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I
INTRODUCTION

I nt recent years, increasing pressure from employers to reduce health insurance

costs has led to consolidation among managed care plans, including health
maintenance organizations (“HMOs”), point-of-service (“POS”) plans, and preferred
provider otganizations (“PPOs”). The desire of managed care plans to achieve
efficiencies, to offer new products and new geographic areas of coverage, and to
increase their bargaining power with health care providers have motivated many
proposed metgers. Recent transactions include United HealthCare’s acquisition of
MetraHealth and United’s aborted acquisition of Humana, the metger between
PacifiCare and FHP, CIGNA’s acquisition of HealthSource, and Aetna’s acquisitions
of U.S. Healthcare and NYLCare.

In the past, state regulators have expressed mote concem about the trend
towards consolidation among health insurers than either the Federal Trade
Commission or the Antitrust Division of the Department of Justice. For instance,
it was the Missouri Department of Insurance that required United HealthCare to
divest its interest in MetLife in St. Louis as a condition to apptoving the MetraHealth
acquisition in 1995. By contrast, the Antitrust Division and the FI'C had not
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challenged a single managed care merger until this year. The federal antitrust
agencies, however, were not ignoring these transactions; they were actively and
closely reviewing proposed acquisitions. In its review of the PacifiCare/FHP merger,
for example, the FTC was concerned about the impact of the transaction on
competition among Medicare HMOs in Southern California and issued a request for
additional information from the parties to examine the issue more closely, but
eventually resolved its concerns. -

All of this changed in June 1999, when the Antitrust Division and the State of
Texas brought an enforcement action against Aetna and Prudential. The complaint
in United States v. Aetna, Inc' is significant, not only because it represents the first
federal antitrust challenge in this area, but also because of the novel positions that
the Antitrust Diviston took on three particular issues:

®  Product market definition — The Division and Texas alleged that the relevant
product matket was HMO and HMO-based POS (“HMO/POS”} plans, and
that the merger would have an anticompetitive effect in two local geogtaphic
markets, the Dallas and Houston Metropolitan Statistical Areas (“MSAs”).

% The effectiveness of entry and expansion — The Division and Texas further claimed
that, despite evidence of considerable new entry and the presence of numerous
existing competitors in these markets, entry and expansion by new or existing
competitors would not be sufficient to defeat a significant price increase by
Aetna. '

= Monopsony power — The Division and Texas also alleged that the merger would
enable Aetna to exercise monopsony power against physicians, allowing Aetna
to “depress physicians’ reimbursement rates in Houston and Dallas, likely leading

_ to a reduction in quantity or degradation in quality of physicians’ services.”?

The positions taken by the Antitrust Division have significant implications and
represent a major shift in the approach that will be taken when conducting an
antitrust analysis of managed care mergers. In particular, the narrower product
market definition that was alleged by the Division, coupled with concems over the
increase in local market concentration, suggest that many future transactions will be
subject to a significantly greater degree of scrutiny from federal antitrust enforcement
authorites than previously had been the case.

In this new antitrust enforcement environment for managed care mergers, it is
essential for counsel representing parties to such mergers to understand the legal and
economic approaches that likely will be used by the agencies when they evaluate the
competitive impact of these transactions. This article analyzes the positions taken by
the Antitrust Division in Unéted States v. Aetna, as well as the methodology used by
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the Division in reaching its conclusions on these issues, including, in particular, some
new econometric techniques.

I
ANTITRUST ENFORCEMENT PRIOR TO UNITED STATES V. AETNA

It is unclear why neither the Division nor the FTC had challenged a proposed
managed care acquisition pror to United States v. Aetna. While the analysis of any
given metger is very fact-specific, pethaps the common overriding factor has been
that the agencies have defined the markets for managed care plans broadly and
found them to be competitive even after the merger of two large HMOs. The
absence of federal enforcement has been consistent with numerous court decisions
defining the relevant antitrust product market to include HMOs, PPOs, POS plans,
and the vadety of alternatives that are available to help individuals pay for their
health care. With one exception, courts rejected narrower markets based on a
particular payment plan oz hezlth care delivery plan, such as HMOs.? Even the one
exception eventually was overturned on appeal.*

