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Health care reform continues to emphasize the perceived need to further integrate
operations. The process of identifying potential hospital system affiliation partners
requires risk assessment with regard to both (1) the optimal affiliation strategy and
(2) the potential anticompetitive effects of an affiliation. It is also important for hospital
systems to clearly identify and document the “pro-competitive” effects of a proposed
affiliation. And, it is very important for hospital systems to effectively communicate
the benefits of a potential affiliation to stakeholders, such as patients, employees,
community leaders, physicians, and payers.

INTRODUCTION

The passage of The Patient Protection and Affordable
Care Act! in the spring of 2010 proclaimed a new
era for the health care industry. At one time, the
most important factor of a hospital’s success was its
financial performance. Today, however, the impor-
tant success factors for hospitals are beginning to
shift to the quality of their clinical performance
benchmarked against national standards.

Combined with an increased focus on integra-
tion, access to individual patient data, and reduc-
tions in payment rates, this change has created a
paradigm shift in the payment of health care ser-
vices from payment for volume to payment for qual-
ity. That paradigm shift will result in the redesign
and consolidation of the entire health care delivery
system.

The past few years have experienced profound
changes in how the hospital industry is organized.
Standing out among these changes was the exten-
sive consolidation of hospitals through mergers and
other affiliation strategies. These types of transac-
tions are now proceeding at a dizzying pace not seen
since the early 1990s.
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According to data reported by Irving Levin
Associates, during the five-and-one-half-year period
between January 1, 2007, and June 30, 2012, the
hospital M&A market accounted for 386 transac-
tions. However, the period of 2010, 2011, and the
first six months of 2012 accounted for over 56 per-
cent of all hospital M&A transactions during that
five-and-one-half-year period.

If the first six months of 2012 are extrapolated,
then 2011 and 2012 alone would account for over 42
percent of all hospital M&A transactions during the
six-year period.? See Figure 1.

Those deals involved more than 96,000 acute
care beds and generated combined net patient
revenue of approximately $62.5 billion (based on
transactions for which prices were revealed).3 These
statistics do not include hospital acquisition of
physician practices or other affiliation/alignment
strategies. Such strategies include the development
of accountable care organizations or other loosely
affiliated networks. Such transactions are also pro-
ceeding at a quick pace.

This momentum underscores the belief among
leaders of hospitals and health systems, as well as
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investors, that the aforementioned underlying eco-
nomic and policy directions are unlikely to change.
As a result, hospitals should pursue integration now
or be left without a partner in the future.4

TRADITIONAL HOSPITAL
AFFILIATIONS

Due to the changing landscape of the health care
industry under health reform, most, if not all, hos-
pitals have included a review of potential affiliations
as part of their strategic plans. Although hospitals
have been considering many different affiliation
models, such as those emerging models discussed in
the section below, the most common models settled
on among hospitals seeking to fully integrate with a
partner remain the traditional models of a merger,
acquisition, or membership substitution.

These financially and clinically integrated mod-
els allow both hospital buyers and sellers to accom-
plish the following objectives:
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1. Increase their leverage when contracting
with commercial payers

2. Enter into new markets or secure positions
in current markets

3. Improve access to capital markets under a
singular obligated group

Brief Overview of Traditional Models
of Affiliation

This discussion focuses on emerging strategies for
affiliation. Therefore, we will only briefly discuss the
characteristics of traditional models for affiliation.

The three basic models commonly used by hos-
pitals resulting in a fully integrated corporate affili-
ation are summarized as follows:

1. Statutory Merger
In a statutory merger, two hospitals com-
bine into one legal entity through the filing
of Articles of Merger and a Plan of Merger
with the state, typically leaving the larger
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entity as the “surviving” legal entity in
the merger. All assets and liabilities of the
nonsurviving entity are combined with the
assets and liabilities of the surviving entity.

All contracts with third parties of
the nonsurviving entity are automatically
assumed by the surviving entity by opera-
tion of law. The employees of the nonsur-
viving entity automatically become employ-
ees of the surviving entity unless otherwise
agreed to by the parties in the definitive
agreement and plan of merger.

