managers, health attorneys, exec-
utives, consultants, and their strategic advisors

* Ambulatory care centers, hospices, and outpatient clinics; skilled nursing facilities, integrated
networks, and group practices; academic medical centers, nurses, and physician executives;
business schools and health administration students, and all economic decision-makers and
directors of allopathic, dental, podiatric, and osteopathic health care organizations

Collectively known as emerging and mature health care organizations (EMHOs) because of the
merger, acquisition, and consolidation fervor in the industry today, readers from all these entities
should use this textbook in the following way:

First, read Chapter 1 for a good content overview and browse through the entire book. Next,
slowly read those parts or chapters that are of specific interest to your professional efforts. Then,
extrapolate portions that can be implemented in specific strategies helpful to your health care set-
ting. Finally, use it as an actionable reference text to return to time and again ... . Learn and enjoy.

ABOUT THE INSTITUTE OF MEDICAL BUSINESS ADVISORS, INC.

iMBA, Inc. is a leading practice-management, economics, and medical valuation consulting firm
and focused provider of textbooks, CD-ROMs, handbooks, templates, tools, dictionaries, and on-
site and distance education for the health care administration, financial management, and policy
domains. The firm also serves as a national resource center and referral alliance providing financial
stability and managerial peace-of-mind to struggling physician clients. As competition increases,
iMBA, Inc. is positioned to meet the collaborative needs of medical colleagues and institutional
clients, today and well into the disruptive Health 2.0 participatory future.

CORPORATE SUBSIDIARIES

Adpvisors: www.CertifledMedicalPlanner.org

Blog: www.MedicalExecutivePost.com

Dictionaries: www.SpringerPub.com/Search/Marcinko
Management: www.BusinessofMedicalPractice.com
Physicians: www.MedicalBusinessAdvisors.com



Disclaimer

This publication is designed to provide information in regard to the subject matter covered. It is not
intended to constitute business, insurance, financial, technological, legal, accounting, or managerial
advice. It is sold with the understanding that the editors, authors, and publishers are not engaged in
these or other professional services. Examples are generally descriptive and do not purport to be
accurate in every regard. The health economics, organization, and strategic management space is
evolving rapidly, and all information should be considered time sensitive. If advice or other assis-
tance is required, the services of a competent professional person should be sought.
Modified from a Declaration of Principles jointly adopted by:

¢ Committee of the American Bar Association
¢ Committee of Publishers and Associations

FAIR USE NOTICE

Hospitals & Health Care Organizations: Management Strategies, Operational Techniques, Tools,
Templates, and Case Studies contains URLs, blog snippets, links, and brief excerpts of material
obtained from the Internet or public domain, the use of which has not always been specifically
authorized by the copyright owner. We are making such material available to advance the under-
standing of related issues and for the general purpose of reporting and educating. We believe that
this constitutes a ‘fair use’ of any copyrighted material as provided by section 107 of U.S. Copyright
Law. In accordance with Title 17 U.S.C. Section 107, the material is distributed to those who have
expressed an interest in text purchase. Moreover, all register, trade, service, and copyright marks
are the intangible intellectual property assets of their respective owners. Mention of any specific
product, service, Website domain, or company does not constitute endorsement. No compensation
was obtained for including same.

ABOUT INTERNET CITATIONS

Hospitals & Health Care Organizations: Management Strategies, Operational Techniques, Tools,
Templates, and Case Studies makes use of “Uniform Resource Locators”—URLs—to direct sub-
scribers to useful Internet sites with additional references. However, host entities frequently reor-
ganize and update sites; therefore, URLs can change rapidly. Citations for this text are, therefore,
“live” when published, but we cannot guarantee how long they will remain so, despite our best
efforts to keep them current.

Although sponsored by the Institute of Medical Business Advisors, Inc., we maintain an arm’s-
length relationship with the independent authors and firms who carried out research and prepared
the book. The goal of iMBA, Inc. is to be unbiased to the extent possible and to promote protean
professional perspectives and opinions.
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Editors

Dr. David Edward Marcinko, editor-in-chief, is a health care
economist, managerial and technology futurist, and former board-
certified surgeon from Temple University in Philadelphia. In the
past, he has edited seven practice-management books, three medi-
cal texts in two languages, five financial planning books, dozens
of interactive CD-ROMs, and three comprehensive administra-
tive dictionaries for physicians, accountants, attorneys, medi-
cal management consultants, and health care business advisors.
Internationally recognized for his work, he provides litigation
support and expert witness testimony in state and federal courts,
and has clinical publications archived in the Library of Congress
and the Library of Medicine at the National Institutes of Health.
His thoughtful leadership essays have been cited in journals such
as Managed Care Executives, Healthcare Informatics, Medical
Interface, Plastic Surgery Products, Teaching and Learning in
Medicine, Orthodontics Today, Chiropractic Products, Journal
of the American Medical Association, Podiatry Today, Investment Advisor Magazine, Registered
Representative, Financial Advisor Magazine, CFP Biz (Journal of Financial Planning), Journal of
the American Medical Association (JAMA.ama-assn.org), The Business Journal for Physicians, and
Physician’s Money Digest; by companies and professional organizations such as the Medical Group
Management Association (MGMA), American College of Medical Practice Executives (ACMPE),
American College of Physician Executives (ACPE), American College of Emergency Room Physicians
(ACEP), Health Care Management Associates (HMA), and PhysiciansPractice.com; and by aca-
demic institutions such as the UCLA School of Medicine, Northern University College of Business,
Creighton University, Medical College of Wisconsin, University of North Texas Health Science Center,
Washington University School of Medicine, Emory University School of Medicine, and the Goizueta
School of Business at Emory University, University of Pennsylvania Medical and Dental Libraries,
Southern Illinois College of Medicine, University at Buffalo Health Sciences Library, University of
Michigan Dental Library, and the University of Medicine and Dentistry of New Jersey, among many
others. Dr. Marcinko also has numerous primary and secondary editorial and reviewing roles to his
credit.

Dr. Marcinko received his undergraduate degree from Loyola University, Maryland, completed
his internship and residency at Atlanta Hospital and Medical Center, is a Fellow of the American
College of Foot and Ankle Surgeons, and earned his business degree from the Keller Graduate School
of Management, Chicago, and his financial planning diploma from Oglethorpe University, Atlanta.
He was a licensee of the Certified Financial Planner Board of Standards, Denver for a decade and
holds the Certified Medical Planner designation (CMP). He earned Series #7 (general securities),
Series #63 (uniform securities state law), and Series #65 (investment advisory) licenses from the
National Association of Securities Dealers (NASD) and a life, health, disability, variable annuity,
and property-casualty license from the State of Georgia. Dr. Marcinko was also a cofounder of an
ambulatory surgery center that was sold to a public company and has been a Certified Professional in
Healthcare Quality (CPHQ); a certified American Board of Quality Assurance and Utilization Review
Physician (ABQAURP); a medical-staff vice president of a general hospital; an assistant residency
director; the founder of a computer-based testing firm for doctors; and the president of a regional phy-
sician practice-management corporation in the Midwest. He was a member of the American Health
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Information Management Association (AHIMA) and the Healthcare Information and Management
Systems Society (HIMSS); a member of the Microsoft Professional Accountant’s Network (MPAN); a
website engineer and beta tester for Microsoft Office Live Essentials program and a Microsoft Health
User’s Group (MS-HUG) member; and a registered member of the U.S. Microsoft Partners Program
(MPP). Moreover, as the president of a privately held physician practice-management corporation in
1998, he consolidated 95 solo medical practices with $50 million in revenues.

Currently, Dr. Marcinko is the chief executive officer for the Institute of Medical Business
Advisors (MBA), Inc. The firm is headquartered in Atlanta, Georgia, and works with a diverse list
of individual and corporate clients. It sponsors the professional Certified Medical Planner (CMP)
charter designation program and counsels maverick physicians, health managers, and financial
advisors transitioning to niche health care advisory careers. As a nationally recognized educational
resource center and referral alliance, the MBA Institute and its network of independent profession-
als provide solutions and managerial peace-of-mind to physicians, health care organizations, and
their consulting business advisors. A favorite on the lecture circuit, Dr. Marcinko is often quoted in
the media and frequently speaks on related topics throughout this country and Europe in an enter-
taining and witty fashion. He is also a social media pioneer and publisher of the Medical Executive
Post, an influential syndicated Health 2.0 interactive blog forum. Dr. Marcinko is available to col-
leagues, clients, and the press at his corporate office in Atlanta.

Hope Rachel Hetico, managing editor, received her nursing degree
(RN) from Valpariso University and her Master of Science in health-
care administration (MSHA) from the University of St. Francis, in
Joliette, Illinois. She has served as both a managing editor and a con-
tributing author for a dozen major textbooks and is a nationally known
expert in managed medical care, medical reimbursement, case man-
agement, health insurance, security and risk management, utilization
review, National Association of Healthcare Quality (NAHQ), Health
Education Data Information Set (HEDIS), and Joint Commission on
Accreditation of Healthcare Organizations (JCAHO) rules and qual-
ity compliance regulations.

Prior to joining the Institute of Medical Business Advisors as
chief operating officer, Ms. Hetico was a hospital executive, financial
advisor, insurance agent, Certified Professional in Healthcare Quality (CPHQ), and distinguished
visiting assistant professor of health care administration for the University of Phoenix Graduate
School of Business and Management in Atlanta. She was also the national corporate director for
medical quality improvement at Abbey, and then Apria Healthcare, a public company in Costa
Mesa, California.

A devotee of health information technology and heutagogy, Ms. Hetico was also responsible for
leading the website www.CertifiedMedicalPlanner.org to the top of the exploding adult educational
marketplace, expanding the online and on-ground CMP charter designation program, and nurturing
the company’s rapidly growing list of medical colleagues and financial services industry clients.

Professor Hetico recently completed a project for Resurrection Health Care in Chicago, and is
currently at Saint Joseph’s Hospital in Atlanta, Georgia.

Mackenzie H. Marcinko, project manager, is a linguistic intern from the Marist School, Atlanta,
Georgia.
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the author of five nationally published books and numerous chapters in legal and financial treatises.
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INTRODUCTION

Since the middle of the 1980s, hospitals and other health care organizations have operated in an
extremely competitive environment. During this period, hospitals have been under increasing pres-
sure to improve quality and reduce costs. Furthermore, health care has come to be viewed as less
of a human service and more of a commercial service, especially as new trends open up different
approaches to medicine in 2012 and beyond.

In responding to this dynamic situation, health care managers have adopted management tech-
niques from other industries in an effort to improve quality and reduce costs. Perhaps this transfer
of ideas is most apparent in the functional area of operations management that traditionally deals
with facility location, capacity, supply chain management, inventory systems, scheduling, layout,
and quality management.

This chapter examines the leading trends, and then reviews some of the most promising avenues
for improving hospital operations, including data management, process management, and develop-
ment of human resources. It also highlights the importance of noneconomic performance measures.
This chapter serves as an overview of this book and concludes with a discussion of strategic plan-
ning and leadership.

Our goal is to present emerging managerial concepts and trends that show how hospitals and
health care organizations can use operations management to improve their competitiveness by exhib-
iting greater flexibility and higher quality, and as a result achieve better performance and outcomes.

COMPETITIVE BUSINESS MODELS, TRENDS, AND HEALTH CARE POLICIES

Several trends are affecting the health care industry, and these trends are, in turn, having an impact
on financial performance. The ability of the industry to respond to these trends is determined by
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willingness to adapt, ability to retrain, and overall flexibility. Central, of course, is the level of lead-
ership in making the changes.

First, this chapter examines the trends, and then gives an overview of the way health care manag-
ers are responding to these trends.

PatieNT-Focusep HEeaLTH CARE

One competitive trend is patient-focused and holistic health care, which centers on patient needs and
attempts to humanize patient care. Patient-focused health care therefore incorporates the following
components:

1. Patient education

2. Active participation of the patient
3. Involvement of the family

4. Nutrition

5. Art

6. Music

These are thought to improve patient outcomes. Furthermore, some think that patients will ben-
efit from learning how to cope with health care processes before they enter into those processes
and that this knowledge will result in better outcomes. An example of this would be classes to
prepare couples for childbirth. These classes teach prospective parents the different stages of labor
and strategies for dealing with the challenges associated with each stage. They cover options for
pain management such as breathing and relaxation techniques and/or analgesics. The classes also
provide education about clinical options such as induced labor and cesarian sections, and they cover
practical issues such as what to wear and what kind of car seat to buy to transport the newborn
home. We know from personal experience that this type of education is enormously beneficial in
reducing stress and improving the decision-making ability of patients who are involved in health
care processes.

As a result of this movement, some health care organizations have tried to reengineer the pro-
cesses by which care is delivered in order to make it more patient focused. This is accomplished, in
large part, by bringing the therapy to the patient rather than bringing the patient to the therapy. For
example, storing more supplies and equipment in the patient’s hospital room means that more ser-
vices can be performed in the room. Obviously, this trend has significant implications for the opera-
tions management function in health care organizations in the areas of layout and human resources
management. Supplies and equipment may be arranged differently to facilitate patient-focused care.
Considerable staffing changes and cross-training may be in order to provide this type of service.
Changes in facility layout to implement patient-focused care and reduce nonproductive movement of
patients and personnel should be considered, especially when a facility is contemplating expansion
or renovation of facilities.

IMPLEMENTATION OF THE DErFiciT REDUCTION ACT

The Deficit Reduction Act (DRA), S. 1932, was signed by President George W. Bush on February
8, 2006, and became Public Law No. 109-171. Implementation of the act included these provisions:

Subtitle A—Provisions Relating to Medicare Part A
1. Hospital quality improvement (Section 5001)
2. Improvements to Medicare-dependent hospital (MDH) programs (Section 5003)
3. Reduction in payments to skilled nursing facilities (SNFs; Section 5004)
4. Phase-in of inpatient rehabilitation facility classification criteria (Section 5005)
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5. Development of a strategic plan regarding investment in specialty hospitals (Section
50006)
6. Demonstration projects to permit gain-sharing arrangements (Section 5007)
7. Post-acute care payment reform demonstration programs (Section 5008)
Subtitle B—Provisions Relating to Medicare Part B
1. Title transfer of certain durable medical equipment (DME) to patients after a 13-month
rental (Section 5101)
2. Adjustments in payment for imaging services (Section 5102)
3. Limitations on payments for procedures in ambulatory surgical centers (ASCs;
Section 5103)
4. Minimum updates for physician services (Section 5104)
5. Three-year extension of hold-harmless provisions for small rural hospitals and sole
community hospitals (Section 5105)
6. Updates on composite rate components of basic case-mix adjusted prospective pay-
ment systems (PPSs) for dialysis services (Section 5106)
7. Accelerated implementation of income-related reductions in Part B premium subsidy
(Section 5111)
8. Medicare coverage of ultrasound screening for abdominal aortic aneurysms; National
Educational and Information Campaign (Section 5112)
9. Improvements to patient access and utilization of colorectal cancer screening under
Medicare (Section 5113)
10. Delivery of services at federally qualified health centers (FQHCs) (Section 5114)
11. Waiver of Part B Late Enrollment Penalty for certain international volunteers
(Section 5115)
Subtitle C—Provisions Relating to Parts A and B
1. Home health payments (Section 5201)
2. Revision of period for providing payment for claims that are not submitted electroni-
cally (Section 5202)
3. Timeframe for Part A and B payments (Section 5203)
4. Medicare Integrity Program (MIP) funding (Section 5204)
Subtitle D—Provisions Relating to Part C
1. Phase-out of risk adjustment budget neutrality in determining payments to Medicare
Advantage organizations (Section 5301)
2. Rural PACE Provider Grant Programs (Section 5302)

The goal of the Act was to save nearly $40 billion over 5 years from mandatory spending pro-
grams through slowing the growth in spending for Medicare and Medicaid.

IDENTIFICATION OF “NEVER EVENTS”

As part of the DRA and its ongoing effort to pay for better care, not just more services and higher
costs, the Centers for Medicare & Medicaid Services (CMS) is investigating ways to reduce or
eliminate the occurrence of “never events”—serious and costly errors in the provision of health care
services that should never happen. These events are characterized as

1. Unambiguous—clearly identifiable and measurable, and thus feasible to include in a
reporting system

2. Usually preventable—recognizing that some events are not always avoidable, given the
complexity of health care

3. Serious—resulting in death or loss of a body part, disability, or more than transient loss of
a body function
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4. Any of the following:

a.
b.
c.

Adverse
Indicative of a problem in a health care facility’s safety systems
Important for public credibility or public accountability

Examples of never events include

Surgical events:

1.

nk v

Produ
1.

2.

3.

Surgery performed on the wrong body part
Surgery performed on the wrong patient
Wrong surgical procedure on a patient
Retention of a foreign object after surgery or other procedure
Intraoperative or immediately postoperative death in a normal healthy patient (Class 1
American Society of Anesthesiologists)
ct or device events:
Death or disability associated with contaminated drugs, devices, or biologics provided
by the health care facility
Death or serious disability associated with a device used for functions other than the
intended treatment
Death or serious disability associated with intravascular air embolism

Patient protection events:

L.
2.

3.

Infant discharged to the wrong person

Death or serious disability associated with patient disappearance (elopement) for more
than 4 hours

Suicide or attempts resulting in serious disability

Care management events:

1.

6.
7.

Death or serious disability associated with a medication error (e.g., wrong drug, wrong
dose, wrong patient, wrong time, wrong rate, wrong preparation, or wrong route of
administration)

Death or serious disability associated with a hemolytic reaction due to the administra-
tion of ABO-incompatible blood or blood products

Maternal death or serious disability associated with labor or delivery on a low-risk
pregnancy

Death or serious disability associated with onset hypoglycemia

Death or serious disability (kernicterus) associated with failure to identify and treat
hyperbilirubinemia in neonates

Stage 3 or 4 pressure ulcers acquired after admission

Death or serious disability due to spinal manipulative therapy

Environmental events:

L.
2.

3.
4,
5.
Crimi
1.

2.
3.

Death or serious disability associated with an electric shock
Any incident in which a line designated for oxygen or other gas contains the wrong gas
or is contaminated by toxic substances
Death or serious disability associated with a burn incurred from any source
Death associated with a fall
Death or serious disability associated with the use of restraints or bedrails
nal events:
Any instance of care ordered or provided by a person impersonating a physician, nurse,
pharmacist, or other medical personnel
Abduction of a patient of any age
Sexual assault
Death or significant injury from a physical assault
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While the exact number of never events is not known, they add significantly to Medicare hospital
payments, ranging from an average of an additional $700 per case to treat decubitus ulcers to $9000
per case to treat postoperative sepsis. Eighteen types of medical events may account for 2.4 million
extra hospital days, $9.3 billion in excess charges (for all payers), and 32,600 deaths. Thus, paying
for never events is not consistent with the goals of DRA or Medicare payment reform. Reducing
or eliminating payments for never events means more resources can be directed toward preventing
these events rather than paying more when they occur.

