UNITED STATES OF AMERICA

FEDERAL TRADE COMMISSION

WASHINGTON, D.C. 20580

Bureau of Competition
Health Care Division

February 13, 2008

Robert E. Bloch

Mayer Brown LLP

1909 K St., N.W.
Washington, D.C. 20006

Re: Kaiser Foundation Health Plan, Inc., Advisory Opinion

Dear Mr. Bloch:

This letter responds to your request on behalf of Kaiser Foundation Health Plan, Inc. for an
advisory opinion on whether, under the Nonprofit Institutions Act (“NPIA”) exemption to the
Robinson-Patman Act, Kaiser may lawfully purchase discounted pharmaceuticals for use in
connection with a proposed program to provide health care services to persons covered under
health benefits plans offered by self-insured employers (the “proposed program”). While your
initial request appeared to seek a Commission opinion regarding the proposed program, you
subsequently clarified that you were seeking a staff opinion pursuant to Section 1.1 (b) of the
Commission’s Rules of Practice (16 C.F.R. § 1.1 (b))." For the reasons explained below, and
within the parameters and conditions set out below, it is our opinion that the NPIA exemption
would apply to pharmaceuticals purchased by Kaiser for use in connection with its proposed
program. We therefore would not recommend that the Commission challenge under the
Robinson-Patman Act the purchase or sale of discounted drugs for use in that program, if
implemented consistent with the discussion below.

l. The NPIA and the Robinson-Patman Act

The Robinson-Patman Act generally prohibits price discrimination in the purchase and sale of
certain commodities, where the effect of the price discrimination “may be substantially to lessen
competition or tend to create a monopoly in any line of commerce, or to injure, destroy, or
prevent competition with any person who either grants or knowingly receives the benefit of such
discrimination, or with customers of either of them.” The NPIA exempts from this prohibition
“purchases of their supplies for their own use by schools, colleges, universities, public libraries,
churches, hospitals, and charitable institutions not operated for profit.”® Under the NPIA,
eligible nonprofit entities therefore may purchase — and vendors may sell to them — supplies at
reduced prices for the nonprofit institutions’ “own use,” without running afoul of the Robinson-
Patman Act’s prohibitions.

!See Letter from Robert E. Bloch, Mayer, Brown, Rowe & Maw LLP [hereinafter “Mayer Brown”] to
David M. Narrow, FTC (September 1, 2006) at 1.

215 U.S.C. § 13.

%15 U.S.C. § 13c.
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“Unless otherwise noted, the factual description of Kaiser and its affiliates, and Kaiser’s current and
proposed programs, are based on the information submitted in support of its current request for an advisory opinion,
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°See id at 1390.

See
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1see Letter from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (May 30, 2007) at 3.

In this regard, you have assured us that “Kaiser will provide the same level of services and care to all
members of self-funded plans as it would be required to provide” under the relevant laws for HMOs operating in
California, Colorado, Georgia, Hawaii, Maryland, Virginia, Oregon, Washington, Ohio, and the District of
Columbia, the jurisdictions in which Kaiser currently operates its HMO program, and plans to offer the proposed
program. See E-mail from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (September 19, 2007); see
also E-mail from Robert E. Bloch, Mayer Brown, to Ellen Connelly, FTC (October 26, 2007). Kaiser expects that
nearly all self-funded employers will contract for the full range of services as required under each jurisdiction’s
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assure uniformity in program administration, Kaiser plans to employ the same contracting and administrative
structure in all locations where it implements the proposed program. See Letter from Robert E. Bloch, Mayer
Brown, to David M. Narrow, FTC (May 30, 2007) at 2-3.

YIn self-insured programs, the employer essentially acts as the insurance company regarding the risk of
variations in the total cost of covered services for the covered population of employees and dependents. Self-funded
health benefits programs generally are not subject to state HMO or insurance regulatory requirements, including
requirements as to scope of benefits or coverage that must be provided. Rather, they are subject to certain types of
regulatory oversight by the U.S. Department of Labor under ERISA, the federal Employee Retirement and Income
Security Act of 1974. See generally, 29 U.S.C. Chapter § 1001, et. seq. (2007).

