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MR. HYMAN: Good norning. Thank you all for

com ng to our

Heal th Care and Conpetition Law and Policy

Wor kshop. My name is David Hyman and |'m a speci al
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parties. | want to thank David Hyman in the Ofice of

t he General Counsel, who with Bill Kovacic, Susan
DeSanti, Angela W/ son, and Sarah Matthi as organi zed the
wor kshop. They have put together two days of

proceedi ngs, featuring five panels and nore than a dozen
experts. W appreciate the willingness of those
participating to share with us their perspectives.

The FTC has a long history in applying
conpetition policy to health care. In the m d-1970s,

t he Bureau of Conpetition formed a group to investigate
potential antitrust violations involving health care.
As an Assistant to the Director of the FTC s Policy

O fice, I was proud to help launch this effort.

A series of inportant cases followed, as the
Comm ssion identified and addressed anticonpetitive
conduct by every conceivable entity involved in health
care. The Bureau of Consunmer Protection has also had an
inportant role in health care, challenging the deceptive
advertising of a variety of health-related products and
servi ces.

The Bureau of Econom cs assists the other
bureaus in pursuing these enforcenent initiatives. It
has al so published several inportant papers on health
care and conpetition. The Bureau of Econom cs sponsored

a major conference on the role of conpetition in health
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care in 1977, which resulted in a well-known book,
Conpetition in the Health Care Sector: Past, Present,
and Future.

We are pleased today to have the person who
organi zed that conference and edited the book, Warren
Greenberg, on our first panel this afternoon. At the
time of that conference, Warren was a staff econom st
at the FTC. He is now a professor at George Washi ngton
Uni versity.

More recently, the Conm ssion has brought cases
i nvolving price fixing by physicians and unfair nmethods
of conpetition by pharmaceutical conpanies that del ayed
the entry of generic drugs for the treatnment of high
bl ood pressure, anxiety, and angina. Details of these
cases are in the bound materials you received this
nor ni ng.

We are also | ooking hard at consummated hospital
mergers to determ ne whether there have been
anti conpetitive consequences. W w |l seek
adm ni strative redress if we find evidence of such
conduct and have a vi abl e renedy.

The heads of our Bureaus of Conpetition,
Consuner Protection, and Econom cs, who are speaking
later this nmorning, will detail the Comm ssion's recent

initiatives in health care. We have increased the
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resources devoted to this industry and we are now seeing
the results.

Qur enforcenent efforts in the health care
sector have been conpl enmented by our partners at the
Department of Justice and the State Attorneys General.
You will be hearing fromrepresentatives of both |ater
this morning as they discuss their own initiatives.

In addition to enforcenent authority, the
Conmi ssi on has unique jurisdiction to identify, analyze,
and report on conpetition and consuner protection issues
of major inportance. Using this authority, in July, we
rel eased a study on certain aspects of generic drug
conpetition under the Hatch-Waxman anmendnents. The
study exam ned whet her the Conm ssion's enforcenent
actions against alleged anticonpetitive agreenents,
which relied on certain Hatch-Waxman provi sions, were
i sol ated exanpl es or represented conduct frequently
undertaken by pharnmaceutical conpanies.

The study al so exam ned, nore broadly, how the
process that Hatch-Waxman established to permt generic
entry prior to expiration of a brand nanme drug patent
has wor ked between 1992 and 2000. M chael W obl ewski of
the Comm ssion staff will speak in nore detail tonorrow
af t ernoon about this study.

This workshop is also part of the FTC s research
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agenda, and we hope to continue with other research
pr oj ect s.

The FTC is the only federal agency with both
consumer protection and conpetition jurisdiction
over broad sectors of the econonmy. The Comm ssion
enforces |laws that prohibit business practices that are
anticonpetitive, deceptive, or unfair to consuners. The
Conmi ssi on al so pronmotes i nformed choice and public
under st andi ng of the conpetitive process.

| hope this workshop will help illum nate the

10dol | ar
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Sone basic | ogistical announcenents. First, the
t echnol ogy peopl e requested that everyone turn off their
cell phones, because they apparently interfere with the
taping of this workshop. |It's also irritating to the people
near you, but that's a separate issue.

Second, there are bathroonms right outside and
there are bathrooms on each floor, if you're in one of
the overfl ow roons.

Third, there will be about an hour and a half

F hot hn#0f ehelfemrariauméhyodErmod 4 sidhamd e eshesgt that [ists a variety

2410
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10

be nmore during the course -- actually four of them --
t her e may be nore speaker hand-outs during the course of the workshop.
So, please check periodically.

We're going to very aggressively try to keep on
time, because we know peopl e have schedul es to keep as well
To the extent we don't, your indulgence is appreciated.
There will not be questions fromthe floor. However, as the
Federal Notice Register reflects, the deadline for corments i n response
to the workshop i s Septenber 30th. So, you have several weeks to go
back and i f you were very unhappy wi t h sonet hi ng soneone sai d, the
abilitytorespondat lengthinwiting, | suggest, is probably far
superior to yelling at themin front
of an audi ence.

And let nme see if there's anything else. CQur
first speaker today who will be providing an overvi ew of
the health care industry -- oh, one other announcenent
before | do that. Please, keep your nane tags on if you
| eave the building. It will make it nuch easier to get
back in after lunch; otherw se, you have to go through
the entire extended process again.

