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1. INTRODUCTION

1.1 Spire Healthcare Spire) appreciates the opportunity to respond to the
Competition Commission’s (théC) Annotated Issues StatemeAl$).

1.2 In a number of respects, the AIS correctly refleaspects of how the UK
private healthcare sector operates and the competitynamics within it. For
example, the AIS has properly identified that:

€) Market definition: The NHS has a key role in driving competition ire th
provision of privately funded healthcare servites.

(b) Local market power (Theory of Harm (ToH1)):Healthcare providers can
change the treatments they provide quicklpatients travel different distances
depending on the type of treatment involved.

(c) Negotiations between hospitals and PMIs (ToH3Bupa in particular, and
Bupa and AXA PPP together, represent a very largpgstion of the private
market for consultants. As such, they have a fogmt effect on the
operation of the market as a whdléndeed, the influence of the PMls is so
pervasive that it impacts the selection and dejivarhealthcare services in
the private sectat. A PMI's negotiating position is likely to be maitly
influenced by the credibility of any threat it mmake not to include a given
hospital or private hospital operator in its netks), or only to include certain
treatments at a particular hospital (so-calledistielg’).® Similarly, the CC
has correctly recognised that the buyer power gfaBwr of Bupa and AXA
PPP together, restricts patient choice in the niddteconsultants through the
prevention of ‘top-up’ fees.

(d) Barriers to entry (ToH5) The CC has recognised the high fixed costs of
operating private hospitdlsand similarly the difficult balance between those
costs of entry and the potentially limited oveddimand for private healthcare
in a given localityy The CC has also recognised that the conduct df M
respect of new hospital recognition may impedeyefitr

1 AIS, paragraphs 25-26.
AIS, paragraph 29.

AIS, paragraph 30.

AlS, paragraph 110.

AIS, paragraph 12.

® AIS, paragraphs 87-89.

" AIS, paragraphs 108-112.
8 AIS, paragraphs 122-123.
® AIS, paragraph 138.

10 AIS, paragraph 139.
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However, in a number of instances the AIS doesfulbt address the way in

which private healthcare is delivered to and usegdiients in the UK. This position

leads the AIS to overlook some of the most sigaific market features and
developments: the AIS does not for example reffear of the main drivers of

competition in healthcare in the UK. This is not want of evidence on these points.
On the contrary, as is clear from the publishedlewe on the CC’s website, the
information provided to the CC by Spire and othenlthcare market participants
demonstrates that the omitted points are cleaurfeatof the UK private healthcare
marketplace. For example:

(@)

(b)

All respondents to the market inquiry — especid&hlPs and PMIs — have
evidenced the differences in competitive conditian®ng local areas across
the UK. Spire, for example, has made substanidldaffering investments in

its facilities in response to specific local conipet conditions. There are

different providers, different patients, differesgrvice offerings, and different
types of facilities. The consistent body of eviderto this effect has been
overlooked. Instead, the AIS seeks to apply arubstantiated template
assessment of local competitive conditions, whighiBcantly underestimates

the complexity of private healthcare in the UK. f8pas Spire is aware, no
analysis has been conducted to suggest that locapetitive conditions are

sufficiently homogenous across the UK to sustaendpproach taken in the
AIS. Moreover, the analytical framework for locampetition proposed in

the AIS in any event flawed and untenable.

Although the AIS does recognise that the NHS pkaysy role in assessing
competition in the provision of privately-fundedalthcare services, the AIS
does not reflect the published evidence on thenexdENHS interaction with
private healthcare. First, private provision withhe NHS has been growing,
both in PPUs and in private beds within the gendtd$. The NHS is already
the 4" largest provider of private healthcare in the Ukhviotal revenues of
£445 million in 2010/2011 and that growth will atrate with the lifting of
the private revenue cap. The AIS wrongly assunlliesfahis revenue has
been generated in PPUs. In fact, numerous NHSstrwgthout PPUs
(e.g., North Bristol NHS Trust, Southampton Univigr$iospital NHS Trust,
Royal United Hospital Bath NHS Trust, South Teesspi@mls NHS
Foundation Trust, Derby Hospitals NHS Foundationstyr Ipswich Hospital
NHS Trust) have been developing strategies to asare¢heir private revenues
and many, in fact, already generate significantgte revenues outside PPUs.
Second, although the AIS discusses the clarith@fatient pathway to obtain
private healthcare, the AIS does not accurateliecethe interactions of the
general NHS with that private patient pathway. eed, the AIS omits the
CC’s own survey evidence that many patients chdmeteveen accessing
treatment free at the point of service on the NH@ paying for private
treatment. It is notable that non-PPU NHS trustsmete for private work on
this basis:* Third, the AIS does not reflect the fact thatr8giospitals have
made significant investments to respond to compatitom the NHS.

11

See Appendix G for examples of NHS marketing nnelte
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(c) The analysis in the AIS addresses only a minorftyhe private healthcare
business. The majority of Spire’s revenues, arel rajority of patient
episodes at its facilities, relate to outpatientl atay-case treatment. By
focusing exclusively on inpatient care, the AlS rbveks the majority of the
market for private healthcare, and thereby failsecognise and analyse the
effect of interactions between outpatient/day-casmpetition and inpatient
care.

(d) In considering negotiations between PMIs and PHifis,AIS has looked at
ways in which PHPs may be able to exercise marl@atep but has
overlooked or misunderstood evidence presentedhbyPHPs on ways in
which PMIs may be able to exercise buyer power. er&his clear and
consistent voluminous evidence presented to thgaD@ again published on
the CC’s website) which discusses the various virmyghich PMIs have been
able to — and continue to — exercise bargaininggsawer PHPs. AXA PPP
states that it can hold its own in negotiationss @ result, the AIS omits
relevant evidence from consideration and presemtsircomplete and
inaccurate picture of negotiating dynamiés. In addition, the AIS fails to
appreciate the significant role that PMI steerifigp@tients is coming to play
in the market. A consideration of the positiorboth parties to a negotiation
is central to any theory of bargaining power, lsubmitted.

1.4 Rob Roger, Spire’s CEO, set out many of these pamhis opening remarks
at the issues hearing on 14 March 2013 [¢kaes Hearing, as reflected in the draft
transcript of the hearing.

1.5 Similar concerns arise in relation to the analgdiBHP profitability set out in
the AIS, where again the analysis set out is ndistsutiated by the available
evidence. For example:

(@) The AIS sets out “current thinking” that PHPs araking excess profits over
cost of capital, but does not seek to understan@ lamy EBITDA
improvement might have arisen. The AIS has notsicened, for example,
that improved financial performance might reflectfudly competitive and
efficient response to the markets concerned inNhig. 3<

(b) Moreover, several sections of the profitability lgs& are reflective neither of
the private healthcare sector, nor of more gemeagket conditions in the UK.
A simple litmus test would have highlighted many tbése issues. For
example, the AIS’s treatment of intangibles is exte — few, if any, patients
would wish to be treated in a hospital that hadimangible assets, yet the
AIS’s starting point would effectively assume ttasbe the case.

1.6 Insummary, the AIS sets out a static view of th€ hi¢althcare market, while

in reality this market has undergone and is undaggseignificant changes many of
which have already fed into market practice. Spjppreciates that this is a complex
analysis to undertake, but healthcare is a complaxket and complexity is not a
reason to short-cut the analysis or omit key maidagiures.
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2. PROFITABILITY

2.1 The AIS and the Profitability Working PapePWP) express the “current
thinking” view that Spire and other private headtte providers are earning excess
profits. This view is incorrect (at least in these of Spire) and cannot be rationally
be maintained. In short:

(a) The PWP’s approach to capital employed in the lassins fundamentally
flawed;

(b) The PWP’s ROCE analysis is therefore similarly #ahand cannot be relied
upon by the CC; and

() The position in the PWP that any returns over tlest cof capital are
symptomatic of market power is purely presumptimet founded on any
analysis and is inconsistent with the CC’s own sligld guidance.

2.2  Spire’s core concern with the PWP’s approach tditplolity assessment is
that much of that assessment does not reflect hprwvate hospital business actually
works. In a number of instances, the positionshed in the PWP appear to be the
product of presumptions applied without considerabf the evidence to check their
applicability to the market under investigation.ut Bimply, a private healthcare
business could not be operated in the way hypaibeésn the PWP.

2.3 There is a very simple litmus test that could haeen used to cross-check the
PWP capital employed calculation. Spire has régemilt and opened a new
hospital in Brighton at a cost of around £35 millio Taking that as a conservative
figure of hospital capital asset value (since Biaghis a comparatively small unit),
grossed up for Spire’s 34 freehold hospitals (o84 produces a total replacement
cost of £1.19 billion. Compared to the PWP’s chlated valuation of3<, it is
obvious that the PWP figure is wrong. There iscnoceivable way that a hospital
estate comparable to Spire’s could rationally beugiint to be based on the capital
asset base allowed for in the PWP.

The PWP approach to capital employed is flawed

2.4 The PWP analysis of capital employed in runningigape hospital business is
theoretical and does not take into account todegramercial reality for PHPs. The
approach taken by the CC to valuation of the aseé&tthe business cannot be
sustained by reference to objective evidence. rbwige the CC with the necessary
objective evidence, Spire has obtained experttassis from L.E.K. Consulting LLP
(L.E.K.), Ashkirk Properties Ltd.Ashkirk) and Knight Frank LLPKnight Frank).
Their reports are attached at Appendix A and AppeBdand Appendices C and D,
respectively. The detail of their respective ewitke can be read in those reports and
is summarised here.

2.5 Spire commissioned L.E.K. to comment on the CC’'sthodology for

assessing Spire’s return on capital employed frocoramercial perspective, and the
composition of Spire’s profitability. Ashkirk hadetailed knowledge of Spire’s
property portfolio and Spire commissioned Ashkokcomment on the CC’s approach
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to the land valuation for Spire’'s hospitals. Agesult of its analysis, Ashkirk
recommended that, given the obvious deficiencieBTZ’'s analysis, Spire have an
independent valuation prepared and Spire commisdigmight Frank to comment on
the CC’s approach to land valuation and to preatend valuation report for its
hospitals. Spire also commissioned Knight Franlptepare an assessment of the
reinstatement costs for its hospitals.

2.6 Land valuations. The land valuations used in the PWP cannot ledreh for
a number of reasons.

(a) First, DTZ recognises that the methodology it u€atternative equivalent
location”/modern equivalent asset value) is notl@3Rrecognised valuation
method. Indeed, DTZ itself notes in its reportttiee proposed methodology
is suitable only where there are nmarket transactions to inform valuation.
That is plainly not the case here. It is quiteacléhat there are such market
transactions and they should have been providddT. DTZ specifically
notes that, if there had been market transactitmag, information should be
provided to them as it could affect their valuasiorThere is no explanation as
to why this important control step has not beemnieadrout by the CC.

(b) Second, further more detailed criticisms of DTZ'&thodology are crisply
articulated in Ashkirk and Knight Frank’s reporter summary, DTZ has not
carried out a sensible valuation exercise that sakdo account the
marketplace in which Spire operates.

() Third, in the face of these valuation difficultighe analysis in the PWP has
persevered in relying on the alternative use meilogy and it appears that
DTZ used a methodology that it believed was unsuede. There are limited
possible explanations for this: either the CC hasheeded advice that the
valuation methodology is wrong or the CC has putsoely a pre-conceived
position without taking into account the obviouawk. As a matter of law,
either explanation would render the PWP’s methogioéd position untenable.

