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Introduction 

E
conomic and health policy experts seem to 
agree that healthcare delivery is a "market 
failure." The U.S. spends much more on 
healthcare than countries with similar econ

omies-16 percent of the gross domestic product. 
This puts U.S. businesses at a competitive disadvan
tage in the global marketplace and acts as a drag on 
the economy. 

Despite spending twice as much as most major industrialized coun

tries on healthcare, the outcomes associated with these expenditures 

are mixed. We trail other countries in most measures of health quality 

(e.g., infant mortality, life expectancy, and disease prevention). This is 

not new; many of the same issues and concerns have been discussed 

over the past twenty years. Healthcare executives and leaders have been 

calling for the creation oflarger hospital " systems" for at least a decade. 

This white paper seeks to develop a framework in which to consider 

the likely impact of the Patient Protection and Affordable Care Act and 

the Healthcare and Education Reconciliation Act of 2010 (collectively 

referred to herein as healthcare reform) on hospital consolidation 

and, specifically, how this might occur and what hurdles are likely to 

be encountered. (For the purposes of this white paper, consolidation 

refers to horizontal combinations of ownership and control between 

hospitals, rather than the creation of vertically arranged businesses 

through combinations.) We do not attempt to review the need for 

scale and larger companies; this topic has been well covered by others. 

Rather, we take this as a given and attempt to develop a framework for 

recommendations as to how management teams and boards might best 

prepare for responding to healthcare reform. In order to do this, we 

explore the sources of the hospital industry's historical resistance to 

change, review the current structure and development of the industry, 

and develop a view regarding those industry participants who are best 

positioned to lead this change. 

Despite some consolidation in the past two decades, the hospital 

industry remains fragmented and populated by many relatively small 

companies. Healthcare reform has the potential to dramatically alter 

the hospital business and accelerate consolidation. 

Healthcare reform is expected to profoundly affect consolidation 

between hospitals. Not only is it expected to increase the number 

and size of mergers, but the underlying motivations are also expected 

to change. Until the present, microeconomic factors have driven 

hospitals to consider business combinations. We b elieve that this will 

likely change so that the formation of larger companies will become a 

"top-down" macroeconomic requirement. This is because healthcare 

reform will impose lower prices and enforce reimbursement models 

that create powerful incentives for hospitals to form large systems of 

care, including bundled payments, payments for quality, and account

able care organizations. 

The hospital industry is highly regulated, capital and labor intensive, 

and technologically and commercially complex. And yet, the overall 

structure of the industry appears to be a mixture of cottage industry 

with a heavy dose of altruism, rather than the large sophisticated 

industry it needs to be. One could argue that reform, effectively, results 

in the federal government telling the health care delivery industry: "the 

cost of healthcare delivery is unsustainable. We are going to fix this 

by driving down prices; you, the providers, figure-out how to make 

this work." 

Despite the significant level of discussion regarding business combi

nations occurring at the present time, significant hospital consolida

tion and creation oflarge companies seem far-off. Why is this? What 

is it about the hospital industry that causes it to have an incredibly 

fragmented structure and to be so resistant to change? While there 

are some obvious and understandable reasons for this structural 

anomaly, this white paper attempts to explore the reasons behind the 

now-antiquated structure of the hospital industry, and considers how 

it can evolve in the immediate future. 

In preparing this white paper, we sought input regarding the factors 

influencing the rate of consolidation from independent and multi

hospital systems, located in both urban and non-urban areas. We 

then gathered available data illustrating the consolidation trends that 

have occurred over the past two decades. To this, we added our own 

experience in advising non-profit boards on business combination 

transactions. We hope that this will provide Governance Institute 

members with greater awareness and insight into this complex topic 

as they prepare to respond to healthcare reform. 

A Note from the Authors 

In researching and preparing this white paper for The 
Governance Institute, we recognize that this topic exposes a 
number of potent ially difficult and unpleasant issues for many 
readers. In our interviews, we heard a call for change. However, 
we also recognize that this topic fosters controversy. The type 
of change described herein is likely to result in movement 
away from a past in which glorious traditions and deeply held 
convictions were developed and maintained for a long period 
of time. We attempted to use data, the opinions of experts, the 
resu lts of our interviews with 25 CEOs, and our accumulated 
experience over the past 25 years in advising on business 
combinations to shed a real istic light on th is issue. 
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Chapter 1. Consolidation: Change Is Coming 

T
here has never been a time when the 
subject of market concentration in the 
hospital industry has been more important. 
Ironically, as national attention is being 

paid to the "too-big-to-fail" structure of the banking 
industry, the hospital industry appears to have the 
opposite problem-the small size of its companies 
and mark.et fragmentation suggest that it might be 
characterized as "too-small-to-succeed." Furthering 
this paradox, U.S. banks are not being broken up, 
largely because of concern over their subsequent 
ability to compete in a global economy against huge 
foreign banks. At the same time, hospital companies 
mustbecome larger for a similar reason-remaining 
competitive in a global marketplace makes it neces
sary for the U.S. economy to reduce its overall expen
ditures on healthcare. Larger, more efficient, hospital 
companies are part of the solution. 

The hospital industry, uniquely, has evolved from a complex and inter

related set of mission and commercial objectives, but the determinants 

of success have changed enormously. In the past, the hospital indus

try's local approach and fragmented structure fitted the needs of the 

market and were consistent with its commercial and reimbursement 

characteristics. Since the 198os, however, the industry has gradually 

shifted from community, religious, and government missions to a 

commercial orientation. Today, even religious-sponsored hospitals 

exhibit market behavior that does not meaningfully differ from publicly 

held, for-profit corporations. 
Most industry leaders believe hospital companies must standardize 

medical care and integrate with physicians in order to respond to the 

external pressure ofhealthcare reform. Many of these same industry 

leaders have, for at least a decade, felt that hospital businesses must 

become larger in order to respond to internal issues-namely, to 

offset cost inflation, deal with concentrated managed care payers, and 

implement standardization. As the intensity of change appears likely 

to increase in the near future, it is interesting to compare the business 

factors that contributed to the modest consolidation that has been 

experienced over the past two decades with those that are likely to 

result in greater consolidation in the future. The data regarding industry 

structure over the past two decades in reviewed in the next section. 

