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conducted by the Graduate Program in Hospital Administration and Center for Health
Administration Studies of the Graduate School of Business, University of Chicago, was
held at the Center for Continuing Education on the University of Chicago’s campus on
May 28-30, 1980. These symposia are a reflection of the strong concern of the Graduate
Program in Hospital Administration with complex current issues in health care
management.
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Alumni Association because of its relevance in this period of changing environment for
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ment.
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Introductory Remarks
RONALD M. ANDERSEN, CHAIRMAN

The Twenty-second Annual George Bugbee Sym-
posium on Hospital Affairs convened at 9:00 A.M.
Thursday, May 28, 1980, in the Assembly Room of the
Center for Continuing Education at the University of
Chicago, with Ronald Andersen, professor of the Grad-
uate School of Business, University of Chicago, presid-
ing as chairman.

I would like to welcome you to the Twenty-second
Annual George Bugbee Symposium on Hospital
Affairs, sponsored by the Graduate Program in Hospi-
tal Administration and the Center for Health Adminis-
tration Studies of the Graduate School of Business of
the University of Chicago. The symposium’s program is
developed jointly by the Council of the Alumni Associa-
tion, headed this year by Dick Johnson, and the faculty
of the program, headed by Odin Anderson, director of
the Graduate Program in Hospital Administration and
the Center for Health Administration Studies.

It is a special pleasure to call this session to order. As
many of you know, at a recent Alumni Association
meeting our symposium was named in honor of George

Bugbee. He served as director of the graduate program
from 1962 to 1970, following an outstanding careeras a
hospital administrator and executive director of the
American Hospital Association. George has continued
to be a mainstay of our program; I would like to
mention in particular his continual involvement in our
hospital survey for the second-year students in the
hospital administration program.

As Joel May pointed out while making the award to
George, it seems most appropriate that our symposium
should be named in his honor because he has had so
much to do with its development, following its initiation
by Ray Brown in 1958. George’s educational philosophy
embodies what we have striven for in the symposium
over the years. First, we have attempted to explore the
significant issues in the management of health services
delivery. In addition, to better understand these issues,
we have made efforts to combine the experiences of
practitioners in the health services with the findings of
health services research. Finally, in dealing with the
problems of our field we have tried to maintain both a
healthy pragmatism, given our current knowledge, and
a willingness, in fact a desire, to alter positions as we
learn more and as the needs of the field change.



The Health Services as a Continuous Growth Enterprise

ODIN W, ANDERSON

CHAIRMAN ANDERSEN: Our leadoff speaker is Odin
Anderson, and even if he were not responsible for
developing the program, I think he would still be a very
appropriate leadoff speaker. I'm not going to go into
Odin’s qualifications; if you are not impressed by them
by now, there is nothing I can say that will change that.
However, I would like to share with you one of his
recent honors.

Two years ago the Medical Sociology Section of the
American Sociological Association inaugurated a
distinguished medical sociologist award, an award
given to a person whose career has contributed signifi-
cantly to the development of medical sociology and
health services research. Odin will receive this award at
the August 1980 meeting of the American Sociological
Association.

Our title today, “Managing for Growth and Future
Expansion,” is a rather optimistic one, and Odin will let
us know if, in his view, this optimistic title is warranted.

ODIN W. ANDERSON: Thank you very much.
AlthoughIwas the program chairman, there seemed to
be a consensus in the committee with which I was work-
ing that I should lead off, and so I humbly followed the
mandate. I was drafted—but not too reluctantly.

I want to give you some idea of the tremendous
momentum that has existed in the health field for a long
time, a momentum which has its own generating power.
Thus I have titled my discussion, “The Health Services
as a Continuous Growth Enterprise.” Although Ron
called that optimistic, the health services in the United
States have actually been a growth enterprise for at least
100 years. As one reviews this growth in the context of
the expansion of the economy and medical technology,
one senses a tremendous momentum welcomed by the
country as a sign of progress toward the alleviation and
cure of the many ills of humankind.

The health services takeoff period started in 1950 as
they absorbed the burgeoning chemotherapeutic and
technological developments made up to that time. The
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acceleration of health services’ use and prices became
visible in the later sixties and early seventies.

It is only during the last five years that this momen-
tum has begun to be questioned, but so far no really
serious attempt has been made to curb it. During the
past five years one set of controls after another has been
instituted with, as yet, no results in terms of slowing this
momentum. We seem to be facing a situation of
continuous expansion well into the future. Let me give
you my impressions about why this is so by indulging in
a brief history of the American health services’ stages of
development.

The development of the health services in America as
well as in other industrialized countries may be divided
into three periods. For the United States, the first
period extended from 1875 to 1930; the second, from
1930 to 1965; and the third, from 1965 to the present.

Briefly put, the period from 1875 to 1930 was one in
which the personal health services infrastructure was
put in place. By the twenties the American health
services delivery systems assumed the basic character-
istics we know today: voluntary hospitals, supple-
mented by public hospitals; private practicing physi-
cians, who rapidly made arrangements with the
voluntary hospitals for the admissions of their patients
but who also maintained office practices; dentists with
independent office practices and a few dental surgeons
with hospital arrangements; nurses, who became
largely hospital based; and the pharmacists, who contin-
ued their long-established independent drug stores.
This health care delivery system was essentially pri-
vately supported. Voluntary hospitals had been capital-
ized by philanthropists and were products of the
tremendous industrial expansion of the late nineteenth
century which resulted, in the minds of such philan-
thropists, in an economic surplus available for “good
works.” Voluntary hospitals also depended on commu-
nity fund drives for capital. In the early twenties it was
estimated that roughly two-thirds of the daily expendi-
tures of hospitals came from private patients; the rest
came from philanthropy and state and local govern-
ments.



By 1920 or so the parallel public health departments,
the U.S. Public Health Service and the state and local
health departments, were in place to control commu-
nicable diseases and to assure a salubrious environ-
ment. Mental hospitals funded by the states and, to
some extent, the counties were established a little earlier
to take the mentally ill off the streets and from their
families. When communicable diseases were no longer
the leading causes of death, it seems that the exciting
developments, from the standpoints of the public, the
hospitals, and physicians, were in the acute and curative
sectors of the total health services.

The surgeon-entrepreneurs made the first arrange-
ments with the hospitals for admission privileges, but by
1914 physicians in general medicine did the same in
increasing numbers, and by the thirties more and more
obstetricians were hospitalizing their maternity
patients. The physicians and dentists were, and are,
essentially privately practicing entrepreneurs responsi-
ble for their own capital funding of their offices, and
they earned their living from fees. No industrialized
country was able—or perhaps willing—to support a
personal health service from private philanthropy,
community fund raising, and fees. The very conception
was lacking. Care for the poor was a residual of the
system. The American health services became essen-
tially private because this country had a broad-based
mass purchasing power unequaled by any other country
at the time. I believe that this particular heritage
harbored an entrepreneurial characteristic and an
emphasis on convenience of access and amenities which
reflected the flourishing economy and a concept of
limited government. Government ownership and regu-
lation were nonissues.

A few statistics illustrate the rapid growth to which 1
have been referring. In 1875, when the U.S. population
was about 50 million, there were 178 hospitals, probably
around 71,000 beds or 1.42 beds per 1,000 people, and
an admission rate of less than four per 1,000. Physicians
were in good supply, largely because of the state of the
art. Nurses were few because of few hospitals. Pharma-
cists did not have an easy time of it because the
physicians usually dispensed their own medicine;
consequently, the corner drugstores added ice cream
parlors and carbonated beverages. Other supporting
personnel, such as laboratory technicians and dieti-
cians, were virtually nonexistent.

All this changed with the advent of anesthesia, which
made surgery painless, and antisepsis, which made the
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hospital environment less conducive to postoperative
infections. By 1910, thirty-five years later, there were
4,400 hospitals and over 420,000 beds or 4.7 beds per
1,000. The number of physicians, relative to the number
of people, remained quite constant, but the number of
nurses increased dramatically. Hospital directors began
to ride a cost escalator. The complaints of hospital
administrators of those days are similar to the com-
plaints of their counterparts today; in fact, the addresses
to the annual meetings of the American Hospital Asso-
ciation at that time, around 1900 to 1910 or 1914,
feature problems familiar to the hospital administrators
of today: physicians clamoring for new and expensive
technology, such as equipment for roentgenology and
sparkling operating theaters; the need to improve the
system and maintain standards while at the same time
holding down costs; and so forth.

Nevertheless, the health services prospered, as meas-
ured by growth in relation to population increase. By
1920, there were over 6,000 hospitals and 800,000 beds,
or 7.7 beds per 1,000. Services increased greatly, and
there was about the same proportion of doctors to
people. In 1923 it was estimated that the admission rate
to hospitals was thirty-eight per 1,000, with an average
length of stay of thirteen days.

It should be noted that there were in essence no
third-party payers except for the reluctant philanthro-
pists and governments who funded care for the poor at
reduced rates. From 1900 there were sporadic com-
ments regarding the burden of costs for increasingly
expensive episodes: “The rich and the poor get care, but
the broad middle class must suffer,” went the refrain.
An expression of this was the abortive attempts in
sixteen states from 1916 to 1918 to exact compulsory
health insurance legislation. Voluntary health insur-
ance, as we know it today, was nonexistent.

I1

I describe the period from 1930 to 1965 as the era of
the emergence of the third party. There was anecdotal
information that self-supporting families were having
difficulty paying for unexpected hospital and medical
bills. The number of families with such difficulties was
increasing because of the changing nature of medical
practice and technology. From 1928 to 1931, the studies
by the Committee on the Costs of Medical Care, funded
by six foundations, established for all time the uneven
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nature of health services expenditures for families in a
year. The insurance concept was born and with it an
engine of rather easy money for the health services en-
terprise. For forty years—say, 1935-75—the hospitals
and physicians were paid virtually what they charged.
The atmosphere was a free and easy one, as was true of
the entire economy after World War II started for the
United States in December 1941. Added to that was a
government decision which encouraged employer
participation in paying for the health insurance premi-
ums of its covered employees, premiums which were tax
deductible as a business expense and were not regarded
as part of wages. Furthermore, this was a nontaxable
subsidy for the employees. The money pot in the
expanding U.S. economy was seemingly inexhaustible,
and no one—the employee, the employer, the govern-
ment, or the taxpayer—could determine what his
individual and personal cost or cut might be. By 1965,
about 75 percent of the population had some form of
voluntary health insurance.

In that year Medicare and Medicaid were established
by an act of Congress after a protracted and intensive
political debate which allowed another 20 million
people, or 13 percent of the population, relatively
unrestricted access, at least as far as payment was
concerned, to the personal health services enterprise.
Cost controls were not considered, at least not seri-
ously, during this second period; the prevailing policy
was, pay hospitals costs or charges, whatever is lower,
and to physicians, pay the customary and reasonable
fees, with no negotiated fee schedules. The only concern
was fraud. There were no incentives for cost contain-
ment because the economic and political climates were
not conducive to cost containment as an end in itself.
Increased access and equality of access across famiy
income levels were the primary objectives.

Thus, by the end of the sixties and beginning of the
seventies we saw the health services economy begin to
take a leap in expenditures relative to the rest of the
economy. When overall expenditures in health services
began to increase 10 percent per year and hospital costs
increased 15 percent, politicians, civil servants, indus-
try, and labor unions, the big buyers of services, began
to be concerned, but the users of health services were
not. Users wanted more and better insurance coverage.

It is apparent from the foregoing that after 1965 we
entered another and third stage in the development of
the health services enterprise in the United States. This
stage became inevitable as health services allocations
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began to compete with other allocations by government
and industry, the primary buyers of services. So far, at
least, insurance agencies are not buyers of services; they
are mainly payment agencies. But they were also
becoming concerned.

Until the thirties, no one knew what total health
services expenditures were. Butin 1929 the Department
of Commerce began assembling national expenditure
and use data for the health services and their compo-
nents. At that time also, the concept of and method of
measuring the GNP were developed, so health services
expenditures could be compared with the GNP. Thus
we now have available to us a detailed history of the
trends in health services use and costs.

The use of hospitals increased from ninety admissions
per 1,000 population in the thirties to 150 twenty years
later. The proportion of the population seeing physi-
cians at least once a year increased from 40 percent to
65-75 percent during the same period. There was a
greater equalization of access to, and consequently
greater use of, health services among various income
groups. Access to maternity services by first pregnancy
trimester expanded and equalized across income classes.
The increases in the supply of hospital beds and
physicians and the tremendous financing engines from
government and voluntary health insurance were ingre-
dients for an expenditure take off which became evident
shortly after the establishment of the Medicare and
Medicaid programs.

ITI

The third period is marked by the emergence of
intrusive management and general controls on the
system. I think that in previous years, management was
mainly facilitative in an environment with few financial
constraints. In the future, management will be directly
interventionist, allocating resources in an environment
characterized by pervasive planning (PL94-641) and
controls on use and supply.

For this audience I hardly need to describe in any
detail the control systems that are more or less in place
within which managers are supposed to bargain, plead,
and fight for their hospitals and medical consortia. The
criteria are understandably unclear because criteria of
supply and use, and consequently overall expenditures,
have no reference point in an input-output sense.
Hence, the levels of supply, use, and expenditures have
become completely politicized. The equilibrium to be
reached among supply, demand, and expenditures is



now pretty much in the political bargaining market
rather than in the largely private nongovernmental
market which existed before the Planning Act, Profes-
sional Standards Review Organizations (PSR Os) certifi-
cate of need (CON), and rate-review regulatory meth-
ods. The Planning Act is designed mainly for consumer
influence on the determination of need in local areas
with a scarcity of providers. Since the health service
agencies are planning agencies only and have no money
to buy services, I believe their tendency is toward expan-
sion, federal criteria notwithstanding. There are now
over 200 health services planning areas in the fifty states.

Let us take an overall systems approach to the
American health services to determine the sources and
destinations of expenditures and the choice of controls
on supply, price, and use of services. The description of
the current possibilities for controls will probably be the
same for some time, with the possible exception of
increased government funding in the event of some
form of national health insurance and its implication
for increasing government leverage on financing and
reimbursement methods.

Currently the medical dollar is divided among service
components as follows: hospital, 40 percent; physician,
20 percent; drugs and sundries, 8 percent; dental, 6
percent; nursing homes, 8 percent; and all other, 16
percent (total for United States for one year: $200
billion.). It is estimated that annual expenditures now
average about $800 per capita. Because hospitals
account for the largest portion of expenditures (40
percent of the medical dollar), hospitals get the most
attention when it comes to the curbing supply, use, and
price. However, doctors (and patients) also deserve
scrutiny but rarely receive it because of fear of directly
confronting the physicians. Thus the hospital manager
has control of possibly only one-half the expenditures,
the so-called hotel expenditures. The physician is the
primary decision maker, determining the expenditure
of around 80 percent of the total health dollar (or
roughly $300,000 per practicing physician); attempts
are made to rationalize the physician’s position through
the PSRO mechanism.

Currently, around 40 percent of all expenditures
come from government sources and 60 percent come
from private sources—insurance and out-of-pocket
payments. Thus government, in its contracting and
reimbursement methods, has the potential to influence
40 percent of all expenditures. However, let us look ata
more detailed breakdown of the payment sources for
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the entire system in order to get a rough idea of the
potential leverages on expenditures. The current distri-
bution is 40 percent government (28 percent federal and
12 percent state and local), 28 percent voluntary health
insurance, and 30 percent out-of-pocket payments.
(This leaves 2 percent from philanthropy.) The federal
leverage is mainly through Medicare, a completely
federal responsibility. The federal government contrib-
utes a little over one-half of the expenditures for
Medicaid; the state and local governments provide the
rest.

Because over one-half of the hospital income is from
public funds for Medicare and Medicaid, the greatest
potential government influence is on the hospitals. On
the average, only 24 percent of a physician’s income is
from government sources, mainly, I assume, for inpa-
tient services. While 6 percent of the hospital income is
from out-of-pocket sources, that source provides 39
percent of a physician’s income. To some undetermined
extent, there are controls on the consumer through
deductibles and co-insurance.

Can expenditures be contained by the system I have
described? Is it still “riotous pluralism,” as an English-
man called our health services some years ago, or are we
moving toward a more structured pluralism within
which the rules for initiative and control are spelled out
and the adversaries—the public, providers, insurance
agencies, and government—can square off and evolve a
variation of patterns of health services and delivery
methods more or less congruent with local conditions?
This method, I believe, is inherently expensive, but
unless there is a looseness (wastefulness?) in the system,
any reduction of supply of services that produces
queues and limited choices will result in many Ameri-
cans opting for a flourishing private system.

Will the health services continue to expand? My guess
is, yes, but not in the same way as they have during the
last thirty years. The health field will continue to be
inherently expansive, for reasons I will describe in due
course. Managerial staff will assume more importance
than it has previously held so that this expansion can be
directed with much better knowledge of demand and
need in the service areas, with more sophisticated skills
for dealing with essentially political issues and forces,
and with much greater skill in dealing with the medical
profession. For its part, the medical profession will need
to develop much greater skill in dealing with manage-
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ment on behalf of the patient. The manager is advocate
for and custodian of community resources; the physi-
cian is the advocate for and custodian of the individual
patient. The inherently adversary relationship between
physicians and health services managers will need to be
more structured and codified than it has been up to
now. The manager and the physician will have to learn
how to contend with the increasingly corporate charac-
teristics of the health services industry while they try to
preserve the humane characteristics of the essentially
one-to-one relationships of a personal service. They will
have to construct an administration peculiar to the
personal health services and not be overdependent on
the industrial and business models, for the health
services deal with sick people to whom money is of no
concern, while industry and business deal with healthy
people who presumably make rational, cost-effective
decisions as they buy and sell commodities and services.

To show what an accurate prophet Iam: In 1967 I was
invited by the American Institute of Planners to contrib-
ute a position paper on the state of the health field for
the next fifty years; I was to forecast expenditures based
on trends already present. I predicted that by 1980 this
country would be spending 9 percent of its GNP for
health services. We are there. Members of the panel
which discussed my paper were distressed with my
predictions and challenged their validity, given my
assumption that Americans would want to continue to
spend a relatively large sum of money for health
services. However, at the same time I predicted that the
expenditures would stabilize at 9 percent; now I wish to
revise my estimate upward: It will be 12 percent by—or
before—1988.

In this I am helped considerably by recent estimates
by the staff of the Health Care Financing Administra-
tion (HCFA),! an agency which I would assume would
prefer to be conservative in its estimates so as not to
frighten Congress unduly. Still, on the basis of the
following assumptions, they predict continuing expan-
sion:

1. Percapita use of medical care will continue to grow in
accordance with historical relationships and trends.

2. No mandatory cost containment program will be in
effect.

3. No major new publicly financed program of medical

IMark Freeland, George Calat, and Carol Ellen Schindier, “Projec-
tions of National Health Expenditures, 1980, 1985, and 1990.” Health
Care Financing Review | (Winter 1980): 1-27.

é

care, such as national health insurance, will be in
effect.

4. There will be no major technological breakthrough
in treatment of acute and chronic illnesses which
would significantly alter patterns of morbidity and
mortality.

5. Medical care prices will vary with a consumer price
index for all items, according to relationships estab-
lished in the historical period.

6. Health manpower will increase in accordance with
the projections made by the Bureau of Health
Manpower.

7. Population will grow in accordance with projections
of the Office of the Actuary, Social Security Admin-
istration.

8. The CPI and the GNP will grow in accordance with
the Office of Management and Budget projections
through 1985. Annual percent age changes for 1986
to 1990 are assumed equal to the 1984 to 1985 percent
age changes.

9. Benefit outlays for Medicare and Medicaid through
1985 will grow in accordance with projections made
by the Divisions of Medicare and Medicaid Cost
Estimates in the HCFA Projections for 1986 to
1990.2

Freeland, Calat, and Schindler assume only one
scenario—the continuation of current trends and
relationships. They note that projections could also be
made for alternative scenarios, such as national health
insurance or cost containment versus the emergence of
significant price competitions in the health care indus-
try. The authors feel that “in the absence of evidence to
the contrary, the most reasonable assumption. .. is that
current trends and relationships will continue into the
future.”?

For 1980, the estimated total expenditures are $245
billion (compared with $75 billion in 1970) and per
capita expenditures, $1,078 (compared with $395 in
1970). It is estimated that in 1990, expenditures in the
health services will amount to 11.5 percent of the GNP
(compared with 7.6 percent in 1970). Last year, after
having been in Sweden, I predicted privately that the
expenditures would go up to 12 percent of the GNP
within ten years. Here are my reasons:

As I said, the controls or regulatory mechanisms for

2]bid.
3bid.



the health services delivery system—the Planning Act,
PSROs, CON, and rate review—are in place. Thus we
have a regulated health services delivery system which
has the potential to evolve into a public utility, that is, a
monopoly as a sole supplier of health services and
goods, analogous to the telephone, gas, and electricity
companies. It is an easy way to go, and the health
services in many other countries are developing in this
way. However, a countertrend to monopoly—one which
is being discussed and debated more and more these
days—is competition, structuring the pluralism of the
current delivery options. The health maintenance
organization (HMO) is regarded as the spearhead of
this concept and is receiving renewed support from
government funds for that purpose. This is the only
country which has the setting and the potential to try
out competition, rather than the regulatory and the
public utility models, as a means of increasing efficiency
and containing costs. Even so there has to be a certain
amount and type of regulation to establish a framework
for fair competition.

I believe that there are fundamental forces and desires
which will push toward expansion of the health services
regardless of the delivery models—monopolistic or
competitive, regulated or unregulated—that may pre-
dominate. Even in a competitive model the costs will
have no particular reference to what a scientifically
established cost might be. Although one model may
deliver a range of services at a lower cost than another
model, the lower cost may still be regarded as excessive.
Consumer sovereignty will not be allowed to hold sway,
particularly if there is enacted a fairly comprehensive
form of compulsory national health insurance as a
result of which health services will be competing directly
with a range of government programs and priorities.

Here are the factors, given in order of their estimated
impact, that will tend to increase the demand and
expenditures for personal health services in the future.

1. The quality imperative: This is a term borrowed
from Robert Havighurst, by which he means that the
medical profession and the hospital administrators will
threaten to lower quality of services (aside from ameni-
ties) if appreciable retrenchments are mandated. The
physicians are in control of quality determinations in
their professional judgments. The PSROs are run by
physicians according to implicit rather than explicit
group norms; such norms can be lowered or raised by
professional consensus.

2. The technological imperative: All evidence points
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to increased and expensive medical technology which
requires additional operating staff. Proper distribution
of this technology in order to prevent duplication will
not reduce the increased expenditures but will simply
slow the pace of increase. Sophisticated surgery (e.g.,
microsurgery) will increase, as will the portion of the
population which will not ask for arterial bypass
surgery, dialysis, and a host of other procedures and
technologies (including those yet to be developed).

3. The aging population: As more and more people
live longer, we have to contend with more and more
illnesses, especially chronic diseases and ills accompa-
nying old age.

4. Equalization of access to services: This has
improved, as I indicated earlier,but there is still a lot to
be done in terms of access by severity of medical
condition and residence. It does not seem reasonable to
assume that access will be limited for upper-income
groups as it is expanded for lower-income groups;
rather, the trend is to increase the access for those at the
bottom without decreasing it for those at the top.

5. Primary and preventive care and treating the
whole person: The increasing emphasis on primary and
preventive care and on treating the physical and psycho-
logical aspects of a person will tend to increase the use of
our health services.

6. Physician supply: The physician supply is increas-
ing, and, to paraphrase Roemer’s Law, a physician
present will be a physician sought—and bought. We are
not quite sure what the saturation point for physician
services may be.

7. Compliance with physicians’ orders: Studies on
patient compliance with physicians’ orders, especially
routines for prescribed drugs, reveal that a great
number of patients do not follow orders. The assump-
tion is made that patients should be good patients, they
should comply. Increased compliance will probably
result in increased expenditures.

8. Dental services: By all standards, dental services
are notoriously underused. Increased use of dental
services to maintain mouths full of teeth, natural or
artificial, will increase costs.

9. The convenient- and fast-service imperative:
Perhaps another factor which will increase health
services’ use and expenditures is the peculiarly Ameri-
can characteristic which I call the convenient- and fast-
service imperative. Less waiting and more convenient
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access—not to mention more amenities—have been
expected much more in this country than elsewhere.
This expectation will continue, and if we have a
comprehensive national health insurance plan with its
inevitably inadequate financing and queuing, there
will be an expansion of an affluent private sector which
will assure a high expenditure level from private and
even public funding sources.

10. The hospice movement: A finalfactor in my list,
and in reality as well, is the emerging hospice move-
ment. This has resulted in the development of special
accommodations and specialties for those who are
dying, usually as a result of cancer. Presumably these
patients will be removed from expensive acute hospitals,
but here we may have at best a cost exchange rather
than a cost cut. A new specialty would seem to add new
expenditures.

After this somewhat overwhelming list of factors
increasing the demand for and costs of health services,
can we locate any countertrends which may help to
reduce expenditures for health services by reducing
demand?

1. Improved life-styles: A popular trend today is the
allegedly healthier life-style characterized by more
exercise, proper diet, and general moderation in habits.
There is evidence that mortality from heart attacks has
begun to drop, but this probably leaves more survivors
with chronic conditions. It is not known whether the
run-for-your-life movement, part of this life-style
change, will result in decreased health services expendi-
tures. I understand, however, that orthopedists are
getting much more business.

To continue with life-styles: Smoking, alcoholism,
and drug addiction still appear to be inherent in the
human condition, unless there would be a religious
movement which would change behavior. Judging by
the patterns of causes of death among Mormons, it
apparently would help if we became converts to that
religious denomination.