See Letter from Robert E. Bloch, Mayer Brown, to Markus H. Meier, FTC (June 12, 2006) at 2;
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covered services to the covered self-insured enrollees. By this approach, Kaiser will approximate how it operates
with respect to the PMGs in annually setting capitation amounts for the PMGs’ treatment of its HMO members — an
amount that is a portion of Kaiser’s set premium that is prepaid by HMO members. Under the proposed program,
however, Kaiser will receive payment from the employers’ plans based on fee-for-service charges for the specific
services actually provided to enrollees under the plans. Therefore, there may be a difference between what Kaiser
actually takes in on a fee-for-service basis from employers, and the prepayment amounts paid by Kaiser to the PMGs
for those services. Kaiser states that any adjustments to reconcile the difference between those amounts will be
made in such a way as to assure that the financial adjustments do not affect the PMGs’ or their physicians’
incentives regarding the services to be provided to patients covered under the proposed program. In this regard,
Kaiser states that it will set aside payments from self-insured employers in a separate fund. From that fund, Kaiser
will be reimbursed for its administrative services under the program, as well as for the prepayments it makes to the
PMGs. Kaiser states that “ownership of . . . [any remaining] funds in the SF [self-funded] Account will be
apportioned appropriately between Health Plan [Kaiser] and Medical Group [PMG] according to a negotiated
methodology designed to fairly reflect the parties’ roles in relation to the professional and administrative
components of such services.” Disparities between receipts and the actual cost of providing care also will be used to
adjust the next year’s prepayment levels to the PMGs, either up or down. See E-mails from Robert E. Bloch, Mayer
Brown, to David M. Narrow, FTC (January 11, 2008 and January 18, 2008); Letter from Robert E. Bloch, Mayer
Brown, to David M. Narrow, FTC (May 30, 2007) at 13; see also E-mail from Robert E. Bloch, Mayer Brown, to
David M. Narrow, FTC (September 19, 2007).

233ee Letter from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (September 1, 2006) at 1.
KPIC has preferred and voting common stock. All of the preferred stock and 50% of the voting common stock is
held by Kaiser. The PMGs own the remaining 50% of KPIC’s common stock. KPIC is governed by a Board of
Directors, which consists of three Kaiser representatives and three representatives of the PMGs. KPIC’s President is
a Kaiser employee and, according to Kaiser, effectively it is Kaiser that runs KPIC on a day-to-day basis.

*The PMGs, which are holders only of KPIC common stock, are not entitled to receive any distributions of
earnings that KPIC might make. See Letter from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (May
30, 2007) at 2.

2gee Letter from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (September 1, 2006) at 2.

2850e Letter from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (May 30, 2007) at 2.
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at the NP1A-discounted prices it pays for the drugs, for any pharmaceuticals used in the treatment
of enrollees in the proposed program. The difference between what Kaiser pays for the NPIA-

¥See id. at 1-2.

28Abbott Laboratories v. Portland Retail Druggists Ass’n., Inc., 425 U.S. 1 (1976) (“Abbott Laboratories”).
21d. at 14.
¥5ee id. at 13 (quoted in De Modena, 743 F. 2d at 1392).

¥15ee De Modena, 743 F.2d 1388 (9" Cir. 1984).



Kaiser Foundation Health Plan Advisory Opinion
February 13, 2008
Page 8

that Kaiser’s purchases of pharmaceuticals for resale to its HMO members fell within the
exemption. The court first discussed the nonprofit status of Kaiser and HMOs generally, and
concluded that they were eligible entities within the language and intended scope of the NPIA
exemption.® Then, finding HMOs, like Kaiser, to have the extraordinarily broad institutional
function of providing a complete panoply of health care to their members, the court concluded
that “any sale of drugs by an HMO to one of its members falls within the basic function of the

%214, at 1391-92.

