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. INTRODUCTION

Market forces are leading to fundamental changes in the way health care is financed and
delivered. Hogspitals, physicians, and insurers have been aigning in a plethora of coalitions as
mergers, networks, joint ventures, and contracts have developed and dissolved with great rapidity.

In 1996 there were 997 health care mergers and acquisitions announced, an increase of 58
percent from 1995." These new coalitions include both horizontal associations (associations
among firmsin the same product market), and vertical associations (associations between firms
operating in different, but related product markets-- insurers and hospitals, insurers and
physicians, and physicians and hospitals).

The implications of this reorganization for health care competition, and thus, for costs,
quality, and innovation, are profound. The key question is to what extent are these changesin
health care markets efficiency and quality enhancing and to what extent do they facilitate
collusion, market power, and higher prices or lower quality. Increasing horizontal consolidation
and increasing vertical consolidation may be consistent with the goals of lower health care costs
and higher health care quality. The increasing collaboration and integration may aso be
consistent with strategic attempts by firms to achieve market power. By market power, we mean
the ability of afirm to increase its profit margins to the detriment of consumers welfare. This can
be achieved by increasing price, decreasing quality, or both.? If competition is lessened, isthere a
significant loss of social welfare, and if so, what is appropriate antitrust policy? Further, even if

there are no direct price and quality effects of consolidation, there may be reductions in social



welfare if such consolidations reduce the number of consumers choices or firms' incentives to
innovate.

The antitrust laws are written to promote and protect competition, not collaboration.
Thus, it is not surprising that the rapidly changing health care financing and delivery system
coupled with the push for increased cost control has raised significant antitrust issuesin health
care. Inthe 1990s we have witnessed the introduction of many proposed pieces of federal
legislation which would significantly change antitrust enforcement in health care.® The Clinton
health reform proposal contained both some limitations and an extension of antitrust
enforcement.* The Medicare reforms proposed in Congress in the Fall of 1995 contained
significant relaxations of antitrust for health care. The Department of Justice (DOJ) and the
Federa Trade Commission (FTC) have adopted new antitrust guidelines for health care three
times in the past 4 years.” Further, increasingly states are substituting state regulation for federal
antitrust enforcement for certain health care activities.

Antitrust has emerged as a crucial element of health policy. The potentia for market
forces to constrain health care costsis, in part, determined by the enforcement of the antitrust
laws that are designed to ensure that competition will lead to procompetitive rather than
anticompetitive behavior. The importance of antitrust enforcement policy in health care markets
has been underappreciated by many policy makers and the public, who continue to focus attention
on Medicare, Medicaid, and insurance markets. While policy in those areas continues to be of
critical importance, health care markets are being fundamentally transformed in ways that may

either be beneficial or inimical to the public interest.



The rapid transformation of the health care financing and delivery system raises at least
three major antitrust challenges and at least two antitrust issues that require specia attention. The
first, and most obvious antitrust challenge, is that the extensive horizontal consolidation is
creating concentration in previously unconcentrated markets. The consequence is that the
exercise of market power is becoming a legitimate concern in markets previously considered
extremely competitive. Second, as vertical relations between insurers and providers or hospitals
and physicians emerge as key elements of competition in health care markets, concerns about
such arrangements forecl osing competitors from the market, reducing competition, and increasing
the potential to exercise market power are emerging. Third, the increasing geographic expansion
of firms of physicians or hospitals, and insurers raises concerns that multimarket contact may
increase the probability of collusion.

In addition, the increasing prevalence of managed care, the increasing vertical relations
between insurers and health care providers, and the increasing product differentiation in the health
care financing market make product and geographic market definition, an essentia exercisein
antitrust cases, substantially more challenging than in the past. The proper definition of the
relevant market is a necessary predicate to assessment of whether the proposed merger,
acquisition, network, joint venture, etc. will have anticompetitive effects. If the product and
geographic markets are defined too broadly, then antitrust analyses will err on the side of allowing
too much consolidation.® If the product and geographic markets are defined too narrowly
(competitors are excluded), then antitrust analyses will err on the side of prohibiting

consolidations that are actually in the public interest.