The decisions prior to Unéted States ». Aetna were based on facts that demon-
strated that the relevant product matket for analyzing managed care mergers was the
market for all health care financing. In general, the different types of health plans,
including HMOs, PPOs, POS plans, and indemnity plans, seem to petform the same
function of insuring individuals against the risk of medical expenditures. In fact, over
time, the different types of plans have come to resemble each other more closely.’
For example, PPOs have adopted fixed co-payments (instead of co-insutance) and
have dropped deductibles for many of their products. PPOs also have added
“gatekeepers” (primary care physicians who must give their approval before a patient
can see a specialist), which traditionally have been associated with HMOs. In
addition, PPO plans have adopted utilization management and quality assurance
features that mimic those of many HMOs. At the same time, HMOs have added
POS and open access options that give their enrollees the freedom of choice that is
typical of many PPO and indemnity plans. Furthet, the fact that many employers
offer multiple health plans to their employees, including both HMO and non-HMO
options, and offer an opportunity to switch plans duting annual open enrollment
petiods, makes it relatively easy for employees to switch from one type of health plan
to another.®

In addition, a product market defined this broadly meant that the geographic
market was defined broadly as well. In particular, if indemnity plans were in the
product matket, it would follow logically that the geographic market should be
national since an individual can be insured by a fee-for-setvice or an indemnity plan
based anywhere in the country. At least a few coutts have supported that view.” In
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a broadly defined geographic market, it was unlikely any managed care merger would
lead to competitive harm.

Moreover, even if the federal agencies were to view the product and/or
geographic markets more narrowly, there still was reason to believe that a managed
care mezger resulting in a relatively concentrated market was unlikely to result in
anticompetitive effects. The main reason was that any attempt by the merged plan
(whether acting alone or in concert with other plans) to exercise market power (Le.,
increase ptices above competitive levels) was likely to be defeated by new entry or '
expansion by existing competitors. This was reflected in the fact that there has been
a great deal of HMO growth all over the country. For example, between 1991 and
1997, the number of Americans enrolled in HMQOs more than doubled, from
approximately 38 million to 78 million.® Moreovet, between 1994 and 1997, the
number of HMOs in the United States (not including those that serve only Medicaid
recipients) increased approximately 17 percent, from 519 to 608.°

Despite the court decisions and the highly competitive dynamics of the industry,
there was growing political pressure from the medical community for antitrust
enforcement to slow HMO consolidation. This pressure was exacerbated generally
by the public debate over managed care plan coverage and all of the issues associated
with whether there should be a “patient bill of rights.” In short, managed care and
everything associated with it were receiving close scrutiny from all quarters.
Consolidation continued, but several managed care mergers were subject to state
regulatory restrictions. Even though the justification for some of this antitrust
enforcement was questionable, state enforcement authorities were able to demand
and obtain relief before approving certain transactions.™

There also were indications that the federal agencies were taking a closer look at
health plan transactions. For example, the FTC issued a request for additional
information to investigate the potential impact of PacifiCare’s proposed acquisition
of FHP in several “Medicare HMO markets” in Southern California. Even though
the FTC ultimately approved the transaction, the California Department of
Cotporations imposed a number of restrictions on the merging plans." Concerns
about consolidation in the industty also were exptessed in a speech given by the FTC
Chairman Robert Pitofsky in 1997, in which he stated:

[A]ls we review consolidations of managed care plans, we consider whether the
transaction is likely to injure competition through the creation of buyer, as well as
seller, power. Where there is evidence that such power will distort a competitive
market and thereby harm consumers, enforcement action may be appropriate.'?
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In United States v. Aetna, the Antitrust Division concluded, among other things, that
it had found such a case.

Ioi
UNITED STATES V. AETNA: OVERVIEW

A. The merger

Aetna and Prudential entered into an agreement on December 9, 1998, under
which Aetna was to acquire substantially all of the assets relating to Prudential’s
health insurance business for approximately $1 billion. At the time of the transaction,
Aetna, through its subsidiary, Aetna U.S. Healthcare, was the largest health insurance
company in the United States, with 15.8 million enrollees in all fifty states and the
District of Columbia. Aetna offered a full array of health insurance products,
including indemnity plans, PPOs, POS plans, and HMOs. Prudential was the nation’s
ninth-largest health insurance company, with 4.9 million enrollees in twenty-eight
states and the District of Columbia. Like Aetna, Prudential provided indemnity,
PPO, POS, and HMO health insurance coverage.