**|d. at 1393.
*1d.

*1d.

*see id.

37see Abbott Laboratories, 425 U.S. at 14.
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the NPIA’s statutory language, the court in De Modena concluded that nonprofit HMOs
generally, and Kaiser specifically, qualified as charitable, nonprofit institutions eligible to
purchase discounted pharmaceuticals under the NPIA.*® Based on the information that you have
provided, we have no reason to believe that Kaiser’s status as an eligible nonprofit institution
under the NPIA has changed since the De Modena decision.*

As we understand the proposed program, only Kaiser, the NPIA-eligible en

%3ee De Modena, 743 F.2d at 1391-92.

%9y ou have informed us that Kaiser continues to operate in substantially the same manner as described by
the courtin De Modena. See Letter from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (September 1,
2006) at 6.

*%See Letter from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (May 30, 2007) at 2.

*1Some self-insured employers may be nonprofit entities that themselves would be eligible entities under
the NPIA. We do not here address the question of whether, if savings from the purchase of NPIA-discounted drugs
were to accrue to an NP1A-eligible nonprofit employer offering a self-funded health benefits plan to its employees,
this would be permissible under the NPIA.

*2See De Modena, 743 F.2d at 1391. (“That the [Kaiser health plans] and Kaiser Hospital must fulfill their
need for certain medical services by contracting with doctors who seek a profit does not make the [health plans] and
Kaiser Hospitals themselves for-profit organizations.”).
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business function other than to facilitate Kaiser’s ability to provide certain comprehensive and
ongoing health care services. Likewise, any distribution of profits that KPIC might generate from
any of its activities would go solely to Kaiser for use in furthering its nonprofit institutional
mission.*

Furthermore, Kaiser will ensure that the financial benefit of its NPIA-discounted drug purchases
under the proposed program will not accrue to KPIC, the PMGs, their employed physicians, or to
the self-insured employers. It will do so, in part, by charging market-rates to employers for the
pharmaceuticals dispensed to enrollees in the proposed program. The benefit of the discounted
purchases will accrue only to Kaiser, lowering its overall operating expenses in providing health
care services to those receiving services under all of its programs. This aspect of the proposed
program’s operation is crucial to the applicability of the NPIA exemption to the program. Should
entities not eligible for the NPIA exemption participate in the purchase of the discounted
pharmaceuticals, or share in any financial benefit from the purchase of discounted drugs under the
NPIA exemption, the arrangement would not, in our opinion, qualify under the NPIA.**

B. Discounted Pharmaceuticals as Supplies for Kaiser’s “Own Use”

Next we must determine whether the purchase of NPIA-discounted pharmaceuticals by Kaiser for
its proposed program can properly be considered as being for its “own use,” as required by the
language of the statute. The starting point for analysis of the “own use” requirement is the
Supreme Court’s opinion in Abbott Laboratories, and the relevant inquiry under that precedent is
whether the drugs purchased under the exemption will be part of, or promote, Kaiser’s intended
institutional function.*®

As the Supreme Court in Abbott Laboratories emphasized, not all activities of an NPIA-eligible
institution will qualify as meeting this test, and supplies used for purposes not meeting the “own

*3see Letter from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (May 30, 2007) at 1-2.
*see discussion in § 111.B.3, below.

“SAbbott Laboratories, 425 U.S. at 14.

**1d. at 13.

“’De Modena, 743 F.2d at 1393.

B1d.
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4.

05ee E-mail from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (September 19, 2007).
Kaiser informs us that all jurisdictions in which it currently does business have mandated minimum benefit levels for
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exemption will not apply to drugs provided under that plan. To deal with those potentially “non-
conforming self-funded plans,” which Kaiser expects to be the exception, it will establish an

administrative mechanism by which it will be able to distinguish and keep account of the use and
provision of pharmaceuticals under the plan. Kaiser will notify suppliers of pharmaceuticals for

*2See E-mail from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (September 19, 2007).