Further, the traditional focus of antitrust analysis on higher prices as evidence of the
exercise of market power creates a large blindspot in health care antitrust enforcement. The focus
on price in antitrust analyses and the difficulties inherent in observing quality in health care
markets may result in health care antitrust enforcers failing to detect the exercise of market power
in health care markets and may encourage health care firms to exercise market power by lowering
quality (rather than by raising price).

In this paper we discuss these three antitrust challenges and attempt to illustrate the
importance of market definition in health care antitrust. We analyze the potential procompetitive
and anticompetitive impacts of increasing horizontal consolidation, increasing vertical
consolidation, and increasing multi-geographic market contacts, and then analyze current antitrust
enforcement policy in each of these area.

Both horizontal and vertical consolidation can enhance efficiency and improve quality of
care. However, federal and state antitrust enforcers should not simply sit by and watch health
care markets evolve, as others have suggested.” To the extent there are barriers to entry and
barriers to expansion in the relevant health care markets, horizontal and vertical consolidations
can have anticompetitive effects. Barriersto entry are costs that must be incurred by new entrants
that incumbent firms have not had to incur. If there are no barriers to entry and thus, entry of new
firmsinto the market is easy, then even a market with only one firm may be very competitive.

The reason is that the monopolist cannot exploit her market power for fear of inducing entry.

Alternatively, a market with many firms may not be very competitive if there are entry barriers. If



there are 4 or even 8 firmsin a market, those firms may find if feasible to collude and raise prices
(or lower quality) if they know that the entry of other firmsis extremely difficult.

Managed care seems to have raised the stakes in horizontal and vertical consolidations,
and thus there is an increasingly important role for antitrust enforcersto play. Under managed
care physicians and hospitals compete for managed care contracts, rather than for individual
patients. If aphysician or hospital cannot compete for managed care contracts unlessit is part of
a network, then the entry barriers in the markets for physician services and hospital services may
be significantly higher. This has important implications for determining the anticompetitive
impacts of horizontal and vertical consolidations in markets with high managed care penetration.

In what follows, section |1 coversissues associated with horizontal consolidation, section
[11 is concerned with issues of vertical consolidation, and section IV covers geographic expansion.
Section V contains a summary.

[1. INCREASING HORIZONTAL CONSOLIDATION

Horizontal associations include hospitals integrating or collaborating with other hospitals,
physicians integrating or collaborating with other physicians, and insurers integrating with other
insurers. Between 1994 and 1996 there were 2,153 hospitals, approximately 41 percent of the
5,200 hospitals in the United States, involved in 649 mergers/acquisitions.® Columbia/HCA, the
largest for-profit hospital chain, bought or entered into joint ventures for 41 hospitals with 8,708
bedsin 1995.° By 1995 just over athird of al practicing physicians were in group practices.™
There has also been tremendous growth in Independent Practice Associations (IPASs). As of

August 1996, there were approximately 4,000 IPAs with an average of 300 physicians each, up



from approximately 1,500 in 1990.* 1n 1991 very few physician management firms existed. As
of August 1996, at least 22 public and many private physician management firms were buying and
managing physician practices.” 1n 1996 Medpartners acquired Caremark International creating
the largest physician management firms with 7,400 affiliated physicians.*®

Further, insurers or managed care organizations (MCOs) are integrating with each other.
In 1975, there were over 120 independent Blue Cross or Blue Shield plans. By June of 1996,
there were only 63.* Aetna Health Plans acquired U.S. Healthcare in 1996 creating the third
largest HMO chain with 4.3 million HMO members and 2 million POS members.” PacifiCare
Health System acquired FHP International in 1997, creating a MCO with 3.9 million HMO
enrollees in 15 states, 430,000 PPO dligibles, 550,000 indemnity lives, and 5.28 million livesin
specialty managed care products.™

The Procompetitive Effects or Efficiency Gains

Multiple factors provide strong efficiency stimuli for horizontal consolidation. Declining
demand for inpatient hospital services, the shifting of risk from private and public insurers to
providers, greater price and quality sensitivity on the part of buyers, and selective contracting by
MCOs have contributed to the trend toward increasing horizontal consolidation.