Legislatively, Minnesota and New Jersey mandate disclosure to the state and patients’ families.
Connecticut adopted a mix of state-specific reportable events for hospitals and outpatient surgical
facilities. An Illinois law passed in 2005 required hospitals and ASCs to report 24 never events
beginning in 2008. Several other states have considered or are currently considering never event
reporting laws.

PAY-FOR-PERFORMANCE INITIATIVES

The concept of pay-for-performance (P4P) is an unproven trend, according to the Congressional
Research Service, an arm of the Library of Congress. Initial studies suggest that PAP programs
might change performance on quality measures that are used for the basis of bonus payments.
Claims that PAP programs are cost saving in the long run are largely speculative, however, because
determining whether a certain health care practice produces good results usually requires con-
trolled studies rarely possible for a social policy. Moreover, physician pay is contingent on them
believing that goals are fair, measures appropriate, performance accurately tallied, and incentives
worthwhile.

HierARCHICAL CONDITION CATEGORY MANAGEMENT

Hierarchical Condition Category Management (HCCM) is an emerging health care management
trend designed to accurately reflect the health status of Medicare Advantage plan members and to
help them remain financially viable in Part D of the system. Because the Medicare risk adjustment
payment system uses clinical coding information to calculate risk premiums for Medicare Managed
Care Organizations (MMCOs), HCCM seems best to address the following:

1. CMS risk adjustment system

2. Strategic and financial implications for Medicare plans

3. The initiatives required to effectively manage care under a risk adjustment payment sys-
tem, and the key success factors associated with these initiatives

CoNSUMER-DIRecTED HEALTH CARE PLANS

Another trend is consumer-directed health care (CDH) as patients become more knowledgeable
consumers and more demanding about the quality of medical care they receive. Benefits managers
in particular are proponents of CDH. They argue that employers should focus on which plans cre-
ate the most value, go with quality, get employees to pay more, and move to a defined contribution
approach. The concept of CDH is being implemented in employer strategies to change participant
and provider strategies. This trend stimulates competition among providers based on both price and
quality and forces providers to offer more information about cost and quality. Providers who suc-
cessfully differentiate their strategies to respond to this trend may benefit financially.

CDH will have major ramifications for the operations management function in hospitals. In
order for hospitals to compete on both price and quality, they will need to develop greater flex-
ibility in order to differentiate their service offerings. Such flexibility is not likely to occur without
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sophisticated information systems that allow for data integration. Considerable staffing and training
changes may be in order to provide this type of service.

Perhaps the best example of a CDH plan (CDHP) is the Health (Medical) Savings Account
(HSA). An HSA is set up in conjunction with a traditional health insurance account, enabling the
employer or employee to contribute tax-deferred money into a savings account to be used at a later
time for a variety of health care costs.

1. 2012 HSA limits for contributions: The 2012 maximum annual amount that can be contrib-
uted to an HSA is $3100 for an individual, up $50 from $3050 in 2011.

2. 2012 HSA limits for family coverage: The 2012 maximum annual amount that can be con-
tributed to an HSA is $6250 for families, up $100 from $6150 in 2011.

3. 2012 HSA limits for catch-up contributions: Persons over age 55 are entitled to an addi-
tional annual catch-up contribution of $1000 in 2012—a number that remains unchanged
from 2011.

The money in an HSA is used to pay an employee’s deductible and co-pays as well as a number
of other health insurance costs not normally covered under traditional heath insurance plans. Other
benefits include the possibility of lower insurance premiums, additional fringe benefits without out-
of-pocket costs, and the transfer of unused money after age 59%2 for additional benefits. Employer
contributions cease once enough money is deferred to cover deductibles, thereby significantly
decreasing the annual HSA premium expenses.

TELEHEALTH AND MEDICARE

According to Richard S. Bakalar, MD, immediate past president of the American Telemedicine
Association, many physicians think that telehealth is a wave of the future for Medicare, but so far
the program has been slow to embrace technology. Congressional legislation in 1997 and 2000
largely established the telehealth component of Medicare, yet in 2006, the program spent only
$2 million on medical services conducted electronically out of more than $400 billion in total
spending. Remote patient visits, consultations, and other care can generate payment only if they
fall under a handful of Medicare payment codes approved for telehealth applications, while the
patient must be physically present with a health professional at the originating call site located
outside of a metropolitan area. Some types of facilities are not approved to get paid for these
services, and Medicare will only pay for home telehealth devices and care as part of an approved
pilot project. A major factor in Medicare’s cautious stance is concern that a large expansion would
strain the system’s finances by opening the doors for physicians and others to bill for a whole
host of costly and potentially unnecessary telehealth services. For further discussion, see www.
atmeda.org.

HospitaL, MebicAL CLINIC, AND PHYSICIAN PRICING TRANSPARENCY

In 2007, federal and state legislatures called for hospitals across the country to make their prices
“transparent.” The term was defined as the full, accurate, and timely disclosure of hospital charges
to consumers of health care, as well as the process employed to arrive at those fees. Moreover,
transparency does not merely involve publishing a list of prices and fees. Essentially, hospital chief
executive officers must be able to present their prices in a manner that is understandable to the gen-
eral public and they must be prepared to explain the rationale behind their charges.

Currently, at least 33 states have already proposed or passed legislation regarding publication of
hospital charges. For example, the average cost for a hip, knee, or ankle joint replacement is $38,443,
while a heart valve operation is $124,561 and a back fusion is $60,406. Torrance California-based
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Health Care Partners now notes on its Web site that it charges $15 for flu vaccines and $61 for a chest
X-ray, while a colonoscopy costs $424.

Such initiatives demonstrate increased industry competition and advancing patient empower-
ment with CDHPs.

EvIDENCE-BASED MEDICINE

The next trend in health care is evidence-based medicine (EBM) that offers the promise of improv-
ing the quality of clinical services. EBM may be defined as the use of any techniques from science,
engineering, and statistics (such as meta-analysis of medical literature, risk-benefit analysis, and
randomized controlled trials) in order to aim for the ideal that health care professionals should make
“conscientious, explicit, and judicious use of current best evidence” in everyday clinical practice.

Some argue that EBM is a trend that will prevail for the foreseeable future. In the past, standards
of care were often set by panels of experts. Today, however, there is a greater demand for empirical
evidence to establish the efficacy of clinical protocols. EBM can directly affect financial perfor-
mance because it facilitates the elimination of therapies that cannot be demonstrated to be effective.

EBM can reduce a hospital’s prescription drug costs. Evidence-based medicine may also affect
operations management if it shows that multiple approaches to treatment can be efficacious. Of
course, in order to accommodate different modalities of treatment, hospitals will need more sophis-
ticated information systems that allow for data integration.

EBM may also be used to support another trend—the development of alternative and comple-
mentary medicine.

Rise oF ReTAIlL MEDICINE AND CONVENIENT CARE CENTERS

The retail medicine movement is gaining traction as convenient care center popularity grows.
For example, CVS’s purchase of MinuteClinics, and Walgreen’s acquisition of Take Care Health
Systems responded to the need for accessible, affordable, and quality health care. Convenient care
centers, typically based in pharmacies and retail outlets, deliver basic needs to uninsured patients
and serve as a competitive test for private physicians, clinics, and hospitals. Office of Technology
Assessment studies by Hansen-Turton and Lin and O’Connell during the past two decades find the
quality of care delivered by nurse practitioners and physicians to be equivalent.

ALTERNATIVE AND COMPLEMENTARY MEDICINE

The term “alternative medicine” refers to alternatives to Western medicine, such as herbal medicine,
massage therapy, mind—body techniques, neurofeedback, nutritional therapy, chiropractic, Chinese
medicine, or acupuncture. The term “complementary medicine” refers to the use of alternative
medicine as supportive therapy in conjunction with traditional medicine. The use of alternative or
complementary medicine cannot be dismissed as a fad and is already accounting for a significant
volume of domestic health care business exceeding $22 billion per year. Complementary medicine
is being accepted as adjunctive therapy to treat allergies, anxiety, back pain, cluster headaches,
depression, digestive problems, sprains, and strains. More than 50 U.S. medical schools now teach
some sort of alternative medicine as part of their standard medical curriculum. Managed care orga-
nizations (MCOs), such as Oxford Health Plans in Norwalk, Connecticut, Health Care Plan in
Buffalo, New York, HealthEast in St. Paul, Minnesota, and Excellus BC/BS in Syracuse, New York
all have panels of nontraditional health care providers.

Once again, greater flexibility will be required in all aspects of operations management in health
care organizations to accommodate different modalities of treatment and thereby increase market
share and revenues.
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DEevELOPMENT OF SocIAL HEALTH MAINTENANCE ORGANIZATIONS

A social health maintenance organization (HMO) offers extended coverage for some of the unconven-
tional expenses associated with senior health care such as transportation and in-home day care not
covered by traditional managed insurance or managed care plans. Social HMOs are not to be confused
with the proliferation of “silent,” “faux,” or “mirror” HMOs, which are simply an intermediary attempt
to negotiate reimbursement fees downward by promising a higher volume of patients in exchange for
a discounted fee structure and pocketing the difference. According to the American Association of
Health Plans (AAHP), social HMOs provide coordinated services by uniting federal and state funds and
services to benefit the growing elderly domestic population. For further discussion, see www.aahp.org.

Use orF HospitaLists (HosPITAL-BAsED MEpicAL GROUPS)
AND ON-SITE MEDICAL GROUP STAFFING

The usual role of inpatient care in this country saw hospitalized patients cared for by their primary
care or admitting physician. Although this model has the advantage of continuity, and perhaps per-
sonalization, it often suffered because of the limited knowledge base of the physician, as well as
the physician’s lack of familiarity with the available internal and external resources of the hospital.
Furthermore, the limited time spent with each individual patient prevented the physician from becom-
ing the quality leader in this setting. These shortcomings have led hundreds of hospitals around the
country to turn to hospitalists as dedicated inpatient specialists. The National Association of Inpatient
Physicians (NAIP), which changed its name to Society of Hospital Medicine (SHM) in 2003, esti-
mates that this rapidly growing medical specialty could result in up to 60,000 hospitalists by 2013.

The term “hospitalist” was coined by Dr. Robert M. Wachter of the University of California at San
Francisco (personal communication). It denotes a specialist in inpatient medicine. At its center is the
concept of low-cost and comprehensive broad-based care in the hospital, hospice, or even extended care
setting. Well-designed, hospitalist programs can offer benefits beyond the often-cited inpatient efficien-
cies they bring (personal communication). For further discussion, see www.hospitalmedicine.org.

Similarly, a related competitive integration model is on-site medical staffing, or physician employee
affiliations (temporary to direct hire, direct placement, consulting, and on-site management) that rep-
resent an adjustment of the hospitalist concept. Benefits with this model include

1. Highly qualified applicants for all positions within the medical/health care environment

2. Reduction in direct costs with hourly rate charges for each employee-patient treated

3. Avoidance of physician employee fringe benefits, such as compensation for vacations,
holidays, personal or sick leaves, worker’s compensation, unemployment, Social Security,
FICA, state and local taxes, administrative costs, and other benefits

This redeployment of existing MDs into the workplace (factory, police station, office building)
or retail setting (Walmart, Intel Corp., Microsoft, IBM) is another exciting competitive challenge in
health care today. The keys to success are thoughtful implementation and a commitment to measure
the results of change and use the data to produce even more managerial innovation. For further
discussion, see www.onsitemedicalstaffing.com.

GRrowTH OF BouTiQUE (CONCIERGE) MEDICAL PRACTICES

The boutique or concierge medical practice business model requires an annual fee for personalized
treatment that includes amenities far beyond those offered in the typical practice or suggested by
physician medical unions. Patients pay annual out-of-pocket fees for top tier service, but also use
traditional health insurance to cover allowable expenses such as inpatient hospital stays, outpatient
diagnostics and care, and basic tests and physician exams. Typical annual fees can range from $1500
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to $5000 per patient, to family fees that top $25,000 a year or more. The concept, initially developed
for busy corporate executives, has now made its way to others desiring such service.

GOVERNMENT-ENABLED PATIENT “BOUNTY HUNTERS”

Under the Health Insurance Portability Accountability Act (HIPAA), the U.S. Department of Health
and Human Service (HHS) has operated an Incentive Program for Fraud and Abuse Information.
In this program, HHS pays $100 to $1000 to Medicare recipients who report abuse in the program.
To assist patients in spotting fraud, HHS has published examples of potential fraud, which include

1. Medical services not provided

2. Duplicated services or procedures

3. More expenses, services, or procedures claimed for than provided (upcoding/billing)
4. Misused Medicare cards and numbers

5. Medical telemarketing scams

6. Nonmedical necessity

There is no question that real fraud exists. The Office of the Inspector General of HHS saved
American taxpayers a record $32 billion in 2006, according to Inspector General Glenn A. Fine.
Savings were achieved through an intensive and continuing crackdown on waste, fraud, and abuse
in Medicare and over 300 other HHS programs. To discourage flagrant allegations, regulations
require that reported information directly contribute to monetary recovery for activities not already
under investigation. For the DRA in 2009, this includes the following:

1. Encouraging the enactment of state False Claims Acts (Section 6032)
2. Employee education about false claims recovery (Section 6033)

3. Medicaid Integrity Program (Section 6034)

4. Enhancing third party recovery (Section 6035)

Nevertheless, expect a further erosion of patient confidence as they begin to take a “bounty
hunter” view of health care providers.

PaTiENT-FOcUseD HEALTH INFORMATION TECHNOLOGY

Fortunately, advances in patient-focused information technology are making possible greater flexi-
bility in the delivery of health care services. For instance, telemedicine is facilitating remote delivery
of health care services from hospitals, as is Internet-based medical imagery. In addition, Microsoft
is starting its long-anticipated drive into the consumer health care market by offering free personal
health records on the Web. The move, called HealthVault, comes after 2 years spent building its
team, expertise, and technology, while managers have met with many potential partners including
hospitals, disease-prevention organizations, and health care companies. Organizations that have
signed up for HealthVault projects with Microsoft include the American Heart Association, Johnson
& Johnson LifeScan, New York-Presbyterian Hospital, the Mayo Clinic, and MedStar Health, a
network of seven hospitals in the Baltimore—Washington region. The company’s consumer health
offering includes a personal health record as well as an Internet search tailored for health queries,
under the name Microsoft HealthVault (see www.healthvault.com).

A similar initiative named Revolution Health was also started in 2007 by Steve Case of AOL
as an online assistant, advocate, and place to turn for reliable medical information. In midyear,
it acquired CarePages, a leading social network for health and emotional support. The initiative
provided invaluable emotional support for families when a loved one was hospitalized or receiving
care. However, it was aborted last year. The medical director of Revolution Health was Dr. Jeffery
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Gruen, MBA—a pioneer of information technology (IT)-driven health care consumerism (see
www.revolutionhealth.com).

THe “MebpicaL HoMe” CoONCEPT

As the nation works to reinvigorate primary care in 2012, much is riding on the medical home con-
cept. Some see it as an answer to a fragmented health care system that is not responsive to patients’
needs for coordinated, comprehensive care. Others have invested in it as a vehicle to improve both
the quality of care and control costs.

Basically, the medical home model allows more time with patients who really need to see a doc-
tor and helps remove the pattern of seeing a new patient every 15 minutes. Instead, physicians block
time to allow for several 30-minute appointments during the day for patients with complex cases. It
is these types of patients—such as those with multiple chronic diseases or noncompliant patients—
who can truly benefit from the extra time and are more vulnerable to having what has been called
a “medical misadventure.”

Medical homes and other practices have also moved toward team-based care where nurse clini-
cians, physician assistants, and other personnel with well-defined clinical skills can practice at the
top of their license. This allows physicians to utilize the training of their entire staff, instead of
trying to do it all, and focus on the care that only a licensed physician can provide (personal com-
munication, Robert Graham, MD).

AccOUNTABLE [HEALTH] CARE ORGANIZATIONS

An accountable health care organization (ACO) is a health system model with the ability to pro-
vide and manage patients in the continuum of care across different institutional settings, including
at least ambulatory (outpatient) and inpatient hospital care and possibly post-acute care in some
cases. Payment is consolidated rather than a la carte, and generally considered cost-effective and
“bundled.” Furthermore, ACOs have the capability of planning budgets and resources and are of
sufficient size to support comprehensive, valid, and reliable performance measurements. The ACO
model is one of the latest designs for managing health care costs and especially Medicare costs, and
is gaining traction among policymakers desperate to control costs and boost quality in health care.

PATIENT PROTECTION AND AFFORDABLE CARE ACT

March 2011 marked the first anniversary of the Patient Protection and Affordable Care Act (PP-ACA
or ACA), which was signed into law by President Barack Obama on March 22, 2010. Almost 2 years
into the new era of health care reform, it is clear that Americans remain divided in their views on
the ACA. Depending on the source, polls show the public remains confused about many aspects of
the law, with mixed support for several provisions and strong opposition to the individual mandate
and other parts of the ACA. However, with lawsuits challenging the constitutionality of the ACA,
governors and state legislators vowing to refuse funding to implement certain ACA programs, and
Congress poised to revise or repeal some or all of the law, opponents of the ACA are hopeful that
they will have the chance to go back to the drawing board to craft reform legislation more to their
liking, before full implementation in 2014. Meanwhile, supporters are pointing to widespread public
approval of many of the insurance reforms in the law and claiming that once the health exchanges
and other major components of the ACA take effect, public support will continue to grow.

PatieNT CHOICE AcT

Austin Frakt, PhD, of the Incidental Economist, opined that many of the policy attributes, mecha-
nisms, and challenges facing the ACA are similar to those of the Ryan—Rivlin Plan (also known as
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the Ryan—Coburn Plan). Ryan—Coburn was the Patient Choice Act (PCA) that was introduced into
the last Congress, and may be the most comprehensive Republican health reform proposal put into
bill form to date.

Recovery Asser CONTRACTOR PROGRAM

In 2008, under the beta version of the Recovery Asset Contractor (RAC) program, CMS paid audi-
tors a fee based on the amount of improper payments discovered. Hospital officials worried that
this “bounty hunter”” approach—the second for CMS after medical practice audits—creates a bias
in auditors to focus only on collecting government overpayments. Other hospitals point to a pilot
audit program in New York, Florida, South Carolina, and California, which found $357.2 million in
overpayments and just $14.3 million in underpayments. Medicare estimates its error rate at 3.9% in
2007, down from 9.8% in 2003, but still totaling $10.8 billion in improper payments. RAC auditors
were working in every state by 2010-2011.