2. Asset Purchase
In an asset purchase, a buyer hospital pur-
chases substantially all of the assets and
assumes most liabilities of the seller hos-
pital in exchange for a specified purchase
price.

The buyer will operate the hospital
assets as set forth in the governing docu-
ments of the buyer or as otherwise nego-
tiated in the definitive agreement with
the seller. The selling hospital remains a
separate legal entity after the sale of sub-
stantially all its assets. The selling hospital
will wind down its affairs, liquidate any
excluded liabilities, and dissolve.

As an alternative to dissolving, the
selling hospital may restructure itself into
another entity, such as a foundation that
supports community health initiatives and
monitors the buyer’s compliance with post-
closing covenants.

At closing, the selling hospital will ter-
minate employment of all employees and
negotiate with the buyer regarding the hir-
ing of most, if not all, of its employees in
good standing. Buyer may choose to assume
certain third-party contracts of seller in
order to continue to operate the hospital.
Such assumption of contracts may require
notice or approval of those third parties.

3. Membership Substitution
In many not-for-profit health systems, the
parent health system is the sole member of
the subsidiary hospital entities. The parent
will reserve certain rights over the sub-
sidiary as specified in the governing docu-
ments of the subsidiary.

In a membership substitution model,
the parent health system will become the
sole member of the target hospital, resulting
in the target hospital becoming a subsidiary
of the health system parent.
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Both entities will remain separate legal
entities with separate governing boards,
but the governing documents of the target
hospital will be revised to insert the par-
ent health system as the sole member with
certain reserved powers over the target
hospital, thereby becoming a subsidiary
controlled by the parent health system.

FACTORS DRIVING HOSPITALS TO
CONSIDER AFFILIATIONS

In the current environment of health reform, there
are many reasons why hospitals are seeking affili-
ation partners. Sellers and buyers each have their
own objectives when considering whether to affili-
ate.

Evaluating an Affiliation with a
Larger Health System

There are a number of factors driving hospitals, spe-
cifically stand-alone community hospitals and small
health systems, to affiliate with larger health sys-
tems. The usual reasons for finding a larger partner
(e.g., access to capital, achievement of economies
of scale, need to retain or grow market presence)
are still applicable. However, changes under health
reform have heightened these reasons and increased
the urgency of finding a suitable partner before a
competitor hospital gets to the table first.

A hospital undertaking a strategic process of
finding a partner begins with identifying and pri-
oritizing the key objectives and principles for such
a partnership. This requires careful evaluation of
all perspectives of important stakeholders, such as
the community served by the hospital, patients,
employees, medical staff, bondholders, creditors,
donors, insurers, and regulators, to name a few.

In the current climate of health reform, the key
objectives that hospitals consider for a partnership
with a larger health system include the following:

B Reputation for Quality of Care
Hospitals are seeking a potential partner
that has a reputation for high quality care
throughout the system, not just one line of
business or area of service.

Under the new health care paradigm,
reimbursement is tied to the quality of
care being provided, not the quantity of
care provided. Therefore, hospitals may
be entitled to incentives or face penalties
depending on the outcome of care provided
to a patient.
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“Communities around
the country are facing
physician shortages
and such shortages
are expected to rise
given the expansion
of insurance coverage
under the PPACA and
the growth and aging
of the U.S. population.”

[ Level of Coor-
dination across the
Continuum of Care

Hospitals are

assessing whether a
potential partner mean-
ingfully  coordinates
care for patients among
care settings—from doc-
tor’s offices to outpa-
tient hospital services to
inpatient acute services
to home health care or
nursing home care.
Health reform

requires health systems
to manage costs across

a continuum of care as

more services will be
bundled into a single payment (e.g., bun-
dling payment for services that patients
receive across a single episode of care, such
as heart bypass surgery or a hip replace-
ment, is one way to encourage doctors,
hospitals and other health care providers to
work together to better coordinate care for
patients both when they are in the hospital
and after they are discharged).

Additionally, more hospitals are taking
on the risk of managing the cost and quality
of care through accountable care organiza-
tions (ACOs).

