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Markets or Monopolies? Considerations for
Addressing Health Care Consolidation in California

ver the past three decades, markets for health
O insurers and providers have gone through

waves of consolidation.” As of 2018, 95% of
metropolitan areas in the United States had highly
concentrated hospital markets.? Markets for health
insurers are also highly concentrated — between 2006
and 2014, the combined market share of the top four
insurers climbed from 74% to 83%.> The coronavirus
pandemic appears to be fueling another round of
consolidation — especially acquisition of providers by
private equity firms.* While past consolidation typically
resulted from mergers and acquisitions, consolidation
now also occurs through other types of transactions
including joint ventures, strategic alliances, affiliations,
and other agreements between companies.® Because
itis clearly increasing throughout market segments and
across the state, it is important to understand different
forms of health care consolidation, common measure-
ments of market concentration, the evidence on the
effects of past consolidation, the current sources and
types of regulatory oversight in California, and poten-
tial considerations for future policymaking.

Types of Consolidation:
Definitions and Measures

Horizontal Concentration

Horizontal concentration refers to how many direct
competitors are in a market and how much market
share each competitor has. A market can become
horizontally concentrated through mergers and acqui-
sitions (e.g., if two hospitals in a market merge) or if
companies gain substantial market share through
expansion or by outcompeting their rivals. One com-
monly used measure of market concentration is the
Herfindahl-Hirschman Index (HHI). When calculating

an HHI, the market share of each firm in the relevant
market is squared and the squares are summed. For
example, if there are three hospitals in a market, each
with 20%, 30%, and 50% market shares, the HHI for that
hospital market is 3,800 (or 20 + 302 + 50%). HHI mea-
surements range from O (an infinite number of firms)
to 10,000 (a monopoly). Antitrust enforcers consider a
market with an HHI of less than 1,500 as a competitive
marketplace, one with an HHI between 1,500 to 2,500
as moderately concentrated, and one with an HHI of
greater than 2,500 as highly concentrated. Researchers
from the Petris Center at the University of California,
Berkeley calculated that the average HHI level for
counties in California in 2018 exceeded the “highly
concentrated” threshold for hospitals (average HHI
= 5,695), specialists (4,191), and insurers (3,121), and
was “moderately concentrated” for primary care phy-
sicians (1,540).6 Furthermore, if they removed counties
with populations over 500,000 from the analysis, the
average hospital HHI in California was over 7,000,
demonstrating that hospital markets in most California
counties are approaching monopoly levels of concen-
tration, especially in rural areas. Other studies show
that these trends are not limited to California.?

Hospital markets in most California
counties are approaching monopoly levels
of concentration, especially in rural areas.

Vertical Concentration

Vertical consolidation occurs when firms at different
levels of the supply chain merge. In health care, ver-
tical consolidation often refers to hospitals acquiring
physician practices or clinics, but vertical consolidation
also applies to insurers purchasing physician practices
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or pharmacy benefit managers. To measure vertical
consolidation, researchers typically report the per-
centage of companies in the market owned by a firm
higher up in the supply chain (e.g., the percentage
of physicians or clinics owned by a hospital or health
system). Unlike HHI levels in horizontal merger guide-
lines, antitrust enforcers have not issued thresholds for
percentage ownership that warrant increased scrutiny
of vertical mergers. Nonetheless, the percentage of
ownership measures demonstrate that physicians in
California are increasingly vertically consolidated — as
of 2018, 52% of specialists and 42% of primary care
physicians in California were in practices owned by a
health system.? Another study reported similar find-
ings nationwide.' Of note, this vertical consolidation
has increased dramatically over the past decade. For
example, researchers found that the percentage of
specialists in California that were in practices affiliated
with a health system increased from 25% in 2010 to
52% in 2018 — an increase of 108%."

Physicians in California are increasingly
vertically consolidated — as of 2018, 52%
of specialists and 42% of primary care
physicians in California were in practices
owned by a health system.

Cross-Market Concentration

Cross-market consolidation occurs when two com-
panies that operate in different geographic markets
merge. For example, a cross-market merger occurs
when a hospital in one city merges with a hospital in
another city. While there is no widely accepted meth-
odology for measuring the extent of cross-market
consolidation — like HHI for horizontal consolida-
tion — researchers have used "willingness-to-pay”
calculations and “common customers” to try to esti-
mate the impact of a particular cross-market merger."

