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I. INTRODUCTION

Over the past several years, state and federal antitrust agencies have
actively investigated, and sometimes challenged, hospital mergers and
affiliations across the United States. The Antitrust Diviston of the TS,
Departument of Justice has challenged hospital mergers in Dubuque,
lowa; Clearwater, Florida; and Long Island, New York, while the Federal
Trade Commission has challenged hospital mergers in Poplar Bluff,
Missouri; Grand Rapids, Michigan; and Joplin, Missouri. In addition,
several state antitrust agencies have challenged hospital mergers or
required them to enter into consent decrees.! Two key issues emerge
from these cases: first, whe is the relevant customer for the purpose
of antitrust analysis; and second, to what extent do different hoespitals
compete with each other?

The DO} and FTC (collectively, the Agencies) generally argue that
health plans are the relevant customer for antitrust analvses because
they are the parties contracting with hospitals. Thus, the Agencies focus
on how those plans would respond to a hospital price increase. This
focus on health plans often conflicts with hospitals’ implicit arguments
that individual patients are the relevant customer.

¥ Deputy Director for Antitrust, Binean of Economics, Federal Trade Commission. The
views expressed are those of the author and do not necessarily retlect the views of the
Federal Trade Commission or any individual Commissioner. The auther gratefully acknowl-
edges helplul comments from Mark Bots, Sean Ennis, James Langenteld, and Louis Silvia,

""The author’s views rellect, in part, his invelvement in several of these cases, FIC v
Tenet Healtheare Corp., 17 F. Supp. 2d 9537 (E.D. Mo. 1938), revd, 186 F.3d 1045 (Hth
Cir, 1999); FI'C v, Freeman Hosp, 911 F. Supp. 1213 {(W.D. Mo.), affd on other gronnds,
69 F.3d 260 (Rth Cir. 1995} ( Juplin}: FTC v. Butterworth Healih Corp., 946 F. Supp. 1285
(W.I. Mich 1M, affd in unpublished op., 19%97-2 Trade Cas. (CC11) § 71,863 (6ch Gir.
1997) (Grand Rapids}; United Seaes v. Long [sland Jewish Med, Cor,, 983 F. Supp. 121
(E.DNY. 18947) (Long Island); United States v. Maorton Plant Health Sys., Inc, 19942
Trade Cas. {CCED Y 70,759 (M.D. Fla. 1994) {final consentjudgment) (Clearwater); Unied
Stues v. Merey Health Servs, 902 F. Supp. 968 (NI, Towa 1993), vacated as moat, LO7 F.3d
632 (¥th Cir. 1997) (Dubuque); State of Calitornia v. Suiter Health, No. G99 3803 (N1
Cal. Aug. 10, 194949 (complaint}.
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The second key issue is the extent to which hospitals compete, and how
that competition depends on hospital characteristics, such as location,
teaching statas, patient mix, or physician staff. It is generallv accepted
that selective contracting, in which health plans have a choice over which
hospitals to include in their provider network, creates price competition
among hospitals, Protecting that price competition is one of the goals
of untitrust. Yet non-price competition (e.g., advertising campaigns or
hospitals’ artempts to attract patients by opening outpatient clinics or
purchasing physician practices) still occurs, An important question is how
antitrust analysis should take into account that nen-price competition.

This article provides an analytical framework for understanding hospi-
tal competition and analyzing hospital mergers. This framework offers
a new perspective for addressing the questions of who is the relevant
customer, and how price and non-price competition factor into the
antitrust analysis. Hospital competition is modeled as a two-stage game.
In the first stage, hospitals compete to be included in a plan’s hospital
network. In the second stage, hospitals compete {or a plan’s individual
enrollees, with that competition affected by whedher a hospital is in the
plan’s network. In this two-stage modecl, the customer in the first stage
is the health plan, while the customer in the second stage is the individ-
ual patient,

Thisarticle explores the important implications of this two-stage model
for antitrust analyses of hospital mergers, First, a hospital may compete
with a different set of hospitals at the first stage than it does at the second
stage. Thus, both product and geographic markets may differ between
the first and second stages of competition. Second, the nature of competi-
tion, and the effect of a hospital merger, may differ across the two stages.
Thus, evidence relating to second-stage competition may say little about
first-stage competition.

