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- ABSTRACT

A DETERMINATION OF THE ASSOCIATION OF COMPETITION AND
REGULATION WITH HOSPITAL STRATEGIC ORIENTATION

By Kathleen B. Heatwole, Ph.D.

A dissertation submitted in partial fulfillment of the requirements
for the degree of Doctor of Philosophy at Virginia Commonwealth University

Medical College of Virginia Campus, Virginia Commonwealth University, 2006

Director: Dr. Michael McCue, D.B.A., Professor, Department of Health
Administration

This research study examines the influence of two major forces, competition
and regulation, on the strategic orientation of hospitals. This is a particularly
relevant subject, as the effectiveness of competition versus the effectiveness of
regulation in the health care market has been called one of the Bellwether issues
in health care policy, and the most controversial and far reaching philosophical
battle facing the health care industry. Even after three decades of research and

debate, there is still no consensus on how the hospital industry responds to



either a competitive environment or a regulated environment. There continues to
be significant variation across the country on which model provides the
environmental context for hospitals, and there is no resolution of the issue on the
horizon. It is clear that the dichotomy of a competitive environment or a
regulated environment and the wide variation from market to market will continue
to be significant factors influencing the development of hospital strategies.
Developing strategies that provide an appropriate fit with the particular
environmental context is a critical aspect of the success of an organization.

This study provides a unique perspective on the subject, with an examination
of the relationship between the level of competition in the market and the level of
regulation in the market, and whether these dimensions influence hospital
strategic orientation. Porter’s strategic orientation typology is used as the model
for hospital strategy, and the theoretical framework combines the legitimacy
seeking elements of institutional theory and»the resource and cost control
elements of resource dependency theory.

The findings of this study indicate an association between a competitive
environment and a differentiation orientation. As competition decreases, there is
a greater likelihood of association with cost inefficiency. The results also indicate
that in the absence of CON or as CON decreases, there is a greater likelihood of
cost inefficiency. Although this study provides a timely analysis of a very
controversial topic, it is clear that additional research efforts are needed on this

critical issue that impacts every hospital in the country.



CHAPTER ONE: STUDY OVERVIEW AND RESEARCH QUESTIONS

Introduction

The effect of competition versus the effect of regulation in controlling the
hospital industry continues to be one of the most controversial issues in the
health care environment, and the conflict impacts federal and state regulations,
health policies, and cher health care market initiatives (Folland, Goodman and
Stano, 1994; Federal Trade Commission Report (FTC), 2004; Shactman, 2005).
This issue affects national policy as well as state regulations, and there are no
indications that the issue has any short-term resolution. Carmela Coyle
presented an update on national health policy and predictions for the future in the
2005 Futurescan Report prepared by American Hospital Association (AHA,) the
Society for Healthcare Strategy and Market Development (SHSMD) and the
American College of Health Care Executives, (ACHE). Coyle identified the
competition versus regulation policy question as a major philosophical issue that
is not expected to be resolved in the near term. Do hospitals fit the traditional
economic model of competition or are unique characteristics at play in the
hospital industry that require special regulations to control entry and competition?
Shactman (2005) reporting on the FTC’s 2004 Council on Health Care

Economics and Policy called this the “Bellwether question” of national health
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policy regarding whether federal policy should encourage and foster competition

or develop regulatory blocks to competition( p 873). This controversy has been
debated by politicians, health care policy-makers, and academic researchers for
more than three decades, however, even after extensive research and analysis,
there is still no consensus on how the hospital industry responds to either a
competitive environment or a regulated environment (Bernstein and Gauther,
1998; Trinh and O’Conner, 1999). Although there is no consensus, there is
serious concern with either the regulatory model or the market competition model
and the impact of either model on the future of American hospitals (Altman,
Shactman and Eilat, 2006). Because of the on-going debate and the wide
divergence of opinion on how the hospital industry responds to competition and
regulation, there is significant variation across the country on which model
provides the environmental context for hospitals (Solomon, 1998; Casalino,
Devers and Brewster, 2003).

The literature on hospital strategy development is consistent in the
recognition of the influence of the environment in which the hospital exists. The
level of competition and the extent of the regulatory environment are frequently
cited as factors influencing hospital strategic orientation and organizational
adaptation (Cook, Shortell, Conrad and Morrisey, 1983; Santerre and Pepper,
2000; Goldstein, Ward, Leong and Butler, 2001). It is clear that the dichotomy of

a competitive environment or a regulated environment and the wide variation



from market to market will continue to be significant factors influencing the
development of hospital strategies.
Background on the Conflict Between Competition and Regulation

The history and subsequent research on these two major forces, competition
and regulation date back to the 1970’s, when the federal government passed the
National Health Planning and Resources Development Act in 1974. This
legislation established Certificate of Need (CON) laws nationwide, because the
government’s prevailing economic theory at that time was that the hospital
industry could not be controlled through normal competitive market forces.
Subsequently, during the Regan administration, the government adopted a free
market, pro-competition approach, and CON legislation was repealed in 1987 as
a federal mandate, and left up to each individual state to determine whether to
keep or abandon the regulatory approach. Throughout the past three decades,
the emphasis of either control through competition or control through regulation
has varied widely from state to state, creating vastly different environments under
which hospitals develop their organizational directions and strategies. Altman
and Rodwin (1988) reviewed this dichotomy in health policy and concluded that
the lack of consistent direction created what they termed “halfway competitive
markets and ineffective regulation”, where neither competition nor regulation
could be effective in any market (p 323). Unfortunately, the debate continues
more than fifteen years since Altman and Rodwin identified concerns, and

hospitals continue to develop their strategies in a very chaotic environment.
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In addition to the on-going governmental and political debate, the research on

the effectiveness of competition and regulation during the past three decades
has been as schizophrenic as any area of health care research, with researchers
reaching diametrically opposing conclusions.

Research on the effectiveness of competition on the hospital industry seems
to have made a full circle. Early research on competition, for the most part,
concluded that competition had the effect of increasing hospital costs (Joskow,
1980; Robinson and Luft, 1987; Dranove, Shanley and Simon, 1992) by creating
what Robinson and Luft termed a “medical arms race”. Research in the 1990’s
contradicted earlier research and determined that competition did control health
care costs (Zwanziger, Melnick and Bamezai, 1994; Manheim, Bazzoli and Sohn,
1994). However, by the 2000’s, research on the effect of competition had
introduced the element of quality, and although again citing the medical arms
race and cost increasing effect of competition, researchers found an association
between high competition and increased quality (Hirth, Chernew and Orzol,
2000; Rivers and Fottler, 2004; Devers, Brewster and Casalino, 2003).

Research on the effectiveness of CON regulation has experienced a similar
history of conflicting results. Research by Sloan and Steinwald (1980), Noether
(1988), and Conover and Sloan (1998) concurred that CON was not effective in
controlling costs. However, Joskow (1980) concluded that CON did reduce the
number of hospital beds, Mayo and McFarland (1989) found CON reduced cost,

and a major study by Lewin-IFC, a major health policy consulting firm, concluded



that CON was effective in controlling the “medical arms race” (1991 and 1992).
By the 2000’s, research on the effectiveness of CON had turned to issues of
controlling volume and fherefore quality, however, again, research results have
been inconclusive. Robinson, Nash, Moxley and O’Conner (2001) concluded
CON had no impact on quality, however, Vaughan-Sarrazin, Hannan, Gormley
and Rosenthal (2002) and Ho (2004) both found that CON had a positive effect
on quality by controlling the proliferation of technology.

The main point of this background section is to demonstrate the significant
controversy that continues to exist in the competition versus regulation arena.
There is serious concern about the ability of market and economic competition to
offer a solution, but just as much concern about any regulatory measures that .
could provide a long-term solution based on interviews from the Community
Tracking Study (Nichols, Ginsburg, Berenson, Christianson and Hurley, 2004).
Because of the wide divergence of opinion on what are the most effective
methods to control the health care industry, it seems clear that hospitals will
continue to plan and develop strategies in environments that vary significantly
from state to state with regard to the level of competition and the level of CON
regulation.

There is evidence that the environmental context with regard to competition
and regulation does influence strategy development. Solomon (1998) used the
Community Tracking Study to explore the dynamics and variations in public

policy and the resulting impact on hospital strategy. Specifically considering the



fegulatory versus competitive environments, Solomon concluded that the
presence or absence of Certificate of Need regulation drives market relationships
and competitive advantage, and that organizations develop specific strategies
depending on the public policy impacting their organizations. This research
study will provide additional insight into the strategic orientation taken by
hospitals in these different environments.
Purpose of the Study

This research study examines the influence of two major forces, competition
and regulation, on the strategic orientation of hospitals. Although there has been
significant research on the influence of competition and regulation on hospital
costs, capacity, and quality, there is relatively little research on the relationship
between the level of competition in the market and the level of regulation in the
market and whether these dimensions influence hospital strategic orientation
(Kumar, Subramanian and Strandholm, 2002). In addition, much of the existing
empirical research on competition and on regulation has focused on single states
such as Keeler, Melnick and Zwanziger (1999) on California hospitals; Gift,
Arnould and De Brock (2002) on Washington hospitals and Marlin, Huonker and
Sun (2002) on Florida hospitals or compared variables in only two states such as
Ho (2004) comparing California and Florida hospitals. This research study will
add to the body of knowledge by providing a national perspective on the
association of the competitive and regulatory environments on strategic

orientation.



Study Constructs

This study addresses the constructs, competition, regulation and strategic
orientation. Competition is defined in this study as the market competition
associated with each hospital within the defined market as measured by the
Herfindahl Index (HHI). In addition, a system HHI analysis is included to
compare the results of the models with HHI measured at the individual hospital
level with the results when HHI is calculated at the hospital system level for each
county. Regulation in this study is restricted to the Certificate of Need regulatory
environment.