--Excess Capacity

Many hospitals have found themselves with substantial excess capacity as inpatient

utilization and occupancy rates have falen. The number of inpatient days per year in community

hospitals declined from 218.3 million in year ending July 1990 to 185.8 million in year ending July



1996"". Community hospital occupancy rates declined from 64.5 in 1990 to 59.7 in 1995,
Closure, merger, and acquisition are al efficient responses to these changing market conditions.
--Risk Spreading

Changes in payment methodology by both public and private payers have resulted in
substantially more risk bearing by providers. Increasingly providers are bearing the risk related to
the frequency of insured patients medica problems and the costs of treating those patients
medical problems. The Medicare Prospective Payment System for hospitals and the spread of
capitation contracts, percentage of premium contracts, and fee-for-service with withholds
contracts have shifted risk from payers to providers. An efficient responseto anincreaseinrisk is
to increase size in order to spread risk™. Increasing the number of providersin the
group/network or the size of the insured population will reduce the variance in medical treatment
utilization and costs.
--Fixed Costs of Quality Assurance

At the same time, MCOs are facing increasingly price sensitive buyers who are demanding
information on quality and enrollee satisfaction. Purchasers new emphasis on utilization and
quality control, and increasing risk bearing by providers has provided incentives for hospitals,
physicians, and MCOs to begin or increase monitoring activities. Monitoring includes the
activities that are designed to reduce the costs of agency problems in health care markets.
Examples of monitoring activities include the development and imposition of treatment protocols
(critical pathways and practice guidelines), utilization management methods (preauthorization

requirements for certain tests or referrals or profiling of physicians' utilization patterns), and



activities that are designed to maintain or increase quality of care, such as quality assurance
programs. Since the implementation of monitoring systems involves fixed costs, larger firms can
spread these costs over more patients or enrollees and thereby realize lower per unit costs.
However, it is not clear how large the fixed costs of such systems are, hence it is not clear that a
firm must be large to achieve these efficiencies. For example, the most recent estimates for
HMOs suggest that all scale economies are achieved in the range of 50,000 to 100,000
enrollees,?! not particularly large for an HMO.
--Musical Chairs

The spread of selective contracting as enrollment in managed care plans has increased has
left providers concerned about their inclusion or exclusion from plans' provider networks. As
patients’ ability to freely choose their provider becomes curtailed, exclusion from a network
becomes increasingly threatening to providers. A great dea of what we observe happening
among providers can be understood as jockeying for position to make sure not to be the one “left
standing when the music stops.” Providers want to make sure they are included in a health
insurer’s panel of providers. This can be accomplished simply by being large?? by offering the
lowest cost services, or by offering a comprehensive array of services. Itisnot clear that such
responses are efficient, in that they may not necessarily result in arrangements that are cost
reducing or quality enhancing, but the motives described are not anticompetitive. What we are
observing among providers may aso be providers attempts to improve their bargaining positions
relative to insurers. This has the potential to be anticompetitive and is discussed in the next

section.



The Anticompetitive Concerns Associated with Horizontal Consolidation

The main anticompetitive concern associated with horizontal consolidation is the exercise
of market power to raise prices and/or lower quality. As firms decrease in number and increase
in size the possibility of the exercise of market power increases. A single firm may grow large
enough to possess substantial market power through market dominance. Alternatively, evenif no
single firm dominates a market, the number of firms may be small enough to allow for collusion
and the collective achievement of market power. The likelihood of the exercise of market power
depends critically on the existence of current or potential competitors and this depends, in part,
on the extent of barriers to entry and expansion.