Distinguishing between these different stages of competition and their
different customers helps resolve several controversies between the Agen-
cies and hospitals in recent mergers. In effect, the Agencies have {ocused
largely on firststage competition, while the merging hospitals often
emphasize evidence more relevant to second-stage competition. This
can lead each side to different conclusions about market definition and
competitive etfects. Moreover, bothsides may be correct: a hospital merger
could reduce first-stage competition without significantly reducing sec-
ond-stage competition.

Nevertheless, even it a merger has little effect on second-stage competi-
tion, a reduction in first-stage competition is sufficient 1o conclude a
hospital merger is anticompetitive. In other words, showing the merger
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does not reduce second-stage competition is neither necessary nor suffi-
cient to conclude that the merger is not anticompetitive. Thus, while
the Agencies’ focus on the first stage may not reflect the full richness
of hospitals’ competitive environments, it has not caused the Agencies
to inappropriately challecnge hospital mergers.

This article’s two-stage model also helps explain several otherwise
puzzling fact patterns associated with anticompetitive hospital mergers.
In particular, a merger can significantly reduce first-stage price competi-
tion even when patient flow data show that multiple hospitals draw
patients from the same region, when merging hospitals’ documents
identify many other third-party hospitals as significant competitors, and
when the merging hospitals have made significant investments to aterace
patients from other hospitals. As elaborated upon below, while those
fact patterns may suggest significant second-stage competition, they shed
little light on the magnitude of first-stage competition,

II. THE TWO STAGLS OF HOSPITAL COMPETITION

Nationwide, nearly 70 percent of individuals with employer-sponsored
health insurance are enrolled in managed care.? These managed care
plans consist primarily ot preferred provider organizations (PPOs),
health maintenance organizations (HMOs), and point of service plans
(POSs). Most managed care plans designate a set of hospitals that com-
prise their hospital networks and give their enrollees incentives 10 use
hospitals in their respective networks.

With respect to managed care, hospitals compete at two ditferent, and
sequential, stages.” In the first stage. hospitals compete to be included
in a plan’s hospital network. In the second stage, hospitals compete 1o
attract individual enrollees of a plan.* In this second stage of competition,
hospitals are differentiated according to whether they are in or out of
the plan’s network. For example, if individuals are restricted 1o choosing
an in-network hospital (as is the case with HMOs), an in-network hospital

THEALTH INSURANCE INSTITUTE OF AMERICA, 1998 SOTRCFROOK OF HEALTH INSURANGE
Dara 21 {reporting 1995 KPMC, Peat Marwick data).

* For traditional Medicare, Medicaid, and indemmity plans that do not selectively con-
tract, only second-stage competition is relevant. The nvo-stage analvsis pertains to Medicare
HIMOs and 1o those suites in which Medicaid recipients can chioose among alternative
plans that in turn selectively contract with hospitals,

* See Danid Dranove et al, Price and Concentration in Local Hospitel Markets: The Switch
from Patient-Driven to Payer-Driven Competition, 36 L. & Econ. 179 (1993), The authors
label these two ypes of comperition as "paver-driven” and “patdent-deiven” competition.
They argue, however, that managed care penetration causes paver-driven competition 10
displace patient-driven competition, rather than (o create the additional level of competition
described in this article.
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only competes for individual patients against other in-network hospitals.
Alternatively, if a plan’s enrollees retain the flexibility to use an out-of-
network hospital, the extent to which an in-network and an out-of-
network hospital compete for a plan’s enrollees depends on the strength
of the incentives the plan gives its enrollees to use in-newwork providers.

A. FIRST-STAGE COMPETITION

First-stage competition represents competition for preferential access
16 a health plan’s enrollees. Hospitals seek preferental access because
it increases the number of patients they will capture in the ensuing
second stage of competition. A critical means of gaining access to a
plan’s enrollees is to join the plan’s haspital network,

First-stage competition requires hospitals to make themselves attractive
to plans. One way hospitals might atiract plans is to increase their attrac-
tiveness to plan enrollees; for example, a hospital might expand or
modernize its cardiac wing. In this way, the two stages of competition
are interrelated.

Allernatively, hospitals might attrace plans in ways that have little rele-
vance to enrollees. In particular, a critical aspect of first-stage competition
centers on hospitals’ contracting terms, Critical contract terms include
not only a hospital’s contract price to the plan (e.g., 80 percent of
charges, or $1 200/ patient day), but also factors like a willingness to enter
into per-diem or per-case rates rather than charge-based contracts, or
cooperating with a plan’s efforts 1o control utilization.