Strategic orientation is defined using Porter’s generic strategic model.
Michael Porter in his book, Competitive Advantage (1985), defines a major
strategic typology that has become one of the most widely used models in
research on strategy development. Porter’s generic strategic orientation model
has been validated by numerous research studies that confirmed the model’s use
as a predictor of firm performance and success (Hambrick, 1983; Kim and Lim,
1988). This model has also been used extensively in health care research,
particularly in the area of hospital strategic direction (Lamont, Marlin and
Hoffman, 1993; Marlin, Huonker and Sun, 2002; Kumar, Subramanian and
Strandholm, 2002).

The construct, strategic orientation, in this study is based on Porter’s generic
strategic orientation model, where organizations develop either a differentiation

orientation or a cost leadership orientation. Porter defines the differentiation
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strategic orientation as securing a competitive advantage by creating a unique or

valued product or service that is difficult for competitors to duplicate (Porter,
1985).

The differentiation strategy can be manifested throughout the organization
and can encompass both tangible assets such as scope, service and
technological superiority and intangible assets such as reputation, image,
perceived quality and competency or key relationships. A common aspect of
Porter’s differentiation orientation is that it usually increases costs, as developing
uniqueness or a particular reputation requires additional resources whether staff,
facilities, products, or marketing.

In contrast, Porter’'s cost leadership strategic orientation focuses on cost
reducing strategies. The competitive advantage is gained through cost control.
Cost orientation strategies look for organizational efficiencies and economies of
scale. Cost strategies focus on control of all aspects of operation including labor,
inventory, equipment, appropriate utilization of facilities, and matching input and
output volumes (Porter, 1985).

Porter (1991) defines the major purposes of strategy as positioning and
focusing the organization’s internal capabilities and strengths within the
constraints of the external threats and challenges. In Porter's work on strategy,
the environment is a major influencing factor and, if an organization appropriately
aligns its strategies within its environmental context, the environment can be a

pivotal determinant in the organization’s survival (Porter, 1985).



The purpose of this research is to add to the body of literature on hospital
strategy development with an analysis of variables that define a strategic
differentiation orientation and a cost leadership orientation as well as considering
market and organizational variables to determine if a relationship exists between
the orientation selected and the specific environmental context of the level of
market competition and the CON regulatory controls.

Research Questions

Four research questions are addressed in this study. The first research
question addresses the strategic orientation construct, and is posed as the
following: Is there a grouping of measurable variables that can be supported to
approximate the construct, strategic orientation, and its components of
differentiation and cost? This research study develops and tests a group of
variables based on a review of the literature and avdual theoretical framework
that encompasses both institutional theory and resource dependency theory.

The second research question addresses the construct, competition, and is
posed as the following: Is there an association between the level of competition
in hospital markets and the strategic orientation of hospitals? Based on Porter’s
strategic orientation model, this research evaluates whether a highly competitive
market influences a differentiation orientation over a cost orientation, or if a highly
compeiitive market is associated with a cost orientation over a differentiation
orientation. Conversely, the study examines the effecf of a less-competitive

market and the association with either a differentiation orientation or a cost
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orientation. The initial model analysis for competition is based on the Herfindahl

Index (HHI) developed for each individual hospital within a county boundary.
However, this study also considers the influence of system affiliation by re-
analyzing the models based on HHI developed at the system level for all system-
affiliated hospitals within a county boundary.

The third research question addresses the regulation construct and is posed
as the following: Is the Certificate of Need regulatory environment a determinant
in hospital strategic orientation? Again, using Porter's model of strategic
orientation, is the stringency of the CON environment more strongly associated
with a differentiation orientation or a cost orientation, and conversely, is the
absence of CON associated more strongly with a differentiation orientation or a
cost orientation? This study evaluates the stringency of CON review using data
provided by the American Health Planning Association based on dollar
thresholds and number of services requiring CON review.

Because Certificate of Need regulations act as a barrier to limit entry and
expansion of services, many researchers have found a causal relationship where
the level of CON regulation influences the competitive environment (Noether,
1988; Bazzoli and Andes 1995; Bernstein and Gauther, 1998; Kessler and
McClellen, 2000). Of particular interest in this study is the interplay between the
competitive market and the CON regulatory environment.

Therefore, a fourth research question is also addressed in this study

regarding the interaction effect between competition and regulation in influencing
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hospital strategic orientation. An evaluation examines the possible interaction

between competition and three levels of CON regulation or no CON regulation,
as well as assumptions on the converse where there is low competition and
either the absence of CON or the three levels of CON review to determine if
there is a greater likelihood of an association with a specific strategic orientation
based on an interaction of competition and regulation.
Significance of the Study

A research study that combines the constructs of competition, regulation and
strategic orientation is particularly timely. With significant controversy
surrounding the effectiveness of either competition or regulation in the hospital
industry, it appears that there will be no imminent policy changes to conform the
nation’s hospitals under one standard or model. The Federal Trade Commission
(FTC) Report (2004) highlights the conflict. Although supporting the competitive
model, the FTC Report outlines the magnitude of the issues that must be
resolved before a competitive model could be effective, and concedes that it is a
daunting and overwhelming process. Therefore, these widely divergent
environments will continue to affect hospitals and how they adapt and develop
strategies. There is a need for further research on how hospitals respond to the
specific environmental circumstances within their markets. The health care
environment is complex and turbulent, particularly with regard to the impact of
market competition and CON regulation. A significant body of literature supports

the importance of developing appropriate strategies to complement and fit the
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specific dynamics of the environment, and that an organization’s survival

depends on developing a compatibility with its specific environmental context
(Veliyath and Shortell, 1993; Zajac, Kraatz and Bresser, 2000; Douglas and
Ryman, 2003).

This study evaluates the relationship between the environment and specific
strategies that are directed toward creating advantage through differentiation or
cost leadership. The results should provide a foundation for future research that
factors performance and measurable competitive advantage of these specific
strategic orientations.

Theoretical Framework

The theoretical framework for this research combines institutional theory and
resource dependency theory to create an integrated theoretical approach. Both
theories have important common tenants where the environment, and
specifically, an uncertain environment, is a critical component and organizations
can respond to the environmental pressures through the development of
strategic responses. However, each theory viewed independently has limitations
with regard to the study of strategic orientation.

Institutional theory focuses on conformance and adaptation to achieve
legitimacy, however, one of the tenants of institutional theory is the exclusion of
the economic aspect of organizational response (Meyer and Rowen, 1977,

DiMaggio and Powell, 1983). Although legitimacy is an important component of
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strategic orientation, the consideration of resources and efficiencies are also

important to an analysis of the development of hospital strategies.

Resource dependency theory also assumes that organizations direct and
adapt to their environment; however the primary focus of resource dependency
theory is to achieve or retain autonomy and stability through resource enhancing
strategies, thereby reducing dependency on other organizations (Pfeffer and
Salanick, 1978; Alexander and Morrisey, 1989; McCue, Thompson and Dodd-
McCue, 2000/01). A weakness of resource dependency theory as a stand-alone
framework for strategic orientation research is that it ignores the institutional
environment and the importance of legitimacy as a strategic goal.

In the strategy literature, there is wide acceptance of a dual theoretical
framework that combines both institutional theory and resource dependency
theory (Dickson and Weaver, 1997; Goodrick and Salancik, 1996; Oliver, 1991).
This integrated framework provides a range of strategic responses, considering a
continuum of responses from the institutional and legitimacy seeking strategies
defined by institutional theory to the resource management and resource
enhancing strategies defined by resource dependency theory.

This combined theoretical approach is particularly relevant with Porter's
generic strategic orientation model. Porter’s strategic typology assumes that
organizations will pursue either a differentiation strategy orientation or a cost
leadership strategy orientation. Within the differentiation orientation,

organizations create unique structures, arrangements, products or services that



14
are perceived as valued or legitimate by their constituencies. Institutional theory

complements the differentiation orientation through the strategic conformance
with recognized forms that have achieved legitimacy. Resource dependency
theory is compatible with Porter’s cost orientation focus, as organizations
develop strategies to maximize their resources and enhance their financial
viability.

This integrated theoretical model provides a framework for the development
of the hypotheses presented in Chapter 3. Institutional theory and resource
dependency theory tenants, as well as the elements of Porter's generic strategic
orientation model and relevant prior research, form the basis to address these
research questions.

Methodology

This study uses a cross-sectional design to assess the relationship between
competition and hospital strategic orientation and regulation and hospital
strategic orientation. In order to fully explore the different regulatory
environments of states with CON and without CON, the study population includes
all short-term, acute care hospitals in the US, but excludes governmental and
specialty hospitals. Data sources include the American Hospital Association
annual survey for 2001 and 2002, the Centers for Medicare and Medicaid
Services (CMS) for 2001 and 2002, the Area Resource File (ARF) for 2001 and
2002 and the American Health Planning Association’s National Directory of

Health Planning, Policy and Regulatory Agencies, 2001 edition. Dr Gloria
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Bazzoli, with Virginia Commonwealth University, provided data on managed care

penetration. The observations for the dependent variables are based on 2002
data, while the independent variables have been lagged one year and are based
on 2001 data, in order to evaluate a direction of influence between the
independent and dependent variables.