Recruitment of Physicians to the Com-
munity

Hospitals are looking for the ties that a
larger health system has with the physi-
cian community. Communities around the
country are facing physician shortages and
such shortages are expected to rise given
the expansion of insurance coverage under
the PPACA and the growth and aging of the
U.S. population.©

In order to close this gap, provide or
enhance service offerings, and improve the
quality of care provided to patients, hospitals
need to spend significant resources on (1)
recruiting qualified physicians to the com-
munity and (2) providing them the support
to flourish in their communities. This spend-
ing becomes especially important in small or
rural communities where the recruitment
of physicians is difficult and the shortage of
physicians continues to rise.

Additionally, as more hospitals align
with physicians through various mecha-

42 INSIGHTS e WINTER 2013

nisms (e.g., acquisition of physician prac-
tices, participation in an ACO, or contrac-
tual arrangements to co-manage clinical
service lines), it is imperative that hospitals
maintain and enhance their relationships
with physicians before a competitor hospi-
tal aligns with those physicians.

Access to Capital

As an important part of affiliating with a
larger health system, hospitals are review-
ing the capabilities of a potential partner
to provide them with significant capital
to meet existing needs and improve their
access to capital markets.

It is now routine that affiliation agree-
ments will include covenants obligating the
buyer to commit to the seller a certain level
of capital over a period of time after clos-
ing. Affiliation agreements may even specify
funding of certain capital projects, such as
renovating or building new facilities, and
purchasing new equipment and technology,
including information technology, such as
electronic health records.

Evaluating an Affiliation with a
Stand-Alone Hospital or Smaller
Health System

From the perspective of a larger health system, the
reasons to pursue an affiliation with a stand-alone
hospital or a smaller health system often relate to
whether such affiliation will improve the strategic
position of the larger health system, and not neces-
sarily just its financial position.

When deciding whether or not to pursue an affili-
ation with a smaller hospital or health system, larger
health systems consider the following, especially in
light of the changes resulting from the PPACA:

Expanding Service Area

Larger health systems are considering
whether an affiliation with a hospital will
in fact increase their reach into communi-
ties needing the services offered by a larger
health system. Specifically, they are evalu-
ating whether they have current market
presence in that service area, whether their
medical staff members also visit hospitals in
that community and whether there is a need
for certain specialty or tertiary care services
in the community that can serve as a referral
source to the larger health system.

Defensive Strategy (“Not in my Back Yard”)
Larger health systems are throwing their
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hat in the ring and responding to requests
for proposals and confidential information
memoranda from smaller hospitals as a
defensive strategy because they do not
want to lose out to another competitor in
their market or simply do not want another
health system in their market.

B  Addition of Physicians and Patients to
Shared Savings and Quality Initiatives
If a larger health system is currently partici-
pating (or desires to participate) in shared
savings programs and quality initiatives
with payers (e.g., ACOs), bringing more
physicians and patients into the network
allows the health system to spread the risk
under those programs.

B  Increased Leverage in Contracting with
Payers and Vendors
As health systems add more facilities to their
contracting arrangements with payers and
vendors, they have more leverage in seeking
better reimbursement for services from pay-
ers and deeper discounts from vendors.

B Residual Liabilities of a Target Hospital
Although a target hospital may appear
attractive (e.g., located in a strategic mar-
ket, will serve as a referral source for com-
plex or tertiary care, may have significantly
overlapping medical staffs), a deeper review
of the hospital’s operations may reveal lia-
bilities that may be burdensome to assume.
Specifically, liabilities related to the target
hospital’s compliance with regulations may
result in future liability that is immeasur-
able at the time of due diligence.

PPACA increases the risk of violations
under the federal Anti-Kickback Statute
(AKS) and the False Claims Act (FCA).7

Specifically, the PPACA lessens the gov-
ernment’s burden on proving intent under
the AKS and clarifies that an AKS violation
serves as a basis for a false or fraudulent
claim under the FCA, thereby linking the
two statutes and enhancing the penalties for
violating the AKS.8

In order to provide protection to the
buyer, it is commonplace that affiliation
agreements will require the seller hospital
(1) to provide a broad representation and
warranty on its compliance with laws and
(2) to provide an unlimited indemnification
to the buyer for any liability resulting from
a breach of such representation.
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EMERGING STRATEGIES

While many hospitals continue to pursue the affili-
ations described above, some facilities are explor-
ing alternative strategies designed to increase their
prominence or viability in the marketplace with-
out pursuing a traditional corporate affiliation or
merger.