Impacts of Consolidation
on Consumers

When assessing the potential impacts of a health care
merger,”? it is important to ask whether the patient or
the public will benefit. For instance, will the merger
result in decreased administrative costs that result in
lower prices for consumers? Will the merger allow
investment in technologies that increase quality or
efficiency of care that patients receive? Or will the
merger reduce competition and allow companies to
raise prices or decrease quality without losing market
share?

Unfortunately, a large and growing body of evidence
demonstrates that mergers of health care companies
have consistently resulted in increased prices for health
care services with little to no improvement in quality.

Effects of Horizontal Mergers

A diverse set of research studies clearly demonstrate
that hospital prices increase following a horizontal
merger with another hospital in the same market and
that those price increases happen for both nonprofit
and for-profit hospitals.” The demonstrated price
increases can be quite large, ranging from 20% to 40%
post-merger. In 2020, the Medicare Payment Advisory
Commission (MedPAC) reviewed the published
research on hospital consolidation and concluded that
the “preponderance of evidence suggests that hos-
pital consolidation leads to higher prices.”' While
there are fewer studies about horizontal concentration
of physician practices, studies found that physicians
in consolidated markets are paid higher prices for
their services'® and that prices increased 10% to 20%
following a merger of two specialty practices in the
same market."”” Importantly, the effects of these higher
prices are not limited to the patients at these hospi-
tals because insurers pass on these increased prices
to all enrollees and their employers through increased
premiums.’ Furthermore, workers bear the burden
of these increased premiums as employers depress
wages to pay more for health insurance coverage.”
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When analyzing mergers of insurers, the effect is a bit
more complex because insurers with market power
may be able to negotiate lower prices from provid-
ers, but that market power may also enable them to
retain higher profits without passing those savings to
employers or individuals through lower premiums.?
For example, one study looking at the impact of health
plan concentration on hospital prices found that hos-
pital prices in the most concentrated health insurer
markets were approximately 12% lower than in more
competitive health plan markets.?’ Other studies,
however, documented that lower provider prices only
translate into lower premiums if the insurance market
is sufficiently competitive,?
face competitive pressure may not have the incentive
to pass any savings on to consumers.? Nonetheless,
the medlical loss ratio requirements in the Affordable
Care Act (ACA) essentially cap profits of all commer-
cial insurance plans.?* Furthermore, because insurers
with market power may be able to demand rates that
are below competitive prices, providers may respond
by reducing services or quality or exiting the market
entirely. Accordingly, the effect of insurance mergers

as insurers who do not

on costs for consumers depends on whether the newly
merged insurer can negotiate lower rates, whether
regulations or market forces require the insurer to
pass on any savings generated from decreased pro-
vider prices, and whether those rates negatively affect
providers in the area.

Horizontal consolidation affects more than prices.
Antitrust theory and empirical research both reveal the
mixed to negative impact that horizontal consolida-
tion can have on health care quality and the negative
impact it can have on the labor market for health care
workers. A report sponsored by the American Hospital
Association found that mergers increased the stan-
dardization of clinical protocols, increased investments
and access to medical staff at acquired hospitals, and
improved outcomes from complex services because
of an increase in volume at the acquiring hospital.?
The bulk of the research evidence, however, finds that
these efficiencies are not consistently borne out and
that quality suffers in highly concentrated markets,
and multiple studies find higher patient mortality for

some conditions.? Beyond impacts on prices and
quality, evidence suggests that consolidation can also
decrease wage growth for hospital employees. Prager
and Schmitt found that among the mergers resulting
in the highest increases in concentration, wage growth
for nurses and pharmacists was about two-thirds of
what it would have been without the merger.?

Effects of Vertical Mergers

A number of studies find increased prices and little
improvement in quality following vertical mergers.?
For example, Capps, Dranove, and Ody found that
physician prices increased, on average, by 14% for
medical groups acquired by hospital systems.? Further,
researchers found that in California, an increase in the
share of physicians in practices owned by a hospi-
tal was associated with an increase in premiums for
private plans sold on Covered California, the state’s
marketplace.®

A number of studies find increased prices
and little improvement in quality following
vertical mergers.