This study includes a series of statistical steps and analyses to evaluate the
associations among the study variables, and the association of competition and
of regulation on strategic orientation. The first step assesses the linear
association between the selected variables with a correlation matrix to identify
potential collinearity issues. A factor analysis is then conducted to validate that
the variables identified through prior research and the theoretical framework are
valid representations of the strategic orientation constructs, and to create factor
scores for each sample hospital. The factor scores are then used as the
dependent variables in a series of models to evaluate the association of
regulation as measured by CON and competition as measured by HHI. The
study then considers the additive effect of the independent variables and
explores the interactions between the measurements of competition and
regulation. Finally, consideration is given to the effect of system level HHI
compared to HHI calculated at the individual hospital level. As the dependent
variables are continuous, linear regression is the statistical technique used to

assess the association of competition and of regulation with a differentiation
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orientation and/or a cost orientation, controlling for market and operational

influences.
Overview of the Chapters

Chapter 2 provides a summary of the competition versus regulation conflict,
highlighting the arguments both pro and con on the factors that are considered
unique to the hospital industry. A comprehensive review of the relevant literature
and research on health care competition and Certificate of Need regulation, is
provided in this chapter, including a history of the research and findings on these
two key forces impacting the hospital industry. The generic strategic orientation
model developed by Michael Porter in his two major books, Competitive Strategy
(1980) and Competitive Advantage (1985) is presented in detail, providing
relevant research that has validated the model, and specific hospital research
that has used the model in strategy studies.

Chapter 3 presents the theoretical framework used in the study, providing an
overview of both institutional theory and resource dependency theory, and the
limitations of each used independently. An integrated theoretical framework is
presented in this chapter as well as prior research that has used the integrated
theoretical model. This chapter demonstrates the use of the theoretical
framework and Porter's generic strategic orientation model in developing
hypotheses on the effect of market competition and CON regulation on strategic
orientation. Eight hypotheses are presented that suggest a measurement of the

constructs of differentiation and cost leadership and predict the effect of
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competition, effect of regulation and the interaction of competition and regulation

on either a differentiation orientation or a cost orientation.

Chapter 4 provides an overview of the methodology used for this study,
including the research design, data sources and variables used in the analysis.

In this chapter, prior research and results using the same variables are presented
to validate the variables and the measurements that were selected for this study.
Detail on the specific methodologies used in this analysis is presented, including
the statistical analysis, the regression analyses and the interaction analysis of the
two constructs, competition and regulation.

Chapter 5 presents the results of the analysis. The relationships among the
variables are presented, with statistical results indicating the relationships
between the dependent and independent variables.

Chapter 6 concludes the research study with the results compared to the
hypotheses presented in Chapter 3. This chapter interprets the results of the
data and provides conclusions about the relationships between the dependent
variables defining a differentiation strategic orientation and the dependent
variables defining a cost orientation and the independent variables defining
competition in the hospital’'s market, CON regulation in the hospital's market, as
well as the control variables defining market characteristics and organizational
characteristics. Chapter 6 presents the findings and their significance to the
health care field, as well as limitations to the current study and potential areas for

future research efforts.
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Summary

This research provides a timely contribution to hospital strategy literature by
adding to the body of knowledge on a controversial yet far reaching topic. A
hospital’s strategic orientation in relation to its environment, whether considering

competition or regulation, can be critical to its survival.



CHAPTER TWO: LITERATURE REVIEW

Introduction

This chapter presents relevant literature and research on the environmental |
context in which hospitals develop their strategies. The first section provides an
overview of the continuing debate in the literature on the effectiveness of
competition versus the effectiveness of regulation in providing controls on the
hospital industry. There is significant disagreement in the literature on whether
the hospital industry fits the traditional market model where competition is more
effective in providing the environmental context for the hospital industry or
whether regulation is a more effective method of controlling the industry (Weil,
1985; Trinh and O’Conner, 1999; Coyle, 2005; Shactman, 2005). Because of
this controversy, there is considerable variation in both the level of competition
and the level of regulation experienced by hospitals in the US, both within
markets and from state to state.

The second and third sections of this chapter review the major bodies of
literature on the two constructs, competition and regulation. The second section
focuses on the literature regarding competition in hospital markets and the effect

of the level of competition on hospitals. The third section reviews the relevant
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literature and research on the regulatory environment, focusing on the Certificate

of Need aspect of the regulatory environment.

The final two sections of this chapter link the environmental influences of
competition and regulation to hospital strategy development. Section four
presents a review of the literature on strategy within environmental contexts. In
the fifth and final section, Porter’'s generic strategic orientation model is
presented as well as a review of prior research that has used and validated this
model.

Section One: The Debate Between Competition and Regulation

Traditional neoclassical economic theory posits that perfect competition offers
the optimal economic model. In this model, competition is the primary motivator
among firms to achieve the lowest price and highest quality with the greatest
efficiency (Folland, Goodman and Stano, 1994; Federal Trade Commission
(FTC), 2004). The 2004 FTC Report on competition in health care states that
competition maximizes benefits to consumers regardless of the uniqueness and
complexities of the health éare industry, and that consumer demand and
decisions should be based on price and quality considerations. Bernstein and
Gauther (1998) refer to this model of competition as the basic premise of US
economic policy.

However, there is considerable debate among economists, policymakers and
academics on the effectiveness of competition as a control on cost, quality and

efficiency for the healthcare system. The opposing faction views regulatory
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policies as having a greater impact on controlling the healthcare market.

Folland, Goodman and Stano refer to the ongoing debate between competition
and regulation as one of the “biggest ideological battles regarding how to fix the
ailing healthcare industry“ (p 587). Coyle (2005) refers to the current policy
debate as “straddling the philosophical fence” between competition and
regulation, with no imminent resolution in national policy (p. 7).

Highlighting the inconsistency in policy is the current government response to
the proliferation of specialty hospitals and ambulatory surgical centers, which
directly compete against full service hospitals. Casalino, Devers and Brewster
(2003) used the Community Tracking Study data to demonstrate the significant
growth in specialty hospitals. Data on the effect of specialty hospitals continues
fo be controversial and inconclusive with regard to the impact on the healthcare
industry and whether regulation should control or whether competition should
encourage development of specialty hospitals. Although the 2004 Federal Trade
Commission recommended reducing barriers to entry for new providers such as
specialty hospitals, the federal government instituted a moratorium on payments
to doctors with ownership in specialty hospitals and froze reimbursement for
ambulatory surgical centers until 2009, while continuing to evaluate, study and
debate the implications of competition versus regulation in the healthcare
industry (Shactman, 2005).

As the following review of the literature indicates, there continues to be

significant disagreement on the effectiveness of the competitive model and
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continued disagreement on the effectiveness of the regulatory model. This

study, with its concentration on both competition and regulation as separate
constructs and an evaluation of the interaction effect between competition and
regulation on hospital strategic orientation will add substantially to a very
controversial and timely subject.

The basic assumptions regarding the economic model of competition are that
an adequate number of providers and purchasers are available, that both
providers and purchasers have complete information on which to make decisions
regarding price and quality, that the product is the same for all providers, and that
there are no entry or exit restrictions. The debate that has continued for decades
is whether the healthcare industry, specifically focusing on hospitals as the major
cost component of the healthcare system, fits these assumptions regarding the
competitive model (Folland, Goodman and Stano, 1994; Federal Trade
Commission, 2004).

Hospitals operate in a very complex and turbulent environment with many
structures and rules that are unique to the health care field (Proenca, Rosko and
Zinn, 2000). That uniqueness is a factor in the long-standing debate on whether
the hospital industry fits the competitive market model (Weil, 1985; Lynk 1987;
Friedman, 1999). There are two very distinct and conflicting concepts on the
type of control exerted on the health care industry, with free market and

competition on one side and regulatory controls on the other (Jacobs, 1983;
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James, Perry, Warner, Chapman and Zaner, 1991; Anderson, Heyssel and

Dickler, 1993).

One of the major arguments that differentiates the health care industry from
other traditional industries is that consumers do not possess the knowledge to
understand the product or judge the quality of the product (Hamilton, 1985;
Bernstein and Gauther, 1998). Additional challenges to the more traditional
competitive market model include uncertain and ambiguous payment
mechanisms for a product where, for the most part, the customer is not the payer
for the services rendered (Joskow, 1980; Trinh and O’Conner, 1999). Both the
third party insurance mechanism and the physician who acts as intermediary for
the patient serve to insulate the patient from the cost of the services provided
(Manheim, Bazzoli and Sohn, 1994; Goldstein, Ward, Leong and Butler 2001).
Even though the customer is typically not the payer for the services, there is a
national expectation that health care is a right for everyone regardiess of ability to
pay (Young, 1991). Because of that expectation, there are areas of the country
where there is not an adequéte supply of providers, and financial incentives are
necessary to attract and support hospital providers. The provision of free care to
indigent patients also creates a non-profit orientation in the hospital industry,
which confounds the traditional view of the competitive market (Weil, 1985;
Dranove and White, 1994). And finally, the health care system is subject to
specific regulations such as EMTALA and the Health Insurance Portability and

Accountability Act (HIPAA, 1996) that mandate access and regulatory
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requirements that are outside the control of hospitals. Coyle (2005) cites the

specific regulations directed at the health care industry as a major impediment for
hospitals. Highlighting the complexity of regulations, Coyle cites the HIPAA
regulations that consist of thousands of pages of regulations, and even eight
years after implementation, additional HIPAA regulations are continuing to be
promulgated on the healthcare industry.

Proponents of the competitive model as a control mechanism for the hospital
industry cite an adequate and even abundant supply of hospitals and other
providers (Federal Trade Commission, 2004). Those supporting the competitive
model for healthcare assume that hospitals can compete on price factors,
particularly in the managed care environment (Gift, Arnould and De Brock, 2002;
Sage, 2003). In conformance with the more traditional competitive marketplace
vein, the health care product is continually evolving with new and complex
technology, services and procedures. There is increased competition among
hospitals to be the first to implement new technology and services provided in
state of the art facilities, however this competition must be based on price and
quality (Gift, Arnould and De Brock, 2002). The intense competition for all
needed resources not only technology, but also staff, physicians, facilities and
capital make the hospital industry similar to other industries which must compete
on all fronts (Katz, Zavodnik, and Markezin, 1983).