Qur first speaker today is Professor WIIliam
Brewbaker fromthe University of Al abanma School of Law,
wel | -known in health | aw, co-author of a two-volune
treatise that systematically goes through various parts of

t he heal t h care market and addresses the | egal i ssues. This treatise
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12
t he evidence, that conpetition can have a favorable
effect on the quality of the health care that we
receive.

Well, I would like to sort of divide the talk in
two parts: First | want to |ook and assess how we are
doi ng on the various i ndi ci a of health care cost and quality: Second
| will have sonme general observations on health care
and conpetition |aw and policy.

In this first part, | want to begin with sone
facts, sort of unrelated to cost, and then nove into the
cost area. First, where does the noney that we spend on
health care cone fronf? You can see fromthe slide,
we' ve got total national health spending of about $1.3
trillion. There's about a 55/45 split between the
private and public sectors, in that spending.

It's fairly self-explanatory. The noney goes in
a variety of different directions, not surprisingly, the
lion's share to hospital care and physician and clinical
services, but again, a big chunk for prescription drugs.
Then this nysterious other spending bl ock includes
t hi ngs |i ke non-physician providers, home health, DME,
over-the-counter nedicines as sort of a catch-al
cat egory.

Agai n, anot her self-explanatory slide, but it's

interesting to think about, it helps you get a sense of
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we're | ooki ng at perhaps a situation where we have 17
percent of our gross donestic product spent on medical
services by the end of the decade.

This is an interesting slide. Again, it's sort
of a general 10,000 foot view of trends in terns of
price inflation. |If you |look back in the early '80s
there, you see we've got terrible inflation,
doubl e-digit annual inflation. Mst of it is from
medi cal prices. That's the yellow bar on the graph
We' ve got npbdest gains in utilization, and we see a
general trend until we find this sort of good graph
here, where we've still got a nodest anpunt of
utilization growth, we're seeing prices cone down.

Again, a trend that seens to be going in the
wrong direction. |I'msorry to say that may be a bit of
a thenme in ny presentation this norning.

Expendi tures, where are we spendi ng our noney?
Again, | knowit's hard for you to digest these graphs
in the 20 or 30 seconds you have to |look at them but
the main point of this graph is to show between 1990 and
2000 a decrease, a significant decrease in spending on
hospital care and then a fairly significant increase on
prescription drug spending with the other main
cat egories staying nore or |ess stable.

Spending for in-patient treatnment. Again, what
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you see is a dramatic increase over the past 30 years in
Medi care percentage spending on in-patient treatnent,
and a significant decrease overall as well. Again, this
is a matter of inportance to this particular conference,
this question of prescription drug expenditure growth.
You' ve got here a chart that shows the annual percentage
growth in prescription drug expenditures.

| f you | ook back, you'll see that we've had
doubl e-digit inflation in prescription drug expenditures
pretty much consistently for the last 20 years or so.
Even when we've di pped down here in this decrease in the
rate of increase, we're still talking about six percent
growt h, and of course now we're around 17 percent growth
annually in prescription drug spendi ng.

Again, the lower |ine shows you the share of
nati onal health expenditures that we would attribute to
prescription drug spendi ng, and you find, again, a
si zeabl e increase in the percentage of our spending
that's being directed toward pharmaceuticals, from about
five percent all the way up to 9.4 percent in the data
on which this slide is based.

Anot her inportant trend is who's bearing that
increased cost? |If you |look back in the late '80s, you

see m [05i Ewg. bnp5xt aénecrea2erar0g 4 7dn which this slide isegs,
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private health insurance is absorbing a significantly
greater percentage of that spending, and of course
bet ween 1988 and 2000 we've had | ots of spending
i ncreases.

So, this has put a lot of pressure on private

health plans to deal with this particular source of cost
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18
the econony was in the mddle of a downturn | ast year,
we still had a fairly tight |abor market, and even
t hough medi cal prices and prem unms were rising, there
was still a tendency of enployers not to cut back on the
heal th i nsurance benefits they were offering.

Well, just |ast week, the Kaiser Foundation and
HRAT rel eased their annual survey of enployer-sponsored
heal th benefits, and this is the bad news section of the
presentation. |'mjust going to show you what's on
their website and what's also an interesting discussion
in the nost recent issue of Health Affairs, if you would
like to have a | ook at that.

But basically, here's the bad news: 12.7
percent annual increase in famly prem uns paid for
enpl oyees. Follow ng al ong, of course, an 11 percent
i ncrease, and al nost a double-digit increase the year
bef ore.

The really bad news about this is that there's
reason to believe this is not just the result of the
underwiting cycle. O course the underwiting cycle in
i nsurance would correct itself, but Gabel and col | eagues
in this same issue of Health Affairs suggests that this
is actually due to an increase in underlying nmedical
claims expenditures, and is not then likely to be

necessarily self-correcting.
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Percentage of all firnms offering health
benefits, here we see sort of the end of this era where
you're seeing nore and nore enployers offering benefits,
at least it looks that way. It's hard to tell froma
year or two, but certainly the news isn't good on the
i nformati on we do have.

Finally here a slide that shows the sort of
coverage that enployees have. This is an inportant
point to realize, this isn't just a binary decision, an
enpl oyee is covered or is not covered at the workpl ace.
There are all sorts of different pernutations of what
di fferent coverage neans.

Not surprisingly, this chart in the black area
docunments the decline of conventional indemity health
i nsurance over the past couple of decades, where it's a
negligi ble part of the enployer market right now.