Proponents of vertical mergers have frequently claimed
that the merger will help improve continuity of care,
reduce duplicative care, or increase quality.*’ A few
studies have found improvements in specific areas, like
increased number of patients getting cancer screen-
ing and increased care utilization, while other studies
found no statistically significant effects on mortality or
patient satisfaction.* More recent studies have found
that physicians change their referral and prescribing
patterns after they are acquired by a hospital in ways
that lead to wasteful spending.** For example, Young
and colleagues found that the odds of a patient receiv-
ing an inappropriate MRI referral increased by more
than 20% after a physician transitioned from inde-
pendent practice to hospital employment.** Overall,
studies on quality improvements following a vertical
merger remain ambiguous.®®
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Effects of Cross-Market Mergers

While the effects of cross-market mergers are less
studied than those of horizontal and vertical mergers,
economic researchers have found that cross-mar-
ket mergers can have a significant impact on prices
charged by health systems.* For example, a growing
body of research demonstrates a 7% to 17% increase
in prices for hospitals purchased by out-of-market
systems,*” a 7% to 9% increase in prices at the acquir-
ing hospital after merging with a hospital in a different
market in the same state,® and an 8% increase in
prices at nonmerging nearby hospitals that shadow
the price increases at the newly merged facility.*

Current Regulatory Oversight
of Consolidation in California

Currently, three agencies in California — the
Department of Insurance (CDI), the Department of
Managed Health Care (DMHC), and the Office of
the Attorney General — have the authority to review
some mergers involving health care entities. CDI must
approve any mergers involving domestic insurers,
DMHC must approve mergers involving health care
service plans, and the attorney general (AG) must
approve most mergers of nonprofit hospitals. In addi-
tion, the AG can challenge any merger under antitrust
laws that would “substantially lessen competition” or
“tend to create a monopoly.”*°

Review of Transactions Involving
Insurers or Health Care Service Plans
by CDI and DMHC

CDI and DMHC both have the authority to review
and block some mergers involving carriers or insur-
ers through an administrative process.*’ For mergers
involving a California domestic insurer”? or a com-
mercially domiciled insurer,® which are subject to
examination by CDI, parties must obtain written
consent or approval of the insurance commissioner
before entering into any transaction that transfers sub-
stantially all of the business to a new entity* or that
changes control of the insurer.®® CDI may approve,
approve with conditions, or reject the merger. In
reviewing a merger, CDI analyzes whether the

transaction may “substantially lessen competition” or
“create a monopoly.”*¢ Additionally, CDI may consider
other factors including financial solvency, fair and rea-
sonable terms, and adverse effects on policyholders’
interests.*

Similarly, mergers involving health care service plans
regulated by DMHC must be approved by the director
of DMHC.* If the transaction is a “major transaction
or agreement” — one that affects a significant num-
ber of enrollees, transfers “a material amount of
assets,” or adversely affects the “stability of the health
care delivery system”% — DMHC must hold a public
meeting,®® and if a material amount of the assets will
be transferred, DMHC must also prepare a statement
describing the transaction and make it publicly avail-
able before the public meeting.®' The director then
reviews the merger and may approve, conditionally
approve, or reject the merger. The standards for reject-
ing a merger mirror federal antitrust law, and DMHC is
authorized to block any transaction that would “sub-
stantially lessen competition in health care service plan
products or create a monopoly in this state, including,
but not limited to, health coverage products for a spe-
cific line of business.”>?

The Department of Managed Health Care
regulates only the plans operating in
California (not any parent corporations),
and the Department of Insurance does
not have the authority to oversee

a proposed merger that may affect
California residents but does not involve
an insurer residing in the state.

CDI and DMHC currently have the authority to over-
see mergers involving domestic insurers and health
plans regulated by the state. Importantly though,
DMHC and CDI cannot block mergers of insurers
outside of the state. DMHC regulates only the plans
operating in California (not any parent corporations),
and CDI does not have the authority to oversee a
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proposed merger that may affect California residents
but does not involve an insurer residing in the state
(e.g., when an insurer sells plans in California but does
not meet the definition of a commercially domiciled
insurance company).>* Nonetheless, the administra-
tive processes at DMHC and CDI allow the agencies
to oppose or condition mergers not easily challenged
through litigation under antitrust laws.