Historical Causes of Consolidation 
Over the past two decades, business combination transactions beh.,reen 

hospitals have been, broadly, the result of two very different factors. 

During the 1990s, most were in response to the advent of managed 

care; this was a pervasive external issue. Large numbers of transac

tions were completed as non-profit and for-profit companies entered 

into business combinations in an effort to position themselves to 

secure managed care contracts. Primarily, this involved the creation 

of regional systems of hospitals. 

Industry leaders believe hospital 
companies must standardize medical 
care and integrate with physicians in 

order to respond to health care reform. 

In the 2ooos, however, business combinations have largely been the 

result of a set of internal issues, most notably operating problems that 

led to difficulty in raising capital. Far fewer transactions were completed 

during this period. The main issues faced during the first eight years 

of the 20oos centered on the following: 

• Access to capital: maintaining access to adequate amounts of exter

nal capital has been a major concern in the past decade for non-profit 

hospitals. Capital investment needs have been outpacing resources; 

aging facilities, expensive information technologies, and physician 

employment demands have drained cash reserves and reduced credit 

quality. With the credit markets still suffering lingering effects of the 

2008 and 2009 financial market collapse, many hospitals have limited 

or impaired access to the capital markets. 

• Business complexity: the hospital business has become more com

plex, both commercially and technically. The ability to arbitrage oper

ating skills within a system ofhospitals has proven to be one of the key 

strengths of the most successful and multi-hospital companies, whether 

non-profit or for-profit. Larger systems are better equipped to address 

the heightened business complexity of the hospital industry. 

• Scale: larger companies have smaller fixed expenses in relation to larger 

revenue bases. Currently, scale is a requisite for success for many hos

pital businesses. We are also told that scale equates to political influ

ence over government regulations passed at the state level. 

Healthcare Reform's Impact on Consolidation 
We expect healthcare reform to have a substantial impact on consoli

dation between hospitals. By and large, most leaders we interviewed 

felt that it would greatly accelerate market consolidation. Not only is 

it expected to increase the number and size of mergers, but also the 

underlying motivations are expected to change. Essentially, until now, 

microeconomic factors drove certain hospitals to consider business 

combinations. We believe this will likely shift so that the formation of 

larger companies will be in response to macroeconomic mandates of 
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the federal government. The following are expected to be key issues 

in the near future: 

• Cost: because healthcare services, including hospitals, act as a drain 

on the economy, it is critical for hospitals to focus on creating value. 

As more patient satisfaction, pricing, and other data are released, the 

market will drive reform in the payment system, and those providers 

that are not efficient will be forced to merge or exit. Bundling of ser

vices and containing costs is going to become necessaty. 

Under the current payment system, physicians are incentivized 

to provide more services with little regard to b est practices or cost 

sensitivity. A bundled payment might address this dilemma since it 

will provide one payment that encompasses the entire continuum 

of care for a given medical condition. Many leaders we interviewed 

believe that bundled payments could provide further incentive to 

form large hospital systems and focus on efficient op erations. One 

physician we spoke with saw no way to contain costs to fix this until 

physicians are integrated with hospitals and incentives are aligned. 

• Quality: larger organizations can devote time, resources, and capital 

to improve delivery, hopefully translating into better health outcomes. 

For example, nearly all physicians in the Netherlands, the U.K, and 

Germany use electronic medical records. Standardization will allow 

for better data for comparison, creating more efficient procedures that 

will reduce cost and increase quality. 

• Branding and marketing: health care consumers are becoming more 

sophisticated and looking for recognizable brands. Along with name 

recognition, this will be even more important when systems release 

performance data to consumers. "Image association," as one inter

viewee told us, "will be critical once consumers have the opportunity 

to review performance data under healthcare reform." 

• Standardization: this is not a newfound idea or concept. As Dart

mouth Professor John Wennberg first observed in 1967, evidence-based 

medicine, where best practices are shared, standardized, and broken

down for others doctors to repeat, yields far better outcomes and is 

much more cost-effective. 

Slow Pace of Consolidation 
Despite these historical and prospective reasons for consolidation, 

the rate of change has been slow, as is detailed in the paragraphs 

below. In order to identify the underlying causes of this resistance, we 

interviewed 2.5 CEOs of non-profit health systems during the winter 

and spring of2o10. Given that the community-sponsored, 501(c)(3) 

hospital group is the largest segment of the non-profit industry, we 

concentrated our interviews on this group. We also drew upon our 

own experiences in advising non-profit boards on business combina

tions over a 2.o-year period. 

Tax-Exempt Status: Unintended Consequences? 
We heard that reticence to consolidate is, in many cases, an unintended 

consequence of legitimate efforts to remain tax exempt. The propensity 
to sell could be inhibited by tax-exempt status; there is no evidence 

that this impedes the ability to sell. The IRS grants tax-exempt status 

to sot( c)(3) organizations on the basis of meeting certain charity care 
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thresholds (e.g., the " community benefit standard"). This fosters strong 

underpinnings of local control, usually resulting in boards that are, 

understandably, made up entirely of local volunteers. The pervasive 

focus on local issues often compromises the ability of boards to deal 

with the larger issues confronting the hospital industry. 

Costs are out of control) in part) because 
every community in the country wants 

what it believes to be best. This has led to 
incredible redundancy and inefficiency. 

Community Benefit, Local Business 
Responding to healthcare reform is a challenge for the hospital industry 

at the national level. However, hospitals are governed, by and large, on 

a local basis. There is a pervasive and long-held yiew that local issues 

and exclusivity should be considered in governing a hospital. Every 

community, it seems, wants a hospital that fits the preferences of its 

locally populated board. The cumulative effect of" every community 

getting what it wants" is one of the most dramatic features of hospi

tals in the U.S. 

This orientation and method of allocating capital is partially respon

sible for excessive costs in the healthcare delivery system. One CEO 

we interviewed in Colorado alluded to an ongoing saga regarding the 

city-owned hospital system in Colorado Springs. The issue in ques

tion is whether this two-hospital system should remain local and inde

pendent, by transferring to a 501( c)(3), or become part of a system. 

One commentator in a local blog summed-up local thinking thusly, 

"when you forfeit local control, you allow folks in another city or state 

to determine what Colorado Springs receives and what programs are 

important. The factors in those decisions ... could dramatically change 

what Memorial provides."
1 
Well, might this sort of approach, in which 

every community in the country gets what it "wants," be a large part of 

the problem with our healthcare system? Costs are out of control, in 

part, because every community in the country wants what it believes 

to be best. This has led to incredible redundancy and inefficiency. 