Agai n, remarkable growth in PPO plans as well.
So, this tells a story of HMO growth, a little backl ash
as the HVMO nunbers go down, continuing novenment into
PPOs, and then again interestingly, a little bit of an
increase this past year in selection of HVMOs by
enpl oyees.

It's hard to know exactly why that is, perhaps
nore enployers are offering HMOs in the face of price

increases. It may be that HMOs as they have noved to
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| ooser coverage arrangenents have been able to attract
consunmers again. Consuners may be nore price sensitive
in an econony that's trendi ng downward, perhaps, as
wel | .

Agai n, anot her feature of the enpl oynment market
is that nmpst consuners or many consumers certainly don't
have a great deal of choice in the health care they
receive. Certainly if you work for a small enployer,
defi ned as under 200 workers in the firm there's a
ni ne out of ten chance or better that you will just be
given a take-it-or-leave-it offer of health insurance
t hrough your enployer with a plan that the enpl oyer
pi cks for you.

There's about a 50 percent chance that the sane
situation will exist even if you're in a md-size firm
that is defined as one up to a thousand workers. Only
when you get in the large and junbo firms, neaning firns
of nore than 5,000 workers, is a pretty good assurance that
you are going to have a choice of between two and three
and even nore health care plans. These results are not
surprising, given the adm nistrative costs of organi zi ng
t hat coverage.

This is some survey data, and the question
asked is: What decisions are |arge enployers likely to

make if the bad econonm c news continues? And this
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basically, you can see here, it's somewhat |ikely, very
likely. So, it's the purple and white bars that give
you a sense of the direction that enployers seemlikely
to nmove shoul d the econom ¢ downturn continue.

You see one thing that's not at all likely is
that the enployers are going to drop coverage. Most of
them say that's very unlikely or perhaps only sonewhat
l'i kely, and you get up to two percent when you do that.

Restricting enployee eligibility, sonewhat nore
l'i kely response. The nost |ikely response, of course,
is to increase the amunt enpl oyees pay, whether it's
t hrough cost sharing or through increasing the nonthly
paycheck deduction for premuns. | knowthat's a --

t hat may sound |i ke a nonsensical statenment to the
econom sts in the room but in the short-term sense, at
| east, that's the idea.

Reduce the scope of benefits, also another

possi bl e strategy, but it |looks like there's a trend

toward greater financial burden by the enployees for the

heal th i nsurance that enployers are providing.

There's another trend that's been noted a |ot,
and | think we don't really have good data to know
whether this is a trend or an aberration or a flash in
the pan or what, is a trend towards so-call ed defined

contribution plans in health care.
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Now, if you're tal king about a so-called pure
defined contribution plan where the enployer basically
says, I'mtired of worrying about your health insurance
arrangenments, here's some noney, go buy your own, |
don't think that anybody thinks that's a very likely
scenario. Certainly the surveyed enpl oyee benefits
managers weren't interested in that option.

But you do see an interest reflected in the
offerings of certain large health plans in MSA type
coverage. That can take a variety of different forns
that could or could not include flexible spending
accounts for enployees, but do include, certainly,
hi gher deducti bles, a nore catastrophic insurance
orientation, we're seeing sonme nore of that.

Anot her sort of option is to provide enpl oyees
with coverage that is sinultaneously potentially
broader, nore flexible, but nmore shallow \What does
this mean? Broader in the sense that enployers in sone
cases are showing a willingness to cover nore itens,
nore itenms they've particularly been worried about noral
hazard in connection with. Procedures that sone people
woul d consi der optional or a dubi ous benefit.

The reason that they may be willing to do that
i's because where coverage is becom ng nore shallow, that

is where there's nore cost sharing or co-insurance or a
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23
greater prem umcontribution on the part of the
enpl oyee, then the noral hazard problenms tend to take
care of thenselves. There's a sense that the enployee
is paying for nore of these questionable services if
i ndeed they're questionable, out of his own pocket, and
therefore the enployer isn't taking the sane degree of
ri sk that would otherw se be the case.

Also a trend toward greater co-insurance as
opposed to copaynents. Again, the point here is that in
a copaynent situation, say you had a $25 copaynent for a
physician visit, the consuner's indifference to the
conplete price that is charged the payer in a situation
like that. \Whereas if you have coi nsurance, the
consunmer has an incentive to care about the overal
price structure of the provider. So that if a consumer
chooses to seek care through a relatively expensive
network, then the consumer bears at |east sone of the
consequences of that choice, whereas in a copaynent
arrangenent, maybe the copaynment varies a slight anount,
but once that initial paynent is nade, the consuner
doesn't have nmuch of an incentive to worry about the
cost structure that the health plan itself or the
enpl oyer is facing.

What are the policy trade-offs with these new

defi ned contribution or consuner-driven plans? If we
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are going to have shall ower coverage and nore fl exible
coverage and nore choice where the consuners can go on
the web and sel ect benefits they want and sel ect networks
they want, that imrediately raises the specter of adverse
sel ection. We get all the healthy people going to the
thin coverage and all the sick people going to the thick
coverage, and soon the thick coverage, the conprehensive
coverage beconmes unsust ai nabl e.