The Attorney General Can Sue
to Block Any Anticompetitive
Transactions

The California AG, on the other hand, can file a law-
suit under state or federal antitrust laws to block any
merger or acquisition when the “effect of such acquisi-
tion may be substantially to lessen competition, or to
tend to create a monopoly.”>* The AG’s office can file
the lawsuit under its law enforcement capacity either
on its own behalf as a purchaser of health services or as
parens patriae on behalf of the interests of the citizens
of California.®® The AG has authority to sue to block
mergers that involve insurers, health care service plans,
and health care providers, even if another agency has
approved the merger.® Blocking a merger through
litigation, however, requires significant resources, may
be time-consuming, and has uncertainty associated
with judicial decisionmaking. Furthermore, because
bringing a case is extremely resource-intensive and
time-consuming, the AG is likely to oppose only the
largest mergers under antitrust laws.

Limitations of using the courts to mitigate the harm-
ful impacts of consolidation are apparent in the cases
against Sutter Health in Northern California. In 1999,
the AG filed a lawsuit alleging that the merger of
Sutter Health's Alta Bates Medical Center with Summit
Medical Center would have anticompetitive effects
and, therefore, violated the federal Clayton Act.”’
The judge, however, denied the AG's request for
an injunction, saying health plans could “discipline”
hospitals by steering patients to lower-cost health
providers, and if anticompetitive price increases did
occur because of the merger, patients could choose
to join Kaiser.®® Over a decade later, a retrospective
study by the Federal Trade Commission, which helped
to revise the economic tools, found that Summit's

price increases after the merger were among the
largest of any comparable hospital in California.>* In
2014, a health benefit trust filed a class action lawsuit
against Sutter Health alleging that the market power
Sutter Health gained through this merger coupled
with anticompetitive contract terms led to exces-
sive price increases in Northern California.®® In 2018,
the California AG joined the lawsuit.®’ The case was
finally resolved in 2021, when the court approved a
settlement that contained $575 million in damages
and injunctive relief to stop Sutter Health from using
specific contracting practices. This case illustrates the
harm that can result when antitrust law fails to prevent
potentially harmful mergers. Subsequent antitrust
lawsuits to curb abuses of market power created by a
merger can take years to resolve and, even after reso-
lution, the parties not involved in the lawsuit will not
typically receive restitution.

The AG Can Block Transactions of
Nonprofit Health Facilities Using an
Administrative Review

California’s AG currently has the authority to block
transactions that transfer a “material amount of the
assets” of a nonprofit health facility without going to
court. California law defines a health facility as any
place or building that “is operated for the diagnosis,
care, prevention, and treatment of human illness . . .
to which . . . persons are admitted for a 24-hour stay
or longer,” and includes acute care hospitals, skilled
nursing facilities, psychiatric hospitals, and specialized
maternity hospitals. It does not include physician prac-
tices or outpatient clinics. Before 2000, this authority
only applied to a conversion of a nonprofit health facil-
ity (i.e., the purchase of a nonprofit health facility by a
for-profit entity). Following the AG’s loss in the Sutter-
Summit merger challenge (where both Sutter and
Summit were nonprofit health systems), the California
legislature amended the law to include mergers and
acquisitions of nonprofit health facilities, irrespective
of the tax status of the purchaser.®? Currently, any non-
profit corporation that operates or controls a health
care facility must provide written notice to, and obtain
approval from, the AG before completing any transac-
tion that sells or transfers a “material amount of the
assets” or control of the operations of the nonprofit
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corporation.®® In reviewing the transaction, the AG may
consider any factors the AG deems relevant, including
whether the transaction is in the public interest.**

This administrative process has significant benefits
relative to antitrust lawsuits, including that it is less
resource-intensive than a trial and allows more timely
review of proposed mergers. In one of the first chal-
lenges to a cross-market merger, the AG issued
a conditional approval of the affiliation between
Cedars-Sinai Health System and Huntington Memorial
Hospital, two nonprofit hospital systems in Southern
California,®® that included a price cap on the newly
affiliated entities and a requirement to maintain sepa-
rate teams when negotiating prices with payers.®® The
hospitals filed a lawsuit challenging that conditional
approval, alleging that the AG acted in an arbitrary
and capricious manner and overstepped the AG's
administrative authority.” Before the scheduled trial
date, the merging parties and the AG came to a set-
tlement that imposes modified price caps, prohibits
the bundling or tying of hospital contracts, and grants
insurers the option to request a negotiation firewall.®®

This case demonstrates that the AG can use nonprofit
merger review authority to block or to apply conditions
to potentially anticompetitive mergers. The major limi-
tation of this authority is that it applies only to mergers
involving nonprofit health care facilities, as defined in
the statute. To oppose a merger involving a physician
practice, an outpatient clinic, for-profit health systems,
or an insurer, the AG must face the uncertainty of a
lawsuit and expend the time, effort, and resources
required for a trial.