Capital Markets 
The municipal bond market has played a significant role in the develop

ment of the non-profit industry. This market's willingness to provide 

debt capital to many relatively small businesses in a very fragmented 

industry is sharply different from the experience of companies in 

most taxable industries. This willingness has, essentially, "enabled" 

the non-profit hospital industry to consist of a very large number of 

small businesses. 

Brian Newsome, "The Future of Health Care in the Pikes Peak Region" 
(blog entry), June 17, 2010, http:/ /thefutureofhealthcare.com. 



The U.S. municipal bond market is one of the largest and most stable 

capital markets in the world. Despite its enormous size, this market, 

itself, is very fragmented in that it has no central oversight and no 

central clearing function; this is quite different from the corporate bond 

market, which is overseen by the Securities and Exchange Commission. 

This has contributed to the municipal market's willingness to purchase 

the bonds of independent hospitals, despite their small size and lack of 

risk diversification. 1he municipal market is also unique in that other 

parts of the industrialized world do not have a comparable market. 

Boards that allow management to play an 
overbearing role in merger discussions are 

forsaking important fiduciary responsibilities. 

The municipal bond market has been the most common source of 

external financing for hospitals since the 1930s. Bondholders purchase 

these securities in direct response to an issuer's credihvorthiness, which 

is gauged largely by ratings assigned by one or more of the major credit 

rating agencies. These agencies assign ratings based on a number of 

financial and business criteria, including liquidity as measured by the 

"days cash on hand" ratio. Because their access to external sources of 

capital is largely defined by their debt rating, hospitals are incentiv

ized to build liquidity, rather than invest in capital projects or acqui

sition oppoltunities. 

In cont rast, equity capital seeks growth. For-profit managers and 

boards are incentivized to pursue business combinations and other 

means of growth in order to generate a return on equity. The sharp 

differences between the objectives of debt and equity investors heavily 

impact business decisions of for-profit and non-profit hospitals and 

have a great deal to do with the differences between the two. 

Looking forward, non-profit hospitals should be concerned that this 

market might not continue to be available to smaller, independent, 

non-profit hospitals. It is possible that this market will gravitate towards 

larger systems, which are better positioned to thrive under health care 

reform. This change has already begun; it is becoming more difficult to 

accomplish small debt offerings and higher rating thresholds are being 

applied for access to this market. Terry Mieling of Bank of America and 

Merrill Lynch points out that "there has been a significant widening of 

spreads between A and BBB issues, and issuers below BBB now have 

to provide investors with the security of mortgages on real property 

along with debt service funds and tight debt to capital constraints." 

All of this translates to ever increasing difficulty for smaller non-profit 

hospital companies in raising capital. 

Management Control and Incentive 
Many of the board members we interviewed expressed concern about 

management's power relative to the volunteer board, and the dynamics 

this sometimes produces. One such board member felt that his CEO's 

ego drove most of the strategic directions at the hospital, as he put 

it, "like Sherman through Georgia." One CEO was very blunt with 

us in saying, "why would I want to pursue a business combination? I 

would put myself out of a job. I have three kids in high school, my wife 

and I have lived here for a long-time, and I don't want to put that in 

jeopardy." Broadly, many of these situations likely reveal that certain 

boards are not doing a good job of clarifying management's role vis a 
vis the board's control. Often, boards that allow management to play 

an overbearing role in merger discussions are forsaking important fidu

ciary responsibilities. The board should be governing, and ultimately it 

can remove the CEO if necessary. Obviously, this is a difficult subject 

and, unfortunately, it is likely to be a source of additional concern as 

a result of post-healthcare reform considerations. 

Operating versus Financial Returns 
It has been suggested ~hat hospitals operated in an artificially buoyant 

environment over the last decade as a result of non-operating factors. 

Through much of the 2000s, hospitals benefited from bull-market 

investment portfolio returns and financing activities that occurred 

at extraordinarily low and, ultimately, unsustainable, interest rates 

through the creation of auction-rate debt securities. An overreliance 

on foundation income could mask underlying operating issues. This 

is unique to the non-profit hospital business as it alone categorizes 

endowment earnings as part of operating results. Strong equity market 

performance also kept the cost of funding or terminating pension plans 

artificially low. Liquidity pressures associated with investment port

folio losses, pension funding shortfalls, and interest rate swap mark

to-market accounting changes are straining" operating performance." 

Once all three of these ceased to exist following the collapse of Lehman 

Brothers in the fall of 2008, many hospitals felt intense operating pres

sures, which forced some to reevaluate their ownership status. 

Service Providers 
The very large number of relatively small companies that make-up the 

non-profi t hospital business has resulted in a very large "industry" of 

external service providers. In more mature industries, self-sufficient 

companies perform most of these functions themselves. On a relative 

basis, th is group of service providers dwarfs anything that exists in 

traditional industries. Because of their small size, hospital companies 

find it more efficient to outsource general corporate functions rather 

than perform them in-house. Some of those we interviewed suggested 

a belief that consolidation opportunities were inhibited by the pres

ence of such a large group of providers who relied on the status quo and 

were not objective about change. Obviously, were there to be fewer, 

larger companies in the industry, the need for much of this "industry" 

could shrink dramatically. Our own experience tells us that this group 

is significantly larger than that found in conventional industries. While 

it likely adds some "stickiness" to change, we are not sure, however, 

about the extent to which this is the case. Still, this is something non

profits should consider in the future. 
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Certain services we heard about represent functions that do not exist 

in the corporate word, for example: 

• Financial advisors: large advisory firms have been built, often by peo

ple with municipal finance backgrounds, to assist hospitals in raising 

debt. They are an intermediary between the issuer and underwriter. 

This role does not exist in the corporate world. With fewer but larger 

hospital companies, the need for these external services would shrink. 

• Interim management companies: these operate hospitals under con

tract for small non-profits. Again, this industry function does not exist 

in mature industries. 

Additionally, certain service providers that exist in the corporate world 

often play larger roles in the hospital industry as very small compa

nies cannot afford to provide these functions themselves, including: 

• Lawyers: some law firms act, effectively, as "in-house" counsel to non

profit hospitals, many of which are too small t~ retain in-house coun

sel for routine needs. This reliance on outside counsel for routine needs, 

while understandable, is extremely expensive and inefficient. 