AMERICAN RECOVERY AND REINVESTMENT ACT

On February 17, 2009, President Obama signed into law the American Recovery and Reinvestment
Act (ARRA). The 1100-page document, the most sweeping economic legislation in the history of the
United States, provides funding for health information technology initiatives for physicians, clinics,
hospitals, and health care organizations. At about $20 billion, there has never been such an investment
in health information technology (HIT) at one time. Some money will flow into the current calendar
year, some dollars will flow in subsequent years, and some funding will be available until spent.
According to Steve Lieber, President of the Health Information Management Systems Society
(HIMSS.org), these nine health care administration areas received HIT funding in 2009:

1. The Office of National Coordinator of HIT (ONCHIT) received $2 billion to fund HIT ini-
tiatives. Medicare and Medicaid funded HIT initiatives to physicians and hospitals begin-
ning in 2011.

2. $1.1 billion allocated to the Agency for Health Care Research and Quality (AHRQ) for
clinical practice effectiveness research.

3. The Indian Health Service (IHS) received unknown funding.

4. Construction funds to the Health Resources and Services Administration (HRSA) for com-
munity health centers.

5. $500 million allocated to the Social Security Administration (SSA) to upgrade HIT systems.

6. The Veterans Administration (VA) funded, in part, from the ARRA.

7. The Department of Agriculture received money for distance learning and broadband
health applications.

8. $4.7 billion to the National Telecommunications Administration (NTA) for telemedicine
diffusion.

Of course, time is of the essence if physicians and hospitals are to receive the full incentive pay-
ment for HIT adoption beginning in 2011. The monies are significant for physicians as full payment
between 2011 and 2015 will range between $44,000 and $75,000. For each year a physician is not in
the program, the incentive payments decline by 1% each year. The ultimate calculation of payments
to physicians is based on Medicare patient volume.

For doctors and hospitals, the incentive payment began at $2 million in 2011, with additional
payments based on Medicare volumes. The physician incentives stop in 2015. In 2015, there will
be penalties for providers not participating in the program. Thus, ARRA is not only an economic
stimulus bill, but an HIT stimulus bill for early adoption by medical providers.
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HealtH INFORMATION TecHNOLOGY FOR Economic AND CLiNicaL HEaLTH (HITECH) Act

According to some, ARRA provided an opportunity to transform health care in the United States by
providing $19 billion in HIT funding to ensure widespread adoption and use of interoperable HIT
systems. President Obama’s signing of the HITECH Act (a portion of the ARRA stimulus pack-
age) recognized the importance of HIT as the foundation for health care reform and cost savings.
However, to others, it may become an economic black hole with an estimated cost to physicians of
$35 to $75,000 each. Nevertheless, this initiative effectively launched the modern Health 2.0 and
Health 3.0 collaborative scenes.

Among other groups taking a related leap with personal health records (PHRs) are Microsoft and
Google. Both have launched products called personal health records in recent years. Both Microsoft’s
HealthVault and Google Health allow patients to store their own personal health histories online.
Like all of their other apps, both are free to consumers. Unfortunately, Google Health is now defunct.

NEw-WAVE MEDICAL SPECIALISTS

What drives new-wave medical specialists? The answer, of course, is the next generation of physi-
cians and their emerging new medical business and practice models, which include

1. Ambulists are doctors who travel locally and have no or only a sparse physical office pres-
ence of their own. They sporadically provide services that are additive to traditional prac-
tice models (e.g., an endocrinologist in a large family medical office with many diabetics).

2. In situ physicians regularly provide services that are complimentary to existing traditional
practice models (e.g., dentists or podiatrists in a medical practice).

3. Laborists are obstetricians who do not wish to be on call. First begun in Cape Cod and
other Massachusetts hospitals, such obstetricians work regular shifts for the sole purpose
of delivering babies.

4. Locum tenens doctors travel around the country as itinerants (e.g., cruise ships) as tempo-
rary substitutes for another of the same specialty.

5. Officists remain in their own physical practice, and rarely see patients in the hospital, nurs-
ing home, patient home, outpatient facility, or elsewhere.

6. Finally, dayhawk physicians mimic the nighthawk physician model where radiologists
in remote locations read films in the middle of the night as cash-strapped hospitals often
find it cheaper to outsource to vendor of choice and in doing so may also get better private
service in this country or overseas and more timely interpretations in many cases.

EMERGENCE OF COLLABORATIVE HEALTH 2.0

According to Susannah Fox, of the Pew Internet & American Life Project, more than half of the
entire adult population in the United States used the Internet to get involved in the 2008 political
process (pewinternet.org). Blogs, social networking sites, video clips, and plain old e-mail were all
used to gather and share political information by what Lee Rainie, Director of the Pew Internet &
American Life Project, dubbed a new “participatory class.” By 2010, this participatory class had
transitioned to reading medical blogs, listening to health care podcasts, updating their social network
profile, watching surgical videos, and posting comments. Technology is not an end, but a means to
accelerate the pace of discovery, widen social networks, and sharpen the questions someone might
ask when they do get to talk to a health professional. GenY and GenX Internet users are the most
likely groups to be turning up the network volume in health care, but no connected patient of any
age is going back in the box. Ever since the term Web 2.0 was first used in 2004, there has been an
inordinate amount of chatter about what it really is and its true impact. No one has really defined it
clearly, but we believe the Web evolution relative to health care essentially falls into two generations:
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HeaLtH 1.0

Health 1.0 is the traditional health care system. Information is communicated from a doctor (medical
practice or hospital) to patients (individuals or customers). This is the basic business-to-consumer
(B2C) Web site. The Internet became one big encyclopedia of information by aggregating informa-
tion silos and knowledge repositories. Doctors, clinics, and hospitals aggressively launched Web
sites for an Internet presence beyond their brick-and-mortar virtual establishments.

HeALtH 2.0

According to Matthew Holt of The Health Care Blog (THCB), Health 2.0 may be defined as

A rapidly developing and powerful new business approach in the health care industry that uses
the Web to collect, refine and share information. It is transforming how patients, professionals, and
organizations interact with each other and the larger health system. The foundation of health care
2.0 is information exchange plus technology. It employs user-generated content, social networks,
and decision support tools to address the problems of inaccessible, fragmentary, or unusable health
care information. Health care 2.0 connects users to new kinds of information, fundamentally chang-
ing the consumer experience (e.g., buying insurance or deciding on/managing treatment), clini-
cal decision-making (e.g., risk identification or use of best practices), and business processes (e.g.,
supply-chain management or business analytics).

Medical and related administrative information is communicated between clinic, practice, and
individual patients, and collaboratively between and among all involved individuals. Therefore, if
Health 1.0 was a book, Health 2.0 is a live discussion.

Micro MebpicAL PRACTICES

A micro medical practice is a low-overhead, high-tech and Health 2.0 enabled, labor-reduced, and
often mobile office model that allows more physician control and patient face time. This concept
can be extended to those patients who want or need to pay cash for their health care, high deductible
health insurance, health insurance with high co-pays and residuals, and so forth (Figure 1.1).

MCOs and HMOs and Fraud
detection

Medical homes, ACOs and
Patient-focused care

Evidence-based and Retail
medicine

Online health IT and Fraud
detection, ARRA and HITECH

ACA, DRA and
Health industry
enterprise

Concierge medicine, P4P, and

CDHPs
Complementaty-alternative
Medicine and Health 2.0

FIGURE 1.1 Competitive trends affecting the health care industry.
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In summary, the effect of several competitive management and operational trends has changed
the very nature of health care from a fairly narrow set of human services to a varied and complex
set of commercial services. The expanded variety of health care services requires much greater
flexibility in the delivery of health care services if a hospital is to compete effectively. Although
advances in information technology are making it possible for health care organizations to be more
flexible, the challenge for health care managers is to adapt the operations management approaches
used in other service industries to deliver a greater variety of health care services with higher qual-
ity and lower prices.

INFORMATION AND ANALYSIS

Improvement of financial performance must start with improvement of operations management.
One way for hospitals to improve operations management is to re-evaluate their information needs
and the way that they analyze operations management data.

LENGTH-OF-STAY (LOS) FORECASTING

Substantial day-to-day variation in hospital occupancy leads to increases in costs. Hospitals may
be able to improve their financial efficiency by preparing more accurate forecasts of length of stay
and thus of their utilization of capacity. For instance, the accuracy of predicted length of stay can be
improved by using multiple regressions. The patient’s characteristics (age, gender, ethnicity, marital
status, admission type, and admission source) and clinical indicators for their diagnosis-related
groups are significant predictors of length of stay.

The effectiveness of interventions is often measured by length of stay. For example, the average
length of stay for patients on the medical service of the University of California, San Francisco’s
Moffitt—-Long Hospital fell by 15% in 1 year, compared to concurrent and historical controls adjusted
for case mix. There was no reported decrease in patient satisfaction or clinical outcomes. However,
this is a crude measure that is contaminated by the inclusion of all days in the hospital even if they
were not preceded by some type of intervention. An approach that views only the slice of time after
a medical intervention to measure the effect of the intervention on length of stay in a more precise
manner can improve the accuracy of forecasting.

COLLABORATION AMONG ORGANIZATIONS

Another way to improve the health care operations management function is to obtain better informa-
tion by collaborating with other organizations in gathering information. Most operational failures
result from breakdowns in the supply of materials and information across organizational boundar-
ies. Better capacity decisions can often be made in collaboration with other institutions.

For example, emergency rooms often take collaborative approaches and use Internet technology
to regulate ambulance traffic to emergency rooms. Some metropolitan areas share information con-
cerning accessibility and efficiency of care on a regular basis. The sharing of information facilitates
benchmarking that leads to improved performance for the community.

Hospitals can benefit from involvement in community-based quality improvement initiatives. For
example, community hospitals can collaborate with their competitors and members of the business
community to share information that leads to the identification of opportunities to improve perfor-
mance, the delivery of root cause analysis, and the development of process measures that facilitate
change. Working with other organizations and employers in the community can not only lower
costs, but also improve population health.
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MEASURES OF PERFORMANCE AND Six SIGMA

Still another way to improve performance is to use more meaningful measures of performance.
Financial measures of performance provide only part of the information needed for decision mak-
ing. Meaningful medical performance measures must also include the following:

1. Quality of clinical outcomes

2. Retention of expert clinical care providers
3. Patient satisfaction

4. Retention of staff and physicians

5. Volume and market share growth

6. Revenues and operating costs

Inclusion of these dimensions provides a more balanced scorecard, which then becomes an
instrument that can be used to measure the attainment of strategic objectives.

In the same vein, the balanced scorecard approach can be modified to what has been termed a
“dashboard” approach to accounting. The dashboard approach avoids information overload by bench-
marking critical dimensions of performance. The performance of the health care organization on any
dimension is compared to the industry average and the average of competitors. The dashboard approach
also condenses information but allows for drill down from aggregate accounting measures to more
detailed accounting measures when more specific information is required. For example, poor perfor-
mance on return on investment may be traced down to poor return on assets and low asset turnover.

Six Sigma, on the other hand, is “a performance improvement methodology using statistical
analysis to reveal the root cause of defects in products and performance. Long used in manufactur-
ing, its principles and techniques have been introduced into the health care, service, education, and
other sectors with impressive results” (Jack Welch, CEO of General Electric).

In Six Sigma performance analysis for health care, the statistician’s bell-shaped curve becomes
a representative of accounting and/or medical variation. It measures to the upper standard limits
of 99.99966% as a rigorous systematic discipline that demands the use of various problem-solving
tools and a particular methodology to measure performance and drive process improvement. In fact,
more health care organizations are using the measurable feedback data provided by Six Sigma to
augment other ongoing quality initiatives, like the balanced scorecard (dashboard). By validating
the impact of care defects and medical improvements, as well as the use of small-scale experiments,
reaching the optimal solution to a performance or outcome problem makes implementing a change
more believable to the hospital or health care organization.

5S PROCESS MANUFACTURING

5S manufacturing is the name of a more recent workplace organization methodology that uses a list
of five Japanese words (seiri, seiton, seiso, seiketsu, and shitsuke). This list describes how items, like
durable medical equipment, are stored and how the new order is maintained. The decision-making
process usually comes from a dialogue about standardization that builds a clear understanding
among employees of how work should be done. It also instills ownership of the process in each
employee. There are five primary phases of 5S: sorting, straightening, systematic cleaning, stan-
dardizing, and sustaining. Additionally, there are three other newer or secondary phases sometimes
included: safety, security, and satisfaction. The concept, like lean Six Sigma, is gaining traction in
the health care operational ecosystem.

PROCESS MANAGEMENT

Another way to improve financial performance is with improved process management. For exam-
ple, hospitals can use a project management approach to improve their financial reporting processes.
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Cost MANAGEMENT, MEDICAL ACTIVITY-BASED COSTING, AND
Economic ORrRDER QUANTITY COST ANALYSIS

The process by which costs are determined may be improved. For instance, evidence-based man-
agement research concerning costs can lead to more accurate costing. Such research can provide
evidence as to what services cost, what organizational activities are successful in controlling costs,
and what impact cost control has on quality and patient outcomes.

Medical activity-based costing (MABC), on the other hand, is a systematic cause-and-effect
method of assigning the cost of activities to medical products, health services, patients, or any cost
object. MABC is based on the principle that medical products and health care services consume
economic activities. Traditional cost systems allocate costs based on direct labor, material cost,
revenue, or other simplistic methods. As a result, traditional systems tend to overcost high-volume
products, services, and patients, and undercost low-volume items.

Economic order quantity cost (EOQC) analysis is an accounting method for minimizing hospital
inventory such as DME. EOQC analysis measures costs by making three key assumptions:

1. Revenues (inventory depletion) are constant

2. Costs per order are stable

3. Just-in-time inventory delivery allows the placement of orders so that new orders arrive
when inventory approaches zero

HeALTH INFORMATION TECHNOLOGY MANAGEMENT

Yet another method of improving performance beyond electronic medical records (EMRs) is
through better use of information technology in some clinical areas. Health management technol-
ogy is being designed to improve patient safety in several ways. For example, information technol-
ogy facilitates the collection and analysis of data so that therapies that cannot be demonstrated to
be effective can be eliminated. This is part of the trend to evidence-based medicine discussed in the
next chapter on “Market Competition in Modern Health Care Management (Surveying the Current
Ecosystem).” Information technology also allows facilities to use bar coding or radio frequency
identification devices (RFIDs) to ensure that inventory and supplies are accurately identified and
inventories are maintained at the appropriate levels. By maintaining the lowest level of inventory
consistent with good service, a facility can lower the amount of funds required to finance the inven-
tory. Furthermore, information technology allows facilities to use drug databases and electronic
prescribing with computerized physician order entry (CPOE) systems. These approaches prevent
losses that may occur due to medication errors. Finally, information technology is vital for decision
support systems that reduce the incidence of human error in decision making.

Better information technology can also improve financial management by facilitating the devel-
opment of better databases with accurate and up-to-date information on products and prices to
improve supply chain management. Some firms have developed information technology that allows
them to offer data cleaning services to hospitals designed to improve the efficiency of supply chain
management. In some instances, it may be cost-effective to purchase data cleaning services to elimi-
nate out-of-date information on the products and services of vendors.

SuppLy CHAIN MANAGEMENT

Improved management of the supply chain has long been a focus in many industries; it is now
having an impact on the health care industry. For instance, we have observed that hospitals in the
United States have been more successful than hospitals in France and Finland in reducing levels of
supplies inventory.



20 Hospitals & Health Care Organizations

Just-in-time approaches to inventory management can improve financial performance. Improved
supply chain management can reduce costs by eliminating unnecessary delays and eliminating
defects in health care supplies.

Current competitive trends will likely make supply chain management more important. The
emergence of complementary medicine has implications for the supply function in hospitals, as
these therapies require supplies of rather exotic items such as acupuncture needles, herbs, beads,
and so forth. Thus, improvements in patient care often require concomitant improvements in opera-
tions management processes.

Improving the quality of care using patient-focused care can also improve the financial perfor-
mance of a facility. Patient-focused care not only refers to a holistic approach to care, but it also
refers to the reengineering of processes to facilitate patient care. This reengineering may lead to
increased efficiency of health care providers that result in lower costs. For example, in an effort to
provide patient-focused care, a hospital may conduct job analyses leading to cross-training of per-
sonnel and the elimination of the duplication of performance of tasks.

OPERATIONS MANAGEMENT

The implementation of patient-focused care has implications for operations management.

For example, patient-focused care may require adjustments in materials management. The storage
of more supplies and equipment in the rooms of patients might require the maintenance of higher lev-
els of inventory and assets, and necessitate ordering supplies and equipment in different sizes.

Furthermore, some alterations in hospital design might have to be made to accommodate patient-
focused care. Rooms for patients may need to be larger to accommodate more cabinets and drawers
for storage of supplies and equipment, for example. Once again, improvements in patient care often
require concomitant improvements in operations management processes.

SCHEDULING (ACCESS) MANAGEMENT

Better management of scheduling, or health care admissions access, can improve financial perfor-
mance. There is some evidence that scheduling can be improved by giving schedulers more latitude
to use their professional judgment and thereby avoid bottlenecks that occur over the use of critical
resources. Moreover, improvements in outpatient scheduling can decrease patient waiting times,
nurse staffing, and physician overtime.

Hospitals and health care organizations should also take a comprehensive approach to schedul-
ing and consider how each component fits in with overall optimization.

In short, scheduling systems that provide flexibility and simplify decision making are likely to
confer strategic advantage in the current competitive environment.

HUMAN RESOURCES DEVELOPMENT

The accounting system maps the economic reality of organizational performance. A key factor
in organizational performance, however, is the effectiveness and efficiency of human resources.
Hospitals can improve organizational performance by increasing the performance of human
resources. Investment in human resources development activities is therefore one way to improve
the efficiency and effectiveness of human resources and thus of overall organizational performance.

EMPLOYEE DEVELOPMENT

Investments in employee development can improve capability and enhance performance. For exam-
ple, one way to improve customer satisfaction is to offer employee development in service encounter
management.
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Still another model for improving performance is to use employee development to ensure that
employees fully utilize the capability of equipment. For example, some employees do not recognize
and take full advantage of the capabilities of the systems and software available to them. As a result,
many hospitals do not have full control over the inventory of supplies for their operating rooms.
Moreover, employees sometimes do not use system capabilities to monitor inventory levels and
reorder points even though the system has features capable of performing these functions. Human
resources development could remedy such shortcomings.

HospPitAL PERSONNEL, PHYSICIAN RECRUITMENT, AND PROFESSIONAL EMPLOYER ORGANIZATIONS

Still another way to improve human resources is to recruit physicians and hospital personnel who
bring in expertise and disseminate it to other employees. Hospitals are increasingly hiring materials
managers from other industries to upgrade their materials management capabilities.

Hospitals and related health care entities often lag far behind other industries with regard
to professional human resource supply chain management. Hospitals can hire personnel with
experience in other settings in order to gain new perspectives in supply chain management. With
these new perspectives, agreements with suppliers can be renegotiated to make a hospital more
competitive.