Aetna viewed the transaction as an opportunity to expand its provider networks,
to strengthen the geographic scope and depth of the data base it had created to
provide disease management services, and to achieve cost savings and synergies of
approxjmately $130-§150 million within a few years.' Aetna also was acquiting a
large /number of additional covered lives at an extremely attractive price of
approximately $200 a life; in the U.S. Healthcare merger, for instance, Aetna had
paid more than $3,000 per life.'s

B. The Antitrust Division’s investigation

The Antitrust Division’s investigation of the merger took seven months. During
this petiod, the Division reviewed close to one million documents from the parties.
The Division also reviewed documents from third parties and interviewed customers
and competitors. In addition, the Division requested extensive data from the parties
relating to premiums, provider reimbursements, and claims. The Division performed
an econometric analysis using these data as well as additional data it obtained from
third parties. The analysis and data were used to estimate elasticities of demand for
the purpose of defining the relevant product market.

Initally, the Division focused on mote than forty MSAs in which Aetna and
Prudential had overlapping HMO and HMO-based POS plans. In the end, it
concluded that the transaction raised competitive concerns in only two MSAs,
Houston and Dallas, Texas.!¢
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C. The complaint

On June 21, 1999, the Division filed 2 complaint in the U.S. Distrct Court for
the Northern District of Texas alleging that the metger would violate Section 7 of
the Clayton Act in the markets for HMO and HMO/POS plans in the Houston and
Dallas MSAs. The State of Texas, represented by the Texas Attorney General, was
a co-plaintiff.

1. Allegations regarding the sale of HMO and HMO/POS plans

Relevant product market. Despite the convergence of product features between
HMOs and PPOs as well as the considerable legal precedent holding that no separate
market existed for HMOs, the Division alleged that the relevant product market was
comprised of fully insured, commercial HMO and HMO/POS products only.”” The
Division provided three justifications to support its alleged product market. First,
features of HMO and HMO/POS plans differ considerably from those of other
types of health plans. HMOs provide supertior preventive care benefits but place
limits on treatment options and require their enrollees to see a primary care
gatekeeper before they can have access to specialists. In contrast, PPO plans do not
emphasize preventive care, do not require their enrollees to see a gatekeeper, and
allow access to providers outside of the PPO network, as do indemnity plans.
According to the Division, HMOs generally are the least expensive health insurance
option and PPO and indemnity plans the most expensive options.'®

The Division also claimed that HMO and HMO/POS plans are perceived as
distinct products by putchasers. For instance, PPO plans are not viewed as adequate
substitutes for HMO and HMO/POS plans by employers, employees, or brokers,
but rather are viewed as different products addressing different needs. Enrollees
leaving one HMO generally select another HMO, not a PPO, as a replacement.”

* Finally, the Division alleged that the analysis of the data it had obtained was
consistent with the information it had received in interviews in defining a separate
market for HMO and HMO/POS plans. According to the Division, these analyses
demonstrated that the elasticity of demand for HMO and HMO/POS plans is low,
which meant that a small but significant price increase for HMO and HMO/POS
plans would not cause consumers to shift to other types of plans in sufficient
numbers to make the price increase unprofitable.”® As a result, the Division and
Texas alleged that HMO and HMO/POS plans were the relevant product market for
purposes of analyzing the metger.

Relevant geographic market. Having defined the product market as HMO and
HMO/POS plans, which were delivered through local provider networtks, the
Division alleged a local geographic market (i.e., the Metropolitan Statistical Area or
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MSA) based on the area in which enrollees had access to these contracted providers.
‘The Division alleged it was unlikely that, in response to a price increase for HMO
or HMO/POS plans, a sufficient number of enrollees would switch to health plans
outside the local MSA in which their plan was located to defeat a price increase.
According to the Complaint, the transaction raised competitive concerns in two
geographic matkets—Houston and Dallas.?

Competitive effects in the sale of HMO and HMO/POS plans. Within these relevant
markets, the Division and Texas alleged that after the merger, Aetna would have an
HMO and HMO/POS market share for fully-insured, commercial members in
Houston of 63 percent, and a 42 percent share in Dallas. In addition, the Division
alleged that Aetna and Prudential wete among each other’s principal competitors and
that employers viewed Aetna and Prudential as close substitutes based on product
design and quality.?