Although many industries are now under intense review, the health care

industry consumes such a large and growing proportion of the gross national
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product that there is intense public and governmental scrutiny of cost, quality and

performance (Federal Trade Commission, 2004; Schaeffer, 2005). This complex
and turbulent healthcare environment where there is such a dichotomy of thought
regarding the appropriate mechanism for control has generated a large body of
literature and significant and conflicting empirical research on the effectiveness of
competition and the effectiveness of regulation.

In this study, the interplay between competition and regulation are evaluated
with regard to the influence of each on hospital strategic orientation. The
literature and prior research have focused on two particular aspects of these
forces as counterbalancing influences, with market competition between
hospitals versus Certificate of Need regulation of hospitals. Certificate of Need
legislation is viewed as protecting existing hospitals from competition by
restricting entry of new providers (Sloan and Steinwald, 1980; Campbell and
Ahern, 1993), as a barrier to competition (Hirth, Chernew and Orzol, 2000), and
as an impediment to free market forces (Lynk, 1987). The Federal Trade
Commission and the U.S. Justice Department view Certificate of Need regulation
as an anti-competitive policy that creates barriers to new providers (Taylor,
2004).

States with CON legislation are viewed as having a relatively non-competitive
environment, as CON prevents entry by new providers, including for profit
specialty organizations, physicians and entrepreneurs and restricts expansion of

existing providers. Shortell (2005) attributed CON as impacting and controlling
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the level of competition, citing that the great majority of specialty hospitals are

located in states not regulated by CON. States that have repealed CON are
considered to have adopted a free market approach where hospitals must
compete with any other organization that offers a better or less costly alternative
(Lewin — ICF Reports, 1991 and 1992).

It is the significant variation in the type of environment, whether a competitive
environment or a regulated environment in which hospitals plan their strategies
that forms the interest for this research study. The next section of this chapter
summarizes the literature and relevant research on the effectiveness of
competition within the hospital market. It is followed by a summary of the
literature and research on the effectiveness of regulation, focusing on the
Certificate of Need regulatory environment.

Section Two: Literature'Review on the Effectiveness of Competition

This section provides an overview of the literature and empirical research on
competition in the hospital market highlighting the changing role and impact of
competition over the past two decades. A market that meets the competitive
market definition in general is one with no barriers to entry, no monopolies or
large systems that dominate quality, an adequate supply of willing providers that
drive down prices and operate efficiently, with knowledgeable consumers
(Bernstein and Gauther, 1998; Pauly, 2004). The literature on competition in the

health care field is mixed with regard to the effect of competition on the hospital
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industry, and there continues to be significant debate with regard to research

results (Dranove and White, 1994; Gaynor and Hass-Wilson 1999).

Interestingly, research findings on the effectiveness of competition seem to
have come full circle over the past twenty to twenty-five years. Early research in
the 1980’s on the effect of competition focused on the non-price aspect of
competition, with a predominance of the literature concluding that competition
was associated with increasing costs due to technological and service
proliferation. As managed care grew in the late 1980’s and early 1990’s,
research viewed competition as price sensitive or cost decreasing. But by the
late 1990’s and early 2000s, research again focused on non-price proliferation of
services and cost increasing duplication associated with competition. Because
of the significant variation in research results and debate among researchers,
economists and policy makers on the effect of competition on the healthcare
market, competition continues to be a key construct for researchers and a major
determinant in a hospital’s environment (Sohn, 2002). A review of the relevant
research highlighting the debate on competition follows.

Early Research on Competition — Cost Increasing Effect

Joskow (1980) cited concern at the federal level that competition was not
adequate to control what was perceived to be an oversupply of hospital beds
beyond what was needed. Joskow evaluated the effect of both competition and
regulation on hospital bed supply. The basic premise of Joskow’s study was

diametrically opposite of the neoclassical economic model of competition.
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Joskow posited that because health insurance insulated consumers from the cost

of healthcare, price was not a variable considered by consumers. Therefore
hospitals would compete based on increasing their scope and quality. Using the
Herfindah! index based on size distribution of beds to measure the level of
competition, Joskow determined that hospitals in highly concentrated markets
had lower reserve margins — basically lower occupancy rates and more available
beds than hospitals in less concentrated markets. Joscow questioned whether
competition and policies designed to increase competition actually created
excess capacity.

Robinson and Luft (1987) also found that competition in the hospital industry
had the opposite effect from the traditional economic theory of competition, which
supports lower price through competition. Their study calculated a market share
index using the Herfindahl index for almost 6,000 hospitals using 1982 data, and
determined that hospitals in more competitive markets had significantly higher
costs than hospitals in less competitive markets. They hypothesized that
competition among hospitals drove non-price service development such as
technology and facility enhancements that actually increased costs. Robinson
and Luft referred to this phenomenon as a “medical arms race” where
competition in the hospital industry stimulated a one-upmanship that led to
duplication and unnecessary spending (p. 3244).

Also providing support for the lack of benefit from increased competition in the

hospital industry, Dranove, Shanley and Simon’s (1992) study of California
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hospitals found a small but statistically significant association between

competition and resource consumption. Evaluating the effect of non-price
services, Dranove, Shanley and Simon concluded that increased competition is
associated with an increase in the number of services provided.

Research on Competition — Cost Reducing Effect

Diverging from the medical arms race effect of competition in the hospital
industry, Noether (1988) posited that both price and non-price attributes were
reduced by increased competition. Noether used a Herfindahl index to measure
the level of competition. This study also included an analysis of the Certificate of
Need regulatory impact, as Noether concluded that the CON regulations
restricted entry and decreased competition. The conclusions of this study
indicated that hospitals in more competitive markets were responsive to both
price and quality indicators.

Although limited to California data, Zwanziger, Melnick and Bamezai (1994)
concluded that increased competition lowered the rate of growth of hospital
costs. Their study evaluated the impact of managed care competition on the
strategic orientation of hospitals. The study determined that price and cost
factors were the dominant strategies in HMO/PPO dominated markets, but non-
price strategies still prevailed in non-insurance directed markets, with resulting
higher costs.

Manheim, Bazzoli and Sohn (1994) expanded the research on competition by

taking a national perspective and mUIti—year timeframe. Their study evaluated
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the association between competition and hospital costs for the years 1983 and

1988 to determine not only the effect of competition on costs, but also a
comparison of pre and post DRG time periods. Their findings indicated that the
number of hospital market area competitors as well as the number of direct
competitors were both predictors of hospital costs per admission, with the
relationship of the greater the competition, the lower the cost/admission. This
relationship was found to hold consistently for both time periods. Although these
results presumed a benefit to payers and consumers, there was a downside for
hospitals. A subsequent study by Bazzoli and Andes (1995) indicated that
increasing competition had detrimental effects on hospitals. This study
concluded that increased market competition was a primary determinant in
hospital failures and closures. As increased competition drove prices downward,
weaker hospitals could not withstand the reductions in revenues.

Citing the significant debate on the effect competition has on the healthcare
industry, Kessler and McClellan (2000) undertook a longitudinal study that
evaluated the welfare impact of competition using data from 1985, 1988, 1991
and 1994. Their findings mirrored the cyclical results of prior research on the
impact of competition on healthcare costs. Their research concluded that
competition had a cost increasing effect prior to 1991, however, the results
reversed in the early 1990’s. Their findings using the 1991 and 1994 data

indicated that increased competition was associated with lower costs. Their
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conclusions cited the impact of managed care in the early 1990’s as an

influencing factor in the shift in the direction of the impact of competition on costs.
Current Research on Competition — Non-Price Increasing Effect
By the late 1990s to early 2000s, the managed care environment had stabilized
somewhat, taking a less contentious approach toward providers (Draper, Hurley,
Lesser and Strunk, 2002). Managed care competition expanded beyond price
only to include non-price competitive factors such as services, technology and
quality (Young, Burgess and Valley, 2002). As the managed care pressures
abated and shifted, the majority of the research on competition during the late
1990’s and early 2000’s reported a change in the influence of competition on
healthcare costs. Rather than lowering costs as the economic theory of
competition postulated, healthcare researchers in the 1990s and 2000s found
that increased competition was highly correlated with increased costs. Once
again, the “medical arms race” phrase began to be associated with greater
competition in the healthcare industry. Researchers began to document the
potentially deleterious effects of competition in the healthcare industry for
consumers and payers of care. In a review of the literature on the relationship
between competition and hospital prices, Gaynor and Vogt (2003) found that the
majority of studies concurred that less concentrated markets consistently had
lower prices, while more concentrated markets had higher hospital prices.
Grossman and Banks (1998) posited that the hospital industry did not respond to

the traditional economic market model. Instead, hospitals were incentivized to
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respond to competitive forces by increasing their technological capabilities. Their

study examined the effect of competition on the volume of coronary artery
bypass (CABG) procedures in un-regulated markets. Their results indicated that
as the number of competitor hospitals increased, the volume of procedures per
hospital decreased. Grossman and Banks referred to the effect of competition
on the hospital industry as welfare reducing in that diluting the volumes of
procedures per hospital had a potentially negative effect on quality.

Offering the opposing view with regard to the impact of competition on quality,
reséarch by Hirth, Chernew and Orzol (2000) concluded that the more
competitive the environment, the higher the quality. This research evaluated the
adoption of new technology based on the level of competition, the regulatory
environment and the payer market. With regard to competition, their findings
indicated a significant increase in the technology provided in highly competitive
markets, which, in their opinion, led to increased quality.

