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I.

Executive Summary

Saint Mary’s Health System, Inc. and the LHP Hospital Group of Texas have made application for a joint venture. The “joint venture” would
involve the acquisition of Saint Mary’s Hospital, and its operation as a for-profit hospital. Following the submission of this 2,800-page application
to the Office of Health Care Access, Connecticut State Department of Public Health, Waterbury Hospital indicated interest in joining. Now
Waterbury has joined in this application. This report, to Community United for Jobs, Healthcare & Opportunity (Community United), is an
evaluation of the proposed joint venture, with additional attention to the question of possible Waterbury Hospital participation.
The major findings are as follows:
Overview:
If Saint Mary’s becomes a for-profit hospital, and Waterbury Hospital merges into this arrangement, the predictable outcome would include:
•

Loss of jobs



•

Loss of choice



•

Loss of jobs in the hospital and
Loss of jobs in the community, based on the diminished size of these two large employers

With the resulting hospital complying with the Ethical and Religious Directives for Catholic Healthcare Services
Loss of choice for physicians, who will be compelled to seek privileges in the only surviving Waterbury hospital

Loss for the Waterbury economy




In addition to the loss of jobs,
Higher health care costs, and
Loss of hospitals run in accord with non-profit, charitable requirements and principles

Background of the Participants:
•

Neither Saint Mary’s Hospital nor Waterbury Hospital is financially healthy. Both would be much “healthier” if bad debt were
reduced or eliminated—the purpose behind the expansion of insurance under “health reform.”

•

Waterbury is not profitable, in part because it receives lower reimbursement than does Saint Mary’s for the same services;
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•

There is no evidence that a combined Waterbury and Saint Mary’s would be more profitable than Saint Mary’s currently is,
without large scale layoffs;

•

LHP Hospital Group is a tiny organization in the investor-owned hospital management company market, with two small hospitals
in Texas, and one in Idaho. Moreover, LHP is a new organization, having begun operation in 2008. Despite its small size and
negative retained earnings, LHP has made generous promises to other prospective acquisitions. One set of promises includes the
elimination of $115 million of debt at Bay Medical Center in Panama City, Florida. Another involves the reopening of a hospital
(Pascack Valley, in New Jersey) which had gone bankrupt, and whose reopening was opposed by every medical and public health
organization in the region, save only LHP’s joint venture partner;

•

LHP’s capacities are directly related to the backing and the expectations of CCMP Capital Advisors, a private equity firm on Park
Avenue in New York;

•

CCMP expectations, in turn, are related to the expected influx of 32 million new, paying (insured) “customers” from federal
health reform legislation; to the potential for local monopoly pricing; and to the inevitability of management changes in the
acquired and/or merged hospitals in Waterbury.

Impact on the Community:
•

Saint Mary’s Hospital and Waterbury Hospital are the largest employers in the community;

•

The States of Connecticut, New York, New Jersey and, most recently, Illinois, have had studies conducted on the economic
impact of hospitals on their communities;

•

For every dollar of hospital payroll, another eight dollars is supported in the community, through the purchase of goods and
services available in that community by relatively well-paid, well-insured employees of the hospital;

•

Merger of the hospitals could lead to the loss of up to 1,000 jobs, an impact of as much as $50 million in lost purchasing power
each year in the greater Waterbury community;

•

The evidence of hospital mergers and acquisitions is that the cost of hospital care will increase locally by an estimated 5 – 40%,
with most estimates on the higher side. If Waterbury Hospital joins this acquisition, local monopoly pricing may lead to even
higher cost increases. A median increase in the cost of hospital care (20%)--given that hospital care amounts to 35-40% of health
insurance premium expenses--could lead to an increase of as much as $1,200 for health insurance per year for a family of four in
the Waterbury area;
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•

For-profit hospitals limit access to emergency room care. Nationally, for-profits have 20% of the visits of not-for-profit hospitals
per capita. In Connecticut, the public is especially dependent on open access to emergency rooms, with 453 visits per 1,000
population, compared to the national average of 291 visits per 1,000.

Impact on Physicians:
•

Hospital consolidation would severely constrain the resulting hospital’s flexibility for future growth, becoming entirely dependent
on the fate of a tiny, investor-owned, hospital management company in Texas, under pressure to produce returns for private equity
investors;

•

Physicians associated with Waterbury Hospital and with Saint Mary’s Hospital have had great flexibility in the development of
entrepreneurial, outpatient diagnostic and treatment facilities;

•

These outpatient facilities (partly or completely owned by physicians) help some physicians manage financially in a climate of
constrained reimbursement and increased (and often unpaid) co-insurance obligations of their patients;

•

Consolidation of the two hospitals will lead to a severe reduction in options for physicians.
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II.

Introduction and Background of this Study

We have been asked to evaluate the development of a proposed business combination involving Saint Mary’s Hospital and Waterbury Hospital,
both in Waterbury, Connecticut, and LHP Hospital Group, Inc. (LHP), based in Plano, Texas.
We anticipate that much of the information of interest to the community (as well as to the employees, and possibly to the physicians and Board
members of Saint Mary’s and Waterbury) will not be publicly disclosed. This would include the expectations for return on equity and/or return on
investment by CCMP Capital Advisors, the primary financial support of LHP. Without CCMP, LHP has no business. Therefore, Community
United has asked us to gather and review information which is publicly available.
Background
This evaluation included the following:
•

The recent history of hospital mergers and acquisitions;

•

The financial history of Saint Mary’s and Waterbury Hospitals, for the past decade; and

•

The financial position and history of LHP.

Responsible officials in these organizations, and in the community at large, will weigh a variety of factors in their assessment of the proposed
collaboration or affiliation. Ultimately, the trustees of Saint Mary’s and Waterbury Hospitals will have to decide whether their hospitals are more
favorably positioned for the future if they merge their organizations, if they are acquired by LHP, or, in the alternative, if Saint Mary’s and
Waterbury Hospitals can be revitalized as independent hospitals.
Saint Mary’s and Waterbury are not alone in these considerations. The American Hospital Association’s “Hospital Statistics” 2012 Edition notes
that a majority of the nation’s community hospitals are part of a system, that is, a business arrangement which requires the sharing of resources as
well as authority and control.
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III.

Mergers and Acquisitions

Hospitals merge or consolidate, in general, for one or more of these reasons:
(1) To strengthen their financial activity by:
(a) Enabling more borrowing at a lower rate for capital; or
(b) Providing “shop floor” economies by allowing the sharing of resources, such as scarce or highly trained personnel; or
(c) Obtaining “leverage” over managed care companies. Leverage (dominance in a market area) has been shown to be the most important
factor in enabling hospitals to obtain higher reimbursement from commercial third parties; or
(2) To improve their quality of care, through:
More eyes, more highly trained eyes, more resources devoted to benchmarking and sustaining performance in complex institutions or;
(3) To pursue individual opportunities, as evidenced by:
Career opportunities for executives who otherwise may be isolated, as well as opportunities for those in larger institutions to manage a
more complex (and more highly compensated) enterprise.
As further noted below, these goals are rarely met in hospital business combinations.
The Combination of For-Profit Companies and Not-for-Profit Hospitals
Two major issues frequently arise as hospital directors and constituencies consider non-profit to for-profit hospital conversions. One is the degree
to which charitable services (variously measured) would fare. The other involves whether there are changes in the quality of care, primarily due to
a limitation on staffing which is characteristic of the for-profit hospitals. On the former question, a Boston University School of Public Health
Study following 43 hospitals that converted from non-profit to for-profit status found that some uncompensated care went up, and some went
down. That is, the amount of uncompensated care did not predictably follow conversion from non- to for-profit status. More recently, the
recession and the difficulty hospitals face collecting from patients, or, put alternatively, the difficulty patients have in paying their bills, have
spawned harsher measures, for example, the Hospital Corporation of America made headlines recently announcing that patients coming to
emergency rooms in their hospitals who did not in fact have true emergencies would have to pre-pay $150 before receiving attention or care.
A separate study published in the Rand Journal of Economics warned that overall quality of care went down when hospitals converted from nonprofit to for-profit status. Between one and two years after conversion, mortality increased as staffing declined, as hospital profits grew. After the
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second year, the quality indicators appeared to level off and some began to improve. The same declines were not seen when for-profit hospitals
converted to non-profit.
The merger of two hospitals may hold - - especially to those unfamiliar with hospitals - - the promise of efficiency and lower prices. Experience,
however, shows the opposite to be true. The U.S. underwent a significant wave of hospital consolidation (mergers and acquisitions) in the 1990s.
The effect on prices is predictable in monopoly settings. Hospital prices to private payors rose by about 20% between 1994 and 2001 and by an
additional 42% between 2001 and 2008. In California, where information collected by the state is highly detailed, prices to private payors
increased rapidly from 1999 to 2006, nearly doubling, as the period of consolidation and the waning of the “management” in managed care took
place.
In summary, the various studies (see bibliography) in this field show the magnitude of price increases for hospital consolidation from low-end
estimates of 5% to increases of more than 50%.
Researchers five years ago summarized the impact of hospital mergers and acquisitions in the 1990s. Enough time had passed to see whether
predictions of economy and efficiency, or the contrary, had proven accurate. (See Williams, Vogt, Town, Robert Wood Johnson Foundation,
2006). A summary of the key findings is that the consolidation of hospitals in the 1990s increased the number of people living in highly regulated
markets, that is, markets in which competition was stifled. On balance, hospitals raised prices by “at least 5% and perhaps much more…40% or
more when merging hospitals are closely located,” that cost savings were modest for hospitals that actually merged their operations, but not
evident for those who merely merged their ownership, and that mergers “possibly resulted in lower quality.”
New Money Following “Health Reform”
Investor-owned systems and, more recently, private equity funds, have shown renewed interest in growth in the hospital field, following the March
2010 passage of the Patient Protection and Affordable Care Act. That legislation had, as a major goal, the expansion of hospital and medical care
insurance coverage to the currently uninsured. Two major initiatives were outlined: first, a dramatic expansion of the Medicaid programs,
including basic eligibility standards, definition of eligible health benefits, and related expansions intended to grow the Medicaid program from its
current size (approximately 50 million covered lives) by 16 million additional covered lives; and, second, the creation of health insurance
exchanges at the state level, to provide “transparency” (and, hopefully, price-based competition in the purchase of health insurance) for another 16
million individuals and small businesses.
The first initiative, expanding the Medicaid programs, is before the U.S. Supreme Court, with oral arguments having taken place the week of
March 26th. Briefs filed by the various parties, including the states, describe, among other issues, the difficulty states would have in expanding
their Medicaid programs. The legal background for federally mandated expansion of these programs is the one issue added by the Justices
themselves, that is, not raised by appellants or appellees, but initiated for review by at least the four members of the Court necessary to grant
certiorari. Many of the states have voiced concern that the federal mandate for this expansion is, first, financed through federal deficits, and,
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second, time-limited, ending within a few years of initiation. The second initiative, health insurance exchanges, has begun in some states
(Connecticut), but not in others (New York, still awaiting legislation), and, in others, is opposed by the states entirely.
Nevertheless, the “individual mandate” - - that is, the requirement that every individual, on penalty of a tax, obtain health insurance coverage - has been regarded by investors as assurance or guarantee that patients previously provided for through charity care (whether prospectively, as
genuine charitable services, or retrospectively, as bad debt written off on the income statements of the nation’s hospitals) would now be insured.
Since, arguably, many of these patients are already being cared for in the hospitals, the cost of such care would be trivial, in comparison to the new
source of income.
This mandate—and the potential for 32 million new, paying (insured) “customers,” may be of historic import for investors. It is likely that the
private equity firms (and investors in publicly traded hospital companies which are expanding) are correct in this assumption. The original
passage of Medicare, in 1965, opened public capital markets to non-profit hospitals. Beginning in 1966, hospitals had access to those public
markets through new health facility revenue bond issuance authorities, Connecticut having one of the very first. With the passage of Medicare
(and Medicaid), it was widely thought that hospitals would have a source of payment for the aged and the indigent, previously paid for only
through spotty state welfare programs and inconsistent and largely inadequate federal programs. Investors flocked to the public markets to buy tax
exempt revenue bonds for the non-profits, and to invest in the for-profit hospital industry, as well.
Elements of Medicare legislation included paying all hospitals on the basis of cost, ensuring that cost included a guaranteed return on equity,
providing dollar-for-dollar reimbursement of all capital expenditures and reimbursing depreciation as a surrogate for principal in borrowing costs.
This was evidence that a substantial change would take place in hospital finances. Hospitals were now assured of a source of payment for
previously unreimbursed care. Therefore, hospitals had the capacity to service substantial amounts of indebtedness, or to provide handsome
returns to investors. For the investor-owned companies, an entire industry was built. With publicly offered hospital revenue bonds, non-profit
hospital capital formation became increasingly dependent on debt; now more than 90% of capital formation in the non-profit hospital world is on
the basis of debt.
Therefore, private equity has a realistic expectation, that the Patient Protection and Affordable Care Act will provide the same sort of historic
boost to hospital finances.
Among recent examples of private (and other) equity firms “voting” in favor of investment in hospitals are:
•
•
•
•
•