The Division and Texas further alleged that neither dz zom entry nor expansion
by existing competitors would be sufficient to offset the potential anticompetitive
effects of the merger in the Houston and Dallas markets. New entty sufficient to
defeat an anticompetitive price inctease was unlikely because it would take two to
three years at a cost of approximately $50 million. Expansion by existing PPO and
indemanity plans into HMO or HMO/POS products was alleged to be unlikely based
on intetviews with managed care providers who apparently stated that such a shift
“would be difficult, expensive, time consuming, and that they would not enter the
HMO or HMO-POS markets even if Aetna wete to raise its prices 2 ‘small but
significant amount.>”?

Finally, the Division and Texas claimed that existing HMO and HMO/POS
plans in Houston and Dallas would be unlikely to expand sufficiently to defeat an
anticompetitive price increase by Aetna because they would face some of the same
costs and difficulties that faced a new entrant. The Complaint alleged that many of
these existing HMOs would not have the ability to overcome “Aetna’s advantages
in national reputation, quality accreditation, product array, and provider network.”?

For all these reasons, the Division concluded that the merger would allow Aetna
to raise prices and lower quality unilaterally for HMO and HMO/POS plans in the
Houston and Dallas MSAs in violation of Section 7. Thete was no allegation that
the transaction would result in coordinated pricing behavior by the remaining
cartriers.

2. Monapsony allegations

The Division and Texas also alleged that the merger would have an
anticompetitive effect in the markets for physicians’ services in Houston and Dallas.
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They claimed that the transaction would allow Aetna to exercise monopsony power
with respect to the terms upon which it was willing to contract with physicians.

For purposes of analyzing this claim, the Division and Texas alleged that the
relevant market was physician services sold to individuals or to commercial or
government payors because there were no other purchasers to whom physicians
could sell their services. A small but significant decrease in physician compensation
would be unlikely to cause them to seck othet purchasers or to shift into providing
other services.” The Division alleged that the relevant geographic markets wete the
Houston and Dallas MSAs. It believed that patients’ preferences as well as
physicians’ investments in time and money to establish their practice were such that
too few physicians would relocate to another geographic area in response to a small
but significant reduction in reimbursement levels.”

Italso was alleged that within these relevant markets, physicians no longer would
be able to reject adverse contractual terms if Aetna tried to impose them. That was
because the contractual terms that a physician could obtain from a managed care
plan depended on the physician’s ability to terminate that plan. And, according to the
Division and Texas, the ability of physicians to terminate a managed care plan was
limited because it was difficult for a physician to replace a terminated plan’s lost
business and to do it in a timely manner.”® This was predicated on the assumption
that physicians have only limited influence in encouraging their patients to switch
plans. For instance, depending upon which plans are offered by a patient’s employer,
the patient might not have the option of switching to a plan in which the patient’s
doctor participates. Further, the likelihood that a physician will retain the business
of a patient may be low if the patient can see the physician only by going outside of
his health plan’s provider network and paying higher out-of-pocket costs.”

The alleged harm resulting from the consolidation of purchasing power over
physician services was claimed to be problematic for two reasons. First, after the
merger, Aetna would account for a large percentage of all physician payments in
Houston and Dallas. Second, Aetna would account for a large percentage of the
revenue of individual physicians for a substantial percentage of physicians in
Houston and Dallas. The latter concern was allegedly exacerbated by Aetna’s “all
products clause,” which required physicians who agreed to setve as 2 provider for
any one Aetna plan (e.g., PPO) also to serve as a provider for its other plans (e.g.,
HMO and POS).*

Based on these factors, the Division and Texas concluded that, after the merger,
Aetna would be in a position “to deptress physician reimbursement rates in Houston
and Dallas, likely leading to a reduction in the quantity or degradation in quality of
physicians’ services,” theteby violating Section 7.3
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D. The consent decree

On June 21, 1999, the same day that the Division and Texas filed the Complaint,
a Final Judgment and Hold Separate Stipulation and Order were filed settling the
case. Aetna agreed to divest its interests in the Houston operations of NYLCare-
Gulf Coast and the Dallas operations of NYLCare-Southwest.> These two health
plans had been acquired from NYLCare in 1998. Aetna agreed to divest these plans
because of various legal and regulatory difficulties involved in divesting Prudential’s
business in these areas.

v
KEY ISSUES AND ANALYSIS

The Antitrust Division focused on three key issues: (1) product market
definition; (2) the effectiveness of entty and expansion in disciplining the pricing of
incumbent firms in a given MSA; and (3) the potential for monopsony power post-
acquisition. These issues always have been relevant in the antitrust analysis of health
plan metgets, but recent industry trends made them more difficult to resolve than
before. The following sections highlight the controversies as well as the underlying
legal and economic theories and facts.