--HMO Consolidation

How large istoo large for antitrust purposes? Interestingly, at the federal level neither the
FTC or the DOJ have challenged a merger of HMOs.?® Most recently, the FTC decided not to
challenge the merger of PacifiCare Health Systems and FHP International, despite estimates that
the merged firm would have a very high market share in the Medicare HMO market in Orange
and San Diego countiesin California (66% and 70-90%, respectively).?* Whether or not
allowing this HMO merger (or mergers of this sort) was good public policy depends on two
critical issues® First, is there a separate product market for HMOs? Does the relevant product
market for HMO consolidations include al insurers (HMOs, PPOs, POS plans, managed FFS
plans and traditional FFS plans) or is there a separate market for HMOs.?® Inclusion of PPOs and
other insurers in the relevant product market of the merging HMOs increases the probability that

the antitrust analysis will conclude that the HMO merger will not have anticompetitive effects.
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Second, are there barriersto entry? If there are entry barriers, then HM Os with market power
may be able to raise premiums or lower quality, and earn positive economic profits without
stimulating the entry of new firmsinto the market.

In genera, the relevant product market includes all firms that provide the same product as
the merging firms, all firms that provide close substitutes for that product, and al potential
competitors or firms that could provide that product or a close substitute with relative ease.
Economists use the concept of the cross price elasticity of demand to determine whether two
products are substitutes for one another. The cross price elasticity of demand is a measure of the
responsiveness of demand for one product to changes in the price of another product. If two
goods are substitutes, then the cross price elasticity of demand will be positive. For example,
butter and margarine or tea and coffee have positive cross price elasticities of demand.

The jury is still out on the issue of the relevant market for HMO consolidation because
thereislittle current empirical evidence on the cross price elasticities between HMOs and other
types of health plans.®” There is one study based on 1994 data from California that suggests that
individuals with managed care plans are more likely to switch within plan types (for example, one
HMO to another HMO) and not across plan types (for example, HMO to PPO).” However,
another study of Harvard University employees suggests substantial switching across plan types.?

The argument that HMOs and traditional FFS plans are in different markets is based on current
enrollment patterns and a prediction about future enrollments. Currently, the vast majority of

individuals covered by employer sponsored health insurance are enrolled in managed care plans.®
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Further, some have argued that traditional FFS insurance will disappear from the market due to a

death spiral of adverse selection.®

What are the potential sources of entry barriersin this market? The existence of large
sunk costs, costs that cannot be recovered upon exit from the market, in combination with
demand uncertainty may discourage entry. Potential entrants may be able to make a profit at
current prices, but fear that demand and prices may fall to the point where they would be making
negative profit. Examples of sunk costs include the costs of building a provider network, such as
the costs of identifying cost-effective and high quality providers or the costs of finding compatible
information systems for billing, utilization management, and quality assurance with providers.

Certain types of contractual arrangements between payers and providers, such as exclusive
deals and noncompete clauses, may lead to market foreclosure.® 1f an HMO has exclusive
contracts with alarge portion of the providers in the market, there may not be enough
independent providers remaining to alow efficient entry by another firm. Thisisonly likely to be
aproblem if the contracts are with a large share of the providersin the market and if the
exclusivity clauses are truly binding on providers. Thisislikely to be so if they have substantial
enforceable penalties for breach of contract and if they are of afairly long duration. Similarly,
integration between an HM O and provider firms can cause the same problems. Noncompete
clauses in contracts typically specify restrictions on contracting with riva firms for a specified
period in a specified geographic area during or after the termination of a contractual relation.
These can make entry for rival firms difficult for exactly the same reasons as exclusive contracts.

--Consolidation in the Market for Physician Services
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Similarly, the federal agencies have not yet challenged a merger of physician practices.
Physician practice mergers are most likely to be of concern in rural areas or small towns, or when
they involve providers of specialized services.