2. Medical self-help: The concept of self-help is
getting increased attention; it does not literally mean
“help yourself,” but one aspect of it involves learning
more about one’s own body and symptoms and practic-
ing some self-treatment, including self-medica-
tion. For years I have been wondering about the
usefulness of a Doctor Spock for adults. It seems that
respiratory symptoms from the neck up, which are
generally self-limiting, do not need a physician’s atten-
tion but, rather, require forbearance and endurance by
the patient. Respiratory symptoms from the neck up
account for 15 percent of the visits to the physician. A
reduction in such visits could produce appreciable
savings. However, human beings are able to invent or
discover new ailments for professional attention as
other ailments are reduced or eliminated.

If the health services delivery system is to respond to
apparent demand, the expenditures must go up. If it is
not to respond to demand, the result will be a decrease
in the supply of services and queuing. In a largely
publicly funded system it is possible to reduce expendi-
tures provided there is a docile public, but in this country
a large minority will opt for an affluent private sector.
Nevertheless, skillful management will be necessary to
justify health services costs, if not to reduce them.



Fork in the Road: Competition and Regulation

RICHARD W. FOSTER

CHAIRMAN ANDERSEN: Our next speaker is Richard
Foster, assistant professor in the Graduate School of
Business and associate director of our program in
health administration. A great deal of Richard’s
research and teaching efforts have been devoted to the
topic of regulation. I find the title of his presentation,
like Odin’s, encouraging: I did not realize that we had a
choice.

RICHARD W. FOSTER: Thank you, Ron. It is a special
pleasure for me to be able to address this group on the
occasion of the first symposium on hospital affairs to be
held in the name of George Bugbee.

My assigned topic this morning is “Fork in the Road:
Competition and Regulation.” In contemplating this
title, I cannot help but be reminded of that perennial
favorite of academics, the fork in the road faced by
Alice in Wonderland. Y ou will recall that this particular
fork was presided over by a Cheshire Cat. The Cat
underwent such a remarkable series of transformations
of its appearance that I am convinced that it was, in fact,
a health maintenance organization.

In any event, exercising judgment comparable to that
of the organizer of this symposium in asking me to
speak, Alice asked the Cat which fork she should take:

“That depends a good deal on where you want to get
to,” said the Cat.

“I don’t much care where—" said Alice.

“Then it doesn’t much matter which way you go,”
said the Cat.

While I hope to leave you better informed than the
Cat left Alice, I have a similar problem. My first task is
to review how we got to the fork, and that is easy
enough. Describing what lies down the road in each
direction is more hazardous, but I shall at least repeat
some popular beliefs. Finally, since this symposium is
largely concerned with vertical integration, I shall
speculate a bit on whether either fork is especially
hospitable to vertically integrated systems. Since I find
the nature of vertically integrated systems somewhat

mysterious, I may begin to resemble the Cheshire Cat at
that point.

REGULATORY HISTORY

For most of this century, thinking about regulation in
this country has been dominated by the “market-
failure” approach. According to this view, markets are
generally effective ways of allocating resources, but
under certain conditions they produce perverse results.
In these cases, government should intervene, either to
replace market allocation or to regulate the market to
correct its imperfections. The types of market failure
and the conditions under which they occur have been
elegantly elaborated.

No doubt you have all heard a recitation of a list of
assumptions sufficient for perfect competition. The
assumptions, of course, are never satisfied in the real
world. Thus, according to the dominant market-failure
perspective, there was always a case for government
intervention.

In the early 1960s a subversive activity began. A small
group of academics began to evaluate, empirically and
carefully, the outcomes of regulation. The upshot of this
was that what had long been taken for granted turned
out to be false. As more regulation was evaluated, the
accumulated evidence became more disturbing. The
actual findings of the studies ranged from no effects to
perverse effects. Often, the regulation seemed to benefit
the regulated industry at the expense of the consumers it
was intended to protect.

On the theoretical side, in the meantime, there was
still little competition for the market-failure approach.
Granted, there was still resistance to its application in
particular circumstances. Granted, Ronald Coase pub-
lished an important paper in 1960 showing that the most
widely invoked cause of market failure need not cause
markets to fail.! His argument assumed zero transac-
tion costs, however, and, in the real world, it is always
costly to arrange and carry out transactions. His work
thus had little immediate impact in practice. It is of
increasing importance, though, as modest progress is

'Ronald Coase, “The Problem of Social Cost,” Journal of Law and
Economics 3, no. 2 (October 1960): 1-44.



made in delineating the nature of transaction costs.

The fatal flaw in the market-failure theory was that it
was really only half a theory. It compared the real world
with the theoretical ideal of perfect competition and, if
the real world was found lacking, proposed to replace it
with the theoretical ideal of a perfect government. What
was needed, in addition to the theory of market failure,
was a companion theory of government failure.

The development of such a theory is, alas, still in
process. George Stigler’s 1971 article entitled “The
Theory of Economic Regulation” was an important
step in this direction.2 Stigler begins his article by noting
that “the state is a potential resource or threat to every
industry in society.” The guiding principle in the new
regulatory literature, of which Stigler’s article is only a
part, is that industries can be expected to try to insure
that the resources of the state will be used to their
advantage.

So far this amounts to no more than the pluralist view
of government as an arena in which private interests
compete. But there is more to the story. The new
element is that the traditional economic approach of
demand and supply analysis is brought to bear on the
problem. Interest groups are thought of as having a
demand for governmental favors, some of which may
take the form of favorable regulation. On the supply
side, the interest lies in what factors make such favors
relatively expensive or inexpensive for various groups
to obtain.

In the traditional regulatory problems, the relevant
interest groups fall neatly into two categories: produc-
ers and consumers. On the demand side, producers are
generally characterized by a more concentrated interest
than consumers. For example, a rate hike of a few cents
may be very important to a utility even though its
impact on an individual consumer is quite small. Thus
the utility can be expected to work harder to secure the
rate increase than the consumer will work to oppose it.
Consumers collectively, of course, have a strong interest
inregulation. But the supply side also favors producers.
They are already well organized, while it is very difficult
(expensive) for consumers to organize in order to act
collectively.

The result of this analysis is the prediction that
regulation will usually, though not always, benefit the

2George J. Stigler, “The Theory of Economic Regulation,” Bell

Joumnal of Economics and Management Science 2, no. 1 (Spring 1971):

3-21.
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regulated industry at the expense of consumers. The
analysis can be refined to trace out the effects of
differences in the elasticity of demand and supply in the
regulated industry, the existence of prior regulation,
and the more concentrated consumer interest that
occurs when an industry sells its output to another
industry.

This list of factors should be sufficient to illustrate
that the approach is broader than its “capture theory”
label suggests. I have already said that the theory is still
being developed. While it appears useful in a broad way,
its application to any particular industry still requires
careful analysis of the situation in that industry. The
theory provides only the beginnings of a cookbook for
carrying out such analysis.

Despite its limitations, the theory has contributed to
a growing skepticism about the effectiveness of regula-
tion. This skepticism found a warm reception in the
Nixon administration. There emerged an unpreceden-
ted phenomenon: a movement within government for
deregulation. While this movement has hardly reversed
the regulatory tide, it has scored some notable victories,
particularly in the case of airlines. The movement has
survived the transition to a Democratic administration
and continues to grow.

REGULATION OF HEALTH CARE

At least until recently, the deregulation movement
seemed to have little impact on health care. President
Carter could, and did, in a televised address to the
nation, applaud deregulation and, almost in the next
breath, urge an extensive program of further regulation
of hospital prices.

This distinction was not so odd as some critics tried to
make it appear. Experts in the field, after all, had long
argued that health care was “different”—in particular,
that the market just did not work in health care. With
only the beginning of a theory of when government
succeeds and fails, one must surely argue that regulation
is at least most promising in those areas where the
market fails the worst. Health care is clearly a prime
candidate. Milton Friedman recognized this in his book
Capitalism and Freedom. He selected physicians as the
example for his chapter on licensure, arguing that, if a
good argument could be made in favor of licensure, it
surely must be in the case of physicians.

Largely supporting a health care “exception” to the
deregulation movement was the growing acceptance of
a theory suggesting a new kind of “market failure”



peculiar to health care. This theory, first championed by
Martin Feldstein, holds that the critical factor in
explaining growing hospital expenditures, at least in the
postwar period, has been the growth of insurance
coverage.’ Furthermore, if one works through the
technical economics, there is a strong case for the claim
that, although the additional expenditures do provide
some benefits, netting out costs and benefits will show
substantial losses in welfare. This theory, almost totally
outside the traditional market-failure arguments, was
seen by many people as still more reason for regulation
to contain costs,

Granted, not everyone accepted the insurance theory
as an argument in favor of regulation. Some, including
Feldstein himself, pointed out that much of the growth
in insurance was encouraged or even mandated by
government. An argument was made that what was
needed was less government rather than more. Govern-
ment should stop favorable tax treatment of health
insurance, should restructure its own programs to
eliminate first-dollar coverage, and should, perhaps,
prohibit or otherwise discourage first-dollar coverage
by others. These arguments, however, were generally
dismissed as too radical to have any political prospects
and, therefore, as irrelevant to practical discussions
among men of affairs. I cannot resist pointing out that
these ideas live on. Some alteration of the tax treatment
of health insurance is now incorporated in “pro-
competitive” legislation receiving increasing attention.
And, when President Carter decided that his national
health insurance program had to be implemented in
stages and he faced the decision of what to phase in first,
he opted for a catastrophic package similar in many
ways to Feldstein’s proposal.

On the other hand, two developments in recent years
have made competition an increasingly attractive alter-
native in the health field. First, there is emerging a
literature of careful evaluation of the effects of various
regulations specific to the health field. In broad form, at
least, these results are consistent with those found in
other areas—the regulation has failed to achieve its
presumed objective. The second major development
was a change in thinking about the form which price
competition might take in the health field. The image of
the bewildered consumer trying to shop for the best
price in physician services without much idea of how to

3Martin S. Feldstein, The Rising Cost of Hospital Care (Washing-
ton, D.C.: Information Resources Press, 1971).
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judge quality has long discouraged all but the most
devout advocates of competition. With the emergence
of the HMO strategy, however, the focus changed.
Consumer price consciousness was now to be exercised
at the level of the choice of a health plan. Instead of a
myriad of prices, none of which he can easily learn and
few of which he can know how often he will face, the
consumer is confronted with a single price for a compre-
hensive package of services. Furthemore, since it is a
system of care which is being considered, it is easier for
the consumer to compare notes with other consumers
on their experiences in that system. With the system
rather than the individual provider as the unit of analy-
sis, it should also be easier to generate more systematic
quality information. Furthermore, it is in the interest of
superior systems to publicize such information.

It is true, of course, that this must still translate itself
into changes in behavior at the level of the individual
provider and that the mechanisms by which this can be
accomplished have yet to be clearly spelled out. How-
ever, at least the proper incentives seem possible. Once
it is the system which is the object of evaluation, the
strong links in the chain have an incentive to do more
than ignore the weak links—their own reputations and
livelihoods are jeopardized by allowing the weak links
to continue unchanged.

PROSPECTS UNDER REGULATION

So much for history; what lies ahead? The dominant
view, clearly, is “more regulation.” But what would this
more heavily regulated world look like? I believe that
the insurance explanation of rising costs is of critical
importance in anticipating future regulatory programs
in the health field. It explains what you have all
observed—that the pressure for increased regulation is
coming from outside the industry.

This differs drastically both from the regulatory
experience in most other industries and from the
previous experience in health care. A good argument
could be made that, until recently, regulation of health
care conformed reasonably well to Stigler’s model. It
was sought by forces within the industry and was
generally intended to improve quality. Such quality
improvements were ostensibly for the benefit of consum-
ers, and no doubt some consumers did benefit, but they
served the interests of the industry as well.

Even the more recent health care regulatory programs
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do not fit badly with the producer-protection hypothe-
sis. Certificate-of-need laws, for example, appear to
protect the market shares of existing institutions with-
out curtailing overall costs. While rate-review programs
may have curtailed expenditure increases in some cases,
their record across the board is unimpressive. Further-
more, they potentially benefit hospitals by providing an
escape route from the Medicare cost formula and by
equalizing the rates paid by various third parties.

The insurance theory, however, argues that concern
for cost containment is more than rhetoric. As Profes-
sor Reinhardt pointed out last night, we have entered an
era in which the United States no longer dominates the
world economy. Although it is always hazardous to
predict technological change, I hold the conventional
view that medical science will not produce the silver
bullets that enable us to consume all of the health
services that are technologically possible without seri-
ously disrupting other expenditure patterns. On the
contrary, medical science will continue to discover new
ways to deal with disease—at a price.

A reduced rate of economic growth, together with the
expansion of technological possibilities, gives the fact of
scarce resources an urgency in the health arena which it
has previously lacked. It means that we eventually face
some form of rationing of services. If insurance cover-
age prevents this rationing from occurring by means of
prices charged at the point of service, other means will
be employed. I am not saying that this rationing will
happen easily or quickly—only that it will happen. The
dominant ethic still holds that “needed” health services
should not be withheld because of their cost. It is still
true that provider interests are more concentrated than
consumer interests.

The typical regulatory pattern of producer protection
rests not on any inherently superior power of the
industry, however, but, rather, on the lack of incentive
for consumers to act. As costs continue to rise,
consumer interest grows stronger. Once consumers
become seriously concerned, their numbers give them
the upper hand in the political arena.

Furthermore, the prevalence of third-party payment
has facilitated the organization of consumer interests to
an extent which is unusual in other industries. This can
be seen not only in the concern of the Department of
Health and Human Services but also in the growing
concern of businesses about their fringe-benefit costs.
In cities where the industrial base is relatively concen-
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trated, further facilitating the organization of this
consumer interest, private cost-containment initiatives
have become important. )

I am not arguing that rationing will inevitably be
achieved through government regulation—only that
this will occur if other means are not implemented first.
Regulations can be written which will accomplish this
purpose.

Such regulation will be arbitrary in many respects.
The fact is that we simply do not understand health care
well enough to agree on the right blueprint. Despite
genuine improvement in our understanding, I doubt
that we ever will. Absent such understanding, the only
way to contain costs through regulation is with some
sort of a cap. While arguments against the sensitivity of
such a cap have been persuasive so far, the pressure for
cost containment continues to build. Eventually, it will
become strong enough that the arbitrary “unfair” fate of
some providers will seem a reasonable price to pay.
Some inefficient providers will be rewarded, and some
efficient providers will be punished, but costs will be
contained.

THE COMPETITIVE OPTION

The competitive alternative holds out the hope of a
less arbitrary solution. It should not be assumed,
however, that life is comfortable under competition.
Businessmen are notorious for favoring competition in
general but protection for themselves. Professor
Reinhardt has labeled these “Type A Marketeers.”

In the first place, as I have already implied, competi-
tion is not really an alternative to regulation unless it
achieves the rationing of services required by the reality
of scarce resources. From the standpoint of the man-
ager, the two paths are remarkably similar. Whether its
source is competition or regulation, a powerful external
force for cost containment confronts the organization.
The manager must translate this pressure into altered
behavior on the part of individuals whose personal
interest in making these changes is only indirect.

There will be organizational failures under competi-
tion just as surely as under regulation; indeed, I believe
that failures (or takeovers) are even more likely under
competition than under regulation. I have already
noted the tendency of many regulatory programs to
protect established markets. Furthermore, not all of the
failures under competition will be easily identified as
inefficient organizations. Some will fall, for example,



and attribute the failure to their bad luck in being
saddled with particularly recalcitrant medical staffs.
The debate will continue about whether inability to
control the medical staff is a component of inefficiency.

The difference in the two paths lies in the alternative
available to the manager in trying to assure that his
organization will be one of the survivors. Under compe-
tition, the provider must ultimately appeal to consum-
ers. Under regulation, the appeal is to legislators and
formalized rules. Notice that neither path allows the
provider to appeal exclusively to professional judgment.

The appeal to consumers under competition, although
mediated by competing health plans, is still relatively
direct compared with the regulatory alternative. Legis-
lators are concerned with consumers’ health care prefer-
ences, to be sure. But many other factors will also
influence their actions in health care. Providers will
have to be sensitive to the full mix of legislator concerns
to operate effectively under regulation.

Although some legislation will govern the terms of
competition even if the competitive alternative is
realized, it seems reasonable to expect that the range of
permissible provider responses will be wider under
competition than under regulation. Since consumer
preferences are not uniform, this flexibility is likely to
result in a greater diversity of organizational forms
under competition than under regulation. Given the
lack of both theoretical understanding and empirical
evidence on optimal organizational forms, I regard this
diversity as a positive feature of the delivery system
under competition.

VERTICAL INTEGRATION AND THE FORK

What has any of this to do with vertical integration? I
suppose the conventional wisdom is that vertical integra-
tion is the way to go regardless of which path is taken.

Down the regulatory path, it may be noted that the
National Health Planning and Resources Development
Act of 1974 specifically mentions vertical coordination
as a priority. It is thus easy to believe that vertical
systems will be treated more kindly by regulators than
by individual providers. In the other direction, it is
noted that the leading candidate to introduce price
competition to the health field is the HMO, also the
premier example of a vertically integrated system. It is
easy to argue that a hospital which does not integrate
and form its own HMO will be left out of the action. I
am not so sure, however. Perhaps I am simply skeptical
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because, as I mentioned earlier, 1 find vertically
integrated systems rather mysterious. Indeed, it seems
to me that the first issue to be addressed is whether what
we call “vertical integration” in the health field is
vertical integration at all.

Actually, these systems satisfy only part of the
traditional criteria for vertical integration. It is true that
vertical integration involves a merger of producers, with
the downstream producer using as its input the output
of the upstream producer. It is true that patients often
flow from health care provider to provider in an
analogous fashion. It is also the case, though, that the
downstream producer generally purchases the output of
the upstream producer. This is not really the case in
health care. | am aware that there is still an analogy. I
am even aware that the desire to guarantee referrals to
the flagship institution is the principal motivation for
some vertical systems. Traditional monopoly concerns
may be relevant here. I am just not sure how far the
analogy can be pushed.

Another view is that what we call “vertical integra-
tion” is really better described as diversification. Diver-
sification may be sought as a means of organizational
survival if the organization’s original market is threat-
ened or constrained. Hospitals, for example, may antici-
pate limited growth of acute inpatient care under either
regulation or competition and, if growth is an organiza-
tional objective, may seek such growth in other markets.
The recent diversification of the tobacco companies
immediately suggests itself as an analogy.

It has also been suggested that growth through
vertical integration will make an organization a stronger
participant in regulatory proceedings such as those of
the HSAs. It is unclear, though, why a geographically
concentrated horizontal system would not be even
better for this purpose.

I am sure there are still other reasons for integration
or diversification and that some of these will be coming
out during the remainder of the symposium. For the
moment, however, I shall mention only one more. The
most traditional motivation for vertical integration is
the desire to alter the health care delivery process.

REGULATION AND INTEGRATION
With this as background, what are the prospects for
vertical systems under regulation? Regulatory bodies
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may operate on the basis of a variety of motives. If
motivated primarily by a desire to preserve the health of
the regulated industry, as suggested by much of the
experience in other industries, they could render a
strategy of survival by diversification unnecessary.

If motivated by the desire to benefit favored classes of
consumers at the expense of other classes of consumers,
as suggested by experience in some industries, vertical
integration might be encouraged. It would broaden the
base over which the costs of subsidizing “needed”
services could be spread.

If motivated by some of the language of the National
Health Planning and Resources Development Act
regarding access to care, a regulatory body might
encourage vertical integration as a means of improving
availability and coordination of services.

I think I have made it clear, though, that I expect
regulators to be motivated primarily by cost contain-
ment. On this score, I can find little beyond rhetoric to
support vertical integration. Granted, the rhetoric has
been sufficient to enshrine vertical integration in the
official goals for health planning. But this is not
sufficient to ensure favorable treatment of vertical
systems. That will require evidence of cost savings.
Perhaps such evidence is forthcoming. For the moment,
however, with the exception of HMOs, we are running
on little more than faith.

COMPETITION AND INTEGRATION

How, then, will vertical systems fare under competi-
tion? I have already remarked that HMOs have been the
recent darling of the competition advocates. However,
they are not the only game in town. Indeed, in the
absence of a clear understanding of what makes HMOs
tick, there is little reason to presume that they should be.
Witness, for example, the IPAs. Do they count? How
much can an HMO contract out and still be a “real”
HMO?

The enormous range of variations among existing
HMOs in the extent to which they contract for services
reminds me to qualify my use of the term “vertical
integration.” In fact, a whole range of vertical linkages
are possible, with vertical integration representing one
extreme of the continuum.

To illustrate the point that HMOs are not the only
game in town, consider an example near the opposite
extreme of the continuum of linkages. This animal
requires no formal linkages at all beyond the fact that
some insurance agent has agreed to reimburse policy-
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holders for services provided by any or all of a limited
set of providers. This animal is called a health care
alliance (HCA), and it is the latest sweetheart of many
competition advocates. It operates not so much by
managing the production process but, rather, by select-
ing efficient providers.

Imagine for a moment that the HCA rather than the
HMO is the wave of the future. A vertically integrated
system forces the HCA to make an all-or-nothing
decision: either it reimburses for the whole package or it
buys none of the package. Suppose now that you are an
efficiently run hospital; will forcing the HCA into an
all-or-nothing choice work to your advantage or disad-
vantage? I see no basis for a strong presumption either
way. Suppose your well-managed hospital expands into
new areas which it manages badly. The all-or-nothing
character of the package will hurt the hospital’s chances.
Suppose, on the other hand, that the new activities are
also well managed, though there is no particular
symbiosis involved. Then the all-or-nothing character
of the package should be a matter of indifference to the
HCA. Finally, suppose that the various areas are all
well managed and that genuine economies are realized
through their integration. Then the HCA will find the
package very attractive.

Of course, this last alternative is highly unlikely to
occur in its pure form. If a fully integrated system is the
most efficient form of production, there is no need for
an HCA. The system can form its own alliance. In effect,
the HMO emerges once again as the dominant form.

I note, however, that hybrids are also possible. If
savings result from some kinds of integration, but not
others, alliances could well emerge which covered
services provided by a variety of partially integrated
systems.

Is theory able to tell us much about which of these
scenarios is the most likely competitive outcome?
Unfortunately not, though here again it is trying. One
popular approach is remarkably similar to the tradi-
tional theory of regulation described earlier. It recog-
nizes that the essence of vertical integration is to
suppress the market—to replace market allocation of
resources with allocation by explicit management direc-
tion. It has been dubbed, appropriately enough, the
market-failure approach to vertical integration.

4Oliver E. Williamson, “The Vertical Integration of Production:

Market Failure Considerations,” American Economic Review 51,
no. 2 (May 1971): 112-23.



It may seem that, just as the relative imperfection of
medical markets represented an unusually strong case
for regulation, so, too, it might present unusually
favorable prospects for vertical integration. However, I
have just described a revolution in thinking about the
prospects for competition in health care, a revolution
brought on by a realization that markets can operate at
different levels. I am thus reluctant to write off the
market as a failure too quickly.

Furthermore, this market-failure approach is poten-
tially only half a theory. Management, too, has its
problems. Just as an understanding of regulation
requires a theory of government failure, so also does an
understanding of vertical integration require a theory of
management failure. Don’t hold your breath.

CONCLUSIONS
So where does all this leave us with the fork in the
road? I suppose I come down pretty much in the same
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place either way. If vertical integration is an efficient
form of production, it will prove advantageous regard-
less of the fork taken. If not, it is likely to prove a
disadvantage. '

I suspect that the competitive path will provide better
discrimination between efficient and inefficient systems.
Since I am unclear about the efficiency of vertical
systems, however, this still provides little definite
direction.

I hope I have not carried this Cheshire Cat thing too
far. As an academic, I have the luxury of looking at a
confusing world and being amused by it. I understand
that most of you must act in spite of the confusion. I
hope my remarks can contribute to better-informed
actions. They are not intended to deter such action.
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General Discussion
RONALD M. ANDERSEN, CHAIRMAN

CHAIRMAN ANDERSEN: We have a few minutes for
questions.

RICHARD JOHNSON: Rich, I would like to ask you to
comment on something that I did not understand: the
definitions of the words “industry” and “regulation.” It
seems to me that you avoided discussing the fact that we
have an industry with lopsided controls: There are
controls on hospitals and nursing homes but not on
physicians, dentists, or drugs. Therefore, I guess I
missed the point of your discussion when you talked
about a vertical system being able to suppress some-
thing, because when you have lopsided controls, those
people who are controlled opt out for the unregulated
side.

RICHARD FOSTER: I understand your point about
lopsided controls. I clearly do not expect that that
situation will persist indefinitely.

MR. JOHNSON: That is a major difference between us.

ODIN ANDERSON: You think that lopsided controls
will persist?

MR. JOHNSON: I do not think that they will ever nail
physicians, so I think that’s the problem.

PETER SAMMOND: Odin, in your exposition, it seems
that you are taking off from 1980 and making your
projections for 1990 as if there is no excess in the present
system and supply of services. First of all, is that
accurate? Then I would ask Rich whether he agrees with
that ten-year projection of Odin’s, because Rich seems
to be saying that controls or competition will be more
effective.

MR. ANDERSON: I will answer your question at the
risk of your accusing me of avoiding it. I do not know
what “excess” in the system is; so far its determination
seems to be arbitrary. How do you know if 5,000 beds in
Chicago, or 100,000 in the United States, are excessive?
I can go further: I think that half of them are excessive;
we could live without them. So I pay no attention to
“excessive” or “inadequate.” What interests me is the
equilibrium we reach with whatever we have at any
point in time. Is that politically tolerable? Is it tolerated
by the profession? Is it tolerated by the consumer? Is it
tolerated by the funding agency? I do not use the word
“excess.”
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MR. SAMMOND: But you seem to be saying we will
tolerate the level that we have now and build on that. I
guess I do not agree with that.