These emerging strategies, including joint ven-
tures between investor-owned entities and not-for-
profit health systems, creation of loosely affiliated
care networks, creation of centers of excellence,
and collaboration between health systems for back-
end services only, are resulting in a new market
dynamic.

Joint Venture Affiliations

Until recently, many not-for-profits would joint ven-
ture with investors only to address capital needs.
These transactions were designed to provide the
not-for-profit with an influx of capital while allowing
them to retain both a governance role and an eco-
nomic interest in the underlying entity.

In response to the paradigm shift occurring over
the past couple of years, two new for-profit/non-
profit joint venture models have emerged.

For-Profit/Nonprofit Joint Ventures

The first partnership model involves investor-owned
entities and not-for-profit health systems designed
to enable penetration of outlying markets that can
serve as referral sources to the not-for-profit system.

Unlike many traditional not-for-profit transac-
tions, which take the form of a cashless membership
substitution or merger, these transactions usually
involve a purchase price and capital commitment,
and often result in the formation of a community
foundation endowed through the transaction. The
foundation is then tasked with enforcing the cov-
enants of the transaction while providing additional
health care resources to an often underserved com-
munity.

In addition, because the investor-owned firm
owns a portion of the outlying hospital but not the
larger hospital/health system partner, its interest in
maintaining services in the community often aligns
with that of the local board in maintaining and
enhancing access to care in the local community.

These are the factors at play in recent transac-
tions between Saint Thomas Health and Capella
Healthcare in the Middle Tennessee and Southern
Kentucky markets and LHP Hospital Group Inc.,
and Sacred Heart Health System Inc., in the Florida
panhandle.
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Effective May 1, 2012, Saint Thomas Health
and Capella Healthcare formed a joint venture for
the joint ownership and operation of Capella’s four
Middle Tennessee hospitals. Saint Thomas Health
is a five-hospital system affiliated with Ascension
Health while Capella Healthcare is a privately held
hospital management company supported by over
$400 million in capital from the investment firm of
GTCR Golder Rauner.

Going forward, the four Capella hospitals will
operate as part of the Saint Thomas Health Network,
which will hold an equity interest in each of the hos-
pitals.” Under the agreement, Capella will remain
the managing member of the hospitals and the
majority partner in the new joint venture.19

Additionally, Capella will be the exclusive devel-
opment partner for Saint Thomas Health across
Middle Tennessee and Southern Kentucky in any
new acquisitions.11

Saint Thomas Health, on the other hand, will
become the tertiary care partner for the current
hospitals and any newly acquired facilities, thus
cementing additional referral sources.

Likewise, in April 2012, Sacred Heart Health
System and LHP Hospital Group, through a newly
created joint venture, entered into an asset pur-
chase agreement and lease to operate Bay Medical
Center located in Panama City, Florida. Sacred
Heart Health System is a multi-hospital system in
Florida and is also part of Ascension Health.

LHP Hospital Group is a privately held company
established to provide essential capital and exper-
tise to not-for-profit hospitals and hospital systems
and is owned by affiliates of the private equity firm
CCMP Capital Advisors, LLC.

Sacred Heart and LHP bought Bay Medical’s
non-real-estate assets, paid off its £115 million
debt, entered into a 40-year lease of the facility, and
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established a foundation to fund unmet community
health-related needs. The foundation will be funded
with the remaining proceeds of the deal after retire-
ment of its outstanding debt and the long-term lease
payments.12

Additional terms of the deal include retention of
all current hospital employees and a commitment
to continue the services currently provided by the
hospital for at least five years.13

The new hospital joint venture will allow Bay
Medical Center to continue its charity care policy
and other community benefit-related initiatives.

Academic Joint Ventures

The second partnership model involves partnerships
between investor-owned entities and not-for-profit
academic medical centers designed to leverage the
capital resources of the investor entity and the
brand, reputation, and access to experimental, inno-
vative and technically sophisticated clinical services
of the academic medical center in transactions in
outlying communities.