And of course that's a real obvious problem
I nterestingly, though, and here let ne credit Jame
Robi nson, a very interesting discussion of these trends
on the web, the Health Affairs webpage, there are
trade-offs here, though. One of the advantages is to
i ncentivize cost-consci ous enpl oyee purchasing, and
given the tax structure that we have, that may be a
benefit that is worth having in sone way, assum ng we
can find sonme way to nuddl e through

Simlarly, if you allow consuners to go on the
web and pick froma range of networks, a range of
benefits and m x and match, you're introducing an
enor mous anmount of adm nistrative conplexity. |ndeed,
that conplexity is also increased by the fact that
you're seeing different gradations of copaynents and
coi nsurance, dependi ng on benefit selection in many

cases.
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How do you handle all that adm nistrative
conplexity? Doesn't that create all sorts of efficiency
problens? 1Isn't that confusing for consuners? Well, of
course it is, right? The trade-off there is, though,
greater consuner choice. So, simlarly, dimnished
cross subsidies, as you focus purchasing and focus price
sel ection, creates a problem but it also creates an
opportunity for |lower incone consunmers who aren't
covered in public prograns to avoid having to purchase
so-call ed gol d-plated coverage if that's not what they
want .

Finally, of course, as we all know, | suppose,
fromthe Rand I nsurance Experinent a couple of decades
ago, cost sharing tends to discourage care that's needed
and unneeded, if it's not pretty carefully done. So,
there's an issue of dim nished access here. But again,
Robi nson argues that it's not entirely obvious what the
policy consequences of that are, and again, there's a
possibility to do sonething about an entitl enent
mentality that has devel oped in our society about health
care spending and services. Sonme interesting food for
t hought at the | east.

Al'l right, what about quality? Wat are we
doi ng about quality? Now this is a subject about which

certainly al nost everybody in the room has heard
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We have the percentage of these are geographic
areas, basically. And what we would like to see in this
slide which deals with optimal treatnment for heart
attack victinms is that these four recomended
interventions that occur at discharge are occurring for
the vast majority of heart attack patients. These are
non-controversial interventions that anybody that's had
an acute heart attack shoul d have.

All right. So, what we would like to see is
t hat 80 percent or nore of the appropriate candi dates,
in any given region, are getting appropriate care.
Wel I, what would that graph look |ike? That would be
four purple bars going all the way to the top, okay?
And we would like to see the green bars and the red bars
where it says, these are 60 to 80 percent are getting
appropriate care, 40 to 60 percent are getting
appropriate care, |less than 40 percent are getting
appropriate care. W would like to see none of these
bl ue bars and lots of purple bars, okay?

Well, what do we see? Well, we see two -- we
see two things here. The first thing that we see is
| ots of variation. Lots of variation across regions.
Ri ght? These are geographically-based distributions,
and we see that if you live sone places, there are a few

pl aces in Anerica where you m ght actually get beta
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of these little orange dots is in another one of these
geographi c regions. Now, how nany wonmen between the
ages of 65 to 69 should have mammogranms in a year? The
answer should be 100 percent, okay? So, the goal here
in terns of appropriate care for this slide is 100
percent .

The top rated geographic area shows that 50
percent were getting the one appropriate intervention.
The bottomrated, 12, 13 percent. \Were is nost of the
United States at the tinme this data is produced? Right
down here in a pretty deplorable 20 to 40 percent range.
So, again, this is not a pretty picture.

This I"'mgoing to spend a little time on, this
is the sane song, third verse, and it's harder to
expl ain, but basically what you see here is a big gap.
We shoul d have 100 percent eye exam nati on, henogl obin
testing and blood lipids testing for diabetics. W're
seeing variation across regions on each of these scores,
and overall, a big gap in each of these interventions
bet ween where we should be, where we want to be, and
even where a benchmark HMO woul d be.

So, this is a Medicare screening. The slide is
not entirely visible, but I think you're beginning to
get the point probably.

Ckay, what can we do? What can we do about
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quality? Well, one thing we could do is decide we're
not spendi ng enough, for exanple, in the Medicare
program and raise costs. Now, my point in showing this
slide is not to suggest that Medicare spending is evil

or bad or anything like that, it's just to show that
it's possible to spend | ots of noney and not get very
much back fromit.

So, what you see here is that Texas, for

exanpl e, Medicare spends | ots of noney on patients in Texas,
per capita. See that? Now, at this time $5,6000 to $6, 000.
What's the quality rating for the care that they're getting

Texas Medicare recipients, down at the botton? You' re about

42, 43. Simlarly, look at M nnesota, spending nuch
| ower, significantly |lower, the quality indicator near
t he top.

So, again, the point is not that Medicare
spending is bad, it's just that you have to be careful
to consider what it is that you're buying.

| hesitated to bring this slide with ne, but I'm
going to do that anyway. This slide is not intended to
show t hat physicians are bad either. Physicians are
good, even orthopedi c physicians and neurosurgeons are
good. | can wal k today because of sonething good an
ort hopedi ¢ physician did for nme |ast year. But

interestingly, if you notice there's a little trend
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here.

Do you see this trend line? This is back
surgery rates, nornalized where the U. S. is one, and
this is supply of orthopedi c surgeons and neurosurgeons.
VWhat does this tell you? WeIlIl, what are orthopedic
surgeons and neurosurgeons trained to do? Operate on
backs, right? So, what do they do? They operate on
backs. Does that nmean all this care is inappropriate?
No. But it is suggestive that there m ght be other
things we m ght want to consider as we allocate these
resources. |Is this back surgery effective? 1Is it cost
effective? Are we getting good outcones?