MR. ANDERSON: We may, in fact we undoubtedly
will, change the mix, but I would see an increase. We
will probably sit on the hospitals and not increase the
number of beds, and then when the population increases,
lo and behold, we will have just enough beds. It is a
matter of what we want. Do you think we have an
excess? And if so, why?

MR. SAMMOND: I do, and I hear the industry and the
people who are paying for a great deal of health care
also saying that we have an excess, and they are
beginning to act, to do something about it.

MR. ANDERSON: Are you going to reduce the excess
by regulation?

MR. SAMMOND: That gets into another argument,
but I think that it can be done.

MR. FOSTER: I agree that it is difficult to identify
excess, but I do not think it is quite that hopeless. I think
the key is the separation between consumers’ individual
choices and collective choices that occurs through
insurance, and that might provide a mechanism for
excess, even if it is difficult to say whether the right
numberis 4.5 or 4.6 or whatever beds per 1,000. SoIam
inclined to think that there is an excess.

I do not know about Odin’s prediction for the next
eight years. I am somewhat skeptical, but it may be
right. As I say, I do not know how quickly this thing is
going to happen.

MR. ANDERSON: If I am right, T will not know why.

MR. FOSTER: If you want to extrapolate that rate
beyond the next eight years, I will be willing to agree
more unequivocally.

ALEX HARMON: In this discussion about whether we
have too many beds, I think we are talking in terms of
current conditions, while at the same time we are trying
to project for the future. I have not heard anyone
suggest that there might be a changing requirement for
beds, such as an aging population which requires more
health care, so I was wondering if anyone could
comment on the impact of that on the need for beds in
the future.



MR. FOSTER: I will agree that the aging population
means we are going to need more beds in the future, but
I am not willing to say anything more specific.

MR. ANDERSON: I would say we can expect change in
the types of beds and their location, from acute
hospitals to nursing and convalescent homes.

MR. HARMON: Except that Medicare patients stay
acutely ill longer, and they are going to be in greater
numbers. They are going to need more acute care for
longer periods.

MR. ANDERSON: I think so. This is my intuitive
projection: We will have hospices and hospice beds.

MR. HARMON: Those are not for the acutely ill but
for the terminally ill.

MR. ANDERSON: Well, they are pretty sick. They are
not acutely ill, but they are pretty sick.

GENERAL DISCUSSION

MR. HARMON: Many of them are in their homes, not
in health care facilities.

CHAIRMAN ANDERSEN: Alex, don’t you think there
is a big area of discretion here in defining whether an
aged patient is acutely ill or chronically ill? There are
many arguments made about the inappropriate—if
Odin will allow me to use the term—use of the acute
hospital and the ability to move these people somewhere
else where they do just as well.

MR. HARMON: I think that sort of fortifies what I was
saying: We are going to have to think about all these
factors when we are trying to predict what kinds and
number of beds, where they ought to be located, and for
whom. That has to be part of our thinking.
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Vertical Health Care Systems
ROBERT L. MONTGOMERY

CHAIRMAN ANDERSEN: As Rich Foster pointed out,
much of our symposium, in terms of considering
managing for growth and future expansion, has to do
with vertical health care systems. And I must say I also
find this title encouraging. To kick off this next part of
the symposium, we are very pleased to have Robert
Montgomery, executive vice-president of Alta Bates
Hospital in Berkeley, California, who will discuss
“Vertical Health Care Systems,” with specific emphasis
on marketing.

ROBERT L. MONTGOMERY: Thank you, Ron. Itis my
pleasure to be with you today and to participate in your
twenty-second annual symposium. It has also been a
pleasure for me to meet Odin Anderson, some of whose
articles I remember having read when I was a student at
the University of California, Berkeley, and was takinga
graduate course in sociology of occupations and profes-
sions.

The 1960s have been characterized as the years of
increased health insurance, increased specialization,
and increased technology. In the seventies, as we have
heard here today, this naturally led to increased use of
health services, increased costs, and increased govern-
ment emphasis on and regulations for containing health
care services expenditures. In the 1980s we can expect
significant changes in how health services are organized,
paid for, and delivered. Many of these changes will be
made in an effort to help hold the line on expenditures
for health care services. Multihospital systems, consorti-
ums, vertically and horizontally linked organizations,
and HMOs are all part of our cost-containment, antireg-
ulatory effort. This is an important stage in the history
of the development of our health care system. For
example, anyone who has studied some of the health
systems in other countries realizes how unique the
HMO movement is, particularly the notion of having
those who provide the service, rather than outside
regulatory agencies, ration the service.

My assignment is to discuss the vertical health sys-
tems with an emphasis on marketing. For purposes of
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this presentation, I define vertically linked patient care
programs or separate organizations as those which are
under some common governance or organizational
structure for the purpose of organizing and delivering
services and allocating the resources in a more coordi-
nated, cost-effective manner. These programs or sepa-
rate organizations may be in the hospital, on the
hospital campus, or in the hospital’s market service
area. Another term worth clarifying is marketing. The
marketing system of a hospital has a number of
elements: the information collection and analysis
section, the planning component, the communications
and promotional components, the public and commu-
nity relations elements, and marketing operations.
Today I will concentrate on the planning components of
marketing as they relate to vertically linked programs
and organizations.

There are several prerequisites for the development of
an effective vertically linked health system:

1. The chief executive officer must realize that a
major portion of his or her job is to lead his or her
organization in adapting to the changing political,
economic, scientific, regulatory, and competitive
environment with all of its crosscurrents and challenges.
In marketing terms this means influencing the buying
publics—physicians, patients, and employers—to utilize
the health services one is providing in sufficient quantity
so that the organization can gain a significant enough
share of the market to assure the program’s quality and
economic viability for the long term.

2. The chief executive officer needs sufficient staff to
handle day-to-day operations if he or she is to have the
time to think and plan and exercise leadership of the
corporate planning process. For example, I built a
system of working with residents from the University of
California program in hospital administration to insure
a continuous flow of new, young people into the
hospital; it was easy to keep moving them into planning
positions and to, in essence, build an administrative
bureaucracy that freed the chief executive to do the
necessary planning.

3. The organization needs a planning process that is
continuous, timely, agreed upon, and built into the



board of trustees’, the medical staff’s, and the manage-
ment staff’s decision-making and communication proc-
esses. No matter what you are planning, you must be
able to coordinate your plans with these other groups
and develop in them a commitment to the planning
program you have adopted.

A good planning program, we have found, has
different stages: strategic planning, with a time frame-
work of ten to fifteen years; tactical planning, with a five
to ten-year time framework; and current objectives, with
a one to five-year time framework. These stages should
result in a clear statement of the hospital’s purposes,
goals, and objectives, which in turn can be related to
and integrated with day-to-day hospital operations.
Without such a planning process, it is extremely
difficult for the chief executive to avoid being diverted
in many directions by various programs in the organiza-
tion, with the result that he or she may lose sight of the
importance of a planning process as an effective man-
agement tool in leading the organization.

Let me focus on how we utilized a marketing systems
approach in developing some twenty-five to thirty
vertically integrated patient care programs over the past
ten years at Alta Bates Hospital, as well as the develop-
ment of five other related organizations, including
nursing homes, a commercial laboratory, an HMO, and
so forth. This process has worked reasonably well for
us; over this period of time, we have been able to
increase our bed capacity from 200 to 350 beds and
maintain 85 percent occupancy, we have decreased our
length of stay from 9.5 to 6.5 days, and we have
increased our outpatient visits from 45,000 to 145,000.
We have a coordinated system of some 650 nursing
home beds that provide for easy transfer and coordina-
tion of care.

All in all, the result has been a product mix of
vertically integrated services for patients and organiza-
tions that has resulted in a strengthening of our organi-
zation’s finances. Each of your hospitals and their
environments are a little bit different, and, therefore,
your adaptations will vary. The specific programs
which we have developed are not that important; what
is important is the process that one can follow in order
to have a framework in which to exercise leadership in
the organization and change of the health care delivery
system.

The first step is the development of a strategic
program plan that projects your future environment in

VERTICAL HEALTH CARE SYSTEMS

terms of such items as demography, health services, and
patient care needs, on the one hand, and the alternatives
for your long-term adaptations to that environment, on
the other. We update our strategic plan every five years.
Our 1970 and 1975 plans included the following major
conclusions:

1. The desirability of establishing a comprehensive
health care delivery system for our geographic area that
assures that we look at the health care needs of people
and coordinate the organization and delivery so that it
is of high quality, accessible, and coordinated. This is
quite different from having limited hospital objectives
providing only hospital care and service.

2. The recognition that the cost effectiveness of a
local comprehensive health care delivery system would
be facilitated by linking the parts through an economic
mechanism; this later stimulated our HMO develop-
ment. We are right next door to Kaiser and have seen
the growth of that prepaid health plan; today it captures
35 percent of the total population in our service area.
Because of Kaiser’s dominance of the market, they are
starting to control prices in health care delivery.

3. The commitment to maintain our economic viabil-
ity, namely, the need to obtain a return on equity equal
to the increased rate of inflation, the need for working
capital, and the need for funds to cover the increased
growth of technology, which equals 7.5 percent of
operating revenue. This led to the development of
related organizations to generate income, that is, a
foundation, nursing homes, a commercial laboratory,
and other for-profit ventures intended to generate funds
from sources other than patient care program opera-
tion. This strategic plan also indirectly supported the
HMO program concept as one way to decrease our
dependence on government-pay patients with all the
related reimbursement problems.

We update each strategic plan and its related tactical
and short-term goals and objectives, and as we do, these
stages evolve, merge, and “synergize” each other. Tables
I and 2 and figures 1 and 2 are by-products of our
marketing planning process over the years and, specifi-
cally, of our strategic plan update in 1979. Let me high-
light a few points contained in these tables and figures
as they relate to the formation of vertically linked
health programs, organizations, and systems. Please
note the strategic marketing questions of table 1. Our
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approach in planning is not simply to take a trend and
project it; rather, we ask questions, some examples of
which follow:

The first question is, what is the most useful way to
define the health care market? Our answer to this
involves the development concept of target groups (see
table 1). Target groups define subsets of the population
on the basis of nonhealth characteristics which predict
what services they will demand of the health care
system. Target groups are based on such variables as
age, sex, income, degree of mobility, education, or type
of insurance coverage. Examples of target groups

would be the aged, young nonprofessional athletes, or
the working population; a major target group is
composed of the patients of physicians on our medical
staff. Target groups as a development concept enable
the doctor and the hospital to focus programs on the
specific service requirements of the group and to
achieve early acceptance of programs and high rates of
utilization. Within each target group, there are “risk
groups,” defined by health or disease characteristics,
such as arthritic persons, alcoholics, or heavy smokers.
Thus, under this concept, one could develop, for
example, a sports medicine health clinic to meet the

TABLE 1

ALTA BATES’ MARKET AND PROGRAM DEVELOPMENT CONCEPTS

Strategic Marketing Questions

Development Concepts

What is the most useful way to define the healthcare market?

Target Groups

What are the most important disease/ health characteristics of the

market?

What are the relevant nonhealth characteristics of the
market?

Who serves the market?
What is the best way to deliver services to the market?
What desirable payment mechanisms can be devised?

Who can best devise service plans and set policy?

Chronic Disease Prevalence

Variety of Lifestyles
Hospital-Physician Partnership
Packaged Programs

Local Funds Flow

Provider-Purchaser Alliance

What form of hospital organization best responds to the market’s
needs?

How should health manpower be distributed and deployed?

What tools and techniques can the hospital use to reach the
market?

How can the hospital maintain both quality of care and cost effec-
tiveness?

How can the local healthcare delivery system function better at all
service levels?

Matrix Organization

Multiprofessional Practices

Target Group Liaison

Protocols

Organized Health Care System

NOTE. — Summary of strategic marketing questions and development concepts. Analysis of the scenarios of hospital alternatives identified
the development concepts which answer fundamental questions about Alta Bates Hospital’s market and provide the basis for the strategic game

plans. Specific scenarios associated with each concept appear in table 2.
SOURCE. — Adapted from Alta Bates Hospital's Strategic Plan, exhibit A.
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needs of young nonprofessional athletes or an arthritis
and rheumatology program to meet the needs of the
aged.

Our answer to the second question, What are the
most important disease/health characteristics of the
market? is the development concept, chronic disease
prevalence. If the proportion of people with an under-
lying or obvious chronic disease is high in the target
group served by your institution, there are opportuni-
ties for service that extend beyond the acute-care phase
of illness. Examples of intervention are high-blood-
pressure screening clinics, outpatient arthritis programs,
or pulmonary and cardiology rehabilitation programs.

To the fifth question, What is the best way to deliver
services to the market? we answer, packaged programs.
Each of these is a planned series of services designed for
a particular target or risk group which is delivered
specifically to that group. One example is a cardiac care
program for the members of the group at risk of heart
disease and people who already exhibit symptoms. The
package could include risk screening and identification,
a sequence of exercises, nutrition information and
counseling, multidisciplinary evaluation of serious
cases, acute medical management protocol, surgical
protocol, post-acute and cardiac rehabilitation, and a
cardiac patient family club or group maintenance
organization. Packaged programs extend health care
services to the pre- and post-acute phases of health
needs.

Further down the list, we ask, How can the local
health care delivery system function better at all service
levels? And we come up with the development concept,
organized health care systems. An organized health care
system ties the parts of the delivery system together for
better overall results for the provider and the patient.
The current economics of health care are both cause and
effect of the differentiation of health services into
separate providers and organizations which specialize
in one or a few services at a narrow range of the acuity
spectrum. Each provider seeks to maximize its own
revenue in competition with other similar organiza-
tions. There is little or no means of reallocating
resources from one part of the system to another
because organizational ties between units of the system
are weak at best. These shortcomings can be overcome
by vertically or horizontally integrated units or, in the
long run, a combination of each type.

Table 2 is a matrix that combines our development
concepts (see table 1) with scenario topics which repre-
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sent the different forces acting on our particular health
care environment. This helps us forecast our future
environment and develop the appropriate strategic
marketing questions and concepts that can aid in our
adaptation to that environment. However, note that in
our planning we do not project a trend or trends but a
great number of variables. Our society as a whole and,
in particular, the science and technology with which we
work in our field grow and change at phenomenal rates.
If we look at a full range of environmental variables or
topics—from an aging population to local politics,
economics, and culture—we are in a better position to
adapt to this growth and change.

For example, take the topic of the organization of
local health care systems. Figure 1 provides an example
of our analysis of that force in our environment and
how we define a problem, alternate scenarios, and
implications for hospital and organizational responses.
This approach allows us to add new forces as they
emerge and to update existing scenarios as indicated.
Here we view as problematic the loss of local decision-
making power, because errors are probable in decisions
made at a distance and, in addition, local institutions
lose incentives to progress, lose good people, and so
forth. From the problem we move to alternate scenar-
ios, from the status quo to possible future develop-
ments. For each scenario we describe the implications
for hospitals and the organizational responses. From
the latter, we develop our planning program in all its
parts.

Figure 2 is an example of applying packaged program
concepts in pulmonary medicine to a high-risk subgroup
within a larger target group. Note that the packaged
program concept deals with the pre-acute, acute, and
post-acute phases of illness as well as the three levels,
primary to tertiary, of vertically integrated program
services. Note also the two lines or curves on the
pulmonary medicine program: The line beginning at
upper left is the patient or population line; the other line
describes resources. At the upper left you see individual
need: Many people could benefit from early pulmonary
disease prevention; that number of people decreases in
the acute phase but increases in the post-acute or
rehabilitative phase. The resource curve shown where
we spend our money: not on prevention (pre-acute
phase) but in the acute phase. You can also see in figure
2 the complete and well-coordinated services we provide
at each phase.

All of this requires an effective means of tying things
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together and making our plans operational on a day-to-
day basis; this is where the hospital’s statement of
purpose, goals, and objectives comes into play. Over the
years, our statement of purpose has changed as we have
adopted new concepts from our strategic planning; our
goals statements have also changed as a result of our
short-term tactical and objectives planning. For exam-
ple, we began to realize that our focus has moved
beyond the hospitalto related organizations, and not to
related organizations as individual units but as part ofa
coordinated health care delivery system. While each of
our packaged programs may be developed for a specific
target group and may meet their individual needs, the
programs, when taken as a whole, develop a certain
amount of synergy and become vertically linked with
other programs to provide a comprehensive range of
services. For example, the development of our home
care program was a natural outcome of our effort to
provide the outpatient and rehabilitative service com-
ponents of cardiology and pulmonary services. Home
care, in turn, is a natural building block for our hospice
program for the terminally ill. Our patient-education
program serves people from many specific programs in
pre- and post-acute phases. The coordination and
synergy of vertically linked patient care packaged
programs results in the best organization of services and
allocation of resources into an effective delivery system.

Up to this point, I have outlined a planning process
that results in a framework for developing vertically
linked and integrated patient care programs; the same
process also works for vertically linked and coordinated
separate organizations of health services. For example,
the development of nursing homes and, in the future,
retirement centers under separate organizations will
allow us to extend our care for the patient from the
acute hospitalization phase to the post-acute phase. On
the other end of the spectrum, the establishment of a
separate corporation for handling ambulatory services
will allow us to meet the pre-acute phase of a person’s
health needs in an effective manner. Programs that are
being grouped under this organization for certificate of
need, reimbursement, and operational purposes are our
commercial laboratory, sports medicine clinic, and
home care and hospice programs. In the future, occupa-
tional health, support packages for nursing homes and
retirement centers, and health equipment rentals will be
in this organization. Vertically linking patient care in
packaged programs and separate organizations will

24

allow for effective allocation of resources. When you tie
an HMO concept into this, you can begin to provide
coordinated care, easy access, and high-quality service
at the least cost for the people you are serving.

Hospitals that have developed comprehensive verti-
cally linked and, perhaps, horizontally linked services
will begin to link themselves with other similar organi-
zations in the form of either vertically linked or horizon-
tally linked health systems. This will all be part of the
reshaping of the organization and delivery of health
services through the development of consortiums, multi~
institutional health care corporations, and so forth.

I have emphasized the planning component of a
marketing system for vertically linked patient care
programs and organizations because unless you design
a good product, it is difficult to sell. However, we make
an effort to give adequate attention to the other compo-
nents of a marketing system which I mentioned earlier,
such as information and community relations.

Our marketing group—made up of the administrator
of the hospital, director of public relations/ marketing,
and the director of data processing and information—
coordinates our total marketing system. This group
ensures that we have the necessary information system
to obtain patient data on our publics—physicians,
patients, other referral sources, and, in the future, major
employers who will be utilizing our HMO program.
Without good information and feedback from these
same publics, it is difficult to carry out good research
and development, which is the initial stage of the
planning activities or product development described
previously.

If the health care delivery system operates with good
information, planning, and product-execution systems,
then another part of the marketing system, namely,
communication, advertisement, and community rela-
tions, is frosting on the cake. Nevertheless, it is
important, and you have to present and promote your
services in specific ways to accomplish your overall
organizational and strategic objectives. Again, our
promotional and sales material is aimed at our buying
publics. For physicians, we offer orientation programs
for new physicians, physician office manuals on how to
use the hospital and our packaged programs, and orien-
tation for physicians’ secretaries to our business office
and admitting practices. In addition, representatives
from our commercial laboratory visit physicians’ offices,
describing lab services and prices. In short, we involve
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physicians in the planning of our program activities and
we assure them of quality care, facilities, and equipment;
thus it is easy for them to utilize our services at whatever
phases their patients require.

We try to convey to patients that we are a full-service
organization for their particular health needs and that
the services are of high quality and are coordinated for
their easy access and effective and efficient use.
“Concern for care,” the hospital’s motto, is what we try
to emphasize on an individual basis at all levels.
Although we plan and operate a total health care
delivery system, in addition we always keep in mind the
individual patient and his or her immediate needs.

Like most organizations, we provide a wide range of
publications, community education programs, speak-
ers’ bureau, “tel-med,” health education exhibits, radio
spots for the alcoholic rehabilitation program, and so
forth. Our effort is to let people know what we do and
how they can use us. We firmly believe, though, that our
best advertisement is a good product provided in an
effective, coordinated manner by employees and physi-
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cians who enjoy working in and as part of the hospital’s
health care delivery system.

While my part in this program has been to emphasize
the marketing aspect of vertically linked health care
systems, other speakers will cover the organizational
structure, the economics, and the management of such
systems. Without the proper implementation of these
other elements, the marketing system, strong as it may
be, will not reach its potential.

In the 1980s we will witness many changes in the
organization and delivery of health services. Vertical
linking of patient programs and entire health care
systems will be an important part of this restructuring.
As leaders of health care institutions, you have the
training, experience, and opportunity to meet these
challenges and see that the changes and restructuring
work best for your institutions and the health care field
at large. We will be successful if we keep one eye on the
future and build good marketing and planning systems
which will help us avoid developing sophisticated
solutions to yesterday’s problems.



General Discussion
RONALD M. ANDERSEN, CHAIRMAN

CHAIRMAN ANDERSEN: We have a few minutes for
questions.

MEMBER: In marketing your preventive programs,
do you rely basically on your staff physicians for
referrals or do you go to outside sources?

ROBERT L. MONTGOMERY: We go to all available
sources. We analyze who our referral source is, so if it is
a pulmonary disease, we would naturally market to
physicians, but we would also go to the TB association.
We go to those organizations that are likely to be
involved in caring for people with that kind of problem.

MEMBER: For something like your sports medicine
clinic, whom did you go to for referrals?

MR. MONTGOMERY: If you want a program to be
successful, you must involve the people at the beginning
so they will be there and buy the service from you at the
end. So in the case of sports medicine, we started by
going to the coaches, running clubs, and athletic clubs
where they have a large number of people who might
use that service, and we involved them in planning it.
What price would people pay? What is the nature of the
service they want? How accessible does it have to be?
What should be its hours of operation? How does it fit
in with the referral service? And then we designed a
program to meet those needs indicated by the people.
Then the marketing of that followed naturally: We just
followed up, with such things as brochures, those whom
we involved in the planning process.

MEMBER: You mentioned the Kaiser group had 35
percent of the market, and I think you said it was your
major competitor. Do you attempt to compete with
Kaiser on a head-to-head basis?

MR. MONTGOMERY: We plan to compete with them
in terms of organization and access on a head-to-head
basis in the nine-county area, by linking together
HMOs of comparable design and structure to assure
access and marketing. In terms of price, no. We are
pricing our product at 15 percent above that of Kaiser,
but having to hold to 15 percent above Kaiser means
that getting these programs off the ground, the physi-
cians have to take about what the state pays for Medi-
caid, which is about sixty cents on the dollar. But we
have convinced them that, unless they get in there now
and start working with us to change the mix in their

practice, they are going to have a very difficult time in
the future. We go 15 percent above on the basis that we
are trying to provide more service. In our program,
people are able to select their individual physicians, so
we are shooting for that slice of the Kaiser market made
up of the generally higher-income persons who are
willing to pay a little more for the service if they can go
to their own physicians.

MEMBER: But you do not attempt to sell HMO-type
coverage, do you?

MR. MONTGOMERY: That is exactly what we are
doing: We will be operational January 1, 1981, with a
full, qualified HMO program. We initially started out
ourselves but realized that we could not survive over a
five-year period in the marketing and pricing side of the
market without creating a network, so we went out and
got ten other hospitals in our 2 million population-base
area and their medical staffs to join with us in a hospital-
based, physician-based HMO network, and then we
linked that with other networks, so that we could go to
the big employers in San Francisco and elsewhere with a
common marketing, common benefit and price struc-
ture to compete with Kaiser.

MEMBER: I am assuming that, for your various
marketing packages, you are using personnel who have
prime responsibility for inpatient services as well, is that
correct?

MR. MONTGOMERY: Yes, partly, although we are
starting to get away from that.

MEMBER: You are starting to have people who are
devoted solely to marketing? For the people who you
are using in that dual role, what kind of financial incen-
tives do you provide for them, to get them motivated to
run with you in this program?

MR. MONTGOMERY: Unfortunately, we do not have
any financial incentives; it’s just good old motivation
and pride in doing a better job..

One management philosophy I have had up to this
point, but it has now broken down and we have to
change it, is to build into each job, whether it’s an
assistant administrator job or department head job, a
fair amount of latitude, of scope and responsibility, so a
department head in our organization must worry not
only about budget but also about his market, for exam-
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ple, not only how many patients he’s going to serve in
cardiology, but also where are they going to come from?
What kind of new groups is he going to go out to? What
is his brochure going to look like? Each department
head has a small marketing part in his or her job. The
problem is, as things get bigger and more complex, they
cannot do all the marketing any longer, so now we have
to start backing off and we need to create a specializa-
tion in our management structure to carry it out. We
have an individual in our public community marketing
relations side who works with all the department heads
to keep them conscious about market development.

MEMBER: So up to this point, you have assumed
there is enough slack in the position to devote to the
marketing program?

MR. MONTGOMERY: We do not consider it slack; we
think it is just part and parcel of their job. That s, if they
are going to budget for so many patients in the cardiol-
ogy lab or the pulmonary lab, they have to know where
those people are coming from. You just cannot sit back
and assume they will be walking in the door.

MEMBER: Bob, do I understand you to say that you
have in your strategic plan a geographic limitation as far
as the development of programs and plans? You said
nine-county area. In other words, if somebody came to
you and wanted to link in any way from northern Cali-
fornia or southern California, at the present time youdo
not see that in your plan?

MR. MONTGOMERY: Yes, we have geographic boun-
daries. My philosophy here is that we are tryingtodo a
better job for the people we’re serving, and we’re only
going to be successful in broader linkages to the extent
to which we continue to do a good job with the people in
our immediate area. Now, there is no question in my
mind that we will link up with other vertically integrated
systems such as our own in the future, and those may
very well carry us well beyond this geographic area, but
that linkage would be for certain kinds of referral pat-
terns and economic patterns. That linkage should only
take place if it really results in benefits for the local
organization and the local community we are serving.
We are not in the business to make money. If we were,
we probably would not even be in the hospital business.