(d) Fourth, setting aside the methodological problemthe PWP, the estimates
that flow from DTZ's application of this methodolp@re not robust. The
factual errors in the DTZ valuation, set out in #teached Ashkirk and Knight
Frank reports, range from simple lack of understapaf a hospital’'s site
requirements to more serious errors such as funo@ndlaws in the
identification of possible alternative sites:

() The report shows a lack of understanding of a hakpi site
requirements.s<.

(i) The report assumes that any available space weutddoitable site for
a hospital, irrespective of available servicesxpnity to patients, staff
or consultantd? In fact, location is important to the successaof

12 DTZ is not expert in the identification and vaioa of land for hospital premises. DTZ has

understandably focused on residential propertyatadns because that is the expertise of their
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hospital and Spire’s planning team spends a saanifi period of time
assessing and identifying a location before constrgia new hospital.
In addition to proximity to hospital users, proxignto the NHS is an
important factor. For exampleg.t

(i)  The report assumes that planning permission wiblitainable on any
available site and that planning designations mall affect value. This
assumption is incorrect. For example, as Kniglankrpoint out in
their report, if agricultural land were availabler f alternative
development, it would not be sold as agricultuaad. To reference its
value as agricultural land is irrelevant. Moregwaren if agricultural
land were available, this still does not pass tles@est: the valuation
of that field is not its agricultural price, its luation is the price a
hospital operator would need to pay to acquirdntother words, DTZ
has simply valued the wrong thing. The valuatioyuld need to take
into account that if such land could be sold tddaihospital, it could
also be sold for any number of alternative usediis Ts a simple
logical flaw that neither the DTZ report nor the PWas spotted and
addressed

2.7 Given these difficulties, the methodological pasitiin the PWP must be
reviewed. To assist the CC, Spire commissioneditrirrank to conduct a properly
specified valuation exercise.

(a) Knight Frank has conducted a valuation exercisedas its own healthcare
team’s expertise in sourcing land for hospital ssiteThat methodology is
explained in detail in the attached Repdrl. However, in aggregate, Knight
Frank estimates the value of Spire’s land portfoli@012 at<, substantially
in excess of the DTZ valuation.

(b) For control purposes, Knight Frank also soughtaiodeict a valuation exercise
based on the CC’s methodology. Properly condudted,valuation exercise
produced a similar aggregate land valuation for12643<. Although the
total valuation determined through this exercisevasy similar to the total
valuation determined based on Knight Frank’s exgerin sourcing land for
hospital sites, the valuation of individual hosps#es varies significantly
between the two methods.

2.8 Based on these deficiencies, the PWP assessmeamnitdas maintained. The
PWP needs to substitute the revised valuationsapeepby Knight Frank for the
flawed DTZ valuations.

2.9 Buildings. The PWP uses 2008 reinstatement costs as tleeftiasalculating
the value of the buildings needed to operate aitad$usiness. The 2008 approach is
insufficient for the CC’s purposes: it reflects theinsurance value of existing

team. There is no evidence that residential ptgmxpertise provides insights on where one can
build a hospital.

13 <.
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hospitals,2<, rather than the cost that would be required testact these hospitals
today. Knight Frank has estimated new reinstat¢éroests using the industry-wide
accepted standard reinstatement cost assessmembdoletgy. The Knight Frank
assessment takes account of several importantréathat are not reflected in the
PWP:

(a) First, the reinstatement values need to be adjustedcognise the fact that a
newly built hospital would be more complex to buildw. The reinstatement
costs in 2011 would therefore be considerably highan the reinsurance
costs for older buildings (reflected in the 2008ajla

(b) Second, Spire has invested significantly in expagdits facilities to
accommodate the growing and changing demand, fample, by3<; these
extensions were not captured by the CC. The wmmstent costs in 2011
(properly reflecting the current configuration dfet Spire estate) would be
considerably higher than they would have been 6820

(c) Third, Knight Frank has separately valued intefagbut reconfigurations and
improvements to fit specialised, high constructimyst areas such as<,
which were required to keep pace with the changiagure of healthcare
provision. These improvements are not reflecteithén2008 data.

2.10 Further, the PWP treated one leasehold Spire ladsgst part of the capital
base (Sussex), which Spire believes to be the agbtoach. For consistency, the
remaining three leasehold hospitals (Hull, Fyldeagtpand Clare Park) also need to
be added to the capital base.

2.11 More detailed analysis of these market dynamicsbeafound in the attached
L.E.K. and Knight Frank reports. Based on thiseasment, the PWP’s buildings
valuation for Spire o}<must be replaced with.

2.12 Equipment. The application of NBV fails to take into accouvdrious
significant factors affecting the reinstatement tco$ equipment: technological
evolution in equipment (which would be captured by appropriate MEA
methodology), difficulty in acquiring used equiprheand the use of assets with
average economic lives that can be extended betweid depreciation period. As
explained in detail in the L.E.K. Report, companeth the unrealistic PWP NBV
figure of 3<, L.E.K. estimates that: new acquisition cost @& tiecessary equipment
would be approximately<; a realistic acquisition cost would B€; and a fully
depreciated acquisition cost would €. The most appropriate value to rely on is
the realistic acquisition cost 6<.

2.13 Intangibles. Ignoring intangibles in a sector like private kiegare, where the
competitive dynamic is based on quality, reputateomd knowledge, makes no
commercial, economic or legal sense. Again, thd°R\ppears to have pursued a pre-
conceived position, without reference to the fadtthe surrounding marketplace, that
intangibles need to be excluded either becauseadteylifficult to value, or because
they might, in theory, reflect capitalised marketwer. This position cannot be
sustained based on the facts before the CC.

LON25147599 140557-0021 Page 9



NON-CONFIDENTIAL VERSION

(a) The PWP must as a matter of law consider whether ftts of the
marketplace require an assessment of intangibletsasdf that analysis has
been carried out, it has not been provided to Spireput or response.

(b)  To place the burden on PHPs to meet very striatirempents of proving their
existence before the CC would include any intamgilh the asset base biases
substantially upwards the CC’'s measure of profitgbi That is an
unreasonable and procedurally unfair position tapad

(c) It also means that the approach taken to intargjilsl@gain inconsistent with
the CC’s published guidancé.

2.14 In contrast, the L.E.K. Report explains clearly whategories of intangible
assets are needed for a private hospital to opehatealuing those assets, L.E.K. has
taken a conservative approach and excluded froncatsulations categories of
intangible asset that are needed but where vatuatianot be properly be undertaken,
L.E.K. has also excluded any assets that mighttresdouble counting and focused
only on the key components of the intangible asseélis conservative approach
yields an intangible asset value3sf compared to the PWP figure . The assets
valued in the L.E.K. report include:

(a) Recruiting a large base of highly qualified staffid training these staff to
harmonise their methodologies and use of spedlie pathways;

(b) Developing standard, efficient and safe clinicalhpays to ensure that the
hospital delivers high quality outcomes; a new afmr cannot trust its staff
members and consultants to work together efficyeatld effectively due to
their different backgrounds and methodologies;

(c) Developing a good reputation with patients, GPs e@msultants in order to
attract them to the hospital.

2.15 A simple cross-check of the PWP approach is tothsksimple, commercial
guestion whether a private hospital group compyisida hospitals could operate with
an intangible asset base comprising<a website. That is clearly not a sensible
position when quality and reputation are key patanseof competition. A website
alone does not drive patient flow: an operator magest to develop relationships
with key stakeholders (patients, GPs and consuslfaand to build its reputation both
through marketing and through the development afekent clinical governance
systems.

2.16 In light of these considerations, the PWP posibonintangible asset values
cannot be sustained as a matter of substance cegs.0

2.17 Working capital. As set out in more detail in tHeE.K. Report, the PWP
approach to working capital allowance is too lowd @oes not sufficiently allow for
unpredictability of cash flows. The business ighty exposed to bill settlement risk
and there is a very significant variation in woikioapital in the business, retaining

14 Guidelines for Market Investigatioras para 14.
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sufficient working capital to balance this risk asprudent step. Making even a
moderate allowance for this variation (e.g., twoeltse of operating profits as was
used in the CC’s Buses Inquiry) would aado the PWP capital asset base.

2.18 Summary. In light of the above analysis and the more tedaconsideration
of the PWP profitability assessment in the L.E.lKd&night Frank Reports, the
PWP’s assessment of capital employed cannot stand. requires serious
reconsideration by the CC, together with a properew of the available evidence.
The following table summarises the differences leetwthe PWP analysis and Spire’s
analysis.

<
Cost of capital

2.19 Spire does not currently have additional commentshe assessment of the
cost of capital in the PWP, but reserves its righhake comments at a later stage.

Return on capital employed compared with cost opital

2.20 Turning to the ROCE analysis contained in the PWie, position that any
returns over cost of capital are symptomatic ofkegpower is purely presumptive,
not founded on any analysis and is inconsistenh \ite CC’s own published
guidance.

2.21 The PWP significantly overstates Spire’s ROCHEs set out in the attached
L.E.K. report, Spire’s ROCE has grown froid to 3< and averaged< over the
relevant period, significantly below tt3&l average ROCE proposed by the C&X.
The drivers of the growth in Spire’s profitabiligge summarised below and set out in
detail in the attached paper.

2.22 Drivers of profitability. As the CC’s Guidance notes, the CC will seek to
understand the reasons for any observed trendsoiitability.>> This is not an
analysis featured in the PWP. Had the PWP conduttie analysis, it would have
been apparent that the growth in Spire’s EBITDAfgrenance over the last five years
has been driven by competitive responses, not éffeictive competition. Further
information about the drivers of profitability aset out in the L.E.K. paper and
summarised in the chart below.

Factor % contrib’n | L.E.K. commentary
to EBITDA
uplift  (2007-
11)

< < <

< < <

15 Competition CommissionGuidelines for Market Investigations: Their rolgrocedures,

assessment and remed{@gril 2013), paragraph 124.
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< < <
< < <
Total 100%

2.23 In considering Spire’s profitability and pricindiere are two important facts
that are not reflected in the CC’s analysis:

(a) }<16;
(b) =<V %

2.24 These evidential points mean that the PWP’s asssgsof profitability is at
best incomplete and requires significant additiomaitk.

2.25 Implications of returns exceeding the cost of caglit The CC’'s Guidance
notes that the fact that returns exceed the WAC@isin itself, evidence of excess
profits or, indeed of any competition problem. T&€ must therefore do more than
point to the fact that returns (on its measurepegcthe WACC in order to show that
there is any potential competition issue.

€) Persistent returns exceeding the WACC may simpRect rewards to
providers who offer the most competitive productotilygh innovation and
investment. Even in a competitive market, only thearginal’ (i.e. least
efficient) firm may break even in the long run didpium. Infra-marginal (i.e.
more efficient) firms can earn above their costapbital without this being a
sign of ineffective competition.

(b) It follows that it is not possible to extrapolate adustry-wide story of
market-power based on the aggregate profitability7%% of the market.
Furthermore, focusing on the aggregate profitabiiteasure of the most
successful 75% of the market provides a skewedasi@ading assessment of
profitability for the purpose of drawing inferenceis market power, as it fails
to consider the marginal firm.

(c) Through offering a better service quality, Spir@iaced substantially greater
patient volumes allowing it to spread its fixed tso@vhere substantial savings
were also made) over a larger patient base thempyoving its efficiency
and its profitability at the same time. Such powapetitive behaviour should
not be penalised.

(d) Moreover, measurement issues are particularly prodilic in a market like
healthcare where the investment cycle is longen thasome other industries,
and certainly longer than the CC’s 5 year windawamngibles are critical for

16 <.
17 <.
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patient care yet hard to measure precisely, and Ki8nues ) hard to
disentangle from overall profitability.

In short, Spire strongly disagrees with the CC’swithat its approach to

measuring profitability has been conservative. tii@ncontrary, it is likely to overstate
substantially true profitability in the provisioff private healthcare.