Internally, for example, improving the financial performance of any health care organization is a
skillful balance between cinching the belt and investing in the right growth strategies. Whether that
strategy calls for expanding a clinic, moving into a key market, or adding a new clinical program,
recruiting the right physicians and medical personnel becomes all important in achieving economic
goals. Without physicians and ancillary personnel, there are no patients. Indeed, doctors, nurses,
and providers are key drivers in any health care organization’s growth strategy. Simply put, finding
and hiring the right medical professionals is a surefire prescription for success. A winning central-
ized operational process includes needs and criteria determinations, materials for sales, marketing,
and recruiting, interviews and on-site visits, and the correct reimbursements package with employ-
ment contract.

External recruitment, on the other hand, may involve use of a professional employer organiza-
tion (PEO) as hospitals and health care entities may find that employee leasing, also referred to as
co-employment, can be an effective strategy to combat the spiraling costs of having a professional
recruitment and clerical support staff. PEOs can offer financial and administrative benefits to hospi-
tals, which, in turn, can increase staff loyalty and reduce turnover. Office-based physicians will find
that the personnel services of an employee leasing company will give them more time to address
the efficiency of their practices and the quality of care they provide for patients. Simply put, instead
of the health care organizations, clinic, hospital, or practitioner being the employer of record of the
workplace employees, this responsibility is outsourced to an off-site PEO that specializes in hir-
ing, retention, labor management, and cost control. The organization retains functional control of
the employees, and the PEO handles the human resources (HR) management issues. The PEO can
provide these HR services more cost-effectively by combining employee groups and servicing their
needs along with the employees of the many other health care organizations they already serve.
Outsourcing becomes a matter of simple economics.

CULTURAL TRANSFORMATIONS

Lastly, human resource development can be used to effect cultural transformations. Consumer-
driven health care may transform the culture of a health care facility into one where the patient
and his or her family are active participants in the process of delivery of care and contributors to
improvement in safety and quality.

Human resource development can transform the culture of the workforce to one that supports
consumer-driven health care. It may also help create a safety culture.
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STRATEGIC PLANNING

Financial performance may be constrained by poor decisions in the strategic planning process. If
you want to enjoy good financial performance, you need to make good strategic decisions concern-
ing the operations management function.

Many decisions made in the strategic planning process have a profound effect on operations
management. There has been little integration of these issues, and there is considerable room for
research in this area because operations management offers the potential to improve quality and
lower costs.

Thus, hospitals and health care organizations can likely improve performance by integrating
operations management into their strategic planning. Decisions concerning location and size obvi-
ously set the stage for good or bad performance. For example, a hospital that is located in an area
that is underserved is more likely to enjoy good financial performance. However, the same location
could suffer poor performance if there are problems with highway access or the location is not con-
venient to safe and affordable housing for the personnel who would staff the facility. Thus, interme-
diate infrastructure decisions significantly affect hospital cost, quality, and financial performance.

One option in the strategic planning process is to adopt the plant-within-a-plant or hospital-
within-a-hospital approach. There has been an increase in the number of physician-owned specialty
hospitals, and these facilities have the potential to serve as focused factories that lower costs and
increase quality.

CApPACITY WORKFORCE MANAGEMENT

Other strategic decisions are concerned with capacity and workforce.

Capacity management decisions concerning equipment choices and workforce decisions affect
the cost and quality of services. For example, a significant percentage of emergency room visits can
be handled by staffing with nurse practitioners.

ACCOUNTING MANAGEMENT

Some accounting choices can greatly improve strategic control.

The use of the balanced scorecard approach—using a variety of measures to make an assessment—
in a health care organization enhances strategic control of an organization, increases the knowledge of
key stakeholders, and facilitates optimum organizational performance. By using a balanced scorecard
approach, for instance, Duke Children’s Hospital and Health Center in Durham, North Carolina,
reduced costs by $30 million, increased total margin by $15 million, while improving clinical out-
comes and staff satisfaction.

The balanced scorecard is also useful for employees in that it shows them what course of action
to take in order to be consistent with the mission statement. The balanced scorecard for a health care
organization can report information from a financial perspective (e.g., unit profitability), a customer
perspective (e.g., patient satisfaction), an internal process perspective, (e.g., employee turnover rate),
and a learning and growth perspective (e.g., training hours per caregiver).

LEADERSHIP

The organizational changes necessary for good operational performance rarely occur without some
initiative on the part of management. If you want good financial performance, you need to assert the
leadership necessary to design and implement needed changes in operations management.

But health care leadership today is not something that is done fo people; it is something you do
with them. Today’s successful hospital executives must act more like leaders and mentors and less like
administrators or managers. They must create trust and collaboration to empower their professional
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staff, volunteers, and employees. For some executives, this requires a fundamental shift in mindset.
This new mentoring paradigm demands a holistic approach for the total health care organization so
that the enterprise-wide environment assists everyone to realize their full potential. This maximization
of performance is more than just a trendy business concept for leadership, and it is more than merely
putting on a business suit and expecting results. It is a commitment to being a transparent, informed
leader. One of the elements in this shift in mindset involves information communication. All relation-
ships involve communication as an element of education, and health care leadership is no exception.
In fact, what is really enabling is the dissemination of information to all stakeholders and peers. In
essence, the leader takes on a more communicative role and thus empowers employees to their full
potential. To successfully achieve this, the hospital executive must have a clear understanding of self
and consider human values relative to the role of the health organization measurements and mission.
This attention assists the executive to lead with self-confidence and to encourage differing opinions.

Leadership is the driver of all components, including information and analysis, strategic plan-
ning, human resource development and management, and process management.

OPERATIONS MANAGEMENT

One way to assert leadership is to make sure that the operations management function communi-
cates to other executives the limits of their capabilities. For example, supply chain managers need
to educate other administrators as to what supply chain managers can reasonably accomplish and
what is beyond their control.

DecisioN MAKING AND COMMUNICATIONS MANAGEMENT

Another way to promote good leadership is to be sure to include physicians and other stakeholders
in the decision-making process. Physician involvement in strategic decision making has been shown
to significantly improve hospital performance.

Still another method to show leadership is to have the requisite knowledge base and good com-
munication skills. It is important to remember that managers recruited from other industries often
lack the clinical expertise or interpersonal skills to communicate with personnel in the operating
room. Thus, expertise from other industries is not always easily transferred to the hospital industry,
so it is vital that channels of communication be created.

Good leadership is not limited to the boundaries of the organization. Those who work in opera-
tions management should also assert leadership within the community to improve the efficiency and
effectiveness of the system as a whole. Managers of health care organizations are increasingly held
accountable in the eyes of the public for the health status of the community. Accountability to the
community is accomplished differently depending on whether a hospital is freestanding or a mem-
ber of a system. Freestanding hospitals tend to be accountable through the compositional aspects
of their boards. System-affiliated hospitals tend to be accountable through information monitoring
and required reporting activities.

CONCLUSION

Powerful trends in the environment affect the way a hospital conducts its clinical and financial oper-
ations. Indeed, changes in clinical operations often cannot be made without concomitant changes
in operations management.

In general, hospitals and health care organizations will be more competitive if they offer more
variety, higher quality, and lower prices for services. Fortunately, new developments in information
technology promise to improve the efficiency of clinical, strategic, and financial operations.

More importantly, the new information technology will not likely be effective unless hospi-
tals also implement operations management techniques that are currently used in other industries
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under the same pressure to offer more variety, higher quality, and lower prices. Health care
organizations should take a strategic approach to operations management by examining infor-
mation and analysis, process management, human resources development, strategic planning,
and leadership.

CASE MODEL 1.1: JUDE AND THE SURGI-PACKS

Jude was the COO of a suburban acute care hospital in Las Vegas. As he was driving home
across town, he was caught in a traffic jam. He stared blankly at the advertisement on the back
of a taxicab in front of him. The ad was a picture of one of the chorus lines in a typical show
in Sin City. For some reason, the ad reminded him of a management team meeting that had
taken place at the hospital earlier that day.

During the meeting, the CFO had complained that the hospital needed to improve its finan-
cial performance. When he asked for suggestions, Jude commented that many hospitals in
the Las Vegas Valley were attempting to improve supply chain management by ordering pre-
packed surgical packs (surgi-packs) for the operating room. A vendor had offered to provide
surgi-packs customized to suit the wishes of each surgeon. The CEO was puzzled. He wanted
to know how customized surgi-packs could save money. He was under the impression that
customization added costs. The CFO was more sanguine about the suggestion. He thought
that it might reduce inventory levels and thus improve asset turnover ratios slightly. However,
he felt that the biggest problems in the operating room were labor costs. He wanted to know if
the surgi-packs would help reduce labor costs. The chief of nursing operations was not opti-
mistic at all. She said that her major concern was how the surgi-packs would affect the quality
of patient care. On that point, the CFO added that he thought that revenue generation was also
a problem. He felt that real or perceived quality problems connected with the operating room
had adversely affected the revenue generation of the hospital.

Jude responded that customization was not costly if the information technology was up-
to-date. The proper software could provide customization with little or no additional cost.
Jude added that the surgi-packs would likely decrease inventory levels. This would reduce
the financing cost of inventory and possibly some holding costs as well. In financial terms,
the lowering of inventory levels would increase current asset turnover and return on assets.
Further, the reduction of assets would increase the equity multiplier and increase return on
equity. With regard to labor costs, the surgi-packs would provide a savings because the surgi-
packs would be assembled by unskilled labor at the vendor, and not by nurses in the operating
room. However, Jude was unable to answer the concerns about quality and patient care.

Suddenly and belatedly, Jude realized in the traffic jam what he should have said to the
chief of nursing operations and the CFO with regard to quality. First, he should have told
the CNO that the surgi-packs would improve patient care because nurses in the operating
room would have more time for patient care if they did not have to assemble the surgi-packs.
Second, Jude realized that he should have argued that the surgi-packs might also alter the
performance of the surgeons. If the surgeons had the opportunity to plan and establish their
surgery profiles with the vendor, it might save time and reduce ordering errors.

KEY ISSUES

How should Jude prioritize the following in order to improve operations?

e Information technology issues
e Financial issues

e Patient care issues

e Communications issues
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* Management issues
* Quality issues

Using the Malcolm Baldridge National Quality Award quality framework reflected in the
checklists, consider what changes the hospital might implement to ensure that the hospital
regularly makes good decisions on such issues as surgi-packs.

CHECKLIST 1: Health Care Business Model Options YES NO
Is your health care entity business model a
Physician practice management corporation? (PPMC) o o
Publicly traded roll-up health care entity? o 0
Sole proprietorship (Inc., Corp., PA., or P.C.)? o o
C corporation (Inc., Corp., P.A., or P.C.)? o} o}
S corporation (Inc., Corp., PA., or P.C.)? o} o}
Professional corporation (P.C.)? o o
Professional association (P.A.)? () ()
Not-for-profit organization (NFP)? o o
General medical partnership (P)? o o
Limited partnership (LP)? ¥ o
Limited Liability Corporation (LLC)? o o
Limited Liability Partnership (LLP)? o o
Master Limited Partnership (MLP)? 0 0
CHECKLIST 2: Publicly Traded Health Care Entity Benchmark Options YES NO
Where is your publicly traded health care entity listed or benchmarked:
New York Stock Exchange listing (NYSE)? o o
American Stock Exchange listing (AMEX)? o o
Cain Brothers PPMC Index? o o
Over-the-Counter Listing (National Association of Securities Dealers)? ) )
Master Limited Partnership Index? o o
Other listing? o o
CHECKLIST 3: Information and Analysis YES NO
Determine your information and analysis needs.
Have you assembled the information—financial, nonfinancial, or clinical—that is needed o o
for planning?
Is it on hand? ¥ o
Would different forecasting techniques provide better results? o o
Would collaboration with competitors lead to better management of capacity? o o
Would sharing of information with competitors help in benchmarking performance? o o
‘Would collaboration with other organizations in the community improve health o o
promotion and disease prevention?
Do reports show performance on clinical and nonfinancial dimensions? o o

Do reports avoid information overload but allow for drill down from aggregate to
detailed data?




26 Hospitals & Health Care Organizations

CHECKLIST 4: Process Management YES NO

Determine your process management requirements.

‘Would a project approach improve any financial or analytical processes? o o

Could the reliability or validity of cost data be improved by cleaning the databases? o o

Could a just-in-time approach to inventory be implemented? o o

Could performance be improved by reengineering financial processes? o o

Could performance be improved by reengineering clinical processes? o o

Could staffing be improved by a new approach to scheduling? o o

Could service be improved by a new approach to scheduling patients? o o
CHECKLIST 5: Strategic Planning YES NO
Consider your options for strategic planning.

Could operations management be better integrated into strategic planning?

Could changes in location, size, layout, design, and infrastructure improve performance? o

Does the current delivery system provide sufficient flexibility to specialize in order to

obtain or maintain a competitive advantage in delivering services?

Would changes in workforce and staffing be helpful?

Are there untapped resources in the community that could improve the performance of

the hospital and improve the health status of the community?

Does the hospital financial reporting process keep it on track with its mission statement o o

and strategy and follow a hierarchy that optimizes the performance of the hospital?
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INTRODUCTION

The potential costs and benefits of free market competition within the health care field have been, and
will continue to be, the focus of intense debate. Those who advocate market competition in health care
stress numerous benefits, which include reduced costs, increased quality, improved efficiencies, and
an incentive to innovate. Those who oppose competition in health care argue that distinct differences
exist between hospital markets and other markets, thus cautioning against the use of basic economic
models when drawing conclusions concerning improving the health care delivery system.

Nobel Laureate Kenneth Arrow broached one side of this debate in his 1963 article “Uncertainty
and the Welfare of Medical Care,” in which he argued that the market is incapable of insuring against
uncertainties that an individual will likely face in the health care arena. Arrow concluded that “the
laissez-faire solution for medicine is intolerable”.” More recently, it has been argued that competition
within the hospital market has created a commercialized environment that is incompatible with the
needs of the community™ and can further lead to a reduction in social welfare.* For example, in the
highly specialized area of organ transplants, competition may decrease a medical center’s incentive to
increase organ donation due to a likely possibility that the gains will be shared with their competitors.®

The opposing viewpoint argues that, without the existence of a competitive market, individuals
lose their freedom to choose, or are allowed to consume medical care for “free”; therefore, the market
cannot learn what an individual values mostT An additional complication in the health care market
is the prevalence of health insurance, which has resulted in price insensitivity in consumers leading
to peripheral variables weighing more heavily on an individual’s decision, rather than price and qual-
ity of service. This argument additionally states that to further exacerbate consumers’ insensitivity
to price, health insurance and fee-for-service systems create a moral hazard where service providers
are compensated for performing more services regardless of whether the patient may benefit directly,
and, conversely, the patient does not assume the costs of seeking out and receiving additional services
regardless of need as they would in a free market. Free market economics argues that, when individu-
als are left to interact in an uninhibited way in a competitive market, producers are encouraged to
provide higher quality goods at lower prices in an effort to attract the greatest number of consumers.

This debate is far more complex than simply a pro or con “competition in health care” stance.
The multifaceted and layered structure of the health care system begs the question, “If competition
is prudent, at what level within the health care sector will competition produce the largest overall
utility for society?” One view is that competition should exist among integrated delivery systems
such as Kaiser Permanente and HealthPartners, which is the optimal means to encourage high qual-
ity and efficiency.” A conflicting viewpoint is that the most advantageous level for competition to
take place is at the individual provider level. It is at this level of prevention, diagnosis, and treatment
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of individual health conditions that competition can drive improvements in efficiency and effective-
ness, reduce errors, and spark innovation.”

The decade of the 1990s saw a massive restructuring of the U.S. health care delivery system.
Technological advances made it possible for more procedures to be provided on an outpatient
basis and hundreds of new provider arrangements and organizational structures were introduced.
Emerging health care organizations (EHOs) were formed in response to increasingly competitive
markets, where growing tension between competition and community benefits affected quality of
care, patient satisfaction, profitability, and human resources, both positively and negatively. The
managed care revolution and changes in reimbursement for Medicare services forced providers to
look for more efficient ways to provide services. The last two decades have seen the accelerated
transformation of U.S. health care professions into a service industry enterprise, whereby many
believe that professional health services have been unitized, protocolized, and homogenized, in
order to facilitate their “sale,” as if they were just any other market commodity such as frozen
orange juice, soy beans, or pork bellies. These changes have accelerated the corporatization of
medicine as demonstrated by the increase in for-profit health care in hospitals, outpatient technical
component providers (e.g., independent diagnostic testing facilities [IDTFs], ambulatory surgery
centers [ASC]), and large for-profit health insurance payors.

The move toward specialized inpatient and outpatient facilities, often owned by physicians, is
a more recent reaction to these significant changes. Rather than posing a threat to the health care
delivery system, the development of specialty and niche providers represents innovations that allow
health care services to be provided in a more cost-effective manner while also maintaining and
improving quality and beneficial outcomes.

The continuing rise in the cost of health care services, representing a significant percentage of
both government and business expenditures (not to mention a painfully increasing portion of the
budgets of individuals and families), has become a regular news item. In our lifetimes, health care
services seem to be resolutely unique in our market economy in that the demand for them has grown
higher despite their growing costs, and, many believe, supply is actually driving demand. Increasing
appeals for health care reform culminated in the passage of the Patient Protection and Affordable
Care Act (ACA) and the Health Care and Education Reconciliation Act (Reconciliation Act), col-
lectively referred to as “health care reform,” in March 2010.

The ACA is a landmark piece of legislation that has impacted every aspect of health care delivery
in the United States. While health care reform will impact market competition in new and different
ways, competitive tensions continue to exist that may pose challenges to some of the ultimate goals
of health care reform.

To gain a better understanding of these competitive tensions, Michael Porter’s “Five Forces of
Competition”" offers a model for analysis of market competition. Porter’s work is considered by
some to be seminal for an analysis of health care competition. This chapter is therefore divided into
the following five major sections based on his Five Forces, and concludes with a case study. The
accompanying analysis is designed to provide health care administrators with a more interdisciplin-
ary approach to strategic planning and management.

1. Barriers to free market competition in health care delivery
This section lists and briefly defines the major barriers to competition in health care.

2. Growing tension in health care services markets
Examples illustrate competition in several different segments of the health care industry,
physician professional practices, and other provider affiliations. This section includes an
analysis of the challenges of competition for hospital systems.

* Porter, M. E. and Teisberg, E. O. Redefining competition in health care. Harvard Business Review 82: 6 (June 2004): 66.
* Porter, M. E. Competitive Strategy: Techniques for Analyzing Industries and Competitors. New York: The Free Press (1998).
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3. Competitive analysis
This section explores and analyzes market consolidation and evolution stemming from the
introduction of managed care into the health care system.

4. Implementing successful approaches from other industries
The analysis focuses on two aspects of the health care industry that differentiate it from
other industries and represent barriers to the market’s competitive controls. A range of
competitive strategies employed successfully by specific companies in other industries is
briefly examined.