• Turnaround experts: these abound in the hospital industry. They cer

tainly exist in the corporate world (recently at General Motors), but 

their intrusiveness into hospitals, as measured by length of stay, greatly 

exceeds what occurs in the corporate world. 

• Operational consultants: this function exists inmost industries, how

ever, one aspect of this service is unique to non-profit hospitals, and it 

is troubling. Many non-profit bond documents call for the use of" con

sultants" should issuers "trip" maintenance covenants (i.e., the main

tenance of certain minimum ratios regarding leverage, liquidity, and 
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operating performance). This means a firm will provide help regard

ing operating problems, but in our experience, this is often to the exclu

sion of addressing market competition and other systemic issues. As 

a result, these broader issues can go undetected by boards while these 

consultants spend a great deal of time (sometimes years) addressing 

operating issues. To the extent that market and structural issues were 

central, then, money and time are wasted. 

Federal Trade Commission 
The Federal Trade Commission's antitmst review of potential combi

nations represents a major issue in the future for consolidation. This 

is particularly true in towns with declining populations and in which 

local hospitals need to consolidate so as to survive. 

JJ Affiliation" 
Many CEOs oflarger hospital systems believe that contractual attempts 

at "systemness" have delayed true business consolidation. Such forms 

include partnerships, affiliation agreements, and joint operating agree

ments. These contractual relationships focus more on governance 

oversight than centralized ownership and control. They strike us as 

well-intended efforts that fail in practice; with ownership remaining 

unchanged it is not possible to make the difficult decision necessary 

to create systems of care. To this point, one CEO we interviewed 

contrasted "affiliations" with the "regionalized systems" in Canada, 

which are afforded the authority to rationalize services across a region 

to consolidate care, specialize in order to improve outcomes, and 

minimize duplicate services. 



Chapter 2. Industry Structure 

T
his chapter describes the hospital industry's 
structure in relation to horizontal concen
tration. We review the ownership forms 
present, the trends in horizontal consoli

dation, and the size of companies that comprise the 
hospital industry. In considering the likely impact of 
healthcare reform on business combinations in the 
hospital industry, it is important to first understand 
the changes in the structure and ownership forms 
of the industry that have occurred over the past two 
decades. 

In order to accomplish this, we review trends related to the number 

and type of hospital facilities, the development of hospital systems, or 

companies, and the size and nature of these companies. The data on 

hospital facilities provide basic information on the number of individual 

hospitals, over time, and their ownership forms. The data related to 

the development of hospital systems provide further insight into the 

overall ownership and control of the industry. This also provides useful 

information regarding the forms of ownership that appear to be leading 

the consolidation of the industry. The data on hospital companies, 

themselves, attempt to describe the formation of business entities in 

the industry, how extensive their access to capital is, and how large, 

in absolute and relative terms, these companies are. 

Several features of the American Hospital Association (AHA) data

base we used were inconsistent with these objectives and necessitated 

adjustment: 

• The AHA tracks facilities and systems, and makes no reference to busi

ness entities. We attempted to determine the number ofbusinesses so 

as to be able to form judgments about the level of fragmentation in the 

industry. 

• Certain facilities included in the AHA data (categorized as "other") 

have business characteristics that differ from general acute-care hos

pitals. These include long-term acute care, psychiatric, and Veterans 

Affairs hospitals; in 2008, there were 592 such facilities. We eliminated 

these from the data in the charts below so as to restrict our review to 

the general acute-care hospital industry only. We believe this provides 

a much more accurate picture of the hospital business. 

• Similarly, the AHA data concerning for-profit facilities include long

term acute-care, psychiatric, behavioral health, and specialty hos

pitals; for the same reason as above, we excluded these from the 

data. Also, based on our working knowledge, we believe that the 

number offor-profit, acute-care facilities approximates the number 

of for-profit, acute-care facilities in systems (i.e., there are very few 

standalone, for-profit hospitals). Finally, we excluded those for

profit hospitals where physicians own the majority of the equity 

because these tend to provide more specialized services than gen

eral acute-care hospitals. 

• The AHA groups academic, local-government, and 501 (c) (3) systems 

into one "non-profit" category. We believe the majority of these are 

501 (c) ( 3) community hospitals (hereafter referred to as" community" 

hospitals ).This is because most local government-owned systems, by 

their nature, are single hospitals, and most academic systems are free

standing facilities as a result of their research and teaching orientation. 

• Religious-sponsored facilities tend to be part of systems; we believe 

the number of standalone facilities is insignificant. 

The total number ofhospitals declined by 
1 0 percent from 199 S to 2008, with most 

of the decrease occurring in the late 1990s. 

Hospital Facilities 
Table 1 reflects changes in the number of general acute-care hospitals 

over time and by ownership type. It also indicates the proportion of 

all hospitals held by each ownership group. We make the following 

observations regarding the data on hospital facilities: 

• The total number ofhospitals declined by 10 percent from 1995 to 2008, 

with most of the decrease occurring in the late 1990s. 

• Predictably, local government-owned hospitals experienced the great

est decline. This group's proportion of the total also declined. 

• The number of religious-sponsored hospitals increased in the late 1990s 

but remained flat through the 20oo's. 

• The number offor-profit, general acute-care hospitals actually declined 

slightly during the 1995- 2008 period. This decline occurred in the late 

1990s as for-profit companies engaged in intra-sector mergers. The 

reader should assume a small margin for error in the for-profit data due 

to the assumptions we had to make in order to remove those facilities 

that are not general acute-care hospitals. 

• The proportion of all hospitals that are non-profit or for-profit remains 

unchanged during the entire period. 
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Table 1. Hospital Facilities 

1995 2000 2005 2008 

501(C}(3) and academic non-profit 
hospitals 2,507 2,341 2,295 2,265 

Proportion of total ho,pitals ~OG'c... : ooJ soo ... so", 

Local government (o/o of total) 1,350 1,163 1,110 1,105 

Proportion of total hospitals T "o 25°o 24"0 24go 

Religious-sponsored 585 662 663 658 

Proportion of total hospitals 12rco 14° ' 15°o 15°o 

Total number of non-profit 
hospitals 4,442 4,166 4,068 4,028 

Proportion of total hospitals 88o,, ggqu 89~u 89~ · 

Total number of for-profit hospitals 589 514 514 513 

Proportion of total hospitals 120::t· n uo 11o~ 11Qb 

Total number of acute-care 
hospitals 5,031 4,680 4,582 4.541 

Sources: American Hospital Association, 2010; Juniper estimates. 