Cerberus, investment in Steward (now 10 hospitals in Massachusetts);
Vanguard, purchasing the Detroit Medical Center;
REITs backing proposed hospital acquisitions;
Ascension (the largest Catholic health system) working with Oak Hill Capital Partners, for example, in the development of a for-profit
Catholic hospital chain in New Jersey; and
CCMP Capital Advisors backing LHP.
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Impact on Employers in Waterbury
The average Waterbury employer, spending $15,000 for health insurance coverage for a family of four, could see an increase of $1,500-$2,000 per
year in health insurance costs. This estimate is based on the performance of hospitals following merger, in monopoly markets.
In Massachusetts, the subject of intense researcher scrutiny on hospital costs, the Attorney General has issued a report (see bibliography) on the
factors that are closely associated with higher hospital costs. The Attorney General’s Office and a variety of consultants - - armed with subpoena
power - - examined whether hospitals were more or less expensive because of their teaching commitment; the amount of charity care provided; or
any of the number of factors frequently cited by the hospital industry for rising costs. What the study found, however, was that only “leverage” - that is, the ability of hospitals in highly concentrated markets to extract higher prices from managed care companies - - made a substantial
difference in prices. In other words, if you were the only hospital in the market, you had the “leverage” necessary to compel higher payment for
your services to insured patients, whether or not your costs have increased.
What about costs? Unfortunately, there is no evidence that costs fall in merged hospitals. It is the prices—and the ability to raise them—not the
costs, or any projected savings, which result from hospital mergers. The capacity to raise prices in a monopolized market would seem to be the
precise reason for the interest of private equity firms in acquiring monopoly control of hospitals. In a summary of recent Federal Trade
Commission activity in this field, Commission Chairman Jon Leibowitz said “If you want to do something about controlling costs in health care,
you have to challenge anticompetitive hospital mergers.” An eight state review of hospital mergers, cited in FTC decisions, found knee
replacements costing $8,000 more and coronary angioplasty $11,000 more in less competitive markets.
It is inevitable that any agreement between LHP and the two Waterbury hospitals would have to survive anti-trust scrutiny. Even if the legal
question is favorably resolved, damage may have been done by diverting hospital board and management attention from current challenges.
Another and even more distracting outcome may follow, namely, remedial action by public authorities to “undo” a merger. In December of 2011,
the Federal Trade Commission pursued a merger of Toledo Hospital (and its holding company, ProMedica) and Saint Luke’s Hospital in Maumee,
Ohio, a transaction from August of 2010. An administrative law judge has issued a 200-page opinion ordering the system to divest Saint Luke’s.
Evidence at the trial included an email from the president of the acquired hospital describing ProMedica’s “incredible access to outstanding
pricing on managed care agreements.”
So a merger of the two hospitals and their acquisition by a private equity backed for-profit hospital company (albeit one whose entire size is less
than that of the two Waterbury hospitals) - - would create these troubles. First, prices would increase. Indeed, given the returns necessary to
support the expectations of private equity investors, price increases would be inevitable, and would in fact constitute the strongest rationale for the
acquisition. Second, with higher prices, health insurance costs to Waterbury area employers would increase. Health insurance would become less
affordable for small employers, notwithstanding “health exchanges.” Third, while the transaction might even survive initial scrutiny, it could
always be undone if these predictions were realized. The very point of the merger (the capacity to demand monopoly prices) and the acquisition of
the merged organization by LHP (the opportunity to return the fruits of that monopoly to private equity investors), in other words, may doom the
transaction to failure.
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Catholic and Non-Catholic Hospital Mergers
The place of Ethical and Religious Directives for Catholic Healthcare Services (ERD) in a merger of Saint Mary’s and Waterbury Hospitals
remains unclear. A letter dated November 14, 2011 from lawyers representing Saint Mary’s and the LHP Group indicates that “the issues that
must be renegotiated in order to accommodate the entry of Waterbury Hospital into a three-party joint venture relate to governance rights, various
matters regarding the proposed replacement hospital (including resolution of the issues related to compliance with the Ethical and Religious
Directives for Catholic Healthcare Services), and sales and transfers of interest between and among the members of the joint venture under various
circumstances.”
LHP has shown great sensitivity to religious objections to family planning and abortion in another of its proposed transactions. For example, the
recently completed transaction involving Bay Medical Center in Florida, Sacred Heart and LHP. Detailed information about this transaction is
available only because one of the organizations involved is a public authority, the Health Care Authority of Bay County. The website for the
Authority shows how these transactions are to be handled in the first combination that LHP has undertaken involving a Catholic and a nonCatholic facility. In this instance, LHP and Sacred Heart have formed a joint venture, and propose to lease the Bay Medical Center for a 40-year
period. Parenthetically, Morgan Keegan, who wrote the “Fairness Opinion” - - already questioned (see letter from Assistant Attorney General
Gary Hawes in Connecticut, dated December 2, 2011) in the instance of the proposed Saint Mary’s-LHP joint venture-- also provided the
“Fairness Opinion” for the Bay Medical Center transaction.
The lease agreement in the Florida transaction calls for the operations of the hospital (Bay Medical Center) to comply with the Ethical and
Religious Directives that govern Catholic facilities. The documents available at the website describing the transaction indicate “Abortions and
sterilizations will not be performed at the hospital.” The Q&A sponsored by the acquiring organization indicates that “It is important to note that
sterilization procedures are available elsewhere in the community, either in physician offices or at another hospital.”
Recently highlighted questions involving health insurance and contraception have been handled in the Bay Medical arrangement as follows: the
physicians all become employees of LHP, and “will be able to write prescriptions for contraceptives for their patients.” Likewise, all of the
employees of the hospital “will become employees of LHP,” which provides all of its employees with insurance coverage for contraceptives.”
But, notwithstanding the freedom and flexibility provided by LHP employment, “The proposed affiliation would have Bay Medical operate
according to the Catholic Church’s moral principles and ethical directives that apply to health care services.”
Recently, these types of transactions - - mergers between Roman Catholic and secular hospitals - - have achieved national visibility, for example,
in a profile (“Women’s Healthcare at Risk”) in The New York Times, February 29, 2012. The editorial noted, “Catholic hospitals that merge or
form partnerships with secular hospitals often try to impose religious restrictions against abortions, contraception and sterilization on the whole
system.”
The article described a recent prominent example:
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Gov. Steve Beshear of Kentucky, for example, recently turned down a bid by a Catholic health system to merge with a public hospital that
is the chief provider of indigent care in Louisville. He cited concerns about loss of control of a public asset and restrictions on
reproductive services. The nation’s 600 Catholic hospitals are an important part of the health care system. They treat one-sixth of all
hospital patients, and are sometimes the only hospital in a small community. They receive most of their operating income from public
insurance programs like Medicare and Medicaid and from private insurers, not from the Catholic Church. They are free to deliver care in
accord with their religious principles, but states and communities have an obligation to make sure that reproductive care remains available.
This should be a central goal for government officials who have a role in approving such consolidations.
The article goes on to note:
The 2009 “Ethical and Religious Directives” issued by the United States Conference of Catholic Bishops warns that Catholic institutions
should avoid entering into partnerships “that would involve them in cooperation with the wrongdoing of other providers.” Catholic
hospitals have refused to terminate pregnancies, provide contraceptive services, offer a standard treatment for ectopic pregnancies, or
allow sterilization after caesarean sections (women seeking tubal ligations are then forced to have a second operation elsewhere, exposing
them to additional risks).
The Times profile of changes involving Catholic-run hospital network reports:
But while the growth of Catholic-run hospital networks is a testament to their long history and operational skill, local and state officials,
doctors and advocates in many communities are concerned that some procedures that run counter to Catholic doctrine may no longer be
available or will be much more limited. Some doctors fear they may not be able to do what’s best for patients, forced to wait to treat a
woman who is miscarrying, for example, or to send a rape victim elsewhere for an emergency contraceptive. The restrictions at any given
hospital may not be clear. “Women simply don’t know what they’re getting,” said Jill C. Morrison, senior counsel in health and
reproductive rights at the National Women’s Law Center.
Increasingly, the forces pushing Catholic and non-Catholic hospitals together are economic:
“We are starting to see what was rare in the past,” said Lisa Goldstein, who follows nonprofit hospitals for Moody’s Investors Service and
predicts more such partnerships. The institutions themselves are grappling with how to remain true to Catholic doctrine and serve a
broader community.
The Times profile focuses on Seton Healthcare Family in Texas, a unit of Ascension Health, and the Seton partnerships. Seton is LHP’s partner in
Texas, and also in Panama City, Florida with Bay Medical Center. Even within church hospitals, these difficult issues have unpredictable
outcomes. Within Catholic Healthcare West, now known as Dignity Health, a nun/hospital executive who allowed an abortion was
excommunicated.
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The lease of the Bay Medical Center to a joint venture of LHP Hospital Group and Sacred Heart Health System was approved on February 21, this
year. The news report (NewsHerald.com, Panama City, “Updated: County Commission approves lease of Bay Medical,” February 21, 2012)
describes the scene, as follows: The Bay County Commission Chairman George Gainer “held his nose, and at the urging of the county attorney,
put pen to paper to approve the lease of Bay Medical Center.”
According to the Chairman, “This has got to be the worst deal that I have ever seen or known of since I have been on the Board…I sincerely regret
that I have not been able to change the minds of the Board of Trustees whom I believe are bright and dedicated people, who have been sold the
same bill of goods as the rest of us.”
According to the news report, “The other four Commissioners expressed reluctance in approving the deal and distaste for the circumstances that
have led to the lease decision, but said they felt it was their best, and perhaps only, option to protect the hospital.”
The County Commission Chairman indicated that his problems with the lease included “promises to employees that hadn’t been put in writing,
potential liabilities to the county and a change in charity care.” The Chairman, George Gainer, recommended that the lease be put to a
referendum, but, according to the news report, “Both joint venture partners [LHP Hospital Group and Sacred Heart Health System] said they
would not stay in the deal if it was put to a referendum.”
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IV.

The Position of Saint Mary’s Hospital and Waterbury Hospital

Exhibits shown in the appendices indicate the relative financial position of Saint Mary’s and Waterbury Hospitals, to each other, and in
comparison to other hospitals in Connecticut.
The single most important number in assessing these positions is “bad debt.” Bad debt (a non-cash expense item on the income statement of
hospitals and health systems) is an enormous problem for hospitals and health services, generally. Provision of insurance to the uninsured (or
better coverage for the already insured) will (in theory) dramatically reduce or eliminate bad debt. This is the promise of the Patient Protection
and Affordable Care Act. To get a sense of why this is important, for Saint Mary’s Hospital, bad debt in 2010 was $13.25 million and in 2011 was
$9.6 million. For Waterbury Hospital, bad debt in 2010 was $15.7 million and in 2011 was $11.7 million. In other words, the elimination of bad
debt would produce a profit margin of from $20 to $30 million for the two hospitals, far greater than either of their operating gains now or
historically. This is an important part of the attraction (the potentially profitable operation of hospitals in the absence of bad debt) for outside
investors, but, equally valid, it is a prospect for improvement of the hospital financial performance as stand-alone non-profit institutions.
A second consideration is capacity constraints, measured in staffed beds. Appendix II shows that Waterbury has the lowest number of staffed beds
per thousand population of any of Connecticut’s major cities. Further constraint, consolidation or reduction would exacerbate that comparative
shortfall.
Local Control
Representations have been made concerning the continuation of local advice, control, community benefit standards and other aspects of the
hospital’s management of import to the community at large. However, the documents associated with the proposed transaction (page 40, joint
venture application, July 21, 2011) indicates that if “a selling member, holding membership interest greater than 50%, gives notice of an offer and
the non-selling member does not exercise its right of first refusal, the non-selling member will have the right to require the offerer to purchase
from the non-selling member all or a portion” of that interest. Saint Mary’s residual interest, in other words, may be forfeit, depending on future
events. In the meantime, the “community foundation” will have - - as many such foundations have - - turned its attention away from hospital
activities, and awarded grants or stipends to other organizations, generally those associated with the members of the community foundation’s
board.
The Application
Notwithstanding over 2,000 pages of application, together with follow up correspondence involving the Office of Health Care Access and the
Office of the Attorney General, both of the State of Connecticut, and now the revised application, it remains unclear how Saint Mary’s selected
LHP, that is, what process was involved in assuring the community of the prudence of the original proposed transaction.
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In a letter dated December 2, 2011, the Assistant Attorney General Gary Hawes said, “We have concerns that Morgan Keegan’s fairness opinion
(Exhibit 6, 265-270) may not address all of the criteria listed in §19a-486c.” The Attorney General’s point was that the Morgan Keegan opinion
focused on financial evaluation, and “does not appear to address, for example, the questions of whether the non-profit hospital exercised ‘due
diligence’ in (A) deciding to transfer, (B) selecting the purchaser, (C) obtaining a fairness evaluation from an independent person expert in such
agreements, or (D) negotiating the terms and conditions of the transfer.”
The Addition of Waterbury Hospital
Waterbury’s financial management has not been as successful as that of Saint Mary’s. In part, this is due to reimbursement by Medicare to
Waterbury which is lower than that to Saint Mary’s. The specific reasons for varying reimbursement in the same community are frequently
difficult to detect and are based on cost factors which may have changed over time. However, the elements of the DRG—the Diagnosis Related
Group, on which payment for inpatient services under Medicare takes place—can be favorably impacted by diligent attention of hospital
management to coding and billing technologies, and, more generally, to revenue cycle management. See Appendix VI for a discussion of the
methodology for determining hospital inpatient payments based on Diagnosis Related Groups (DRGs) and now on Medical Severity-DRGs.
See also Appendix V, indicating the underpayment by Medicare to Waterbury, compared to Saint Mary’s, for the same DRGs, and the Medicare
cost to charge ratio in Appendix III, confirming that underpayment.
The bottom line is that Waterbury receives substantially less from Medicare than Saint Mary’s does, for the same patients with the same
diagnoses. This differential is most likely found in private (commercial health insurance) sector reimbursement for services, as well.
A second major factor—a long-standing challenge at Waterbury—is the distraction attendant to multiple joint ventures with physicians. Hospitals
everywhere grapple with members of their medical staff whose entrepreneurial aspirations threaten to reduce hospital revenue. Waterbury
management (and the Board) has responsibility for 13 separate corporations; 12 of these produce financially trivial results, about $10 million of
the “Greater Waterbury Health Network’s” total of $280 million in net revenue, with the 13th, the hospital, producing the remaining $270 million.
Nevertheless, many of these “for profit” or “affiliated” corporations are politically sensitive, involving the physicians who also admit to the
hospital. Management of these 12 corporations is therefore time-consuming. The hospital’s performance has suffered, as a result.
Why Do We Care About Local Control of Hospital Emergency Rooms?
Why do we care about the difference between non-profit hospitals and for-profit hospitals with regard to their use of the emergency room? The
emergency room is the community safety net. However, some may not recognize how important this safety net is. In a recent update (May 10,
2012) by the Kaiser Family Foundation (StateHealthFact.org), a summary of 2008 – 2010 data shows that non-profit hospitals nationally averaged
291 emergency room visits per 1,000 population. For-profit hospitals, on the other hand, averaged 55 emergency room visits per 1,000 population,
or about 20% of the per-capita visits to non-profit hospital emergency rooms. In other words, the for-profit hospitals adopted policies concerning
payment, access or both which essentially led to one-fifth the use rate of non-profit emergency rooms.
15