A. Relevant market definition

In analyzing whether a proposed transaction is likely to result in market power,
an important first step is to define the relevant market. The relevant market is the
narrowest market that includes all of the dvals whose presence constrains the pricing
power of the merged entity. A market that is broader than this would include non-
competitors who have no constraining influence on the price charged by that firm.
An overly narrow definition would exclude competitors who may limit the firm’s
pricing power.

In United States v. Aetna, the alleged product market—fully insured, commercial
HMO products—was clearly a subset of a broader array of health plans. If the
matket was broader, the proposed transaction would not have resulted in competi-
tive harm. Thus, in evaluating the evidence on this issue, the debate revolved atound
the questions of whether there was evidence that consumers were switching from
HMO to non-HMO products; and whether it was sensible to define a market based
on whether a health plan has an HMO license or an indemnity/PPO license.

1. Evidence of demand substitution

Often the first step in analyzing the product dimension of the relevant market
is to examine the products that customers compare when making a purchase. Hete,
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the analysis involved identifying the types of health plans that are viewed as
substitutes for each other. Implicit in this analysis is an evaluation of the willingness
of employers and individuals to switch from one type of health plan to another. If
employers and their employees view PPOs, POS plans, indemnity plans, and self-
funded plans as close substitutes for HMO-type coverage, then the relevant market
must include these products.

The analysis of product market definition, which involved the review of many
types of evidence, was particularly difficult because of two recent trends in the
marketplace. The first is that more and more consumers ate choosing to enroll in
PPOs and health plans that are not as restrictive as HMOs. The commonly held
petception is that HMO-type plans restrict access to specialists while PPO-type plans
do not. A recent survey conducted by Mercer/Foster Higpins found that the trend
towards HMO and POS plans reversed during 1998** The study found that
Americans now favor health plans with more choice, such 2s PPOs. In fact, PPO
membership increased from 35 percent to 40 percent of health plan enrollment
during 1998, while HMO enrollment declined from 50 percent to 47 percent.** In
otherwords, enrollmentin PPO-based plans is rising, not enrollmentin HMO-based
plans. A recent study conducted on behalf of The Heary J. Kaiser Foundation
reached similar conclusions.’® Among employers with fewer than 200 employees, the
petcentage of all employees who were enrolled in an HMO fell from 29 percent to
17 percent between 1996 and 1998. During this petiod, the percentage of all
employees of such employers who were enrolled in PPOs increased from 38 percent
to 40 percent, and the percentage enrolled in POS plans increased from 7 percent
to 30 percent. The same was true for large employers with 200 or more,employees.
Among large employers, the percentage of employees in HMOs fell from 33 percent
to 30 percent, while the percentage in PPOs increased from 25 percent to 34 percent
and the percentage enrolled in POS plans incteased from 16 percent to 22 percent.

The second major trend is the proliferation of managed care products that blur
the lines that used to separate HMOs from other types of health plans. There has
been a great deal of convergence of product designs and benefit packages in the past
five years. Innovation of this kind has led to a full range of health insurance products
that are functionally indistinguishable. In other words, it is no longer atways the case
that PPOs offer more choice of providers and less stringent utilization management.
PPO plans are combining features that traditionally have been characteristic of HMO
plans, such as the use of gatckeeper ptimary care physicians, fixed dollar co-
payments, case management techniques, utilization review, and ptreauthorization. A
gatekeeper PPO, for instance, operates just like an HMO/POS plan in that it
tequites its subscribers to get a referral from a primary care physician in order to
obtain access to a specialist.”’
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At the same time, HMO plans have started to offer many of the benefits
commonly associated with PPOs. Some HMOs, for instance, allow enrollees to use
non-participating or out-of-network providers. Other HMO plans provide more
choice in other ways. For example, “open access” HMO plans allow enrollees to go
directly to a specialist without the referral or approval of a primary care physician
gatekeeper.®® An open access HMO is licensed as an HMO, but in terms of its
charactenstics, it is identical to many PPOs.