JOHN BETJEMANN: One of the problems we runinto is
that the exciting things that develop in these new ven-
tures cannot be managed by the company because the
company hasn’t built in the management mechanisms
to run effectively what was created. How have you dealt
with the issue of making sure that your management
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mechanisms—classical, dull, day-to-day pedestrian
management—can cope with the new products and
systems that your diversification program is bringing on
line, and what are some of the important success factors
in the successful manageability of your new concepts
and systems?

MR. MONTGOMERY: So far we have done this in-
house and by the management people just working
extra hard. We have created five different organiza-
tions, each with its own board and management staff.
All this has been held together by a loosely coordinated
informal system of interlocking trustees and myself
going from one board to the next, trying to manage the
thing. This is actually why Tribrook is in working and
has been for the last 14 months. We are developing a
new organizational structure, and I think that Sherwin
Memel will be getting into some of this later in the
program.

You have to develop a board structure, a manage-
ment structure to coordinate these organizations. My
own job is going to be quite a bit different. I'm already
starting to think of what kind of performance standards
I'm going to have to develop so I can track, on an
ongoing basis, the operation of the hospital. I will not
even be in the hospital any more; I'm going to be away
from the hospital in a different office building complex.
At any rate, you must keep building your management
structure as you go along, and that’s where we are at the
moment. Doctors used to look at me as the guy who
knew everything that was going on in the hospital, and
now I don’t even know what some of the problems are.
But I know the administrator I have there and he knows
those problems, I meet with him every week and I'm
making sure that we are on top of the problems, but it
takes restructuring.

MEMBER: You have other hospitals in your nine-
county area; what are your relationships with them?

MR. MONTGOMERY: We handle things on an up-
front basis; we're perfectly clear about what our intent
is. We work on a highly professional basis. That does
not mean we do not disagree. But we have never testified
against another hospital in a CON hearing. We are
cooperative with them in terms of providing informa-
tion, but if we can package a program better or make a
better deal to produce a better product, we will do it.

RICHARD JOHNSON: Would you describe your hospi-
tal board to the group?

MR. MONTGOMERY: The hospital board has seven-
teen members, five of whom are physicians. They are



there by virtue of their officership on the medical staff
executive committee; they are on the board for a total of
four years. In our particular situation, the majority of
the voting members of the corporation are from the
active medical staff, so we have a very strong, medically
oriented, physician oriented organization. Some people
would see this as a detriment; I see it as one devil of a
fine asset. Physicians are business people: They are
running small businesses, they know marketing, they
are detailed all the time. If you deal with them in a
business-like way and inform them of what you’re doing
so they see it’s being done for the benefit of their patients
and not just to increase the bureaucracy, they like that
because they know that your product is going to be of
value to them. So our physician component is a real
asset in our case.

The other members of the board, other than myself,
are people with business and legal backgrounds, the
normal kind of trustee background, and we work very
carefully in selecting good trustees.

MEMBER: Bob, you indicated that your program
managers have the liberty of sharpening the price of one
of the products of these programs. How and when do
you test the impact of that sharpening on your finances?

MR. MONTGOMERY: When they do these things, they
build in a period for reevaluation, and it is the finance
man’s responsibility to make sure that it’s working. The
department head discovers he has a problem on the
pricing side of the product; he discusses with the assist-
ant whether to modify this. If they want to do that, they
can do it. They work on this with the finance man, who
knows they’re changing the rate structure. They build in
a review factor to take a look at it in three months and
see what the result has been.

MEMBER: So your review is after the fact rather than
in the form of projections?

MR. MONTGOMERY: Yes, we just do not have the
staff to do price sensitivity in the market, other than
when we are starting a new program and need to look at
the competition and the price. We determine what we
think our costs are and how close we can come to the
price, and sometimes we decide we cannot compete. The
other guy has got a better mousetrap, so to speak, and
so we back off — unless that service is one that is going
to feed other services that are necessary to round out a
program, then we might take it on.

MEMBER: One of the problems in developing new
programs and new interest in the community hospitals
is the physician’s fear of the hospital administration
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getting into the practice of medicine. What has been the
reaction of your hospital over the years in developing
your program, and how have you involved the medical
staff leadership in the planning process?

MR. MONTGOMERY: We have physicians so involved,
it is amazing. The number of committees we go through
is just horrendous; it is a very prolonged planning
process with about twenty steps. But it takes that kind
of time and involvement to educate physicians. You're
not going to beat them, but you can educate them, bring
them along, show them the problem and your solution
— and the tricky thing is showing them how the solution
is going to help them, where it is going to be to their
benefit.

At first, when we started talking about a sports medi-
cine clinic, all the orthopedists were concerned. When 1
showed them how many hundreds of visits this meant a
month to the sports medicine clinic, what percentage of
the sports medicine clinic procedures would require
follow-up visits, and how many of the people who
would use the clinic did not already have a physician,
their eyes lit up because they saw the clinic meant more
work for them and work means money. After all, they
are in business.

MEMBER: You mentioned having a pricing system; I
think you said you had a five-tier system. How do you
handle that considering all the governmental groups
and so forth? How can you justify having five different
prices for service?

MR. MONTGOMERY: Well, in most of our acute hos-
pital services, we have a three-tier system. If we provide
the service on an inpatient basis, it’s our standard rate.
If it’s an outpatient basis, we price it according to what
we think the differentiation is in the cost, and we are
prepared to document that. When we get to laborato-
ries, that requires competing on the commercial side of
it. We have had to set up a separate organization as part
of our ambulatory health service organization, where
we're linking sports medicine, home care, hospice, and
the commercial lab. Eventually we will be in the equip-
ment rental business and a number of other things.

In that system we can go to three other pricing
systems, depending on whether the physician bills for
the service or we bill, whether the physician draws a
sample or we have the franchise on the drawing station
in that particular medical office building. So we gear it
to our unused capacity.
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Governance and Ownership and Vertical Health Systems

SHERWIN L. MEMEL

The second session of the Twenty-second Annual
George Bugbee Symposium on Hospital Affairs con-
vened at 1:30 P.M. with Reed Morton presiding as
chairman.

CHAIRMAN REED MORTON: I am Reed Morton,
lecturer and assistant professor in the Graduate Pro-
gram in Hospital Administration. I have had the oppor-
tunity throughout this quarter to work with George
Bugbee in the students’ case studies of hospitals; thisis a
chance to see such work at the major league level.

Our next all-star is Sherwin L. Memel, senior partner
with Memel, Jacobs, Pierno and Gersh in Los Angeles,
which has an extensive commitment to the health care
field.

SHERWIN L. MEMEL: To begin with, I would like to
clarify some points. Because of time constraints, today
we are dealing only with not-for-profit systems,
although much of what I say will be applicable to the
investor-owned systems. Also for the sake of brevity, we
must make some assumptions or accept certain
premises.

Our first assumption is that hospitals face serious,
continuing, and accelerating pressures for change. I am
not going to detail those. Second, hospitals cannot
survive if they exhaust all of their energies and resources
merely reacting to and fighting these pressures; rather,
they must act, must adapt and stay one step ahead,
particularly with regard to proposed government regu-
lation. Third, hospitals in large measure are very late in
making the necessary adaptations, and they are unfa-
miliar with many of the business tools available to the
nonprofit sector and the investor-owned sector. Fourth,
those who adapt will be the survivors. Finally, it is
possible to adapt and to survive in today’s environment.

For purposes of this discussion, I define horizontal
health system as, generally, hospitals getting together,
since we are talking about hospitals today. It could be
nursing homes getting together, but what makes a sys-
tem horizontal is a multiplicity of units of the same
thing operating on the same level, whereas a vertical
system is made up of different levels or types of care:
You might have a hospital, a nursing home, anambula-
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tory care clinic, and so forth in a vertical structure.
Obviously, it is possible to combine the vertical and
horizontal arrangements in one system.

It is important to note that we are talking about
arrangements of institutions, not of buildings. More-
over, vertical and horizontal health systems include
institutions within one geographical area or outside of
that area, so that the systems we discuss exist in very
broad, dispersed geographical areas as well as narrow,
compact areas.

I. INTRODUCTION

As far as the literature and research on this subject are
concerned, vertical health systems are much fewer in
number and more difficult to put together than the
horizontal systems are. They have yet to emerge in the
way that we believe governmental pressure is going to
force them to emerge, particularly when the HSAs are
operating full force.

Vertical health systems can come into existence in a
number of ways. First, they can have their source in
internal development. A given institution can develop
the capacity to render additional levels of care; these
may be provided within the same institution, for exam-
ple, progressive care divisions or wings. Second, vertical
health systems can develop by acquisition. A given insti-
tution can acquire a second institution which would be
delivering either a “lower” level of care (e.g., nursing
home) or a “higher* level. Third, a vertical health
system can arise as a result of merger of two or more
institutions rendering different levels of care. In addi-
tion, such a system can come from the creation of a
consortium or joint venture in the form of a partner-
ship, a corporation, or some contractual arrangement.
Finally, an informal arrangement can produce a vertical
health system, so that the people just work togetherasa
matter of practice without any type of commitment
among themselves to a long-term, formal relationship.

The way that a vertical health system comes into
existence will condition the form of governance and the
ownership of the system.

When all the components of a system are owned,
directly or indirectly, by the same entity or control
group, there are greater opportunities for developing



corporate structures that deal effectively with the regu-
latory environment. However, when the system is a
consortium, joint venture, or other “non-owned,” infor-
mal type, interinstitutional politics will impose signifi-
cant limits on the system’s operation.

Next I consider the various models of vertical health
systems: the single-corporation, the subsidiary, the
parent, and the consortium models. For each I will
describe the typical legal structure, some fact situations,
and the advantages and limitations of the structure.

II. CORPORATE MODEL FOR THE VERTICAL HEALTH
SYSTEM

Figure 1 describes the single corporation,; this is typi-
cal of what you will find around today. Note that in the
figure, the formal, legal structures of organization are
described by rectangles, while the informal, unincorpo-
rated divisions are in circles. Legally, this is a single,
nonprofit corporation, exempt from federal and state
income taxes.

There are several facts to be noted about this corpora-
tion model. Generally, the various levels of care are
organized as unincorporated divisions. Technically
speaking, if somebody were to sue the clinic, they would
really be suing the hospital. The hospital has all the

GOVERNANCE AND OWNERSHIP

liability for the clinic, nursing home, or hospice because
they are all in a single corporate entity.

The corporation engages in activities which are not
reimbursable under most cost-reimbursement pro-
grams; such activities include medical office buildings,
pure-research facilities, residential care facilities, some
medical education programs, and hospice.

The corporation holds title to a mixture of high- and
low-risk assets and activities. High-risk assets are those
that are associated with the delivery of patient care and
are therefore likely to give rise to malpractice claims and
other types of liability exposure; the low-risk assets are
those which can very easily and adequately be covered
by minimal insurance, such as medical office buildings,
endowment funds, classrooms, and residences.

Sales of service to third parties (physicians, other
hospitals, businesses) are conducted directly by the
hospital corporation. The hospital undertakes limited
fund-development activities, often through a “devel-
opment office” which is simply a department of the
hospital for purposes of legal analysis. This office is for
one-shot projects, not long-range programs. Typically
the hospital is considering many new activities in

BOARD

HOSPITAL

CLINICS SNF

FIG. 1. — Single corporation model; 0 = division, (0 = corporation
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response to the pressures to which I referred at the
outset, but its plans are often not well developed or
sufficiently long term.

This brings us to this model’s vulnerabilities or limita-
tions. The single corporation is a very vulnerable kind
of structure today because the combination of regula-
tory programs which affect hospitals will undermine the
viability of existing and proposed activities. Let me
indicate these problems in more detail.

One of the reimbursement problems here is overhead
allocation. Medicare does not reimburse for the “direct”
costs associated with the nonreimbursable activities,
such as operating medical office buildings or pure-
research facilities. In addition, Medicare rules call for a
portion of the hospital’s overhead (general and adminis-
trative expenses) to be allocated to such activities. In
our experience, these overhead allocations have been
disproportionately large and operate as a penalty on the
system for engaging in nonreimbursable activity.
Another reimbursement problem is investment income
offsets: Medicare offsets certain forms of investment
income against interest expense. This produces unne-
cessary losses for the system which can add up to
hundreds of thousands of dollars.

Losses also result from the treatment of gifts and
grants, not only under reimbursement programs but
under rate-setting programs as well. Gifts which are
deemed restricted to operations of a particular depart-
ment are offset against the costs of that department for
the year in which the gift is received.

Problems similar to those created by reimbursement
arise under cost-containment legislation and state rate-
setting programs. However, the problems are more
serious here because they affect all charges imposed by a
health facility, not just the cost-reimbursed portion of
the patient population. In addition to reimbursement
and rate-setting vulnerabilities, the single corporation
model has definite limitations with regard to taxes. The
problems in this area will probably get worse.

Recently the IRS shifted more than 150 agents out of
employee benefit plan work and into the exempt
organization area. The impact of this shift is being felt in
California: The California Hospital Association reports
more than fifty times as many audit inquiry letters have
been received in 1979 as in 1978. The IRS has also
instituted a “large case program” calling for regular
audits of hospitals with more than $10 million in assets.
This increase in manpower and focus necessitates
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greater care in order to avoid unrelated business income
tax and even possible loss of exempt status.

The fourth area of vulnerability concerns certificate of
need. Most states now have CON laws which arguably
require hospitals to obtain a CON for any capital
expenditure “by” a health facility. Under current law in
California, a hospital may not be able to proceed with
any capital expenditure involving more than the finan-
cial threshold without going through a CON proceed-
ing. This is true even though the capital expenditure has
nothing at all to do with patient care, for example, a
residential care facility, a medical office building, or a
commercial office building.

Finally, the system organized as a single corporation
has enormous liability exposure. As malpractice judg-
ments grow in size and as more hospitals elect to self-
insure, many boards of trustees are becoming concerned
about finding ways to better protect hospital assets
from catastrophic recoveries in excess of insurance
protection.

III. SUBSIDIARY MODEL FOR THE VERTICAL HEALTH
SYSTEM

If you look at the structure of the subsidiary model
(fig. 2), you see all rectangles, which means that the
hospital, the hospice, the clinics, and the SNF are all
separate nonprofit corporations, exempt from federal
and state tax. All the subsidiaries are controlled by the
hospital through its power to appoint and remove
board members. The subsidiaries generally qualify as
public foundations under section 509(a)(3) of the Inter-
nal Revenue Code, that is, they are controlled “support”
organizations. The element of control virtually auto-
matically gives them the exemption from private foun-
dation status which was created in the 1969 Internal
Revenue Code. The private foundation status is a very
undesirable status; it has great insecurities for donors
making contributions. It has very stringent conflict-of-
interest provisions and involves much paper work and
complexity that you want to avoid. Itis better to havea
public foundation status for each nonprofit corporation
involved in your horizontal or vertical system; one way
of getting it is by control. But control has other prob-
lems, which we will get to below.

As for its typical features, this system engages in a
variety of activities identical to those in the single
corporation: the selling of services by the hospital
corporation, limited fund-development programs, and



so forth. However, this model’s vulnerabilities differ. It
has a little less vulnerability from the CON standpoint
because the subsidiaries are separately incorporated
organizations, and one can argue that if a hospice, for
example, builds a facility, this is not within the defini-
tion of the CON law, because the hospice is not a place
where patients come for acute care. However, the subsi-
diaries are controlled by a health facility, the hospital,
and therefore they may not be in a better position to
proceed with capital projects without a CON.
Reimbursement is a complex issue for the subsidiary
type of vertical health system. In the first place, the
accounting rules affecting controlled subsidiaries have
been very confused. The Hospital Audit Guide pres-
ently calls for combined financial reporting for related
organizations if “significant resources or operations of
a hospital are handled by such organization ... and
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they ... are under the control of (or common control
with)...” the hospital. That language is very confusing,
and there has been little consistency of accounting treat-
ment under the existing guides. According to the Ameri-
can Institute of Certified Public Accountants (AICPA),
“The guide does not give sufficient guidance about or
explanation of what constitutes ‘control’ or ‘hospital
resources.” As a consequence, a variety of reporting
practices are being followed and the financial state-
ments of some related organizations are combined with
those of hospitals, while the financial statements of
other organizations in similar circumstances are not.
The related facts and circumstances are sometimes
disclosed and sometimes not disclosed.” The AICPA’s
proposed “statement of position” claims to clarify the
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F1G. 2 — Subsidiary model

LAICPA, Subcomittee Matters, “Statement of Position of Clarifi-

cation of Reporting Practices concerning Hospital Related Organiza-
tions” (exposure draft, AICPA, New York, August 31, 1979).
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existing situation. It calls for combined financial report-
ing of the assets and liabilities of a subsidiary where the
hospital has “the ability to direct the management and
policies of the foundation despite not having a majority
voting interest . . .” and where the hospital “will be, for
all practical purposes, the sole beneficiary of the related
organization’s activities.”

What are the consequences of consolidation in the
subsidiary system? Consolidation for financial report-
ing purposes may lead to consolidation for regulatory
purposes as well. Medicare regulations now provide for
application of generally accepted accounting principles.
However, comparable attitudes may develop in the
CON area or among rate-setting agencies if an attempt
is made to use controlled subsidiaries as a base from
which to conduct new activities that would be regulated
if done directly by the hospitals.

Another limitation of this system stems from the
related-organization principle. Since the subsidiaries
are controlled by the hospital, any new programs calling
for a sale of services by the subsidiaries to the hospital
will be covered by this principle, which means that the
hospital will be reimbursed only for the costs to the
subsidiaries of providing such services, not the charges,
even though those charges are as low as or lower than
elsewhere in the community.

A final word about controlled subsidiaries. Although
they have existed for many years in the hospital indus-
try, it is extremely doubtful whether they will provide a
solution to the regulatory pressures described above.
The threat of consolidation for financial reporting and
regulatory treatment is so great with respect to these
organizations that we would encourage consideration
of the alternatives discussed below.

IV. PARENT MODEL FOR THE VERTICAL HEALTH
SYSTEM

The parent model is often called the “holding com-
pany” model. The use of this type of organization has
been widespread in other highly regulated industries,
especially in banking and utilities. The key concept
upon which the parent corporation approach rests is
that, generally speaking, assets and revenues of the
parent are not reflected on the financial statements of its
subsidiaries and assets and revenues of the subsidiaries
are not combined with one another. This raises the
possibilities that (1) the parent can engage in many
activities which would be regulated if conducted directly

2Ibid.
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by a subsidiary, (2) the subsidiaries can operate with a
minimum amount of regulation, and (3) additional
subsidiaries can be created that will be subject to little or
no health regulation at all.

Figure 3 is a diagram of the legal structure of the
parent model. First let me point out some features of
this model as a corporation. The parent is organized asa
nonprofit corporation. Subsidiaries may be nonprofit
corporations, but this is not necessary; the whole system
can be a mixture of for-profit and not-for-profit activi-
ties. However, for sake of simplicity, I will be discussing
the case in which all institutions in the system are non-
profit. These corporations need not incorporate in any
specific state. The advantages and disadvantages of
incorporating the parent into one state or another are so
mixed that our position thus far has been that, unlike
bank holding companies, which like to incorporate in
either Delaware or Nevada, the system might as well
incorporate in its own state.

There are several noteworthy aspects of corporate
“membership” in this model. The parent will become
the sole member of the existing hospital corporation
and each subsidiary. This will give the parent the power
to appoint and remove board members of the subsidiary
at will. Where the existing corporations have numerous
public members there may be difficulty. Some state laws
permit transfer or even termination of memberships.
Where possible, consider transferring memberships in
the subsidiary to memberships in the new parent. Prop-
erly understood, this should eliminate opposition. How-
ever, some attorneys are recommending eliminating
public memberships where possible. For example,
under the new California nonprofit corporations code,
members can bring derivative suits.

Now mind you, the old AICPA definition, as well as
the new one, says that where the hospital has control,
there is a guaranteed consolidation, but the control here
runs from the parent to the hospital (and other organi-
zations), not from the hospital to the parent. Note that
in figure 3, there is no line between the hospital and the
other organizations, as there is in the single corporation
and subsidiary models, and that is important.

The purposes clauses in your parent and other
organizations are extremely important, the most impor-
tant provisions in the articles of incorporation, because
they tell you what you can and cannot do. The nonprofit
corporation under the laws of almost every state holds
the assets in a “charitable trust” as a fiduciary for the
general public. The purposes clauses define the terms of



this trust and may lock the parent into particular
activities.?

On a tax basis, this system should apply for federal
and state income tax exemptions and public foundation
status. Here you want to avoid a problem that was a
benefit under 509(a)(3). An institution has a public
foundation status as a controlled subsidiary of a hos-
pital under 509(a)(3) because it is controlled by the
hospital. Under the parent model, rather than hospital
control, you want the parent to have control; thus you
want to go under another section of the Internal
Revenue Code, 509(a) (1), and the section 170(b) (1) (a)
(vi) regulation, that allows the institution public foun-
dation status if it can meet a public support test. How-
ever, there are a number of problems with this, particu-
larly those involving the definition of “support” and the
possibilities for fund raising. For example, if the parent
board is to be identical with the board of the subsidiary,
the new structure will not be able to bring in new faces to
be responsible for fund raising. However, some organi-
zations have had success using “advisory” boards to
perform this function. If the parent’s activities generate
the “wrong” kind of income, the parent may be unable
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to meet either of the public support tests. If a founda-
tion exists, or is planned, a concerted fund raising effort
by the parent would be counterproductive. It may be
possible to use hospital or foundation grants to the
parent to meet the public support test.

Despite the historical role of section 509(a) (3) (assur-
ing public foundation status for organizations con-
trolled by a hospital), it may be possible to qualify the
parent as a public foundation under this section. We are
in the process of applying for a national office ruling
which would take this approach. If this could be
achieved, the parent would not have to raise any money
from the public to be a public foundation at the parent
level. Earlier, under the single-corporation model, I
mentioned the problems of having both low-risk and
high-risk assets and activities within one corporation.
The parent model offers other possibilities. Many hos-
pitals have assets which might well be transferred to a
parent, for example, endowment assets, medical office
buildings, parking lots, education and research facili-
ties. Such a transfer could avoid a number of problems;
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FIG. 3 — Parent model

IFor a case in California in which the hospital's actions were
restricted as a result of the attorney general’s interpretation of the
language in the corporation’s purposes clause, see Queen of Angels
Hospital v. Younger, 66 Cal. App. 3d 359 (1977).
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however, there are many legal questions which must be
resolved before such action can be taken:

(1) Do restrictions in bond indentures and loan
agreements preclude transfer? Can waivers be
obtained?

(2) What will be the impact of a proposed transfer
on the “support” of the parent under section 170
(b) (1) (a) (vi) of the IRS Code?

(3) Do gift restrictions limit the hospitals’ ability to
make transfers?

(4) What is the property tax impact?

(5) Will the transfer result in additional amounts of
unrelated business income tax? In other words,
some activities which are “related” to the chari-
table purposes of the hospital subsidiary may
not be “related” to the purposes of the parent.
Basically what that means is, a nonprofit organi-
zation which engages in certain nonexempt
activities may still be able to hold onto its tax-
exempt status but, nevertheless, will have to pay
conventional income taxes on income from
those activities. Many hospitals have been
involved in unrelated business income taxable
activities for a number of years, do not realize
that, and may end up with a very nice retroactive
assessment bill after a visit from the auditors. So
this is an important question to consider.

(6) Will the transfer result in a breach of charitable
trust or fiduciary duty?

The parent model enables certain new activities, such
as the sale of management and other services. It is
possible to move certain employees out of the hospital
and into the parent with a view to selling their services to
others as well as back to the hospital. This step might
permit payment of increased compensation and benefits
to key employees, while it simultaneously provides
valuable management resources to others and reduces
the subsidiaries’ net cost.

In this model, as in the others, there are reimburse-
ment-related problems, but they are very minimal here.
Under the related-organization principle, since the par-
ent controls the subsidiary, Medicare (and other cost-
reimbursement payors) will only pay the subsidiary an
amount equal to the parent’s cost of providing services.
Sales to third parties by the parent may also reduce the
reimbursable cost to the hospital subsidiary. Thus, if the
parent corporation renders any services to the hospital,

4E.g., Denckla v. Independence Foundation, 193 A. 2d 538 (Del.,
1963).
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it is going to be a wash on a reimbursement report. The
parent will not be able to get charges. The hospital will
only be allowed to get reimbursement costs. However,
that one disadvantage is minimal compared with all the
other advantages I have mentioned.

I will just mention some items related to taxes to keep
in mind with regard to the parent model. (1) Unrelated
business income tax (UBIT): Net income generated by
sales to third parties probably will be taxable at ordi-
nary corporate rates.’ (2) Impact on parent’s public
foundation status: To meet the “support” tests specified
in IRC section 170b(1) (a) (vi), the parent must increase
its fund development production if UBIT increases.

Accounting issues include consolidated financial
statements and separate statements for subsidiaries:

Consolidated financial statements. — “Consolidated
financial statements present the financial position and
results of operations of a parent company and its subsid-
iaries, essentially as if the group were a single enterprise
comprised of branches or divisions. The resulting
accounting entity is an economic rather than a legal
unit, and its financial statements are considered to
reflect the substance of the combined economic rela-
tionship to an extent not possible by merely providing
the separate financial statements of the corporate enti-
ties comprising the group.”®

Separate statements for subsidiaries. — . . . separate
statements or combined statements would be preferable
for a subsidiary or a group of subsidiaries if presenta-
tion of financial information concerning the particular
activities of such subsidiaries would be more informa-
tive to the shareholders and creditors of the parent
company than would the inclusion of such subsidiaries
in the consolidation. For example, separate statements
may be required for a subsidiary which is a bank or an
insurance company and may be preferable for a finance
company where the parent and the other subsidiaries
are engaged in manufacturing operations.™

V. CONSORTIUM MODEL FOR THE VERTICAL HEALTH
SYSTEM

The models discussed above assume ownership of all

entities in the vertical health system by a single institu-

5Cf. Rev. Rul. 69-633, 1969-2 C.B. 121; Metropolitan Detroit Area
Hospital Service, Inc., 445 F. Supp. 857 (E.D. Mich., 1978).