The Kaiser study of “State Health Facts” for Connecticut shows the non-profit hospital emergency room use rate to be 453 visits per 1,000
population for 2010. This compares to four visits per 1,000 population for the one for-profit hospital. Of course, Connecticut currently has only
one for-profit hospital, and that one located in a relatively prosperous community. Still, the “453” is an important number. It shows that, on
average, Connecticut’s citizens were 50% more dependent (453 compared to 291 visits per 1,000 population) on non-profit hospital emergency
rooms than the average for all states.
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V.

CCMP Capital Advisors, LLP & LHP Hospital Group, Inc.

LHP Hospital Group (formerly Legacy Hospital Partners) is backed by a substantial private equity firm, CCMP Capital Advisors.
Private equity, in general, is a phrase used to describe an asset class of equity securities in companies that are not publicly traded. This broader
generic phrase is inclusive enough in common use to include private equity firms, venture capital firms and others. In general, the goal of
investors in these firms is to promote expansion, new product development or to restructure company operations. Private equity is a phrase which
would have described the leveraged buyout firms of the 1980s. A ranking of the world’s largest private equity firms by Private Equity
International in 2011 included a list of investment banking private equity groups, that is, private equity firms that reside within a bank or which
had previously separated from an investment banking firm. CCMP Capital Partners is listed, by virtue of its former association with J.P. Morgan
Chase and J.P. Morgan Partners. In a previous listing of the same type (largest private equity firms in the world, in 2007), CCMP Capital was
shown as number seventeen, with roughly $12 billion raised over the five-year period 2002 – 2007.
The particular strategies employed by CCMP Capital focus on leveraged buyout and growth capital. The separation of CCMP (and its adoption of
the CCMP acronym) from J.P. Morgan Chase was effective in the middle of 2006. Other investment banks also spun out their private equity
groups at the time, including Morgan Stanley, CitiGroup, Deutsche Bank and CSFB.
CCMP’s investments at that time included Triad Hospitals. Triad was an operator of hospitals based on Plano, Texas, which had been a spin-off
of HCA, the Hospital Corporation of America. CCMP, working with the Triad management, attempted a merger and buyout of Triad in 2007.
However, a richer offer from Community Health Systems (CHS), a publicly traded corporation, led to CHS acquisition of Triad. Thereafter,
CCMP worked with the now unemployed managers of Triad in the development of Legacy Hospital Partners, now LHP.
LHP began operations in January of 2008. The announced strategy was the acquisition of hospitals through joint ventures with not-for-profit
hospital companies. LHP is owned by CCMP Capital as well as members of the LHP management.
LHP entered into its first hospital joint venture a year later, in Pocatello, Idaho, with the Port Neuf Medical Center. The arrangement, Port Neuf
owning a minority share of the new joint venture, with governance representatives being on a “50-50 block voting” basis, is similar to that
proposed by LHP to Saint Mary’s. That transaction was followed in 2010 by development of a joint venture between LHP and Texas Health
Resources to acquire the Wilson N. Jones Medical Center of Sherman, Texas, a hospital roughly the size of Saint Mary’s or Waterbury. LHP’s
third hospital was acquired in December of 2010, through agreement between LHP and the Seton Family of Hospitals in central, Texas, to
construct Seton Medical Center Harker Heights in Harker Heights, Texas. This was scheduled to be an 83-bed hospital, opening last year. Seton
is a church-sponsored owner of five medical centers, two community hospitals, two rural hospitals, an inpatient mental health hospital, and several
primary care clinics. Church Ethical and Religious Directives for Catholic Healthcare Services will govern the activities of the Seton Medical
Center Harker Heights.

17

The hospital has received a seven year, 100% property tax abatement from Harker Heights, except that, if the hospital is sold to a non-profit group
within fifteen years of its opening, LHP will have to reimburse the city for property taxes that the city would have collected.
More recently, LHP has engaged in more controversial transactions.
LHP’s recent initiative in New Jersey is to reopen the former Pascack Valley Hospital, in a joint venture with Hackensack Medical Center. This
month, the new owners are predicting a 14% profit, six times the New Jersey State average, by being “choosy about which elective patients it
admits, and what services it offers.” (The Bergen Record, NewJersey.com, 3-12-2012). In reporting that transaction, it was noted that “the
conversion to for-profit care, however, increases the pressure to hit financial targets - - a strategy that’s landed many operators of hospitals,
nursing homes and dialysis centers across the nation in hot water with regulators for excessive billing and other fraud.” The former State Health
Commissioner, Fred Jacobs, MD, is cited in this review as saying, “The Health Department has to stay on top of this…Here you have a for-profit
organization, so it is intrinsically suspect. Their primary fiduciary responsibility is to increase the value for their investors. But you can’t scrimp
on quality health care and vital services.” Dan Moen, LHP Chief Executive, dismissed concerns about the high rate of profit, according to the
report. “‘The projected 14% profit margin may be high for New Jersey, but is typical for investor-owned hospitals across the country,’ said Moen,
who spent most of his career as an executive of for-profit hospital groups, including Columbia/HCA, one of the nation’s largest.” [Columbia was
essentially dissolved by federal regulators for fraudulent inflation of bills, bringing a fine in excess of $1 billion. According to The Bergen
Record, “Moen was at Columbia/HCA in 1990s when the company was implicated, but was never named or charged by the U.S. Justice
Department.”]
There is precedent for believing that profits will increase to the extent projected for Pascack. At Mountainside Hospital in Essex County, sale took
place to a for-profit company (Merit Health Systems) and, five years later, Hackensack and LHP bought the facility for five times the price ($190
million) Merit had paid. According to The Bergen Record, Mountainside is a “primer on how to increase profits drastically through certain
services…Certain radiology services were increased after the hospital’s takeover by Merit Health Systems, and lucrative outpatient services were
emphasized over less-profitable care. The number of CT scans, for example, jumped more than tenfold from 159 in 2008, to 1,664 two years later.
Radiation therapy likewise increased 80 cases in 2008, to 854 in 2010. Nuclear medicine procedures also grew dramatically - - from 112
procedures, to 922 two years later, according to a document filed with the State.”
In an interview available on YouTube, Greg Brenneman, Chairman, CCMP Capital Advisors, described the return expectations for CCMP. He
noted that he wanted to avoid the over-sized private equity firms which had become essentially asset managers, and in looking for “outsized alpha”
put his firm in a middle “bucket” where returns were expected to be “as much as 2x” those in the middle of private equity firms. This would
conservatively be estimated at 20 – 30% return on equity. Benjamin Edmands, Managing Director of CCMP Capital, can be seen discussing
CCMP’s philosophy concerning health companies at a 2008 “Deal Making Healthcare Symposium,” March 18, 2008, covered at
www.thedeal.com. In “The Deal Video Investors’ Conference,” Edmands described the increase in funds in the “health care investment space” as
“unbelievable,” and indicated that the ways to “play the hospital space” would be heavily dependent on Medicare reimbursement in the near
future.

18

Recently, the Boston Consulting Group issued a study of private equity firms, describing the challenges those companies face. They indicated that
generating the type of returns for which private equity is known is more difficult in today’s environment in the U.S., with the lack of available debt
(for leveraging) and general negative economic outlook. The BCG study indicated that firms now needed to build value through operational
improvement. They argued that to achieve an internal rate of return of 25% in the current climate, private equity’s portfolio needs an annual
average EBITDA growth of 11%. This rate of growth could be characterized as aggressive or impressive, and perhaps even impossible, that is,
double-digit year on year EBITDA growth in a down or possibly recovering economy.
These firms cluster around the same area in Manhattan, with rents of $170 a square foot and above. Their executives are frequently (but not
always willingly) in the news for their compensation, sometimes in the tens of millions of dollars. Their leverage - - that is, the use of leveraged
buyout techniques to build a little equity into a lot of investment - - has, with certain financial instruments and under certain circumstances, been
widely regarded as an important cause of the deep recession currently afflicting the American economy. To support the investment expectations,
and the financial “style” associated with private equity, Saint Mary’s, through this transaction, would be expected to be involved - - albeit at a
distance - - in transactions which:
•
•
•

Remove value from the hospital
Leverage the assets which formerly were the hospital’s assets
Agree to reduction in expenses, including personnel, as a percentage of revenue