2.27 When these factors are taken into account, thew ghat the profitability
achieved by Spire is by no means excessive. Hoispossible for the PWP to
maintain a position that excessive profitabilityshaeen achieved when, over the
period of alleged supra-normal profits, the besefif Spire’s investments and
efficiency gains have been passed back to consuméne form of a wider range of
services and higher quality services,

3. THEORY OF HARM 1: M ARKET POWER OF HOSPITAL OPERATORS IN CERTAIN
LOCAL AREAS
3.1  We understand that the CC has identifi€dof Spire’s thirty-six hospital§ as

“hospitals of potential concern”. The suggestibatt< of Spire’s hospitals may
have local market power does not reflect the extensvidence presented to the CC
by Spire and many other inquiry participants. Theib of the CC’s thinking does not
withstand any serious scrutiny.

3.2

More specifically, the AIS finding of areas of cenc suggestive of local

market power is wrong for several reasons:

(@)

(b)

(€)

It is based on an incorrect identification of tledewant competitor set: by

focusing exclusively on inpatient care, the CC addressed less than half of
Spire’s and UK private healthcare business andtlma®fore overlooked the

significant role played by competitors in theseaaréA provisional view based

on analysis of only half the market is plainly metable. In addition, the CC

has created an artificial division between routind complex care.

The significant role played by the NHS in privatealthcare competition in
the UK has been materially understated by focusmlyg on PPUs. The CC’s
view in this respect again has not taken into astdbe ways in which
patients move between private and public healthgeoeision, and the various
non-PPU ways in which the NHS provides private thealre.

Primary catchment area results have been deterrhasetl on a misconceived
foundation and cannot be relied upon. More spmadlfi, the fascia approach
relied upon in the CC’s assessment:

() is based on catchment areas centred on hospitdisr réhan on
patients; and

18

LON25147599 140557-0021

Spire’s Edinburgh facilities (Murrayfield and Stfair Park) are treated as a single facility.
Spire’s new Brighton facility (Montefiore) opened November 2012 and has not been included in
the CC’s analysis.
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(i) understates local competition by applying inappedpr distances
derived from PMI data, excluding all self-pay data.

(d) The price concentration analysis does not contold number of crucial
market characteristics and, therefore, cannot Insidered a reliable measure
of potential pricing power of local hospitals idaton to the competition they
face.

(e) LOCI is not a sound conceptual basis for any locatket analysis.

) There is a particular focus on oncology serviceshm AIS, but again this
section of the analysis overlooks key competitths, role of PMIs and the
NHS.

3.3  Any one of these problems taken individually is @glo to invalidate the CC'’s
current thinking on local market power. Taken tbget they show that there are so
many factual and legal errors that this workstreseads to be reassessed. Each of
these issues is addressed in further detail below.

Incorrect identification of the competitor set

3.4  The CC has significantly under-estimated the lefdbcal competition in its
analysis by excluding many significant and growmgviders from its competitor set.
The incorrect identification of the competitor segsults in an incomplete and
inaccurate understanding of the market.

3.5 First, the CC’s analysis addressess than half of Spire’s private healthcare
business. The majority of patient episodes at Spire, anel mhmajority of Spire’s
revenues, relate to outpatient and day-case ddre.CC’s exclusion of outpatient and
day-case care significantly alters its perceptibthe market, and means that a key
factual consideration has been omitted from thes@@alysis.

€) It is wrong to think that day-case and outpatieattments are peripheral to
private healthcare priorities in the UK: in fadtey represent the core of the
business and there is trend toward moving moreegohares to a day-case or
outpatient environment. The share of Spire’s tptalate revenue comprised
by in-patient revenue has fallen frord in 2007 to3< in 2012. Given the
high fixed costs that PHPs face, inpatient and e revenue streams are
critical to the success of a facility. A broadgarof treatments across a broad
range of specialities is now provided on a day-caseoutpatient basis
including cardiac catheterisation, hand surgertiogdmic surgery, diagnostic
procedures, varicose vein surgery, tonsillectomyg daemorrhoidectomy.
Many of these procedures can be provided on egthenpatient or a day-case
basis depending on patient and consultant choige fernia repair or knee
arthroscopy). A policy brief published by the Epean Observatory on
Health Systems and Policy in 2007 on the move tp slagery, which
suggests that there are opportunities to switcayrase treatment across a
range of inpatient treatments, is attached at Appes.
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The focus on inpatient care excludes from the C€ijssideration many
significant and growing competitors in private lbehre. These are a
significant threat to theé< of Spire’s revenues that are generated from
outpatient and day-case servi¢gsln addition (as set out in more detail in
paragraph 3.7(a) below) these are competitors $ipite believes have the
potential to expand into the inpatient sector ifreat inpatient facilities do not
sustain a competitive offer. This is not a theoattproposition =<. As set
out in Spire’s response to Question 72 of the Maaestionnaire, since
2007, 164 competing hospitals have opened witld eninute drive time of a
Spire hospitaf® Many new competitors focus on outpatient or datiemt
care. For example:

(i) <

(i) The PMIs have also introduced outpatient servioedlirect patients
away from hospitals. The Bupa Musculoskeletal Geatrthe Barbican
provides assessment, diagnosis and treatment forargety of
musculoskeletal problems relying on a team of ghgss, podiatrists,
physiotherapists and osteopaths. Treating patienhthis facility not
only allows Bupa to redirect outpatient revenuesitself, but also
provides Bupa with greater control over the onwafdrral process.

Spire has made significant investments in its if#&dl and services to ensure
the competitiveness of its outpatient and day-cseices. These include
investments in upgraded, static, diagnostic imagggipment, refurbishment
of patient facilities and extension of outpatierdcilities to ensure
availability’’. Investments to improve outpatient and day-ca&seices also
benefit people seeking inpatient treatment throwgh improved patient
experience, better access to related outpatiemiraippents and more effective
diagnostic imaging. Conversely, Spire’s investraeimt developing high
acuity care bolster its “less complex” offering &yhancing the reputation of
the hospital, increasing the skill level of theflsend increasing the level of
critical care available on site in case of emergenc

Spire has invested in developing a significant nembf satellite facilities

providing outpatient consultation and diagnostivises (as have many of its
competitors). This has been a key parameter opetition over the last few
years that the CC has not considered in its arsalyBhe failure to review and
analyse properly a key aspect of competition imabs the CC’s local
analysis. These facilities not only compete tovfgle outpatient services, but
also serve to expand the geographic reach of thpitlabthey are attached to.

19

20

21

Based on 2012 numbersl of Spires’ private revenues were generated frotpaiient and day-
case services in 2011. The AIS approach obvideslgs to an analytical inconsistency between
the profitability analysis in the PWP (referencedtie AIS) and the analysis of competition in the
AlS.

“Hospitals” within the meaning given to that tebythe CC.

See, for example, descriptions of investment<tin the hospital case studies attached at
Appendix K.
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They therefore play a role in competition betweguatient facilities, which is
currently disregarded in the CC’s analysis. Asoa#tin response to Question
11 of the Market Questionnaire, Spire’s satelli@cilities include the
Droitwich Clinic (to attract patients to Spire Sbiénk), the Newcastle Clinic
in Jesmond (to attract patients to Spire Washingtamd the Windsor Clinic
(to attract patients to Spire Thames Valley).

(e) <.

3.6 In any event, the exclusive focus on inpatient camenot be sustained by the
CC because it results in a lack of analytical cstesicy. The CC has excluded
outpatient/day-case competitors from its analyBig, has included Spire Shawfair,
which is an outpatient/day-case facility. The insigtency is also apparent in the
CC’s approach to profitability where Spire’s prability is assessed across all
patients, recognising the inherent connections éetvwhe different services.

3.7 Second,the analysis presented by the CC incorrectly suiggtst there is
some identifiable demarcation between routine awmdhmlex care, and between
outpatient/day-case care and inpatient carghis is not borne out in practice and, in
fact, there can be significant supply-side subisbitubetween the two.

(a) One recent model for entry into private healthcsgevices is to start with a
smaller facility providing outpatient and/or dayseaservices and then expand
into inpatient services. As set out in Appendixtliis model has worked
successfullyp<?2,

(b)  The suggestion that there is a clear separatiowesegt hospitals providing
higher or lower complexity care is similarly profatic. As explained in
Spire’s submission on critical care, hospitals rbayable to easily move from
providing level 2 to providing level 3 critical @in the same beds. The cost
and time required to upgrade HDU facilities to 1Tddilities is not prohibitive.
Spire provided examples of the cost of setting UpUHand ITU beds in
various of its facilities in response to the CCistical care information
request.

() In considering competitive dynamics with respecttoite care, the CC must
also consider the role of the NHS. Patients haadittonally turned to the
NHS for complex treatment, even where they haven b@dling to seek less
complex treatment through private providers. ThéS\has an advantage in
providing complex care because of the availabditgxtensive on-site critical
care and specialist support. The NHS relies os shiength in marketing
materials for its private services, for exampletemnal published regarding
Southend University Hospital NHS Foundation Trusites ftlhere will
always be a doctor who can see you immediatelynnemergency, with
adequate support from specialist trained nursingffst(see Appendix G for
additional examples of NHS private care marketiratemals}>. In order to

22 <.

% See also th&<case study at Appendix K<
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compete with the NHS for complex work, Spire mastest significantly in its
facilities and processes, and market its serviaespatients, GPs and
consultants.

3.8 Third, the CChas understated the significant role played by MigS in
private healthcare in the UK by focusing only onUPand not considering the
significant roles played either by other privateypsion (both private provision in pay
beds and private provision in general NHS facsitieithin the NHS or by the general
NHS service. The CC is correct in identifying PPass significant competitors to
other private facilities: throughout the UK PPUse asignificant and growing
competitors to other PHPs and Spire has outlinedevidence on this point in its
overview of competition from the NHS at Appendix H.

3.9 The AIS, however, incorrectly ignores a significgartion of the market by
disregarding the significant private patient reventhe NHS generates outside PPUSs.
By failing to consider private patient treatmentside PPUs in its analysis, the CC
has disregarded approximately £100 million in pevéhealthcare revenues in
England®® This is not a trivial omission. In addition, evevhere current private
work is limited, the ease with which such services be established in an NHS
facility implies the development of a private NHBemative is a credible threat if
Spire did not provide a competing offer.

(&) The NHS actively markets its non-PPU private s&wvi@gainst services
provided by PHPs. The NHS may, in fact, have aeddvantages over PHPs
in the provision of private care. The NHS benefitsm on-site staff and
facilities that are in place for the provision afigic healthcare that can also
support the provision of private healthcare atwa tmst. Examples of NHS
marketing material are included at Appendix G. sTmarketing material
points to benefits such as:

() the availability of a full range of general and cpést medical
services on site 24 hours a day providing immediateess to
additional care, if needed,;

(i) the availability of the consultant’s specialistteand back-up support
from on-site expert care;

(i) highly competitive prices; and

(iv) supporting the NHS — income generated from prigatievices within
NHS facilities support the hospital’s general finaes.

3.10 The AIS also overlooks significant dynamics in tharket by disregarding the
role played by the general NHS. Patients switctbegveen the NHS and private
care, patients with PMI coverage opting to accesatinent on the NHS and PMis
incentivising patients to use the NHS all playgngicant role in the market.

% See, for example, tHecase studies attached at Appendix¥.
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The survey evidence gathered by the CC indicatssaHarge proportion of
private patients considered accessing treatmentigirthe NHE “[70]%° per
cent of self-pay patients considered having theatment on the NHS, 31 per
cent did not. The respective proportions for PMLignts were 19 per cent
and 80 per cent.” (paragraph 7)Given the large proportion of patients who
considered having their treatment on the NHS, atidmum, based on the
CC’s own evidence, the CC should consider whethetiqular NHS facilities
in a local area may exercise a competitive comgtran private providers.
Simply excluding NHS facilities from the fascia edprovides an inaccurate
picture of the local marketi<.