Table 2 describes the source of change in the number ofhospital facili

ties. The following observations highlight the key points in this data: 

• Consistent with a decline in the number of facilities in the 1990s, the 

number ofhospitals involved in merger and acquisition (M&A) trans

actions was considerably greater in the late 1990s than in the 20oos. 

During just five years between 1996 and 2ooo, 1,214 hospitals were 

involved in M&A transactions-nearly 13 percent more hospitals than 

the 1,075 hospitals involved in M&A transactions during the eight years 

between 2001 and 2008. We believe this is due to the source of change 

driving the M&A markets in the 1990s versus the 20oos. In the 1990s, 

business combinations resulted from the external pressure associated 

with the onset of managed care. In the 20oos, business combinations 

resulted from the internal pressure associated with difficulty in access

ing capital. 

• The size of transactions, measured by the number ofhospitals involved, 

was consistently small over the entire period, averaging betw·een just 

one and two hospitals p er transaction. The only exceptions occurred 

in 2004 and 2oo6 when the average number ofhospitals per transac

tion was four or more. H owever, the data in these two years were 

impacted by several large transactions that were more akin to invest

ments and financial engineering. For example, in 2004, Iasis was 

"acquired" by Texas Pacific (a private equity firm ), and Blackstone 

(another private equity firm) "invested" in Vanguard; and, in 2oo6, 

HCA entered into a leveraged buyout. These transactions, obviously, 

did not result in any industry consolidation. 

• The small number and size of these transactions are indicative of a 

developing, relatively immature industry in which only a modest 

amount of consolidation is occurring. 

• Net hospital closures have not played a significant role in consolida

tion as they were less than 1 percent of the total number ofhospitals in 

any given year. 

Table 2 . Change in Hospital Facilities 

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 

Total number of 
hospitals 5,031 4.964 4.849 4.833 4.798 4,680 4,673 4.692 4,66o 4,684 4.582 4.573 4,543 4.541 

M&A market 

Number of transactions 128 163 197 139 110 86 83 58 38 59 50 57 58 60 

Average number of 
hospitals per tramaction NIA 1.9 1.b 2.1 1.6 1.5 1.4 1.7 1.5 4.0 1.8 4.4 2.6 1.3 

Total hospitals 
involved N/A 312 308 287 175 132 118 101 56 236 88 249 149 78 

Net hospital closures 32 32 35 29 42 N/A N/A NtA N/ A N/A N/A N/A N/A 44 

Notes· 

1. The data on M&A transactions 1ncludes long-term acute care and speCialty hospitals. This is challenging to adjust since hospital names may not be listed explicitly. Juniper 
does not believe these facilities had a major impact on consolidation trends in the past 15 years and so we did not adjust this information. 

2. AHA did not track closure datd for years 20D0-2D07. 

Sources: li ving Le. in; American Hospital A(sociation, 2010; Juniper estimates. 
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Development of Hospital Systems 
T able 3 reviews the development of multi-hospital systems, including 

both non-profit and for-profit, general acute-care systems. This is the 

first set of data that can be used to assess the overall level of business 

concentration in the industry as measured by the proportion of hospi

tals that are part of systems. The following observations can be made 

about the system development data: 

• There has been some consolidation in the hospital industry-the pro

portion ofhospitals that are part of systems increased from 40 percent 

in 1995 toss percent in 2008. The majority of this concentration occurred 

in the rnid-1990S. 

• By the mid-2ooos, slightly more than half of all hospitals were part of 

multi-hospital systems. 

• The business entities, themselves, have not become larger. The num

ber ofhospitals per system actually declined from 8.1 hospitals per sys

tem in 1995 to 7-S hospitals per system in 2008. 

• As a result, there were more multi-hospital systems in 2008 than 1995, 

and more hospitals were part of multi-hospital systems. However, the 

systems themselves have become slightly smaller. 

Table 3. System Development Overall 

1995 2000 2005 2008 

Total acute-care 
hospitals 5.031 4.680 4.582 4,541 

Hospital systems, total 253 2U 314 330 

Total hospitals in 
systems 2.040 2,291 2,387 2,488 

Ho,pitals per system 8.1 8.6 7.6 7-5 

Proportion of hosp1tals 
in systems 40°'0 49.., 52% 55°b 

Independent hospi-
tals- not in a system 2,991 2.389 2,195 2,053 

Proportion of hosritals 
not in s~tems 60% 51cyo 48111", 45~0 

Sources: American Hospital ,; ssoci:tion, 2010; Juniper estimate:;. 

In continuing to assess the development of multi-hospital systems, 

we next attempt to consider which types of non-profit hospitals have 

been most inclined to consolidate (i.e., either by forming or becoming 

part of multi-hospital systems). Table 4 describes the development of 

multi-hospital systems by ownership type. Please note: 

• Over the total period, the number of community hospital systems grew 

63percent. 

• The number of Catholic-sponsored systems actually shrank by 32 per

cent, primarily as a result oflarge intra-Catholic mergers in the late 

1980s and 1990s. These resulted in fewer, but larger Catholic systems. 

• The number offor-profit companies also declined, prin1arily as a result 

of intra-sector mergers in the 1990s. 

Table 4. Types of Systems Being Developed 

1995 2000 2005 2008 

Non-profit systems 

Communit/ 501(c) 
(3)-sponsored 162 195 244 264 

Rei ig ious-sponsored ..., 56 55 51 

Catholic 57 45 42 39 

Other 14 11 13 12 

Total non-profit 
systems 233 251 299 - 15 

Total for-profit 
companies 20 15 15 15 

Total for-profit and 
non-profit systems 253 2C6 314 330 

Sources: American Hospital Association 2010; Juniper estimates. 

Tables s-9 describe the development ofmulti-hospitalsystems by owner

ship type. Table 5 describes the development of community systems 

since 1995. Please note: 

• Community hospitals are joining systems at a faster rate than the other 

groups. The number of systems and the propmtion of all hospitals that 

are part of community systems have grown meaningfully. 