To conclude with the one example in Connecticut, the Essent Hospital, formerly Sharon: This hospital generates almost $200,000 in net revenue
per full time equivalent employees, compared to the State median of $175,000, and to the Waterbury performance of $155,000, according to
studies assembled annually by the Office of Health Care Access (OHCA) of the Department of Public Health. OHCA doesn’t put the comparisons
in these terms, of course, occupying a neutral, regulatory position. However, this comparison may give some perspective to readers who may be
baffled by hospital finance, but fully understand “sales per employee.” The only way to generate these sales per employee is, of course, to
increase sales, or to decrease the number of employees. Understaffing is a common finding in investor-owned hospital management companies.
If Saint Mary’s and Waterbury decide to proceed with this transaction, irrespective of contrary views, they should, at a minimum, provide for a
prohibition on portfolio distribution to private equity managers. Private equity firms have been criticized for creating indebtedness to their
individual “portfolio” companies, primarily as a means of paying those very same managers. For example, the Carlyle Group was recently in the
news for borrowing $500 million, 80% of which was used to pay its managers. This “dividend” technique is reminiscent of “leveraged buyouts”
begun in the 1980s by former Treasury Secretary William Simon with the Gibson greeting card company, later criminalized (in its sales techniques
and opaque transactions) by junk bond “king” Michael Milken. Saint Mary’s and Waterbury should provide guaranteed protection, therefore, that
the hospital (if they become a “portfolio” company for CCMP, through LHP) will not be saddled with indebtedness which is assumed for anything
other than local community benefit.
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Quality and For-Profit Hospitals
Hundreds of communities across the country have debated the issues facing the citizens of Waterbury: Should we allow our not-for-profit hospital,
known for its dedication to community values and charity care, to be converted to or become like an investor-owned hospital, known for…what?
The country has such a wealth of quality measures that no single authority can be recognized as the arbiter of “quality.”
In descending order of credibility, we have the Agency for Healthcare Research and Quality, a relatively neutral federal agency with multiple
quality assessment and promotion activities. Then we have the National Academy of Sciences’ Institute of Medicine, whose publication, in 1998,
To Err is Human, has sent us off on more than a decade of quality enhancement, quality measures, quality programs, etc., the long and short of
which is, roughly, nothing, that is, no measurable difference in outcomes for patients. Next down the scale we have The Joint Commission (TJC),
formerly the Joint Commission on Accreditation of Healthcare Organizations, and CMS, the Center for Medicare and Medicaid Services, which
publishes a list of “hospital acquired conditions.” Below CMS we have the National Quality Forum and the aggregate of clinical “guidelines”
developed by specialty societies and medical groups; many of these latter suffer from self-interest, that is, from the promotion of one or another
therapy, pharmaceutical product or device, generally by the hidden hand of the sponsor of the guidelines.
Below the clinical guidelines, we have the commercial enterprises, such as the Institute for Healthcare Improvement, a membership club for
hospitals looking for quality “products”; HealthGrades, a commercial rating organization, roughly equivalent to a J.D. Power rating of
automobiles; Leapfrog, a business group focused nearly entirely on the interest of businesses in the areas of their activities; Consumer Reports;
and others.
More recently, some foundation-sponsored efforts have attempted to “pull together” public health and outcomes indicators, to reflect more
accurately and independently the result of hospital performance. For example, the Commonwealth Fund “Commission on a High Performance
Health System” published a nationwide survey of the top and bottom performers in hospital referral regions. The measurements included overall
mortality amendable to health care interventions, breast cancer deaths, colorectal cancer deaths, infant mortality, low birth weight infants, suicide
deaths, adults who smoke or are obese or who have poor oral health and health-related poor quality of life. Three of the metropolitan areas in
Connecticut, Bridgeport, Hartford and New Haven, were cited as being in the top 10% of local areas. No Connecticut areas were in the bottom
10%. The predominant representation in the bottom 10% were southern states where, as noted in The Joint Commission materials, investor-owned
hospital systems predominate, at least mathematically.
So? Finding “quality” is tricky. What most people really mean by quality, however, can be intuited by the one area that the not-for-profits and the
for-profits differ so markedly. Oddly, this area is little studied, except by Professor Jack Needleman of Harvard and UCLA, and, in the case of
nursing, by Professor Linda Aiken at the University of Pennsylvania. This is in the “richness” of staffing - - that is, the number of people and their
qualifications.
Consistently, and across the board, the staffing algorithms of the investor-owned hospitals mimic and are in many cases derived from algorithms
first used by the Hospital Corporation of America (HCA) in its early corporate days. So many of the executives and board members of the other
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investor-owned companies come from the Nashville area and its surrounding suburbs that there should be no surprise - - that is, the management
tools of the apple don’t fall far from the tree.
What are those management tools? By and large, the most important tools are staffing guidelines, that is, the same type of guidelines that some
organized nursing groups, for example, have sought in state legislation, but with a far leaner mix of fuel and air. The common practice in staffing
management in the investor-owned systems is to have goals, to measure deviation from the goals and to require justification for those deviations
from the goals. The common practice in the not-for-profit hospitals is for staffing to be calculated on the basis of patients’ needs. That is, in the
non-profit system, there are nursing and other staffing “black boxes,” but they generally begin with the patients, their acuity, their co-morbidities,
all of their needs. So - - again, with the rounding - - there is the key difference between hospital management in the investor-owned and hospital
management in the non-profit fields, and it becomes a difference which, financially, enables the investor-owned to pay taxes, to have a positive
result from operations, and, most importantly, to have a return on equity for investors. Are more people needed? Are fewer people needed?
These are arguable positions. What is less arguable is that there is a significant difference between the manner in which the management of
investor-owned hospitals approach staffing and the manner in which the management of non-profits approach staffing.
By way of studying staffing in for-profit hospitals, Professor Needleman published “Nurse Staffing in Hospitals: Is There a Business Case for
Quality?” (Health Affairs, January/February 2006). The Commonwealth Fund, supporter of Needleman’s study, summarized the results as
follows: “…increasing the use of RNs and hours of nursing care per patient could help avoid more than 6,700 patient deaths and 4 million days of
care each year. Doing so can also help avoid negative outcomes, like urinary tract infections, cardiac arrest, or hospital-acquired pneumonia…for
patients, the benefits are clear.”
Staffing and Private Equity Companies
More recently, attention has turned toward ownership of health services facilities by private equity companies. It appears that the private equity
companies are following the path outlined by investor-owned hospitals toward profitability, namely by cutting staffing levels and suffering
deficiencies. In the February 2012 issue of Health Services Research is the first comprehensive study on nurse staffing deficiencies in the largest
for-profit nursing home chains owned by private equity companies. The study focused on staffing levels before and after purchase by four private
equity companies. Already, poor quality care was known to be an endemic problem in U.S. nursing homes (see, for example, U.S. General
Accountability Office publications from 1987 to 2009), with a number of studies showing that “for-profit ownership is related to poorer quality
care than non-profit ownership.” The 2009 GOA report found the most poorly performing nursing homes of all tended to be owned by for-profit
chains.
The study published in February was undertaken by researchers at the University of California because of the trend of private equity investment
firms to acquire facilities in the health services field. The study notes that RN staffing and total nurse staffing were lower in the for-profit
enterprises. It notes that “lower staffing levels, especially RN staffing, translate into lower labor costs, which appears to be a management strategy
by the top ten chains as well as other for-profit facilities to reduce costs. The low staffing levels are a major concern because low staffing,
especially RN staffing, have been associated with more federal deficiencies and poorer resident outcomes as noted in previous studies.”
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For chains purchased by private equity companies, “the total number of deficiencies increased in the 2006, 2007 and 2008 periods after purchase
by PE firms, and the total number of severe deficiencies increased in the first two of these years.” The study went on to note that staffing remained
low after PE purchase of for-profit companies, and that, in addition, “changes in leadership, management and employees after the purchase could
have resulted in poorer quality of care, because, as noted previously, these companies may have less management expertise than owners who
specialize in nursing homes. PE companies may also be less concerned about quality if they believe their litigation risks are low.” In summary,
the paper concludes “The study does provide evidence of the need for more study of quality of care in the largest for-profit chains and in chains
purchased by PE firms, because they are under pressure to improve shareholder and investor values, with little oversight by regulators.”
Other Investor-Owned Hospital Chain Business Practices
In addition to staffing shortfalls, investor-owned hospitals, when they engage in fraud, do so with what can be described as panache, and color.
Unless of course these are your community hospitals. One chain, for example, in California, is under investigation by the FBI for the
extraordinary number of its Medicare patients who were discharged with a diagnosis of Kwashiorkor, a muscle wasting disease found almost
exclusively in Africa. It turns out the “Kwashiorkor” diagnosis has a higher Medicare reimbursement than “dehydration.” The proprietors of this
chain of hospitals (now one of the largest in California, with recent acquisitions in other states), has coders instructed to upgrade the symptoms of
dehydration to those of Kwashiorkor.
In “Coronary: A True Story of Medicine Gone Awry,” Stephen Klaidman describes Tenet-owned Redding Medical Center in which a “mill”
existed for coronary angiography, coronary artery stenting and coronary artery bypass grafts. The author, a journalist, explored reasons why the
town may eventually have turned against Tenet, notwithstanding the millions which the hospital brought to local tax rolls. It may have been past
publicity about the company involving incarceration of children, adolescents and adults until their insurance ran out. Or it may have been
predatory pricing. “People had a gut feeling that Tenet’s charges were much higher than those at most other hospitals, which they were.”
Recently, abusive bill collection practices have been in the news. The Attorney General of Minnesota has so charged a company (Accretive
Health) with placement of bill collectors in hospital clinical settings. It turns out that the largest single shareholder in Accretive is the Ascension
Health System, that is, the largest Catholic hospital chain.
So there it is, that gut feeling. It may apply to charity care, to the open hospital door, to business or clinical practices of the for-profit hospitals. It
might apply to “quality,” if we knew what we really were talking about with quality, but we don’t. We think we know quality when we see it, and
we can intuitively understand that “quality” in the hospital has to do with the richness of staffing. Finally, there is scandal. There is the unusual
scandal, the Kwashiorkor, the extraordinary incidence and prevalence of coronary artery disease in Redding, California. And there is also the
“scandal” of companies owning previously non-profit hospitals and squeezing enough money out of them to make their $170 per square foot rent,
their $10-30 million a year compensation to top executives, and similar and proportionate amounts to all of the lesser executives down the line.
We think we have a “gut” feeling about these things, and probably do.
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VI.

Anticipated Economic Consequences of the Proposed Acquisition

Rates for hospital care:
Medicare (and the federal government, generally) contends that hospitals do not lose money providing services to Medicare beneficiaries. Only
occasionally do researchers have access to sufficiently detailed information to present opposing points of view. GuideStar, the charity watch dog,
undertook an examination of 1,739 hospital financial statements for the year 2009. The result is an overall gap, summarized as “dwindling
reimbursement increases, an expanding Medicare patient population and the growing reluctance of private payors to absorb cost-shifted Medicare
losses.” The GuideStar study, reported in Modern Healthcare, January 2, 2012, “reflects the industry’s longstanding position that hospitals are
underpaid for Medicare.” More important for analysis of the circumstances facing Waterbury and Saint Mary’s Hospitals, there are “winners” and
“losers” in this overall picture. The top quartile of hospital had about a 9% profit, the second quartile of hospitals a .3% loss, the third quartile of
hospital an 11% loss, and the fourth quartile of hospitals a 32% loss. These “losses” have no relationship to hospital cost or efficiency, but, rather,
are the direct result of the impact of “cost-based reimbursement” on the more modern era of DRG reimbursement. In other words, hospitals that
were expensive for Medicare in the era of 1965 – 1983 will be receiving higher DRG payments.
For purposes of this report, we note that Waterbury Hospital seems to get the “short end” of reimbursement from Medicare in comparison with
Saint Mary’s. While this report is not a business plan for Waterbury Hospital, the solvency of Waterbury Hospital is of concern to the community,
and suggestions about alternatives to consolidation (and to layoffs) are relevant.
Appendix shows the impact of different pay rates by Medicare to Saint Mary’s Hospital and Waterbury. Charges, prices and cost are fluid
concepts in the field of hospital finance. Charges (list prices) rarely have a relationship to actual reimbursement, or in many cases to actual costs.
Charges are vestiges of an era prior to third party payment. The difference between charges and actual reimbursement by a third party is called the
“contractual allowance,” as it nominally describes what the hospital has agreed to “allow” as a discount by contract.
There are many practical reasons why tracking costs, payments and charges is difficult. For the most part, hospitals protect this information as
being of competitive import. Recently, Medicare began publishing median payments it makes to hospitals, categorized by DRG or Diagnosis
Related Group. This is a means through which the public can see the “typical” payment to a hospital in the most common categories of payment,
and compare them to "typical" payments to other hospitals for the same patient diagnosis in the same service area. No doubt there are flaws at the
margin in this methodology, but, for the most part, this information (available at the website noted on appendix V) is the only means through
which the public (and, for the most part, regulatory agencies) know what is really being paid for individual patients to the hospitals.
This exhibit shows, in the first column, the DRG and, in the second column, the description of what that DRG means. For example, DRG 192 is
Chronic Obstructive Pulmonary Disease (COPD) without Complications and Comorbidities. (Just this single DRG entry may give a sense of how
difficult it is to find comparison over time. COPD was formerly known as DRG 88. Beginning October 1, 2008, however, Medicare allowed for
“DRG creep” through something called Medicare Severity or MS-DRGs. The MS-DRGs quickly became an opportunity for hospitals to upgrade
their reimbursement by upgrading their coding. The patient illnesses were the same.)
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The third and fourth columns show what the median Medicare payment was to Saint Mary’s and to Waterbury for the year 2010, the most recently
available information, accessed in February of 2012. The same figures are shown for other hospitals, on the remainder of the first page and in the
third and fourth columns of the second page for other hospitals (Griffin, Charlotte Hungerford, Saint Raphael’s in New Haven, Yale-New Haven
Hospital and Danbury). These figures give a sense of the range of payments to different hospitals for the same service, and also to help assess how
Saint Mary’s and Waterbury are being treated by Medicare.
It is important to emphasize that these payments are for services which are roughly comparable. The median payment has taken into account all of
the various add-ons or quirks involved in reimbursement, for example the costs of teaching, or of indigent care.
The last four columns on the second page of the exhibit show the following:
(1) Average: This is the mathematical average of the payments. Where the payment is not available, the denominator of the average has been
adjusted.
(2) How much Saint Mary’s is above or below this average. This is a simple subtraction, the Saint Mary’s payment minus the average. For
example, for COPD, the median Medicare payment to Saint Mary’s was $190 above the average of these various hospitals. Some hospitals
are paid significantly less, such as Charlotte Hungerford, while others are paid significantly more, such as Yale-New Haven. On average,
however, Saint Mary’s was above the average of the median payments.
(3) For Waterbury, on the other hand, in the next column, the median payment for DRG 192 was below the average, by $113. These numbers
would seem fairly small, except that there really should be little, if any, difference in the cost of caring for patients from the same
geographic area, the same socioeconomic background, etc. However, in this simple exercise, the reader can see that Waterbury gets $300
less per discharge than does Saint Mary’s, for the same diagnosis.
(4) The thirteen DRGs shown on this exhibit are the ones that are automatically generated by the CMS Hospital Compare website, with
volume (according to CMS) high enough to be representative for the guidance of consumers. There are currently 745 DRGs, but not all
hospitals have discharges that represent all of those DRGs. Therefore, Medicare has chosen the DRGs that represent the most common
diagnoses for inpatients in hospitals.
(5) On average, for example, Saint Mary’s turns out to be $230 above the average in this sample. Also on average, Waterbury turns out to be
$430 below the average. This aggregate difference of $660 may seem, again, relatively minor, in comparison to the actual reimbursement.
In truth, however, Medicare represents more than 40% of the discharges for each hospital. With 13,000 discharges per year, for example,
of which 5,200 would be Medicare, the difference to Waterbury Hospital would be $3.4 million. In other words, if Waterbury were paid
what Saint Mary’s is paid for the very same services, as measured by the DRG of the Medicare patients, it would not have an operating
deficit.
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Hospitals must pay assiduous attention to the nuances of Medicare reimbursement, if they are not to end up losing revenue they otherwise deserve.
This is particularly important with Medicare, since commercial carriers frequently follow Medicare leads on reimbursement. Appendix VI is a
discussion of the development of the DRG. Basic capital and operating rates are subject to facility level adjustments (geographic, such as wage
index, larger urban, etc.; disproportionate share or DSH; teaching expenses, that is, direct and indirect medical education of residents). Then the
rate is subject to “relative weight” adjustments based on patient characteristics, including diagnoses, procedures, age and discharge destination.
This is discussed in detail in that exhibit. This yields the “standard payment.”
Even understanding these methodologies, the range of combinations of inputs and resulting reimbursement is wide. Vendors of specific
technologies or equipment are sensitive to this, and frequently seek to teach hospital financial officers or physicians the nuances of coding and
payment. In one such example, select radiofrequency ablation procedures for malignant neoplasm of the liver, Boston Scientific analyzed the
three different procedure codes under ICD-9-CM, the four different diagnosis codes under ICD-9-CM, and came up with three possible MS-DRG
assignments, ranging from a low of $10,214 (pancreas, liver and shunt procedures without CC/MCC - - that is, complications/comorbidities and
major complications/comorbidities), to a high of $31,608, MS-DRG 405, in which the same pancreas, liver and shunt procedures took place with
major complications or comorbidities.
How accurately the physician’s observations are translated into procedure codes and diagnosis codes is a continuing challenge for hospitals, one in
which Waterbury Hospital has apparently fallen behind, based on results in comparison to St. Mary’s, other Connecticut hospitals, or any other
reasonable standard. While the DRG system has been in place since 1983, there have been annual DRG refinements in the classification system
and in the recalibration of the DRG relative weights. By 2007, these additional changes had taken place: the shift to outpatient care had increased
the number of low volume DRGs; the complications and comorbidities list had not been updated to account for better coding - - nearly 80% of the
cases at that time, for example, had a complication or comorbidity; and the software (“grouper”) logic assumed that all complications and comorbidities had a comparable impact on cost. Therefore, as outlined in appendix VI, beginning October 1, 2007 (FY2008) Medicare expanded the
number of DRGs and transformed the DRG to the MS-DRG (Medical Severity-Diagnosis Related Group).
Again, the key from the point of view of hospital management is to keep up, drill down, have constant attention to getting paid for what you do.
Equally important is the inference that can be deduced for reimbursement to the hospitals by commercial or private (not governmental) third
parties. It is impossible to precisely investigate and report the actual reimbursement made by third parties to these two hospitals. There is no
information which they report to regulators in Connecticut, nor is there information in the hands of individual third parties, which would provide
this type of comparison. It can be safely assumed, however, that there is a relationship between the actual reimbursement from private third parties
and the reimbursement which now can be examined for the major public third party, Medicare. In other words, the (approximately) $3.4 million
shortfall experienced by Waterbury in its Medicare business may be matched or exceeded by the difference in reimbursement from private third
parties.
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Of course, the price increases which would take place in a merged hospital are assumed by the professional investors who have been engaged to
develop a proposal to create one unified hospital in Waterbury. As noted above, the increased return from higher prices is the obvious point of
such investments. Prices paid by private third parties for all hospital care would be increased to the level currently enjoyed by Saint Mary’s, or
higher. This expectation of higher hospital prices (at least up to the higher level enjoyed by one of the hospitals prior to a merger) is based on the
experience of other third parties in other hospital consolidations. This expectation is further evidenced by the enthusiasm with which the Federal
Trade Commission and U.S. Department of Justice are currently fighting hospital combinations which would monopolize other hospital service
areas.
A short summary of these matters would go as follows:
If Waterbury were paid what Saint Mary’s is paid for Medicare business, Waterbury would be in much better shape.
If private third parties pay Saint Mary’s proportionately more than they pay Waterbury, that difference is doubled.
If these two hospitals were negotiating with third parties under one Medicare number (unified, for example, like Presbyterian and New
York Hospitals became New York-Presbyterian), prices for area businesses would go up, perhaps significantly.
At a minimum, the low prices now paid to Waterbury would become the higher prices now paid to Saint Mary’s.
The temptation to operate a monopoly business with monopoly prices (especially given the cost and expense of generating a return to
private equity investors) may be overwhelming.
By the time that evidence is apparent, however, it will be too late to reestablish two hospitals in Waterbury.
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VII.