Many patients with PMI access care through the NESact that is not
reflected in the CC’s analysis. The Boston ComsglGroup survey evidence
that HCA submitted to the CC at Annex 3 of its mse to the issues
statement indicates that 34% of patients with P&l ljor someone in their
family had) NHS treatment in the past three yedilse specialty for which the
NHS was most frequently used in favour of a privdtespital was

orthopaedics, a specialty widely available in pirevhospitals across the UK.
In addition, the L&B report submitted by HCA indiea that between a
qguarter and a third of people with private medmaler that were admitted to
hospital for non-emergency medical/surgical treais:ien England in 2011
were estimated to be treated on the NHS, fundeithédWNHS?" Patients with

PMI have many reasons for choosing to access tesditthrough the NHS,
including:

() Avoiding excess costs associated with their PMicjes: 5<%

(i) Avoiding premium increases: many PMIs offer theiembers a no
claims bonus if the member does not claim for gevaeatment in the
course of a policy year, or increase the premiuargdd to members
who do claim during the year;

(i)  Obtaining incentive payments from their PMI: manyIB offer their
members payments, potentially worth several thadispounds, to
access treatment on the NHS rather than their tgrseheme; and

(iv) GPs failing to ask patients whether they have Pdlecage and refer
patients into the NHS by default, which is one lo¢ treasons it is

25

26

27

28
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Although the survey evidence gathered by ther@iates that the NHS is viewed as an important
alternative by private healthcare patients, theveytg conducted by the CC can be expected to
understate the role of the NHS due to flaws ingtwevey structure, which were first identified by
Spire in comments provided to the CC in Autumn 2012

Although the presentation published by the CQestghat 68% of self-pay patients considered
having their treatment through the NHS, the datavigded by the CC indicates that the number
should be 70%. It is not clear whether the predgim and data tables are shown on different
bases, but Spire refers to the information in tta dables.

HCA Laing & Buisson Survey published 30.01.13.
<.

Page 18



NON-CONFIDENTIAL VERSION

important for Spire to invest in informing GPs abds services and in
encouraging patients to proactively consider pe\Gere.

3.11 Inresponse to patient concerns regarding excests aaod premium increases,
and patient interest in incentive payments, Spitestntompete to demonstrate to
patients that it provides greater value then acogdseatment through the NHS.

3.12 There is a consistent body of evidence supportiegsignificant role played
by the NHS that has been ignored in the AIS. Anraev of this evidence is set out
in the table at Appendix H.

3.13 Having incorrectly identified the relevant set @ingpetitors and the ways in
which they compete for business, there is no pmspé the CC’s local market
analysis being able to capture in an accurate stasable way the dynamics of local
competition. This is also evident from a reviewtltd CC’s catchment area analysis.

Demand centring is preferable to reliance on hogitentred catchment areas

3.14 Attaching too great a weight to hospital-centredclument areas risks
presenting a false picture of competition in thekat As the CC rightly notes at
paragraph 61, patients may be located between awitities which are not within
each other’s catchment area, but which are bothgédahe isochrone centred on the
patient. This in turn would suggest that the pati question has the option to
consider two separate facilities, a trade-off whieduld not be identified when only
considering competitors within a specific road aliste of the Spire facilit§? This
same problem has been identified by the CC in mases and has been corrected for
by using demand-led catchment areas.

3.15 For the purpose of developing an initial filter ecreening process to

determine which hospitals should be analysed inenat&tail, Spire considers that a
demand-centring approach has substantial thedraticgpractical advantages over an
approach which centres on the point of supply. efndnd centring approach is also
substantially better than the LOCI method emplopgdhe CC. By analysing the

number of fascia within a reasonable distance feopatient’s house, Spire is able to
consider the actual choice of private hospital latde to any given patient that

attended a Spire facility. Spire considers thesgeets in greater detail at Appendix |
to this paper.

The CC fascia screen understates local competitiop applying inappropriate
distances

3.16 Whether a supply-centred or a demand-centred amseessis taken, it is
important to identify the correct drive times ostdinces for the catchment areas. The
CC’s (supply centred) fascia assessment incorporatappropriate drive time

#  The “fascia count based on hospital centredhhoa¢ént areas” approach does not capture

adequately the true nature of competition in pavaealth care. As Spire has highlighted in the
past, the distance over which a Spire facility cetep for patients may vary significantly by
location and according to the procedure concerngétle CC's screens cannot therefore be a
substitute for a proper analysis of local condgiamd patient choice.
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distances which are likely to understate the degfémcal competition in a number of
cases.

(@) The CC has relied only on the Health Code data dsess the distance
travelled by PMI patients at each Spire facilitytherefore effectively ignores
< which in turn suggests that a significant fractioh patients does not
feature in the analysis. This is problematic dsfaading patients on average
travel further than PMI patients. Indeed, the C& survey results suggest
that self-funding patients travel on average 44utgis® in comparison with
an average of 29 minutes for PMI patients. Nobaaoting for these patients
may therefore grossly understate the distance wdch hospitals compete
for patients. In the case of Spire, thé"gfercentile for inpatients travels
approximately 37 minutes if they are insured, adadvnutes, if they are self
funding.

(b) The CC has adopted a drive distance by road assepdpto a drive time
isochrone (despite the CC surveys which testedngilkess to travel based on
drive timeg. Working back from road distance to drive timéyecomes clear
that, in many cases, the CC has adopted a dritandis catchment that is
likely to be too small. For example, the CC presam catchment with a
drive-distance of just 13 miles, or less, 8¢ Spire hospitals. At a typical
road speed outside London of 30mph, 13 miles canadlgeved in 26
minutes’. The AIS approach is therefore too cautious girenevidence on
willingness to travel in the CC’s survey and frompir8’s own hospitals as
noted above. More specifically, the survey evidehas confirmed that 27%
of patients travel further than 30 minutes to attémeir private hospital, and
44% of GPs considered a travel time greater thamB@ites when referring
patients to a private hospital. In addition, ie t6C's survey, PMI patients
have indicated the willingness to travel up to aartto access a better facility,
and for self-funding patients up to 82 minutes.

3.17 In addition, the CC’s approach gives rise to a mattogical inaccuracy. The
CC says that it is focusing on self-funding paselotcally, which is why it uses self-
pay prices in the Price Concentration Analysis £this is inexplicably matched with
PMI travel distances. Any robust analysis wouldlude self-pay data to identify
travel distances.

3.18 It is important to subject the catchment area amlyo sensitivities (and
indeed the scope for straightforward sensitivigtdas a key advantage of a catchment
area approach compared to a LOCI approach). Theh&€ not conducted a
sensitivity test to assess whether its approadikaly to be overly cautious or more
generally to assess robustness; Spire therefoserirea sensitivity analysis below.

% Note: in the presentation published by the C@,rthmber is 44 minutes, but in the data tables it

appears to be 45 minutes.

3 Normal speed on urban A roads reported in ‘Thpplku of groceries in the UK market

investigation’ by the Competition Commission (2Q08)
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3.19 When Spire accounts for catchment areas which are consistent with the
actual local evidence collected during the CC’sestigation, the number of Spire
hospitals with at most one competitor fascia witliimee relevant distance is
significantly decreased. Tabl«, shows the distribution of the number of competito
fascia for Spire hospitals according to the follogvicriteria: the results obtained by
the CC (in the first row), Spire’s results using thospital specific catchment area
drive distances used in the CC methodology (secomw) and drive times of 30, 40
and 60 minutes (in the third to fifth rows). Filyakhe last row shows the number of
competitors identified by Spire facilities in regpe to Question 14 of the CC's
market questionnaire.

3.20 As can be seen in the table (by summing the fivst¢olumns), the number of
hospitals of “potential concern” (according to fascia count screen) is reduced from
s<when 30 minute drive time isochrones are usedadstd the drive time distance
adopted by the CC. Moreover, when the drive timextended to 40 minutes, the
number of hospitals of “potential concern” is fuatlreduced to just<. As noted
above, the 80 percentile for Spire inpatients travels up to agpmately 37 minutes,

if they are insured, and up to 44 minutes, if tiaeg self-funding. Finally, all Spire
facilities identified3<in response to the CC’s market questionnaire.

<
LOCI is not a sound basis for any local market agals

3.21 As explained further in the attached Appendix JyeéShas serious concerns
about the CC’s reliance on a LOCI analysis to ifigrdreas of potential concern.
Specifically, there are a number of problems thakenit difficult to draw meaningful
inferences about market power from the weightedame market share (WAMS) and
the LOCI screen (which is derived from the WAMS).

3.22 The WAMS is not a good measure of a hospital's elaghare in a sensibly
defined geographic market. Neither is it a goocsuee of the probability that a
hospital will win patients in any given collectiaf submarkets. This is for two
related reasons.

(a) First, if the geographic sub-markets employed ia tonstruction of the
WAMS (i.e. outward postcode sectors) are not megdunireconomic markets,
then the measure itself has little economic meaniAgt simply, aggregating
non-meaningful market shares does not create a ingdahmarket share.
However, the WAMS (and hence LOCI) measures areerpaily very
sensitive to the submarket adopted and there iseason to believe that an
outward postcode sector is a meaningful economickeha The CC has
conducted no analysis on this question. So the&lgsion that shares in a
postcode area equate to market shares is nondendittaeover, it can be
shown that segmenting the relevant geographic rark® arbitrary
submarkets can cause the WAMS and LOCI to overstateentration
substantially.

(b) Second, the preceding issue arises in part dueetavay that submarket shares
are weighted. The WAMS substantially overstatdospital’'s market share
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of any given collection of submarkets because rathan weight each
submarket share by thsize of that submarkeit instead weights each
submarket share by tipercentage of a hospital’s patients that it drawsi
that submarket For example, consider two similar sized submarkewhich

a given hospital is equally well placed to competuppose that a hospital
competes hard to win patients in both areas btutnkicky” in one submarket
(ending up with a low share) and “lucky” in the etl{ending up with a high
share). If each share was weighted by the sizeloharket demand, the good
and bad luck would cancel out. However, the WAMBsfto do this. On the
contrary, it weights the lucky submarket impre than the unlucky submarket
because the former generates more patients foldbpital. This weighting
mechanism clearly gives rise to upwards bias. Lomacentration is therefore
substantially overstated by the CC’s mathematicaden

() Further, the CC’s approach to measuring the LOCdas intensive (and
incompleté?), very difficult for anyone to replicate, hardgensitivity test and
limited in its ability to capture local dynamicsAside from the procedural
consensus that the CC’s approach raises, for thgope of developing an
initial filter or screening process to determineiahhhospitals should be
analysed in more detail, Spire considers that aameincentring approach
would have substantial theoretical and practicalaathges over the LOCI
screen employed by the CC. A suggested demandiogrépproach is
presented in Appendix |I. Consistent with Spiretsiaerns that the LOCI
screens are overly cautious, the demand-centreagp points to far fewer
hospitals where further investigation would be teeti’

3.23 In addition, Spire is not aware of any precedentsthe use of LOCI in
assessing healthcare markets, either in the UKIsewhere. During the Issues
Hearing, the CC indicated that the FTC uses LOCAg®ess hospital mergers in the
United States. Spire has reviewed twenty hospiigers challenged recently by the
FTC in the US and in no cases has the FTC refedeac&OCI analysis in its
complaint. Furthermore, this is not a measure llaatreceived any degree of wider
academic support. We are not aware of any empisearch testing whether the
LOCI’'s conceptual approach has proved insightfmd even if another authority had
used LOCI, the CC has used catchment areas numgneess in the past, including
demand centred catchment areas.

