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In today's healthcare industry,
community hospitals face unprec-
edented challenges. From prob-
lems with physician retention and
recruitment, to increasing technol-
ogy and compliance costs, to the
lack of negotiating power with
vendors and suppliers, many com-
munity hospitals are at a severe
disadvantage. In order to ensure
their survival in this difficult eco-
nomic climate, community hospi-
tals around the nation are review-
ing possible merger or affiliation
with health systems. While affilia-
tion involves the loss of a commu-
nity hospital's independence and

local control, it can also provide
substantial benefits. But is affilia-
tion the answer for all community
hospitals? What key benefits and
considerations should a communi-
ty hospital analyze before agreeing
to an affiliation?

Benefits

Access to capital is perhaps one
of the most important benefits that
affiliation with a health system
provides to a community hospital.
Many community hospitals are
forced to put off promising expan-
sion opportunities because they
simply do not have the necessary
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capital to complete the projects.
The capital resources available to
a large health system are numerous
and can allow a community hospi-
tal to achieve its expansion goals.

Information technology resources
are another benefit to community
hospitals that choose the affiliation
route. The up-front costs of infor-
mation technology investment are
enormous, and notwithstanding the
cost savings that such technology
may offer in the future, the initial
investment is often unreasonable
for a smaller hospital. Affiliating
with a larger health system allows
the cost of new information tech-
nology investments to be spread
out among a greater pool of hos-
pitals, physicians, clinics, and pa-
tients, and lead to greater savings.

Affiliating with a large health sys-
tem is likely to provide commu-
nity hospitals with better leverage
when negotiating contracts and
purchasing agreements. Suppli-
ers and vendors want the increased
business of larger entities and may
be more willing to agree to con-
cessions to ensure the entity's busi-
ness.

Finally, affiliation can help com-
munity hospitals spread risk among
many more clinics, physicians, and
patients. Partnering with a large



health system that has the financial
resources to absorb unexpected
events reduces the risk that a large
malpractice claim or other lawsuit
could destroy a community hospi-
tal's financial reserves. Additional-
ly, a community hospital may also
be able to take more chances with
promising endeavors that require
up-front investment, such as new
accountable care organizations.

Preliminary Considerations

In order to ensure that a commu-
nity hospital can take advantage of
these and other benefits of affilia-
tion, the hospital must consider a
number of factors when deciding
whether to partner with a health
system.

First, a community hospital should
conduct a thorough internal re-
view of its current business opera-
tions and structures and the goals
of affiliation. What type of health
system partner is needed for the
hospital to materially improve its
access to capital? Will an affilia-
tion really help with information
technology and other investments?

After this internal review, the
community hospital should send
a request for proposal to poten-
tial health system partners. The
request should include a list of re-
quirements for a potential partner
and questions about how the af-
filiation will help the financial and
patient care concerns of the com-
munity hospital.

Negotiating the  Affiliation

Agreement

Once an affiliation partner has been
found, the parties should enter into
a letter of intent and confidentiality
agreement, and commence negoti-
ations on the terms of a final affili-
ation agreement. These negotia-

tions should cover the governance
and corporate structure for the af-
filiation, the financial and budget-
ary obligations, and the timelines
and issues surrounding the transi-
tion of control of the acquired hos-
pital's personnel and clinics.

During these negotiations, each
party should also conduct inten-
sive due diligence review of the
other party's corporate documents,
including business and financial
operations, pending litigation, past
and current compliance issues, and
third-party contracts. The purpose
of this due diligence is to discover
any possible concerns or risks that
could lessen the benefits of the af-
filiation.

Given the importance of the medi-
cal staff, coordination with the
medical staff leadership is es-
sential. Lack of support from the
medical staff could be fatal to the
affiliation.

Regulatory Concerns

No matter how much the poten-
tial affiliation partners like each
other, nothing can happen without
government review and in some
cases approval. The Federal Trade
Commission (FTC) and Depart-
ment of Justice (DOJ) can be sig-
nificant barriers to a potential af-
filiation. These federal agencies
have challenged a number of hos-
pital mergers in the last few years
on the grounds that they present
anticompetitive concerns and may
raise costs for patients and pay-
ors. Under the Hart-Scott-Rodino
Act, the parties to certain mergers
must submit a "Hart-Scott-Rodino
Form" and filing fee that provides
the FTC and DOJ with informa-
tion about the proposed merger.
FTC and DOJ review is needed
only if the affiliation meets certain
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monetary thresholds.

In addition to federal require-
ments, the parties must work with
state regulatory agencies to ensure
compliance. The State Attorney
General will review the proposed
affiliation for anticompetitive con-
cerns. In Washington State, a pub-
lic hearing is required if the affili-
ation involves a for-profit entity's
acquisition of a nonprofit entity.

In many states, including Wash-
ington, the Certificate of Need Pro-
gram of the Department of Health
must be notified of the affiliation.
The Department will conduct a re-
view and ideally, issue a letter of
nonreviewability. In Washington,
such a letter will be granted if the
affiliation does not involve a sale
or lease of a licensed hospital and
the affiliation does not expand ei-
ther party's current operations un-
der the Certificate of Need regula-
tions. If the affiliation plan does
involve an expansion of the cur-
rent services offered by the parties,
and that expansion is subject to
Certificate of Need, approval can
take several months.

Finally, the parties must ensure
that both state and federal authori-
ties are notified of the change in
ownership of the acquired hospi-
tal's license. On the state level, the
parties must notify the Department
of Health, and on the federal level
the parties must inform the Centers
for Medicare and Medicaid Servic-
es of the change of ownership.

Other Items on the Affiliation
ChecKklist

In addition to obtaining approval
from the regulatory bodies, the
parties will likely need appropriate
lender approval for the change of
control for any tax-exempt bonds,
mortgages, loans, or lines of credit



of the acquired hospital. The ac-
quired hospital should also review
and, as needed, obtain any neces-
sary consents from third parties
that have contracts or leases with
the acquired hospital.

Community Involvement

In order to achieve a successful
affiliation, a community hospital
must keep a finger on the pulse of
community opinion as well as that
of the medical staff. Many pa-
tients will be concerned with the
thought of a large health system's
takeover of their community hos-
pital and the loss of local control.
Some will ask why an affiliation is
needed. Instead of ignoring these
real concerns, a hospital must take
the initiative to educate the public
about why partnering with a larg-
er entity is a good idea. Current
healthcare services will typically
be maintained, and the affiliation
may allow for an increase in the
scope and quality of those ser-
vices. A properly executed public
relations campaign from the outset
can prevent the spread of misin-
formation and undesirable public
backlash down the road.

Conclusion

In today's healthcare industry, the
review and analysis of the positives
and negatives of affiliation or merg-
er with a health system is one of the
most important and challenging du-
ties of the officers, board members,
and senior management of a com-
munity hospital. The benefits of
affiliation must be weighed against
the loss of independence, local con-
trol, and flexibility that community
hospitals now enjoy.
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