In this article, I introduce an economic model 10 highlight the incen-
tives a hospital has to compete at the first and second stages of competi-
tion. A hospital’s incentive to compete for network inclusion depends
on a number of factors. The model assumes first-stage competition is
price-hased, and that treatment costs are identical across patients and
normalized to zero.® Each hospital ¢ submits a bid price £, corresponding
to the price the plan must pay for each enrollee the hospital treats if
the hospital is selected as an in-network hospital® Alternatively, if the

* The assumption that firststage competition anly depends on price highlights the
distinction between the wo stages of competition. More generally, however, Grst-stage
competition alsu mav be affected by aciions that affect second-stage competition {c.g.,
opening a new cardiac wing may not only increase a hospital’s ability to aturact individual
paticnis. it mav aflect the hospital's ability 1o compete for network inclusion). The implica-
lions of this interaction are discussed in greater detail below.

& For convenience, [ assume a single health plan. More generally, with competing healch
plans. a hospital will recognize that higher prices to one health plan will affect that plan's
premiwms, and thus the plan’s competilive success and the number of patients the hospital
cun expect to see [rom that plan. While this means the magnilude of several of the terms
in (2} may depend on the extent w which health plans compete, the more general
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hospital is not sclected as an in-network hospital. the hospital is instcad
paid full charges €, for each plan enrollee that it treats. The model
further assumes C, > £ and that €, is determined without regard 10
competition involving that plan.”

Denote the probability that hospital /is included in the plan’s network
as g;; in general, ¢; will be a function of all hospitals’ prices. Denote Qe
and Q7 as hospital i's patient volume conditional upon being included,
or excluded, from the network, respectively. Dropping the subscript
for notational simplicity, a hospital’s expected profits 1 are shown in
Equation {1).

(1) n=0Q" P+ (l-0o)Q=.

Equation (2) shows the determinants of a hospital’s expected profits
and price.

(2) 3_7;3: o+ g—?, (PAQ-D. Q" + Po aa%;
where:
AQ= 0 - Q> 0, and
D=C-pt

The expression in {2} has a simple interpretation.? Focusing on the
right-hand side of that expression, the first term reflects that price reduc-
tions lower a hospital’s expected profit because they lower the price for

discussion below continues 1o upply as long s hospitals can price discriminate between
plans.

* Most hospitals determine a single master charge list that applics across all pavers.
Unless dealing with a very large wanaged care plan, a hospital is unlikely to make significan
changes 10 that master charge list in an atternpt to win a single managed care plan's
business. More generally, however, haspitals will jointly optimize hoh their plan-specilic
bid £, and their master charge list,

*Because Q™ is defined as a hospital's expected patient volune conditional upon its
exclusion from the plan’s nemwork, changes in the haspital's hid prive {F have no effect

)mll
on that conditional volume: BAB.P_ =

. a X . . .
? In non-lechnical terms, FY% denotes the amount by which X changes in response ta u
; h

- . an . —
small increuse in Y. Thus, 3P denotes the amount by which a hospital's expected profits
3 )

change in response to a small price inerease w the plan, with the terms on the right-hand
side of (2) showing why those profits change. A hospital secking (0 maximize it profiis

- . dr . .
from a given health plan contract seis price so thae 35 ); otherwise, the hospital could

carn more money by either raising its price (it g—; > 1) or lowering its price (il g——?;, < (O},

If the terms on the righthand side of (2) change, the hospital will in turn change is
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patients it already anticipated admitting as a network provider {equal
to o) even without a price reduction.

The second term in (2) reflects that price reductions affect the likeli-
do

hood that the hospital will be designated a network provider (ﬁ)) This,

in turn, affects the hospital’s expected profits in two ways. First, a network
provider anticipates more patients from which to earn revenues (PAQ).
But being designated a network hospital also comes at some cost to the
hospital, For all those patients the hospital expected to treat even as a
non-network hospital ('), the hospital agrees to a discount (D) off its
normal charges, Thus, network membership reduces profitss by D« Q.

The last term in (2) shows how a hospital’s price affects profits if
patients switch between in-network hospitals as a consequence of a price

change (%’;;).“’ I call this *within-nctwork steering.”

Each of the atorementioned terms affects a hospital’s price, as dis-
cussed below.