Research by Rivers and Fottler (2004) concurred with the conclusion that
competition was associated with increased quality. Their research concluded
that hospitals had shifted their strategic orientation from a cost emphasis to a
service, technology and quality enhancement focus. And their research found
that this emphasis led to a statistically significant association between greater
competition in the hospital market and lower mortality rates.

Using data from the Community Tracking Study, which provided a longitudinal

perspective, Devers, Brewster and Casalino (2003) concluded that the impact of
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competition had cycled from a non-price emphasis in the 1980’s to a price

emphasis in the mid 1990’s and back to a non-price focus by the early 2000’s.
This study evaluated hospitals’ competitive strategies over time using a price or
cost strategic orientation versus a non-price orientation. Their conclusions
supported a resurgence of the Medical Arms Race phenomena cited by Joskow
(1980) and Robinson and Luft (1987) where increasing competition was
associated with higher costs and duplication of services. Devers, Brewster and
Casalino concluded that hospitals in the 2000’s were strategically striving for
legitimacy as perceived by patients and doctors therefore duplicating high tech
equipment and services regardless of cost and efficiency. As part of the policy
implications of their study, Devers, Brewster and Casalino suggested a re-
evaluation of regulatory approaches as a measure to control the healthcare
industry in light of their findings that competition in the hospital industry had the
opposite effect of the traditional economic model of competition.

Section Two provided a summary of the literature and research on the effect
of competition in the hospital industry, highlighting the significant and often polar
opposite results of the research. There appears to be no clear consensus in the
literature on the effectiveness of competition. In the absence of conclusive
results that the hospital industry responds positively to the competitive market
model, researchers and policymakers have considered the effectiveness of
regulatory controls. The next section provides an overview of Certificate of Need

(CON) regulation highlighting the research on the effectiveness of CON in
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providing controls for the hospital industry. As the following section indicates,

there is as much controversy on the effectiveness of Certificate of Need
regulations as there is with regard to the effectiveness of market competition.
Section Three: Background on Health Care Regulation

One of the primary reasons associated with the regulations directed toward
the hospital industry is the perceived failure of the marketplace to control costs
(Misek and Reynolds 1982). However, it is a regulatory environment that
presents wide variation in applicability, interpretation and implementation.
Because of the high cost of implementing and supporting new technology,
services and facilities and the questionable impact and cost control of traditional
market forces, the regulatory environment has created unique and conflicting
constraints and requirements for hospitals (Young 1991).

A variety of regulations have been directed toward controlling the hospital
industry, including Certificate of Need regulations, rate review régulations and
federally mandated price regulations with the Medicare program such as
Prospective Payment System (PPS). Many of the early studies on the effect of
the regulatory environment evaluated both CON and rate review (Sloan and
Steinwald, 1980; Ashby, 1984; Cook, Shortell, Conrad and Morrisey, 1983).
However, during the de-regulation era, rate regulations all but disappeared, with
only one state continuing rate regulation (Schneider, 2003). Payment
methodologies that have been promulgated through the Medicare program, are

basically applied consistently to all hospitals throughout the country. The
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regulation that continues to be applied inconsistently from state to state and

continues to be controversial with regard to effectiveness is Certificate of Need
regulation (Sloan and Steinwald 1980; James, Perry, Warner Chapman, and
‘Zaner 1991). Because of the wide variation from state to state, from no CON to
highly stringent CON, hospitals must consider the application of or the elimination
of CON regulations as the environmental context in which the development of
strategies occurs. Therefore, the regulation focus for this study is the Certificate
of Need regulation.

Certificate of Need regulation is one of the most highly studied, yet still
controversial regulations directed toward the health care industry. Given the
significant difference of opinion in both the academic and legislative arenas on
wﬁether the hospital industry responds to traditional market competition
pressures, CON has been closely followed and researched.

Interestingly, although Certificate of Need has been studied extensively,
results remain inconclusive. The effectiveness of Certificate of Need regulation
in controlling the cost of health care and the proliferation of facilities and
technology is still highly debated even after decades of research. In more recent
research efforts, the focus on the effectiveness of CON legislation has evaluated
not only the impact on healthcare costs and control of the “medical arms race”,
but also the role of CON in controlling or impacting the non-economic aspects of
health care such as access, volumes and quality. But the results of the efficacy

of CON legislation on cost, diffusion of technology, control of assess and
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volumes are just as conflictual as with the research on the effectiveness of

competition. Therefore, there is great variation from state to state with regard to
whether CON regulations exist, and even great variation among the states that
have retained CON with regard to the capital thresholds and the number and
types of services that trigger CON review (American Health Planning Association
Annual Directory, 2004). Because of the controversy surrounding the
effectiveness of CON and the inconsistency in application around the country, it
is the most appropriate regulatory aspect for this study.
History of Certificate of Need Regulation

Variations of Certificate of Need legislation existed in several states in the
1960’s and 1970’s on a voluntary basis (Mendelson and Arnold, 1993). But
federally mandated legislation was promulgated in 1974 with the passage of The
National Health Planning and Resources Development Act of 1974, Public Law
93-641. This act mandated vthat all states adopt state-operated CON programs
or funding through the Public Health Service would be withheld (Lundy, 1984).
Certificate of Need legislation was developed to control entry into the market by
new providers as well as control and limit over spending by existing providers
through duplication, technology proliferation and inappropriate expenditures
(Tierney, Waters, Rosenberg 1982). The prevailing theory at that time was that
the health care industry was not responsive to normal competitive market forces,
and required the controls of a federally mandated system to contain costs (Lynk,

1987). The goal of Certificate of Need legislation was to reduce burgeoning
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health care costs by restricting hospital and nursing home development and

expansion of beds and services, expansion of highly technical and costly
technology and construction of new facilities.

Not only did federal legislation mandate the implementation of state controlled
health planning and review of CON activity, but also defined the thresholds for
CON applicability. Public Law 93-641 had the clout of withholding public health
service funds to states that had not implemented state regulations in accordance
with federal guidelines (Lundy, 1984) and by 1979, all but three states had
implemented some variation of CON legislation (Sloan, 1981).

The efficacy of CON legislation was debated throughout the early 1980’s, but
with the emphasis on free market and competitive forces during the Reagan
administration, it was determined that other controls through either the private
sector or the Medicare prospective payment system would be more effective
(Ashby, 1984). In 1986, President Reagan signed a health care bill that
repealed Certificate of Need legislation effective Jan 1, 1987 (MacEachern,
2003).

After the repeal of federal mandates, continuation of CON regulation was left
up to each individual state. Clearly that created a situation with great variability
from state to state, with no consistency regarding which organizations were
subject to review, what services were included under review, what capital
threshold amounts were reviewed, and how stringently the regulations were

applied (James, Perry, Warner, Chapman, Zaner 1991; Leeds, 1996).
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Although Certificate of Need legislation was originally mandated as a cost

control method, states varied widely in their definition of the goals of their own
CON programs. Simpson (1986) noted that states had adopted a wide range of
goals for their CON programs, including improving access to health care
services, enhancing quality of care, assuring availability and continuity of care,
but relatively few states actually identified controlling costs as a major goal.
States used criteria for reviewing CON applications such as meeting community
need, improving public health and creating geographic dispersion to all citizens.
So even as states were following their stated CON goals, their primary mandates
of achieving quality and access forced considerations that were in direct
opposition of controlling and reducing health care costs (Ashby, 1984).

The American Health Planning Association (AHPA) and the Health Policy
Tracking Service provide updates on legislative activity regarding CON regulation
from state to state, and consistently report CON debates in state governments
and by elected officials on whether to continue, modify, increase or decrease
CON requirements or eliminate regulations altogether. According to the 2004
National Directory of the American Health Planning Association, 36 states have
some form of CON regulatiqn. The AHPA Directory also provides a summary on
capital threshold amounts and the types and numbers of services that trigger
CON review by state, supporting the significant variation that exists even among
the states that have CON regulations. The 2004 AHPA Directory identifies 14

states have repealed CON legislation altogether. With the continued national
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debate that has spanned more than three decades, substantial empirical

research has been conducted to determine the impact of Certificate of Need
regulations. However, the results of the research on the effectiveness of CON
have continued to be inconclusive.

Early Research on CON

In the 1970’s and 1980’s, researchers had begun to study the effectiveness of
CON legislation, with a focus on evaluating the impact of CON primarily on cost
and proliferation of technology. After federal legislation sunsetted in 1987 and
individual states made decisions to retain or repeal state regulations, empirical
research studied the impact of these state decisions.

Research regarding the cost effectiveness of CON has concluded
diametrically opposite results. Research by Sloan and Steinwald (1980) on a
sample of 1,228 US hospitals concluded that CON was not effective in controlling
hospital costs, and had a compensatory effect of increasing costs with regard to
non-regulated variables such as labor costs. Evaluating the effect the year prior
to implementation of CON regulations, they found that hospitals increased beds
when it was anticipated that regulations would restrict future expansion. In a
subsequent empirical analysis on the impact of regulation on hospital costs,
Sloan (1981) also concluded that CON had no impact on costs and was not
effective in controlling growth of beds.

Although qualifying his research on the CON regulatory aspect of his study as

limited in scope, Joskow (1980), concluded through empirical research that CON
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did reduce the number of hospital beds when comparing hospitals in states with

CON to hospitals in states without CON. Joskow defined the goal of CON
regulation as controlling the tendency of hospitals to oversupply beds beyond
what would be needed to meet actual demand for beds, and for this aspect, his
results indicated that CON regulation was effective.