Instead the focus of federal antitrust enforcement has been on physician networks. The
issue of how large istoo large for antitrust purposes is established, in part, by the FTC/DOJ
Statements "safety zones' for physician networks. Nonexclusive networks that include 30
percent or fewer of the physicians in the same speciaty and exclusive networks that include 20
percent or fewer of the physiciansin the same specialty will not be challenged. Physician
networks that fall outside the safety zones and that meet the federa agencies stated criteriafor
legitimate integration, such as the network bears substantial financial risk (for example, capitation
contracts) or participates in extensive clinical integration (for example, programs to monitor,
evaluate, and change clinical practices by the network's physicians) will be reviewed under rule of
reason analysis. Thisrequires that the network demonstrate efficiencies or no ill effects on
competition.

Recent DOJ Business Review Letters provide guidance on alowable network size for
networks outside the safety zones and illustrate the importance of market definition and the
challenges of market definition under managed care. For example, 65 to 70 pediatricians
practicing in southern New Jersey proposed formation of a network to contract with managed
care plans. The pediatricians argued that the relevant product market included all primary care
and specialty care physicians who treat children and that the relevant geographic market included

the greater Delaware Valley or southern New Jersey, southeastern Pennsylvania, and northern
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Delaware. Under this market definition, the network would not possess market power and would
not have anticompetitive effects. The DOJ, however, argued in their Business Review Letter of
March 1, 1996 that family practitioners are not substitutes for pediatricians in the formation of
managed care physician networks and that the geographic market for basic pediatric servicesis
very local. Under the DOJs market definition, the network would have a market share of 50 to
77 percent, and thus the ability to exercise market power. The DOJ rejected the pediatricians
proposal to form a network.
--Hospital Consolidation

Most hospital mergers/acquisitions fall outside the FTC/DOJ safety zone™ and are

analyzed according to the DOJFTC 1992 Horizontal Merger Guideline.

In severa recent court cases judges have ruled in favor of the merging hospitals and
against the federal enforcement agencies. The judges decisions in these cases have given a green
light to hospital consolidation in markets with few competitors and thus, have serious, negative
implications for competition policy in hospital markets. For example, in June of 1994 the DOJ
challenged the merger of the only two general acute-care hospitals in Dubuqgue, lowa on the basis
that the merger would substantially lessen competition for acute-care hospital services. The judge
denied the DOJ's request for an injunction to block the merger on the grounds that the geographic
market is quite large and the merged hospital will compete with hospitals 70 to 100 miles away.*
The decision was based, in part, on the notion that managed care plans can induce persons to use
hospitals far outside of Dubuque through the use of financial incentives. However, thereislittle

empirical evidence that consumers are willing to travel long distances for many hospital services.
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over time. Specificaly, hefindsthat in later periods nonprofits do charge higher pricesin less
competitive markets. Melnick's study indicates that, while nonprofit hospitals may have behaved
differently from for-profit hospitals in the mid to late 1980s, by the early 1990s their behavior with
respect to the exercise of market power was not substantially different.
[11. INCREASING VERTICAL CONSOLIDATION

In addition to horizontal associations, the pace of vertical associations has increased. For
example, the number of physician practices owned or managed by hospital based systems
increased by 60 percent between 1994 and 1995, from 7,015 to 11,234.* However, it is unclear
whether the trend is toward vertical integration and exclusive vertical contracts or toward looser
vertical associations, sometimes called "virtual integration." Thereis evidence of both. For
example, Allina Health System which covers approximately one-fourth of Minnesota's residents
through its HMO and PPO is the result of a 1994 merger between a hospital chain and a health
plan. In 1995 Kaiser Permanente Health Plan in Dallas signed an exclusive, five year contract
with Columbia/HCA.* However, this year Medpartners agreed to buy Aetna U.S Healthcare's
physician practices and also signed a ten year, nonexclusive contract with Aetna U.S. Healthcare
to provide services to the insurer's HMO enrollees.® Further in 1996 other insurers, such as FHP
International Corp., Foundation Health Corp., PacifiCare Health Systems, and Physician Corp. of
America, sold their physician operations.*