Duke LifePoint Healthcare, a joint venture
between Duke University Health System and
LifePoint Hospitals, Inc., a publicly traded company
with 51 hospitals, announced five such transactions
in the past few years. In contrast to its first four
deals, which were all located in close proximity
to Duke’s campus in Durham, North Carolina, on
September 1, 2012, Duke LifePoint completed its
acquisition of Marquette General Hospital, located
in the upper peninsula of Michigan.

Prior to its acquisition by Duke LifePoint,
Marquette General Hospital was actively exploring
affiliation opportunities due to extensive capital
requirements and its need to accelerate its physi-
cian recruitment and integration efforts in order to
remain a competitive, financially stable institution.

A number of parties expressed interest in part-
nering with academic centers to make a pro-
posal, but the combined track records and reputa-
tion of Duke and LifePoint, both individually and
as partners, encouraged the Marquette General
Hospital board to determine that they were the
best candidate. Consequently, in June 2012, Duke
LifePoint and Marquette General Hospital entered
into an agreement for the purchase of the assets of
Marquette General Hospital.

Recognizing that the Michigan Attorney General
had authority over the transaction, both parties
requested that the Michigan Attorney General
review and approve the transaction prior to clos-
ing. The transaction was approved by the Michigan
Attorney General on August 29, 2012.
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Under the terms of the Asset Purchase Agreement,
Duke LifePoint agreed to pay approximately $147
million in exchange for substantially all of Marquette
General Hospital’s health care assets.14

The majority of the purchase price will go
towards the satisfaction of Marquette General
Hospital’s outstanding liabilities, including unfund-
ed pension liability and defeasance of outstanding
tax-exempt bonds (approximately $125 million),
with the final $23 million being used to fund the
Marquette General Foundation (to be renamed
Superior Health Foundation) to benefit the health of
the greater Marquette, Michigan community.

Additionally, as part of the definitive agreement,
Duke LifePoint agreed to invest $350 million in
capital improvement projects and physician recruit-
ment over the next ten years. Proposed capital
improvement projects include a state-of-the-art
outpatient surgery center, comprehensive cancer
center, private patient rooms, new technology, and
new IT infrastructure.

Duke LifePoint also agreed to retain all current
Marquette General Hospital employees and contin-
ue core services at the hospital for at least ten years.

Although the Duke LifePoint deal has received
the most press recently, it is not the only example of
investor-owned facilities partnering with academic
medical centers. For example, Health Management
Associates, a for-profit owner and operator of gen-
eral acute care hospitals in nonurban communi-
ties located throughout the United States, and
Shands HealthCare (University of Florida Academic
Health Center) recently signed a letter of intent
for the operation of Bayfront Medical Center in St.
Petersburg, Florida.15

In each of these affiliation arrangements with
academic medical centers, the academic partner
can forgo both the capital expenditures required
to develop a robust referral network and the man-
agement responsibilities at the acquired hospitals,
which are duties assumed by the management part-
ner. This results in the academic partner achieving
greater economies of scale as well as a broader
teaching and research environment.

The community hospital benefits from an influx
of capital and reputation, and access to cutting edge
academic medicine and clinicians, while the benefit
to the investor-owned entity is largely one of brand-
ing, thereby enabling access to markets otherwise
more difficult to penetrate without its academic
partner.

While partnering with an investor-owned com-
pany is certainly not right for every organization
or every situation, these new models of working
together create opportunities for many not-for-
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profits who wish to remain viable while responding
to the shifting paradigm and extending their mis-
sions in ways not thought possible until now.

Loosely Affiliated Care Networks

Even health care systems not actively involved in
mergers or other strategic acquisitions on the system
level are still exploring other loose affiliations to dis-
tinguish themselves in the marketplace.

One such example of this loose affiliation is the
development of the Mayo Clinic Care Network. For a
negotiated fee, Network members receive access to
Mayo’s research and clinical expertise.16

While collaborating with other medical provid-
ers to provide the best possible care for patients
has always been part of the Mayo Clinic culture and
long-term success, the Mayo Clinic Care Network
helps affiliated health systems benefit from this
expertise to further enhance the lives of their
patients.