Certainly this is not to suggest any sort of
venal behavior on the part of the surgeons, the surgeons
may not have good data as to what the health outcones
fromthese interventions are. It's a big problem |If
good data exists, it mght be very hard for themto get
access to it. But it's an inportant point | think as we
go forward.

Okay, quickly, challenges for conpetition
policymakers. Well, I've tried to organi ze these
according to cost and coverage and quality, but
obviously there's some overlap there. One is market
structure. There are sone intractable, or seemngly to

us, intractable problens in the way health care markets
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work that are chall enges as we nake conpetition policy.

The first is geography. |If you live in Al abama
like I do, there's places where there's one hospital,
one doctor within shouting distance for each sort of
intervention you m ght want to have, and conpetition
seens like a difficult thing to inplement. It doesn't
mean it's inpossible, but it neans that you m ght not be
able to have a one-size-fits-all strategy for the entire
United States.

Differentiated products. These are sort of
classic conpetition econom cs things. You don't have
perfect conpetition where you have differenti ated
products, or you have information problens. Well, al
these things we have in health care. W have an aging
popul ati on. When we're tal king about costs, that's
i nportant. We have technol ogical gromth at a rapid
rate. We have difficulties assessing that technol ogy.

So, we've got sone considerable cost drivers,
and lots of the additional spending we may be faced with
the choice of doing, lots of it will be very val uabl e.
So, we can't always presuppose that nore spending is
bad, we have to sort of separate the wheat fromthe
chaff and figure out how we're going to pay for it.

A second feature that affects our ability to use

conpetition to control cost is the political structure.
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And here, let's just begin with the conflicting
expectations that we have of nmarkets. We expect markets
to control cost for us, but we don't like it when they
elimnate the cross subsidies that allow hospitals, for

exanple, to provide things like indigent care. W

expect markets to control appropriate utilization, but
when a utilization reviewer mkes sonmebody get out of
t he hospital sooner than they wanted to, we don't |iKke
t hat either.

We expect markets to rationalize our investnent
in health care facilities, and infrastructure, but we
don't like it when |local hospitals close and when
provi ders, individual providers are dislocated or watch
their econom c situations change dramatically in the
course of nmonths or years.

So, we live in a denocracy. What are those

peopl e who conme out on the short end of this

reall ocation do? Well,-24 TIlla O on do?orestoc (pr25 -24on0 whe
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unsust ai nabl e? The good thing about econom cally
unsust ai nabl e arrangenents is they usually don't stay
sustai ned. So, maybe we don't have to worry about that
too nmuch, but one of the dangers we can get into is
presupposing the final outcone of the narket.

Agai n, we've got vexing insurance problenms, |'ve
al luded to some of those about adverse sel ection, and we
still don't do risk adjustnent very well to solve that.
We don't have good technology to deal with that problem
yet. Maybe we're getting better at it, but it's not
good.

Finally, rewarding quality. | think there's a
good argunment that this is the biggest challenge markets
face right now. \Why? Because quality affects costs,
affects coverage, we've tal ked about already. There's
sonme big obstacles here. The first is just nedical
uncertainty, right? W just don't have data about the
effectiveness of lots of the interventions that are
performed on a regul ar basis.

So, how can you make a good decision if you
don't have good data? Well, you have to guess, right?
Peopl e are going to guess differently about those
things. |It's hard to know which guesses are right and
whi ch guesses are wong, which is sonmething we would

li ke to know when we're tal king about quality w thout
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and accountability. And again, maybe that choice takes
pl ace at the enployer level, so that it's not
necessarily a disaster if consumers don't have a choice
of health plan everywhere they turn in their enploynent
situation. O course | think nost of us would feel
better if consumers had nore choices on the ground
t hemsel ves.

Al'l right. 1 don't want to be entirely
negative, | think one thing that you can say positive
about our situation, and | think the market deserves
sonme credit for this, is out of the industrialized
countries, we are doing the best at investigating the
quality that we provide. | think one of the reasons for
that is the people who are buying the quality. | think
a lot of the |arge enployers have done sone hel pful work
on this, are insisting, are asking the question, what am
| getting for the anmpbunt of noney |I'm spending?

That's a very hel pful question. To be sure
we' ve got an awful |ong way to go about answering that
guestion and about dissem nating the answers to the
public in the form of usable information, but we've cone
a long way over the past ten years on that score, too.
Who had heard of report -- whatever you think of health
pl an report cards and their effectiveness, who had even

heard of one 15 or 20 years ago?
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So, we are making strides. | think the
direction we're noving in is good. So, we see sone
policy opportunities here. | think a critical area is
information flow. At the risk of inadvertently
of f endi ng sonebody, | think our conpetition policy just
has to be hard on people who want to restrict the fl ow
of information about what they're doing.

| know there are good reasons to be careful with
the way information is presented, but when providers

don't want to see that information out there and they

For The Record, Inc.
Wal dorf, Maryl and
(301)870-8025

39



© 00 N o o b~ W N P

[ERN
o

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

denocracy, but one never knows.

Qur next speaker is Professor WIIliam Vogt, he
is an assistant professor of econom cs and public policy
at the Heinz School of Public Policy and Managenent at
Carnegie Mellon. He is also a fellow at the National
Bureau of Econonm cs Research and he is spending -- |ast
but by no nmeans |l east -- the year working here at the
Federal Trade Conmm ssion doing research in the Bureau of
Econom cs, and as soon as | get his presentation up, he
can cone up and talk.