Vertica relations between hospitals and physicians or between insurers and providers are
quite controversial. Current thinking is that vertical relations have the potential to enhance

efficiency, but aso to enhance firms market power in markets with significant barriers to entry.
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The antitrust policy implications are that vertical relations should be judged under the rule of
reason, in other words, the benefits, or efficiencies associated with the vertical relations should be
weighed against the costs, or anticompetitive impacts.*

The Procompetitive Effects or Efficiency Gains

The same factors that provide efficiency stimuli for horizontal consolidation also provide
efficiency stimuli for increasing "vertical relations’ or mergers, acquisitions, and tighter
contractual relations between physicians, hospitals, and insurers. For example, monitoring and
controlling health care utilization and quality may be done more efficiently in organizations where
physicians, hospitals, and insurers are vertically integrated or have long-term contracts, and thus,
share similar goals and aligned incentives. Independent firms may work at cross purposes. For
example, when an independent physician develops a practice style that results in lower quality care
to patients, the physician will consider the costs of lowering quality to his’her own reputation,
demand, and income, but may not consider the costs of lowering quality to the hospital's or
insurer's reputation, demand, and profits. Vertical integration or close contractual relations
provides the opportunity to align incentives across firms, and in this example the opportunity to
increase quality. Further, vertical relations between hospitals and physicians provide the
opportunity to increase quality by improving coordination of care or continuity of care.

Further, to the extent that monitoring activities are specific to the relationship between the
two firms (for example, a provider and ainsurer) and involve fixed investments to implement, it
may be very costly for a provider to undertake monitoring of utilization and quality to the

differing specifications of multiple insurers. Dealing with asingle insurer may provide the
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economies necessary to invest in monitoring systems. Another point is that such investments are
more likely to take place in the context of along term ongoing relationship, where the provider
has more assurance of recouping areturn on itsinvestment. Integration or close contractual ties
constitute such a relationship.
--Transactions cost savings

Merger or tight contractual arrangements between insurers and physicians, insurers and
hospitals, or hospitals and physicians may increase efficiency by lowering the costs of transacting
between the two markets. Transactions costs include the costs of negotiating, writing,
monitoring, and enforcing contracts. Transaction costs are especialy high when there is
uncertainty and thusit is costly to negotiate contracts with all possible contingencies, when there
are few aternative suppliers and thus there are opportunities for opportunist behavior, and when
extensive coordination among the firms at the different stages of production is required.*® All
three of these conditions are present in markets for health care. An insurer that is integrated with
a set of physicians or deals contractually with the same set of physicians on a repeated basis may
have significantly lower transactions costs than one who deals with a fluid set of physician
suppliers. Similarly, physicians may have significantly lower costs by transacting with asingle
insurer, as opposed to writing and maintaining contracts with multiple insurers on an individua
basis.

Anticompetitive Concerns Associated with Vertical Relations

There is no general consensus about whether vertical relations have anticompetitive

effects. Early court decisions were extremely restrictive in their treatment of vertical integration
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and restraints.*” The courts expressed concern that vertical relations led to market foreclosure
and consequently were harmful to competition. In the 1950s, 60s, and 70s, however, the
"Chicago School" thinking on vertical relations emerged and the antitrust pendulum swung to the
other extreme.”® Proponents of the Chicago School argued that vertical relations were
procompetitive rather than anticompetitive or at least, vertical associations were competitively
neutral.** The Chicago School view is based on economic models that made strong assumptions,
such as output is produced using inputs in fixed proportions™, that there is perfect competition in
the input market, and that there is monopoly in the output market. These assumptions do not
hold in most markets and certainly do not hold in health care markets.

More recently, the "Post-Chicago School" approach to vertical relations has emerged and
the antitrust pendulum is swinging more toward the middle.** Proponents of the Post-Chicago
School argue that vertical relations can enhance efficiency, but also allow that vertical relations
can be anticompetitive under certain conditions.> The anticompetitive impacts of vertical
relations come from 1) the potential for avertically related firm to raise rivals costs and/or
foreclose rivals access to a necessary market and 2) the potential for vertical relations to confer
market power by facilitating horizontal coordination or collusion.