POS plans are the ultimate hybrid. POS plans combine HMO-type benefits with
2 degree of provider choice that used to be characteristic of indemnity or PPO plans.
In a POS plan, members do not have to choose how services will be financed until
those setvices are needed.” The names that have been used to desctibe POS plans
plainly reveal their hybtid nature—POS plans sometimes are called “HMO swingout
plans™ or “primary care PPOs.”* With respect to its underlying license, a POS plan
can be underwritten on either an HMO license or a PPO license.

There also has been a convergence in the premiums charged by HMOs and
PPOs. The price differential between HMO-type plans and PPO-type plans is
‘narrowing and the price difference is expected to continue to narrow over time. In
fact, now there is virtually no price difference between HMOs and PPOs in the
Midwest, which is where PPOs have increased their share the most.* Thus, while the
perception by some may be that HMOs have lower premiums and lower out-of-
pocket costs, the reality has been changing.

These industry trends provided the context for the product market analysis of
the proposed transaction. It was clear that the convergence of HMO-based plans and
PPO-based plans in terms of benefits and price greatly enhanced the likelihood that
the two types of products wete in the same market. If alternative products (e.g-,
PPOs) had similar attributes to HMOs, then it was mote likely that there would be
substitution among these alternatives, With this starting point, the issue of consumer
switching focused on whether consumers wo#/d turn (or had turned in the past) to
non-HMO products in response to a change in relative prices.

To assess the degree to which substitution would occur in response to changes
in price, both the Division and the parties conducted an analysis focused on a vatiety
of evidence. For example, information that insurance brokers use to help their clients
compare health plans showed that HMO and non-HMO plans were being compared
option-by-option and feature-by-feature, from premiums and out-of-pocket
premiums to breadth of coverage. Won and lost account history also was instructive
in showing that PPO-based plans routinely took business away from HMO-based
plans on the basis of price. There z2lso were interviews of Aetna and Prudential
customers that the Division claimed supported its allegations of a separate product
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matket for HMO and POS plans (though the parties had many customer statements
to the contrary).

There was statistical evidence as well. As in the analysis of other mergets,
estimates of the elasticity of demand often are helpful in assessing the degree to
which consumers are willing to switch from one product to another in the face of
a ptice increase. If the demand for HMOs is inelastic, that is, if demand is relatively
insensitive to price, then there is a greater likelihood that the market may be defined
natrowly to include HMOs only. '

‘The Antitrust Division did not reveal the results of its econometric analysis. The
Complaint and Competitive Impact Statement (“CIS”) suggest, however, that the
Division found relatively low elasticities of demand, a result that may have been
significant in concluding that a narrowly defined HMO market existed.®

In the end, the most important components that went into the product market
analysis were company documents, won and lost accounts, company and industry
data, and interviews with employers and theit brokers and consultants about their
preferences and selection criteria. Direct statistical evidence on the substitution for
HMO and non-HMO plans was clearly an important element of the analysis as well,
and econometric analyses of this kind undoubtedly will be used in future transac-
tions.

2. The relevance of HMO Fcenses

The product market alleged in the Complaint included commercial plans that
were underwritten on an HMO license, but excluded health planslike PPOs written
on an indemnity license. In light of recent industry trends, from the point of view of
employers and employees, it should be irrelevant whether the health plan is licensed
as an HMO or PPO. Indeed, as discussed above, many non-HMO products have
features and characteristics similar to HMO-based products. Ultimately, what matters
is price, access to care, and quality. Here, ptice means ptemiums and out-of-pocket
payments. Access to care means the breadth of the provider network as well as
restrictions on referrals and utilization management. With respect to these features,
PPOs and HMOs can be indistinguishable, and these are the things that consumers
care about. Despite the convergence of features and benefits, the Antitrust Division
concluded that PPOs were not in the relevant market it defined. If PPOs had been
included, there would have been no alleged violation.

B. Entry and expansion

Even if the relevant market is defined narrowly as HMOs that serve a particular
MSA, proper analysis of an HMO merger requires consideration of the competitive
influence of firms that do not currently market a competing health plan in that
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