**De Modena, 743 F.2d at 1393, and at n. 7.

**The court described Kaiser’s use of prepayment, in the form of monthly “dues” paid by Kaiser
“members” for access to Kaiser’s ongoing health care services, contrasting this practice with fee-for-service health
care, where consumers “pay a separate charge for each medical service or good provided by the doctor or hospital.”

De Modena, 743 F.2d at 1390.

5see Letter from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (September 1, 2006) at 3.
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HMO program customers, thereby obligating itself (and the employers) to provide services on an
ongoing basis for the term of the contract. Kaiser will prepay the PMGs that treat enrollees in the
proposed program, just as it does for the PMGs for treating members under Kaiser’s HMO
program.

Kaiser also will institute safeguards in its contracts with the PMGs regarding the proposed
program to ensure that there are no incentives for physicians to treat enrollees in the program
differently from members covered under Kaiser’s traditional HMO program.>® Although
providers of health care services will not be completely blinded to a patient’s benefit plan, self-
funded enrollees will be identified as Kaiser members, and Kaiser asserts that the providers of
services under the proposed program will have no financial incentive that might affect what
services to provide to the enrollees under their care, as normally could be the case where the

*see Letter from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (May 30, 2007) at 3; E-mail
from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (January 11, 2008); see also E-mail from Robert E.
Bloch, Mayer Brown, to David M. Narrow, FTC (September 19, 2007).

"See E-mails from Robert E. Bloch, Mayer Brown, to David M. Narrow, FTC (January 11, 2008 and
September 19, 2007). Though Kaiser will not bear financial risk for the proposed program, it will prepay the PMGs
for the estimated cost of providing the care to enrollees in the program for the contract term, just as it does under its
HMO plan. Kaiser has not finalized the details of the PMGs’ compensation structure but, as it does so, it will ensure
through provisions of the contracts between Kaiser and the PMGs that compensation to the PMGs operates in a way
that will avoid any incentives to the PMGs (or their individual physicians) to treat the patients under the self-funded
program differently than HMO patients.

*8De Modena, 743 F.2d at 1393.
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It is possible that the court in De Modena would disagree with our analysis, and conclude that the
prepayment component was integral to Kaiser’s basic institutional function as an HMO, or that absent the
prepayment (i.e., “insurance”) aspect of the program’s operation, it would be the self-insured employers, rather than
Kaiser, that were providing the comprehensive and ongoing services to enrollees under their self-insured plans.
Nevertheless, we believe that our interpretation of the scope of Kaiser’s basic institutional function to include
offering its same HMO package of services to self-insured employers through an alternative financing arrangement
necessitated by California’s regulatory structure is not inconsistent with the De Modena court’s decision, and also is
consistent with the court’s expansive characterization of Kaiser’s basic institutional function in interpreting and
applying the NPIA exemption to Kaiser’s operation. Moreover, because Kaiser will be selling the drugs obtained at
discount to enrollees in the proposed program at market and not discounted prices, application of the NPIA to this
arrangement appears less likely to result in the loss of sales by retail pharmacies that are potential alternative
suppliers of those prescription drugs to enrollees — the type of “secondary-line” harm to competition or competitors
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®’See De Modena, 743 F.2d at 1394, noting that the exact intent of Congress in enacting the NPIA
exemption is “less than crystal clear from a reading of the legislative history,” and quoting from Abbott Laboratories
(425 U.S. at 23 (Marshall, J., concurring): “[A]t least one Justice has concluded that the Act was passed because
‘Congress was primarily interested in directly aiding nonprofit institutions by lowering their operating expenses, but
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party, to rescind or revoke the opinion if implementation of the proposed program results in
substantial anticompetitive effects, if the program is used for improper purposes, if facts change
significantly, or if it would be in the public interest to do so.

Sincerely,

Markus H. Meier
Assistant Director