6 Accounting Principles Board no. 4,3 AICPA Professional Stand-
ards, sec. 1027.23, at 7309 (Chicago: Commerce Clearing House,
1977).

7Accounting Research Bulletin no. 51, 3 AICPA Professional
Standards, sec. 2051.04 at 8182 (Chicago: Commerce Clearing House,
1977).



tion. The consortium model assumes, on the contrary,
that the entities in the system are separately owned but
have associated together to achieve specific, limited
objectives. The nature of the consortium will vary with
the nature of its activities. The consortium may involve
little more than shared services or as much as joint
financing, planning, and budgeting. As figure 4 shows,
the system is made up of separately incorporated
bodies, with the consortium instead of the parent. The
dotted lines, rather than solid lines, indicate that there
are ony informal arrangements, contractual or some
other arrangement, between the consortium and the
other organizations.

The consortium can take a number of forms, includ-
ing the general partnership, the nonprofit corporation,
and the unincorporated association. For example, four
hospitals may get together, or a hospitél, a hospice, a
clinic, and a skilled nursing facility may do so. They
agree to have a committee that is going to be the consor-
tium and run things on an informal or a letter-
agreement basis. Nevertheless, for public law purposes,
for liability purposes, they are considered an unincor-
porated association.

There are pitfalls in people dealing together in this
way, and there are some very large entities operating in
the consortium format today which have ignored the
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significant exposure problems, from both the liability
and tax aspects. Care must be taken to avoid tax on
revenues of the consortium when a corporate form is
used. Certainly 501(e), shared-services status, will not
be allowed for a normal consortium.

Control over the consortium can be shared in a
number of ways, depending on the legal form of the
consortium. If the consortium has the form of a general
partnership, control can be by partnership agreement.
If it is a nonprofit corporation, control is by member-
ships and board positions. Finally, an unincorporated
association is controlled by bylaws and contract.

A resource to consult on the subject of consortiums is
Multi-institutional Hospital Systems, published by the
Hospital Research and Educational Trust and the Kel-
logg Foundation in 1979.8 The book includes ten case
studies. It discusses, for example, the Virginia Mason
Health Services Consortium, which is described as a
professional and administrative support, urban-rural
services consortium. It is based on the notion of a
consortium as a group of institutions in an area, volun-
tarily joined to achieve specific purposes. Central to the
concept is the lack of a requirement that participating
institutions hold all major goals in common,; rather,
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FIG. 4 — Consortium model

8 Multi-institutional Hospital Systems(Chicago: Hospital Research

and Educational Trust; Battle Creek, Mich.: W. K. Kellogg Founda-
tion, 1979.
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advantages are found in pursuing specific goals which
the institutions do have in common. I think it is impor-
tant to note what the book has to say about trustees and
the critical importance of the governance function in the
performance of multiinstitutional health systems:

As systems continue to evolve, it is argued that trus-
tees will have to focus on long-range planning and
strategic decision making while moving away from
involvement in institutional operations. The govern-
ance role in these emerging organizations requires
individuals who can work as part and think in terms
of systems. Trustees will be charged to make difficult
resource allocation decisions, attempting to balance
the need of the system with those of the individual
facilities. Trustees at the corporate level are encour-
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aged to think in terms of the greatest good for the
entire system. At the local level trustees seek to pro-
tect their hospitals for their communities, while they
attempt to view their facilities within the context of a
network of institutions.?

It is a cultural shock for many trustees to move into
these areas. In the long term, it may be necessary to
recruit new trustees or train or retrain the trustees you
have.

There are many more topics we could consider, but
here I just wanted to describe the different forms availa-
ble for vertical health systems (which also adapt to the
horizontal system or a combination of the two), some
legal facts about these forms, and the benefits and prob-
lems inherent in each form.

sTbid., p. 40.



General Discussion
REED MORTON, CHAIRMAN

RICHARD JOHNSON: Sherwin, if you have the parent
as a for-profit and the hospital as a non-profit organiza-
tion and you want to transfer the parking lots and those
kinds of things to it, can you?

SHERWIN MEMEL: No. If you are talking about doing
it by way of gift, if you want to sell it for fair market
value, you cando it. Typically, the parent does not have
any money. In an individual situation perhaps some-
body could demonstrate to me the benefit of a for-profit
parent, and I am not saying there could never be bene-
fits, but typically, I think it is most advantageous to
have a not-for-profit parent if you are talking about a
not-for-profit system.

RICHARD BATT: Is it possible to layer parent corpo-
rations so that you might have one parent corporation
that is involved nationally, and in the local area the
subsidiary parent has a vertical health system?

MR. MEMEL: This is very common, and you would
call it a “regionalization” concept. You could also do
that within a state, if it is a large state: You could have
one state parent and then you could have separate
parents.

All this depends on the purposes to be accomplished.
A lot of that, I think, has to do with the politics, giving
people representation and handling the trustees of these
institutions in a specific area. Or perhaps you have
different shared services concerned in different geo-
graphic areas. So there are a lot of reasons why you may
have a system where you might interpose other parents.
You might call this a regional corporation with several
parents, and one parent over the regional corporation.

TiM SIZE: What antitrust considerations should we
have with these various models?

MR. MEMEL: As I indicated, there are many other
considerations. I refer you to a book by my partner
Martin Thompson, published late in 1979 by Aspen
Systems, on antitrust in the health care field, and that
will give you some good answers to your question and
many of the other questions raised today.

But the Federal Trade Commission and the Depart-
ment of Justice have not resolved their positions on this.
They have not automatically accepted HEW’s position
that planning justifies anything. The recent decision
which said that the antitrust laws do not apply to all
CON matters (at least, insofar as the facts of that case

were concerned) is on appeal. It is only in one jurisdic-
tion; it is not binding law.

It is clear from the Rex Hospital case that federal
antitrust laws apply to hospitals on very little grounds
other than having income in interstate commerce from
normal hospital operations, so if you are going to
monopolize or consolidate in an area, there are serious
antitrust implications, and there are a new set of merger
regulations. You have to notify people when mergers
are going to take place between organizations of certain
sizes, and then the Justice Department has an opportu-
nity to comment. That is a major consideration when
you are getting together and doing this kind of thing. In
my judgment, there is less of a problem when you are
doing the vertical type of integration than in horizontal
type because you are addressing yourself to different
segments of the market.

ROBERT MONTGOMERY: Sherwin, in the consortium
law, if you are going out on capital financing, can any of
the individual elements or organizations pledge their
assets or be used as collateral for, say, financing one or
the other elements?

MR. MEMEL: That is very difficult because in the
typical consortium there is no ownership and no con-
trol, whereas in all the other models there was control in
some form.

We have dealt with most of the major investment
banking houses. All of them, believe it or not, love this:
They love all of the organizational configurations
because they see this diversity as a long-range benefit, a
plus to the solvency of those institutions and the gua-
rantee of their loans.

This is a new field. In the last three-and-a-half or four
years in which so many of these new concepts have
emerged throughout the United States, board members,
accountants, and legal counsels have been concerned
about numerous potential problems. And 99 percent of
those problems, those horrors they feared, have not
been major problems. One of the problems that was
constantly raised was, “The investment bankers are not
going to stand for it, they will not like it. They will not
let us do this under the indentures and so forth.” Yet we
have worked this out, with cross-guarantees and all
sorts of things. However, when you have a consortium,
that tool is taken away from you because there has got
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to be a bona fide purpose. You can lose your tax exemp-
tion by giving away money improperly.

So I am not saying that it cannot be done in the right
set of circumstances. If you were talking about building
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a shared-services facility, a laundry, and you were for-
tunate enough to get an exempt status for it, and they
were all going to kick in money or guarantee part of the
money, that would probably be legitimate.



Financing and Vertical Health Systems

DONALD R. ODER

CHAIRMAN REED MORTON: Our next speaker is Don
Oder, senior vice-president at Rush-Presbyterian-St.
Luke’s Medical Center, which is a local example of a
vertically integrated system. Don is also a member of
the Illinois Health Financing Authority and, perhaps
not least of all, a member of the second-year class in the
Executive Program.

DONALD R. ODER: Thank you, Reed; it is good of
you to let a student participate in your symposium this
year.

National health planning legislation and regulations
include six performance factors to be considered in
determining the appropriateness of a hospital service:
availability, accessibility, acceptability, continuity, cost,
and quality. Recent efforts at the Health Care Financ-
ing Administration have clearly emphasized cost as its
primary consideration. The very real possibility that the
responsibility for health care planning will be trans-
ferred to that agency should cause us concern for the
future of the hospital industry. Although cost control is
not the primary rationale for a vertical health care
system, the effect on costs is a consideration in every
action we take.

At this time a completely integrated vertical health
care system is more a theory than a reality. Most hospi-
tals offer some degree of vertical integration in the levels
of inpatient and ambulatory care. The completely inte-
grated system would include the full range of personal
health services required by a given population, offered
in a coordinated manner.! The integration of the educa-
tional programs in the health professions would com-
plete the system.

A vertical system can be developed through coopera-
tive arrangements with various health care providers and
educational programs. It is not necessary to have all units
under a single management; however, the problems of
organizing a system of multiple autonomous institutions
limit the potential benefits, Systems built on affiliations
have many virtues, but financial advantage tends not to

'Robin E. MacStravic, “Vertical Integration in Multihospital Sys-
tems,” in Multihospital Arrangements: Public Policy Implications,
ed. Scott A. Mason (Chicago: American Hospital Association, 1979).

be among them. Cooperative arrangements among auto-
nomous hospitals in a vertical system relate more to
continuity and quality of care than to operating efficien-
cies.

The conventional shared services for administrative
and other support services are equally applicable to both
vertical and horizontal systems. These types of shared
services are popular, and it is important to take advantage
of such a consolidation of services which offers significant
economies of scale. However, this has little to do with the
presence or absence of a health care system. It may be
more advantageous to have some of these services
provided by a hospital association or council rather than
by the system. The important consideration is that the
administrative and support services be provided by the
most efficient and convenient service available. There is
no magic to these services being provided inside or
outside the system. Shared support services have no rela-
tionship to a vertical system; shared support services
relate to prudent buying. The sharing of such services
does not constitute a health care system.

Doctor Charles Sanders, director of the Massachusetts
General Hospital, referred to the system at Rush-Presby-
terian-St. Luke’s Medical Center as an example of the
corporation model.2 He described this model as the
merger of a network of hospitals into a single corporation
in which the medical center exerts major control over the
members. This model thus involves the transfer of
authority to the central corporation, with significantly
reduced autonomy for the participants. Doctor Sanders
was referring to only a portion of the Rush system that is
owned or controlled by the medical center corporation.
This would constitute the main hospital, geriatric hospi-
tal, branch hospital, HMO, home health nursing, and
health professions university. The network hospitals that
are associated and affiliated with Rush are completely
autonomous. The agreements provide the framework for
a good working relationship but specifically maintain the
autonomy of each corporation.

In a case study of the University of Chicago Medical
Center, Doctor Alvin Tarlov and his associates discussed
the many problems of organizing a system involving a

2Charles A. Sanders and Kay W. Bender, “Point of View: Multi-

institutional Arrangements in a Teaching Hospital Setting,” Health
Care Management Review (Spring 1980), pp. 25-33.
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university center and multiple community hospitals.3 The
carefully guarded autonomy of an affiliated hospital and
the lack of commitment of the medical center to another
hospital that it neither owns nor controls make program
development slow and unpredictable. It is unlikely that a
fully integrated vertical health care system can be built on
the basis of affiliation agreements. Certainly there is not
much to be said about the financial implications of a
system based on the affiliation of various autonomous
institutions. Although there may be certain specific
programs developed between the medical center and
individual affiliated institutions that provide a mutual
financial advantage, a system of affiliated institutions has
little general financial involvement. The direct financial
cost of maintaining such a system tends to be undertaken
by the medical center. Although it is difficult to identify
all the costs at the medical center that are directly related
to the building of a system, there are substantial costs,
including the liaison office; coordinators in medicine,
nursing, and administration; and continuing education.
The future benefits are a matter of speculation because
they are long term and unpredictable; the benefits may be
described as casting bread on the waters.

In order to discuss the financial implications of a fully
integrated vertical health care system, let us pretend that
such a system can be established. In the Chicago metro-
politan area it is theoretically possible to organize five to
seven such systems—and to do so without antitrust
problems, because there would not be a monopoly of all
the facilities in the area.

THE MODEL SYSTEM

The possible extent of vertical integration for any
industry is virtually limitless. The practical boundaries of
the health care corporation should extend from the
university education of health care professionals to the
long-term health care facilities. In large metropolitan
areas the system should not be geographically defined, so
that patients, health care professionals, and students can
have a choice of systems. The population to be served
should provide the base for determining the extent of
patient services and of manpower production.

For example, a comprehensive, vertically integrated
care network serving 1 million people would include
approximately 4,000 secondary-care beds, 600 general
tertiary-care beds, and 8,500 long-term care beds.4 The

3Alvin R. Tarlov, Barry Schwartz, and Howard P. Greenwald,
“University Center and Community Hospital: Problems in Integra-
tion,” Journal of Medical Education (May 1979), pp. 370-78.

4Rush-Presbyterian-St. Luke’s Medical Center, “Rationalizing the
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total system would need to accommodate about 5 million
outpatient visits, including solo and group practice,
HMO offices, emergency rooms, neighborhood health
centers, and clinics.

The system would provide appropriate levels of care
consistent with the patients’ needs, reflecting intensities of
illness and complexity of diagnosis and therapy through-
out the various health care institutions and staffs. The
system should integrate academic functions and health
functions in order to reinforce the positive impact of one
on the other. The university hospital would be the referral
center for the system.

The availability of such an organized system would
provide many opportunities for economies of scale that
cannot be provided by a single institution. The HMOs
and home health nursing services need to have offices
near the population being served but require a large
volume in order to be financially viable. A branch office
in the area of each system hospital would be ideal. A
quality continuing-education program for physicians,
nurses, and other health professionals can be self-
supporting only with significant volumes. Other services,
such as information systems and health care planning,
would be unique to the system. The availability of consul-
tations from medical specialists throughout the system
would avoid many unnecessary referrals. In our utopian
system the centralized or regionalized patient services
would be located in the system without regard to the
financial impact on an individual health care facility.

A balanced system implies the production of man-
power in sufficient quantity to replace personnel turnover
in the system. There would be no intent to have a closed
system, but the import and export of manpower to and
from the system should balance out. All patients receiving
service within the system should share in the cost of
education in the health professions.

Necessary services that are so highly specialized as to
be uneconomical for a single system should be shared
between systems. This intersystem cooperation, as well as
the monopolistic implications of single-system areas,
raises the question of competition or lack of competition.

COMPETITION

There has been considerable discussion of the public-
utility nature of the hospital industry. The various regula-
tions that control hospital facilities’ additions and replac-
ements, rates charged for services, and utilization of

Health Care System in Chicago,” duplicated (Chicago: Rush-Presby-
terian-St. Luke’s Medical Center, March 21, 1980).



services taken as a whole are more all-encompassing
than the regulations of many so-called regulated indus-
tries.

Competition among health care systems could be
sustained in large metropolitan areas, but single-system
health care in low-population areas would virtually be a
monopoly with limited opportunity for competition. This
situation is unavoidable but is not significantly different
from the present single-hospital communities. Patients
would still be free to travel outside the community for
their health care services.

Whether hospitals are to operate in a regulated system
or a competitive system has been the subject of much
discussion in recent months. There are several legislative
proposals designed to increase competition in the health
care industry, but it is probably safe to say that govern-
ment regulation of hospitals is here to stay. The proposed
competition legislation tends to deal with the nature of
health insurance coverage provided by employersand the
promotion of HMOs as the most cost-effective system for
health care delivery. Certainly HMOs provide an element
of competition, as would any consolidation of the health
insurer and the health provider. It is conceivable that a
large vertical health care system could sell conventional
health insurance that would provide financial incentives
to select health services within the system. It would be
necessary to establish considerable pricing flexibility
before this could be a practical option.

How far hospitals can go in the organization of health
care systems before antitrust questions arise is a matter
for resolution by legal counsel.5 Even the actions of health
systems agencies may have antitrust implications. The
Justice Department recently warned the Central Virginia
Health Systems Agency that competing hospitals risk
antitrust violations if they meet at the request of a feder-
ally designated agency and agree to cut their services. The
Federal Trade Commission (FTC) has had its problems
with Congress but continues to be active in the health care
industry. Even though not-for-profit corporations are
exempt from FTC action, implications of restraint of
trade in vertical integration should be considered.

REIMBURSEMENT

The current reimbursement system for health care ser-
vices is not conducive to the efficient operation of a
vertical system. The cost and payment methods of the

SR. A. Vraciu and H. S. Zuckerman, “Legal and Financial Con-
straints on the Development and Growth of Multiple Hospital
Arrangements,” Health Care Management Review (Winter 1979), pp.
39-47.
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Medicare and Medicaid programs fragment the system
and limit management flexibility in pricing services at the
marginal cost.

A single institution may be three separate providers of
service for Medicare and Medicaid, with separate pro-
vider numbers, cost limitations, and cost reports for acute
hospitalization, skilled nursing facilities, and home health
nursing. These services are an integral part of a vertical
system but have to be treated as separate entities for
cost-reimbursement purposes.

The cost limitation for routine services in the hospital
and skilled nursing facility, home health nursing visits,
and renal dialysis treatments divide the institution into
isolated units for reimbursement purposes. Creative cost
accounting among these cost-limitation areas, the other
health care services, educational programs, and research
activities becomes a way of life.

To the extent that a single Medicare/ Medicaid pro-
vider number can be obtained to allow the consolidation
of multiple institutions in a vertical system for cost-
reimbursement purposes, there may be considerable
advantage in the reimbursement of routine-service costs.
The routine-service costs for reimbursement purposes are
an average cost for all patients not in special care units.
Any costs in excess of the federally established cost lim-
itation are not reimbursed. The inclusion of secondary-
care institutions in the average will dilute the higher costs
at the medical center and lower the average routine-
service costs for comparison with the cost limits. Exam-
ples of such single-provider institutions in the Chicago
area are Presbyterian-St. Luke’s Hospital and the Sheri-
dan Road Pavilion, Evanston Hospital and Glenbrook
Hospital, and Chicago Osteopathic Hospitals in Chicago
and Olympia Fields.

There is a potential that state rate-review systems will
eliminate the present conglomeration of cost-based sys-
tems utilized by various third parties, primarily govern-
ment agencies and Blue Cross. There is no doubt a price
to pay for such a regulatory system, and this is likely to be
a limitation on total revenue available to each hospital. A
revenue limit for a system would be considerably more
flexible than a limit on each individual hospital. If the
growth in technology is, for example, limited to 2 percent,
the flexible use of such funds within a vertical system
could be of considerable advantage to the total system.

Unfortunately, a hospital rate-review program tends to
take the narrow view of separating out the hospital and
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outpatient care from the other activities of the corpora-
tion. The flexibility of the vertical system to operate as
one integrated unit would be limited if the payment pro-
grams continue to be fragmented. The rate-review pro-
gram, rather than become a unifying system, will prob-
ably isolate and regulate the conventional patient services
provided by a hospital. Other services of the vertical
system — such as skilled nursing facilities, intermediate
care facilities, and home health nursing — will most likely
continue under the present cost-reimbursement system.

The vertical system has the potential for a more flexible
use of both operating and capital funds in spite of the
many negative aspects of current reimbursement pro-
grams. The financial advantages are likely to increase in
the future as revenues available to the total health care
industry become more restricted.

The most obvious financial advantage of a multiinsti-
tutional vertical system that is centrally owned and man-
aged is in the area of capital financing.

CAPITAL FINANCING

The old adage that there is “safety in numbers” seems
to apply to corporate finance, although one can, no
doubt, think of notable exceptions. The combination of
two or more institutions into a single entity tends to
increase the debt capacity of the new entity to an amount
in excess of the total of the individual debt capacities of
the merged institutions. Because of the short-term out-
look that is typical of government regulators, the impor-
tance of capital financing in the acquisition of facilities
will probably continue to increase. With the emphasis on
control of health care prices, either voluntary or manda-
tory, substantial capital formation is not likely to occur in
the health care industry. The increased borrowing capac-
ity of a multiinstitutional vertical system through its
increased size and diversity of operations is an important
advantage.

CATEGORICAL PROGRAMS

In the absence of an established vertical system that
coordinates all health care activities, many categorical
programs have been initiated that assign institutional
linkages with no consistency from one program to
another. Although a program such as the Poison Control
Center would be inappropriate to duplicate in every sys-
tem, there are others that could be consistently organized.

The networks for perinatal, cardiac care, cancer, end-:

stage renal disease, and trauma programs could have
consistent linkages. These categorical programs might
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provide the nucleus for other cooperative ventures as the
opportunity arises. The availability of outside funding
seems to be a great incentive for cooperative efforts.

FUTURE OUTLOOK

The financial aspects of a vertical health care system
tend not to be very different from those of any large
hospital or group of hospitals. The vertical system has
more diversity of operations with the corresponding regu-
latory complexities. A fully integrated vertical health care
system in a large community with competing systems
would clearly have a favorable impact on accessibility,
continuity, and quality of health care. It would also
provide the opportunity to take advantage of the econo-
mies of scale in medical, health delivery, and other pro-
grams that would not be available outside the system.

One of the hazards of a large health care corporation
such as was proposed by the American Hospital Associa-
tion in the early 1970s is that it is a made-to-order regional
health program that could be part of a national health
system. The historical pluralistic methods of delivering
health care services and consumer choice could be lost in
such a highly organized system.

A ceiling on health care operating and capital expen-
ditures could easily be applied to each of the systems.
However, if we expect that such controls on hospital
expenditures will be established in the future, the verti-
cal system would have a great deal more flexibility than
a single independent hospital.

As biased as I am toward the theory that finance is
what makes the world go around, it is unrealistic to
believe that there will be a major movement of inde-
pendent, autonomous, secondary hospitals wanting to
merge into a vertical health care system with one of the
major medical centers.

Although the financial synergism does not exist in a
system of affiliated institutions, there are many mutual
advantages to the participating institutions, medical
staffs, and patients that make such a system worth
doing.

It will take many years and continuous efforts to
develop reasonably comprehensive working relation-
ships in an affiliated system. The patient care programs
and administrative programs will develop very slowly
and unevenly between each of the affiliated hospitals
and the medical center. Significant relationships
between the individual affiliated hospitals may never
develop without some centralized management.

For a health system to be meaningful it needs to



operate in an environment with other health systems,
each providing a fair share of service to the “medically
underserved” population and health manpower require-
ments. The Chicago area has the potential to develop
such systems, but the incentives for the medical centers
to promote a large integrated vertical system and for the

FINANCING AND VERTICAL HEALTH SYSTEMS

other institutions and their medical staffs to participate
actively are not sufficiently strong at the present time to

make this a reality.
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Internal Organization and Management of Vertical Health Systems

ROBERT P. BRUECK

CHAIRMAN REED MORTON: Our final speaker this
afternoon is Robert P. Brueck, who is president of the
Center for Health Studies, an affiliate of the Hospital
Corporation of America. His topic is the “Internal
Organization and Management of Vertical Health
Systems.”

ROBERT P. BRUECK: Thank you, Reed.

The internal organization and management of verti-
cal health systems is a topic that is neither well covered
in the literature nor exemplified in any existing organi-
zation model. My perspective derives from experience
in a dynamic, successful, but horizontally integrated
organization with its focus on short-term, acute-care
general hospitals. While it is instructive to note that
there are no complete examples, the Rush-Presbyterian-
St. Luke’s complex in Chicago, the Greenville system,
and the Kaiser-Permanente complex most nearly
approximate vertical structures.

Where vertical integration is feasible—where there is
financing and critical-mass scale—the consummate
structure may appear in the future. However, in its
conception, a vertical health system is anomalous, even
paradoxical. It is a corporate behemoth appearinginan
age nostalgic for simplicity and distrustful of financial
giants. It implies a more orderly delivery of health servi-
ces which have historically been scattered, diverse, and
intensely personal, dependent as they are on the genius
of the physician and the dedication of professionals at
all levels to the care of the individual patient. A vertical
organization will indeed be a paradox in itself; a pyra-
midal megastructure of capital and management that
will not only meet individual human needs at a given
moment in time but will accommodate itself to chang-
ing perceptions of the very function of health services.

Responding to some of these incongruities, this paper
adds another contradiction in terms of the possibility of
controlled decentralization. And it submits another
paradox, namely, that a management system may be
borrowed from a company which builds integrated
circuits and incandescent lamps. With some modifica-
tion, General Electric’s concept of the “strategic busi-
ness unit” seems to be a promising management system
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for a vertical health service structure. An effort will be
made to provide some insight into considerations to be
made for the internal management and organization of
verically integrated health systems.

I. BACKGROUND
Scope

First, however, it is essential to know what is to be
managed. A useful starting point may be a macro view
of the environment in which a vertical system might
operate. As a matter of convenience, health care may be
described by a continuum, allowing for much overlap-
ping and many fuzzy areas. The first segment is the
hospital complex, directed to the acute care and treat-
ment of the sick or injured. The second segment, and the
limit of focus of this paper, may be designated as health
services and includes long-term and rehabilitative care.