The price concentration analysis is not able to meetly identify pricing power

3.24 The CC’s price concentration regressions suffemfeonumber of theoretical
and practical issues which mean that the resulanglysis is unlikely to be
meaningful. Consequently, it is inappropriatetfue CC to use this analysis to inform

32 Health Code excludes certain private hospitafsdoes not include data on self-funding patients.

% Further, Spire notes that the characteristicshef provision of private healthcare for insured

patients are far from those mentioned by the C€wlmaild link a LOCI measure to a theoretical

model of price setting. In particular, postcodetses by no means bundle patients with

homogeneous preferences. Further, prices paidMby &e based on national negotiations, rather
than local price setting by PHPs and PHPs competgiality as well as price.
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the CC about the extent to which higher levels @icentration give rise to local
market power. Spire summarises its main concerrtba paragraphs below (Spire
welcomes the CC provision of a data room and w#lken most of its substantive
comments on the CC’s econometric analysis folloveogess to the data room).

(@)

(b)

First, the price concentration analysis developgdhe CC does not account
for a number of factors that are crucial determisanf the prices charged to
self-funding patients. Amongst such factors aeatment-specific costs that
can vary by patient (e.g. the prosthesis used)iemathealth (e.g. co-

morbidities), hospital specific quality and cost&l dNHS competition (which

the CC’s own survey indicates to be particularlypartant in the case of self
funding patients). Ignoring these factors impliest the analysis is not likely
to be reliable, and any measured effects of conagoih on price may be

merely driven by these omitted variables rathenthatrue causal relation
between price and concentratin.

Second, Spire notes that the CC has focused oR@Reresults based on the
LOCI measure on the basis that a supply-centrediafasount is a “less
refined” measure of concentration than the LOCIAHGr self pay patients,
paragraph 35). However, Spire notes that the L&Qheasured by the CC is
a misconceived measure of local concentration i@ rreasons set out in
Appendix J; it cannot be presumed a better mea$hae a supply centred
fascia count (a measure that the CC has considenedmerous past cases).
Moreover, the CC simply presumes that, even if tkeCl were valid for
insured patients, it would be closely correlatethwyvhatever LOCI measure
would arise if a LOCI were calculated for the eightf-pay procedures under
investigation. This assumption is extreme and ri@tsbeen tested. Spire is
therefore surprised that the CC has favoured tligoag regression based on
LOCI and substantially downplayed the regressiogetaon fascia counts,
where the CC was not able to identify a statidgicaignificant relationship
between higher concentration and higher pfteSpire notes further that that
the LOCI based on self-pay patients would not resndly be closely
correlated to that for insured patients due toh@) different treatment mix that
self funded patients consume compared to insurgenpg and (ii) the fact that
self pay patients travel further than insured pasie This is evident from
Spire’s own self-pay data and from the CC’s surgata. In short, since the
regressions assess self pay prices, the concentratiriable based on PMI
data is measured with error casting considerablédtdon the validity of the
results.

34

35
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The CC's approach to the data used in its arsmigsnon-transparent and may further bias the
results of this analysis: (i) Multiple treatmensité — we understand this is a common feature in
the Spire data, and ignoring this feature can stkewresults; (ii) removal of “outliers” — the CC
has removed what they believe to be “too low ptice$his is not appropriate, as removing these
observations changes the distribution of priced,tharefore potentially undermines the validity of
the entire analysis; (iii) the CC has only focusedanalysing the prices of 8 major treatments,
therefore excluding a large fraction of activitypaivate hospitals.

Paragraph 34.
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3.25 While the above concerns are sufficient to placewwght on the CC’s
econometric analysis, yet further evidence of lmasnisspecification of the model
can be found in the CC’s sensitivity tests as regabat page 27 of the CC's PCA
working paper. If the CC had estimated a relisde robust relationship between
concentration and price foall hospital providers, we would expect the same
relationship to apply foindividual hospital providers that have a large number of
hospitals in their portfolio. However, it does ndtor BMI and Spire, who both have
a large number of hospitals in their portfolio, g#s&timated relationship between price
and concentration is no longer statistically sigaifiit, and is also of a significantly
smaller magnitude than the CC’s base specificatibhis may be an indication that
the relation between concentration and price sugddsy the results of the CC’s main
regression are in fact not robust and thereforeliafle.

The results of the primary catchment area do noncar with business reality

3.26 The above discussion shows that primary catchmesat gesults based on a

flawed foundation do not provide a basis for asegssompetition and cannot be

relied upon by the CC as a matter of law, economidact. This conclusion can also

be tested by reviewing Spire’s internal businessudents. These demonstrate that
there is no evidence of local competition workinghe way postulated by the CC.

3.27 Attached at Appendix K are case studies>0fSpire hospitalsg<, that are
included in the CC'’s list of hospitals of potentaincern, and that the CC specifically
asked about during the Issues Hearing. As is @pp&mom the attached case studies
and the evidence provided to the CC in respongbed-irst Day Letter, the Market
Questionnaire, and the Financial Questionnaire,h eat these facilities faces
significant local competition, and this local cortipen affects the business of each of
these facilities.

(a) <.
b) <.
(c) <.
d <.
(e) <.
® <.

Analysis of oncology overlooks key competitors, ahd role of PMIs and the NHS

3.28 The CC has focused specifically on oncology. Thése significant
competition in oncology services from other privgi®viders and the NHS, and
barriers to entry in the provision of chemotheraps very low.

(@) Oncology is a specialty that is frequently providedday patient, outpatient
and alternative settings (such as home care).atercompetitors include other
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private providers with physical facilities, homeregroviders such a&and
NHS facilities, including<.

The NHS plays a significant role as a competitiemstraint in oncology.
There are relatively few self-funding patients dmcology services due to the
costs associated with the chemotherapy drugs, renthability of providers to
set a fixed price (it is very difficult to anticifetreatment requirements as it is
not possible to predict how the patient’s body welhct to treatment). There
are four main reasons why a PMI policy holder magt ap being treated in
the NHS: (i) the patient’s policy does not includancer cover; (i) the
patient’s GP initially refers the patient to the Sknd the patient continues
their treatment on the NHS (there is a two-weektwarget for cancer
treatment on the NHS, so delivery of care is uguapid); (iii) the patient
may require services not offered in the privatdaae(e.g. radiotherapy in an
area where private provision is unavailable); o the patient may be
incentivised by their PMI to be treated in the NHS.

PMI steering plays a significant role in oncology:

() PMis frequently provide patients with incentivesaoccess oncology
care through the NHS rather than through privaedtheare facilities.
For example, Bupa’s comprehensive policy offereeliit for eligible
treatment obtained on the NHS: £100 per sessight/for in-patient
and certain outpatient, day-patient and home tresatrior cancer. Not
all PMI plans provide cover for cancer treatmeuttier adding to the
constraint imposed by the NHS.

(i) In addition, Bupa is vertically integrated with alernative healthcare
provider, Bupa Home Healthcare, and encouragesutanss to refer
patients to this and other home care providergtiemotherapy i3<.

Setting up a chemotherapy service is relativelyaightforward and

inexpensive. Requirements include a designated @ithough this is not
essential), clinical equipment (these requiremeants limited beyond the
necessary drugs), and a qualified consultant amsenuAs such, barriers to
entry in oncology are low and entry is a threaaiy area where oncology
services are currently providéd.

Summary

3.29

In short, the CC’s analysis of local market powseunsustainable. It suffers

from a multitude of procedural and substantive §aRut simply, the CC’s analysis
fails to deal with such a large proportion of thi€ private healthcare market that the
analysis presented cannot on any basis be saidsthadge the CC's statutory
obligations to report on the UK healthcare mark€he work contained in the CC’s

36

Cancer surgery is typically carried out by a &dest surgeon, not an oncologist (e.g. an
orthopaedic surgeon would carry out surgery foreboancer and a neurosurgeon would carry out
surgery for brain cancer). Private radiotherapy \&ry limited service outside London.
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AIS and associated annexes therefore needs totlaside and conducted correctly
and in accordance with the evidence.

4, THEORY OF HARM 3: M ARKET POWER OF HOSPITAL OPERATORS IN
NEGOTIATIONS WITH INSURERS

4.1 The CC recognises at the beginning of the AIS tiaakey issue for this
investigation is the way in which the privatelydaed healthcare sector is affected by
the conduct of, and interaction with, the privatedical insurers®’. Despite this, the
actual assessment in the AIS of negotiations betwesurers and healthcare
providers is unbalanced and incomplete becauseods dnot include a proper
assessment of the ways in which insurers mightceseebuyer power.  This one-
sided consideration provides a misleading and iqdeta picture of the market, and
overlooks many key dynamics. In particular, the ‘AlS

(@) understates the strength of the PMIs’ bargainingrie
(b) overstates the strength of the PHPS’ bargainingriev
(c) gives insufficient weight to the evidence of PMrdpining power; and

(d) incorrectly assumes that patients’ decisions shbalduided only by the cost
of treatment.

Background — basic bargaining theory

4.2 Before turning to the detail of the AIS’s considera of insurer market
power, it is worth reviewing the bargaining powaaltical framework against which
the evidence of PMI negotiating power needs todresidered.

4.3 Standard bargaining theory between two players. (@.¢°MI and a PHP)
considers:

(a) the ‘fall back’ option (what each player gets iétbontract is not signed). For
example, a PHP may becomaviableif it fails to deal with Bupa or AXA
PPP; and

(b) how the bargaining pie is split. If the contracsigned, it generates “surplus”
relative to the players’ fall back options — thatpdus, the “bargaining pie”, is
then somehow shared between the players based eomuttome of the
negotiations.

4.4  In standard bargaining models, how the bargainieggsplit can depend on
numerous factors. The AIS does not in fact consttiese points. When properly
analysed as part of the market inquiry, it becoulear that these factors all fall in
favour of PMIs exercising greater bargaining power.

37 AIS, paragraph 3.
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Cost of delay In all commercial bargaining, failing to reaajr@ement has a
financial cost associated with it. Logically, thieme, the party that is keener to
see the bargain struck will be willing to give upnge share of the bargaining
pie. Where the profitability of a private hospitabuld suffer dramatically
from a failure to be recognised by a PMI, the PHIPlve keener to settle and,
other things being equal, agree to a lower price.

History. The outcome of a particular ‘bargain’ is highikely to have been
influenced by previous dealings between the partHse AIS has not
considered this. For example, in the late 1990AAXPP determined its
hospital network by competitive tender. This pntpglace a competitive
structure for prices that remains to a considerdbtgee today3<

Reputation PMIs may establish a reputation for aggressfon,example,
through having recently delisted a hospital socaseicure better terms. This
can of course have market-wide effect in influegchow other firms deal
with the aggressor (as Bupa did to the largest §idBp, BMI).

Information on cost PMIs are sophisticated purchasers with a detaile
knowledge of medical cost, inflation, trends in ggdures (such as the shift

from inpatient to day case and from day case tpaiignts). PMIs are able to

use this knowledge to impact on the sharing rue ifistance by agreeing to

pay only day case rates for procedures that ar@btaf being conducted as

day case treatments though they sometimes requiegient treatments due to

complications or other factors).

Standard models of bargaining and competition slfexw that parties may act

strategically to improve their outside options cgaken their counter-party’s outside
options and thereby improve their share of the &angg pie. For example:

(@)

(b)

4.6

A PMI may weaken a PHP’s fallback option (and iny@a@s own) by steering
patients away from that PHP’s hospitals to othealrhospitals. Steering can
also harm a PHP’s revenues during contract negmig(i.e. during an out of
contract event), making a PHP keener to settle mwar price. PMIs may
engage in a wide range of other strategic prac{dmssussed in detail below)
to enhance their bargaining strength.