5. Lessons for emerging health care organizations
This section describes strategies and lessons that may be gleaned from competition and
revisits the existing barriers to competition in health care to emphasize their impact on
effective competitive strategies. It also considers the likely future of health care’s com-
petitive environment in light of the ACA and some general overall lessons for effective
competition in today’s health care markets.

The implementation of health care reform initiatives will drive changes in all aspects of the U.S.
health care system, and will present an unpredictable landscape of new configurations, strategies,
and tactics of increasing complexity in the health care marketplace. In light of the myriad changes
proposed by the ACA, will some existing barriers to free competition in health care be removed?
Will providers face a new competitive paradigm? In many respects, this may be the single most
important question that those in health care planning and administration face today. The once well-
defined, relatively stable business landscape of U.S. health care delivery now presents both chal-
lenges and opportunities in the competitive health care setting. For many health care executives, the
issue may well be not so much that they do not yet have the right answers, it is that they have not yet
asked the right questions.

BARRIERS TO FREE MARKET COMPETITION IN HEALTH CARE DELIVERY

Perfectly competitive markets exist only in economic theory. In reality, industries and markets have
varying constraints on competition. The health care industry has often been characterized as unique
with its many significant barriers to free market competition, such as market controls on price and
quality.

There are three main reasons for these barriers in health care:

—_—

. The nature of health care creates an unpredictable, urgent, and “infinite” level of demand.

2. The ubiquitous involvement of insurance companies, private and governmental, as inter-
mediary organizations in the purchase of health care interferes with consumer motivations
and, consequently, their choice of providers and services.

3. The difficulties in measuring health care quality and beneficial outcomes (both of quan-

tifying and qualifying them) and the lack of information on the relative costs of health

care providers and services also inhibit consumer selection, further removing incentives to

providers to increase quality and lower costs.

Included among the many barriers to competition in health care delivery are the following:

. Patients do not purchase services directly from providers.
. Patients do not compare prices between providers.

. The government is the largest purchaser of health care.

. Private purchasers often lack market power.

. Patients, purchasers, and providers lack information.

. Occupational licensing.

SN B W~
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FIGURE 2.1 Four pillars of health care delivery.

7. Many providers have monopoly or near-monopoly power (yet antitrust laws prevent some
potentially beneficial integration).

8. Providers are rewarded for increasing costs.

9. Capital investments are overly subsidized (Stigler argues that an industry will not use its
power to collect money from the government unless the list of beneficiaries can be limited,
due to the fact that the amount of subsidies will be divided among a growing number of
rivals®).

10. Certificate of need (CON), regulation, and licensing laws are an entry barrier to competing
and substitute providers and services.
11. Exit barriers protect low-quality providers.

Four PiLLARs OF HEALTH CARE ECONOMIC MARKETS

In helping to frame the right questions that must be asked in order to analyze the current health care
economic marketplace, health care planners and administrators should examine the health care
competitive environment within the context of the four pillars of health care delivery, particularly
the impact of regulation, reimbursement, and technology on health care competition (Figure 2.1).

Regulatory, Reimbursement, and Technological Environment as

Major Considerations for Competitive Market Landscape

Continuing technological advances in diagnostic and therapeutic equipment may further increase
competitive pressures between hospitals and physicians over technical component revenue streams.
In addition, the regulatory environment is one of the primary drivers of competitive market forces.
Competition over the technical component revenue streams and the regulatory uncertainty affecting
physicians and hospitals intrinsically drive up the risk of participating in health care transactions
involving these providers.

GROWING TENSION IN HEALTH CARE SERVICES MARKETS

The changes in reimbursement for Medicare services through the introduction of prospective pay-
ment systems and physician reimbursement cuts for professional services, as well as the increased
focus on patient quality and transparency initiatives, have forced health care providers to look for

* Stigler, G. J. The theory of economic regulation. The Bell Journal of Economics and Management Science 2: 1 (Spring
1971): 5.
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more efficient ways to provide services and additional sources of revenue and margin-producing
business. Additionally, the rise of corporate health care provider networks and health systems,
together with rising health care costs, suggests that competition among providers has become prev-
alent in the health care industry. Strict control of reimbursement costs from payors and consistent
decreases in physician professional component fee reimbursement yield, reduction in traditional
hospital inpatient use, and higher costs of capital have all contributed to the trend of physicians’
investment in outpatient (and inpatient) specialty provider enterprises, which often compete with
general acute care community hospital providers.

PRESSURES OF MARKET COMPETITION VERSUS COMMUNITY BENEFIT

Although the Federal Trade Commission (FTC) and the Department of Justice (DOJ) declared in
2004 that competition has positively affected health care quality and cost-effectiveness, skepticism
persists. As a result, recommendations that would eliminate many of the barriers to competition that
prevent the health care industry from fully benefiting consumers have not been instituted, despite
the growing shift to consider consumers as “purchasers” of health care.

Shift from Defined Benefits to Defined Contributions

During the same time that changes in physician reimbursement for the professional fee component
have occurred, there has been a change in the method of payment for health care services, with
an accelerating movement from the traditional U.S. health coverage system of “defined benefits”
(where employers provide a package of defined benefits to their employees) to a system of “defined
contributions” (where employers contribute a set amount and then require employees to decide
how much of their health benefit dollars to spend by selecting from a range of benefit plans). This
shift is being driven by employers seeking to limit their exposure to what has become double-digit
health insurance premium rate increases, and represents a fundamental shifting of the financial
risk of health coverage from the employer to employees. Under this arrangement, employers can
limit their contributions, while employees must contribute increasing amounts of their own money
to pay for health insurance cost increases in attempting to maintain the same level and quality of
health care.

Several provisions of the ACA were designed to overhaul these and other trends in the employer-
based health insurance system, and the new changes may drastically affect how employers provide
coverage to their employees. The ACA does not directly require large employers, which the ACA
defines as those with 50 or more full-time employees (FTEs), to provide health insurance coverage
to workers.” However, certain provisions in the ACA impose significant penalties on employers who
decline to do so.f

Beginning January 1, 2014, large employers will be subject to penalties if they choose not to
provide qualified coverage.” Some refer to this ACA provision as “pay or play”." Large employ-
ers who fail to provide minimum essential coverage and have at least one FTE that qualifies for
a federal premium credit or cost-sharing reduction will be subject to a nondeductible federal tax
penalty.

These employers will be assessed an annual fee of $2000 per FTE, excluding the first 30
employees from the assessment.” Employers with more than 50 employees that offer coverage but
have at least one FTE receiving a premium tax credit will pay the lesser of $3000 annually for
each employee receiving a premium credit or $2000 for each FTE." Employers with more than 200
employees are required to automatically enroll employees into health insurance plans offered by

*
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the employer, and employers must provide employees with notice of automatic enrollment and a
chance to opt out of enrollment.” The ACA considers coverage inadequate to meet the minimum
essential standard “[if] the plan’s share of the total cost of benefits is less than 60 percent, and it is
unaffordable if the employee premium constitutes more than 9.5 percent of the employee’s house-
hold income”

Small employers, as defined in the ACA as those entities with at least one, but not more than 100
FTEs, are exempt from most of the above penalties. However, the ACA affords several tax credits
to small businesses that provide coverage to their employees. For example, the ACA implements a
federal tax credit for small businesses with 25 or fewer FTEs, which, depending on need, will offset
up to half of insurance premiums.* To qualify for the credits, an employer must pay at least half the
premium for each employee. In 2011, more than 4 million companies were deemed eligible for the
credit

Consumers as Purchasers of Health Care

While competition in the health care sector is generally considered to be resistant to market
forces, it is still subject to some basic economic realities, particularly in the form of consumers as
patients. In 2008, an estimated 46.3 million people in the United States—36 million of whom are
U.S. citizens—were without health coverage. Another 10 million did not receive employer-based
health coverage, purchasing it instead through the individual insurance market.! The ACA’s indi-
vidual coverage mandate, which requires U.S. citizens and legal residents to maintain minimum
amounts of health insurance coverage, will greatly alter the health care market landscape and is
projected to increase the number of individuals with health coverage anywhere from 32 to 34"
million individuals. Accordingly, the ACA may lead to both an increase in demand for health
insurance as consumers comply with the mandate, which may in turn lead to an increase in
demand for health care services because individuals will have more coverage and access to care.
Patients will likely participate more directly in the health care purchase decision and payment
continuum, presenting yet another layer of complexity and competitive marketplace challenges
and opportunities.

Consumer-directed health care (CDHC) is a growing trend based on neoclassical economic
theory and studies which have shown that insured individuals with higher deductibles tend to pur-
chase less health care services than do insured individuals with low deductibles.”* CDHC advocates
promote the idea that consumers who pay for services directly are more likely to compare price
to quality and demand higher quality care, a theory that supports the use of HSAs coupled with
high-deductible health plans (HDHPs)."* Generally, HSAs are personalized accounts into which an
individual and/or his or her employer contribute, and then from which the individual may withdraw
funds to cover health care expenses.* HSAs put the purchasing power directly into the hands of the
patient, who may use the funds tax-free to cover basic qualified medical expenses, including preventive

* Patient Protection and Affordable Care Act § 1511, Public Law 111-148, 124 Stat. 252, March 23, 2010.
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care and over-the-counter drugs.” HDHPs are then used in the traditional insurance context to pay
the costs associated with catastrophic events such as trauma and chronic disease.’

Although proponents of CDHC argue that the use of HSAs and HDHPs will promote better
analysis of cost and quality at the point of service?, skeptics argue that there is not enough evi-
dence to demonstrate that CDHC leads to better informed choices based on quality.® Nonetheless,
CDHC plans have the capacity to alter the traditional health care marketplace, which has
become accustomed to the third-party payor system. The mere existence of CDHP may alter the
health care industry landscape to look more like markets in other industries where consumers
are the ones making purchasing decisions, tending to more carefully scrutinize what they are
getting in return for their money. Additionally, by making consumers more aware of how much
procedures actually cost, this trend may impact the ability of hospitals to cross-subsidize for
costly care

Pay-for-Performance

An emerging quality initiative is the trend to reimbursing physicians based on some predetermined
“measure” of “quality” or “performance,” referred to as “pay-for-performance” (P4P). Defined as
“quality-based purchasing,” P4P relies on the use of payment methods and other nonfinancial incen-
tives to encourage quality improvement in the health care system. However, several fundamental
health public policy questions have led to concerns regarding the basic fairness and the potential
risks associated with this shift to physician P4P. For example:

1. Who decides what performance means, what outcomes are desirable to achieve through
PA4P initiatives, and who will determine what “performance metrics” are established?

2. More important, without an accurate, comprehensive, and uniform quality reporting sys-
tem currently in place, will market oligopoly health care and insurance providers manip-
ulate the currently voluntarily reported physician quality data in furthering their own
market control and profit agendas, thereby further detracting from physician autonomy
and eroding physician control over their own quality of care and treatment protocols?

3. Who defines the nature, structure, format, and application of efforts to collect data and
promote “transparency” in disclosing complex health care data?™

Hospital Medical Errors and Resulting Transparency and Quality Initiatives

A 2010 study by the U.S. Agency for Health Care Research on quality of care in the United States
revealed that errors related to nosocomial infections acquired in hospitals are common, with
approximately 1.7 million patients infected and 100,000 deaths.* Deaths related to preventable
adverse events exceed deaths attributable to motor vehicle accidents, breast cancer, or AIDS.* Over
the last several years, reports from the IOM and others have increased public awareness of medical
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errors.” Transparency and full disclosure to the public regarding provider fees, quality, and other
information related to safety and medical errors, will significantly impact the future of the health
care delivery market.

Specialty and Niche Providers

Although specialty and niche providers are not new providers, the increase in their numbers has
led to concerns that more and more providers will be able to “cherry-pick” and “cream-skim” the
most profitable patients and procedures away from community hospitals. Specialty hospitals focus
on providing only cost-effective and/or profitable services, and refuse to provide services that result
in a net loss or treat patients who cannot pay.” Furthermore, the development of new technology has
made it possible for physicians to perform, in their office or ASC, services traditionally provided by
hospitals.* Specialty hospitals and ASCs have been able to compete better than community hospitals
for more profitable patients by: (1) concentrating only on specific diagnosis-related groups (DRG),
(2) treating far fewer costly Medicaid patients, and (3) opting out of emergency room facilities and
services so as to forego the related regulatory requirements under laws such as the EMTALA related
to the provision of care regardless of a patient’s ability to pay.’

Specialty hospitals and ASCs treat some of the most profitable diseases in a predominantly
outpatient setting. These facilities have grown due to the increased incidence of these diseases as
well as changes in consumer demands and new technologies. “Specialty hospitals are also able to
achieve economies of scale and scope by providing high volumes of a limited scope of services and
lowering fixed costs by reengineering the care delivery process”® This narrow focus helps achieve
profitability and makes such facilities more competitive than more generalized providers, where
“greater diversification into a wider array of activities has the potential to lead to diminished finan-
cial performance”.?

The ability to provide services at a reduced cost is a double-edged sword for ASCs. Under the
Medicare system, reimbursement rates for hospital outpatient departments (HOPDs) are substan-
tially higher than reimbursement rates for the same procedures performed in an ASC or a physi-
cian’s office. For most services performed in an ASC, payment is made under a system that aligns
ASC reimbursement rates at a percentage of the Outpatient Prospective Payment System (OPPS)
rates.” Due to the need to ensure budget neutrality between the old ASC payment system and the
revised system, the reimbursement rate for ASC procedures was set at 65% of the OPPS rate in
2008." Centers for Medicare and Medicaid Services (CMS) cut this rate again in 2009, with a zero
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percent adjustment for inflation”, and only increased the conversion factor for payments to ASCs by
1.2% for 2010, despite an increase of 2.1% for HOPDs for the same year.’ Because the CMS account
for an average of 34% of ASC revenue, changes to CMS reimbursement rates greatly affect the abil-
ity of ASCs to provide quality patient care services.

Furthermore, physicians who provide outpatient services in their offices only receive the physi-
cian fee component reimbursement rate under the Medicare Physician Fee Schedule.t When proce-
dures are performed in an HOPD, hospitals (in the absence of bundled payments) receive both the
physician fee, with which they reimburse their doctors, and the facility fee reimbursed under the
OPPS rate.! Moreover, while the payment differential between HOPDs and ASCs is standardized
for the most part, the payment differential between services provided in HOPDs or ASCs and ser-
vices provided in physicians’ offices varies substantially by payor and service.?

In the face of physician professional fee reimbursement challenges, there have been numerous
legislative and regulatory efforts undertaken at the federal and state levels, in large part due to
lobbying initiatives by hospitals and their trade associations, to reverse the trend of, and restrict
physician ownership/investment in, ancillary service technical component (ASTC) revenue stream
enterprises (e.g., ASCs, IDTFs, surgical/specialty hospitals, and physical therapy). These measures
have served to relegate independent physicians in private practice to receiving only professional fee
component revenues, or to acquiesce by accepting employee status under the substantial control of
hospital systems or large corporate players. Consequently, market competition among these various
health care enterprises has profoundly impacted quality of care, patient satisfaction, profitability,
human resource management, and community perceptions. Examples of these initiatives will be
discussed below.

ACA Physician Ownership Provisions

Before passage of the ACA, the “whole hospital exception” to the Stark law allowed physicians to
have an ownership interest in a hospital to which they refer patients, provided the physician was
invested in the whole hospital and not a subdivision of the hospital, with no limitations as to the
amount or extent of physician ownership, on either an aggregate or individual basis.” The ACA
completely prohibits physician-owned hospitals that were not Medicare certified by December 31,
2010.7" The ACA allows hospitals with a provider agreement prior to December 31, 2010 to continue
Medicare participation if they meet the following four criteria: (1) located in a county with a popu-
lation growth rate of at least 150% of the state’s population growth over the last 5 years; (2) have
a Medicaid inpatient admission percentage of at least the average of all hospitals in the county;
(3) located in a state with below-national-average bed capacity; and (4) have a bed occupancy rate
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greater than state average.” A very limited number of physician-owned hospitals existing in 2010
met or were close to meeting all four criteria.! The Reconciliation Act provided a limited exception
to the ACA growth restrictions for grandfathered physician-owned hospitals that treat the highest
percentage of Medicaid patients in their county (and are not the sole hospital in a county).” Based
on these provisions, the 2010 health care reform legislation will likely have a considerable nega-
tive impact on physician-owned hospitals, in terms of impeding development of new hospitals and
expansion of existing hospitals.

Having stymied similar restrictions in several other bills over the past decade or so, physician-
owned specialty hospitals are now subject to heavy restrictions on the growth or expansion of exist-
ing specialty hospitals with physician ownership.* Not only do these provisions reduce the beneficial
effects of health care provider competition and create a greater potential for hospital consolidation,
practice roll-up, and health system monopolies, but they further sustain the two-pronged attack on
niche providers.

New Jersey Codey Act Decision

On November 20, 2007, a New Jersey court handed down a decision in the matter of Health Net of
New Jersey, Inc. v. Wayne Surgical Center, LLC, holding that physicians who refer their patients to
an ASC in which they have an ownership interest violate the 1989 Codey Act self-referral prohibi-
tions. In its ruling, the court distinguished the current case (in which the ASC was physician owned)
from the situation that includes a hospital owner. This decision has critical implications for the ASC
community in that the court not only held that an ASC is not an extension of a physician’s office, but
also rejected a widely relied upon 1997 New Jersey Board of Medical Examiners advisory opinion,
which stated that a surgeon’s referrals of his or her own patients to a surgery center of which he or
she is an owner does not constitute an impermissible referral.?

Twenty years after the Codey Act was enacted, the New Jersey legislature significantly amended
the Act so as to permit certain referrals in which the referring physician has a beneficial interest
in the ASC. On February 5, 2009, New Jersey legislators passed Assembly Bill A1933 (identi-
cal to Senate Bill 787, passed in December 2008), which provided several safe harbors for physi-
cians referring patients to certain ASCs.J* The Amendment permits New Jersey physicians to refer
patients to ASCs in which the referring physician has a financial interest provided that the following
conditions are met: the referring physician personally performs the procedure; the referring physi-
cian’s remuneration is directly proportional to his or her ownership interest (and not to the value of
referrals); all clinically related decisions at a facility owned in part by nonphysicians are made by
physicians and are in the best interests of the patient; and the referring physicians must disclose to
the patient—in writing, before the time the referral is made—that he or she has a beneficial interest
in the ASC1

Because many ASCs provide services to patients referred by their physician-owners, approxi-
mately 250 ASCs in the state had the potential to face prosecution for fraud and abuse-related

* Section-by-Section Analysis with Changes Made by Title X and Reconciliation Included within Titles I-IX, Democratic
Policy Committee, http://dpc.senate.gov/healthreformbill/healthbill96.pdf (accessed May 24, 2010).