Other Mergers, Comparisons

The Outcome of Mergers, Generally
A choice to join a system rather than networking or collaborating with other institutions has predictable consequences. While some 60% of the
nation’s hospitals are now part of a system, overall we have fewer hospitals, approximately 4,900 acute inpatient general case hospitals in 2012,
vs. roughly 6,200 in 1983, the beginning of the DRG (Diagnoses Related Group) Medicare standard for reimbursement. The remaining hospitals
have disappeared.
Nor is the phenomenon of “merger disappointment” unique to the American system. In January 2012 a report was released by the Centre for
Market and Public Organisation of the University of Bristol, England, a study of “the wave of hospital consolidation in the late 1990s and early
2000s,” in which about half of the acute care hospitals in England were involved in a merger. The bottom line? It “brought few benefits.”
The British study found that “poor financial performance typically continued,” after mergers, with hospitals that merged recording “larger deficits
post-merger than pre-merger.” The length of time patients had to wait for elective treatment rose, there was no increase in productivity, and there
were “few indications of improvements in clinical quality.”
Why did the British hospitals choose to consolidate? The rationale varied from place to place, but the main reason were “reducing excess
capacity, returning hospitals to financial health and producing better outcomes for patients…[The study] indicates that just as in the private sector,
mergers offer much before the event but often fail to deliver on their promises.”
So, at least to the public, the question remains, does a larger enterprise have a higher chance of survival, and will it serve the public as well as the
continued existence of the two independent hospitals? Only if prices go up and employees go out.
Recent Federal Trade Commission Action Against Hospital Mergers
In mid-April (April 13, 2012 edition), Forbes reported on Illinois and Ohio hospital consolidation cases as “turning points in the war against
hospital monopolies.” Forbes reports that two hospitals have abandoned plans to merge, following a challenge from the Federal Trade
Commission.
According to the story,
“One of the big reasons why health care is so expensive is because many hospitals have near-monopoly pricing power in their local
markets. Even so, it’s been hard for the government’s antitrust agencies to block these mergers, because the courts have sided with the
hospitals against the government. Today, from Illinois, we learn of some promising news: two hospitals have abandoned plans to merge,
following a challenge from the Federal Trade Commission. Could this be a turning point in the war against hospital monopolies?
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In May of 2010, Rockford Health System, a network of providers in northern Illinois, signed a letter of intent to join the OSF Healthcare
System, a large network of providers in the same area, including 7 hospitals. (OSF stands for the Sisters of the Third Order of St. Francis,
based in Peoria.)
The report goes on,
“The principal goal of the merger would be to combine two of Rockford’s oldest hospitals, the Rockford Memorial Hospital (part of
Rockford Health System) and Saint Anthony Medical Center (part of OSF). The merger was formalized in February 2011, “pending
federal and state regulatory approval and other customary closing conditions.”
The present situation is described in the story as follows:
“Currently, Rockford benefits from three different hospitals competing against one another. The RHS-OSF merger would have reduced
that number to two. And studies show that when a local market goes from three hospitals to two, those hospitals take advantage of their
duopoly status to raise prices by as much as 40 percent.
The Federal Trade Commission complained.
As a result, last November, the FTC announced that it would file an administrative complaint, challenging the RHS-OSF merger. “If OSF
is allowed to acquire Rockford Health System, decades of competition between the defendants’ hospitals would end,” said Richard
Feinstein, Director of the FTC’s Bureau of Competition, in an FTC press release. “This would lead to significantly higher costs that would
be passed on to employers and to health care consumers in Rockford.” The release continues:
According to the FTC’s complaint,
OSF’s proposed acquisition of Rockford Health System would violate federal antitrust laws by reducing competition in two markets in the
Rockford area: 1) general acute-care inpatient services, and 2) primary care physician services. Specifically, OSF would control 64 percent
of general acute-care inpatient services in the Rockford area post-acquisition, and face only one competitor, Swedish American Health
System. The two hospitals together would control more than 99 percent of the market for general acute-care services in the Rockford area.
In the market for primary care physician services, today there are only three significant primary care physician groups in the Rockford
area. The complaint alleges that, post-acquisition, OSF and Swedish American together would control almost 60 percent of all primary
care physician services.
This significant consolidation would give OSF greater leverage to raise rates, the complaint alleges, which would impose a significant
financial burden on local employers and employees, either directly or through higher insurance premiums, co-pays, and other out-ofpocket expenses.
The Commission vote to issue the administrative complaint and authorize staff to file a complaint seeking a temporary restraining order
and preliminary injunction in federal district court was 4-0. A public version of the administrative complaint will be available on the
agency’s website shortly, and the evidentiary hearing is scheduled before an administrative law judge at the FTC, beginning on April 17,
2012. The federal district court complaint will be filed in the U.S. District Court for the Northern District of Illinois, Western Division.
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A major development in the case occurred last Thursday, when Judge Frederick J. Kampala of the U.S. District Court for the Northern
District of Illinois enjoined the merger. Judge Kapala cited the work of Cory Capps, one of the leading economists on hospital
consolidation, who testified at a hearing on the case. Capps had calculated that the merged Rockford Memorial Hospital and St. Anthony
Medical Center would control 59 percent of patient admissions in the area for general acute care, and 64 percent of patient hospital days.
The Herfindahl-Hirschmann Index—a measure of market share concentration—would rise from 3,411 to 5,179, based on patient
admissions. (FTC merger guidelines suggest that HHIs above 2,500 indicate highly concentrated markets; an increase of 200 points
suggests an unhealthy increase in market concentration.)
“Based on these market share calculations,” wrote Kapala, “the court has no trouble finding that the combined entity in this case would
control ‘an undue percentage share of the relevant market.’” Kapala didn’t buy the argument that a merger would lead to enhanced
efficiencies, citing “conflicting expert testimony and the uncertainty surrounding [certain] proposed consolidations.”
Yesterday, in light of the temporary injunction, RHS and OSF abandoned their merger plans. Prolonged litigation would require a
“substantial commitment,” with an uncertain outcome.
The article went on to note that,
“It’s the second time in recent months that the FTC has successfully blocked a merger. The agency has also banned a combination
between two Toledo-area hospitals, ProMedica Health System and St. Luke’s Hospital, an action that was upheld by the courts in
December 2011.
In that case, another leading hospital-merger economist, Robert Town, estimated that the merger would allow St. Luke’s to raise prices by
38 percent, and other ProMedica hospitals to raise prices by 11 percent. The FTC discovered internal emails from the hospital systems
anticipating that a merger would “significantly increase ProMedica’s bargaining leverage.”
Forbes noted one of the key changes in evidence before the courts.
“A second generation of studies, led by economists like Town and Capps, have shown that, in fact, hospital mergers do lead to increased
prices, just like they do in every other part of the economy. This more recent work is clearly having an impact in the courtroom.
Forbes concluded:
Hospital consolidation remains a huge driver of the decreasing affordability of American health care. It’s a problem that Obamacare
makes worse, with its AHA [American Hospital Association]-approved emphasis on provider mergers into “accountable care
organizations” and its aggressive stifling of new hospital construction. Hopefully, these two cases in the Midwest are a sign of better, more
competitive days ahead.”
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Appendix I.
Questions and Answers, Discussion
The following is an exchange of questions and answers between Steve Shrag and Brenda Morisette, Co-Chairs of Waterbury United, and
Consultant Fred Hyde, MD.
[Dr. Hyde is a Clinical Professor in the Mailman School of Public Health, Columbia University, New York, teaching hospital management
and healthcare financial management. His medical and law degrees are from Yale, his business degree from Columbia. He is has been a
member of the Bar in Connecticut since 1975, and has been chief executive of smaller hospitals, of an HMO and of medical practices.]
The three are discussing Dr. Hyde’s report, commissioned by Community United for Jobs, Healthcare & Opportunity, covering many of
the questions which have arisen concerning the proposed acquisition of Saint Mary’s Hospital and of Waterbury Hospital by the forprofit hospital company LHP of Texas.
Steve:

Could you describe the process of making the report?