A PHP may invest in facilities and services thaalrhospitals do not have. In
so doing, it makes itself more attractive to PMésdwuse it will be harder for
the PMI to steer patients away to rival hospitalsolfering patients services
that they value highly.

To offer a properly founded and reasoned treatroéheory of Harm 3, the

AIS should have considered all of these factorsnsgahe evidence base available to
the CC. The following sections of this Responserdfore, review the available
evidence of bargaining power against the full aimedy framework.
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The strength of the PMIs’ bargaining levers has beanderstated

4.7 The AIS, to date, appears to have considered pitinthe fall back options of
PMIls, which present only part of the picture. Rabther way, while the AIS has
asked the question what happens to a PMI if isftol deal with Spire, it has not
adequately considered the fundamental adverse tngpaSpire (or any other PHP) if
it fails to deal with either Bupa or AXA PPP.

4.8 PMlIs use a number of significant levers in negmtreg with PHPs, including:
Delisting can undermine the viability of hospitalsd is a powerful credible threat
49 X

4,10 .

4.11 Delisting a hospital or a group of hospitals maywehaegative financial
consequences for a PMI as well as for a PHP. Hewevhile a PMI can re-direct
patients to alternative facilities (see furtherobel, a PHP does not have the same
ability to mitigate the situation. Spire could ratld out as long as a major PMI in a
delisting situation and Spire believes that thean&MIs are aware of this fact. For
example:

(a) The CC itself has acknowledged the relative stitemgtthe larger PMIs in
negotiations with PHPs. The CC noted that AXA PRB&onse to the CC’s
issues statementcértainly suggested that it regarded itself in asifion to
negotiate with most hospital operatars

(b) The CC also noted that[w]e have identified evidence from recent
negotiations that suggested that Bupa, in particuls aware that its
purchases represent a significant proportion, altgb declining, of some
hospital operators’ overall revenue, and considerdds an important
bargaining chip it could use in negotiatidrs

4.12 Indeed, the CC recognises (in the AIS) the impagaio PHPs of securing
high volumes for fixed cost recovery. However, tAES appears not to have
considered the fact that private hospital operatar® many hospitals that would not
be financially viable without recognition by one the main insurers, enhancing the
buyer power of insurers with respect to those lacahs and the portfolio as a whole.
The implication of this is that the prices for insd patients negotiated at a hospital
operator level may be lower than if the PMIs did In@ve this local buyer poweg<.

PMIs weaken PHPSs’ outside options by acting striatdly to steer patients

4.13 The AIS understates the significance of patierdrstg in the market.PMIs
have numerous ways in which they can steer pateemtshave become more active in
using these steering mechanisms. PMI steering amsins include:

3 AIS, Appendix D, paragraph 30.

39 AIS, Appendix G, paragraph 48.
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(a) providing guidance to patients at the time of puélarisation;

(b) open referral (quided patient referral);

(c) recognising only fee-assured consultants;

(d) ownership of primary care facilities;

(e)  co-payments (the CC calls this “co-insurance” i blargaining paper);
§j) cash bonuses and no-claims bonuses favouring ¢hefube NHS; and
(9) restricted network of hospitals.

4.14 The AIS incorrectly suggests that, unless a patiastpurchased an insurance
product that specifies a substantially restrictegtwork of hospitals, insurers have
little influence on the choice of consultant or picesl.*® The AIS does not recognise
or consider the importance of the fact that agregsnbetween healthcare providers
and PMlIs are enabling contracts only: they provigeguarantee of volumes and
thereby leave considerable scope for PMIs to giagents away from any recognised
hospital. Even where a patient's PMI product doe$ specify a substantially
restricted network, PMIs exercise significant iefhce over patients’ choice of
consultant or hospital through directing patieths, use of specialist networks, cash
incentives and other steering mechanisms. GuiddmtePMIs provide to patients
can t?lke many forms and Spire expects steeringdw durther over the next few
years.

(a) PMIs may guide patients toward alternative provddsuch as home-based
healthcare services, or indeed the local NHS afpthet of patients seeking
pre-authorisation.

(b) PMIs have also effectively guided patients to akéive providers by
providing consultants with incentives and threatgniconsultants with
penalties in order to influence their referral pats. 3<*

(c) PMils routinely suggest patients use consultantssetiees will not give rise
to financial shortfalls. The PMI approach to fesswwred consultants creates
uncertainty for patients who may lack informatiomoat the proportion of
their costs that will be covered if they use a fegrassured consultant. This
uncertainty is likely to induce patient switching.

(d)  As outlined in paragraph 3.5(b)(i), above, someiiass have established their
own outpatient facilities (for example, the Bupa dduloskeletal Centre).
Once an insurer successfully guides a customemé& o these centres, the

40 AIS, paragraph 15.

*1 See the hospital case studies attached at Appkridr examples of the effect of PMI steering.

2. Provided in response to first day letter.
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centres provide the insurer with control over otigm treatment pathways
and over onward referral patterns.

(e) Several insurers now seek to engage with the cues®at the earliest possible
stage in order to maximise their influence and staplved in cases, which
allows them to influence patient choice at multiptents along the pathway.

4.15 The AIS understates the importance of open referrahe market Open
referral is a growing trend in the market and igdly significant in the development
of the industry. Several insurers either haveothiiced open referral products or are
planning to introduce such products. The effeadén referral is a factor that Spire
considers in its negotiations with insurers.

(a) Bupa’s open referral plan requires that patientselierred for treatment by a
GP without a designated consultant or hospital.e phtient then contacts
Bupa who will offer the patient a choice of two ttree consultants — this
approach allows Bupa to direct its customers totiqudar facilities or
consultants, and thus away from any particular jeheys or hospital that the
PMI wishes to disadvantad®. In 2012, Bupa promoted an open referral
product to all corporate customers when they redetveir insurance plans.

(b) AXA PPP has offered an open-referral-style prodirete May 2010 whereby
it would direct patients to a specific hospitaln @®ctober 2012, AXA PPP
introduced a new product, the Healthcare Pathwayyhich AXA PPP also
directs patients to specific consultants. AXA PBfers its Healthcare
Pathway product to corporate customers that atarigdo reduce their costs.

() Aviva44has indicated that it plans to introduce grem referral product in
2013.

4.16 While open referral plays a significant and grownode in the industry, it is
worth noting that it is not an approach that hasnbembraced by all PMIs. Some
PMls, such as Cigna, have expressed concern alpeut referral models:It'is not
appropriate for us to give an opinion on the qualdf the clinicians our members
choose to useand “We strongly believe that patient choice is at tbenerstone of
what differentiates the private medical experiefroen using the NHS. By restricting
access to selected hospitals and/or consultants erode the value of the private
patient experience®

4.17 PMiIs can effectively steer patients between coastdt and facilities by
recognising, and diverting patients to, only fesu@ed consultants. Where PMIs will
only reimburse a patient for the cost of beingteday a fee-assured consultant, and
ban the use of top-up fees, the PMIs can effegtieeintrol which consultants a
patient can see. The requirement for a patieseéoa fee-assured consultant can also

43 X

*  See: http://www.hi-mag.com/health-insurance/pobduea/pmi/article411542.ece

%5 Quote from Kirsty Jagielko, head of product mamagnt at Cigna UK HealthCare Benefits.

Available online at: http://www.hi-mag.com/healtisurance/product-area/pmi/article411542.ece
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result in the patient switching away from theirsfichoice facility in order to access
the PMI’s choice of consultant.

4.18 The AIS has not considered the manner in whichagoagnts may be used to
direct patients. The use of co-payments is another mechanism fecting patients,
although it is a less distortive mechanism becidtuséows patients to choose whether
to pay an additional fee to access their prefec@ubultant or facility. The CC has
suggested that the link between price for privabtspital services and consultant
services and demand is wéakThis suggestion does not accord with the avalabl
evidence, including the CC’s own survey results tneduse of cash benefits by PMis
to direct patients to the NHS (discussed furthdovee Spire recognises that insured
patients may not always take the cost of treatrmataccount, but, as noted by the
CC in paragraph 19, insured patients may take agtmpunt possible consequential
changes to their insurance costs, for example dtieet loss of no-claims bonuses and
may also take into account co-payments.

(a) The CC'’s patient survey indicates that cost doag @lrole in decision making
by PMI patients. According to the survey repoA%2of respondents listed
“whether your PMI would cover their fees” as onetb& most important
reasons for choosing a consulfdnnd 32% of respondents (40% of
respondents with PMI) listed “whether PMI would eotheir cost” as one of
the most important reasons for choosing a privatpital’® suggesting that
price does have relevance for PMI patients.

(b) In addition, 37% of patients with PMI coverage where surveyed by the CC
indicated that they paid for their treatment inl forl in part by themselveS.
The average cost of treatment for these patientssf827° As such, PMI
patients do face some notable costs in associattim accessing private
healthcare, which appear to be relevant to patieoices.

4.19 Many PMIs offer their members payments, potentiathyyth several thousand
pounds, to access treatment on the NHS rather thaim private scheme When
patients accept these incentives they are diventey from private hospitals, and the
private hospitals lose revenues. Private hospitalst compete to ensure that their
proposition is sufficiently strong that patientdlwhoose private treatment even at the
cost of losing the promised incentive payment.

4.20 The AIS hypothesises that PMIs might be constrainegtheir ability to steer
as a result of limited choice of alternative hamlgit Spire rejects this view
fundamentally. The CC has substantially underdtalee degree to which Spire

4 AIS, Paragraph 15.

47 Patient survey at p. 32.

8 Patient survey at pp. 42 and 43.

49 Patient survey at p. 54.

0 Patient survey at p. 57.
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hospitals face competition3<>’. 3<% < The analysis must also recognise that,
where Spire has invested to develop a very googitadgwhich is attractive to
patients) or where local demand might only suppog hospital, the position of the
hospital in question is evidence of an efficientrked outcome, not ineffective
competition.

PMIs can weaken PHPs’ outside options by single-tenders / partial delisting of
certain services

4.21 PMils, including AXA PPP and Bupa, have used tentiereemove certain
services or facilities from the scope of their caots with PHPs 3<.

4.22 Delisting or partial delisting can harm substantiah PHP’s ability to retain
patients as well as its reputationThe AIS recognise¥ that delisting or partial
delisting could lead consultants to switch hospitadrder to maintain recognition and
the ability to see patients<.

4.23 Losing recognition (even if partially) is likely tead to a natural reallocation
of volume, as consultants are given the incentiveetocate their business to a rival
hospital. Since patients are mostly referred tmsaotiants rather than private
facilities, the flow of volumes will move with theonsultant without causing

significant reputational or redirection costs foe PMI. In contrast, this comes with a
significant reputational cost for Spire, as pasemay associate the removal of
recognition with low quality standards at the fégil

The AIS fails to consider the effect of PMIs’ paitf purchasing patterns

4.24 The CC recognises the role of portfolio purchasmgs Merger Assessment
Guidelines “[w]here customers have no choice but to take a lseipp products, they

may nonetheless be able to constrain prices by smgocosts on the supplier. For
example, customers may be able to refuse to bugr @ifoducts produced by the
supplier...”>* This effect is important to competitive dynamicgprivate healthcare,
but has not been considered in the AIS.

4.25 As set out with respect to Theory of Harm 1, thgomiy of Spire’s revenues
are generated through outpatient and day-caseguoeg and through less acute care.
Even if the CC were to conclude that there waspars¢e market for inpatient or
higher acuity care, and that there were fewer jiergi in that market, the PMIs would
retain significant power in their negotiations wipire due to their portfolio
purchasing patterris<.