Bill?

MR. VOGT: | want to thank the Federal Trade
Comm ssion for inviting me and David for all of his hard
wor k organi zing this conference.

So, what | am going to be tal king about today is
conpetition and antitrust in health care markets. So, |
should go on to ny disclainmer that, the views that are
presented here are ny own and don't necessarily
represent the views of any of the organizations that |
am affiliated with, and in particular they do not
necessarily reflect the views of the FTC or any of its
comm ssi oners.

So, what | amgoing to tal k about today is |I am
going to play to my conparative advantage and | am goi ng

to tal k about what does the economics literature have to
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say about antitrust in health care. M presentation is
going to be based on a book chapter that | co-wote with
a colleague of mne at Carnegie Mellon, Martin Gaynor,
the chapter is entitled Antitrust, and it's a chapter in
The Heal th Book of Health Economi cs.

So, when | am doing a review of the academ c
literature, what | amgoing to talk about is naturally
going to be a lagging indicator of the policy concerns
of the nonment. Both because the academc literature is
a lagging indicator of the policy concerns of the noment
because it takes a while to do academ c research, and
al so because the chapter was witten a little while ago,
it was witten in 1999, although | amgoing to try to
update the material presented there where that's
rel evant.

It turns out that the academ c literature on
health care antitrust is very hospital merger-centric.
Hospital mergers were a very hot issue in the '80s
and the early '90s, and academ cs produced a vast
profusion of work on that topic. That's nostly what
| am going to talk to about today, because that's nostly
what academ cs think they know sonet hi ng about.

However, there's also some work that's been done
on HMO nergers, there's a little bit of work on

nmonopsony and there's a little bit of work that's been
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done on vertical restraints and integration.

The first thing that I am going to tal k about
is hospital nergers. Wen a court or internally at the
FTC or the DQOJ, when | do an analysis of a nerger to see
whet her t hat merger shoul d be chal | enged or whet her t hat merger shoul d
be permtted to continue, they go through a fairly
routine set of steps in their analysis. The ultinate goal
of the analysisistodecidew ]| this nerger harmconsuners, either by
i ncreasing price, or reducing quality, or by
havi ng some ot her affect adverse to consuners?

What they do when they anal yze one of these
mergers is the first thing they have to do is define
what market are these nerging firms in. There are
two characteristics of the market that they want to
defi ne.

The first is the product market: What do
these firnms sell? Typically in a hospital nmerger case,
t he product market that the firnms are found to be in is
the market for in-patient hospital services. It's kind
of an aggl oneration of the hundreds and thousands of
ki nds of treatnment that the hospitals actually produce.

The second thing that the antitrust agencies and
the court have to do is to determ ne what's the
geographi cal market for the service. |f the geographical

mar ket for hospital in-patient services were the entire
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United States, then that would be 6,100 firnms in that
mar ket, and a merger between any two of them would
probably raise no antitrust concerns what soever

So, the objective, then, is to draw a |line
around the two merging hospitals and to deterni ne how
big is the market and how many of those firm s potenti al
conpetitors should we count at conpetitors in thinking
about whether conpetition is going to be harned. So,
the next step is the identification of conpetitors, that
just amounts to |looking inside the circle that's been
drawn. And then they cal cul ate i ndexes of one kind or
another to try to determ ne how concentrated is the
mar ket before the nmerger, how concentrated is the market
after the nmerger and does this change in concentration
lead us to think that price will go up or quality wll
go down?

Finally, the courts or the enforcenent agencies
consi der what other factors mght mtigate or exacerbate
the exercise of market power and the harmto
conpetition. Typical things considered there are the
efficiencies defense. Often the firns argue, if you |et
us nmerge, we're going to realize huge cost savings,

t hose cost savings are going to be passed on to
consuners so prices won't go up

Anot her mtigating factor often considered is
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entry. The firms m ght argue, | ook, maybe we could harm
consuners if we nmerged, but what's going to happen is as
soon as we try to harm consuners, sone other firmis
going to enter, because that's going to provide them
with an opportunity to serve consunmers better.

Anot her mitigating factor that's been brought up
in health care antitrust is the sort of the
not-for-profits defense, which is that the nerging
hospital s say, yeah, naybe we can get narket power by
mer gi ng, maybe we could theoretically harm consuners
with this power that we get; however, we're
not-for-profit institutions, we care about the welfare
of the comunity, and so we're not going to use any
mar ket power that we get to hurt consuners.

So, this is to sort of set a framework for what
goes on in analyzing a nmerger so that | can then point
to which parts of that | think the academ c literature
has sonething to say about.

So, here's a list of hospital merger cases.

They are nore or less in reverse chronol ogi cal order,
and | believe that the npbst recent ones. And as you can
see, and let ne point out that the colum w nner does
not necessarily reflect the final disposition of the
case.

In particular, the District Court's decision in
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So | amgiving you the typical reasons. The typica
reasons are geographic markets, product markets or this
not-for-profit defense.

So, now, again, referring back to the slide two
slides ago, | tal ked about cal cul ation of indexes of
conpetition. The npost common i ndex of conpetition
that's used, or that has been used in hospital nerger
cases is sonething called the Herfindahl-H rschman
| ndex. The Herfindahl-Hi rschman I ndex is an index of
how concentrated a market is.