--Raising Rivals Costs and Foreclosure

As mentioned in the discussion of HMO mergers, vertical relations between hospitals (or
physician groups/networks) and insurers may raise the costs of rival insurers or raise the costs of
potentia entrants into the market, and thus increase the ability of the insurer with the vertical

relation to increase prices or lower quality. For example, if there are two insurance plansin a
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market and one hospital, then a merger between one of the insurers and the hospital has the
potentia to be anticompetitive. The merged insurer and hospital may choose not to sell hospital
services to the other insurance firm, thereby completely foreclosing its access to the hospital
services market and rendering it unable to compete.®® Alternatively, the merged insurer and
hospital may sell hospital servicesto therival insurer, but at a price higher than the internal cost to
the merged firm. This putsthe rival insurer at a competitive disadvantage, forcing it to sell at a
higher price, thus allowing the merged firm to sell insurance at a price above its cost, but still
remain competitive. It isthis sort of foreclosure, or “raising rivals costs’ that is of concernin
vertical relations.

That there are not alternative sellers of hospital services (or physician servicesin the case
of vertical relations between insurers and physicians) is critical to thisanalysis. In arecent case,
Blue Cross/Blue Shield of Wisconsin charged that Marshfield Clinic, a physician owned clinic that
was vertically integrated with its HM O, had excluded the BC/BS HMO from the health care
financing market by monopolizing the market for physician services.> On appeal the court ruled
that the facts of the case did not support this charge. Marshfield Clinic employed about 400
physicians and contracted with approximately 900 additional physicians through its HMO. These
contracts were not exclusive. The contracting physicians could contract to provide services for
other HMOs and could practice fee-for-service medicine. Thus, Judge Posner ruled that the
vertical relation between Marshfield Clinic and its HMO could not have foreclosed the BC/BS
HMO from the market for health care financing.®

--Facilitating Horizontal Coordination or Collusion

20



Vertical relations aso have the potential to confer monopoly power by facilitating
horizontal coordination or collusion.”” 1n 1995 and 1996 the DOJ brought three separate civil
enforcement actions against PHOs in Danbury, Connecticut, St. Joseph, Missouri, and Baton
Rouge, Louisiana. The DOJ argued that vertical relations between monopoly hospitals and a
large share of physicians in the market restrained competition in the physician services market,
and resulted in higher prices for physician services.

--Most Favored Nation Contract Clauses

Most-favored-nation (MFN) clauses, also called most-favored-customer clauses, are
vertical contractual agreementsin which the seller (for example, ahospital or physician
group/network) agrees not to charge the buyer (for example, an insurer) more than the lowest
priceit charges any other buyer. If the seller offers another buyer alower price, then the seller
must offer the same lower price to the buyer with the MFN clause.

MFN clauses may have procompetitive and/or anticompetitive impacts in health care
markets. The main potential procompetitive effect is that MFN clauses may allow insurers or
other buyers of health care servicesto lower their costs, and therefore to increase output and/or
lower insurance prices. MFN clauses may impair horizontal competition in at |east two ways.
First, MFN clauses may facilitate tacit coordination among health care providers.® MFN clauses
may decrease competition among health care providers by reducing providers incentives to offer
lower pricesto insurers. Since any discount the provider grants to one insurer would have to be
offered to the insurer with the MFN clause as well, MFN clauses make price reductions very

costly. Further, this may be away to signa a commitment to collusive pricing. If MFN clauses
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facilitate coordination among providers and discourage selective discounting, then MFN clauses
will lead to higher prices for health care services and/or lower quality health care services. The
limiting factor on this behavior is the ease of entry or expansion into the market. Again, if
potential competitors or existing rivals can enter or expand easily, then this anticompetitive impact
of MFN contracts will be limited.