Becker, S., Page, L., and Kurtz, R. Health Care reform: A brief analysis on how it impacts ASCs and physician-owned
hospitals—10 observations. Becker’s Hospital Review, http://www.beckersorthopedic andspine.com/news-a-analysis/
legal-a-regulatory/1193-healthcare-reform-abrief-analysis-on-how-it-impacts-ascs-and-physician-owned-hospitals-10-
observations (accessed May 20, 2010).

Patient Protection and Affordable Care Act. H.R. 3590, 111th Congress (March 23, 2010), http://thomas.loc.gov/cgi-bin/
query/F?c111:7:./temp/~c111G8zJzl:e0 (accessed April 28, 2010).

Court finds referrals to ASCs violate Codey Act. WolfBlock Health Law Alert Newsletter (November 2007); Sorrel, A. L.
New Jersey court sends blow to doctor-owned facilities. AMNews 1:1, 2008 (January 14, 2008).

Litten, E. G. New Jersey’s New Codey Law—New Limits on Physician Ownership and Referrals. Fox Rothschild, LLP,
News and Publications, Philadelphia, PA (February 2009).

** Senate Substitute for Senate, No. 787, State of New Jersey Senate (November 24, 2008), pp. 3—4.
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actions if the legislature failed to amend the Act.” While these ASCs appear to have been spared by
this legislation, the state has made clear a desire to reduce the growth of ASCs and specialty hospi-
tals by inserting into the bill provisions that limit the future growth of these types of facilities in an
effort to allow more competition between hospitals and ASCs.” For example, the bill implemented
a moratorium on the development of new ASCs in New Jersey, as well as heightened requirements
for registration and accreditation.’

Self-Referral “Under Arrangement” Scrutiny and IDTF Prohibitions

In recent years, certain physician/hospital relationships referred to as “under arrangements” and
“per-click” leasing ventures have come under increasing regulatory scrutiny. An under arrange-
ment transaction occurs when the hospital contracts with a third party (typically a joint venture
owned, at least in part, by physicians who may refer) to provide a hospital service, and the hospital
then bills and is reimbursed by Medicare for those services and pays the supplier, or joint venture.
As the “entity” to which the physicians refer patients is the hospital, not the joint venture (i.e., the
entity is deemed to be the entity that submits the reimbursement claim to Medicare), this type of
“arrangement” is permitted under Stark. Buried in the 2008 Medicare Physician Fee Schedule pro-
posed rule, CMS proposed revisions to the Stark regulations that broaden the definition of entity
to include the person or entity that performs the designated health services and would prohibit
space and equipment lease arrangements where per-click payments are made to a physician lessor
who refers patients to the lessee.¥ While the proposed changes to the term entity did not appear
in the 2008 Final Rule, CMS passed the changes the following year, expanding the definition of
entity to include the entity that actually performs the designated health services.® Upon passing,
physician-owners of a hospital who were previously exempt under arrangements relationships now
find themselves in a “financial relationship” with a previously exempt entity, thus making these
types of arrangements illegal under Stark.!

Certificate of Need

As the Federal Specialty Hospital Moratorium has ended, many states are now moving forward
with their own initiatives to prevent market entry of physician-owned facilities through state CON
regulations. Despite the original purpose of CON being to control costs, in light of continued evi-
dence refuting CON’s ability to reduce health care costs, arguments are now being made to support
the use of CON as a way of preventing physician self-referral and supporting the continued viabil-
ity of community hospitals’ “charity care” policies. In the April 2007 issue of Health Affairs, for
example, Jean Mitchell released findings indicating that physician-owners exploit the exceptions in
the Stark law to self-refer patients for diagnostic imaging.” Additionally in 2007, Kansas pursued
efforts to reinstate CON for specialty hospitals while Montana extended CON for specialty hos-
pitals, with both states citing physician self-referral concerns. However, not all states seek to use
CON to stifle competition from specialty hospitals. For example, in 2009, West Virginia passed a
legislation that provided several avenues for ambulatory health care facilities to bypass the state’s
CON requirements.’f

* McCarthy, L. New Jersey legislature clears safe harbors for referrals to ambulatory surgical centers. BNA’s Health Law
Reporter (February 12, 2009) (accessed June 20, 2011).

© Litten, E. G. New Jersey’s New Codey Law—New Limits on Physician Ownership and Referrals. Fox Rothschild, LLP,
News and Publications, Philadelphia, PA (February 2009).

# Greeson, T. W. and Zimmerman, H. M. Potential impact of 2008 Medicare physician fee schedule proposed rules on imag-
ing arrangements. Reed Smith LLP, Health Lawyers Weekly, www.reedsmith.com/_db/_documents/Potential_Impact_
of_2008_Medicare_Physician_Fee_Schedule.pdf (accessed September 25, 2007).

¥ 73 Fed. Reg. 48,751 (Aug. 19, 2008) (to be codified at 42 C.F.R. 411.351).

142 U.S.C. § 1395nn(a)(1).

“Mitchell, J. The prevalence of physician self-referral arrangements after Stark II: Evidence from advanced diagnostic imag-
ing. Health Affairs 26: 3 (April 17,2007): 415-424.

T Committee Substitute for Senate Bill 312, West Virginia Legislature, March 13, 2009.
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CHANGING PAYOR ENVIRONMENT

Consolidation of Managed Care Industry

Managed care organizations (MCOs) are beginning to push their way into smaller markets, offering
broader provider networks in the process. While there is nothing new about mergers in the managed
care arena, for years, providers have expressed concerns about the steady consolidation. According
to an American Medical Association (AMA) report entitled “Competition in Health Insurance: A
Comprehensive Study of U.S. Markets, 2010 Update,” a single insurer dominates in most of the
nation’s markets.” An AMA study of metropolitan areas in 46 states found that in 96% of the metro-
politan statistical areas (MSAs), a single health insurer holds at least a 30% share of the commercial
market.” A 2008 Government Accounting Office (GAO) survey found that the median market share
at the state level of the largest small group carrier had risen to 47%." This same GAO survey also
concluded that in 34 of the 39 states surveyed, the five largest carriers had a combined market share
that was 75% or more, and in 23 of these states, the combined market share for the five largest car-
riers represented more than 90%." This reduction of competing health plans has raised concerns
among both physicians and patients because competition drives innovation and the efficiency that
can result when there is not a lack of competition within the health care marketplace.*

“Out-of-Network” Reimbursement Disparities

Many third-party payors have implemented restraints on payments to facilities not within their
network of preferred (discounted) providers. In New Jersey, out-of-network (OON) ASCs have his-
torically benefitted from profitable reimbursement levels, receiving on average three times the reim-
bursement for being OON than in-network. This differential payment has resulted in payors filing
lawsuits against OON providers, pressuring in-network providers to avoid referring to OON facili-
ties or risk termination of provider agreements, and attempting to require OON facilities to give
disclosure statements to patients scheduled to receive services at OON facilities.® On December 9,
2010, a modified version of a New Jersey Senate Bill, known as the Health Care Transparency and
Disclosure Act, was presented to the New Jersey Assembly Financial Institutions and Insurance
Committee as a substitute to Assembly Bill No. 3378 introduced on October 7, 2010.T The revised
bill makes various changes to the administration of health benefits plans regarding OON payments.™
Specifically, the bill establishes that OON providers (1) are required to make a good faith and timely
effort to collect a patient’s co-insurance, co-payment, or deductible, (2) may waive a patient’s pay-
ment if the provider determines the patient has a “medical or financial hardship” subject to certain
limitations, and (3) are required to inform patients whether the services they seek are in-network
or OON as well as explain to the patient his or her financial responsibility, give the patient a descrip-
tion of nonemergency services, and provide an estimation of those costs. Additionally, the proposed
bill would modify the assignment of benefits legislation by potentially excluding OON providers
from the direct pay benefit of the AOB law for up to 1 year if a carrier or insurer determines that the
provider committed a pattern of violations of the proposed good-faith requirements.”" In what some

* Competition in Health Insurance: A Comprehensive Study of U.S. Markets, 2010 Update, American Medical Association
(2010).

© Private Health Insurance: 2008 Survey Results on Number and Market Share of Carriers in the Small Group Health
Insurance Market. Government Accounting Office (February 27, 2009), p. 2.

# Dicken, J. E. Limited competition among health plans troubling for AMA. The Executive Report on Managed Care (May
2006), p. 4.

% Fields, R. 5 Issues affecting the future of New Jersey ASCs. Becker’s ASC Review 7: 9 (September 29, 2010).

1 New Jersey legislature—Bills, http://www.njleg.state.nj.us/bills/Bill View.asp (accessed April 27, 2011).

** Statement to Assembly Committee Substitute for Assembly, No. 3378 (December 9, 2010), http://www.njleg.state.nj.us/2010/
Bills/A3500/3378_S1.PDF (accessed April 27, 2011).

T Statement to Assembly Committee Substitute for Assembly, No. 3378 (December 9, 2010), http://www.njleg.state.nj.us/
2010/Bills/A3500/3378_S1.PDF (accessed April 27, 2011).
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consider a favorable provision of the proposed legislation, carriers are barred from terminating the
OON provider from a managed care panel on the basis that the provider referred to an OON.” As of
May 15, 2012, the proposed bill had not yet been passed. To be enacted, the proposed bill will need
to be considered by the Assembly, the Senate Committee Structure, the state Senate, and finally
signed by the New Jersey Governor.

COMPETITIVE ANALYSIS

PoRrTER’S FIVE FORCES—DEFINITION AND APPLICATION TO HEALTH CARE

Michael Porter® is considered by many to be one of the world’s leading authorities on competi-
tive strategy and international competitiveness. In 1980, he published Competitive Strategy:
Techniques for Analyzing Industries and Competitors*, in which he argues that all businesses
must respond to five competitive forces. Porter stresses that the essence of developing a competi-
tive business strategy is relating a particular company to the environment in which it operates.
Competition therefore extends beyond the actions of a company’s current competitors and is rooted
in its underlying economic structure.’ In attempting to understand competitors and select competi-
tive strategies, a review of these five forces may be useful to understanding the underlying funda-
mentals of competition.

1. Threat of new market entrants—This force may be defined as the risk of a similar com-
pany entering your marketplace and taking current or potential business from you.

2. Bargaining power of suppliers—This force is the negotiating power of suppliers. Suppliers
can be defined as any business you rely on to deliver your product, service, or outcome.

3. Threats from substitute products or services—This refers to substitute products or services
that your customers will purchase instead of your product or service.

4. Bargaining power of buyers—This force is the degree of negotiating leverage of industry
buyers or customers.

5. Rivalry among existing firms—This is ongoing rivalry between existing firms and is often
assumed to be the sole expression of competition, without consideration of the other com-
petitive forces that define industries.

PORTER’S GENERIC STRATEGIES

Porter recommends three generic strategies to out-perform competitors or maintain a market posi-
tion against competition: overall cost leadership, differentiation, and market niche/segmentation
(Figure 2.2).

* Kurtz, R. Revised New Jersey out-of-network bill released; NJAASC views changes as positive. Beckers ASC Review 12:
1 (December 16, 2011).

T A professor of business administration at the Harvard Business School, Michael Porter serves as an advisor to heads of
state, governors, mayors, and CEOs throughout the world. The recipient of the Wells Prize in Economics, the Adam Smith
Award, three McKinsey Awards, and honorary doctorates from the Stockholm School of Economics and six other universi-
ties, Porter is the author of 14 books, among them Competitive Advantage, The Competitive Advantage of Nations, and
Cases in Competitive Strategy.

# Porter, M. E. Competitive Strategy: Techniques for Analyzing Industries and Competitors. The Free Press, NY, 1980.

§ Ibid., p. 3.
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FIGURE 2.2 Michael Porter’s five forces driving industry competition. (From Porter, M. E., Competitive
Strategy: Techniques for Analyzing Industries and Competitors, p. 4, The Free Press, 1980. With permission.)

Overall Cost Leadership

Organizations focusing on this strategy seek to produce the same or better quality services at less
cost than competitors, while attempting to earn greater profits through volume and/or increased
efficiencies. During periods of strong price competition, organizations aim to merely stay in the
market profitably through reduced prices.

This strategy may revolutionize a firm where industry competition has been weak. Competitors
may be ill prepared, mentally, economically, or operationally, to minimize costs. Examples of
industries that are characterized by this strategy include the steel, retail banking, and beer industries
and it does occur occasionally in hospital inpatient care.

Differentiation

A differentiation strategy implies a focus on the production of a better or different product or ser-
vice. This difference may be only one of perception or marketing. Quality imperatives demand a
strategy equating the product with “desirable” quality standards. Differentiation can earn above-
average profits even in slow growth or declining markets. With this strategy, cost is secondary but
companies exist throughout the continuum between the pure theoretical strategies of cost, quality,
and differentiation.

Market Niche/Segmentation

Companies utilizing this strategy focus on a section or group of buyers, a segment of a product line,
or a specific area of a geographic market. The premise is that these companies, by focusing on a nar-
row target, can provide value to customers more effectively than rivals who compete more broadly.
Low cost and differentiation are still competitive factors for any niche.

Porter’s recommendation is to avoid being “caught in the middle,” that is, being neither the
lowest cost nor highest quality, or being insufficiently differentiated. While pursuing the chosen
strategy as the company’s primary strategic focus, a company should not lose sight of the two other
strategies.

This strategy should not be evaluated in isolation. It must be integrated into as many short-term
and long-term goals of the business and its market as possible.
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APPLYING PORTER’s FIVE FORCES TO HOosPITALS AND PHYSICIAN GROUPS

Health care is often described as being different from other industries for a number of reasons,
including

1. The large role of governmental regulation and reimbursement

2. The seemingly limitless demand for health care

3. The necessity of having local providers

4. The removal of consumers from the direct purchasing decisions because of employer-
driven insurance purchasing

5. The difficulties in quantifying health and the quality and costs of care

Yet, these aspects may be found in other industries, and increasingly, these barriers to com-
petition in health care are under pressure by, most notably, the FTC to be removed or diminished
because of rising costs. Therefore, Porter’s Five Forces model applies to health care just as with
any other industry. In the Harvard Business Review article entitled “Making Competition in Health
Care Work,”" Porter further explores the value of his model as a process or framework for use in
examining competition in health care.

Porter’s model applies to a company operating within a specific industry and so we must first
define the health care industry, which contains numerous subsets interacting with each other,
including hospitals, nursing homes, medical practices, home health agencies, subacute providers,
ASCs, and urgent care centers. These facilities and providers, along with the administrators, equip-
ment suppliers, pharmaceutical companies, and other support and managerial providers, all may be
considered as part of the “health care industry” because they share the common goal of maximiz-
ing human health. This is not an easily quantifiable outcome, but it can be viewed as the common
denominator among all the facets in the health care industry.

A hospital that does not acknowledge the local independent family medical practice or cardiol-
ogy group working in the same industry as a competitor (as well as a “customer”) may have missed
the point. There is a complex relationship between the various subsets of the health care industry
and any competitive evaluation should take several different perspectives on these relationships.

Threat of New Market Entrants

Historically, many hospitals and physicians have believed that there is a low risk (or even no risk)
of new market competitors due to the entry barriers in their segments of the industry. Health care
has been said to be a local business because providers must deliver services to patients in person.

However, technology and communications, as well as the ability to recruit providers nationally,
are changing some aspects of the physician—patient relationship so that this is no longer universally
or absolutely true. New entrants may no longer necessarily have to be based in their local market.

Overall, the threat from new entrants may be related to the size of the financial return in that
particular segment of the industry. Health care differs from many industries as financial return does
not always drive the decision process. The goals of charity, education, and community service make
some decisions in the business of health care seem financially or economically irrational.

Bargaining Power of Suppliers

In health care, suppliers are primarily professional services providers, but they are also any person
or organization involved in the provision of improved health for patients. Physicians are, in this
sense, suppliers (if you do not directly employ them). Other suppliers may include medical supply
companies, pharmaceutical companies, and outsourcers.

* Teisberg, E. O., M. E. Porter and G. B. Brown. Making competition in health care work. Harvard Business Review 3: 7
(July/August 1994): 1-3.
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Suppliers can impact your business if they can raise your costs. Health care suppliers’ prices
are often controlled or influenced by the necessity of accepting what the government will pay for a
product or service. The bargaining power of suppliers, besides those of service, is subject to increas-
ing pressures.

It is significant, then, to note that health care is different from other industries in that the suppli-
ers are often also the customers, as in hospital-physician relationships.

Rise of Urgent Care Walk-In Clinics

Recent trends suggest renewed interest in walk-in clinics, as the number of retail clinics across the
United States has grown to nearly 1200 facilities at locations such as former urgent care centers,
strip malls, and even in some grocery store chains.” Several factors drive this growing phenomenon,
including more selective demographic targeting of plan members, greater cost control for the health
plan, and a greater opportunity to market themselves to potential customers.” Retail clinics appeal
to many individuals due to the clinics’ flexible scheduling, extended hours, urgent care services,
and other services not available at conventional physicians’ offices. Retail clinics also appeal to
insurers who are able to exercise higher levels of control over expenses in these business arrange-
ments. By reducing administrative and other overhead costs, insurers may also be able to maximize
profit margins and preserve their bottom lines, which may be threatened by new ACA mandates
(e.g., limits on the percentage of premiums that insurers can spend on nonmedical costs). Under
the ACA individual mandate, an estimated 50 million uninsured individuals will enter the health
care marketplace in 2014.8 By offering services in areas where individuals routinely travel for other
purposes (e.g., strip malls and grocery stores), insurers may receive a large amount of commercial
exposure among consumers.

Boutique—Concierge Medicine

Concierge, or boutique, medical practices began in 1996 in Seattle and are now in several major
metropolitan areas. Concierge practices are concentrated principally on the east and west coasts,
with most practices focused on providing primary care services.! Concierge medicine is basically
a “return to ‘old-fashioned’ medicine,” where physicians limit their client base and devote more
time to each patient. Patients can usually get in to see their physician within a day, and most have
24-hour access to their physician by pager or cell phone.™ The current business model for concierge
practices requires charging patients an annual retainer or membership fee in exchange for guaran-
teed access to standard health care services, as well as increased access to personalized physician
services that are unique to the individual patient.’” Physicians, tired of long hours, not having enough
time with their patients, and dealing with overbooked caseloads, are turning to concierge medicine
as a way of balancing their lives and providing quality care for their patients.* Patients who have
physicians in this type of practice appreciate the “perks” they get for paying a yearly fee—similar

* Weaver, C. Health insurers opening their own clinics to trim costs. Kaiser Health News (May 4, 2011), http://www.kaiser
healthnews.org/Stories/2011/May/04/Insurers-Turn-To-Clinics-For-Cost Control.aspx (accessed May 31, 2011).

© Lewis, D. P. Insurer-owned clinics bid to offer more patient care. American Medical News (May 16, 2011), http://www
.ama-assn.org/amednews/2011/05/16/bil20516.htm (accessed May 31, 2011).