Taking a more theoretical view of CON legislation, Coyte (1987) attempted to
explain the wide variation in prior empirical results by developing economic
models of the effect of CON. Coyte posited an interaction between the influence
of the regulatory environment and the method of reimbursement in determining
the effect of CON. In his model, Coyte predicted that the impact on cost was
dependent on whether CON constrained bed capacity or restricted entry. In a
fee for service reimbursement environment, when CON limited bed capacity,
costs would increase. However, in the same fee for service reimbursement
situation, if CON acted as a barrier to entry, costs per patient would decrease.

Noether (1988) researched both the competitive environment and regulatory
environment, concluding that CON had the effect of restricting entry and
expansion of services and therefore decreased competition in the hospital
industry. Using the time period 1977 and 1978, Noether evaluated the early
impact of CON and concluded that CON was not effective in controlling costs,
and actually re-allocated expenditures and created higher prices. This study also
evaluated the impact of the level of competition in hospital markets using a

Herfindahl index comparison and found that increased competition resulted in
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lower healthcare costs. This was a significant study in evaluating the impact of

both market share competition and CON regulations. Noether concluded that
CON regulations had a negative effect by restricting competition and thereby
increasing costs.

However, the following year, in keeping with the conflicting results of empirical
research on the effect of CON legislation, Mayo and McFarland (1989) concluded
that CON had a positive effect in limiting the number of hospitals beds and
reducing the average cost per patient day. This study was limited to hospitals in
Tennessee but also evaluated the impact of market concentration using the
Herfindahl index to measure market structure, with findings that indicate that the
higher the market concentration based on admissions, the higher the cost per
patient.

Highlighting the controversy regarding the effectiveness of CON were
extensive studies conducted by Lewin — IFC, a major health policy consulting
firm, specifically developed for the states of Ohio and Pennsylvania in the early
1990’s as their legislatures were considering the future of their CON programs.
Lewin — ICF researched the national impact of CON comparing hospitals in
states with CON legislation and states without CON legislation. Their studies
also evaluated the different thresholds of review from state to state and included
variables controlling for the stringency of the regulated states. Although
concluding that there was no evidence that CON regulations controlled hospital

costs, their findings did indicate that CON was effective in controlling the
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proliferation of many acute care services where volumes have been associated

with quality (Lewin — ICF, 1991 and 1992).
Current CON Research Efforts — Contradictory Results

After federal legislation mandating CON ended in 1987, states took a variety
of actions, including lowering thresholds for review, eliminating services from
CON review, and repealing CON legislation completely. However, the
controversy regarding the effectiveness of CON continued, with conflicting
empirical research on the impact on costs. Two major research efforts on CON
in the late 1990’s, early 2000’s concluded completely opposite effects on health
care costs.

Conover and Sloan (1998) evaluated the effect of CON regulation and de-
regulation on health care costs, using four binary variables representing stages
of CON legislation. The four CON variables included pre-CON, young CON,
mature CON and de-regulated CON. Conover and Sloan also used three
measures of the stringency of the CON programs. Their research concluded that
states with mature CON regulations had a reduction in bed supply and a slight
reduction in acute care cost/capita, but hospital expenses per adjusted day and
per admission had a statistically significant increase. In addition, profitability of
hospitals in mature CON regulated states had increased. Their data did not
show an increase in the proliferation of technology in states where CON had

been eliminated in comparison to states that retained CON regulation.
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However, a 1995 empirical model developed by Cardill, Ford and Kaserman

to evaluate the effectiveness of CON in slowing the rate of technology adoption
found that CON did limit the adoption of hemodialysis technology.

In keeping with the inconclusive theme of the empirical research to date,
three independent studies by the largest automobile manufacturers in the country
concluded just the opposite of the Conover/Sloan research. In 2002, the
Michigan legislature undertook an evaluation of their CON program to determine
if CON should be eliminated. The three major automakers, General Motors, Ford
Motor Company and DaimlerChrysler all presented the results of research
conducted by their companies on the effectiveness of CON legislation. The
American Health Planning Association (AHPA) compiled the results of the three
independent studies. All three automakers compared the health care costs of
their employees in states with CON regulations and states without CON
legislation. General Motors compared both utilization and cost data for their
workforce during a six-year period from 1996 to 2001. Data were collected from
Indiana and Ohio, two states without CON legislation and Michigan and New
York, two states with mature and stringent CON legislation. With the same
benefit structure and age, sex and race cohorts, GM found that health care
expenditures per employee were significantly higher each year in the non-
regulated states. Ford Motor Company analyzed employee health care costs in
states where there were more than 10,000 Ford employees and dependents.

Ford’s research encompassed both inpatient and outpatient cost of care as well
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as cost and utilization of MRI and coronary artery bypass graft surgery. The

results were similar to GM’s experience. The cost of hospital care/1000 Ford
members and the cost of outpatient hospital services/1000 Ford members were
significantly higher in Indiana and Ohio — states with no CON requirements than
in Kentucky, Missouri and Michigan with CON legislation. In addition, the cost of
both MRI and CABG were between 20 and 40% higher/1000 members in states
without CON. DaimlerCrysler Corporation (DCC) compared their per/person
health care costs and also found significantly higher costs in states without CON.
For 2000, DCC found their adjusted cost/person in Wisconsin and Indiana — both
states with no CON at $3,519 and $2,741 respectively, while the adjusted
cost/person in the CON regulated states Michigan and New York were $1,839
and $1,331 respectively.

The results of the research conducted by the three automakers led to their
conclusion that CON was an effective tool to control the cost of health care. The
automotive companies posited that their studies controlled for extraneous,
confounding variables better than other prior research that evaluated national
data on health care costs and impact of CON. Because their data were based on
their employees only, other potential interactions that made national data suspect
were controlled. Their studies and recommendations were presented to the
Michigan legislature, and were a major factor in the decision to continue CON

regulation (AHPA Report).
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Changing Focus of CON Research

Although research on the effectiveness of CON legislation with regard to
controlling costs and technology proliferation continued in the 1990’s, other
dimensions of effectiveness were beginning to be explored. In a commentary on
the effectiveness of CON, Hackley, (1993) suggested that CON acts as a
deterrent and barrier so that organizations do not even propose projects that
have a high likelihood of being denied by CON regulators. Therefore the
numbers of projects denied by CON regulation might be artificially low by not
counting those projects that were either modified significantly or deferred
altogether. Hackey also recognized a role for CON in state health planning with
regard to access to care, regionalization of services, and impact on clinical
outcomes by affecting utilization and volumes. Although the review of empirical
studies led Mendelson and Arnold (1993) to conclude that CON was a critical
factor in controlling long term care costs and Medicaid expenditures, they also
suggested an expanded role for CON in improving access and quality. The role
of CON with regard to access included several studies on the impact of CON on
the provision of indigent care. Campbell and Ahern (1993) hypothesized that in a
more competitive environment with an increased focus on costs, hospitals would
reduce the amount of indigent care. However, in their study of California
hospitals during the five-year period 1983 to 1987, this hypothesis was not
supported, as public, non-profit hospitals and teaching hospitals increased their

uncompensated care levels. Based on this research, they theorized that CON is
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used to reward hospitals that provide significant levels of indigent care. A similar

empirical study of hospitals in Florida yielded similar results, tying successful
CON approvals to the provision of higher indigent care levels (Fournier and
Campbell 1997).

By the mid 1990’s, substantial research had determined a correlation
between volumes and quality. Jollis et al (1994) found higher mortality rates in
hospitals with low volumes. Empirical research by Kimmel, Berlin et al (1995)
also determined a higher rate of complications in low volume hospitals.
Concurring with prior research, Hannan, Racz et al (1997) found that the high
volume hospitals and high volume physicians had the lowest mortality rates even
when controlling for clinical risk factors. McGrath, Wennberg et al (2000) also
found volume a predictor of quality outcomes. The results of their research
concluded that the best clinical outcomes were consistently at the highest volume
hospitals and highest volume physicians. Research by Elixhauser, Steiner,
Fraser, (2003) found a statistically significant difference in the unadjusted
mortality rates between high volume hospitals and low volume hospitals. These
research efforts again focused national attention on Certificate of Need regulation
as a means of slowing the proliferation of technology and equipment in the
hospital sector, and thereby concentrating volumes.

Research on the Impact of CON on Volume
As CON regulations have some control over the proliferation of providers of

highly technical services, there has been renewed interest in CON as a tool to
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preserve volumes, and thereby influence quality. As expected, the focus of

empirical research has shifted to a determination of the impact of the CON
regulatory process on the quality of specific hospital procedures.

Robinson, Nash, Moxey and O’Conner (2001) evaluated data from the state
of Pennsylvania to examine the impact of CON on the quality of coronary bypass
graft (CABG) surgeries. Pennsylvania repealed CON in 1996, and Robinson et
al compared outcomes for CABG three years before CON was de-regulated and
three years post de-regulation. Their findings showed a significant increase in
the number of open heart surgery programs, but no significant increase in the
number of CABG surgeries. Comparing risk adjusted mortality for CABG
patients before and after CON repeal in Pennsylvania, they determined that
eliminating CON had no negative impact on quality.

Reporting in JAMA in 2002, Vaughan-Sarrazin, Hannan, Gormley and
Rosenthal (2002) concluded just the opposite of the Robinson research. The
Vaughan-Sarrazin et al research had a national perspective, using Medicare
claims data from all states during the time period 1994 throﬁgh 1999 to evaluate
the impact of CON regulation. Risk adjusted mortality rates for CABG patients in
states with CON regulation were compared to risk adjusted mortality rates for
CABG patients in 18 states that had repealed CON legislation. This research
concluded that states without CON had lower hospital volumes for CABG, and
higher mortality rates, suggesting that eliminating CON may negatively impact

quality by allowing the diffusion of volumes among multiple providers.
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A subsequent study by Ho (2004) compared volumes and mortality rates for

percutaneous transluminal coronary angioplasty (PTCA) in Florida where CON
was in force to those in California where CON had been repealed. Volumes
were higher and mortality lower in CON controlled Florida, leading Ho to the
conclusion that CON had a positive effect on quality by controlling volumes.