The Mayo Clinical Care Network evaluates
potential network partners through a rigorous set of
clinical excellence, patient care, and quality criteria
and is currently comprised of such institutions as
NorthShore University HealthSystem in Evanston,
Ilinois; Dartmouth Hitchcock Medical Center in
Hanover, New Hampshire; Sparrow Health System
in Lansing, Michigan; and Yuma Regional Medical
Center in Yuma, Arizona.

All Network members share a common com-
mitment to improving the delivery of health care
in their communities through high-quality, data-
driven, evidence-based medical care. The main goal
of the network is to help patients gain the benefits
of Mayo Clinic expertise without necessitating travel
to a Mayo Clinic facility.

The network achieves this goal by providing
local physicians the opportunity to collaborate with
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Mayo Clinic experts on diagnosis and treatment
options for their patients and, should the need arise,
streamline treatment at a Mayo facility. If a patient
requires treatment at a Mayo facility, the Network
is designed to facilitate coordinated, post-treatment
care at the referring institution. This reduces the
length of time a patient will need to be away from
his/her home and family.

While the purpose of the Network is to increase
the quality of care received by patients, an addi-
tional benefit is conferred on the local health
system through the opportunity to add the Mayo
Clinic Care Network logo and trademark to their
marketing communications, thus providing a
mechanism of distinguishing themselves within
their local market.

Other institutions have developed similar care
networks providing patients local access to a nation-
ally recognized program or institution. For example,
the Cleveland Clinic’s Department of Cardiovascular
and Thoracic Surgery and Department of
Cardiovascular Medicine have entered into at least
14 subscription-based affiliations with other car-
diothoracic surgery programs across the country,
designed to allow the local department and its
physicians access to the research, clinical exper-
tise, training, and treatment protocols of Cleveland
Clinic’s heart program.17

Through these relationships, Cleveland Clinic
provides affiliated programs with access to the latest
in cutting-edge technologies, techniques, and man-
agement services, including clinical direction and
quality assurance. In order to ensure the quality of
the local institution’s program, all affiliate surgeons
are credentialed by the Cleveland Clinic and par-
ticipate in required training, conferences, and edu-
cational programs provided by the Cleveland Clinic
Heart & Vascular Institute.
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The aforementioned examples are certainly not
exhaustive, but merely representative of loosely
affiliated care networks. These types of partner-
ships serve to enhance the care offered to patients
at their local hospital by providing access to a
network of experts, clinical protocols, and cutting
edge research and procedures not available at the
local institutions, while at the same time benefiting
the collaborating institution through increased rev-
enue by way of the subscription fee and increased
market access for complicated cases outside of its
geographic region.

Centers of Excellence

Another emerging strategy employed by select
health systems is the use of centers of excellence
targeting specific large employers and insurers
through benefit design. While health systems have
frequently used the term “center of excellence” over
the past decade as a branding or marketing tool to
highlight the quality of specific clinical services,
some institutions have begun to leverage this con-
cept beyond mere marketing.

For example, the Cleveland Clinic has partnered
with Lowe Companies, Inc., a home improvement
retailer with over 234,000 employees scattered
throughout the country, on a three-year deal allow-
ing those employees enrolled in Lowe’s self-funded
medical plan and their dependents to receive care
at the Cleveland Clinic for certain cardiac surgeries,
including open heart surgeries, valve repairs, and
insertion of pacemakers.18

To take part in the program, the employee must
be approved for the surgery in advance, be healthy
enough to travel, and be able to schedule the surgery
at a future date. For patients approved for the quali-
fying heart surgery, the Lowe’s program will cover
all medical deductibles and coinsurance amounts as
well as travel and lodging expenses for the patient
and a companion, plus concierge services to make
the arrangements.