# Health insurance issuers implementing medical loss ratio (MLR) requirements under the patient protection and Affordable
Care Act; Interim Final Rule. 45 CFD Part 158, Fed. Reg. 75: 230 (December 1, 2011): 74877-74878.

8 The Uninsured and the Difference Health Insurance Makes. The Henry J. Kaiser Family Foundation, San Francisco, CA
(September 2010); Patient Protection and Affordable Care Act. Public Law 111-148, Section 1501, 124 STAT 242 (March
23, 2010).

1 Physician services: Concierge care characteristics and considerations for Medicare. Report to Congressional Committees
GAO-05-929. U.S. Government Accountability Office (August 2005), p. 3.

“Leidig, D. Concierge medicine: A new specialty? The Reporter: 2. Texas Medical Liability Trust (March—April 2005): 2.

"Linz, A. J., P. F. Haas, L. F. Fallon, Jr. and R. J. Metz. Impact of concierge care on health care and clinical practice. Journal
of the American Osteopathic Association 105: 11 (November 2005): 515.

#Ibid., p. 518.
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to “annual membership dues.” These fees can range anywhere from $1000 per year to $10,000 per
year depending on the patient’s age, benefits received, area of the country, and practice.”

Amenities vary by practice, but some include more time with the physician (e.g., 30 min office
visit), increased access to physicians, e-mailed “newsletters” or condition-specific information, phy-
sicians accompanying patients on visits to specialists, and house calls.f

Although concierge medicine may provide many benefits for patients, including more, and in
some cases, nearly unlimited access to their physicians, it has been met with some scrutiny. For
example, because Medicare beneficiaries cannot be charged more than 115% of the rate for services,
many politicians have said that the annual fees patients pay for concierge medicine is a lot more
than the Medicare rate and thus is illegal billing. Moreover, it is argued that this type of medicine
is elitist, that it is available only to wealthy patients who can pay the annual fees. Many physicians
report, however, that a bulk of their clients are middle-income people who are willing to pay more
for this kind of care.* Note that boutique medicine is not a substitute for traditional insurance.
Patients will typically keep their traditional health insurance to pay for any tests or scans ordered
by the physician.’

Hospital System and Physician Practice Realignment

Hospital Acquisition of Physician Practices Hospitals have recently returned to the 1990s’ trend
of directly employing physicians and increasingly competing for physicians’ time and loyalty as
more physician-owned specialty hospitals open, allowing increasing numbers of physicians to
refuse on-call emergency room duties and other traditional medical staff responsibilities.t While
hospitals primarily employed primary care physicians during the 1990s, the recent employment
trend has seen a rise in the number of specialists employed by hospitals.” In a study undertaken
by the Center for Studying Health System Change, it was reported that 30 out of 43 hospital sys-
tems had increased the number of employed physicians between 2005 and 2007, with a particularly
notable increase in the incidence of employed specialists (83% of the systems).”™ A 2009 study by
Medical Group Management Association (MGMA), entitled Physician Placement Starting Salary
Survey: 2010 Report Based on 2009 Data, projected that, more than half (65%) of established physi-
cians were placed in hospital-owned practices and that 495 of physicians hired out of residency or
fellowship were placed within a hospital-owned practice.*

Shortage of Supply of Physician Manpower A widespread shortage of physicians is expected
in the next 1015 years. Recent reports have indicated that the United States will face a growing

* Ibid., p. 515. See also Leidig, D. Concierge medicine: A new specialty? The Reporter: 3. Texas Medical Liability Trust
(March—April 2005): 2.

© See Leidig, D. Concierge medicine: A new specialty? The Reporter: 3. Texas Medical Liability Trust (March-April 2005):
2. GAO. Physician services: Concierge care characteristics and considerations for Medicare. Report to Congressional
Committees GAO-05-929 (August 2005), p. 15. Russano, J. Is boutique medicine a new threat to American health care or
a logical way of revitalizing the doctor—patient relationship? Washington University Journal of Law and Policy 17: (2005):
313.

# Freeman, L. Personal doctor: Specialty concierge medicine new area trend. Naples Daily News (February 16, 2008), www
.naplesnews.com/news/2008/Feb/16/personal-doctor-specialty-concierge-medicine-new-t/ (accessed August 1, 2008).

¥ Hawryluk, M. Boutique medicine may run afoul of Medicare rules. amednews.com (April 8, 2002), www.ama-assn.org/
amednews/2002/04/08/gvsb0408.htm (accessed August 1, 2008).

1 Lubell, J. Hospitals seen seeking closer doc partnerships. Modern Health Care (October 4, 2007).

“Beckham, D. New twist in employing physicians. Hospitals and Health Networks, www.hhnmag.com (accessed March 3,
2008). Harris, G. More doctors giving up private practices. New York Times 1: (March 25, 2010) 1-4, http://www.nytimes.
com/2010/03/26/health/policy/26docs.html (accessed July 26, 2011).

T Christian, C. D. and Myre, T. T. Integration 2.0: Does health care reform signal the twilight of the private physician practice.
Valeo Online (July 14, 2010), http://www.valeocommunications.com/2010/07/14/integration-20-does-health-care-reform-
signal-the-twilight-of-the-private-physician-practice (accessed May 25, 2011).

#MGMA Physician Placement Report: 65 Percent of Establishing Physicians Placed in Hospital-Owned Practices. Medical
Group Management Association (June 3, 2010), http://www.mgma.com/press/default.aspx?id=33777 (accessed May 25, 2011).
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physician manpower shortage, especially in primary care, in the coming years. This trend is driven
by several factors, including the growth of an aging baby boomer population, which typically utilizes
a greater proportion of health services than the nonelderly population.” Additionally, the number of
practicing physicians in the United States is predicted to remain fairly stagnant over the next decade
due to physician lifestyle changes, which have resulted in a reduction of the total number of work
hours, and retirement of current physicians (approximately 99,000 of which were older than 65 in
2008). It is estimated that a shortage of generalist physicians could reach anywhere from 35,000 to
44,000 by 2025, according to the American College of Physicians.* By 2020, the Health Resources
and Services Administration (HRSA) predicts a shortage of 21,400 general surgery physicians.®
The HRSA also predicts deficits for such specialties as radiology, urology, and psychiatry by 2020.8
The 2010 health care legislation responds to this projected shortage in physician manpower by
increasing the number of graduate medical education training positions; giving priority to primary
care and general surgery and to those states with the lowest resident physician-to-patient popula-
tion; increasing workforce supply and support by training health professionals through scholarships
and loans; promoting training in preventive medicine and public health; increasing the capacity for
nurse education, support nurse training programs, providing loan repayment and retention grants,
and creating a career ladder to nursing; and establishing a Prevention and Public Health Fund for
prevention, wellness, and public health activities.!

Joint Ventures between Community Hospitals and Niche Providers The move toward spe-
cialized inpatient and outpatient facilities, often owned by physicians, is a natural reaction to the
significant reimbursement, regulatory, and technological changes described above, and represents
beneficial competition and innovations allowing health care services to be provided in a more
cost-effective manner while also maintaining and improving quality and beneficial outcomes.” In
an attempt to strengthen relationships and align economic incentives to enhance market position
and financial success between physicians and hospitals, many specialty providers, such as ortho-
pedic surgeons and cardiologists, are entering into joint ventures with one another.!™ As competi-
tion over ASTC revenue streams between physicians and hospitals remains intense, new forms of
joint ventures and revenue sharing options are developing in an attempt to repair their recently
contemptuous relationship, and to offer patients increased quality services and access.* FutureScan
predicts that the relationship between hospitals and physicians will stabilize within the next 10
years, resulting in more physicians investing with hospitals and both parties being involved in
management decisions. The economic benefits of a physician and hospital joint venture relation-
ship are significant. Collaboration between physicians and hospitals creates an economy of scale

* The Complexities of Physician Supply and Demand: Projections Through 2025: Executive Summary. Center for Workforce
Studies of the Association of American Medical Colleges, http://www.aamc.org/workforce (accessed May 6, 2010).

7 Kane, G. C. et al. The anticipated physician shortage: Meeting the nation’s need for physician services. American Journal
of Medicine 122: 12 (December 2009): 1159.

# Aston, G. Calling all docs: Primary care shortage looms large. Hospitals and Health Networks (February 2011), http:/
www.hhnmag.com/hhnmag_app/jsp/articledisplay.jsp?dcrpath=HHNMAG/Article/data/02FEB2011/021 1HHN_Inbox_
physicians&domain=HHNMAG (accessed May 27, 2011).

§ Harris, S. Physician shortage spreads across specialty lines. Association of American Medical Colleges (October 2010),
https://www.aamc.org/newsroom/reporter/oct10/152090/physician_shortage_spreads_across_specialty_lines.html
(accessed May 27, 2011).

1 Summary of New Health Reform Law. Kaiser Family Foundation (April 21, 2010), http://www.kff.org/healthreform/
upload/8061.pdf (accessed May 6, 2010).

“Intellimarker: Ambulatory Surgery Centers Financial & Operational Benchmarking Study 2006. Informed Health Care
Media (August 2006): 9.

T Financing the Future II Report 4: Joint Ventures with Physicians and Other Partners. Health Care Financial Management
Association (February 20006), p. 3.

#Hurley, R. E. et al. A Widening rift in access and quality: Growing evidence of economic disparities. Health Affairs
(December 6, 2005): W5-567.
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that will not be achieved if each continues to operate independently, thereby increasing hospital
and health system interest.”

According to Jay Klarsfeld, MD, there are many advantages to a hospital-physician joint
venture. Because hospitals make most of their money from inpatient services, opening a sepa-
rate outpatient surgery center is not economically feasible. Because ASCs perform outpatient
procedures economically and safely, it behooves the hospital to form a business relationship with
the physician-owners. When the hospital sends patients to the surgery center, they share in the
profit. Additionally, when physicians have influence over the design process and ownership of
an outpatient facility, things run smoother and more efficiently. Studies have shown that when
“physicians have an economic stake [they] show up on time, don’t waste minutes in the OR,
and make smarter purchasing decisions” There are advantages for the physician as well. Most
hospitals have a reputation in the community as being safe and reliable, and the physician-owner
shares this good reputation in a joint venture. This makes the ASC more credible. A physician
also has exposure to hospital vendors, and the association with the hospital can be helpful in
purchasing.’

Co-Management Arrangements  Alignment, integration, and engagement of physicians is another
key strategy for health systems seeking to create high-performing, high-quality, and high-efficiency
organizations. Yet aligning physicians’ interests with those of hospitals and health systems has
been an ongoing struggle, particularly since the shift from small, physician/provider-owned, inde-
pendent private practices to captive practices within larger integrated health systems (i.e., the cor-
poratization of the practice of medicine). Successful hospital enterprises have understood that “to
effectively respond to the economic incentives of reform, a hospital must achieve a deeper level
of integration with the physicians that practice there”.* One way by which physicians and hospi-
tals are trying to achieve this common goal is through co-management arrangements, which have
reemerged in recent years as an alternative to joint ventures or strict employment arrangements
between hospitals and physicians, who share mutual interests to lower costs, increase efficiency,
and improve quality.’

Under the new co-management model, a hospital may enter into a management agreement with
an organization that is either jointly owned or wholly owned by a physician to provide the daily
management services for the inpatient and/or outpatient components of a medical specialty service
lined A co-management arrangement incentivizes physicians for the development, management,
and improvement of quality and efficiency, as well as for making the service line more competitive
in the target market.!

Co-management arrangements may result in health care entities that are value driven and provide
physicians and hospitals an opportunity to achieve safety, quality, patient satisfaction, and cost effi-
ciency, which ultimately result in improvement in the delivery of patient care.

Threats from Substitute Products or Services

Nontraditional health care providers are increasingly competing with traditional health care.
Alternative providers such as chiropractors have taken a larger market share and some health care

* Financing the Future II Report 4: Joint Ventures with Physicians and Other Partners. Health Care Financial Management
Association (February 2000), p. 4.

* Klarsfeld, J. The perils and payoffs of hospital joint ventures. Outpatient Surgery Magazine (January 2007): 18-19.

# Achieving physician integration with the co-management model. Health Care Financial Management Association, http:/
www.hfma.org/Templates/Print.aspx?id=20619 (accessed July 19, 2010).

¥ Evans, M. Co-management emerges as alternative to joint ventures, employment by hospitals. Modern Physician (May 10, 2010),
http://www.modernphysician.com/apps/pbcs.dll/article? AID=/20100510/MODERNPHY SI# (accessed July 21, 2010).

1 Danello, P. E. Clinical co-management: Hospitals and oncologists working together. Journal of Oncology Practice 2: 1
(January 2006).
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systems and MCOs have embraced the changes in patient preferences for alternative medicine and
developed networks of these providers.

Technology has fueled the entry of new competitors in many other industries, and health care
is no exception. Patients are accessing medical advice and information through the Internet and
becoming more informed about care and treatment options. With advances in medical imaging
communication, radiologists in remote locations can outsource X-ray film readings for hospitals at
lower prices. The role of the pharmacy and pharmacist is also changing and may become a threat to
some portion of the service/advice/monitoring business of medical offices.

In short, competition can come in many forms and affect many subsets of health care services.
Planning and analyzing potential substitute products and services requires creative thinking as well
as thorough research. Health care’s primary difference from other industries in this area may well
be its regulation of medical professionals, treatments, and drugs, which may delay or prohibit the
development of substitutes, therefore discouraging innovation—the “fundamental driver” of quality
improvement and the “underlying dynamic” of a company’s ability to compete.

“Purple Pill”

Increasingly, drugs offer an alternative treatment, often at a lower cost, reducing hospital stays or
the need for costly surgeries or procedures. For example, the introduction of Prilosec, which became
widely recognized as the Purple Pill (Nexium® for acid reflux disease), revolutionized the treatment
of bleeding ulcer patients. The use of a proton pump inhibitor such as Prilosec (omeprazole) prior to
endoscopy reduced the need for the procedure, and stopped bleeding faster than in patients taking a
placebo, thereby reducing both the need for surgery as well as the length of hospital stays."

Battle Lines among Providers

Competition exists not only among hospitals and physician-owned facilities, but also among health
care professional providers themselves (e.g., ophthalmologists versus optometrists, anesthesiologists
versus certified registered nurse anesthetists, and OB-GYNs versus certified nurse midwives). One
of the most prevalent areas of competition is related to providers of imaging services. The issue
of in-office ancillary imaging pits radiologists against other physicians. Increasingly, radiologists
face competition from referring physicians.” A study funded by the Radiological Society of North
America (RSNA) and presented in 2004 claimed that self-referral leads to increased utilization of
diagnostic imaging. The study recommended that the radiologist professional community lobby the
federal government to enact regulations making self-referrals more difficult. According to the chief
researcher, Dr. David C. Levin, “Orthopedic surgeons really don’t belong in the business of owning
MR (magnetic imaging) scanners”.*

The result of such efforts was reflected in the passage of the Medicare Improvements for Patients
and Providers Act of 2008 (MIPPA)} After the American College of Radiology (ACR) announced
plans to lobby for legislation requiring Medicare to define standards for physicians performing diag-
nostic imaging, and the Medicare Payment Advisory Commission (MedPAC) staff members stated
“it’s important for CMS to set national standards for each imaging modality...,” Congress included
in the MIPPA a provision requiring accreditation of physicians who provide the technical compo-
nent for advanced diagnostic imaging services (e.g., magnetic resonance imaging [MRI], computed

* Gardner, A. Prilosec helps control bleeding in ulcer patients. HealthDay Reporter, U.S. Department of Health and Human
Services (April 18, 2007), www.healthfinder.gov/news/newsstory.asp?docid=603797 (accessed March 31, 2008). Javid, G.
et al. Omeprazole as adjuvant therapy to endoscopic combination injection sclerotherapy for treating bleeding peptic ulcer.
The American Journal of Medicine 111: 4 (September 2001): 280-284.

Thompson, T. L. Self-referral issue isolates radiology in multispecialty forum. AuntMinnie (October 7, 2004), www.aunt
minnie.com/index.asp?Sec=sup&Sub=imc&Pag=dis&ItemID=63177 (accessed February 18, 2005).

Volkin, L. and Dargan, R. S. Self-referral drives increase in diagnostic imaging among nonradiologists. American Society of
Radiologic Technologists (December 10, 2004), www.asrt.org/content/News/IndustryNewsBrief/GenRes/Selfreferr041210
.aspx (accessed February 18, 2005).
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tomography [CT], and nuclear medicine/positron emission tomography [PET]) for which payment
is made under the Medicare Physician Fee Schedule (MPFS)." After the Secretary of Health and
Human Services designates accreditation organizations in 2010, all suppliers of the technical com-
ponent of advanced diagnostic imaging services will need to be accredited by January 2012.f

Competition has been increased somewhat by the ACA’s revision of the “in-office ancillary ser-
vices” exception to the Stark self-referral law.* This exception—once relied on by physicians in
group practices to refer patients to the group—has now been stifled to an extent by some disclosures
required by the ACA. Section 6003 of the ACA requires that for any referral for MRI, PET, CT or
other radiology service, the referring physician must (1) inform the patient in writing (before any
referral is made) that the patient may obtain these same services elsewhere, and (2) provide the
patient with a written list of other nearby providers who offer the same or similar services.’ This
will likely lead to far fewer physicians referring patients within their own group practices, and will
allow patients to more freely seek out other providers should they choose to do so.

Bargaining Power of Buyers

Most health care is paid for by insurance organizations, whether private or governmental. Most
private health insurance is purchased through employers who, to a great degree, make most of the
buying decisions. Employer coalitions have emerged, but most command leverage on price rather
than quality or value. This often leaves health care providers as the only advocates for consumers.
Despite the fact that businesses bear less of the total U.S. health care premium dollar (approximately
25%T7) than government or individuals, corporate buyers have asserted substantial, if disproportion-
ate, influence over health care companies, but not necessarily always in the best interests of the
consumers or the community at large.

Health care is different from other industries in several respects. It is characterized by

1. More than one class of buyers—patients, family (proxies), insurance companies, and
employers, each with different objectives

2. A divide between consumer and payor

3. An unequal balance of information between consumers and providers, which works to the
detriment of the payor

4. A single largest payor—the government

Perhaps the most significant aspect of the ACA is the proposed establishment of American
Health Benefit Exchanges (Exchanges).” Exchanges refer to new, transparent, and competitive pri-
vate health insurance markets that aim to allow individuals and small businesses to purchase afford-
able qualified health plans.'" With implementation set to begin in 2014, state-run health insurance
Exchanges aim to facilitate the purchase of qualified health plans, increase transparency of pricing
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and quality, and allow for more regulation of health insurance.” Health insurance Exchanges may be
instrumental in assisting individuals and small businesses with making informed health insurance
purchasing decisions, by enabling these consumers to compare health plan benefits, pricing, and
quality, which is likely to change the competitive landscape among health care and health insurance
providers.