Beyond health services on the continuum come
research and development and the manufacture and
distribution of a wide variety of products essential to
total health care. An imaginative individual could easily
extend the set to include housing, hygiene, and other
factors affecting society’s growing expectations for the
quality of life.

Range of the Health Services Segment

Under the aegis of the health services is a broad array
of providers and provisions. (For a summary of the
health service market, see fig. 1.) Enumeration of the
five major entry points available to the individual who
needs or thinks he needs health services will convey the
enormity of the field.

The first entry point is self-care. The individual has
available to him the drugstore, his friends, the media,
and educational programs and materials from a
plethora of institutions and associations.

Second, the individual has access to ancillary practi-
tioners, such as faith healers, chiropractors, acupunc-
turers, hypnotists, and midwives, and including a prolif-
eration of nonphysician primary providers trained in
inhalation therapy, physical therapy, audiometrics,
optometry, and the like.

Third, the individual may obtain health services
through such outpatient facilities as emergency rooms,
trauma centers, or stationary or mobile diagnostic
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screening centers. Associated with these facilities is a
variety of skills and equipment, including police, fire,
and paramedical personnel equipped with helicopters,
electronic monitoring systems, and communication
devices.

Business and industry provide a fourth avenue of
access, beginning with first aid and expanding to
consultation services, including physical examinations,
screening, emotional and spiritual counseling, and
adding, as a corollary of safety consciousness, plant
environmental and safety inspections.

Finally, the individual has direct access to physicians.
He or she may directly or indirectly receive the attention
of a doctor at any of the four entry points mentioned
already or may proceed initially to a physician. Choos-
ing among a bewildering array of general practitioners
and specialists can be a formidable problem for a medi-
cally unsophisticated person in the emotional stress of
needing health care. Although there are still many—and
will continue to be many—solo practitioners, there are
an increasing number of group practices (both single
and multispecialty), prepaid group plans, and various
types of institutional programs. Many of these arrange-
ments may incorporate primary-care centers and other
outreach programs.

From the myriad points of entry, the physician
chooses various avenues of treatment. The first of these
is home care, an increasingly popular choice and one to
which physicians and other primary providers are
responding more and more. Businesses and agencies
also provide home health services, ranging from instruc-
tional programs to hygienic service and the provision of
nutritious meals. Citizens are increasingly interested in
arranging to care for the aged, infirm, or handicapped
in their homes.

A second avenue of treatment falls under the rubric of
public health and encompasses not only clinical facili-
ties but sanitation, pollution control, and prevention of
disease. Although public health has been the exclusive
domain of government, new laws and regulations will
doubtless open the field to nongovernmental entities as
well.

Ambulatory care, another expanding avenue of treat-
ment, will grow even more under the stimulus of regula-
tion and third-party payment sources, as well as the
concern of individuals for more convenient services at
lower total cost, including less time away from work.
Advances in technology also lend impetus to the expan-
sion of ambulatory care, so that these services range
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from visits to physicians’ offices, or to emergency rooms
or clinics, to day and night care for psychiatric, alcohol,
and drug therapy; specialty services for inhalation
therapy, occupational therapy, and rehabilitation; diag-
nostic services in fixed and mobile units; mass immuni-
zation programs; and ambulatory surgery centers.
These and other more imaginative services will call for
greater utilization of paramedical personnel, together
with increased use of technological advances for com-
munication, monitoring, and diagnostic applications.

The fourth avenue of care is institutional care, focus-
ing, most frequently, on the episodic treatment of
illness. It includes not only acute-care facilities but an
assortment of centers for specific purposes, such as
psychiatry, obstetrics, alcohol and drug treatment, and
research for certain diseases. Long-term units extend
this category to nursing homes, chronic and rehabilita-
tion centers, and facilities for domicile care.

Central Role of the Physician

It is obvious from this litany that no one group or
organization could or would want to embrace the com-
prehensive provisions of all these health services. They
do offer a number of opportunities which may pertain
to a given area of organization. It is obvious, too, that
the physician is the central figure in the provision of
most health services. While there is evidence to suggest
that the centrality of the physician may be diminishing
as HMOs and other comprehensive care modules gain
acceptance, a rational conclusion is that the treatment
skills and knowledge of the physicians will remain
paramount for at least the next decade. The physician
determines who will be cared for, when and how and
where the treatment will be carried out, and what kind
of care will be provided. Physicians, then, are the
primary “customers” of heaith services, although other
people may be the uitimate users.

Conflicts

Decision making.—The physician’s judgments will
determine resource allocations in a vertical system in
terms of facilities, manpower, equipment, and distribu-
tion. No health organization can prosper unless it has
recognized that, though managers make pronounce-
ments, the physician makes the ultimate decisions as a
part of his professional commitment.

Business, too, will affect decision making, both in
financing health services and in influencing the details
of organization and management. As costs increase



owing to inflation and advances in technology, greater
economic pressure falls on employees and redounds
eventually to their employers. In addition, the sociopo-
litical stimulus to provide “more for less” yields strong
demand for the employer to “do something.” That
“something™ will undoubtedly be greater interest and
action on the part of business and industry in examining
alternative arrangements for the purveyance of health
services.

Conflicting objectives.—When managers, physi-
cians, and business leaders, with their sometimes
conflicting objectives, sit at the conference table, their
thinking will be affected by the increasing public expec-
tation of remaining healthy as opposed to undergoing
episodes of intensive treatment for illness. The present
scheme is geared to the episodic treatment of a series of
illnesses requiring the individual to initiate action.
Society in the future will expect health services to
provide for health, not for illness. Doctor Eric J.
Cassell, ina recent Wall Street Journal editorial, makes
the point that American medicine is not a “health care
system” but a “sickness care system”—and a very good
one. He points out that the two problems, conquering
disease and achieving a healthy population, must be
addressed separately, and he adds, “It is probable that
different concepts and methods or even different person-
nel and institutions will be required.”

Conlflicts in the objectives of the system’s disparate
components are likely to intensify with this shift in
focus. It is imprudent to expect a manager to increase
the census in an acute-care hospital facility and at the
same time to strongly promote ambulatory modalities
designed to reduce hospital utilization. Inevitably, he
will favor that for which there is the greatest incentive.
While it is true that both an HMO and an acute-care
hospital have the same ultimate goal of producing a well
person, it is naive to assume that the same methods are
common to each. Moreover, it is unreasonable to
assume that a single manager will do justice to both, no
matter how well intentioned he may be. Doctors,
nurses, and paraprofessionals have skills to take care of
disease and injury and do so very effectively. Manage-
ment, however, must not confuse care of the sick with
health care. If both kinds of care are to be included in
the vertically integrated system, pains must be taken to
avoid dual and conflicting objectives. To do otherwise
willinevitably lead to a schizophrenic posture when the
time comes (as it always does) to allocate limited
resources of manpower and capital. The winner in this
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competition will be that for which there is the greatest
incentive, be it money, prestige, power, personality, or
popular fad.

Need for Leadership

Leaders of health service systems must beware the
narrow vision, must refrain from directing society to a
fixed future which they have already predicted and to
which they are committed. Strong leadership must
emerge to assure the social value of great vertically
integrated health structures. In the context of this sym-
posium, it may be superfluous to ask where the leaders
are to come from. Nonetheless, the demand for strong
leadership comes at a time in the United States when
many people notice a dearth of leaders. In an article
published in Business Tomorrow by the World Future
Society, John Naisbill says,

We have no great captains of industry any more, no
great university presidents, no great leaders in the
arts, or in labor, or in politics. It is not because there
is any absence of ambition or talent on the part of
those who would be leaders. We don’t have any great
leaders any more because we followers are not creat-
ing them. Followers create leaders—not the reverse—
and we followers are not conferring leadership as we
did in the past. We are now creating leaders with
much more limited mandates; closer to us and on
much narrower bands.

A leadership for vertical health systems must emerge
to resolve the conflicts that have been named: conflict-
ing professional and business interests that affect
decision making, conflicts between the present system
of treating illness and society’s growing expectations of
health, and conflicts in the objectives of the separable
units.

II. MANAGERIAL CONCERNS
Critical-Mass Scale

These conflicts either reside in the background or
loom in the future. Several more immediate internal-
management postulates and constraints must be con-
fronted and resolved before a vertically integrated sys-
tem can come together. Vertical structure assumes a
certain critical mass, a certain confluence of people
(patients), doctors, nurses, paraprofessionals, build-
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ings, equipment, and money. It is difficult to envision a
totally integrated system for a town like Erin, Tennes-
see, where Hospital Corporation of America has a
thirty-one-bed hospital associated with a small group of
independent physicians who have a reasonably good
referral system but not within one organizational
structure.

Few locations can support a vertical organization
without subjecting sick people to even greater inconven-
ience and restriction of choice. Sites where the necessary
critical mass can be assembled are probably limited to
large urban hospitals, medical schools, and health care
corporations. Even within these confines, matters of
size, resources, and present focus enforce further limita-
tions. Fewer than 600 hospitals in the United States
have more than 500 beds, and a number of these barely
have the resources to carry out their present function.

Medical schools offer a logical center for vertical
integration, but, again, they are limited in number. In
the December issue of Modern Health Care, Dr. James
A. Campbell, president of the Rush-Presbyterian-St.
Luke’s Medical Center, predicted that “university
teaching hospitals will become the anchors of vertical
multi-hospital systems” and warned that “if we in the
voluntary sector don’t form these networks, we may be
very well forced into it.” Campbell may be right. The
reason may be contrary to his thinking. There are 125
medical schools in the United States. In view of the
problems which the federal bureaucracy has in control-
ling 7,000 hospitals, consolidation would certainly
appear to be an attractive socialization option to the
regulators. Some pragmatic problems come to mind,
however, in trying to contemplate tertiary patient refer-
ral by doctors in Erin, Tennessee, to doctors at Vander-
bilt University Hospital, just sixty-five miles away.

Health care corporations, even insurance companies,
may also be logical focal points; however, many of the
multifacility companies appear to be moving in the
opposite direction as they carve out a particular niche of
specialization and find greater incentives for horizontal
integration. Integration could be accomplished, never-
theless, through management arrangements, acquisi-
tion of service units, and construction of facilities where
they are needed but do not currently exist.

Constraints on Vertical Integration
Capital.—Acquisition and construction require capi-

tal, which is both a part of critical mass and the first of

several constraints on vertical organization. Capital
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must come from government in the form of taxes or
from business in the form of profit. Debt capital must
generate profits in consolidation, recognizing that some
systems will elect to break even or even lose money on
some aspects of their operations. A basic structure to
the vertical system, an HMO, for example, requires a
seven-year payback period, a long time for a new and
rapidly changing organization. Hard decisions will need
to be made by people who are skilled in the capital
market and who have the imagination and the nerve to
pursue different sources and kinds of arrangements.
Physicians.—Perhaps the greatest constraint on the
creation of vertical networks is physicians. Campbell
points out that university-affiliated physicians are
“busy” and nonacademic physicians “fear for their
business and autonomy.” Physicians, not hospitals,
refer patients, and it is imperative to determine and
satisfy their needs. For the most part their attitudes and
organization do not correspond favorably to the inter-
ests of a vertical structure. An organization cannot
easily change established patterns developed by physi-
cians on a very personal basis. Moreover, the trend
among physicians has been to organize themselves in
various kinds of group practices, the favored one being
single-specialty groups. Between 1965 and 1969 the
number of group practices nearly doubled. The growth
continues, and today there are probably more than
10,000 groups. Any vertically integrated organization
must be prepared to work within the patterns of referral
and organization adopted by physicians. The literature
furnishes few clues as to how this may be done; never-
theless, there is no substitute for strong physician
leadership in the creation of vertical structures.
Internal constraints.—Once critical mass and physi-
cian leadership have come together with large amounts
of money, constraints turn inward to managerial exper-
tise, financial ability, and technical skills required to
operate a vertical structure. None of these is easy to
obtain. Financial ability comprises skills in the genera-
tion of revenue, maintenance of margins, and deploy-
ment of capital for the careful handling of investment.
This implies a good but not cumbersome budgeting and
monitoring technique, probably with the help of com-
puter technology. Technical skills, other than clinical,
are required at a central level to carry out those infor-
mational functions essential to large organizations and
those for which scale provides some economy. Such
necessities as data processing, communications, legal
services, auditing, finance, real estate, engineering, and



many others lend themselves to central control. Finally,
management expertise at all levels is needed to tie it all
together. Hospital Corporation of America has been
doubling its size every three years and multiplying
accordingly the numbers of skilled managers who must,
especially in a highly decentralized management mode,
be oriented to company philosophy and procedures. In
recognition and as a partial response to this need, the
Center for Health Studies was created to provide educa-
tional programs for the executive and middle manage-
ment of the company.

Regulation.— Another constraint is regulation, a way
of life for health care providers that is likely to increase
in magnitude, cost, and trouble. Regulation affects cost
controls, franchising control, reporting and disclosure,
and a maze of procedures related to construction and
licensure. In addition, the organization must be
concerned with quasi-legal controls imposed by such
groups as the Joint Commission for Accreditation of
Hospitals and various Blue Cross plans. These controls
affect reimbursement, an intense function that requires
a highly skilled staff. Regulation also mandates a spe-
cially oriented legal staff to engage in negotiations and
litigation. In fact, increasing sociopolitical pressure
will make the development and growth of vertically
integrated systems very difficult. Although the propo-
nents of such systems advocate on logical grounds that
the vertical system should be exempt from certificate-
of-need requirements and similar restrictions, it is
doubtful that nonaffiliated institutions and physicians will
quietly agree to immunity for this one organizational
category.

Social response.—Above statutory and industry regu-
lation stand the principle of service and the concomitant
need for social responsiveness. It is a truism that organi-
zations exist to serve the needs of the society. When
any organization no longer does this, it will, sooner or
later, cease to exist. If vertical systems are to develop
and endure, their leaders must be sensitive to the public
will and to the complex interactive psychodynamics of a
society in transition from a goods-producing to a
professional and technical class society, and beyond to a
knowledge era. Receptivity to large-scale vertically
integrated systems will be difficult to judge in this
milieu.

Leadership will require courage and determination to
protect the franchise, insure growth, and at the same
time be responsive to social change. In order to do this,
skilled staff personnel must honestly and objectively
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assess the organization, both internally from the point
of view of strengths and weaknesses, constraints, and
opportunities, and externally from the perspective of
changes in demography, technology, economy, socio-
politics, and the industry. The competition and the
customers are both complex and determined. As the
Center for Health Studies has found, it is difficult, time
consuming, and expensive to draw trend lines, deter-
mine inflection points, and assess impacts on the market
and competition.

III. THE STRATEGIC BUSINESS UNIT CONCEPT

All of these concerns must be addressed in organiza-
tion: a strong and imaginative leadership, with the
physician playing a prominent role; a critical-mass
scale; an attitude of social responsiveness; and an ability
and willingness to deal with restraints, both financial
and regulatory, and with the conflicting purposes of
separate health service units.

The concept of the strategic business unit (SBU) devel-
oped by General Electric Company combines econo-
mies of scale appropriate to a large business structure
with the autonomous management of each of the
smaller units of that structure. General Electric origi-
nated the concept as a means of practicing strategic
issue management within an organizational framework.
The units may vary greatly in size, from a group or a
division to a department, so long as each one is a self-
contained, viable business unit operating in a clearly
defined market. In the health systems, some of these
units may need to be in physical proximity to other
self-contained units.

The general organization suggested is a corporate
structure. It should have a board of directors responsi-
ble for the total corporate strategy and financial and
moral policy of the entire organization. The directors
should be served by a separate medical advisory board,
such as the board of distinguished physicians compris-
ing the Board of Governors of Hospital Corporation of
America, a group that advises the company relative to
medical and technical matters. The board of directors
should have a primary responsibility to employ a com-
petent chief executive officer with courage and vision
who will in turn employ skilled staff assistance.

A central corporate services staff consisting of highly
competent people will perform those functions which
require centralization or lend themselves to economy of
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scale or require a high level of coordination for financial
or legal reasons. Among these functions are finance
(including capital allocation), legal services, govern-
ment relations, real estate, research and development,
central accounting, human resource data and reward
systems, information services related to data base and
data handling, some purchasing and materials handling,
some public relations, technical reimbursement exper-
tise, construction, and internal auditing.

At an intermediate level, the strategic business groups
would recognize the differing and sometimes opposing
objectives of the various health services and would be
coordinated under the management of an executive
group made up of the chiefs of each of the SBUs along
with the chief executive officer.

The individual units may vary according to the level
of maturity of the corporation and each unit, as well as
the personal viewpoint of the chief executive officer and
the board of directors. They would undoubtedly change
from time to time. Generally, they may be hospital
service groups; independent ambulatory service groups;
long-term care group; environmental groups, including
business health and preventive programs; a physician
group; and perhaps an international group. Depending
on the extent of development, there could well be SBUs
within each of the groups named. Each of these SBUs
would be divided further into geographic area or type of
service or specialization.

Each unit would receive direction by relatively auto-
nomous managers with appropriate staff support. It
should be considered desirable that such support would
duplicate some services, either at the corporate level or
in other units. To assure a high level of quality control,
responding favorably to the needs of local society, each
unit should have the benefit of a local board of trustees.
The bridge used to tie the central services and the several
SBUs together should be a “knowledge-transfer” func-
tion of managerial education and strategic planning.

Obviously, there are many variations to this approach
which require accommodation to the circumstances.
Such a scheme, however, could diminish conflicts in the
objectives of separable units, provide a means to
mediate competing resource-allocation requirements,
create career advancement and training opportunities,
and offer a mechanism for control and evaluation at
both the unit level and on a global basis. In the span ofa
short paper on the subject, more must be omitted than
reported. For example, the technique used by General
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Electric and advocated by such experts as the Boston
Consulting Group for resource allocation is the busi-
ness matrix which serves as a tool to examine markets
and utilization. This alone could (and has been) the
subject of one or more papers.

While many local or mini-systems may emerge, the
vertically integrated health structure will not be a domi-
nant system of this decade. It does offer an alternative in
those circumstances where all of the ingredients can
come together. Nor will the goal, for those who choose
it, come quickly or easily. Yet the vertically integrated
network can combine the advantages of the corporate
structure with the advantages of decentralization, where
each unit is small enough and its services sufficiently
focused so that one manager, with his advisers and staff,
can encompass it. To attain the harmony of the parts
and the whole, which is the meaning of integration,
several points must be kept in mind:

1. Strategic planning should be skillfully coordi-
nated, especially for resource allocation and the devel-
opment and promotion of the mind-set or philosophy of
the organization.

2. Control and evaluation techniques must be
devised at each level consistent with the point of deci-
sion for action to be taken. (This is, perhaps, the most
difficult aspect.)

3. The vertical network should have a decentralized
management mode under the direction of strong, inde-
pendent managers.

4. Units must be kept small as possible for compas-
sionate, personal service.

IV. CONCLUSION

This last—compassionate, personal service—must
obtain, not merely to counter the prevailing view that
bigness is synonymous with depersonalization to assure
corporate survival. It must obtain because the health
service business is linked to the healing arts and to
improvement of the quality of human life. The human-
ist-physician, Dr. Edmund D. Pellegrino, reminds us
that compassion, “to suffer with,” and patient, “to
suffer,” derive from the same Latin word. Compassion
means, literally, “to bear together, to share in another’s
distress, and to be moved by desire to relieve distress.”
Pellegrino points out that “the focal point on which all
medical activity converges is a choice of those that
should be done for this person, at this time, and in this
life situation.” This function of choice, he adds, is dis-



tinctively that of the physician, though “all heaith
professionals participate to some degree.”! If health
systems do not attend to their moral and spiritual
responsibilities, if they fail to maintain an equilibrium
between profits and altruism, between the day’s press-
ing business and enduring human values, they have
failed in their institutional function and they have failed
the individual. This nation has not yet reconciled insti-

'Edmund D. Pellegrino, Humanism and the Physician (Knoxuville:
University of Tennessee Press, 1979), pp. 226-29.
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tutionalism and individualism, two of the seemingly
conflicting watchwords of our time. This, then, is the
greatest constraint: to build, under divine guidance, an
even greater, more elaborate health system to care for
“this person, at this time, and in this life situation.”
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General Discussion
REED MORTON, CHAIRMAN

CHAIRMAN MORTON: We have time for some ques-
tions; are there any?

ODIN W. ANDERSON: Did you say that for the health
care system and the illness care system, two different
organizations with different missions are needed?

ROBERT BRUECK: What I am suggesting is that one
individual needs to focus on each of the kinds of services
we are talking about. Within one organization, you can
certainly have both, but you cannot give the two respon-
sibilities to a single person.

SAM FRIEDE: Mr. Oder, you commented on the
boundaries for health care systems starting with the
university and going toward long-term care. How would
you view such activity as equipment rental and retire-
ment centers? Would you include those?

DONALD ODER: I would certainly put equipment
rental in the category of administrative and support
services which ought to be obtained in the most econom-
ical way without regard to whether a system exists or not
or where it is coming from. It is just a necessary service
and has essentially nothing to do with provision of
health care. You just want to hold the cost down. On the
retirement centers, it seems to me that is also outside of
what I would call the provision of health care. That is a
residential-custodial function. I think that somewhere
you must draw a line and say, this is health care and this
is not. Although equipment rental and retirement cen-
ters could be part of “broadening the base.”

PAUL A. HOFSTAD: It seems to me that the vertical
systems that have been discussed here are a never-never
land, and are there not ways to develop vertical systems
without going through university centers? I would like to
see if we can get back down to earth; is there a different
style or type of vertical system?

MR. ODER: Of course, anything is a matter of degree
and of how complete you want the system to be, and that
is the drawing of the line. Do you include a retirement
center? Do you include the production of the manpower
to carry out your mission?

Nurses, for example, are very difficult to obtain. It
seems to me that to educate sufficient nurses for a verti-
cal health care system would be an important part of
having a complete system, and I think most of you would
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agree.. But where do you go from there? What about
medicine? Perhaps you would want graduate medical
education in the system, but perhaps not. Then do you
include the medical school itself? And what about the
other health professions? Some technical schools are
already in hospitals, such as the schools for medical
technology and radiation technology.

I think you can have a vertical system if you have
nothing but a single hospital. What we are talking about
is the extent and the completeness of the system.

MR. HOFSTAD: So you could have a mini-vertical
system.

MR. ODER: Or you could have mini-vertical systems
which are affiliated in some way with these other kinds of
services needed to complete the system.

MR. HOFSTAD: As Odin would say, that would be
many microsystems making up the macrosystem.

RICHARD JOHNSON: Bob, I would be interested in
your comments: You have been on both sides of the
fence in your career from the standpoint of the nonprofit
versus the for-profit side. I still keep wondering about
the question, What makes Sammy run? You seem to be
skeptical about where vertical systems will go, and with
that general context, what do you think about the impact
of equity in a situation, how it drives people? Does it
make them different? Does it make them want to build
these systems?

MR. BRUECK: I do not think that the ability to obtain
equity capital through the market for a profit system
alters very much the interest or the incentives to develop
vertically integrated systems.

I think what we must consider, for a for-profit or a
not-for-profit organization, is whether we are in a posi-
tion to respond to whatever the needs are in our areas.
And I seriously doubt that there are very many people
who are saying that a vertically integrated system is a
great idea so let’s build one, unless it can be demon-
strated that there is a need for it and it is financially
feasible. It does not seem to me, Dick, that it makes a lot
of difference whether we are talking about a for-profit or
not-for-profit system. So I think we are going to see
many units at the individual hospital level as well as the
multihospital level in which there are vertical elements,



but we are not talking about a completely integrated
system which takes into account all of the entry points
and all of the various applications.

We are going to be responding to whatever is neces-
sary, but for-profit or not-for-profit, I think, is imma-
terial.

MR. JOHNSON: Both Don and Bob talked about lead-
ership and its importance. But where does it come from,
and is it enough? I think that there has to be a stick to
push people. Leadership has to be backed by leverage
and Don said leverage does not exist in affiliation-type of
systems. I would be interested in your thoughts about
that.

MR. BRUECK: I agree with what Don said: It is much
casier to manage the structure if you own it than if you
are trying to operate by affiliating arrangements. I am
certainly going to choose the system with complete
ownership; we won’t consider a partial ownership. The
way to go about getting the leverage you are talking
about is through ownership, and if many of the non-
profit kinds of arrangements result simply in loose affili-
ation and not ownership, it becomes that much more
difficult to manage.

MEMBER: This question is for Bob. I recognize that
you emphasize the predominant role the physician
should play in the system, and I wonder whether you
might give equal provision for emphasizing the man-
agement implications of the physician’s role. If you make
the other staff sensitive to the physician’s primary situa-
tion, what pains do you take to insure that the physician
is aware of the economic consequences of the decisions?

MR. BRUECK: We persuade the physician to recognize
the economic implication of some things. It is a bit easier
to do in some foreign countries where they have a
considerably greater economic interest in the total oper-
ation. The physicians have the primary care, the primary
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activity dealing with such things as laboratories and
X-ray, and they are going to be much more aware of
some of the economic implications. The only thing that
we candoisto try to involve the physician to the greatest
possible extent in the total management of the facility,
and we do this on the local level with the local board of
trustees. We have been very fortunate in beingable to let
them know the kinds of problems that we are up against
and the effects of our actions on their incomes. If we can
demonstrate some favorable responses for them, they
will be interested in what we are doing.

MR. ODER: May I comment on that. I certainly agree
with Bob that physicians are key to the system; the fact
that Rush signs an affiliation agreement with a particular
hospital may do nothing whatsoever in the referral of
patients because the hospitals do not refer, the physi-
cians do. So the only reason for that affiliation may be
the hope that over a number of years the physicians at an
affiliated hospital become better acquainted, through
medical programs, departments, and educational pro-
grams, with physicians at the center, and eventually the
center gets more referrals.