Opportunities for Additional
Oversight of Health Care
Transactions in California

While nonprofit health care facilities must notify and
get approval from the AG before a sale or transfer of
their assets, the AG must rely on news reports and
other sources to track consolidation of other health
care entities, including for-profit hospitals and physi-
cian practices. The AG may be unaware of transactions
that do not involve a nonprofit health care facility, and

therefore may be unable to challenge them until after
their completion. Furthermore, even if the AG becomes
aware of these transactions before they happen, the
AG has no authority to impose a waiting period before
consummation of the proposed merger to allow the
office to review the transaction. While the AG can use
antitrust law to challenge any merger, even after it is
completed, these legal proceedings may take years,
and unwinding the merger (“unscrambling the egg”)
is very likely to be ineffective and difficult, so antitrust
enforcers almost never attempt it in health care.*’

To increase scrutiny of provider mergers in California,
policymakers could require all health care provid-
ers (not just nonprofit ones) to provide written notice
to, and obtain the written consent of, the AG before
entering into any transaction that transfers a material
amount of their assets or changes control or gover-
nance of the provider. This notification and approval
authority could mirror that currently required for non-
profit health care facilities. Additionally, to expedite
review of smaller transactions unlikely to impact com-
petitive factors, policymakers could create a tiered
review process.”” In Oregon, health entities with rev-
enues over a given threshold must obtain approval
from the Oregon Health Authority before merging,
including transactions involving a private equity firm.”’
California could adopt a similar approach by establish-
ing a new agency to review health care mergers or to
expand the authority of the AG to approve, condition-
ally approve, or block all mergers involving health care
providers.”?

To increase scrutiny of provider mergers in
California, policymakers could require all
health care providers (not just nonprofit
ones) to provide written notice to,

and obtain the written consent of, the
attorney general before entering into

any transaction that transfers a material
amount of their assets or changes control
or governance of the provider.
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Importantly, granting the AG or another state agency
an increased authority to review and block all health
care mergers through an administrative process
does not address the market power gained through
decades of consolidation in California. Consequently,
policymakers may choose to consider how to regulate
conduct and the harms that may result from previ-
ously consummated mergers. For example, while CDI
and DMHC have the authority to block or condition
mergers of domestic insurers and health care service
plans, respectively, policymakers could also consider
expanding the authority of these regulatory agen-
cies to include "affordability standards” when they
review health plans for sale in California. Currently,
DMHC and CDI can review rate changes in the indi-
vidual and group markets, but neither department has
the authority to deny rate increases.”® Policymakers
could consider granting DMHC and CDI additional
authority to reject rates or rate increases they deem
“unaffordable.”’* In addition, policymakers could con-
sider prohibiting specific contractual terms likely to
be anticompetitive (e.g. all-or-nothing or anti-tiering
clauses).”® And finally, policymakers could consider
directly regulating prices or price increases for high-
cost providers. Several states are implementing this
policy approach, and the California legislature has
explored it in recent years.”® While increased oversight
of future mergers is critical, increased administra-
tive review alone is unlikely to restore competition
to health care markets at a level sufficient to restrain
prices and increase quality.

While the Department of Insurance

and the Department of Managed

Health Care have the authority to

block or condition mergers of domestic
insurers and health care service plans,
respectively, policymakers could also
consider expanding the authority of
these regulatory agencies to include
"affordability standards” when they
review health plans for sale in California.

Conclusion

California’s health care provider and insurer markets
are highly concentrated, and empirical research has
consistently shown that health care consolidation
drives increases in health care prices and insurance
premiums without commensurate improvements in
health care quality. Because health care provider and
insurer markets in most regions of California are already
highly concentrated, policymakers and state officials
could consider additional scrutiny and interventions
to promote competition and mitigate consolidation’s
most harmful consumer impacts.
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