®L  As discussed at paragraph 3.16(a), the CC’srpasiarvey results suggest that self-pay patients

travel on average 44 minutes and PMI patients ftraweaverage 29 minutes to a hospital. The
survey also found that patients would be willingttavel considerably further to access a better
hospital (Patient Survey, p. 49).

52 <.

> Bargaining Annex, para 50.

> Competition Commission and Office of Fair TradidMerger Assessment Guideling@eptember

2010), paragraph 5.9.3.
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(@) Even if a PMI had to recognise a Spire hospital dertain higher acuity
treatments, which is not the case, that PMI coetdliate against any attempt
by Spire to increase prices for those treatmentsreédglirecting patients
requiring lower acuity treatments (which would regent the majority of its
purchases) to alternative facilities.

(b) In addition, the PMI could retaliate by switchinigose inpatient treatments
that can be provided at other local hospitals te¢hcompetitors.

() As the AIS acknowledges, Spire faces high fixedsasd relies on the high
volume of patients from individual PMIs. This eaice adds to the risk faced
by Spire if a PMI switched its outpatient and/oy dase patients to competing
facilities.

(d) In this context, it should also be noted tiist and a3<. In Spire’s
experience, PMIs generally focus on the overalleeid change in price as
opposed to the change for a specific in-patientgxtare.

(e) Finally, PMIs always have the ability to retaliagainst activities by a PHP at
one hospital by redirecting their customers awaynfranother of that PHP’s
hospitals.

PMIs engage in strategic treatment of new facsiead procedures

4.26 While the evidence set out above indicates thetaobal buyer power of
PMis in relation toexisting hospitals and procedures, Spire highlights that AlS
overlooks methods the PMIs can implement to wealttampts by PHPs to improve
and invest in their facilities, by:

(a) refusing to recognise new facilities or services] a
(b) including carve-outs from policies to limit claimsade.

4.27 PMiIs have threatened not to recognise new faglitteeveloped by Spire
unless they receive significant discouis.

4.28 K.
The strength of PHP bargaining levers has been ogtated

4.29 The AIS over-states the significance of the thodairice increases by PHPs in
negotiations with PMIs. The AIS suggests thagnfinsurer removes a hospital from
its network, many patients may continue to usang if the hospital operator then
increases prices at that hospital, this can prarg gostly for an insurer. The CC
further states that:The documents we reviewed suggested that this ftes a
pressing concern for insurers and the threat ofgmificant price rise (which can be
in excess of 30 per cent) was a common approatikegtiby hospital operators in
negotiations when responding to a threat of delgti In Spire’s experience these
statements do not accurately reflect the negogatiygnamics between PMIs and
PHPs.
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(@)
(b)
(€)
(d)
(e)

4.30 More generally, where a PHP and a PMI fail to reanhagreement, a PHP
faces several risks. First, if the PMI continuesllow its patients to be treated at the
PHP’s facilities, the PMI may reimburse the PHPhatprior year’s rate, which would
not reflect inflation, resulting in an effectiveigr decrease in real terms. Second, the
PMI may guide its patients to alternative facibtier even delist some or all of the
PHP’s hospitals or services (as happened in theutisbetween Bupa and BMI),
depriving the PHP of a substantial proportion o revenues and potentially
undermining the financial viability of its hosp#al Third, if a PMI delays signing a
contract, a PHP faces substantial uncertainty dagguts future revenues, which may
lead the PHP to increase its working capital badeartd delay investment decisions.

AR

4.31 Not only has the threat of price increases beenstated, but the AIS does not
consider the ways in which PMIs have been ablenfiose price decreases on PRPs.
PMIs may introduce restricted networks and effedyithreaten to delist facilities
unless they receive a substantial discount.

432 X.
The AIS gives insufficient weight to the evidenceRMI bargaining power

4.33 The AIS does not reflect the substantial body adewce the CC has received
regarding the exercise of market power by PMis.addition to the evidence set out
above, Spire submitted further substantial evideincéts response to the Issues
Statement and response to the Market Questionnaiteh has not been repeated
here and which does not appear to have been coedide the AIS assessment of
bargaining power. In this respect, Spire wouldwdrdee CC’s attention to the

following points.

4.34 First, the AIS has not properly reviewed the evaean pricing in the private

healthcare marketplace. We understand that thasQ@hdertaking more detailed
work on the price differences that arise from d#éfg private hospital operator/PMI

pairings and the factors that affect these. Ineutading this analysis, the CC will

need to take into account the different focuses lzaskets of purchases of different
PMIs and how these may affect their negotiatingtegiies. In particular, Spire notes
the following:

> For example, Bupa imposes effective price deesehy unilaterally moving treatments from an

inpatient to day-case reimbursement level, as ratt@dragraph 3.5(e) above.
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(@) x<.*
b) <5

4.35 Second, the AIS does not give due weight to theathof delisting and the
reputation gained by Bupa following the recent Blélisting episode. Specifically,
as noted above, the most prominent recent exanipde RMI taking an aggressive
stance in order to secure better terms in a negwtivith a PHP is the Bupa delisting
of several dozen BMI hospitals in 2011. This eweonfirmed to other suppliers that
Bupa is willing to carry out delistings, in turnrdoming the credibility of the threat
in negotiations with other PHPs. This was alsoamisolated incident3<.

4.36 Third, as noted above, PMIs are sophisticated seas and can use their
knowledge to impact on the sharing rule in thewofar. For example, Bupa specifies
the treatment environment in its episode coding.(8ome procedures that could be
performed in either an inpatient or a daycase enwient are coded as day case
procedures for reimbursement purposes — which im timplies a lower
reimbursement level).

4.37 Fourth, the CC has also received and publishedtanied evidence from

consultants and third parties. The evidence ctarstisl and third parties have
provided to the CC on the effect of PMI steeringha market is set out in detail in
Appendix M.

Failure to consider the interaction between pricadquality

4.38 While the AIS bargaining annex includes extensigewkssion of prices, it is
striking that there is little, if any, discussiohquality. The CC’s guidance on market
investigations acknowledges that prices and costsnat the sole indicators of
competition in a market and that other factors aaglkjuality, innovation and product
range can provide evidence about the functioninthefcompetitive proces&. This

IS unsurprising since, in many previous casesQ@ehas noted that value for money
logically entails an understanding of the pricelfgyaatio.

4.39 The absence of any quality discussion is a matemassion from the analysis,
especially in an industry which is far from commesid. Quality is a key
differentiator in private healthcafeand Spire has invested significant resources over

Spire’s coding for outpatient procedures was ghdrin 2010, resulting in a lack of consistency in
data across years. Only those outpatient pricgsatte comparable across the relevant period have
been included in Spire’s assessment of price iseeagainst inflation.

57 <.

8  Competition Commission,Guidelines for market investigations: Their rolerogedures,

assessment and remediéspril 2013), paragraph 127.

*  The CC’s patient survey indicates that qualityis important factor for patients in choosing a

private hospital with patients identifying the fmNing factors as affecting their decisions: comfort
and quality of accommodation (33%), quality of céegy. care by nurses) (29%), clinical expertise
of staff working there (22%), reputation (20%)natal outcomes (17%), medical facilities (14%)
and better aftercare in follow-up visits (13%).
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the past six years in improving the quality of card@s facilities across all treatments
and across a range of quality indicat@rs

4.40 Investments in better quality and new procedures carintessentially pro-
competitive yet hard to “measure” when comparingegichanges over time. For
example, if such investments increase the ovemllier of the PMI basket and/or
make PMIs willing to pay more for certain servicdsgs need not reflect a harmful
outcome for patients. Over time, the number ofcpdures available at Spire
hospitals has increased. Further, the qualityrotipion of existing treatments has
increased. These are reflected in the followindicators: unplanned returns to
theatre, infections, mortality, and feedback froatignts and consultants.

441 As noted above, this significant investment has been reflected in
significant real price increases to either insuoedself-funding patients. As such,
patients (or their PMIS) are paying effectively game price for a better service. Put
another way, real prices have fallen in qualitysatid terms.

4.42 Patients have an interest in both the cost andityuaf the treatment they
receive. It is important the AIS analysis not dwek the fact that PMIs have an
independent interest in the cost of treatment aay piace less emphasis on quality
than patients would.

Summary

4.43 In short, the one-sided consideration of bargairbetyveen PMIs and PHPs
provides an unbalanced and incorrect assessmetiteomarket. The analysis is
unsustainable because it overlooks many key dyrsamithe market.

5. THEORY OF HARM 4: BUYER POWER OF INSURERS IN RESPECT OF
INDIVIDUAL CONSULTANTS

5.1 In the context of consultant fees, the CC has nttatl‘it is not evident to us
that patients are disadvantaged by top-up feekaf tknow about them in advance
and if this would allow them to choose the consitlthey prefer. Allowing such fees
might provide greater patient choite.

5.2  Spire concurs with the CC’s view, particularly whee alternative and indeed

the current position is that PMIs can (and do) d@ayients access to certain
consultants or facilities. In Spire’s view, thevate healthcare market works best
when patients are free to choose their own conssltand facilities, and where

consultants and facilities are free to competerwe@nd quality. Top-up fees allow

a patient to make decisions based on both the andeguality of the available care: if

a patient’s PMI plan does not fully cover a paraciset of fees, the patient can decide
whether the quality of the service warrants an tamtil payment. This applies to

both consultants and facilities: a patient may wlpay a top-up fee, for instance, to
access a more experienced consultant, to accessspitdt with better clinical

80 See, for example, the hospital case studies pergtix K. 3<.

61 <.
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outcomes, or to stay in a hospital with more luaus hotel facilities The prohibition
of top-up fees unnecessarily fetters patient ch@od access to individual and
institutional services

6. THEORY OF HARM 5: BARRIERS TO ENTRY

6.1 While the AIS may be correct in identifying certafactors that could
potentially restrict entry, as explained during tlesues Hearing, there are no
insurmountable barriers to entry in the UK. Thisw is supported by the significant
evidence of recent entry and expansion. The Al8csrrect in suggesting that small
scale entry is unlikely to be efficient. There lbaen significant recent entry by small
scale operators, supported by the ongoing shifatdwnore day-case and outpatient
procedures.

Barriers to entry into privately-funded healthcareesulting from bargaining
between insurers and hospital chains

6.2  The AIS incorrectly suggests that bargaining pagdretween PHPs and PMIs
may lead to hospital operators placing pressurePbiis to recognise all of their
facilities, and not to recognise the hospitals@frentrants.

(a) First, the AIS does not recognise the fact thaeagpents between healthcare
providers and PMIs are enabling contracts onlyy flx®vide no guarantee of
volumes.

(b) Second, the CC has misunderstood the bargainingnaigs that have resulted
in restricted networks and related discounts. ®ists tied to restricted
networks have been introduced by PMIs, not by Spithlls threaten to delist
facilities unless they receive a substantial distoand promise that, in
exchange for the discount, a PHP will have preteaecess to that PMI's
patient flows at those specific facilities. Thesgibility that a discount may be
removed, if a preferred access provision is rempwkikes not reflect an
attempt by a hospital operator to prevent recogmiof a new entrant, rather, it
reflects a response to a change in the terms tlea¢ wegotiated for that
specific local area. As noted above, Spire besidhat the private healthcare
market works best if patients are free to chooswdxn healthcare facilities
and, as such, Spire does not believe that restriotéwvorks are beneficial for
the market.