One of the fallacies of the planning system is a belief
that, if we want to putin a second catheterization labora-
tory or something in the X-ray department, we can say,
“Since we have this great network, we can get letters
from all of the institutions indicating that they are going
to refer to us.” Of course, we can do that, but it means
absolutely nothing because those hospitals do not refer,
only the physicians do.

CHAIRMAN MORTON: [ certainly want to thank both
of you, and the audience as well, for your participation
and your comments.
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The Future of the Traditional Hospital

EARL G. DRESSER

The third session of the Twenty-second Annual
George Bugbee Symposium on Hospital Affairs met at
the University of Chicago Center for Continuing Edu-
cation at 9:00 A.M., Friday, May 30, 1980, with Richard
W. Foster presiding as chairman.

CHAIRMAN RICHARD FOSTER: Good morning and
welcome back. I see from the number of faces out there
that there are some of you with questions we did not get
around to answering yesterday, one of which is, no
doubt, the question to be addressed by our next
speaker. Earl Dresser is president of the Methodist
Hospital in St. Louis Park, Minnesota, and his topic is
“The Future of the Traditional Hospital.” He is well
qualified to address that subject for a number of
reasons, not the least of which is that he is bright and
could speak on almost anything we asked him to.

Since it isin the Twin Cities area, Methodist Hospital
is in the midst of what some people believe to be a
hotbed of an organization which will eventually sup-
plant the traditional hospitals, so it will be interesting to
hear from him from that perspective. Earl also tells me
that Methodist Hospital is the only hospital in the Twin
Cities which is not part of a multiinstitutional system, so
he is certainly in the middle of everything.

Earl, it is a great pleasure to have you, and we look
forward to hearing what you have to say.

EARL G. DRESSER: Thank you very much, Dick.
With an introduction like that, I am afraid that you
raised their expectations too high, but, Odin, I was very
honored to be invited by you to address this group. This
annual George Bugbee Symposium on Hospital Affairs
enjoys an excellent reputation in our field, and I am
grateful to have had the opportunity to be with you the
past two days. Several of my peers from the Twin Cities
area are Chicago alumni and are here today, so I will
have to exercise some restraint in my comments. Most
of the time we have them outnumbered by Minnesota
alumni up there, but they have me on their home ground
today. However, with an Anderson and a Johnson hav-
ing responsibility for this program, I feel right at home.

I have assumed that the reason I was asked to present
this paper is related to the fact that I am the.chief
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executive officer of a single, free-standing hospital in
the midst of a metropolitan area which has long been
known for its shared services, multiinstitutional
systems, and proliferation of HMOs.

In thinking about my assignment, I tried to define a
“traditional hospital.” I finally abandoned the attempt
to find a precise definition because this term has various
meanings, depending on who is trying to define it and
for what purpose.

My efforts to project the “future” were equally frus-
trating because of the variables that affect the hospital,
depending on its size, setting (urban or rural), competi-
tive environment (single-institution or multiinstitution-
al community), range of clinical services, and many
other factors.

So today I am taking the easy way out by describing
our situation at Methodist Hospital and the soul-
searching we have done in our attempt to define the
future of our hospital. The point of this has been to
ensure our hospital’s viability so that we could continue
what we consider to be a necessary and progressive
program of health services for our community.

Methodist is one of the last (but not the only) single-
hospital corporations in an area of multihospital sys-
tems and merged hospital corporations. It has approx-
imately 450 beds and is located in a suburban setting

with a well-defined service area.
Because of the medical specialty character of the

medical staff, the hospital has a broad range of clinical
services. Fifty percent of its patients are referred from
outside the primary service area, and 20 percent come
from outside the metropolitan area, from upstate Min-
nesota and western Wisconsin. The average length of
stay, based on diagnostic-related data, is the lowest in
the metropolitan area, and the cost per admission is one
of the lowest in the area. For the past seven years, we
have been the primary hospital for one of the fastest
growing group-practice HMOs in our area.

We have not been oblivious to the changes taking
place in health care delivery all over our nation and
particularly in our community. Furthermore, it should
be noted here that we have a surplus of beds in our area.
You are no doubt also aware that due to the rapid
proliferation of HMOs in our area, the concept of
“price-level competition” is fast becoming a reality. Add



to this a militant regulatory system, which tightly
controls capital expansion, the units of service we
produce through a strong PSRO, and the price of these
services through rate review, and you have an under-
standing of the significant elements in our operating
environment.

We have given much thought and planning to our
specific situation. Frankly, we recognize some weak-
nesses in our present organizational structure, and we
are concerned. While we are not committed to defend
our complete autonomy to the bitter end, neither do we
have the insatiable “urge to merge,” as we describe this
phenomenon in our area.

Our concern had led us to reexamine our objectives
and to revise some of them where necessary. We have
made a conscientious effort to determine what kind of a
hospital we want to be and what kind of a hospital we
should be within the context of the community we serve
and our commitments to our other constituencies. This
led us to what we consider to be an objective self-
assessment of our strengths and weaknesses. After
agreeing on our objectives, we wanted to be able to
gauge our ability to meet these objectives. While the
following is not an exhaustive list, it includes some of
the factors, both internal and external, we considered in
this assessment.

The internal factors include the following:

1. Relative obsolescence of physical plant.—We have
a relatively new physical plant. The oldest portion of it
was completed twenty years ago.

2. Present financial viability.—We have enjoyed a
relatively good occupancy which has allowed us to meet
our debt service and to provide the other legitimate
capital needs of our hospital. We have a relatively
strong balance sheet. Actually, one of the deterrents to
considering seriously some previous proposals of
merger by other hospitals was the fact that they needed
our balance sheet worse than we needed theirs.

3. Economies of scale.—Our situation here is some-
what marginal. While we have been able to satisfy our
capital needs and, up to this point, stay abreast of
increasing demands for high-cost technology and
greater management and clinical expertise, we are
concerned by our ability to keep up with these demands
in the years ahead at our present size and level of utiliza-
tion. Present inflationary trends give cause for still
greater concern.

4. Need for broader financial base for new services,
teaching, and research.—We have a concern here which
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is the same as the one stated in 3 above. While research
is not a concern of ours and we are minimally involved
in medical education, the ever-growing demand for new
services, many of which are not directly revenue prodyc-
ing, presents us with considerable challenge on our
limited bed base.

5. Need for new technology.—We have two concerns
here: our continued ability to finance new technology
(as I have just indicated) and, probably of equal
concern, our ability to provide the volume of activity in
the utilization of this new technology, which will meet
the planning guidelines required to obtain a certificate
of need. One of our deep concerns at the present time is
our ability to replace our CAT scanner, because our
volume of activity is just slightly under the guidelines.

6. Strengths of the medical staff.—We have a rela-
tively young, aggressive staff which represents all of the
major specialties and subspecialties of medicine. Our
one weakness is a limited primary-care base to support
adequate referrals to the medical specialists. Lack of a
referral base plus an inability to remain on the cutting
edge of technology, as described above, could create
problems for us and our specialty medical staff in the
future.

7. Strength and depth of management.—In most
positions, our management staff is excellent. However,
as external pressures in the regulatory environment
increase, it is becoming apparent that we are thin and
need to increase the depth of our staff. This is one of my
major concerns because we have gone about as far as we
can in providing management expertise internally on
our limited bed base. It is my personal opinion that we
are somewhat undermanaged at this point, and the
situation is growing worse. We must find a way to
respond to this need.

8. Governance.—This is the most important factor
for assessment; in a very real sense it is the “bottom
line.” Unless the governing board is knowledgeable,
committed, and willing to deal aggressively with the
issues we have just mentioned, the future of the hospital
is pretty bleak. We have a solid core of knowledgeable
and dedicated leaders. We think our thirty-two-member
board is much too big to move aggressively in our
dynamic environment. A board of twelve to fifteen with
the qualities we have just described would be more
effective in making decisions on policy and providing
direction for our hospital. Obviously, there are other
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important qualities that must be assessed in determin-
ing the board’s effectiveness to deal with the issues of the
day. Time does not permit a more definitive description
of these qualities here.

Some of the external forces that we considered are:

1. Bed reduction and consolidation of services.—
The public pressure for this in our area is strong. Qur
HSA is committed to eliminating 2,000 beds in our
metropolitan area by 1983.

2. Certificate of need and appropriateness review.—
These present challenges to a hospital such as ours in
our ability to develop new programs and remain on the
cutting edge of technology.

3. Reimbursement and rate review.—These forces,
of course, are significant challenges to all hospital
corporations. Our problems are neither significantly
greater nor different from other hospital corporations
in our community. We have found it necessary to
continue to upgrade the expertise available in our
financial area to meet these challenges. Again, at some
point in time this may become difficult to support on
our present bed base.

4. HMO market.—The hospital’s attractiveness in
capturing the HMO market is based primarily on the
relative cost of its services and its accessibility to HMO
members. We have been most fortunate up to now in
being able to remain competitive as far as costs are
concerned. In the area of accessibility, there is no ques-
tion that the horizontally dispersed multiinstitutional
systems which emphasize primary care have an advan-
tage, provided their rates are competitive.

In our area, HMO development began about 1973,
and now 20 percent of our population is covered by
HMOs. The U.S. Department of Health and Human
Services (HHS) is in the process of developing a
contract with certain HMOs to provide the HMO
option to Medicare beneficiaries on a pilot basis. We are
paying close attention to this process, because if this
should happen in our area, the HMOs could capture
about 50 percent of the market.

After we assessed our strengths and weaknesses, we
asked ourselves what will happen in the years ahead to
the quality of our program if we did nothing. The
obvious answer was that while we could probably sur-
vive in the short term, our strength would gradually be
eroded until we were no longer able to support our
programs and we would no longer be the hospital we
had decided we wanted to be.

Since this was an unsatisfactory outlook, we asked
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ourselves what we could do to strengthen our base. For
us, several very significant courses of action became
obvious immediately.

1. Even though we are a referral hospital with a
number of very strong tertiary services, we recognize
that referrals are fickle and that our basic strength must
be built by cultivating and increasing our penetration of
our service area. We have raised our image through
community programs and an aggressive public affairs
effort in our natural service area.

2. We decided it was important to build our own
physician referral base by recruiting primary-care phy-
sicians to practice in our service area.

3. There was a number of areas in which we had built
management and clinical strengths over the years in our
hospital. In order to broaden our financial base and
thereby maintain and increase the level of expertise in
these areas, we decided to market these services aggres-
sively. I am talking about such things as our manage-
ment engineering program, inservice and patient educa-
tion programs, computerized tumor registry, and labo-
ratory services.

4, We organized a foundation and are embarked on
an aggressive fund-raising program.

5. We are beginning to develop management con-
tracts with hospitals in our service area and are also
directing our marketing efforts for the services in 3
above to those hospitals which do not need manage-
ment contracts. While these activities provide addi-
tional sources of revenue, our primary targets are insti-
tutions and communities that have the promise of
strengthening existing medical referral patterns or
building new ones.

6. We have developed vertical linkages with home
nursing services and nursing homes.

7. We are building on our clinical strength in cancer
treatment, emergency services, rehabilitation medicine,
and so forth to broaden our referral base.

Even after having directed a major effort to strength-
ening our organization internally, we are still open to
the development of linkages with other hospitals. We
feel that it is necessary for any single-institution corpo-
ration to keep an open mind on linkage. We think it is
important not to panic and to carefully analyze the
opportunities that present themselves. In our situationa
meaningful linkage with other institutions may well be
required in the future if we are to achieve the objectives
we have established for our hospital.

The problem lies in determining what type of linkage



and with whom. We have been deeply involved in
shared services, computers, laundry, and so forth.
Frankly, we have almost exhausted the advantages of
this type of relationship. We think we have explored all
models of linkage from the loose association to merger.
At the present time we are in merger discussions with
another significant hospital in our community. Consor-
tiums and other linkage models that do not require the
ultimate marriage characterized by merger are often
unwieldy and uncontrollable. Unfortunately, we have
noted that they often just add another level of bureau-
cracy without really improving operational effective-
ness.

On the other hand, the mergers we have witnessed in
our area have been extremely traumatic. They have
resulted in dislocation of medical staff and key person-
nel. As yet, there is no evidence that they have made a
contribution to economic effectiveness. They certainly
have not reduced costs. Some of their proponents indi-
cate that after the organizational trauma has subsided,
they will be better able to contain costs than the tradi-
tional hospital owing to the increased volume of activity
and greater depth in management expertise. This may
be true, but it remains to be clearly demonstrated.

From observations I have made in our area, it would
appear that mergers do have the potential to provide
greater strength and depth in management, and there is
little dispute about the fact that they have caught the
imagination of the planners and enjoy considerable
political clout. It appears to me that the main advantage
of merger over consortia and some of the other more
loosely organized models is that for better or worse, it
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does assure irrevocable commitment.!

In summary, I would say that, if what is meant by the
traditional hospital is a single-hospital corporation, I
think its future depends on realistically determining the
type of hospital it wants to and should be. This determi-
nation must be supported by a realistic assessment of its
strengths and weaknesses to determine if it can, in fact,
achieve these objectives. After settling this issue, the
next step should be to do everything possible within its
resources to strengthen its base, through increasing its
productivity and bolstering its position in its service
area by whatever means possible, including marketing
those services in which it has or can develop strengths.

Having done this, the single hospital must remain
open minded to the possible necessity of developing
linkages with other institutions to broaden its base. The
questions are, Linkage with whom, and what kind of
linkage? This will depend on the requirements of each
individual situation. Shared services and consortia lack
commitment for effective and expedient action. They
can, however, be abandoned if they prove unsatisfac-
tory. Mergers, on the other hand, require a final and
total commitment. For this reason, perceived potential
benefits must be thoroughly and realistically analyzed.
Do not panic. Timing is important. The best time to
explore linkage is when the traditional hospital is still
dealing from a position of strength. For a hospital to
wait until its viability is being visibly eroded before it
explores linkage is to invite disaster and surrender in the
negotiating process.

!Many articles on the subject of merger are merely show-and-tell
descriptions which lack depth and useful analysis of this complex
process. Some of the most helpful information I have found on the
topic has been provided by David Starkweather. In particular, I refer
you to his article on mergers in Multihospital Systems: Strategies for
Organization and Management, ed. Montague Brown and Barbara
McCool (Germantown, Md: Aspen Systems Corp., 1979). There is
more substance and realistic information on this subject in this brief,
thirteen-page chapter than in anything I have previously read on the
subject.
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General Discussion
RICHARD W. FOSTER, CHAIRMAN

CHAIRMAN RICHARD W. FOSTER: Earl, you men-
tioned that you are the primary hospital for one of the
HMOsin your area; I presume that is the St. Louis Park
group. How much of your hospital business comes from
the St. Louis Park group?

EARL G. DRESSER: About 47 percent of our total
inpatient admissions come from that group, and about
12 percent of those admissions are HMO.

CHAIRMAN FOSTER: It seemed to me that, in terms of
your concern about referral base, they certainly must be
working in the same direction.

MR. DRESSER: That’s true, they definitely are, and
they have their own recruitment program and are estab-
lishing satellite clinics. But we are of a size and a level of
medical sophistication such that the people who are
contributing the other 53 percent of our business are
extremely important to us, and so our activities in phy-
sician recruitment are not only to be helpful to the clinic
but to provide a referral base for the independent and
small-group-practice physician.

Actually, our efforts have been more in that direc-
tion. We have a situation in which in a real sense we
have two medical staffs rather than one, because I think
you can imagine the political dynamics of having your
activities split by two competitive groups. We have
always indicated to both groups that we cannot deliver
the quality or the level of service that both of them
demand with only half a loaf. So, while the clinic is
operating on its own, we also have to support the activi-
ties of the independent physicians.

CHAIRMAN FOSTER: Since you mentioned that you
were recruiting primary physicians for the local area, 1
would anticipate that you might encounter some resis-
tance on the part of the St. Louis Park group to your
recruitment of primary physicians for the same area in
direct competition with what they are trying to do.

MR. DRESSER: We do; it’s a trade-off. They get some
of the good apples in the basket and other people must
get some of the good apples.

RICHARD L. JOHNSON: Earl, looking back over the
development of HMOs in your area, if you had your
druthers, would you have preferred to have been
involved in the formation and have a seat at the board
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table, or would you prefer to stay as you are now, where
you are simply contracting with them?

MR. DRESSER: Hindsight is just excellent, Dick, and
I can answer you on that basis. If we were able to get
proper representation on that board, there is no ques-
tion about the fact that we would like to be in. But when
we were invited, we were offered one seat on a ten-
member board. That was not very attractive to us.

TiM SIZE: When you were talking about the internal
factors you considered, you made quite a point about
concern for the amount of management time that was
available, particularly given increased external re-
sources, and you mentioned some initiative in the area
of management contracts, management services. I was
interested in those conflicting directions, the stresses
they put on your management team, and how you han-
dle them.

MR. DRESSER: That is one of our challenges. I'm not
sure that we are handling them. We're a little thin in this
area, particularly as we reach out, and we’re going to
have to augment our staff. My hope is that by building a
broader base and selling some of these services, I can
build a revenue base to support more depth on our
management staff. . .. I do not know if  have addressed
your question.

MR. SIZE: Perhaps that was a question with more
than one answer. On one hand, your base hospital’s
needs are growing; at the same time, to meet those needs
you are pushing your management staff to do addi-
tional work. What happens in terms of the department
head levels? You are pushing them to get out and work
for other hospitals at the same time that their own jobs
are becoming more complex.

MR. DRESSER: Let me cite an example, in one par-
ticular area, that might illustrate what we are trying to
do. Management or industrial engineering has been a
part of our overall program for over ten years. We have
developed quite a sophisticated staff in this particular
area. It would be impossible for us to support that level
of sophistication on our current bed base if we were not
selling services, but because we are selling the services to
other hospitals, are generating revenue and have been
able to be quite effective in recruiting people to our staff



and maintaining staff expertise. I think that one of the
purposes in selling services is to do this in a number of
areas, and I think that this is one of the things that Bob
Montgomery was getting at yesterday. If we can
broaden our base to support these management services
by selling the service outside the walls of the hospital,
and we think we can, this is the way we are attacking the
problem.

MR. WEBB: On that upgrading of the CAT scanner—
how likely would you be to take that issue to the public
in your primary service care area and try to gain support
for that?

MR. DRESSER: Very likely. Another thing that should
be done in the primary service area is to cultivate it as a
olitical power base. We think the numbers are arbitrary
because we have a very active emergency service and a
very active cancer program which require that tool. To
make the sole decision on the basis of an arbitrary
numerical guideline with all of the spin-off there is to
this diagnostic tool—1I think we would not be discharg-
ing our stewardship if we didn’t make a scrap out of
that.

MR. WEBB: It seems to me that nine times out of ten,
when push comes to shove, the institutions are not
taking that to the constituency, whether it’s through
newspapers or publications. And you are relatively
isolated.

MR. DRESSER: We are not that isolated; you know
the geography of the area. We identify with a group of
suburban communities and overlap with other hospi-
tals; we're by no means a single hospital, norare weina
single-hospital community.

Going to the newspapers, of course, would only fan
the fire and plead the argument to the HSA. Represen-
tation on the HSA is geographical, and, as my col-
leagues in the Twin Cities area can tell you, there is a
political ball game going on with this HSA, with con-
stituents who can be influenced. So I'm talking not
about a great deal of publicity but about getting to the
opinion makers who can make things move in the polit-
ical environment. Some of my colleagues in the Twin
Cities area represent institutions that have done exactly
that, and we have done it, too, and that is the way the
ball game is played.

MR. WEBB: Up to now, that’s the way it has been
played. I do not think the public is dumb, and I think
that they can be won. In a good many cases health care
systems do not go to them at all.
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MR. DRESSER: I would not argue with that; I was
responding to the matter of using newspapers as vehi-
cles of influence. They have not been such vehicles for
us.

LEON C. PULLEN: Earl, I would like to bring you back
to the subject of your talk, “The Future of the Tradi-
tional Hospital.” My first question is, what do you think
the future of the traditional hospital is in relationship to
all the subjects you were just talking about?

MR. DRESSER: I think that, here again, it is situa-
tional. In 2 metropolitan area like ours, if you are of a
reasonably economic size, the route you ought to take is
to strengthen yourself internally, unless there are some
compelling reasons to enter into a merger.

Quite frankly, I really have very little sympathy for
trying the consortium approach or anything else like
that. I think that for the individual hospital it is a matter
of either doing the best possible job to sharpen your
own operation and maintain your program on that
level, or merging with somebody else. I do not think
there is an in between. There are some hospitals which
can do that, depending on their size, their ability to
manage, and so forth, and some cannot. I do not know
where we are right now, to be totally honest with you;
that’s why we are exploring linkage.

RONALD ANDERSEN: Y ou mentioned that about half
of your referrals come from the HMO; is it possible,
then, that in any given year, you could lose, as contract
time comes up, half of your inpatients? I think of HMO
association with hospitals as a way to stabilize referrals
of inpatient admission.

MR. DRESSER: First of all, I misspoke if I said that 50
percent of our activity comes from HMO. Almost 50
percent of it comes from the clinic group that sponsors
the HMO, but only about 12 percent of our business is
HMO. Whether it is 12 percent or 50 percent, the ques-
tion you raise is very relevant.

Yes, quite frankly, you could lose it. All of us in the
Twin Cities area are aware of the fact that the decisions
are now being made on those two bases—cost and
accessibility—and will be made increasingly on these
bases as the market is penetrated more by HMOs. In
order for the HMO to compete in the market and to sell
its coverage, it needs a competitive per capita rate. The
way todo that is to buy their inpatient care at the lowest
possible price, because the last thing on which they
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would economize is the outpatient side of the business
since that’s their own pocket.

MR. ANDERSEN: This generally means a more volatile
situation for the independent hospital.

MR. DRESSER: I think it is a more volatile situation
for anybody. However, I indicated that the horizontally
organized multiinstitutional systems with institutions in
a number of different HMO markets probably have—
or could have—a little leg up on the basis of accessi-
bility.

But you are absolutely right, because the HMOs are
changing referral patterns all over the lot, and they are
changing the concept of conventional primary service
area. We are getting patients through the HMO opera-
tion who are totally outside our natural service area.
After that develops for a while, the hospital that natu-
rally serves that particular area is going to become as
competitive as they know how to be in order to keep
that business at home.

THOMAS CLARK: ] agree with the general feeling that
a thirty-two-member board is too big, but trying to shift
members of the board out is almost as difficult as trying
to close hospital beds. What strategy do you have to
reduce that board of governors to a manageable size?

MR. DRESSER: That’s a good question, and it really
hits home, because despite a great deal of discussion, we
do not have a strategy.

So I do not have any easy answer to that; I guess
attrition is about the only way to reduce the board. And
not all of the leaders of our board concur with my point
of view, which is the point of view of people who have
been through the chairman’s position and have had the
responsibility for making the board work. I work with
them, of course, all the time, so I have long been sensi-
tive to this problem.

PETER SAMMOND: We're going to do it through
merger and then have an eighty-two-person board at the
hospital )

MR. DRESSER: We do have a merged corporation
that has a seventy-five-member board, and I do not
know how that works.

ODIN ANDERSON: How do you keep track of what is
happening to you? For example, you said that the refer-
ral patterns are changing. Do you use payment sources
and billings and so on?

MR. DRESSER: Yes, and patient origin studies. One
thing that we really regret is that, when we suddenly
became involved in this HMO business, we didn’t col-
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lect baseline data. We would have a much better man-
agement tool today if we had had a good data base.

CHAIRMAN FOSTER: Listening to you, I felt that you
were not at all confident of the future of the traditional
hospital, particularly in the area of developing referral
sources. Do you feel threatened by the growth of the
HMOs in the area? Do you think that they will essen-
tially close off your possibilities for other referral
sources, that they will be the point of access and will
have institutionalized referrals that leave you out?

MR. DRESSER: I don’t know. We have some general
concern on the development of a financial strategy to
bid with the HMOs. While I indicated that the HMO
with which we do business could be attracted by some-
body else for those patients they are drawing out of the
other hospital service area, it is also true that there are
HMOs with which we do not have a contract and which
have patients in our service area, and we can contract
with them. So that saw cuts both ways.

I did not mean to sound pessimistic about the viabil-
ity of the individual hospital, because I am not really
that pessimistic. I tried to be realistic about it, and I
want to stress the fact that I think it is situational. I have
a colleague who runs a hospital the same size as oursina
Minnesota community that’s a one-hospital town. The
last thing in the world he needs to worry about is getting
involved in a multiinstitutional system, as far as I'm
concerned.

CHAIRMAN FOSTER: I gather from your answer that
you think that it is practical for a single hospital to be
hospitalizing patients from a variety of HMOs?

MR. DRESSER: I think so, and it’s being done. Paul
Olmstead represents an organization that has got a
contract with about three HMOs.

PAUL OLMSTEAD: We have one with two. The
predominant one is the one I mentioned, but we have
one other, and that is really the way you defend yourself.

MR. JOHNSON: I would like to make an observation.
The number of hospitals in Syracuse, New York,
dropped from eleven to five; now all of them are run-
ning 85, 88 percent occupancy. This ties into what Ron
was saying a minute ago: If you can get into a tight bed
situation, you have less fear of contracts being shifted
because there is no place for them to go. So that would
dictate, would it not, a strategy of saying, “Yes, we're in
favor of closing those 2,000 excess beds” (or whatever
number you have in your area) in order to prevent the
HMO from exercising that option?



MR. DRESSER: ] agree with your observations. And it
may come as a surprise to a couple of my colleagues
here, but we have talked about that at the executive
committee of our board many times, namely, that one
of the healthiest things that could happen to all of us
would be to cut those 2,000 beds out and let hospitals
start to get a bit of control over the system again.