1. The Strength of a Plan’s Threat To FExclude a Hospital
Jrom its Network: (PAQ— D . Q™)

The second termin (2) can be interpreted as the health plan’s bargain-
ing strengih vis-A-vis a hospital. The term (PAQ - D+ Q') corresponds
w the size of the plan’s threat that, it the hospital doesn’t offer an
acceptable price, the hospital will be omitted from the plan’s network,

while the term ‘g_?” corresponds to the credibility of that threat. Thus,

the strength of the plan’s threat increases as the revenue a hospital
expects from the new patients it would get from becoming a network
provider (PAQ) grows. The strength of the threat decreases, though, as
the revenue the hospital expects from patients it would have treated
even as an out-of-network provider (- Q) becomes larger.

price vntil the profirmaximizing condition P 0 13 again satisfied. For example, an
- . . on . . oo . .
increase in SO would result in 3B~ 0, causing a profitmaximizing hospital to increase

price (thns profits} uniil %i'al]s back to zero.

" For example, within-network steering might occur if a plan makes it more difficult
for physicians to get pre-admission approval when they uy to admic their patients to a
particular network hospital.
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The strength of a plan’s threat to exclude a hospital {rom its network
depends in part on the incentives it gives its curollees o use network
providers. For example, for HMO enrollees with full coverage for neswork
providers but no coverage for out-of-network providers, out-ol-nemwork
use will be rare: ' = 0 and AQ = Q™ In contrast, PPO enroltees with
some out-of-network coverage may continue using the hospital even if
it is dropped from the plan's network: Q¢ > 0 and AQ < Q" {(with AQ
becoming smaller as out-of-network coverage increases).

The strength of a plan’s threat also depends on the excent to which
other hospitals arc good substitutes from the patient’s perspective. If
other hospitals are good substitutes, patients are more likely to switch
to one of those alternatives if hospital ¢ is dropped from the network,
thus strengthening the plan’s threat, The degree to which patients view
hospitals as close substitutes will vary between patients, but may depend
on factors, such as whether the patient’s physician admits to other hospi-
tals (allowing the patient o switch hospitals without switching physi-
cians), the hospitals” geographic proximity, and the reputations and
scope of services of the hospitals.

The size of a plan’s network also affects the strength of its threat. All
clse equal, the fewer the network providers, the more patients that each
hospital will get. This tends to increase AQ. This effect may be offset,
though, it plans with limited provider panels suffer from low cnrollment.

Finally, the strength of a plan’s threat depends on whether enrollees
will remain with that plan following a nework reconfiguration or rede-
stgn of benefits or instead switch to another plan that allows the enrollee
to continue using the hospitals whose prices increased. For example, if
employees have a choice of health plans, yet only one plan drops the
thore expensive hospital from its network, that hospital ultimately may
lose few patients if individuals simply switch to another health plan
during the employer’s next open enrollment period.

2. The Credibility of a Plan’s Threat: g—%

The greater the importance of hospital 7 to the plan's enrollees (or
potential enrollees), the less credible the plan’s threat to drop hospital
i from its network. Thus, the credibility of the plan’s threat depends on
the existence of acceptable alternatives to hospital i and whether those
alternatives already are part of the plan’s network. The credibility of the
threat also may depend on many of the same factors that determine the
strength of the threat, such as the hospital’s reputation, its location, its
scope of services, and the extent to which its physicians use other hospi-
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tals. Finally, the credibility of the threat may depend on whether other
plans also arc likely 10 drop the hospital from their network and the
extent 1o which employers offer their employees a choice of plans.!

Tn assessing the impact of dropping a hospital from its network {and
thus the credibility of its threat), a plan must consider both how individ-
ual employees are likely to react and how the loss might aftect the
emplover’s willingness to offer that plan to its employees. A health plan
must ensure noft only that employees will choose the plan if offered, but
also that emplovers will choose to offer it.!? In choosing among plans,
emplovers generally uy to provide all of their employces at least one
attractive option. Thus, even if a restricted hospital network would
remain acceptable to many cmployees, an employer might view the result-
ing product as a “niche-appeal” product, and for this reason not select
it as one of the few plans it offers to its emplovees.' Accordingly, since
a plan must be chosen by the employer before it can attract individual
cnrollees, plans may ty to ensure that their networks offer particular
services or attributes in each geographic region where substantial num-
bers of the emplover’s employees live.