Dr. Fred Hyde:
We gathered a lot of background information. The original Certificate of Need application by Saint Mary’s and LHP is nearly
2,800 pages. The Office of Health Care Access in the Department of Public Health does an excellent job of collecting audited
financial statements, and of analyzing those finances. We had the most difficulty getting background on CCMP Capital Advisors,
the money behind LHP. Then, of course, we reviewed the second application, happily shorter.
Private Equity, CCMP and LHP
Brenda:

What is CCMP? How does it relate to LHP?

Fred:
CCMP Capital Advisors is what is known as a private equity fund. Private equity, in general, is a phrase used to describe an asset
class of equity securities in companies that are not publicly traded. In general, the goal of investors in these firms is to promote
expansion, new product development or to restructure company operations. Private equity is a phrase which would have
described the leveraged buyout firms of the 1980s.
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Brenda:

How did CCMP become connected to LHP?

Fred:
CCMP and the management of an investor-owned hospital company called Triad attempted five years ago to “buy out” the public
shareholders of Triad. This is similar to a very profitable transaction in which the Hospital Corporation of America (HCA) went
“private.” The companies such as HCA buy up the shares that are publicly traded, the company goes private, then, some years
later, the company is “flipped” back to the public, generally at enormous profit to the private in
Steve:

What has made these transactions profitable?

Fred:
Generally, throwing employees overboard. The key difference between the “investor-owned” and the non-profit hospital world is
the relative richness of staffing; non-profits have more, investor-owned have less.
Brenda:

So what happened with CCMP and the Triad managers’ plan to buy the Triad shares?

Fred:
A publicly traded hospital company called Community Health Systems put a higher bid in. The Triad management was out.
Following that lost battle, the Triad management and CCMP decided to start their own investor-owned company. Originally
called Legacy Health Partners, this is now LHP.
Steve:

So the management of LHP is really the former Triad management?

Fred:

Yes.

Steve:

And the money behind them is the CCMP private equity money?

Fred:

Yes.

Brenda:

What do we know about private equity companies, especially their current interest in the hospital field?

Fred:

Many of them seem to feel that the “health reform” passed in March of 2010 will bring many more paying customers to hospitals.
Specifically, they think that 32 million people (about half from Medicaid expansion and half from mandated individual coverage
through health insurance exchanges) will boost the financial performance of hospitals.
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Steve:

Are they correct?

Fred:
I think so. There is a good deal of smart money going into these arrangements. An organization called Cerberus, notorious for the
Chrysler bankruptcy, is backing a hospital acquisition company called Steward, which bought a half dozen Caritas Christi
hospitals in the Boston area, and another half dozen Massachusetts hospitals since then. Vanguard, backed by private money,
bought the Detroit Medical Center. This was an astonishing purchase, as the Detroit Medical Center is known for prior annual
deficits in the magnitude of $100 to $200 million. An outfit called Oak Hill Capital Partners, located in Westport, works with a
national Catholic chain, Ascension, in evaluating hospital acquisitions. Ascension is also active with LHP, looking at various
hospital systems, for example in New Jersey, aiming to create a new Catholic hospital network.
LHP Precedents for Waterbury, Impact on Women’s Health Services
Steve:

Has LHP done anything like the proposed Waterbury transaction?

Fred:
They have just wrapped up a lease deal in Panama City, Florida. There, the County has leased its hospital to a joint venture of a
Catholic hospital and LHP.
Steve:
This sounds like Waterbury. Specifically, it sounds like “the money” and the Catholic hospital system have now acquired the
non-Catholic hospital system. Is that correct?
Fred:

Yes.

Steve:

What impact did this have on women’s health services?

Fred:
The county hospital and the county commissioners had to pledge that the Ethical and Religious Directives applicable to Catholic
institutions would also apply to the non-Catholic hospital.
Brenda:

Do you see this as a problem in Waterbury?

Fred:
Patients served by Waterbury and Saint Mary’s Hospitals would have to go some distance, for example, for family planning,
contraception, abortion or sterilization, whatever might be limited by the Ethical and Religious Directives.
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Steve:

What else should we look out for?
LHP Precedents for Waterbury, Impact on Jobs

Fred:

Well, a second issue is jobs. By this I mean jobs in the hospitals, but also jobs in the community.

Brenda:

What do you think would happen with jobs in the hospitals?

Fred:

There is no question but that LHP and Saint Mary’s alone would have to lay off employees, possibly a very large number.

Brenda:

Why is this?

Fred:
Merely re-born as a for-profit, the hospital would be paid no more than it currently is, but it would have to provide for the
payment of taxes and the return to investors. Of these, the return to investors is the more significant issue.
Steve:

Why is that?

Fred:
The taxes are sure to be a minor issue, for some time. Tax income is held out to public office holders, a new source of revenue.
But then the deal takes place, and negotiation for actual payment of taxes is on the table. I think you could safely predict that, if
the Saint Mary’s-LHP arrangement is approved, LHP would seek a waiver of taxes for some period of time, as they did in Panama
City. I believe it was seven years’ worth of forgone taxes.
Steve:

What about the return to investors?

Fred:

Steve:

Generally, private equity funds have had spectacular returns. They don’t need to report their results, except to their own investors.
Therefore, there are no reliable public records. However, we know something about the field, from the journals and news services
(such Private Equity International and Institutional Investor) which track them.
Could you give us an idea concerning what kinds of returns CCMP would look for from Saint Mary’s and LHP?

Fred:
Yes, generally a 20 – 40% return on investment if extensive leverage is involved. The chief executive and manager of health
activities of CCMP both appear on YouTube videos discussing their performance. The chief executive says he generally looks for
returns “2X” times that of the larger, less flexible private equity firms.
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Brenda:

That’s a lot of money.

Fred:
Well, the private equity firms pay people quite well. Annual compensation in excess of $10 million (and sometimes in excess of
$100 million) is not unknown in the private equity area. This is what has made private equity so controversial, especially given
the role of some private equity firms in helping to produce the recession we have experienced since 2008.
Aside from awarding big returns to their investors, and extraordinary compensation to their managers, private equity firms go to
great lengths to display wealth, in theory, no doubt, to impress potential clients with presumed financial acumen. For example,
CCMP offices on Park Avenue in New York are in a neighborhood where rents, according to Crain’s New York Business, run to
$170 a square foot. Local merchants in Waterbury may ask themselves how a company investing in their local hospitals can
afford $10 million annual payouts to individuals, 20-40% annual returns to investors, and $170 a square foot offices. Those
Waterbury employers only need look at their neighbors, especially the hospital employees, for the answer, because there won’t be
quite as many of them.
Steve:

You mentioned jobs beyond the hospital.

Fred:
Yes, hospitals have a powerful impact economically on their communities. We have studies from the Connecticut Hospital
Association, the Hospital Association of New York State, the New Jersey Hospital Association and the Illinois Hospital
Association, all completed in the last two years, showing the each hospital job produces (based on the estimator) from one to four
additional jobs in the community. In other words, the layoff of 200 employees at Saint Mary’s would produce something
approximating a loss of 1,000 jobs (200 + 800) in the Waterbury community.
Steve:

What if we add the Waterbury Hospital to this mix?

Fred:

Well, then you have this problem compounded.
Another problem is higher prices. The Chairman of the Federal Trade Commission has said that if you want to control health
costs you have to challenge anticompetitive hospital mergers. Prices generally have been shown to rise up to 40% in markets that
are locked up—only one hospital—but the most recent study shows 29% to 56% higher prices in hospital markets with less
competition. Moreover, with only one hospital remaining, there would be no place for laid-off employees with hospital-specific
skills to go.
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LHP Precedents for Waterbury, Impact on Doctors
Steve:

Let’s switch gears for a moment. What about the doctors?

Fred:
Private practice doctors everywhere are in turmoil now, economically. The federal government has many different initiatives
underway to constrain and control physician reimbursement. Many doctors are looking to be employed by hospitals, and a good
many already are.
Steve:

How big a problem is this in Waterbury?

Fred:
Well, if Waterbury Hospital is included in this transaction, there will only be one hospital employer in town. That employer will
have much greater control over the physicians. Part of that control will be exercised through the acquisition of practices - - I want
yours, but not yours. Part of it will be exercised through control of the already-acquired physician practices - - do this, not that,
with this kind of patient. And part of it will be limiting options for the future - - we don’t want you investing in outside surgical
facilities, doctor, we would rather do that ourselves.
Steve:

Is this a big issue?

Fred:
Yes, I think so, but, unfortunately, the predictable consequences of mergers and acquisitions are not always considered, especially
when the “sales” team is good.
Brenda:

Do you have examples?

Fred:
The hospital field is full of mergers and acquisitions that produced disappointment for the physicians. I was engaged to look at a
project last year, the acquisition of a community hospital in Syracuse by a branch of the State University of New York. The
community doctors were warned prior to the acquisition that they would be “crowded out.” Nevertheless, this “crowding out”—
when it happened—apparently came as a surprise to them. From that small community hospital the orthopedic surgeons have now
left, the hematology and oncology group has left, and patients served by these doctors have been notified that they can now go to
somewhat more distant and considerably more expensive hospitals for their medical care.
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Part of this is human nature - - we don’t always believe the evidence of our senses, our instincts. We want to believe better, and to
accept promises that sugar-coat what acquisitions are all about. But part of it is the “sales job” we can anticipate from private
equity.
Steve:

What would be involved in that kind of sales job?

Fred:
First, the doctors would be told that there is no alternative. Second, they would be told that there is no change in their medical
practice. Finally, they would be told that some combination of new equipment, new resources for programs or even a new
building would come about.
Steve:

Are these things not true?

Fred:
Some of them might happen, but at a cost which the doctors would find unacceptable, or at least compromising. To give one
example: under the agreement submitted as part of the Certificate of Need application, LHP can “raise the stakes” down the road - that is, can further dilute the already tenuous control that Saint Mary’s and Waterbury would have on the joint venture. The
private equity side can continue to invest, raising their share, but Saint Mary’s and Waterbury, bereft of sources of revenue, would
not be able to keep up, and would have its share diluted. This is the fate of local control.
Charity Care
Steve:

So we’ve talked about limitation on services, and monopoly pricing and job loss. What about charity care?

Fred:
Charity care is tricky to measure. We measure it in the non-profit hospitals now through Schedule H of the 990 form that nonprofits file with the IRS. There is no comparable requirement for the for-profit hospitals. I assume that LHP would try to be a
“good neighbor” with regard to charity care. But, here is the problem: we just don’t know.
Brenda:

How important is the ‘knowing’?

Fred:
Well, it is very important. You know, President Bush was laughed at when he said, in the summer of 2007, that we do have a
national health policy - - he said, you go to an emergency room, and they’ll take care of you. But he wasn’t wrong. From 1965 to
the present that has become de facto our national health policy, fueled by the extraordinary growth in hospital charges and
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reimbursement under the Medicare program, and the similar upticks in reimbursement from the private sector. Hospitals, in other
words, are “expected” in our social contract to open their doors.
Steve:

Have any closed their doors?

Fred:
Well, yes. In 1986, Congress had to pass the Emergency Medical Treatment and Active Labor Act, to compel hospitals to have an
open door to patients who appeared to and did in fact have an emergency condition, or to women who were actively in labor.
Beyond emergency stabilization, however, there is no such legal compulsion.
Steve:

I understand that some hospitals have started charging in advance to limit their financial exposure to charity cases.

Fred:
Yes, just in the past few months, the Hospital Corporation of America has announced that patients who come to their emergency
rooms, but don’t have what they (the hospital) thinks is an emergency, will have to produce $150 in advance, in order to be seen.
Brenda:

But this is a tough economy, especially for people who are not in the private equity business!

Fred:
Yes, that’s the problem. We have 130 million visits to emergency rooms nationally each year, or so, and the overwhelming
majority of them are for problems that people need to have taken care of, but which may not qualify as “emergencies” in the
medical sense. We know that the “health reform” legislation proposes to guarantee health insurance for all of these people, but
there is a lot between the cup and the lip. Not the least of these uncertainties is the complex of legal and political challenges
which will take place this year and for the next ten years as various parts of the “health reform” legislation are implemented.
Steve:

So the emergency room will remain important, and also charity care?

Fred:
Yes, no question. People who don’t have a regular doctor, or don’t have one readily available, must rely on their local hospital’s
mission and values. The mission and values of the Catholic hospital systems have always been clear. The mission and values of a
non-profit like Waterbury are also clear.
The mission and values of the investor-owned hospitals and of the private equity funds are also clear: to provide a return to their
investors. This is what they are supposed to do. If being a “good corporate citizen” helps them make money, they will. If
curtailing access to emergency, urgent or other care helps them make money, then they will do that.
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This matter of “mission” also matters in other aspects of hospital operation. For example, the Attorney General in Minnesota
recently issued a six volume report criticizing the bill collecting habits of an outfit called “Accretive Health.” It seems that
“Accretive” was placing its bill collecting employees in clinical settings, such as the emergency room, confronting delinquent (but
sick again) patients. The only reason we know anything about the ownership and control of Accretive is that it is a public
company: it turns out that the largest individual shareholder in Accretive is the Ascension Catholic hospital network, which
received shares in return for “exclusive” bill collecting contracts. Whether this exhibits naiveté or mendacity or both is a matter of
judgment.
LHP Precedents for Waterbury, Impact on Quality
Steve:
So finally there is the issue of quality. Do we have any reason to think that quality will go down, either in the Saint Mary’s-LHP,
or in the addition of Waterbury Hospital to that transaction?
Fred:
The evidence is mixed. We have many different ways of measuring quality, and no meaningful national standard. We have a lot
of “J.D. Powers”-type publicity - - this one is on the “top 100” list, or that one, but there really isn’t a single national standard.
Steve:

What do people mean, then, when they talk about quality of care from the patient point of view?