• By 2008,53 percent ofhospitals that were in systems were part of com

munity systems. 

• H owever, the size of these community systems, measured by the num

ber ofhospitals per system, is small and does not appear to be growing. 

• We estimate that the average revenue per community system is approx

imately $1.4 billion, approximately $230 million per hospital. By com

parison, across all systems, the average revenue per system is $2.0 bil

lion and the average revenue per hospital is $175 million. This means 

that, on average, community systems have fewer, but larger, hospitals 

than other types of systems. 

Table 5. Community Systems 

1995 2000 2005 2008 

Number of community 
systems 162 195 244 21i4 

Hospitals in community 
systems 866 1,115 1,210 1,317 

Hospitals per community 
system 53 5-7 5.0 s.o 

Proportion of all systems 
that are communit, 
s>stems 43"" 49"'u 51°J 53t'll 

Proportion of all acute-
care hospitals in commu-
nity S) stems 1~0 24~0 2Mb 29':-o 

Sources: American Hospit;;l Association, 2010; 1;\odern Healthcare; Juniper estimatt s. 
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Table 12. Largest Hospital Systems 
(s in billions. 200:1) 

FP = for-profit. NP = non-profit 

Market Tax 
Revenues Share Status 

Ten largest hospital 
systems (for-profit 
and non-profit) 

HCA $30.1 4 .3''o FP 

Ascension Health $14.3 2 .0~ NP 

C.ommunit) Health 
S] stems )12.1 1.7Q. ' FP 

Catholic Health 
Initiatives $9.6 1-4~0 NP 

Catholic He:;lthcare 
West $9.3 1.:}\~ NP 

NY Presbyterian 
Healthcare System $9.2 1.3°o NP 

Tenet $9.0 1.j no FP 

Sutter Health $8.3 1.2'11l NP 

Uni-.ersit; of 
Pittsburgh Medical 
Center $7 - 1.1ov NP 

Ma)O Clinic $7.2 1.0°o Nl' 

Total $116.8 16.7% -

Hospital industry 
(aggregate) $700.0 

Top 10 companies' 
total 'hare of industr) 16.- "r, 7 NP : 3 FP 

Sourc~': Company Web sites; I 1ood;~; Juniper estimates. 

Debt 
Rating 

B2 

Aa1 

B1 

Aa2 

A2 

N/A 

B3 

Aa3 

Aa3 

Aa2 

-

Aa3 
median 

Also, market leaders of most major industries have access to capital 

that is significantly better than that experienced by the leading hospital 

companies. In most mature major industries, the leading companies 
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have excellent access to both equity and debt markets. Access to equity 

is characterized by publicly held shares, which are actively followed by 

equity analysts and institutional shareholders. Access to debt is charac

terized by strong investment grade ratings, the ability to issue debt in 

most of the major global markets, and the ability to issue commercial 

paper and medium-term notes. 

There are no hospital companies, non-profit or for-p rofit, with this sort of 

access to capital. Approximately 40 percent of non-profits have strong 

credit ratings and good access to debt, although limited to the bank 

and municipal bond market. None, of course, have access to equity. 

Currently, no for-profit companies have investment-grade ratings, and 

only five have access to public equity markets. 

To emphasize the point regarding maturity and access to capital, it 

is instructive to consider the largest company in the industry, HCA. 

Currently, HCA has 166 hospitals and its access to debt capital is 

limited to the bank and high-yield markets. It is owned by a group of 

private equity sponsors; however, it is in registration to become public 

again. By contrast, in the early 198os, HCA had approximately 350 

hospitals, good access to public equity (as a seasoned company with 

institutional sponsorship and research following), and broad access to 

debt markets- commercial paper, medium-term notes, Eurobonds, 

and domestic bond market. From a capital access point of view, this 

has been a real a step backwards. 

Summary 
Taken as a whole, the data in this section suggest that the hospital 

industry is unique, fragmented, and immature. There are over 2,300 

separate businesses and the leading companies are small compared to 

their peers in other industries. No hospital company has full access 

to the capital markets. As discussed in the next chapter, many believe 

that healthcare reform represents a need for greater business scale, and 

that the overall direction of the hospital industry will be to become 

less fragmented. 



Chapter 3. Industry Direction in Response to Healthcare Reform 

T
he hospital CEOs we interviewed believe 
healthcare reform creates an urgent case 
for greater business scale, and that consol
idation of ownership between hospitals is 

necessary. Since the data illustrates that the hospital 
industry is still fragmented and immature, our sense 
is that healthcare reform could be viewed as the final 
element in a two-decade-long build-up of pressure 
for industry consolidation. In this final chapter, we 
discuss which groups in the hospital industry are 
likely to lead this consolidation and maturation 
process. We also offer suggestions to management 
teams and boards regarding their response to bealth
care reform. 

Nearly all of the CEOs whom we interviewed suggested that resis

tance to change has long existed in the hospital industry. As reviewed 

earlier, consolidation has been slow to occur, particularly during the 

past decade. There has been some consolidation in the community 

hospital sector; however, the hospital industry still consists of relatively 

small companies with only limited, or partial, access to capital. Given 

this, is real change likely and how should boards approach the future? 

Despite resistance, we agree with the experts-there will be signifi

cantly greater horizontal consolidation of ownership between hospi

tals. The health care delivery system in the U.S. has reached a critical 

point; its cost to the national economy is not sustainable. The 1990s 

represented the only period of meaningful consolidation in recent 

decades and it was the result of an external factor: managed care. We see 

a strong parallel between the 1990s and the overarching external issue 

confronting the industry over the next decade-healthcare reform 

and its imposition oflower prices and new reimbursement models. 

Current Merger Market 
Since the recent passage ofhealthcare reform, non-profits have demon

strated much more interest in achieving scale. Also, a large number 

of freestanding hospitals and small hospital systems are questioning 

whether they can thrive, post-healthcare reform, without becoming 

part of a large system. There appear to be three groups and approaches 

emerging: consolidators, mergers-of-equals, and "consolidatees." 

We have been surprised at the acquisition interest shown by poten

tial non-profit suitors in recent transactions. During the past decade, 

non-profits exhibited very tepid, at best, interest in acquisitions. 