GENERAL DISCUSSION

MR. ANDERSEN: Would you be willing to have a
proportion cut from your hospital?

MR. DRESSER: You asked the inevitable questionand
I can say, yes, because there are a few we must cut.
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Summary Discussion
RICHARD W. FOSTER, CHAIRMAN

CHAIRMAN RICHARD W. FOSTER: May we recon-
vene, please? This is probably the “everything you wanted
to know but never had anybody to ask” part of the show,
for we have some people up here for you to question.
Also, if any of you want to make comments or observa-
tions on the program thus far, you will have an opportu-
nity to do so.

We have several of the symposium speakers here, and
we have an additional panelist: Marc Voyvodich is a
program officer with the Robert Wood Johnson Founda-
tion, and prior to that he was assistant to Walter
McNerny at the Blue Cross Association. Let’s start with
Marc.

MARC VOYVODICH: It has been fun and instructive for
me to sit in on and participate in this symposium on
hospital affairs. I am soon going to leave the Robert
Wood Johnson Foundation for Portland, Maine, to
organize and develop a hospital consortium that will be
working to build both horizontally and vertically inte-
grated arrangements. This symposium has given me a lot
of new ideas on how to approach the job—not to mention
some new anxieties about what I'm getting myself into.

I am going to try to summarize what has transpired
here in the last ten hours or so of symposium proceedings,
and then I will make a few editorial comments. After that,
Richard is going to moderate a summary discussion.

Uwe Reinhardt began the symposium with an econo-
mist’s perspective on the kind of environment that has
shaped and will continue to shape the operations and
growth of health care services. He plotted a set of eco-
nomic achievements of the 1970s which made possible a
health care resources’ growth rate averaging nearly 5
percent per capita per year in real terms, which is
substantial.

But economics being the dismal science it is, this report
was quickly followed by the familiar litany of bad news:
energy costs rising ten-fold in the last decade, inflation
becoming a way of life and threatening the very moral
fabric of the nation, and productivity falling to a point
where countries such as Japan and the Netherlands are
growing 70 percent faster than the United States in terms
of productivity. Uwe concluded that it is pretty difficult to
be bullish in the 1980s with growth of the economic pie
nearly stalled; gains in one sector of the economy can only
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come at the expense of another. Replacement of capital
stock, defense spending, and federal debt retirement will
be just a few of many worthy competitors, along with
health care, for the dollars available in the 1980s. He
assumed that growth will continue in the health sector but
will be much slower than we have been accustomed to in
the last decade—probably somewhere around 1 percent
per year in real terms.

According to Uwe, the fight for a share of the health
care income could change the health services landscape
fairly significantly in the 1980s. For example, quasi-
markets might develop, such as those that have evolved in
Europe, in which interest groups participate in fairly free-
wheeling negotiations to develop economic guidelines for
the health care system. In addition, physicians might try
to retain a greater percentage of the health care dollar. We
might also see rationing, which in the past has occurred
mostly as a result of inadequate supply, in the form of
rationing by budget; in fact, this is already beginning to
occur.

Uwe ended his comments like a typical economist,
saying, “I could be wrong.”

Odin Anderson gave us the health services version of
Roots. He traced the growth of hospitals and the social
and political dynamics which have catalyzed that growth
through three periods in the last century. In the first
period the health services infrastructure developed; in the
second, third parties and fringe benefits came on the
scene; and, finally, in this, the third period, Medicare and
Medicaid made their appearance.

Odin went on to predict that the field is slowly evolving
from a rather riotous pluralism toward a more structured
system, in which managers will have a more important
role to play than they have had in the past. Then with the
bravado sparked by his accurate prediction seventeen
years ago that health services would be consuming 9
percent of the GNP in 1980, he optimistically predicted
that health services would be consuming 12 percent of the
GNP in 1988. And he concluded by saying, “I could be
wrong.”

Rich Foster spoke about how the failure of the health
services market forces has promoted regulation and how,
in turn, the failure of regulation is now promoting efforts
to stimulate market forces.



So much for my Cliff’s Notes on what has transpired
in the last ten hours or so. Let me close with just two
editorial comments—which I must admit have changed
somewhat after my discussion with Odin this morning,
when he told me that one of the intents of this program
was to make sure that an upbeat message was put forth,

First, vertical integration is certainly going to be a
difficult, demanding management challenge for hospi-
tals in the future. It may not necessarily require new
management skills, but it is going to put additional
demands on the traditional skills. The most exciting
thing about integration, in my mind, is the potential it
holds for providing significantly more management
flexibility in the future.

There is a caveat that has to be attached to that,
namely, in order to realize this flexibility, it will be
essential that changes occur in the reimbursement struc-
ture. Vertical integration does imply that individual
hospitals could, in many instances, evolve into what
could be considered microcosms of a total health deliv-
ery system, including preventive, primary, acute,
tertiary, and post-acute care. The best way to allocate
resources within these delivery system microcosms, if
you will, is to have the flexibility to make those man-
agement investment decisions outside the fairly narrow
constraints that exist within our current reimbursement
arrangements.

In other words, the status quo will probably have to
be changed if these new organizational entities are to
flourish in the long run. I am not exactly sure what that
implies; perhaps hospital capitation payment systems.
Regional maxicap of resource allocation models or
other more innovative and inflexible methods need to
be developed for the new organizational arrangements.
It took fifty years to build the current reimbursement
system, and I suspect that it will take another fifty years
to build a new and more appropriate one for these
evolving organizational structures. I would encourage
you all to make sure it does happen, because otherwise
the new organizational structures are not necessarily
going to reduce the constraints under which you are
working.

Finally, it’s clear that we have had trouble during the
last two and a half days defining “vertically integrated
health services.” There just do not seem to be any con-
sistent models or approaches that are self-evident. I
have not found a pat, usable definition at this sympo-
sium, but I don’t find that too worrisome. We have a
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tradition of pluralism in the evolutionary development
of health services in this country, and that has basically
been a product of pragmatism—the practical search for
workable and affordable solutions in alocal community
environment.

No two communities have the same health service
needs and demands. No two have the same historical
configuration of resources or the same funding mixes or
the same leadership structures. Solutions to health
delivery problems should and do look different from
place to place, and this needs to be so if the most
effective job is to be done. So I believe that even as
vertically integrated systems proliferate and mature,
which they almost certainly will, in various areas of this
country, confusion will remain about how they are
appropriately defined, what they should look like, and
how they should go about serving their community. But
I could be wrong.

However, I am confident that this has been a superb
symposium, and I congratulate you all on a fine job.
Thank you.

CHAIRMAN FOSTER: Thank you, Marc. Before we
have questions and observations from the floor, I want
to give the other panelists a chance to add their com-
ments, if they have any.

ODIN ANDERSON: I want to qualify my remarks
about being wrong by quoting the late Dr. Ezelstone,
founder of the Rip Van Winkle Foundation on the
Hudson and a very prominent person in the prepay-
ment, HMO movement, who frequently said, “I may be
wrong but I have no doubts.”

And I will hang onto that 12 percent no matter what.
That does not mean that the hospitals would necessarily
stay at 40 percent or even increase. But I think the
nursing liomes are going to get a bigger portion, not to
mention the hospices, because everyone has to die.
Given the momentum and the aging population, I see
greater expenditure, with a different mix.

CHAIRMAN FOSTER: Let me take one shot at confus-
ing people further about the nature of vertical integra-
tion. Vertical integration pretty much follows the path
of the patient, and it is useful to think of it on a contin-
uum. At one end you might' have a hospice and at the
other end something like a wellness program, to encour-
age people to jog around the lake and that sort of thing,.
Along this continuum there is a range of services that we
would characterize loosely as the traditional hospital.

Marc stimulated part of my thinking on this with a



discussion yesterday about the traditional hospital as a
vertical system, in the sense of having intensive care
units, outpatient clinics, and so forth. Much of the
discussion here is a question of whether these bound-
aries should shift a little bit more one way or another.
There does not seem to be much consensus about that.
Don Oder, I think, went further than almost anybody
else in terms of how much of the range should be in one
area, although Bob Montgomery got pretty far along
the continuum as well.

However, the vertical system need not necessarily be
an expansion around the traditional hospital. A vertical
system need not even involve a traditional hospital. A
small-scale example would be a group practice that
operated its own laboratory facilities. You could take
that model and expand it in the other direction and get
something, for example, Kaiser-Permanente, that
would overlap with the traditional hospital.

I wonder whether it is possible to say much at a
general level about what the right range of services is or
whether it depends more on the specific services. We
must be more specific about particular services in order
to determine if it is appropriate to have them in one
organization.

One other comment: [ think that there is another kind
of vertical integration that is actually closer to the
model in other industries and that has to do with essen-
tially the make-or-buy decision that a hospital makes
about inputs to the patient care process. It seems to me
that there the trend is clearly one of vertical disintegra-
tion. The Rush system notwithstanding, nursing educa-
tion is a good example: Hospitals certainly used to be
very actively involved in that and are much less involved
today. There are more shared services, which can be
seen as vertical disintegration. The increased contract-
ing of services for departments and the use of manage-
ment consultants may be viewed as examples of the
organization going to the outside for services that tradi-
tionally may have been produced inhouse.

But the trend in this direction, in which everyone is
thinking of further integration, is so dramatically
different from that, that I wonder what it is about the
patient flow or perhaps the physicians that character-
izes this dimension. A number of people have pointed to
the significance of the role of the physician, but I think
we have a lot more to understand about that. 1 was
particularly struck by Bob Brueck’s comment yesterday
that he felt that further integration along these lines was
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contrary to the interests of the individual physicians.
And I would like to ask Bob if he would elaborate on
how this integration conflicts with the interests of the
individual physician.

ROBERT F. BRUECK: Over a period of years we have
seen physicians voluntarily organize themselves into
group practices, primarily single-practice groups. Many
of them are interested in developing programs that
might lead to HMOs, but it seems to me that a single-
practice group is one that lends itself better to a horizon-
tal structure than to a vertical one, and physicians have
particular interests they want to maintain as opposed to
trying to expand their activities to a whole range of
things.

Perhaps if you had enough of these horizontal physi-
cian groups put together, you could work them into a
vertical structure. However, it seems to me that physi-
cians are exposed to less financial control than are
hospitals, and I think that physicians will continue to be
interested in the kinds of dollars that they can generate.
And if they can do this by doing more business outside
of the institutional structure, I think that is what they
are going to want to do.

On the other hand, there are going to be more physi-
cians, and I think that more and more of them will be
interested in employment or some other kind of rela-
tionship. So, although I am uncertain about this, [don’t
expect physicians to move voluntarily into any kind of a
vertical situation.

CHAIRMAN FOSTER: If we look at it in terms of con-
trolled and uncontrolled segments of the health care
system, the physicians are much less controlled than,
say, hospitals and nursing homes. You seem to be paint-
ing a picture of a vertical system as an intermediate
animal that looks very attractive to the hospitals
because they are very strictly controlled. But why would
physicians go to an intermediate position from an
uncontrolled position?

MR. BRUECK: They are going to be exposed more and
more to some kinds of controls, and I think they are
trying to seek their best position.

CHAIRMAN FOSTER: Physicians may put their eco-
nomic interests ahead of their professional interests.

MR. BRUECK: That’s what frequently happens. And I
suppose that is the kind of message that I am trying to
give.
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PETER SAMMOND: Can you make vertical integra-
tion work unless you and the dominant group of physi-
cians with whom you deal have common interests? It
seems that is what Bob Montgomery has done by
including them in his system’s governance and planning
process, even to the point where they have made some
sacrifices to make the institution and the integration
work. Are there any examples of effective integration
without the system and the physicians sharing interests?

MR. VOYVODICH: I think you are absolutely right.
Bob Montgomery really hammered home the point
yesterday that physicians will, in fact, take a very
business-like, pecuniary approach to decision making
in terms of how they are going to practice and to make
referrals. Most of the battle consists of showing that the
physicians’ participation in the activities that you are
planning and evolving toward in terms of integrated
systems is within their enlightened self-interest. His
example of the sports medicine clinic is eloquent
testimony to that fact: Until the physicians found what
was init for them, they really were not very interested in
the idea.

CHAIRMAN FOSTER: There must be more to it than
just involving the physicians in the decision-making
process. If Bob is right that, to a significant extent, the
physicians’ interests really do not coincide with the
vertical system, I do not see how involving physicians in
decision making is going to push you toward a vertical
system. The wellness program may be a good example
of one particular kind of vertical program that you can
sell to the physicians, but there must be something to
sell.

RICHARD JOHNSON: I am not sure I agree with Bob.
If you look at the development of HCA and the physi-
cian’s position in all of this, you see that the physician
has remained important at the local institutional level.
However, there is a whole big structure beyond him
about which he knows relatively little and cares even
less, as long as it remains economically neutral with
respect to his interests. And I think we are going down
the wrong road if we think that the physician is impor-
tant in this kind of thing, although he is terribly impor-
tant in dealing with the patient.

MR. BRUECK: We also ought to keep in mind that
when we are talking about a vertical system, we are
talking about a patient-flow problem, and one of the
things associated with patient flow has to be the referral
pattern adopted by the physicians. You do not legislate
referral patterns, you do not try to tell physicians what
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to do or how to do it. They develop these kinds of
patterns on some very personal, and sometimes curious,
bases. That is the kind of thing that I think you have to
be concerned with in fitting the physician into a vertical
structure. Now, we do not know enough about how
these patterns are developed or what maintains them or
anything else like that. If we are to have a viable vertical
structure, we must recognize that physicians are going
to play a prominent part, and we are not going to
legislate what they are going to do or how they are going
to do it. They will tell us how they are going to manage
their affairs, and we will try to adapt to them.

MR. JOHNSON: How is that different from a retail
store saying, “We have to please the customer™?

MR. BRUECK: Not different at all; very much the
same.

ROBERT OSTROWSKI: One question that strikes me in
all this talk about vertical integration is, What are the
social implications for the community? All of a sudden
you are developing a system which may, in fact, become
the most powerful system in the community—power
being defined as the ability to exert influence. Does this
tend to generate hostility from other institutions in the
surrounding area? How is that handled? For example,
what if one health care system becomes the largest
employer in the community and taps a labor pool which
might have been available to other industries in this
community?

MR. JOHNSON: There are very good examples in
other industries of corporations that dominate a town,
for example, Caterpillar in Peoria, Kellogg in Battle
Creek. Typically, those corporations decide to keep a
low profile in the community because they are afraid of
exactly what you are talking about. They become very
reticent about taking the lead on social problems for
fear the community will believe it’s a company town.
Moreover, industrial leaders in a community avoid
squeezing their local hospitals in an effort to control
costs because they do not want reputations as the ogres
in the town.

ROBERT KATZFEY: I think that is changing, too:
Industry is taking a much stronger interest in squeezing
the hospitals overtly as well as covertly. I think it is justa
matter of time before the Caterpillars and the Kelloggs
say, “If you guys aren’t doing it on your own, we’re
going to have to doit, and we’ll step out in front and do
it.” They will set up their own HMOs and manipulate
the union to the extent that they can, to get benefit
packages that will allow them to reduce the money that



goes for medical care. To be economical, they must
do it.

MR. JOHNSON: In the long term, I think that will
probably happen. In the last few months, I have had
executives of large companies look at their annual
budgets and say, “Well, the health care costs have really
escalated and it’s disturbing to me.” When I ask the
magnitude of the increase, they say, “We went up
$100,000 last year in our prepayment.” But the cost
went from 2.5 to 3 percent of the total budget, and that
was not enough to make them want to get out front and
lead that issue. If that had been a 20-25 percent portion
of the budget, they would have considered it worth
some executive time to assume that leadership. In short,
I'think that in many companies, the heaith-cost percent-
age is still so small that the executives are not yet ready
to do something about it, although in time, as costs rise,
they will.

MR. SAMMOND: Just to add to what Bob said: It is
happening in our community now. Honeywell has
taken the lead, they are stepping right out. I do not
know how they are going to deal with the unions, but
they are going to cut out benefits.

JOHN WITT: It seems to me that many large corpora-
tions are adding health care benefits when they nego-
tiate with the unions. The health care benefit package is
growing to include dental care and maternity benefits.
The employers are not doing much to put the control of
health costs where it belongs: on the original buyer and
purchaser of that care, namely, the patient, who may be
overusing the system. Employers keep giving people
more and more benefits, but they are not the ones
willing to take some of them, although they complain
about costs.

CHAIRMAN FOSTER: Are you saying that employers
are not willing to institute cost sharing on the part of the
patient, but they are much more aggressive in trying to
put pressure on providers to withhold the services that
they guaranteed under their benefit package? And are
you saying that is unfair?

MR. WITT: I just think that the health care system has
to stop taking the blame from the executive who is
giving away the benefits and then making it seem as if
something is wrong with the people running the health
care system.

CHARLES P. HALL: I believe that industry is starting
to take a more firm position. Last month in Atlanta I
attended the annual convention of Richardson Shared
Management Society, a conglomerate of corporate
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insurance buyers. If there was one single theme of the
convention, it was that many large corporations and
companies are now going to take a firm stand. They will
insist on cost sharing at the patient level, participation
inthe early dollar. And some companies are taking firm
stands on other issues, such as whether the entire union
must take HMO health care rather than allowing some
members to have HMO and others, some other health
insurance. Other employers said that this has become
the single major issue in most labor negotiations the last
couple of years: Who is going to pay how much, for
what kind of benefits? Many of the work stoppages in
the last few years have been on that issue and that issue
alone, and the big corporate buyers around the country
have come to the point where they are ready to take the
stand, as Honeywell has already done in Minneapolis.
They will force the issue and say to the unions, in effect:
You cannot have first dollar coverage for everything
and at the same time get the ambulatory services that
you want because the pie is finite; you have to make
some choices.

MR. SAMMOND: John Witt is right; they are talking
that way. But will they really carry through in the
bargaining?

MR. WITT: I want to see them take a strike on that
issue and win and get back what they have given. They
have not had the backbone to do that yet.

WESTON D. BERGMAN: The significant thing is that it
is the first time in twenty-five years they have even
talked that tough. I think that means that something is
going to break pretty soon. It is getting to the point
where the cost of these benefits really hurts, and they
cannot take it forever.

EVAN FREUND: I would like to pursue the question of
the accountability of these vertical structures and the
holding companies which would bind them together.
What steps have been taken to anticipate the demand
for public accountability, not to say political accounta-
bility, of these systems? With a fairly visible board of
directors and an organizational structure manipulating
the whole system, the structure may be perceived as
doing just that and as controlling the system without
public accountability.

CHAIRMAN FOSTER: One response to that is Don
Oder’s remark that a vertical system does not really
work unless it is competing with other vertical systems,
and vertical systems turn out to be a mechanism for
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introducing this kind of competition. There is an
accountability built into that, because if you do not
provide what the consumers want, they can go some-
place else that is not that difficult for them to identify
and choose. If the organization of a vertical system is a
means of monopolizing the market, you have a serious
problem: How effective can these be in rural areas or
other small areas?

MR. JOHNSON: Bob, given the unparalleled growth of
the investor-owned systems during the 1970s, what do
you foresee in terms of growth for that segment during
the 1980s?

MR. BRUECK: I think the growth rate will be roughly
the same. A fair part of the growth will come in the
international market, and it will be slower developing
and longer lasting. But there is still a lot of room for
multifacility companies to grow.

CHAIRMAN FOSTER: There seems to be much less
interest in integration on the part of the investor-owned
systems, and Bob gave a number of reasons for skepti-
cism yesterday. He said it was much easier for him to
integrate horizontally. But it strikes me as an odd coin-
cidence that the investor-owned systems and the volun-
taries look at the same problem and come to such
different conclusions. Bob seemed to be saying that,
after they decided they needed 15 percent return on
equity, they decided there was no way they could do that
asan acute care hospital, so they went out and soughta
number of other activities. I suspect that your reaction
to that, Bob, instead of looking for new activities, would
be to say, “If we can’t generate 15 percent with this acute
care hospital, it is a turkey, and we ought to get rid of it.”
Is that a fair assumption?

MR. BRUECK: I think that is a fair assumption. The
kind of corporate structure we have must be concerned
with maintaining its viability and growth. If we can
maintain the kind of growth rate that we want, doing
what we are doing and what we know best, thereisnota
great deal of incentive for us to change.

As you begin to look at the future of the hospital
business, you have to say that somewhere down the
road, you will probably change your way. The trick is
judging when you need to consider some diversified
activity. There is not much point in changing the suc-
cessful pattern if you anticipate that it will continue to
be successful for a while, That is one of the reasons we
are not looking at other things.

Another very practical matter is that, when you look
at the health care business as a business, there really are
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not many things more profitable than hospitals, and
there is not much point in getting into something that is
less profitable just because you think it might be fun.

FRANK C. SUTTON: On the future of the traditional
hospital: Should the future model for the mid-size and
large hospitals be the independent, possibly with
Sherwin Memel’s holding company, or should it be
multiinstitutional?

EARL G. DRESSER: I think I will let somebody else
answer that because my basic premise was that what was
required to maintain the viability of the traditional
hospital is a single-hospital corporation. If you deter-
mine that you cannot maintain the viability of the indi-
vidual institution as a single-hospital corporation, I do
not think I am competent to determine whether it ought
to be a single corporation merged with another institu-
tion or whether it ought to be a holding company. That
is not much of an answer, but my whole focus has been
attempting to keep the traditional hospital, whatever it
is, alive and pursuing a meaningful program.

CHAIRMAN FOSTER: What do you think about the
traditional hospital being absorbed by a larger system?
Is that the survival or the demise of the individual
hospital?

MR. DRESSER: It could be either, depending on the
situation. If it is a geographically dispersed unit serving
a specific population, and if the surviving corporation is
going to let it remain intact to provide its service pro-
gram, I think the essential elements of the organization
are being maintained. If the result is either closing the
institution to consolidate the assets or moving it to a
different site, it has lost its autonomy and has been
absorbed.

MR. BRUECK: | agree with that, and I guess it depends
on the system. However, in our situation we view each
hospital as an important element by itself and expect
each hospital administrator to run his hospital as an
independent and relatively autonomous entity. So an
organization need not suffer just because it becomes a
part of a multifacility system.

TiM SIZE: I disagree unless you are willing to admit
that your governing board is not an essential element of
the traditional hospital, because that certainly must be
the element that is eliminated when you merge into a
larger system.

MR. DRESSER: No, the governing board is an essen-
tial element, and although it cannot have complete
autonomy in a merged corporation, some of its auto-
nomy is maintained through the holding company



model. Through that mechanism you could preserve the
majority of the contribution that the particular board is
making.

One of the principal messages I have been trying to
convey about the merging of single institutions is that,
when an institution is considering merger, such a move
must be and can be clearly evaluated. There may be
situations in which it is important to develop a linkage;
such a linkage must be formed when your institution
can deal from the standpoint of strength. It is crucial to
determine this and to avoid merger just because it is an
“in” thing to be doing at the time.

I think that there are ways of maintaining the pro-
gram of the one-hospital corporation, but this is a situa-
tional matter. Each one has to be approached on the
basis of the features of the particular situation.

SAM FRIEDE: I think the key word that you used was
“maintain,” while the title of the symposium is “Man-
agement for Growth and Future Expansion.” 1 have not
heard anything that will allow for growth and future
expansion of the traditional hospital. So far the talk has
been about maintaining; however, if an institution
would not want to grow and expand, we have to look at
other angles, such as merger. Would you agree with that
comment?

MR. DRESSER: [ would qualify it. When I was talking
about staying on the cutting edge of technology and
developing the programs that were required in order to
meet the legitimate health care needs of the service area
of the individual institution, 1 was talking about
growth; I was not talking about maintaining programs
at their present level. I am saying that there are ways and
means under many situations for hospitals to remain as
single units and provide for that type of growth. In some
situations it is an absolute impossibility, but not in all.
However, I often hear that you cannot have growth,
cannot have development, cannot remain abreast of
what is going on in the health care system unless you
become part of a multiinstitutional organization. I may
be too much of a traditionalist, but I think an institution
can grow and remain single.

PAUL A. HOFSTAD: I think the question is, What is
“growth™? I agree with what Earl is saying. We always
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think of growth as “more,” more beds and hospitals, for
instance. But that is not necessarily so. Growth can be
understood from other perspectives, such as in terms of
nontraditional programs. A growing hospital need not
be continuously adding beds.

MR. DRESSER: The other thing to consider is the
purpose of growth, which helps define it. We all have
different purposes for growth, but I think they all relate
to dollars and financial viability.

CHAIRMANFOSTER: Earl, you joined the majority of
the speakers in saying that you felt that ownership was
the way to go, that affiliations, consortia, and so on did
not have much of a future—you either go it alone or you
go the whole distance. Do you think that something like
a consortium can be a useful preliminary step toward
going the whole distance?

MR. DRESSER: It is possible, but the longer you play
with a consortium model, unless you find some way of
building some very significant commitment to it, the
more difficult it may be to move on to merger because
you have started to learn about all the things that youdo
not like about the relationship with the other organiza-
tions, and it is too easy to back out of it.

If you move into the merger situation—and I am not
suggesting that you do so hastily—you have a commit-
ment. You must stick, you must work it out. Youdo not
have to do that in a consortium, and I think that when
you start to have trouble in the consortium model, it is
too easy to pull back.

MR. JOHNSON: I want to support what Earl says.
Every consortium I have seen has trouble because
somebody does not have levers when you get down to
the stickiest problems, such as, Who gets the open heart
program? The consortium seems like a great idea as
long asall I have to do is say Yes, but the minute the guy
starts saying No to me, that is when I take a walk. I just
do not buy consortiums.

CHAIRMAN FOSTER: I perceive that there are some
people getting nervous about catching planes, and so 1
will take this opportunity to thank the panelists and all
of you for coming. I hope to see you all again next year.
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