The hi ghest value the HH can take is 10, 000,
and that would represent a nonopoly, one single firm
controlling the market. The |owest value it can take is
zero, and that would present sort of textbook perfect
conpetition, so an infinite nunber of firnms each with no
mar ket share.

And t he governnment has a benchmark for what
makes a market highly concentrated. So in highly
concentrated markets, the government woul d argue that
one shoul d be very suspicious of nerger.

The governnment's threshold for a highly
concentrated market is an HH of 1,800. So, what | want
you to take out of this slide is if you look in the post
HHI columm, in essentially all of the markets that this

slide considers, the Herfindahl-H rschman | ndex was high
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enough that one would think that all of these nergers
shoul d have been ill egal.

The governnent |ost in particular in the three
rows of the table in red. Now, | can't have entries in
this table for cases where the governnent | ost on market
definition, because if the government |ost on narket
definition, then there isn't really a cal culation of the
Her fi ndahl - H rschman | ndex.

The Poplar Bluff case I've left in the table
because of the District Court |level the government won
on market definition, so | can calculate HH , but then
at the Circuit Court |level the government |ost on market
definition, so this disappeared.

So, in the cases in red, the governnent | ost,
even though in all of those cases -- well, not in
Joplin, but in the other two cases, the market was
hi ghly concentrated and the nerger caused a | arge
increase in the Herfindahl-H rschman Index, in this
i ndex of concentration.

So, the reason the governnent |ost, the nost
i mportant reasons, the first is the not-for-profit
defense. In Grand Rapids, Joplin and the Augusta cases,
the hospitals argued, | ook, we're not-for-profit
organi zations, if you let us nerge, maybe we coul d get

mar ket power, maybe we could harm consuners, but we
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won't. And we won't because we have good notivati ons.
We don't want to harm consuners, we're not trying to
maxi m ze profits, we're trying to serve the conmmunity.

In the Grand Rapi ds case, the court also found
the efficiencies defense persuasive. |In the
efficiencies defense, the hospitals argue, |ook, we're
going to nmerge, we're going to realize great cost
savings fromthis nmerger, and we're going to pass those
cost savings on to consuners, so actually we're going to
hel p consuners by nerging.

Finally, all the other cases were on market
definition, that was typically on geographic nmarkets,
soneti nmes on product market.

So, the things that econom sts have thought
about, at least a little bit, that are relevant to this,
is the question of are not-for-profits different?
There's actually a huge economc literature on whether or
not not-for-profits are different, and there's a pretty
| arge economic literature on the question of whether
not-for-profit hospitals are different fromfor-profit
hospi tals.

Anot her point we believe, sonme research of
whet her or not there are efficiencies, and there's
actually a pretty big literature on the question of

what's the right size for a hospital, does neking a
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hospital bigger actually reduce costs per case, and so
on.

There's a large literature asking the question
is it the case that when a hospital market is nore
concentrated, prices are higher? There's also
literature on whether hospital prices rise after a
mer ger.

Ckay. So now I'mgoing to tal k about
not-for-profit status. Well, the question of whether or
not not-for-profits are different is, as | nentioned,
actually very well studied in economcs. There's a very
good chapter, again in the health book Handbook of
Heal th Econom cs by Frank Sl oan in which he basically
anal yzes this literature about whether not-for-profit
hospitals are different fromfor-profit hospitals.

So, the questions that we m ght want to ask
our sel ves about not-for-profit hospitals is first of all
just the general question of is it the case that
not-for-profit organizati ons which provide outputs in a
goods mar ket actually behave differently fromfor-profit
organi zations at all.

Suppose the answer to that question were to be

yes. That still wouldn't be enough to justify the
not-for-profit defense because we would still want to
know, well, is that difference in behavior relevant for
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antitrust purposes? So, maybe these not-for-profit
organi zations do behave differently fromfor-profit
organi zations, maybe they like to generate profits and
then spend it on high-tech nedical equi pment or they
like to generate profits in order to fund |ots of
charity care and so on and so forth.

For those kinds of notivations, it probably is
not the case that the differences in notivation between
for-profits and not-for-profit organi zati ons would be
rel evant froman antitrust perspective because still, if
the not-for-profits nerged, they would have an incentive
to jack up the prices on the people who can pay in order
to get this fund of noney to spend on all the nice
things that they like to spend noney on.

So, the difference between not-for-profits

and for-profits has to be such a difference that it makes

t hem want to pass on any savings to consuners, and it makes

them want to not jack up prices on people who can't pay.
First on the general question. As |

said, there's a pretty big literature on this, and Frank

Sl oan reviews it very ably. He goes through all of

t hese different points on how m ght the behavi or of

not-for-profits and for-profits differ. One thing

you might think is that costs m ght be different between

not-for-profits and for-profit organi zations, and there
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are lots of reasons to think costs m ght be different.
You m ght think that not-for-profits, not having the
di sci pline of stockholders and the potential for

t akeovers and so on, m ght becone |ax and inefficient
and have high costs.

On the other hand, you m ght think that because
not-for-profits often have access to debt financing at
tax advant aged rates, then maybe they shoul d have | ower
costs than for-profit hospitals.

The literature on this point basically says that
there isn't a difference, or at least there isn't a
detectable difference in costs for for-profit and
not-for-profit hospitals, they' re very simlar. The
sanme thing is true for pricing. Perhaps there's sone
evidence that not-for-profits charge a slightly | ower
price than for-profits, but the evidence is decidedly
m xed on pricing as well.