Fred:
It is almost always the same: the attention given to the individual patient, which is the result of staffing. The more staff, the more
time the staff has to take care of the patient. The more staff, the more time the staff has to communicate, one with another, and to
“hand off” critical information. The more staff, the greater the likelihood that the hospital will be clean, secure and wellmaintained. The more staff, the greater the chance that the doctor’s orders will be followed through faithfully and
comprehensively, and that tests will take place and results will be known in a timely manner. People make a difference in hospital
care, and the patient knows that.
Steve:
So the “cost” of new money to the community can be summarized this way: a loss of jobs, much higher hospital prices,
diminished personnel to care for the patient, a change in charitable values, and the necessity for the people of Waterbury to fund
$170 a square foot rent on Park Avenue.
Fred:

Yes.
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Steve:
On top of that, if Waterbury Hospital is added in, it seems that we can count on monopoly pricing and on limitation of services
available to women, and probably on constraints that physicians will feel for generations.
Fred:

Yes.

Steve:
Well, I think that is a pretty good summary and should give public decision-makers pause. This looks like soft concrete - - once
the decision is made, it will be difficult, if not impossible to undo it.
Fred:

Yes.

Steve:
It looks like the Saint Mary’s-LHP transaction is very difficult to swallow, but that adding Waterbury would produce a calamity
for the area. Thank you for participating in this discussion.

Do you have views on this project? We will follow up questions. If we can answer them, we will.
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Appendix II
Staffed Beds per Thousand Population, Connecticut’s Cities With Population Over 100,000
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Staffed Hospital Beds Per Thousand Population, Connecticut Cities With Population Over 100,000
Measurement

St. Mary's Hospital

Waterbury Hospital

Bridgeport Hospital

Saint Vincent's Medical
Center

Staffed Beds
Licensed Beds
Admissions
Census
Outpatient Visits
Births
Total Expense ($000)
Payroll Expense ($000)
Personnel

175
379
11,466
139
231,344
995
180,414
72,465
1,028

214
393
13,058
179
204,323
1,209
210,574
106,429
1,496

373
425
17,567
269
244,474
2,398
336,775
130,488
1,875

376
520
20,555
416
211,015
1,171
320,169
150,764
1,657

2010 City Population
City:
Total Staffed Hospital Beds by City
Staffed Hospital Beds Per 1,000 Population
Total Licensed Hospital Beds by City
Licensed Hospital Beds Per 1,000 Population

110,366
Waterbury
389
3.5
772
7.0

144,229
Bridgeport
749
5.2
945
6.6

Hartford Hospital

St. Francis Hospital and
Medical Center

Hospital of Saint
Raphael

Yale-New Haven
Hospital

Staffed Beds
Licensed Beds
Admissions
Census
Outpatient Visits
Births
Total Expense ($000)
Payroll Expense ($000)
Personnel

565
867
37,231
565
198,729
3,801
800,988
365,410
5,544

566
682
30,223
424
315,237
3,106
570,214
233,027
3,882

406
533
n/r
n/r
n/r
n/r
n/r
n/r
n/r

906
944
50,025
690
365,464
4,482
1,144,823
452,606
7,950

2010 City Population
City:
Total Staffed Hospital Beds by City
Staffed Hospital Beds Per 1,000 Population
Total Licensed Hospital Beds by City
Licensed Hospital Beds Per 1,000 Population

124,775
Hartford
1,131
9.1
1,549
12.4

129,779
New Haven
1,312
10.1
1,477
11.4

Source: for Staffed Beds and Hospital Information, AHA Guide, 2011 Edition, except for Licensed Beds, from OHCA Report 400; for City Population, U.S. Census Bureau

Appendix III
Financial information, summaries, Saint Mary’s and Waterbury Hospitals
Note: All of the information shown in these appendices is drawn from publications of the Office of Health Care Access. OHCA produces a report
each year (hospital fiscal years in Connecticut end September 30) generally by September of the following year.
FY2011 information is available only for the “hospital statement of operations data” shown in the first exhibit, followed by the same information
from FY2010. The FY 2010 information, in turn, is the source of the exhibits showing the relative performance of these two hospitals (and others)
in revenue from operations, net operating expenses and revenue per FTE and expenses per FTE, found as Appendix IV.
The hospital numbers as processed by OHCA are not necessarily identical with the consolidated financial statements of the respective institutions
and their parent corporations. However, for comparability these filings have been analyzed and processed by OHCA all in the same manner.
Therefore, this exhibit uses only excerpts from OHCA publications. The FTE number used in Exhibit III is drawn from the OHCA report for
FY2010 (published in September of 2011), page 89 for Saint Mary’s and 101 for Waterbury.
FY 2011 Hospital Statement of Operations (revenues and expenses)
FY 2010 Hospital Statement of Operations
Five year total margin for hospitals, through FY2010, from OHCA
Hospital liquidity ratios, FY2010, from OHCA
Hospital ratio of cost to charge data, FY2010, from OHCA
Hospital utilization data, FY2010, from OHCA
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Appendix IV
Hospital Revenue and Expense Data Sorted alphabetically, by revenue per FTE, by expense per FTE, by operating deficit per FTE
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FY 2010 Hospital Statement of Operations Data
Study of Saint Mary's and Waterbury Hospitals, sorted alphabetically
Hospital

FY 2010 Revenue from
Operations

FY 2010 Net Operating
Expenses

FTEs

Revenue per FTE

Expense per FTE

Backus
Bridgeport
Bristol
CTCMC
Danbury
Day Kimball
Dempsey
Greenwich
Griffin
Hartford
Hosp. of Central CT
Hungerford
Johnson
Lawrence Memorial
Manchester
Midstate
Middlesex
Milford
New Milford
Norwalk
Rockville
Saint Francis
Saint Mary
Saint Raphael
Saint Vincent
Sharon
Stamford
Waterbury
Windham
Yale-New Haven

274,423,642
366,016,000
132,201,978
198,856,854
481,104,316
103,931,912
255,071,041
300,893,197
121,867,969
932,599,786
379,720,922
108,471,435
61,589,149
321,268,814
176,759,010
200,717,585
334,684,245
79,395,791
91,920,331
340,337,172
69,440,315
616,867,983
206,936,330
491,331,212
366,574,000
51,025,928
457,234,514
236,877,407
89,565,370
1,367,003,000

262,102,283
350,215,000
130,987,633
200,115,623
460,314,702
100,411,939
279,636,521
287,530,757
120,493,484
920,001,155
381,476,536
108,897,163
67,684,735
299,648,936
170,234,748
190,181,772
312,521,510
86,047,738
91,802,230
337,444,501
65,883,977
614,686,051
196,985,263
491,472,461
351,813,000
48,108,598
431,680,034
237,519,576
91,501,818
1,297,936,000

1,542
2,015
873
1,213
2,493
775
1,195
1,462
958
5,648
2,166
713
476
1,893
1,147
986
2,021
524
476
1,727
423
3,589
1,199
3,106
2,020
256
2,052
1,513
603
7,079

$177,955
$181,610
$151,382
$164,006
$192,998
$134,140
$213,449
$205,852
$127,211
$165,120
$175,302
$152,091
$129,471
$169,732
$154,119
$203,609
$165,603
$151,519
$193,313
$197,114
$164,278
$171,901
$172,634
$158,183
$181,463
$199,087
$222,846
$156,551
$148,434
$193,112

$169,965
$173,769
$149,992
$165,044
$184,658
$129,597
$234,005
$196,710
$125,776
$162,890
$176,112
$152,688
$142,284
$158,310
$148,430
$192,921
$154,637
$164,213
$193,065
$195,439
$155,865
$171,293
$164,332
$158,228
$174,156
$187,704
$210,391
$156,975
$151,644
$183,355

Statewide Total

9,214,687,208

8,985,335,744

52,141

$176,727

$172,329

Source: OHCA, FY 2010 Audited Financial Statements Data from Hospital Reporting System Report 185

FY 2010 Hospital Statement of Operations Data
Study of Saint Mary's and Waterbury Hospitals, sorted by revenue
Hospital

FY 2010 Revenue from
Operations

FY 2010 Net Operating
Expenses

FTEs

Revenue per FTE

Expense per FTE

Griffin
Johnson
Day Kimball
Windham
Bristol
Milford
Hungerford
Manchester
Waterbury
Saint Raphael
CTCMC
Rockville
Hartford
Middlesex
Lawrence Memorial
Saint Francis
Saint Mary
Hosp. of Central CT
Backus
Saint Vincent
Bridgeport
Danbury
Yale-New Haven
New Milford
Norwalk
Sharon
Midstate
Greenwich
Dempsey
Stamford

121,867,969
61,589,149
103,931,912
89,565,370
132,201,978
79,395,791
108,471,435
176,759,010
236,877,407
491,331,212
198,856,854
69,440,315
932,599,786
334,684,245
321,268,814
616,867,983
206,936,330
379,720,922
274,423,642
366,574,000
366,016,000
481,104,316
1,367,003,000
91,920,331
340,337,172
51,025,928
200,717,585
300,893,197
255,071,041
457,234,514

120,493,484
67,684,735
100,411,939
91,501,818
130,987,633
86,047,738
108,897,163
170,234,748
237,519,576
491,472,461
200,115,623
65,883,977
920,001,155
312,521,510
299,648,936
614,686,051
196,985,263
381,476,536
262,102,283
351,813,000
350,215,000
460,314,702
1,297,936,000
91,802,230
337,444,501
48,108,598
190,181,772
287,530,757
279,636,521
431,680,034

958
476
775
603
873
524
713
1,147
1,513
3,106
1,213
423
5,648
2,021
1,893
3,589
1,199
2,166
1,542
2,020
2,015
2,493
7,079
476
1,727
256
986
1,462
1,195
2,052

$127,211
$129,471
$134,140
$148,434
$151,382
$151,519
$152,091
$154,119
$156,551
$158,183
$164,006
$164,278
$165,120
$165,603
$169,732
$171,901
$172,634
$175,302
$177,955
$181,463
$181,610
$192,998
$193,112
$193,313
$197,114
$199,087
$203,609
$205,852
$213,449
$222,846

$125,776
$142,284
$129,597
$151,644
$149,992
$164,213
$152,688
$148,430
$156,975
$158,228
$165,044
$155,865
$162,890
$154,637
$158,310
$171,293
$164,332
$176,112
$169,965
$174,156
$173,769
$184,658
$183,355
$193,065
$195,439
$187,704
$192,921
$196,710
$234,005
$210,391

Statewide Total

9,092,819,239

8,864,842,260

51,183

$177,654

$173,200

Source: OHCA, FY 2010 Audited Financial Statements Data from Hospital Reporting System Report 185

FY 2010 Hospital Statement of Operations Data
Study of Saint Mary's and Waterbury Hospitals, sorted by expense
Hospital

FY 2010 Revenue from
Operations

FY 2010 Net Operating
Expenses

FTEs

Revenue per FTE

Expense per FTE

Griffin
Day Kimball
Johnson
Manchester
Bristol
Windham
Hungerford
Middlesex
Rockville
Waterbury
Saint Raphael
Lawrence Memorial
Hartford
Milford
Saint Mary
CTCMC
Backus
Saint Francis
Bridgeport
Saint Vincent
Hosp. of Central CT
Yale-New Haven
Danbury
Sharon
Midstate
New Milford
Norwalk
Greenwich
Stamford
Dempsey

121,867,969
103,931,912
61,589,149
176,759,010
132,201,978
89,565,370
108,471,435
334,684,245
69,440,315
236,877,407
491,331,212
321,268,814
932,599,786
79,395,791
206,936,330
198,856,854
274,423,642
616,867,983
366,016,000
366,574,000
379,720,922
1,367,003,000
481,104,316
51,025,928
200,717,585
91,920,331
340,337,172
300,893,197
457,234,514
255,071,041

120,493,484
100,411,939
67,684,735
170,234,748
130,987,633
91,501,818
108,897,163
312,521,510
65,883,977
237,519,576
491,472,461
299,648,936
920,001,155
86,047,738
196,985,263
200,115,623
262,102,283
614,686,051
350,215,000
351,813,000
381,476,536
1,297,936,000
460,314,702
48,108,598
190,181,772
91,802,230
337,444,501
287,530,757
431,680,034
279,636,521

958
775
476
1,147
873
603
713
2,021
423
1,513
3,106
1,893
5,648
524
1,199
1,213
1,542
3,589
2,015
2,020
2,166
7,079
2,493
256
986
476
1,727
1,462
2,052
1,195