In assessing how to respond to a higher hospital price, a plan must
consider the alternative of leaving the network unchanged and simply
paving a higher price to hospital 4. Because a plan’s hospital costs are
only one component of a plan’s overall costs, the ultimate downstream
price effect of paying hospital i a higher price may be small. With approxi-
mately 30 percent of health plans’ costs attributable to inpatient hospital-
ization expenses, and assuming that the hospital increasing its price
accounts for 10 percent of the plans’ total hospitalization expenses over
which it bases premiums, a b percent price increase by hospital i only
would increase the plan’s premium by approximately .15 percent. For
a health plan with a monthly premium of $200, that wanslates to a

" This helps explain why plans that face less competition may include (ewer hospitals
in their network. Without the fear of losing enrollees 1o a competitor, those plans can more
credibly threaten to drop hospitals from their network. Not surprisingly, this heightened
bargaining leverage sectas (o have allowed at least some “monopoly” state Medicaid pro-
grams to realize much lower conuact prices than their commercial (and more competi-
tive) counterparts.

12 Spe Jessica Vistnes ot al., The Effear of Competition on Employmen t-Related Healih
Insurance Premiums (working paper Nov, 1999, on file wi th author), in which the authors
model and empirically 1est this two-stage game between plans.

1 Employers generally limit the number of plans with which they contract and the
number of each plans’ insurance products they offer to their employees: based on 1995
dara, 30% ol firms with over 200 emplovees offer only one plan to their employees, while
another 24% offer only two plans. See HEAL T INSURANCE INSTITUTE OF AMERIGA, sufira
note 2, at 21,
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monthly premium increase of a mere 30¢."" Hence, the plan must decide
which decision will have the greater effect on enrollment: dropping
hospital i from its network or raising its monthly premium by 30¢.

3. Within-Network Steering Effects: PG %)pf

Now consider the last term in (2): Po aa% Broken down by compo-

1]
nent, the % term reflects the sensitivity of a hospifal’s in-network
admissions to price, holding the hospital’s network status constant. This
corresponds to withinnetwork steering. The importance of within-net-
work steering to the hospital depends on the price the hospital receives
for network patients () and the likclihood the hospital is chosen as
network hospital (o).

Within-network steering will occur if patients are sensitive to the negoti-
ated price between hospitals and plans, if’ physicians (who play a large
role in determining the hospital 10 which their patients are admitted)
are sensitive to that negotiated price, or if plans shift patients between
hospitals through means other than simply designating the hospital
as an in-network or out-of-network provider. Each of these options is
considered below.

First consider whether patients are likely to be sensitive to a hospital's
bid £. Patients generally are not only uninformed about hospital charges,
they arc even Jess informed about the privatcly negotiated {(and normally
highly confidential) price P. Morcover, even if these bids were observable
1o patients, patient sensitivity 1o those bids would be limited because co-
payments and deductibles typically depend on hospital charges rather
than privately negotiated rates between the hospital and the payer.
Finally, even if patients could observe the negotiated price Pand were
responsible for some portion of that price, patients usually are unaware
of precisely what services they require before being admitted to the
hospital; this makes it difficult for patients to “shop around” for the best
price. All of this suggests that patients’ sensitivity to P will not have a
T

significant impact on within-network steering (i.e., will not cause ap
to he large).
M This is calculated as $200 x 30% x 10%: x 5% = 30¢. This resull is clearly sensicve

the underlying assumptions. It should he kept in mind. though, that while the ultimate
effect of the hospital price increase on insurance premiwms mav scem small, that price
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Within-network steering may arise, however, if physicians’ admitting
pallerns are sensitive to negotiated hospital prices, This may occur if
physicians enter into risk-sharing contracts in which they bear some of
the cost of using a more expensive hospital. A hospital price increase

it
JaP
tant physicians’ sensitivity 10 hospital prices, the lower will be the hospi-
tal’s price. The magnitude of any such within-network steering, however,
will also depend on factors, such as the closeness of substitution between
hospitals, the degree of cost sharing borne by the physicians, and the
willinghess of those physicians to use an alternative hospital.'® if other
hospifa]s are not convenient to physicians, or otherwise tail to meet
their needs. physicians are less likely to modify their referral patterns in
response to a price change. Similarly, the [ess attractive the alternative
hospital 15 in the eyes of the physicians’ patients, the less likely that
physicians will try to steer their patients to that hospital.