Second, MFN clauses may increase rival insurers costs, deter entry into the insurance
market, and thus lead to higher prices for insurance and/or lower quality insurance. When an
insurer with alarge market share signs a contract including a MFN clause with a large hospital or
physician group, that insurer has effectively increased its own costs and the costs of rival insurers
and potentid rivalsin the insurance market. The MFN clause assures that the hospital or
physician group will not offer to provide services at lower feesto rival insurers or potential
entrants. Thus, alarge insurer getting most-favored-customer treatment may be able to charge
prices above the competitive level or lower quality below the competitive level.

There are very important, but very unsettled antitrust policy issues concerning MFN
clauses in health care contracts. Courts decisions effectively have established arule of per se
legality for MFN clauses,”® while the federal antitrust enforcement agencies have been challenging
MFEN clauses as anticompetitive and illegal. The DOJ has successfully challenged MFN clauses
used by dominant insurers, such as Delta Dental of Rhode Island, the largest dental care insurer in
Rhode Island,®® Delta Dental Plan of Arizona, and Oregon Dental Services.

V. INCREASING GEOGRAPHIC EXPANSION
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Health insurers, hospitals, and physicians have been expanding their operations into many
new geographic markets. Between 1993 and 1996 United Healthcare purchased large regional
HMOsin six markets®™ Another example, in 1996 Kaiser Foundation Health Plan acquired
Community Health Plan, and thus expanded into new geographic markets in Massachusetts,
Vermont, and New York. A similar trend can be observed in the markets for hospital and
physician services.

There are at least three potentia efficiency enhancing aspects of geographic expansion for
insurers. Firgt, this can be seen as aresponse to increased price sengitivity by large employers.
Large employers who have employees in multiple geographic areas may find it desirable to
contract with insurers who can cover employeesin al of their locations. This may reduce the
costs of contracting, and may give the employer more leverage over the insurer with regard to
both price and quality. Second, geographic expansion may allow greater risk diversification by an
insurer (or risk-bearing provider group), to the extent that population health risks in disparate
geographic areas are largely uncorrelated. Third, expanding into multiple geographic markets
may alow insurersto realize economies of scale.  For non-risk-bearing hospitals or physicians,
the advantages may simply be due to size, not due to geography in particular. As monitoring of
utilization and quality have become more important, and contracting has become more complex,
fixed monitoring and administrative costs have increased for providers. To the extent that
monitoring and administrative functions can be centralized and shared, the expansion across
geographic markets may be motivated in part by the quest to spread these increased overhead

costs over larger numbers of patients.

23



The anticompetitive concern is that competitors who interact repeatedly in multiple
markets may find it easier to collude. If rival firms operate in the same geographic markets,
competing vigoroudly in one geographic market has the disadvantage of potentially engendering
retaliation in all markets. This reduces the benefits of competition to the firm and hence makes
collusion easier to sustain.®? Thisis of substantial concern to the antitrust enforcement
authorities, although no cases involving this behavior have been brought in health care as of yet.
A potentia countervailing effect is that the number of competitors may increase as rivals expand
into additional geographic markets.

V. SUMMARY

Horizontal consolidation, vertical relations, and health care firms operating in multiple
geographic markets are all becoming the norm in health care markets. Economic theory suggests
that horizontal consolidation, vertical relations, and increasing multimarket contact in health care
markets may ssimultaneously enhance health care efficiency and facilitate collusion, market power,
and higher health care prices or lower hedlth care quality. Therefore, antitrust policy has emerged
as one of the most crucial elements of health policy. The potential for competition to constrain
health care costsis, in part, determined by the enforcement of the antitrust laws that are designed
to ensure that competition will lead to procompetitive rather than anticompetitive behavior.
Ignoring potentially anticompetitive combinations or activities may lead to reification of structures
in this industry which would be very difficult to rectify in the future.®®* Federal and state antitrust

enforcers must play an active role in health care markets.
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