The preceding section has highlighted the substantial volume of research on
the impact of Certificate of Need on costs, proliferation of technology, access,
volumes and quality. Section Three provided a summary of the literature and
research on the effect of CON regulation in the hospital industry, highlighting the
significant and often contradictory results of the research. There appears to be
no clear consensus in the literature on the effectiveness of CON regulation
except in the area of controlling volumes, and even with this regard, the research
has been limited to a few specific procedures. With such conflicting research on
the impact of CON regulations and the renewed interest in the potential for CON
to play a role in health care access and quality issues, widespread de-regulation
does not seem likely. It appears that Certificate of Need legislation will continue
to be a major factor in the hospital industry environment.

Section Four: Environmental Context for Strategy Development

Sections Two and Three have provided an overview of the complexity
surrounding the environmental pressures facing hospitals. The conflicting and
often schizophrenic nature of the competitive environment or the regulatory

environment placed on hospitals provides the context in which hospitals develop
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their strategies. Finding either a highly regulated and/or a highly competitive

marketplace places hospitals in the position where evaluating structures,
processes, efficiencies, and competitive strategies is vital to their future
(Hamilton 1985). The turbulent and uncertain healthcare environment has made
organizational change and strategy development major research issues
(Deephouse, 1996). In their article on the development of health care strategy,
Shortell and Zajac (in Innovations in Health Care Delivery, 1990) define strategy
as an organizational evaluation and response to environmental and competitive
forces in order to continue the long-term existence of the organization (p. 145).
Smith (2002) also defines strategy in terms of its relationship with its
environment, and as environments become more complex, the development of
strategies that align with the external environment becomes even more critical.
Hospitals must continue to adapt their organizations to the specific environment
in which they operate. It is within this turbulent environment with widely divergent
regulatory and competitive forces that hospitals must develop their strategies for
success and survival (Santerre and Pepper, 2000).
Strategy Development

A question that has been prominent in the strategy research on the health
care industry is; do hospitals adapt, respond or strategically plan based on the
specific environment in which they operate or are the strong, viable organizations
selected by the environment to survive? Carter (1990) posits that it is not the

specific environment that creates the differences among organizations. Rather,
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organizations under the influence of environmental pressures including

competitive or regulatory actions will develop different strategic responses in
order to control, manage and position their organizations to succeed under the
given environment. To some extent, strategy development has come under
attack in certain academic circles as too bureaucratic (Hax and Majluf, 1991) too
inflexible and unresponsive (Aaker, 1992) or too complacent and un-innovative —
a process that can stifle creativity (Shortell, Morrison, Friedman 1992; Mintzberg
1994). But on the opposing view, strategy development can be effective in
mobilizing and energizing an organization, (Begun and Heatwole, 2004), creating
organizational focus toward a common goal (Birnbaum, 1990; Begun, Kaissi and
Sweetland, 2005), creating a distinction or uniqueness for competitive advantage
(Yamoah, 2004) and in finding a pattern or advantage in a chaotic environment of
external pressures and demands (Primozic, Primozic and Leben, 1991; Marren,
2005). Although there is disagreement on elements of strategy development and
how the process of developing strategies should be accomplished, there is
significant consensus that appropriate strategy development and implementation
are vital to creating a competitive advantage and ultimately organizational
success (Katz, Zavodnik and Markezin, 1983; Veliyath and Shortell, 1993;
Harrington, Lemak, Reed and Kendall, 2004).
Creating a Fit Between Strategy and Environment
The literature on strategy is fairly conclusive on the importance of the

compatibility or fit between an organization’s strategy and its environment. In
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fact, a primary goal of an organization’s strategy development is to create an

alignment with its environment (Venkatranan and Camillus, 1984; Albright, 2004).
Research conducted by McArthur and Nystrom (1991) on manufacturing firms
concluded that a significant positive relationship existed between organizational
strategy, the environment and firm performance. Zajac, Kraatz and Bresser
(2000) conducted research on the Savings and Loan industry evaluating over
4,000 S&L'’s for a decade. They developed a model to evaluate the effect of
environmental factors such as the regulatory environment or competitive
environment on strategy and performance. Their research concluded that a
positive relationship existed between strategic compatibility with the environment
and performance. Confirming the importance of strategy development, Feurer
and Chaharbaghi, (1996) researched large corporations and concluded that
strategy development is highly correlated with performance in competitive
environments. Just as in other organizations, the importance of strategic
orientation and aligning with environmental pressures are critical to the survival
and growth of hospitals.
Strategy in the Hospital Environment of Regulation and Competition

The turbulent health care environment and specifically, the confusing and
often conflicting regulatory environment as well as the competitive marketplace
can be a catalyst for strategy development (D’Annuo, Succi and Alexander,

2000). Strategically positioning an organization within the environmental
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constraints it faces is vital to developing a competitive advantage in the hospital

industry (Douglas and Ryman, 2003).

Cook, Shortell, Conrad and Morrisey (1983) examined constraints placed on
hospitals and hypothesized that environmental conditions would cause hospitals
to create strategic responses. Cook et al theorized that hospitals adapt to
environmental constraints, developing strategies based on the intensity of the
environmental factors. The more restrictive the environment, the more radical
the strategies become. Initial responses occur at the institutional level but will
escalate to include changes in clinical services, and ultimately, can include
interorganizational strategies in order to survive.

Gay, Kronenfeld, Baker and Amidon (1989) also researched the response of
hospitals to changing regulatory pressures as in the Cook et al model. Using the
DRG system as the regulatory constraint, Gay, Kronenfeld, Baker and Amidon
found that hospitals facing an environment that threatens their economic survival
will implement major and radical changes including changing clinical practice
patterns and changing service complement. They concluded that hospital
strategic development is influenced by the specific environment imposed on the
hospital, and that hospitals will change practices and change resource and
service utilization in response to regulatory pressures.

Section Four summarized the literature on strategy development and the
importance of the environmental context in directing strategy. This section

reviewed relevant hospital research identifying the fit between the strategies that
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hospitals develop and their environment, with specific focus on the forces of

competition and regulation that impact hospital organizations.

To provide a framework for this research study on the effect of competition
and regulation on hospital strategic orientation, the following section identifies
one of the most frequently used taxonomies in the field of strategy research.
Porter's generic model of strategic orientation provides the context for developing
the strategic orientation construct, which is used in this research study. This
framework has been used in numerous studies by health care researchers on the
topic of strategic orientation (Lamont, Marlin and Hoffman, 1993; Kumar,
Subramanian and Yauger, 1997; Marlin, Huonker and Sun, 2002; Douglas and
Ryman, 2003). Section Five of this chapter identifies the model developed by
Porter and the elements comprising the model. The following section highlights
prior research that has used Porter’s framework, both in organizational research
and specifically hospital strategy research.

Section» Five: Porter's Strategic Model and Relevant Literature Review

The level of competition and the regulatory environment are both considered
critical factors in strategy development (Porter 1980). Porter identified five key
components that impacted an organization’s competitive position including the
power of the consumer, power within the supply chain, potential for alternative
products and services, pressure from other existing organizations that offer the
same or similar product and potential for new rivals entering the marketplace

(Porter, 1980, p 4.). Porter determined that the impact of government through its
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influence on the regulatory environment was a major factor in all of the elements

of competition. Therefore the intertwining of regulation and competition will in
turn, influence strategy and the development of organizational strategic
orientations.

Porter defines strategic orientation as the alignment of a firm with its specific
environment (Porter, 1991). Expanding on Porter’s work on strategic orientation,
Luke and Begun define strategy as the methods used by organizations to gain a
competitive advantage over other organizations deemed to be competitors (Luke
and Begun, 1994).

Developing a competitive advantage appears frequently in the literature as a
major factor in the development of strategies, particularly within a turbulent
environment where significant competition among organizations exists. Porter
followed his 1980 work on competitive strategy with a subsequent book,
Competitive Advantage in 1985. This work defined in more detail the types of
generic strategies that organizations could adopt to distinguish them from their
competitors, thereby. achieving a competitive advantage (Porter, 1985). Porter
established three generic strategies that organizations employ to create value as
perceived by their customers; cost strategy, differentiation strategy and a focus
strategy. The first two generic strategies relate to the majority of organizations in
developing competitive advantage. The third generic strategy of focus is where
an industry concentrates on just one aspect of service or targets a small market

segment to achieve competitive advantage in just that one aspect of business.
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As this strategy is rather narrowly defined, it is not frequently used when referring

to Porter’'s generic strategies.

Porter’s first generic strategy presumes that organizations pursuing this
strategy will develop a competitive advantage by being the lowest cost provider.
Their organizational strategic focus revolves around cost factors including
developing economies of scale and efficiencies of operation including lowering
overhead, controlling labor costs and controlling all aspects of their organization’s
resources. Cost oriented organizations focus on control or advantages with
regard to competitive or scarce resources such as materials, equipment, labor or
capital. Cost leadership orientation focuses on maximizing financial viability and
maintaining autonomy (Porter, 1985).