might then reduce physician referrals, so that < 0. The more impor-

The strength of the financial linkage between a hospital’s negotiated
price P and the physician’s own income is also important: the weaker
that linkage, the less likely that admitting patterns will depend on £.
Physicians’ sensitivity to hospital prices also will he limited if their risk
is capped (whether explicitly in the contract with the payer or becanse
of reinsurance) or if they are only at risk for a limited set of hospital
services. Finally, the less information physicians have about privately
negotiated rates between the payer and the hospital, the less likely that
physicians will be sensitive to changes in those rates. Given that most
plans treat negotiated prices as confidential, physicians’ sensitivity to
those rates may be significantly limited.'®

Finally, 9g~ may differ from zero if health plans respond to a price

ar
increase by more actively steering patients between network hospitals.!?
For example, plans might try to direct their enrollees to particular hospi-

increase is borne by a large population, many of whotn are not even patients of the
hospital that raises price.

 Although physicians’ willingness to use allernative hospitals is likely related 10 the
frequency with which they efready practice at those hospitals, one must also consider the
likelihooed that physicians would change their admitting patterns.

¥ Large physichon groups that assume all risk and contrace directly with hospitals will
net suffer fromn this information shortfall, Alternatively, health plaos may identify the high-
cost or low-cost hospitals o physicians without revealing specific contract prices.

" Even if plans already engage in some within-network steering prior to a price increase,

that says litde about % The question is, how much additional sicering would occur il

{
prices increased?
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tals by touting them in advertising campaigns, by encouraging physicians
during pre-admission certification phone calls to admit to certain hospi-
tals, or by creating a physician network composed of physicians who
typically admit to the favored hospitals. Plans also might create new
financial incentives for their enrollees to use one hospital over another,
for example, by waiving deductibles at certain favored hospitals or by
increasing co-payments at disfavored hospitals. This practice, in essenc,
creates additional classes of network hospitals, While the actual use of
such strategies appears to be relatively rare, despite significant variance
in hospital prices, the likelihood that plans would employ such strategies
in response to increased hospital prices, and the magnitude of any
resulting steering, should be assessed on a market-specific basis.

While within-market steering likely is a less effective means of steering
patients than simply dropping a hospital from a plan’s network, it never-
theless provides plans with a potential mechanism 10 foster competition
among “must-have” hospitals. As a result, even if a plan feels compelled
for marketing reasons to include particular hospitals in its network, a
plan’s ability to use within-network steering may engender some first-
stage competition between those hospitals. The magnitude of that com-
petition will depend on the plan’s willingness and ability to effectively
steer enrollees. The preceding discussion suggests that within-network
steering is more likely when the hospitals at issue are close substitutes
from the perspectives of both physicians and patients. This often will be
the case il hospitals are located close to each other, offer a comparable
scope of services, share similar reputations, and arc used by many of the
same physicians,

B. SECOND-STAGE COMPETITION

Now consider the second siage of competition where individual
patients choose between alternative hospitals. At this stage, patients typi-
cally face one expected out-of-pocket price for all in-network providers,
and another (higher) expected price for all out-of-network providers.'®
The greater that price difference (or other incentives the plan uses
to direct paticnts to network hospitals}, the weaker the second-stage

" A patient ultimately may pay different prices, cven ucross in-network or across aut-
of-network hospitals, if the patient is responsible for a percentage of the hospital’s charges,
As argued above, though, these price differences generally are unohservable 1o patients
at the time they are choosing a hospital, so that expeted prices across in-network, or across
out-of-network, hospitals generally will be similar. Moreaver, even though an individual
may expect charges to be higher at the university 1eaching hospital than the local commu-
nity hospital, patients’ limited co-payments, in conjunction with out-of-pockel maximums,
may minimize patients’ expected price differences across in-tietwork. and across out-of-
network, hospials.
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competition between those two classes of hospitals will be. If the price
difference is large enough (e.g., for HMOs which offer no out-of-network
coverage), second-stage competition between in-network and out- of-net-
work providers may be largely eliminated.

Because patients are likely to be largely inscnsitive to hospitals’ negoti-
ated price P, second-stage competition takes place primarily over non-
price dimensions.” For example, hospitals may compete for individual
patients by providing private rooms, offering labor-delivery-recovery
rooms for maternity care, advertising the friendliness of their nursing
staff, or improving the physical appearance of the hospital. Second-stage
competition also can encompass advertising directed towards potential
patients and efforts to strengthen physician affiliations as a way of attract-
ing physician referrals.