() For example, AXA PPP solicited bids from hospitpémators to lower
their prices in particular areas in exchange fonesdorm of preferred
recognition (this promised benefit of course alsflects the converse
threat: that hospitals that are unsuccessful inbilding process will
be de-recognised). In theory, the restrictionsasgal by AXA PPP
will lead a greater number of local AXA PPP patend use the
recognised hospitals, and the prices by hospitaisih a place in the
restricted network offered reflect something akiratvolume discount.
If AXA PPP recognises an excluded local hospitiad, liow of AXA
PPP patients to the previously recognised hospibaild be expected
to decrease, and the discount provided in that acedd then be
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removed: this is inherent in the way that AXA PP&s tset up its
restricted networks$<.%? <.

Barriers to entry into privately-funded healthcareservices resulting from the
relationships between hospital operators, consutaand GPs

6.3 As Spire has stated in its prior submissions andnguhe Issues Hearing,
Spire does not believe that it is appropriate fosdital operators or insurers to offer
GPs incentives in return for referring patientstparticular private hospital operator
or alternative healthcare provider. Spire agreél the view expressed in the AIS
that such incentives are inappropriate.

6.4  Spire competes with other hospitals for consultantshe basis of its facilities
and clinical governance and is confident in itdigbio compete on this basis. If the
CC were minded to restrict, or even prohibit, cdiasu arrangements, Spire would
not have any commercial difficulty competing in suen environment. An outright
prohibition of consultant incentives, however, nieyve unintended consequences in
terms of the level of clinical services being off@éto patients. For example:

(@) it could result in the removal of support for neansultants entering private
practice, such as free or discounted consultingnsoor medical secretarial
support. The removal of such support may mean tti@tcosts of entering
private practice are prohibitive; and

(b) it could result in a ban on co-investment by cotasu$ in facilities and
services, which may mean that certain new senacesot introduced to the
market.

6.5 That said in assessing the effect of arrangemeetsvden PHPs and
consultants, the AIS does not include any competitinalysis or evidence that would
support an assessment of the potential effectsesktarrangements on competition or
entry. The material Spire has seen to date fr@a@ includes no context as to the
proportion of consultants who may have entered gutoh arrangements. If only a
minority of consultants in a particular specialty an area have entered into an
arrangement with a PHP, there is no evidence thatwould prevent (or indeed has
prevented) entry by another PHP.

Other barriers to entry into the provision of prit@ly-funded healthcare services

6.6 The CC’s finding that neither capital requirement®r planning issues
constitute a significant barrier corresponds withr&s evidence that there are no
insurmountable barriers to entry. The attacheck tadies of local areas set out
many examples of recent entry, including:

(@ X,
(b) X
62 X
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() ¢<;and
(d) <.

6.7 The CC has suggested that the combination of ecsowh scale with limited
market size may restrict entry by firms wishingetater or expand in the inpatient
segment of the healthcare marketEvidence in the private healthcare market shows
that this is not the case and these factors waatldesult in market power for PHPs.

€) Even in local areas with a limited population wikMI coverage, entry is a
real possibility. There are several ways in whsakh entry could occur. For
example, the local NHS could develop a privategpaitoffering, at relatively
low cost, given its existing infrastructurgl. Another possibility is that a
new entrant could open a day-case or outpatienlityacand expand into
inpatient as, again, has happened or is expectad. ton addition, an existing
provider may decide to widen its catchment areae$tgblishing a satellite
facility in the area in an attempt to draw patietdsa facility located at a
somewhat greater distance.

(b) If a local market is too small to support more tloenr@ hospital (which Spire
does not believe would be the case), a single lsd¢al will not create
significant market power because there must beffin@nt demand in that
local area to make it critically important to thlB.

() If a local area is large enough to support multilelities, then that area is
contestable and an exercise of market power bycal loperator would be
expected to create enhanced opportunities for er®MIs have the ability to
sponsor entry in this way even if, in practice, ytheave sought to act
strategically and opportunistically to exploit theportance of securing
network recognition as explained in the discussadnTheory of Harm 3
above.

Barriers to entry into the provision of consultasservices in private practice

6.8 The CC has saidWe think the conduct of PMlIs, particularly the largnes,

in respect of new hospital recognition may impedeye However, we note that
strategies are available to private hospital operatwhich may mitigate the effects of
non-recognition, albeit at a possibly high or ardplya unsustainable cosf* Spire
shares the CC’s concern that the conduct of PMisespect of new consultant
recognition may impede entry and thinks it is inmpat that the CC consider this
issue since it may, in the long term, limit patiehbice.

1. THEORY OF HARM 6: LIMITED INFORMATION AVAILABILITY

7.1  Spire believes that the private healthcare marketksvbest when patients
have the freedom and information required to méled town choices. Spire expects

8 AIS, Appendix C paragraph 18.

8 AIS, paragraph 139(b).
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that patients will use the information available tleem, in combination with
consultations with their GP or other advisors, @kendecisions about their treatment.
The information gathered in the CC’s survey sugg#sit this is, in fact, how patients
operate. The CC’s patient survey found that 47%pafients had looked up
information on line before deciding on a privatenswitant or hospital and 76% of
patients spoke to someone before making their idec(enost commonly their GP,
friends/family, or the private consultant they winesated by,

7.2 Spire already makes extensive information regarding quality of its
facilities available on its website. Spire is alsarticipating in the PHIN project,
which will make comparable data regarding the csti quality of treatment at
private facilities available to support patient ide@mn making. Information about
PHIN has been separately provided to the CC, s® Spes not repeat it here.

7.3  Spire is concerned however by statements in the vh&h imply certain
consequences of recognised information asymmetFes. example, the CC has
suggested thatliese asymmetries, combined with the industry’édieservice model,
[create] an inherent incentive for the provider tmke advantage of that asymmetry
and refer patients for unnecessary or more elalomitagnostic tests or forms of
treatment for reasons other than the patient’s lietstrest.®® Spire takes patient care
very seriously and has extensive clinical goverpasituctures in place to prevent
both overtreatment and undertreatment.

7.4  Although Spire understands, based on statememnts the CC at the Issues

hearing that these are not allegations against Spffe outlined below are several

reasons to believe that overtreatment and unnegedisgnostic tests are not an issue
in the UK private healthcare industry. The CC'egdtion is very serious and has
been made without reference to any apparent eveddrat over-treatment or over-

diagnosis is occurring in UK private healthcare.

(@) It is the consultant, not the provider, who refengatient for diagnostic tests or
treatment. With respect to diagnostic tests, large proportion of cases, a
consultant could have no financial interest in tisgting. For example, many
patients are diagnosed through the use of imagyuipment. The imaging
equipment is typically owned by a healthcare fagiland the imaging is
typically carried out by a radiologist (who wouldtrbe the patient’s primary
consultant). The CC is making a blanket and undednassumption that
consultants will have a financial interest in faithesting or treatment for their
patients. It is unfair and inappropriate to makehsan allegation in the
absence of evidence.

(b) The CC is making these assumptions in the faceo&pparent evidence that
over-treatment is a significant issue in privataltieare in the UK. As Spire
explained to the CC during the Issues Hearing,eSipars clinical governance
systems in place to protect against both over-wattkr-treatment. In a case

5 Patient survey at p. 63.

 AIS, paragraph 143.

7 Draft transcript, p.104, lines 8-9.
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where Spire found evidence of either over- or usideatment by a consultant
at one of its hospitals, it would not hesitate éfer that consultant to the
GMC. It appears that the PMIs have raised oveattnent as a concern with
the CC. Spire engages in regular discussions allithf the major PMIs in the
UK on a wide variety of topics relating to its busss and the PMIs have not
raised over-treatment as a concern. If over-treatnwvere an issue in Spire
hospitals, Spire would expect the PMIs to raisduiting these discussions. No
PMI has done so during the period in which Spire tvaned the hospitals.

7.5 As the CC has noted, there is a risk that publichded capitation models
such as the NHS in the UK face incentives to ‘uridesit’. The role of the NHS is to
maximise utility for the community using its limdteresources. Individuals choose
private care to maximise their personal utility aachieve the best outcomes. As
such, the level of treatment available in the NH&/mot be an appropriate point of
comparison for the level of treatment availablgtiivate facilities. There is, in fact,
significant objective evidence of under-treatmerntthie UK:

(a) assetoutinthe L.E.K. report attached at Apperdithe UK is significantly
behind other developed countries in the availgbitif diagnostic imaging
services and has significantly fewer MRI and CTtaupier capita than other
European countries; and

(b) UK radiotherapy capacity is 34% below the OECD agerand there is a
nationwide shortage of NHS radiotherapy units. ndeny as 13% of cancer
patients in the UK who could benefit from radiothigy are not receiving it.

7.6 The fact that certain diagnostic tests and treatsnemy be more widely
available and more frequently provided in privaeilities than in the NHS does not
therefore reflect over-provision in the privatetsec This is especially the case given
the under-provision of several significant healtlecservices in the NHS in the UK.
The AIS provides no basis for concluding that amyecdence in provision levels
reflects anything other than patients maximisingirtipersonal utility and accessing
important services that may, in fact, not be awdélan sufficient quantities in the
public sector.

8. CONCLUSION

8.1  The concerns set out by the CC in the AIS and PIMiHtenately relate to the
availability of choice for patients and the abilityevaluate and exercise those choices
effectively. These concerns could be readily askbd by focusing on three
characteristics of the private healthcare market:

(@) The operation of the PMI patient referral pathway: unnecessary “noise”
and influence must be removed to ensure that chsiewvailable to patients
and that patients can exercise that choice.

(b) Equal treatment for PMI and self-pay patients: PMI patients should, as far
as possible, be put in the same position as sglppfients in their ability to
exercise choice concerning quality and price dttrent, and to benefit from
the pricing and quality information that will beahable to them under PHIN.
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() The opportunity for patients to give fully informed financial consent:
patients (both PMI and self-pay) must have fulettem to choose their own
hospital and consultant, and have full and timedgeas to the information
they need to make fully informed financial decision

8.2  More specifically, Spire proposes that these carxeould be addressed in
the following ways:

(&  Onthe GP referral of patient to consultant andamspital:

() The provision of more information regarding qualéyd price by
consultants;

(i) The provision of more information regarding qualéyd price by
hospitals;

(i) The provision of clearer information from PMIs tatents about
policy entitlements; and

(iv) A bar on arrangements that could distort GP reffpatierns, including
incentives paid to GPs and outside ownership opiletices.

(b) On the consultant referral of patient to hospital:

() The provision of more information regarding qualéyd price by
hospitals; and

(i) A bar on arrangements that could risk distortingstdtant referral
patterns, such as volume and revenue incentivelsfudindisclosure of
all other consultant arrangements (see below).

(c) On the restrictions on PMI patient choice of fagihnd consultant imposed by
PMI networks (and also to allow both existing htelgi and new entrants to
compete for all patients):

() PMI patients to have the right (enshrined in thodicies) to seek
treatment for an insured procedure at the hospftéheir choice and
with the consultant of their choice;

(i) To the extent there is a shortfall between theepniggotiated by a PMI
with a hospital and/or the fee paid to the constiltay the PMI, PMI
patients to have the right in all cases to pay uppfees for both
hospital costs and consultant fees; and

(i) Each PMI to be under a duty to ensure that, whemuanicating with
their customers about their treatment options,dleustomers are fully
and fairly informed of the options available to rtheincluding their
right to go to any hospital and/or consultant.

(d) A standardised approach to ensuring fully inforniedhncial consent for
patients, including requiring the provision of:

LON25147599 140557-0021 Page 42



NON-CONFIDENTIAL VERSION

() Written disclosure of any consultant arrangements po treatment;

(i) Written disclosure of consultant and hospital otigpé fees before
consultation takes place (including an indicatidnthe costs of any
tests, scans etc that may be required at or fatigwhe consultation);
and

(i)  Written disclosure of consultant and hospital ingrat fees before
inpatient treatment takes place.
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