Likewise, Pepsi Co., has entered into a similar
arrangement with Johns Hopkins for certain cardiac
and joint replacement surgeries.1®

These arrangements between large companies
and health systems allow patients to receive high
quality care by nationally recognized providers while
reducing their out-of-pocket expense. Companies,
in turn, benefit by paying a bundled rate for certain
procedures, which in turn helps keep their costs
down. Health systems benefit by ensuring a steady
volume of patients for their well-respected, high
margin clinical areas.
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Collaboration for Back Office Services
and Sharing of Best Practices

Another strategy employed by health systems in an
effort to continue streamlining costs and respond to
the changing care environment is the development of
formal collaboratives. On October 24, 2012, four not-
for-profit health systems in the Midwest announced
their partnership to create The BJC Collaborative,
L.L.C.: CoxHealth of Springfield, Missouri; BJC
HealthCare of St. Louis, Missouri; Memorial Health
System of Springfield, Illinois; and Saint Luke’s
Health System of Kansas City, Missouri.20

Under this Collaborative, the four health systems
will continue to operate independently but will share
services, costs, and best practices whenever possible.

The news release reports that the Collaborative
is “buoyed by the tenets of the Patient Protection
and Affordable Care Act that encourage partner-
ships and innovation to improve patient outcomes
and reduce health care costs.”?1

The goals of the Collaborative are as follows:
1. Focus on achieving savings

2. Deploy clinical programs and services to
improve access to and quality of health care
for patients

3. Lower health care costs

4. Create additional efficiencies that will be
beneficial to patients and the communities
served by the member organizations

The Collaborative has made it clear that the four
systems have not discussed a merger. The president
and CEO of BJC HealthCare, who is also the board
chairman of the Collaborative, has stated that the
four systems have not considered a merger because
they are “financially sound” and “don’t need money
from one another.”22

Organized as a limited liability company, the
four health systems will have equal membership in
the Collaborative. The CEO of each system and a
representative of each system’s board will serve as
the voting members of the board of directors of the
Collaborative.

Initially, the Collaborative will not have its own
employees or a physical location. Instead, the work
of the Collaborative will be carried out by four
operating committees to explore computer systems,
contracted services and energy management, medi-
cal equipment maintenance, and supply chain.

Four “roundtables” also will be formed to share
information on clinical quality and patient service,
employee benefits, professional development and
regulatory compliance.
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Because the Collaborative is focused on reduc-
ing expenses through integration or coordination
of the “back office” and through sharing clinical
best practices, there is less antitrust risk than if the
Collaboration was used to negotiate pricing with
payers or setting salaries with employees.

This model of affiliation aims to get the best out
of an affiliation (e.g., economies of scale, sharing
of best practices) without giving up independence,
taking on liabilities of other partners, or having to
maneuver through the process of integrating opera-
tions and cultures.

LEGAL ANALYSIS OF AFFILIATION
STRATEGIES

There are a myriad of federal and state laws and
regulations that need to be analyzed when deter-
mining the appropriate affiliation strategies for a
hospital. Each law may have varying significance
depending on the particular circumstances of the
hospital and the affiliation strategies being pursued
(e.g., not-for-profit, tax-exempt hospital affiliating
with a for-profit, taxable health system).

These laws include antitrust laws, fraud and
abuse laws, federal tax-exemption law, state laws
requiring certificates of need for change of owner-
ship of a hospital, and states requiring attorney
general review and approval prior to the transfer of
charitable assets.

Antitrust laws stand out among these laws given
the uptick in enforcement activity by the Federal
Trade Commission (FTC) and the U.S. Department
of Justice (DOJ) in health care industry transac-
tions. Even though the majority of affiliations among
health care providers are not challenged by the FTC,
those that are challenged provide important lessons
on evaluating and overcoming the potential com-
petitive concerns of an affiliation.

Examples of recent antitrust enforcement activi-
ties by the FTC include its challenge of the affilia-
tion of Rockford Health System (Rockford) and OSF
Healthcare System (OSF) in Rockford, Illinois;?3
the consummated affiliation of ProMedica Health
System (ProMedica) with St. Luke’s Hospital (St.
Luke’s) in Toledo, Ohio;?4 and the acquisition
by Phoebe Putney Health System (Phoebe) of
Palmyra Park Hospital (Palmyra) in Albany County,
Georgia.25

Under the proposed affiliation between Rockford
and OSF, two of the three hospitals in Rockford,
Illinois—Rockford Memorial Hospital (owned by
Rockford) and St. Anthony Medical Center (owned by
OSF)—would combine and form the OSF Northern
Region, a new health care system. Although the
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affiliation was approved
by the Illinois Health
Facilities and Services
Review Board (which
granted OSF a Certificate
of Exemption), the FTC
filed an administrative
complaint in November
2011 and moved to
enjoin the affiliation in
federal court.