The intensity of second-stage competition across network hespitals
will be greater when there are many comparable network hospitals from
which patients can choose and when hospitals’ profits from treating
those patients are high. Since a hospital's willingness to accept a lower
price P from a plan depends on the hospital’s perceived benefit of
being included in the plan’s network, a plan that limits second-stage
competition by restricting the number of hospitals in its network may
induce those hospitals to compete more aggressively in the first stage
by offering lower contract prices.”

The proposition that hospitals will offer lower contract prices when
they perceive large benefits from being included in a plan’s network
may underlie many plans’ efforts to prohibit network hospitals from
waiving patient co-payments or deductibles as a means of attracting
additional patients. A hospital’s reward from being included in a plan’s
network is reduced if second-stage competition is intense.” Thus, restrict-
ing second-stage competition makes hospitals more willing to accept
lower contract prices Ptrom the plan.?? Tn essence, limiting second-stage

" In some cases, however, hospitals may introduce price competition inte the second
stage of competition by waiving co-payments or deductibles in an effort to attract individual
pauenis. For reasons discussed below, plans often attempt 1o prohibit such behavior. See
nfra tex1 accompanying notes 22-43.

% That incentive may be lower if reducing the size of the neovork reduces the plan’s
attractiveness.

3 In terms of equation (2), the *reduced reward” corresponds te an effective increase
infi=C-1

2 This linkage between second-stage compelition and contract prices suggests why within-
network steering may have a limited ability to foster firststage competition. H within-
network steering reduces a hospital's reward from being designated a network hospital,
hospitals” incentive to set low prices falls. Thus. plans’ use of within-network steering as
a means of controlling hospital prices could be counterproductive. More generally, the
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competition increases the value of becoming a network provider, thus
increasing first-stage competition for network inclusion. While such pro-
hibitions on second-stage competition may benetit the plan, they may
harm (at least in the short run} the plan’s enrollees.®

Up to this point, the discussion has assumed that all first-stage competi-
tion is price-based and that contract prices do not affect second-stage
competition. That assumption, which effectively means that a hospital’s
action could only affect one stage of competition, was a useful tool
in the previous section for distinguishing between the two stages of
competition. In reality, though, the two stages of competition are related
and some hospital actions may affect both stages. For example, opening
a new cardiac center may not only make a hospital more attractive to
cardiac patients, it may also make it more attractive to a plan. Thus, a
new cardiac center might affect both stages of competition. Similarly,
running a series of ads not only may induce some patients to choose
that hospital over other network hospitals, it also may make the hospital
a more atiractive network member if they have a long-term effect on
patients’ perceptions of that hospital.

Yet, while a particular action may affect both stages of competition,
second-stage competition may allow greater targeting of specific patient
populations. For example, although opening a new cardiac wing may
affect both stages of competition, the additional admissions stemming
from inclusion in the plan’s network may reflect a more diverse patient
population than the patient population attracted by the new cardiac wing,

The intensity of competition also may differ greatly across the two
stages, For example, if “Suburban Hospital” in the suburbs opens a new
cardiac center, many suburban patients may switch to it rather than
going downtown to “University Hospital” for cardiac care. Thus, opening
a cardiac center could significantly increase second-stage competition

premerger price likely already reflects the plan’s ability to steer patients between network
hospitals, Thus, the merger and any attendant loss in the plan’s burgaining leverage vis-
avis the merging hospitals likely will lead to a price increase.

# In a competitive heaith plan market, at least part of the savings attributable w prohibit-
ing network hospitals from waiving co-payments or deductibles would be passed back to
enrollees in the form of lower premiums. With intense firststage competition, plans might
<hoose to restrict second-stage competition in this manner if demand was more sensitive
to premiums than to patients’ realized out-of-packet payments. This may also help explain
why plans often base co-payments on hospital charges rather than negotiated prices;
although plan competition may uliimately mean that the savings the plan realizes by basing
patients’ co-payments on charges (causing patients o pay more to the hospital and creating
incentives for the hospital to charge a lower contract price to the plan) are largely passed
back to the enrollee in the furm of lower premiums, plans may find that demand for
their product is more sensitive o premiums than to whether they base patents’ co-
payments on negotiated prices rather than charges.
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between Suburban Hospital and University Hospital for cardiac patients,
At the same time, however, that new cardiac wing may not significantly
affect a plan’s ability to replace University Hospital with Suburban Hospi-
tal in its hospital network (i.e., the increase in g—g,may be very small) for
two reasons.” First, it University Hospital remains the only hospital offer-
Ing services, such as tertiary-level pediatrics or oncology, plans still may
need University Hospital in their newworks. Second, if Suburban Hospital
was not an acceptable substitute for many University Hospital patients,
Suburban Hospital’s cardiac wing may have little effect on the ability of a
plan to replace University Hospital with Suburban Hospital in its network.
This could be the case, for example, if many of the plan's enrollees
lived downtown and would disconroll if their plan required them to use
Suburban Hospital.