Recently, however, a number of well-known non-profits have been 

indicating interest in expanding and building greater scale, and they 

are demonstrating a willingness to consider acquisitions even in new 

markets. Previously, these same companies were concerned only with 

their local market, operations, and debt ratings. 

However, these likely consolidators continue to struggle with the 

tactics and approaches necessary to successfully compete for transac

tions. Competitive for-sale processes have become the norm, but most 

non-profits have a great deal of difficulty navigating through them. 

Non-profits tend to be uncomfortable with these processes; they spend 

too much time negotiating changes to confidentiality agreements, and 

they over-think operating issues and other details during the early 

stages of these processes. Experienced purchasers, by contrast, focus 

initially, on strategic rationale and the broad outline of their acquisi

tion interest. As a result, non-profit suitors often provide proposals 

that are short on financial details and long on rhetoric- these rarely 

succeed in capturing the interest of the seller's board. 

Since the recent passage ofhealthcare 
reform, non-profits have demonstrated 
much more interest in achieving scale. 

Also, quite a few non-profit consolidators seem to be operating under 

a striking sense of noblesse oblige. We have recently observed a number 

of non-profit consolidators who have no intention of providing any 

"consideration" to the seller (e.g., purchase price or capital expendi

ture commitment). They seem to believe that target hospitals should 

be content with simply becoming part of their system (i.e., that these 

systems will, effectively, "give" themselves to the consolidator). We 

have been amazed that a few non-profit boards have actually agreed 

to these s01ts of "no-consideration" sale transactions. Legally, these 

transactions have been structured as mergers or membership substi

tutions. However, they clearly are not mergers-of-equals, but rather 

acquisitions without consideration. 

We asked Michael Peregrine ofMcDermott, Will & Emery whether 

attorneys general might begin to challenge these "no-consideration" 

transactions, despite the fact that they are "transfers." He indicated that 

there was no applicable "Revlon Standard," meaning a narrowing of 

the board's fiduciary obligation to maximize shareholder value when 

a sale is inevitable, for these transactions. As a result, attorneys general 

will likely not interfere in these sorts of transactions until local donors 

challenge them on "charitable trust" grounds. 

Separately, there are a number of mid-sized systems seeking to 

build large businesses through mergers-of-equals. To date, these have 

been very hard to achieve, likely as a result of the difficulty associated 

with reaching agreement on business combinations with more than 

two partners, especially regarding post-transaction management and 

governance issues. Our suspicion is that very few, if any, of these will 

materialize. These companies will have to become consolidators or 

consolidatees, most likely the latter. 
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Consolidatees represent a group that has made the difficult deci

sion that they are not in a financial position to lead the consolidation 

of a particular region. To us, the most startling development in this 

group, in many cases, is the inclination to surrender their hospital to 

a large partner without financial consideration. Usually, this is not at 

all necessary, and these hospitals often have significant value. Board 

confusion regarding fiduciary duty, whether it is to the corporation 

or the community, clearly, plays a role in this. 

It will be a major challenge for community 
hospitals to move away from the 

"locality" of their strategic thinking. 

Large Systems of the Future 
Given the need for larger hospital companies, which ownership types 

are likely to lead the way? We anticipate that two groups will be the 

primary consolidators of the industry and will be the source of tomor

row's larger, more integrated companies. Community non-profits are 

likely to form very large regional systems, and certain for-profits will 

form large national companies as this sector matures. 

Community Hospitals 
We believe leadership in consolidation is most likely to come from 

the community hospital sector. Strong regional systems, either single 

or multi-state, could be developed by this group of non-profits. These 

will vary in size depending upon market characteristicsj most experts 

believe they need to be between $2 billion and $5 billion in net patient 

revenues. In the aggregate, this is the largest group, and these systems 

have the regjonal prestige and financial strength to accomplish this. 

As described earlier, community systems, on average, have fewer, 

but larger hospitals than the industry overall. In this regard, it will be 

a major challenge for this group to move away from the "locality" of 

their strategic thinking. 

For-Profit Companies 
As reflected in the data, for-profit companies have not done a partic

ularly good job of leading industry consolidation over the past two 

decades. While they are skilled and reliable in their approach towards 

acquisitions, they have not increased their share of the general acute

care hospital industry. In our view, this is largely due to the amount of 

capital and energy expended in financial engineering transactions. The 

result of this, along with the nature of the business creation process, 

is a for-profit sector that has no companies with investment grade 

debt ratings, and only five publicly held companies. There are only a 

few large, national for-profit companies, and, as discussed earlier, the 

largest company, HCA, is considerably smaller and has less access to 

capital than it did 25 years ago. For this sector to be a leader in industry 

consolidation, as we believe it will, it must accelerate its acquisition of 
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non-profits, greatly expand the number of publicly held companies, 

and develop companies with investment grade credit profiles. 

The near-term ability of for-profits to grow, and foster consolida

tion, will be heavily influenced by private equity's commitment to the 

industry. Currently, ten of the fifteen major companies are backed by 

private equity funds. During and after the recent financial crisis, several 

of these reduced their commitment to portfolio hospital companies. 

However, the pending transactions in Detroit and Boston (as of this 

writing) have the potential to represent a dramatic shift in the nature 

of for-profit hospital companies and the ownership structure of the 

industry. In both cases, for-profits have agreed to buy struggling, urban 

non-profit hospitals. Vanguard, backed by the Blackstone Group, has 

agreed to buy Detroit Medical Center, which, ironically, is located in a 

town in which Ascension has been closing hospitals. Cerberus, another 

large private equity firm, has agreed to purchase Caritas Christi Health 

Care, a Catholic-sponsored system serving the Boston area. Caritas 

had been unable to convince any Catholic system to acquire it or to 

provide financial support. 

Local Government-Owned Hospitals 
We believe the persistent decline in numbers of local government

owned hospitals is likely to continue, or even accelerate. These hospi

tals will have the greatest difficulty in succeeding in the post-HCR 

environment. These are typically one- or two-hospital companies 

and they are much too small to thrive. They are burdened with trou

blesome governance structures. Some will convert to 501(c)(3) and 

become independent non-profitsj however, most will become part of 

larger systems. Change is likely to come very slowly given political 

pressure and martinet-like adherence to" community control" objec

tives. However, a number of these hospitals have enlightened manage

ments and boards with a good understanding of the need for change 

in ownership. In fewer cases, it is possible that financial p ressures felt 

by local governments will cause them to initiate change. 