So, the place that you mght really believe that
there would be a difference is in charity care.
Not-for-profits invariably in their m ssion statenents
claimthat charity care is one of their m ssions, and of
course for-profits don't have charity care for one of
their mssions. They may do it because they're required
to do it, but certainly it doesn't enhance the bottom

line.
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But, even in this case, the literature is
reasonably clear that the not for-profits don't provide
very much nore charity care, if nore charity care at
all. In fact, what small difference there is in charity
care is accounted for by the |ocation of the
not-for-profit hospitals.

So, for-profits and not-for-profits located in
simlar markets, in simlar places, provide the sane
amount of charity care. It's just that not-for-profits
tend to | ocate nore often in central cities where
there's nore charity care to be done. So, in fact, the
behavi oral difference in charity care is very small or
nonexi st ence.

Simlar things are true with technology. It is
the case in general that not-for-profit hospitals are
| arger than for-profit hospitals, they treat nore
patients in average, they have nore beds on average, and
so on. But if you control for the size of the hospital
it's not the case that not-for-profit hospitals are nore
or | ess technol ogically advanced than for-profit
hospitals in general.

Again, for all of these points, | am
generalizing over a large literature, so there are
likely to be particular findings in particular studies

where what | am saying isn't exactly true. [|'mtalking
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about sort of the broad pattern of evidence.

Again, the same thing is true for quality.

There aren't any detectable quality differences in terns
of, say, nortality between for-profit and not-for-profit
hospi tal s.

A final source of evidence that you m ght | ook
tois it nakes the news quite a bit that many hospitals
t hroughout the '90s, in particular, were switching
ownership status fromnot-for-profit to for-profit or
fromfor-profit to not-for-profit. There are actually
quite a few switches in each direction. It is the case
that switching status, either fromfor-profit to
not-for-profit or not-for-profit to for-profit does
change outcones you m ght be interested in. Prices,
cost, profits and so on, but it seens to be the
conversion itself that causes the change and not the
owner shi p status.

So, a hospital changing fromnot-for-profit to
for-profit | ooks about the same in terns of its changes
as a hospital changing fromfor-profit to
not-for-profit.

Finally, the evidence from other sectors of the
econony where not-for-profits and for-profits conpete in
good- produci ng sectors, and from other countries as

well, is that the critical factor is not the ownership
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of the institution, the critical factor is how
conpetitive is the market?

Monopol i es, whether they're for-profit,
not-for-profit or governnent-owned, tend to be | ax about
cost, not innovating, whereas institutions in highly
conpetitive markets tend to have | ow prices, |ow costs
and so on. The ownership status is not nearly so
i nportant as the conpetitiveness of the market that it's
in.

Pricing and conpetition | amgoing to talk
about a little later. So, let's go on to talk about
efficiencies. The question that's usually posed in
terms of efficiencies are whether there are what's
call ed econom es of scale. Renenber these hospitals
are claimng in their efficiencies defense, all right,
we're going to nerge, we're going to save lots of noney
and we're going to pass on the noney to consuners.

The way that this is addressed in the
econom cs literature is the econom sts have | ooked at
hospitals of different sizes, and asked: Do the big ones
have a | ower cost per case than the little ones? If so,
that's evidence that being big saves noney.

Well, there are two problens with using that
literature that answers the efficiencies defense

guestion. One is that when two small hospitals nerge,
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55
it's not clear that what they make is one big hospital,
because they often keep both canpuses of the hospitals
open, so no one achieves the kind of integration that
you nmi ght expect to lead to these econom es of scale.

The second problemw th that literature is that
if cost per case goes down, that doesn't necessarily
tell you that the savings are going to be passed on to
consuners. Even if you ignore that first problem the
fact that costs are going down doesn't nean that the
consuners are going to save noney, it neans the costs
are | ower.

Wth that being said, there's a pretty |arge
literature on this question of hospitals, and again that
literature conpares big hospitals to little hospitals
and | ooks at cost per case. What this literature
basically says is that | think a fair sunmary of this
literature is that it's all over the place. But if
we're willing to be very broad-m nded about what
patterns we want to draw out of this literature, it's
probably the case that there aren't very |large scale
econom es above about 200 beds.

So there's an older literature and a newer
literature, but both are about the same. There's one,
at least is | see it, big problemwth this literature,

which is that there are usually not very good controls
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for case mx. So, let's take nmy broad-m nded sunmary as
given. Let's suppose costs per case are exactly the
sane at little hospitals and big hospitals. O at |east
as long as they're bigger than 200 beds.

well, if it's the case that big hospitals tend
to treat sicker patients, and | ots of people think that
is the case, then the fact that they have the same cost
per case, little hospitals and big hospitals, actually
says that there are econom es of scale. That big
hospitals are cheaper and they only | ook |ike they cost
about the same because their patients are sicker.

And there is sone recent work exam ning this,
sonmewhat obliquely, which basically says that that is a
big deal. That if you omt these inportant variables
li ke case m x, that biases greatly your neasure of scale
econom es.

So, I'"'mgoing to go back to my previous point,
which is it's often the case that these hospitals don't
actual ly conbine their canpuses, they keep their
canpuses separate. So, their efficiencies defense tends
torely on things like, well, we're going to integrate
our laundry services and we're going to elimnate our
adm ni strative services and that's where all the savings
are going to come from This isn't the case, by the

way, in every hospital merger, but nost of the tinme t