1L IMPLICATIONS FOR ANTITRUST ANALYSIS

The distinction between first- and second-stage competition has never
been made in previously litigated hospital mergers. As a result, the
liigants often have only implicitly focused on the merger’s effects on
different stages of competition, with the Agencies implicitly arguing that
the merger will reduce first-stage competition, and the hospitals implicitly
arguing that the merger will not affect second-stage competition. For
example, the Agencies often claim that a proposed merger will constrain
plans ability to put together alternative hospital networks, thus weaken-
ing the plans’ threat to drop the merging hospitals from their network.
If significant within-neiwork steering is unlikely, the Agencies reason,
the merger reduces plans’ bargaining power and leads to a post-merger
price increase, In contrast, the merging hospitals generally submit evi-
dence that patients choose from a wide variety ot hospitals and that
some patients travel long distances for hospitalization. The hospitals also
often submit documents showing their historical concern with attracting
patients from a wide geographic region as well as documenting the
hospitals with which they compete for those patients. The hospitals also
may argue that they are actively advertising for patients over a wide
geographic region, or engaging in “outreach” programs directed at
increasing their patient draw from a certain region,

The difference in emphases between the Agencies and the hospitals
leaves courts in a difficult position. They must hear evidence supporting

# Opening a cardiac wing could sGli affect firststage competition. though, if plans
engraged in within-network steering to divert cardiac patients tfrom University Hospital to
Subwrban Hospical.
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both sides’ arguments, without having a clear analytical framework in
which to evaluate those competing arguments. The courts’ dilemma may
be even greater when both the Agencies and the hospitals are correct:
a merger might significantly reduce first-stage competition while having
little effect on second-stage competition. Without an analytical frame-
work distinguishing the two stages of competition, the court may believe
it has to choose between competing theories of harm, one based on
first-stage competition, the other based on second-stage competition.
As discussed below, however, the two-stage model shows that the two
arguments are not only consistent, they are in fact complementary.

Analytcally, a merger's effects on first- and second-stage competition
need to be distinguished from each other. A merger does not have to
reduce competition al both stages to cause higher prices: absent offsetting
benefits or efficiencies, a reduction in competition at either stage of
competition can harm consumers.® Thus, the Agencies’ focus on [irst-
stage competition is generally appropriate; a net anticompctitive effect
in the first stage is a suflicient (but not necessary) condition to conclude
that the merger will cause harm.* In contrast, even if a merger will not
significantly reduce second-stage competition, the merging hospitals szl
must rebut the government’s argument that the merger reduces first-
stage competition.

A, MarkeT DEFINITION AND IDENTIFYING
MARKET PARTICIPANTS

The effect of a merger can be analyzed separatelv for each of the two
stages of hospital competition.”” With respect to each stage, a relevant
market can be defined by answering the basic geographic and product
market questions: where would alternative hospitals have to be located
in order to prevent a post-merger price increase, and what kind of
attributes would those alternative hospitals have to have?

Far first-stage competition, the market definition question focuses on
assessing the willingness of’ plans to use alternative hospitals, Thus, if
two hospitals merged and raised price, would a plan respond in a way that

* The question of how to halance any efficiencies aitributable to second-stage competi-
tion with any harm 1o frststage competition is an interesting one, but beyond the scope
of this article.

¥ This is no ditferent in principle tharn any other merger of multiproduct frms in which
the merger only reduces competition in one product market.

**If hospitals price discriminate across customers, it also may be appropriate o define
separate televant markets across different customers or aggregated classes of customers
with simitar demand characteristics {e.g., Medicare HMOs versus PPOs).