The second generic strategy identified by Porter is one that organizations
employ to differentiate their business or product from their competitors. This
requires strategies that create a uniqueness that is difficult for competitors to
duplicate. Differentiation can be achieved through a wide range of strategies
such as developing unique products or services, creating unique structures or
arrangements, or developing branding, reputation and imaging enhancing
positions or relationships. Differentiation orientation focuses on strategies that
are perceived as valued or legitimate. One of Porter's main tenants regarding
the success of these generic strategies is sustainability. Organizations must
continually evaluate their environment and re-position their strategies to maintain

a cost or differentiation advantage in their marketplace (Porter, 1985).
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Use of Porter's Generic Strategies

Many researchers have found strategic typologies to be useful frameworks for
research that involves strategic orientation or analysis of competitive advantage.
The most frequently referenced typologies appear to be Porter’'s generic
strategies (1985) or Miles and Snow’s Defender, Prospector strategies (1978), in
fact, these two typologies are sometimes used interchangeably. There is wide
use of Porter’s generic strategies in health care literature and research, and it
seems to be the predominantly used framework (Autrey and Thomas, 1986; Hill,
1988; Ellis and Brockman, 1993).

Use of the Porter typology has been validated in. numerous research studies.
Hambrick (1983) used cluster analysis with eight types of industries considered
as makers of capital goods to determine successful competitive strategies. His
research confirmed that Porter's generic strategies provided a generic model or
framework for the strategies. Kim and Lim (1988) also found use of Porter's
typology beneficial in research on the correlation between strategy, environment
and performance. Kim and Lim used multivariate analysis of a large group of
electronics companies in Korea to validate Porter’'s generic strategies as a
predictor of firm success. In their study, firms in less competitive markets
succeeded with a cost oriented strategy, whereas firms in competitive
environments were more successful with differentiation strategies.

Miller (1988) conducted research on 89 un-diversified firms representing a

wide range of industries to evaluate Porter's generic strategies as a typology to
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study the influence of the environment on strategy. This research found that

differentiation strategies were more effective in uncertain and more competitive
environments while cost leadership strategies were more effective in stable and
more predictable environments. Miller's research provided validation of Porter’s
model as a predictor of firm performance and success.
Use of Porter’s Generic Strategies in Healthcare Research

Examining the relationship of strategy and environment, and the resultant
impact on hospital performance, Lamont, Marlin and Hoffman (1993) used
Porter’s generic strategies as a framework to evaluate the impact of changes in
strategy in what they termed “discontinuous environments” or environments
where dramatic and unanticipated changes negated normal rules of
organizational behavior. Their study operationalized organizational performance
including both financial and operational performance, with the variables: total
revenue/adjusted patient day, total margin, net operating margin, occupancy rate
and market share (Lamont, Marlin and Hoffman 1993). The study was limited to
hospitals in Florida and used two time periods, 1984 and 1988. Using Porter’s
generic strategies, the researchers conducted a series of interviews with hospital
administrators and industry experts to develop variables for each strategy. Cost
orientation strategies included total expense/avg occupied bed, cost/adjusted
patient day and salary/patient day. Differentiation orientation strategies were
operationalized by technical sophistication of services, scope of services offered

and number of rare services. Their findings suggested that hospitals that
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developed strategies compatible with their environment were more successful

than hospitals that did not find the “fit” between strategy and environment. Their
research also concluded that a differentiation strategy is a better predictor of
performance in a discontinuous environment.

Also using Porter’s generic strategies as a framework for determining the
impact of strategy on hospital performance was research by Kumar,
Subramanian and Yauger (1997). Citing numerous prior research efforts
validating Porter’s approach, Kumar et al describe Porter’s typology of strategy
as the predominant model used in strategy research. Kumar et al developed a
study to determine whether a cost strategy orientation, a differentiation strategy
orientation or a hybrid of cost and differentiation strategies was more an indicator
of hospital performance. In their research design, a questionnaire was sent to
administrators of a randomly generated sample of 600 acute care hospitals in
1995. Six areas of organizational focus represented a cost orientation, and
CEOQO’s were asked to rate their organization’s focus on the following variables;
lower cost than other hospitals in their market, more cost efficient services,
improving time and cost of services, utilization of capital intense items,

- developing detailed cost analyzes by service, and controlling costs. Focus on a
differentiation orientation strategy was measured by the importance respondents
placed on the following variables: adding new services, creating unique services
and using market research in creating services. Kumer et al used subjective

methods to determine organizational performance, where respondents rated the
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importance of performance criteria to their organizations. This rather subjective

research concluded that hospitals with a cost orientated strategy performed
better than hospitals with a differentiation strategy or a hybrid of both cost and
differentiation strategies.

Porter’s strategic model was also used by Marlin, Huonker and Sun (2002) as
a framework for hospital research in their analysis of hospital performance. The
focus of this research was to determine the effect on financial performance of
being in either a cost strategy group of hospitals or in a differentiation strategy
group of hospitals. Hospitals that had no clear strategic orientation were also
evaluated in this study. Hospitals were grouped as having a cost leadership
orientation by their strengths measuring the variables; cost adjusted per patient
day, salary adjusted per patient day and man-hours per adjusted patient day.
Hospitals were grouped into a differentiation strategic orientation with strengths
in the following variables; a larger number of high tech services, a larger number
of rare services, a higher ratio of ICU patient days to total patient days, and the
ratio of ancillary costs to total costs. Financial performance was operationalized
by the variables; operating margin, total margin, return on assets and
profit/adjusted patient day. Their research found that hospitals in the cost
leadership group performed better than hospitals in the differentiation group, but
hospitals with no discernible strategic orientation were the worst performers.
Although this research was limited to hospitals in Florida, their conclusion was

interesting in the context of the impact of the environment on strategy
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development. They posited that the health care environment focuses on cost

containment to the detriment of quality factors, driving hospitals to develop low
cost strategies rather than develop innovative or creative strategies that could
improve the health care system. Their research suggests the need for policy
intervention to restore a balance of cost and differentiation strategies.

Kumar, Subramanian and Strandholm (2002) operationalized hospital
performance with a wide range of variables, including financial variables,
operating variables and market share. Their framework was the Porter generic
strategy model, comparing either an efficiency or cost strategic orientation to a
market or differentiation strategic orientation to successful hospital performance
in different environments. Their study confirmed the importance of fit between
strategy and environment, where hospitals in a relatively stable environment
were more successful with cost control strategies and hospitals in a turbulent
environment were more successful with a differentiation strategy. Marlih,
Huonker and Hasbrouck (2004) used Porter’s generic strategic orientation to
evaluate the strategy — environment interplay in the hospital industry. Using
factor analysis to evaluate potential variables, this study used factor scores to
create overall measures for a differentiation and a cost orientation.

Section Five provided an overview of Porter's generic model of strategic
orientation, with prior research supporting this model. Prior research in both
organizational strategy and hospital specific strategy development were

presented that validated the use of Porter's model.
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Summary

This chapter presented a review of the literature on the subject matter
relevant to this research study, including the key constructs, competition,
regulation and strategic orientation. The literature review provided an overview
of the on-going debate between competition and regulation as means of
providing controls on the healthcare industry. The literature review highlighted
the controversy of whether the hospital industry responds to the traditional
market and competition model, or whether the hospital industry is so radically
different that regulatory controls are required to constrain and shape the industry.
The preceding literature review also provides a perspective on the importance of
strategy development in relation to the specific environment a hospital operates
in, specifically in relation to the regulatory and competitive aspects of the
environment. This chapter also summarized a review of the literature on Porter's
generic strategies and highlighted other relevant healthcare research using this
overarching framework.

Because of the controversy regarding the effectiveness of either competition
or regulation, these environmental constraints will continue to impact hospitals in
the foreseeable future (Butler, 2004; Enthoven, 2004). The lack of definitive
evidence of the effectiveness of either competitive market forces or CON
regulatiohs emphasizes the need for further research on the strategies hospitals
develop in response to the particular environment in which they operate.

Because of the significant conflict in the literature on the influence of competition
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and/or regulation, this research study will add significantly to the body of

knowledge, and will present a new dimension by evaluating the impact of both
the competition construct and the regulation construct to the study of strategic
orientation of hospitals within their specific environmental constraints.

The next chapter demonstrates the compatibility of Porter’s generic strategies
with the theoretical concepts of resource dependency and institutional theory,
specifically legitimacy, to create organizational competitive advantage. A
research model and hypotheses are developed in the following chapter to
address the research questions regarding the effect of competition and the effect

of regulation on hospital strategic orientation.



CHAPTER THREE : THEORETICAL FRAMEWORK AND HYPOTHESES

Introduction

The previous chapter emphasized the complex and dynamic environment
surrounding the hospital industry with regard to both competition and regulation.
Based on the specific environmental pressures, organizations evaluate both
institutional pressures and resource dependencies in developing strategic
responses. This chapter provides the theoretical framework, the conceptual
model for the research and the hypotheses that have been derived from the
theory and model. The first section of this chapter provides an overview of the
concerns regarding the use of only one theory as a framework for research on
strategic orientation based on environmental pressures. Section One provides
insight on how a growing body of research on integrative health care models
uses a combination of institutional theory and resource dependency theory as an
explanation of organizational response to environmental pressures. The
elements of both theories are presented in section one, including limitations as
stand-alone frameworks for strategy research. Specific examples of prior
healthcare research using the integrated theoretical framework are presented.

The second section of this chapter discusses the integrated theoretical

framework in relation to Porter’s strategic orientation model, and the compatibility
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of the framework with organizational strategic responses. The conceptual model

for the study is presented in Section Two with a discussion of the presumed
direction of influences. The final section of this chapter discusses the proposed
theoretical framework as well as the specific hypotheses developed from these
theories.
Section One: Theoretical Framework

A wide range of theoretical frameworks has been used in previous research in
the healthcare field. However, in the complex and uncertain healthcare
environment, it is difficult to find a singular theory that addresses the plethora of
conditions, situations and factors involved in an organization’s strategic
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