Religious-Sponsored Hospitals 
This group does not seem to be well positioned to lead consolidation 

or to participate in it meaningfully. Non-Catholic religious system are 

few in number and do not seem destined to have a meaningful pres

ence in the future. While a sizeable minority of all systems, Catholic 

hospital systems have challenging and changing governance and spon

sorship issues, along with the conflict and contradiction inherent in 

their mix of mission, faith, and financial objectives. Fundamentally, 

they face a huge issue as sponsoring Sisters decline. More are becoming 

public juridic persons, which only adds to the confusion regarding their 

purpose. They tend to be focused on financial measures and Church 

bureaucracy rather than strategic objectives. Also, Catholic systems 

tend to be very slow to sell non-strategic hospitals. As a result, they 

often end-up closing hospitals, rather than selling them. Their financial 

orientation and lack of strategic purpose leads us to believe that they 

will p articipate mainly in intra-Church transactions. 



Considerations for Boards and 
Management Teams 
What conclusions can be reached from the data reviewed above and 

the input we received from the interviews? If the community hospital 

sector is to be a leader in the development of larger systems of care, 

boards and management teams need to proactively consider their 

circumstances. Rather than simply reacting to operating issues, boards 

should consider their strategic position in the context of their regional 

market. The best outcomes, historically, have accrued for those who 

were "ahead of the curve" in making these kinds of choices. We sense 

there is considerably more proactive thinking occurring at present than 

has been the case in the past. Along with understanding the need for 

change, it is important to determine whether one is in a position to 

lead in the development of a regional system, or whether one would 

be best served by becoming part of another system. That is, whether 

your organization is likely to be a consolidator or consolidatee. 

The following are general suggestions for improving management 

and governance constructs for non-profits, and particularly commu

nity hospitals, in the post-healthcare reform era. These reflect input 

received during our interviews: 

• Consider adding a non-local individual with specific knowledge of the 

hospital and healthcare industries to join the board. This has proven 

to be very fruitful in several examples that we are aware of and we believe 

this will be much more common in the future. A knowledgeable, out

side perspective might be additive to local input, particularly in the 

post-healthcare reform era. 

• Develop compensation schemes that reward change. Several inter

viewees indicated that compensation plans provide incentives that 

caused companies not to consider logical divestitures and, in other cir

cumstances, not to complete attractive acquisitions. 

• Consider CEO candidates who have experience in both non-profit 

and for-profit hospital companies. Also, we believe that it is likely that 

executives with experience outside of the hospital could begin to appear 

at large hospital companies. This has recently occurred in the auto 

industry. 

• Reconsider whether the hospital business is entirely "local." We rec

ognize that this is almost a mantra; however, with electronic medical 

records and standardization of medical practices on the near-term hori

zon, perhaps the industry should think beyond this, at least partially. 

• Rethink antiquated mission statements, which often act as an anchor 

to accepting change. Consider developing a business that provides sys

tems of care for a region. 

Consolidators 
Should a board reach the view that a particular community system b e 

a consolidator, we further recommend the following: 

Regarding potential acquisitions, develop an organization that seeks 

success, rather than the common situation in which too many people 

are involved and most are looking for a reason not to make a strong 

proposal. Become comfortable with what is commercially reasonable 

in confidentiality agreements, and other procedural aspects of acqui

sitions. Focus on strategic interest first, and worry about detailed inves

tigations during the formal due diligence period. 

Overcome a sense of noblesse oblige and complete risk aversion. Rec

ognize that boards of target hospitals have significant fiduciary obliga

tions, particularly to consider alternatives and enter into financially 

"fair" transactions. Commercially reasonable transactions with fair 

apportionment of risk between buyer and seller are, ultimately, going 

to be the norm. 

• Consider converting to for-profit status. Several leading non-profits 

are considering this in light of challenges to community benefit and 

executive compensation. Weigh the potential benefits ofgreateraccess 

to capital, greater operating flexibility, better focus on business objec

tives, with higher cost of debt capital and payment of property taxes. 

• If at all possible, do not assign the corporate development function to 

your CFO. Consider creating a separate development department and, 

perhaps, hire experienced staff from the for-profit h ospital sector. 

• Consider being " A" rated rather than "AA" In the future it will be more 

important to grow and thrive commercially rather than conforming to 

financial characteristics, especially regarding cash, in order to achieve 

"AA'' credit stature. For-profit corporations in major industries have 

considered this perspective for decades. 

Consolidatees 
Should the conclusion be reached that a particular community hospital 

or system is not well positioned to lead regional consolidation, serious 

and early consideration should be given to overtly seeking a partner or 

buyer. In this circumstance, we recommend the following: 

• The board has a duty to the corporation and should seek fair consid

eration in a transaction. This can be either purchase price or commit

ment to capital projects, or both. Hospitals tend to be quite valuable 

and one should resist the temptation to "give away" their hospital for 

the sake of the community. 

• Learn more about the for-profit industry and have an open mind. 

Boards should listen to management and advisers, but also meet for

profit companies, visit their hospitals, and make up their own minds. 

We are constantly amazed at inaccurate information that is offered, 

even by otherwise sophisticated parties, to non-profit boards regard

ing for-profits. 
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Conclusion 

T 
he leaders of today' s community hospitals and health systems 

have much to consider for the future viability of their orga

nizations. It is a unique time in history when external forces 

are asking organizations to make decisions that may be for the 

better of the healthcare industry overall, but may not be for the benefit of 

each individual organization. It does seem to be a stark reality for some. 

However, there is much to be played out in the coming years as providers 

seek the ultimate task- to integrate care delivery systems, improve quality 

and efficiency, and reduce cost. Consolidation might be one way hospitals 

can get closer to the goal of making the U.S. healthcare industry sustainable. 

However, as with all complex industries, there will not be only one answer. 

We hope this white paper provided a foundation for readers to consider 

industry trends, strategic responses, and unique market positions, in order 

to reach the best conclusion for their own communities and patients. We 

are optimistic that the success of the industry will encourage innovative 

thinking, and pave the way for strong organizations that can provide for 

the public in new and unique ways, regardless of ownership, location, size, 

or other factors addressed in this white paper. 
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