$127,211
$134,140
$129,471
$154,119
$151,382
$148,434
$152,091
$165,603
$164,278
$156,551
$158,183
$169,732
$165,120
$151,519
$172,634
$164,006
$177,955
$171,901
$181,610
$181,463
$175,302
$193,112
$192,998
$199,087
$203,609
$193,313
$197,114
$205,852
$222,846
$213,449

$125,776
$129,597
$142,284
$148,430
$149,992
$151,644
$152,688
$154,637
$155,865
$156,975
$158,228
$158,310
$162,890
$164,213
$164,332
$165,044
$169,965
$171,293
$173,769
$174,156
$176,112
$183,355
$184,658
$187,704
$192,921
$193,065
$195,439
$196,710
$210,391
$234,005

Statewide Total

9,092,819,239

8,864,842,260

51,183

$177,654

$173,200

Source: OHCA, FY 2010 Audited Financial Statements Data from Hospital Reporting System Report 185

FY 2010 Hospital Statement of Operations Data
Study of Saint Mary's and Waterbury Hospitals, sorted by operating deficit or profit
Hospital

FY 2010 Revenue from
Operations

FY 2010 Net Operating
Expenses

FTEs

Revenue per FTE

Expense per FTE

Operating Profit /
(Deficit) per FTE

Dempsey
Johnson
Milford
Windham
CTCMC
Hosp. of Central CT
Hungerford
Waterbury
Saint Raphael
New Milford
Saint Francis
Bristol
Griffin
Norwalk
Hartford
Day Kimball
Manchester
Saint Vincent
Bridgeport
Backus
Saint Mary
Danbury
Rockville
Greenwich
Yale-New Haven
Midstate
Middlesex
Sharon
Lawrence Memorial
Stamford

255,071,041
61,589,149
79,395,791
89,565,370
198,856,854
379,720,922
108,471,435
236,877,407
491,331,212
91,920,331
616,867,983
132,201,978
121,867,969
340,337,172
932,599,786
103,931,912
176,759,010
366,574,000
366,016,000
274,423,642
206,936,330
481,104,316
69,440,315
300,893,197
1,367,003,000
200,717,585
334,684,245
51,025,928
321,268,814
457,234,514

279,636,521
67,684,735
86,047,738
91,501,818
200,115,623
381,476,536
108,897,163
237,519,576
491,472,461
91,802,230
614,686,051
130,987,633
120,493,484
337,444,501
920,001,155
100,411,939
170,234,748
351,813,000
350,215,000
262,102,283
196,985,263
460,314,702
65,883,977
287,530,757
1,297,936,000
190,181,772
312,521,510
48,108,598
299,648,936
431,680,034

1,195
476
524
603
1,213
2,166
713
1,513
3,106
476
3,589
873
958
1,727
5,648
775
1,147
2,020
2,015
1,542
1,199
2,493
423
1,462
7,079
986
2,021
256
1,893
2,052

$213,449
$129,471
$151,519
$148,434
$164,006
$175,302
$152,091
$156,551
$158,183
$193,313
$171,901
$151,382
$127,211
$197,114
$165,120
$134,140
$154,119
$181,463
$181,610
$177,955
$172,634
$192,998
$164,278
$205,852
$193,112
$203,609
$165,603
$199,087
$169,732
$222,846

$234,005
$142,284
$164,213
$151,644
$165,044
$176,112
$152,688
$156,975
$158,228
$193,065
$171,293
$149,992
$125,776
$195,439
$162,890
$129,597
$148,430
$174,156
$173,769
$169,965
$164,332
$184,658
$155,865
$196,710
$183,355
$192,921
$154,637
$187,704
$158,310
$210,391

($20,557)
($12,814)
($12,695)
($3,209)
($1,038)
($810)
($597)
($424)
($45)
$248
$608
$1,391
$1,435
$1,675
$2,231
$4,543
$5,689
$7,307
$7,840
$7,990
$8,302
$8,340
$8,413
$9,142
$9,757
$10,688
$10,966
$11,382
$11,422
$12,455

Statewide Total

8,898,027,018

8,638,014,488

50,470

$176,303

$171,151

$5,152

Source: OHCA, FY 2010 Audited Financial Statements Data from Hospital Reporting System Report 185
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Hospital Compare, Median Medicare Payments to Hospitals, 2010, from HHS
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Hospital Compare, Median Medicare Payments to Hospitals, 2010
DRG

Description

Charlotte
Hungerford
Hospital

Danbury

Griffin Hospital

Saint Mary's
Hospital

St. Raphael's

Waterbury
Hospital

192

Chronic Obstructive Pulmonary Disease without
Complications and Comorbidities/Major
Complications and Comorbidities (w/o CC/MCC)

4,810

5,368

5,385

5,785

5,618

5,482

193

Simple Pneumonia and Pleurisy w MCC

9,638

10,757

10,782

11,592

11,258

10,976

237

Major Cardiovascular Procedures w MCC or
Thoracic Aortic Aneurysm Repair

Not available

38,885

Not available

40,663

39,428

38,500

247

Percutaneous Cardiovascular Procedure with
Drug-Eluting Stent w/o MCC

Not available

14,305

Not available

15,416

14,991

14,619

282

Acute Myocardial Infarction w/o CC/MCC

5,328

6,117

5,337

6,593

6,402

6,252

293

Heart Failure and Shock w/o CC/MCC

4,522

5,192

5,207

5,595

5,441

5,298

313

Chest Pain

3,620

4,046

4,055

4,364

4,237

4,125

355

Hernia Procedures Except Inguinal and
Femoral, w/o CC/MCC

Not available

7,390

7,414

7,942

7,744

7,541

419

Laparoscopic Cholecystectomy w/o CC/MCC

7,598

8,479

8,507

9,152

8,886

8,666

470

Major Joint Replacement w/o MCC

13,818

15,421

15,471

16,619

16,160

15,760

473

Cervical Spine Fusion w/o CC/MCC

13,388

14,994

15,031

16,152

15,686

15,263

637

Diabetes w MCC

8,790

9,957

9,985

10,695

10,413

10,155

714

Transurethral Prostatectomy w/o CC/MCC

4,146

4,761

4,776

5,139

4,986

4,862

Source: CMS Hospital Compare, http://www.hospitalcompare.hhs.gov, accessed Febuary 2012

Hospital Compare, Median Medicare Payments to Hospitals, 2010
DRG

Description

Yale-New Haven
Hospital

Average

Saint Mary's
Above /(Below)
Average

Waterbury
Above/(Below)
Average

Waterbury
Above/(Below)
Saint Mary's

192

Chronic Obstructive Pulmonary Disease without
Complications and Comorbidities/Major
Complications and Comorbidities (w/o CC/MCC)

6,716

5,595

190

(113)

(303)

193

Simple Pneumonia and Pleurisy w MCC

13,458

11,209

383

(233)

(616)

237

Major Cardiovascular Procedures w MCC or
Thoracic Aortic Aneurysm Repair

47,131

40,921

(258)

(2,421)

(2,163)

247

Percutaneous Cardiovascular Procedure with
Drug-Eluting Stent w/o MCC

17,897

15,446

(30)

(827)

(797)

282

Acute Myocardial Infarction w/o CC/MCC

7,654

6,240

353

12

(341)

293

Heart Failure and Shock w/o CC/MCC

6,496

5,393

202

(95)

(297)

313

Chest Pain

5,058

4,215

149

(90)

(239)

355

Hernia Procedures Except Inguinal and
Femoral, w/o CC/MCC

9,231

7,877

65

(336)

(401)

419

Laparoscopic Cholecystectomy w/o CC/MCC

10,608

8,842

310

(176)

(486)

470

Major Joint Replacement w/o MCC

19,293

16,077

542

(317)

(859)

473

Cervical Spine Fusion w/o CC/MCC

18,721

15,605

547

(342)

(889)

637

Diabetes w MCC

12,451

10,349

346

(194)

(540)

714

Transurethral Prostatectomy w/o CC/MCC

5,957

4,947

192

(85)

(277)

Average of totals

230

(401)

(631)

Source: CMS Hospital Compare, http://www.hospitalcompare.hhs.gov, accessed Febuary 2012

Appendix VI
DRG Methodology, by Henry Dove, Ph.D., used with permission
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Exhibit
Medicare hospital inpatient payment overview (DRGs)
By Henry Dove, Ph.D.
Henry G. Dove, Ph.D.
Casemix Consulting, LLC
Lecturer, Yale University Health Mgmt. Program
Medicare established the inpatient prospective payment system (IPPS) to provide payment to hospitals for the treatment of Medicare beneficiaries
in the hospital inpatient setting. Under the IPPS system, each hospital inpatient stay is assigned to a DRG based on the patient's characteristics and
the procedures performed during his or her inpatient stay. Medicare then pays the hospital a prospectively determined amount that is associated
with the DRG selected.
Each case is assigned to a DRG according to:
•
•
•
•
•

Patient's diagnoses (identified by ICD-9-CM diagnosis codes)
Procedures performed (identified by ICD-9-CM procedure codes)
Complications and comorbidities that occurred during the stay (identified by ICD-9-CM diagnosis codes)
Patient demographics (age and sex), and
Patient discharge status (alive, deceased, discharged, or transferred for further treatment)

Beginning October 1, 2007, Medicare expanded the number of DRGs to 745 in order to better reflect the severity of cases within particular DRGs.
The resulting DRGs are termed Medicare severity DRGs, or MS-DRGs. Individual cases may be assigned to a DRG reflecting greater severity on
the basis of whether the patient exhibits one or more of an extensive list of complications and comorbidities (CCs) or major complications and
comorbidities (MCCs).
The MS-DRG payment amount is an all-inclusive, fixed payment that is intended to cover practically all of the facility's services during the
hospital stay. A hospital receives only one MS-DRG payment for all covered services; the hospital must accept this payment as payment in full.
Payment for virtually all drugs, devices, and supplies is included in the MS-DRG payment amount. Exceptionally high-cost cases may qualify for
outlier payments. Additionally, services of physicians are not included in the MS-DRG and are paid separately.
Private payers and some Medicaid programs may provide coverage and reimbursement for patients under DRG-like systems which provide a
single bundled payment for each inpatient stay.

1

From DRGs to MS-DRGs
Prior to Oct. 1 the CMS DRG classification system was the most widely utilized system for classifying acute care inpatients and measuring case
mix. The implementation of MS-DRGs is a major change. CMS moved to MS-DRGs in response to recommendations by the Medicare Payment
Advisory Commission (MedPAC). In a 2005 report, MedPAC recommended that the Medicare DRG system be revised to take into account
severity of illness. The MS-DRGs will enable CMS to provide greater reimbursement to hospitals serving more severely ill patients. Hospitals
treating less severely ill patients will receive reduced reimbursement. Using the previous DRG system and their own severity DRG research as a
model, CMS developed the new MS-DRG system. Development of the MS-DRGs involved a complete revision of the complication and
comorbidity (CC) list. CMS preformed a comprehensive review of all diagnosis codes to determine which codes should be classified as CCs when
present as a secondary diagnosis. CMS then categorized these diagnosis codes into the different severity levels described below. CMS also
consolidated the CMS DRGs into a new set of base DRGs and then divided each into severity subclasses or MS-DRGs.
Revisions to CC List
The CC list has been completely revised for MS-DRGs. The MS-DRG CC list is a very different list than the CMS DRG CC list. Under CMS
DRGs, a CC was defined as a secondary diagnosis that increased the length of stay by at least 1 day for 75 percent of the cases. Under MS-DRGs,
CMS identified those diagnoses whose presence as a secondary diagnosis leads to substantially increased hospital resource use. They then
categorized this CC list into three different levels of severity as follows:
•
•
•

Major complications or comorbidities (MCCs) reflect the highest level of severity. MCCs are new under MS-DRGs. Examples: 348.39,
Encephalopathy, NOS, and 707.07, Decubitus ulcer, heal
CCs represent the next level of severity. Examples: 344.1, Paraplegia, NOS, and 707.09 Decubitus ulcer, other site
Non-CCs are at the lowest level of severity. Non-CCs are diagnosis codes that do not significantly affect severity of illness and resource
use and do not affect DRG assignment. Examples: 428.0, Congestive Heart Failure, NOS; 427.31, Atrial Fibrillation; and 496, Chronic
Airway Obstruction, NEC

The MS-DRG System
The MS-DRG system consists of 745 MS-DRGs compared to the previous 538 CMS DRGs. As with CMS DRGs, one MS-DRG is assigned to
each inpatient stay. The CMS DRGs are assigned using the principal diagnosis and additional diagnoses, the principal procedure and additional
procedures, age, sex and discharge status. MS-DRGs use the same information; however, they do not take age into consideration. There are no
MS-DRGs with the terminology of "Age 0-17" or "Age Greater than 17" in their titles. The CMS DRGs with age splits were incorporated into the
MS-DRGs for the related conditions. Diagnoses and procedures assigned by using ICD-9-CM codes still determine the MS-DRG assignment.
Accurate and complete ICD-9-CM coding by coding professionals is even more essential for correct MS-DRG assignment and subsequent
reimbursement. The Major Diagnostic Categories (MDCs) have not changed with the implementation of MS-DRGs. With some exceptions, all
principal diagnoses continue to be divided into one of 25 MDCs that generally correspond to a single organ system.
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