Among the allegations

in the complaint, the FTC

asserted that the affilia-

tion would create a domi-
nant health system that would control 64 percent of
the market for general acute care inpatient services
and would combine two of the three primary care
physician groups in the area, representing 37 per-
cent of the physician market.

OSF and Rockford argued that the current and
future regulatory climate (citing to provisions in
the PPACA) favors the efficient delivery of health
care services and that by combining resources and
reducing costs (including costs related to redundan-
cy in service offerings), the hospitals could compete
more effectively in the environment and satisfy the
aims of health care reform.

The court found in favor of the FTC and granted
the preliminary injunction, finding that the efficien-
cies and improvements from the affiliation could be
realized without the affiliation or were too specula-
tive to overcome the anticompetitive effects. On
April 12, 2012, OSF and Rockford announced that
they were ending efforts to affiliate the two organi-
zations.20

In the ProMedica and St. Luke’s affiliation, the
parties signed a Joinder Agreement under which
ProMedica became the sole corporate member of St.
Luke’s via a membership substitution model. A few
months thereafter, the FTC opened an investigation
into the transaction.

Although still under FTC investigation, the hos-
pitals closed the transaction but entered into a Hold
Separate Agreement which prevented ProMedica
from terminating St. Luke’s contracts with health
plans, eliminating or consolidating clinical services
at St. Luke’s, or terminating any St. Luke’s employ-
ees without cause.

After closing the transaction, the FTC filed an
administrative complaint against ProMedica alleg-
ing that the affiliation threatened to substantially
lessen competition for health care services in
Lucas County, Ohio, in violation of Section 7 of the
Clayton Act.
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The FTC found that the affiliation was illegal
and imposed a remedy requiring ProMedica to sell
St. Luke’s to its previously independent parent and
restore its status as a hospital independent from
ProMedica. ProMedica has appealed the FTC’s deci-
sion to the Sixth Circuit Court of Appeals and the
parties are currently preparing legal briefs.

In the Phoebe and Palmyra affiliation, the parties
engaged the Hospital Authority of Albany-Dougherty
County (a state authority) to acquire Palmyra (using
Phoebe funds) and then lease-back the Palmyra
assets to Phoebe for a nominal amount.

The FTC challenged the structure of this transac-
tion, alleging that the parties included the Hospital
Authority for no reason other than to circumvent
antitrust laws and bring the transaction within the
immunity of the state action doctrine.

The FTC claimed that the transaction would sub-
stantially lessen competition in the market for acute
care services in southwestern Georgia given that
Phoebe’s only competitor in a six-county geographic
market was Palmyra and the two hospitals account
for over 85 percent of the acute care provided in
that market.

Phoebe successfully overcame the FTC’s chal-
lenge in both the district and appellate courts.
However, the U.S. Supreme Court has granted cer-
tiorari to review the FTC’s challenge. A decision is
expected by June 2013.

As hospitals begin the process of identifying
potential affiliation partners, it is important to con-
duct a risk assessment of the potential anticompeti-
tive effects of such an affiliation early on in the pro-
cess. It is also essential to identify and document the
pro-competitive effects of the transaction and com-
municate such benefits to stakeholders, such as pay-
ers, community leaders, physicians, and employees.

SUMMARY AND CONCLUSION

While health care reform has created a paradigm shift
in the payment of health care in the United States, it
is the redesign of the care delivery systems that poses
the greatest challenge in the years to come.

In assessing each institution’s affiliation strat-
egy, one size does not fit all, and strategies must be
narrowly tailored to each institution’s culture and
market dynamics.

In this rapidly changing landscape of the health
care industry, new and innovative ideas are con-
stantly being developed and institutions and their
governing bodies must demonstrate a willingness
and courage to respond to challenges posed by this
new era.
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