Rivalry among Existing Firms

Integrated physician organizations and other types of EHOs may be viewed as new market entrants
or simply as a group of existing providers reorganized in order to compete better. The number of
these integrated provider organizations and EHOs grew tremendously during the 1990s through
consolidation and mergers of traditional providers, but their effectiveness as competitors is in many
ways still uncertain. Integration, affiliation, and collaboration among providers may, in some cases,
be viewed as a means of circumventing competition unless the clinical benefits to patients can be
demonstrated. The collapse of PPMCs, poor performance of hospital-managed physician practices
including physician-hospital organizations (PHOs), the failure of capitated groups and independent
physician associations (IPAs) in California, and the current trend toward divestiture of acquired
practices would seem to indicate that EHOs have not been effective competitors. Nonetheless, the
competitive forces that led to the formation of these integrated organizations still exist and these
initial “failures” may have more to do with mismanagement and poor planning than the concept of
physician integration itself.

The inherent mission of any health care organization is based on fostering human welfare. This
mission is often deemed to be in conflict with the economic and financial goals of health care orga-
nizations, especially in the for-profit arena, as well as incompatible with the competitive forces that
have been successful in other industries. These differences in basic values are deeply rooted. It is
important to understand these differences when assessing the impact of intercompany rivalry on
competition as a whole in stimulating quality and efficiency.

CoMMUNITY BENEFIT—UNIQUE SixTH FORCE?

If “community benefit” is defined as the “one true good” of health care, the question arises: Can a
capitalist economy and for-profit health care system support this concept of community benefit? The
debate between whether health care is a right or privilege has not yet been resolved in American
society and puts health care in competition with other social goods for resources. Furthermore, due
to the public health nature of many health care services, most health care services are influenced
in some fashion by public opinion on matters related to health (i.e., the perception of community
benefit), and society works on changing or accepting the health care system through many chan-
nels and several organizations including community organizations, political parties (independent
of Medicare/Medicaid), civic organizations, and religious organizations. Thus, health care deliv-
ery—in a manner and to a degree that few other industries experience—may well be subject to this
unique “‘sixth force.”

Increased Scrutiny of Community Hospitals as Providers of Charity Care

In response to increased criticism that tax-exempt hospitals are not fulfilling their charitable mis-
sions, the ACA aims to increase transparency concerning the special benefits and incentives that
tax-exempt hospitals receive by imposing additional requirements when qualifying for their 501(c)

* Kingsdale, J. and Bertko, J. Insurance exchange under health reform: Six design issues for the states. Health Affairs 29: 6
(June 2010): 1159.
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(3) status.” In addition, the ACA requires tax-exempt hospitals to conduct a community health
needs assessment (CHNA) every 3 years to better demonstrate that they are meeting the particular
needs of the patient community they serve.” Tax-exempt hospitals will also be required under the
ACA to establish a written financial assistance policy that would include, among other things: (1)
the criteria for eligibility for financial assistance; (2) the basis for calculating amounts charged to
patients; and (3) the steps to be taken in the event of nonpayment.” Other provisions in the ACA
will require tax-exempt hospitals to increase their accountability for the quality of care provided
to patients. Failure to comply with any requirement of the CHNA can result in a penalty of up to
$50,000.7

To promote the goals of lowering health care costs and increasing the quality of patient care, two
payment systems are being established with the goal to directly tie reimbursement to performance:
value-based purchasing and bundled payments. Effective October 1, 2012, the ACA mandates a
value-based purchasing model (first initiated by the CMS in 2007) for all hospitals.* Value-based
purchasing (VBP) is a model whereby incentive payments are given to hospitals that meet or exceed
certain performance benchmarks set by CMS." In the past, hospitals were rewarded for simply
reporting their performance in certain areas.® Under the ACA and the (VBP) reimbursement model,
such reporting is mandatory, with a percentage of Medicare reimbursement tied directly to quality.’
The benchmarks will take various aspects of care into consideration, including certain efficiency
and patient satisfaction metrics.! Beginning in fiscal year (FY) 2013, the clinical measures for these
incentive payments will include achieving certain quality metrics related to such clinical conditions
as heart failure, pneumonia, and hospital-related infection, with more conditions to be considered
after that time.’

Internal Revenue Service (IRS) Form 990 Disclosures

On February 14, 2008, the IRS posted information on its Web site concerning the governance of
charitable organizations and related topics. The IRS also removed a previously posted preliminary
staff discussion draft entitled Good Governance Practices for 501(c)(3) Organizations from its
Web site. The IRS believes that its views on nonprofit governance are best reflected in the reporting
required by the revised Form 990 and the governance components incorporated in the Life Cycle—
an educational tool provided by the IRS.

The revision of Form 990 came in response to increasing scrutiny about how much charity
care was actually being delivered at given hospitals. If one hospital in a community failed to pro-
vide their share of charity care, another hospital had to take those patients and ended up with a
disproportionate number of unprofitable cases. The revision prompts hospitals to document their
spending on charity care to verify that they are providing the amount of care they are claiming.
Twenty-two states have laws that require disclosure on charity spending, and three states have a
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minimum threshold.” Along with detailed disclosure of charity care, Form 990 will also require
disclosure of governance policies and executive pay and perks. Hospitals will also be able to claim
a share of bad debt and Medicare losses, but they must disclose the method used to estimate the
losses.f

Increased Scrutiny of Nonprofit Organizations under the ACA

Nonprofit scrutiny was heightened even further in 2010 by the passage of the ACA. The health
reform laws add many requirements that 501(c)(3) organizations must satisfy in order to maintain
their status as a tax-exempt entity. The ACA adds to the Internal Revenue Code section 501(r),
which sets out four new requirements that 501(c)(3) organizations that operate one or more hos-
pital facilities must meet.* These requirements include (1) adopting and implementing written
financial assistance and emergency medical care policies®, (2) limiting charges for emergency
or other medically necessary care’, (3) refraining from taking “extraordinary collection actions”
until making “reasonable efforts” to determine whether a patient qualifies for financial assis-
tance®, and (4) requiring that each 501(c)(3) hospital organization conduct a CHNA at least once
every 3 years in order to better demonstrate that the organization is meeting the particular needs
of the patient community they serve The CHNA requirement is effective for tax years begin-
ning after March 23, 2012, and currently does not affect nonprofit hospital organizations.* Once
in effect, failure to comply with any requirement of the CHNA can result in a penalty of up to
$50,000.%

Antitrust Considerations

Antitrust law has traditionally been used to combat anticompetitive behavior arising from professional-
and payer-imposed barriers to competition, as well as against consolidations (either by collaboration
or merger) by provider groups and health systems.! However, at the beginning of this decade, strict
antitrust enforcement in the health care sector tended to shift away from providers toward pharma-
ceuticals in a larger shift away from strict application of antitrust law to the health care sector gener-
ally.” During that time frame, antitrust jurisprudence began to shift to a significantly increased level
of judicial deference to professionalism in health market transactions, which chilled the ability of
federal antitrust authorities to bring effective enforcement actions against violators.” Additionally,
while federal enforcement agencies generally won cases against hospital mergers between the mid-
1980s and the mid-1990s, those agencies lost all the hospital merger cases brought in federal court
between 1995 and 2001.7" During this time frame, courts tended to take a purely economic look at
elements of antitrust decisions such as a provider’s market share and price, ignoring other elements
germane to health care such as patients’ personal and logistical considerations when choosing a
provider.'

Promulgated by recent health care reform efforts, the F7C and the DOJ have expressed renewed
concern regarding the adequacy of existing standards for horizontal mergers, maintaining that

* Blesch, G. Ohio readies charity standards. Modern Health Care (January 28, 2008), http://modernhealth care.com/apps/
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article? AID=/20080107/REG/911456645 (accessed March 31, 2008).

# New Requirements for 501(c)(3) Hospitals Under the Affordable Care Act. Internal Revenue Service, http:/www.irs.gov/
charities/charitable/article/0,,id=236275,00.html (accessed June 2, 2011).

§ Patient Protection and Affordable Care Act. § 6003, Public Law 111-148, 124 Stat. 697 (March 23, 2010).

1 Chapter 4: Competition law: Hospitals. In: Improving Health Care: A Dose of Competition. The Federal Trade Commission
and the Department of Justice (July 2004), pp. 1-3.

“Executive summary. In: Improving Health Care: A Dose of Competition. The Federal Trade Commission and the Department
of Justice (July 2004), pp. 21-29. Industry snapshot and competition law: Pharmaceuticals. In: Improving Health Care: A
Dose of Competition. The Federal Trade Commission and the Department of Justice (July 2004), p. 9.
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fortified measures of antitrust enforcement are crucial to cutting costs and improving quality of
health care.” Most recently, the DOJ and FTC have focused their efforts on evaluating the impact
of horizontal consolidation of certain health care organizations (e.g., pharmaceutical giants, payors,
outpatient clinics, and hospitals) to determine whether their respective market sectors experience a
decrease in competition as a result.’

As legislators continue to focus on reducing the cost of health care while improving quality and
access, antitrust enforcement is likely to take on a larger role in the health care sector. With the
promotion of a public option as part of health care reform legislation, more focus has been placed on
the benefits of competition in the health care insurance marketplace, and the proposed repeal of the
McCarran—Ferguson Act demonstrates how legislators will continue work to improve competition
throughout the health care industry in an effort to reduce costs and improve quality.”

The FTC and DOJ have taken special interest in the impact of hospital consolidation on market
competition. While most research conducted to date suggests a potential correlation between hospi-
tal consolidation and higher prices for hospital services, the magnitude of price increase estimated
by these studies ranges from 5% to greater than 50%.* While some dispute exists over the impact
of consolidation on quality of care, studies utilizing methods perceived to be robust tend to show a
reduced level of quality.t Surmising a sudden surge of hospital consolidation as a result of impend-
ing reform initiatives and continued technological growth, the FTC and DOJ may heighten the
stringency of regulations and guidelines in order to ensure competitive veracity within the hospital
sector

IMPLEMENTING SUCCESSFUL APPROACHES FROM OTHER INDUSTRIES

Health care cannot be viewed in isolation from the market economy as a whole. Although there are
significant differences between health care and other industries, many of the approaches used to
compete in other industries can be applied successfully to the health care industry. By recognizing
these differences, the spectrum of health care enterprises can begin to address the management
challenges and obstacles facing the industry.

WHyY HEeALTH CARE MANAGEMENT APPEARS TO LAG BEHIND OTHER INDUSTRIES

Because of government regulation and traditional public beliefs about community good, health care
has been shielded more than other industries have from the forces of competition and is now being
forced to catch up quickly as cost pressures and demands for improved quality fueled by Internet-
educated patients and health care reform increase. Health care may be well served by studying other
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industries in order to see what the nature and conduct of its future competitive environment is likely
to be. The Case Model illustrates these issues by examining some strong performing companies and
the environment in which they compete.

RecoGNIZING DIFFERENCES BETWEEN HEALTH CARE AND OTHER INDUSTRIES

Competition in health care is unique from competition in other sectors because traditional theories
of economic forces do not always govern the choices made by professional practice enterprises
within the health care industry. Unlike other markets, where competition is viewed positively as a
necessary element of capitalism, competition in the health care sector is frequently considered to be
resistant to the universal availability and accessibility of quality care.

While traditional notions of supply and demand and the inherent concept of competition have
gained influence over health care professional practice enterprises in recent years, these factors
were historically subjugated to a normative argument in favor of the mission-centered provision of
services regardless of cost. This has led to the perception that health care demand is supply driven
and operates within an inelastic pricing mechanism, the circumstances of which will be discussed
later in this chapter.

As the relationship between price and quality of care is generally defined by providers rather
than patients, consumers (i.e., patients) are less equipped to make informed purchase decisions
than they are in other markets. Furthermore, the intensive regulation of medical professionals, new
technologies and treatments, and evolving drug therapies may delay or disable the development of
substitutes, and, therefore, stymie innovation, which is one of the fundamental drivers of quality
improvement and the underlying dynamic of an organization’s ability to compete.

Health care costs are not just rising, but are growing substantially in proportion to the cost of
other goods and services in the U.S. economy.” The percentage of the gross domestic product (GDP)
devoted to health care services has grown from 6% in 1965 to almost 18% today, and is projected
to surpass 20% by 2018.f While there are many causes for this gap between growth in health care
spending and growth in GDP, it should be noted that the impact of the economic recession which
started in 2008 was more severe on GDP than it was on health care spending, though the growth
rate of the latter did decline slightly.”

While some economists have cited the aging population as the reason for the increase in health
care’s share of the GDP, other voices assert that greed among health maintenance organizations
(HMOs), pharmaceutical companies, hospitals, and medical providers such as doctors and nurses,
is responsible.? In reality, the rise in health care expenditures is, at least in large part, the result of a
much deeper economic force. As economist William J. Baumol of New York University explained
in a November 1993 New Republic article:

...the relative increase in health care costs compared with the rest of the economy is inevitable and an
ineradicable part of a developed economy. The attempt [to control relative costs] may be as foolhardy
as it is impossible.’

* Sisko, A., Truffer, C., Smith, S., Keehan, S., Cylus, J., Poisal, J. A., Clemens, M. K., and Lizonitz, J. Health spending pro-
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Baumol'’s observation is based on documented and significant differences in productivity growth
between the health care sector of the economy and the economy as a whole.

Health care services have experienced significantly lower productivity growth rates than other
industry sectors for three reasons:

1. Health care services are inherently resistant to automation. Innovation in the form of tech-
nological advancement has not made the same impact on health care productivity as it has
in other industry sectors of the economy. The manufacturing process can be carried out
on an assembly line where thousands of identical (or very similar) items can be produced
under the supervision of a few humans utilizing robots and statistical sampling techniques
(e.g., defects per 1000 units). The robot increases assembly line productivity by accelerat-
ing the process and reducing labor input. In medicine, most technology is still applied in a
patient-by-patient manner—a labor-intensive process. Patients are cared for one at a time.
Hospitals and physician offices cannot (and, most would agree, should not) try to operate
as factories because patients are each unique and disease is widely variable.

2. Health care is local. Unlike other labor-intensive industries (e.g., shoemaking), health care
services are essentially local in nature. They cannot regularly be delivered from Mexico,
India, or Malaysia. They must be provided locally by local labor. Health care organiza-
tions must compete within a local community with low or no unemployment among skilled
workers for high-quality and higher cost labor. While there have been significant advances
in telemedicine in recent years, health care remains primarily a local industry.

3. Health care quality is—or is believed to be—correlated with the amount of labor expended.
For example, a 30 min office visit with a physician is perceived to be of higher quality
than a 10 min office visit. In mass production, the number of work hours per unit is not
as important a predictor of product quality as the skills and talents of a small engineering
team, which may quickly produce a single design element for thousands of products (e.g.,
a common car chassis).

Health care suffers a number of serious consequences when its productivity grows at a slower
rate than other industries, the most serious being higher relative costs for health care services.
The situation is an inevitable and ineradicable part of a developed economy. For example, as tech-
nological advancements increase productivity in the computer manufacturing industry, wages for
computer industry labor likewise increase. However, the total cost per computer produced actually
declines. But in health care (where technological advancements do not currently have the same
impact on productivity), wage increases that would be consistent with other sectors of the economy
yield a problem—the cost per unit of health care produced increases. Thus, the bad news is that
health care’s relative share of the GDP grows.

The good news, as Baumol states, may be that

...productivity growth in the entire economy means we can afford more of everything. In an economy
in which productivity is growing in almost every sector and declining in none...consumers can have
more of every good and service; they simply have to transfer gains from the sector that’s becoming
more productive into the sector that’s only becoming a little more productive.”

Therefore, if our society deems health to be important, then its employers and governments must
be willing to adopt policies that share productivity gains in other sectors with health care providers.
Businesses cannot take increasing profits and governments cannot take burgeoning taxes from a
growing, technologically efficient economy and expect health care services to survive at acceptable
levels of quality and access.

* Baumol, W. J. Do health care costs matter? New Republic (November 22, 1993): 18.
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Innovation, whether based on technology or reorganization of processes, is necessary in health
care delivery because innovation that produces quality and beneficial outcomes can reduce the
burdens on society caused by disease and illness, including mortality, reduced quality of life, direct
costs (e.g., for medications), and indirect costs (e.g., work absenteeism). However, in health care,
innovation that results only in cost reduction at the expense of quality outcomes has not proven to
be a bargain.

It is clear from the media and a growing public opinion that efforts to control medical expenses
with “cost-effective care” have irritated patients, disrupted long-standing doctor/nurse—patient rela-
tionships, and created conditions that lower the quality of medical care. Proponents of cost-effective
medicine are raising extremely contentious issues as they question, for instance, the expenditure of
hundreds of thousands of dollars on one premature birth when thousands of children lack immu-
nizations, or spending 30% of the Medicare budget on people in their last year of life when nearly
50 million Americans are uninsured or underinsured. Cost containment approaches by HMOs (e.g.,
gatekeepers and precertification) have spawned lawsuits and cries for legislation, and appear to be
fueling a growing consumer revolution and political mandate for patient choice, quality standards,
and allowing physicians, nurses, and other providers to act as patient advocates.

A system of health care that provides the highest quality medical service and the most success-
ful, beneficial outcomes at the lowest appropriate cost requires open access to information and
a balanced dialogue among government, businesses, and providers. Rather than pointing fingers,
the entire health care community needs to commit itself to ensuring that hospital administrators
and independent physicians and nurses, acting on behalf of their patients, have an active role in
restructuring the community’s health care delivery system rather than abdicating the responsibility
to government or insurance companies.

Patients, providers, payors, and government leaders seeking to contain costs need to seek part-
nerships with others who understand the true underlying economics of the realities of rising health
care costs, as discussed above, as well as the requirements of ethical patient care, and who are moti-
vated to collaborate to improve the health of communities, rather than attempting to curb short-term
medical expenditures at any cost.

INDUSTRY IN CONFLICT—EXCESs CAPACITY AND CERTIFICATE OF NEED LAaws

Fear of duplication stems from a misguided and misinformed assertion that societal costs increase
in a competitive market when there are “too many” providers of the same health services—a situa-
tion paradoxically labeled as “excess capacity.”

Excess capacity is a value-laden term, not an absolute standard. In an article published in Health
Services Research, Carolyn Madden summarized a number of studies of excess capacity saying,
“Without a clear statement of this standard [e.g., the correct number of hospital beds], we cannot
determine what constitutes too many. The research literature provides no clear statement”.” That is the
trouble with duplication—everyone seems to be against it, but nobody knows what it means.

New market entrants are often called “cherry-pickers” because they focus on a specialized group
of patients or procedures alleged to be more profitable than average. The implication is that these
new competitors are greedy, and their business goals are inconsistent with maximizing community
health. This view dismisses the importance o