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PROCEEDI NGS

MR HYMAN: We're going to get started today.
For those of you who were not here yesterday and didn't
check the website this norning, which includes ne, ny
understanding is the web site accurately reflects that
we' ve cancel ed the Friday afternoon session on Little
Rock. So, we'll do the Friday norning session on Boston,
but we won't be doing a Friday afternoon session. W're
planning to reschedule that. There were ice storns in
Littl e Rock and people were unable to cone.

The basic framework for today is there are
going to be short introductory remarks by Bill Kovacic
foll owed by presentations by two acadenics, Professor
Pet er Hammer and Professor Jim Blunstein, and then we're
going to have a panel discussion, short presentations
fromfive nmenbers of the panel, followed by a noderated

panel enconpassing pretty nuch everybody who's spoken so

far, except for Bill, who sonehow weasel ed out of it.
Bill's an academ c, so he gets a very short
introduction. Bill is CGeneral Counsel at the Federal

Trade Commi ssion, on | eave from George WAshi ngt on
Uni versity Law School where | net himwhen | visited
there, and he was foolish enough, after that experience,

to hire nme to work here. Bill is a long tinme scholar on
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conpetition | aw and policy, here to offer us his
per spectives on conpetition policy in the health care
mar ket pl ace.

MR. KOVACI C. Thank you, David, and on behal f
of the Federal Trade Commi ssion and Departnent of
Justice, | want to wel come you back to the second day of
our major initiative: hearings on conpetition policy in
heal th care.

What 1'd like to do this norning is, once
again, to just briefly acknow edge the contri butions of
our many staff nmenbers who have put these hearings
together to give you a sense, again, of who's made this
all possible. To say a few words about the rationale for
t he hearings, why we've nmade a major conmtnent of
resources to this undertaking, and then to sinply
identify what we see to be some of the nmmjor objectives

of this enterprise.

In doing this, | just want to rem nd you,
again, I'"mgiving you ny own views and not those of the
Conmmmi ssion. | had occasion soon after | cane to the FTC

to have that disclainmer delivered through a translator in
a sonmewhat garbl ed way and the audi ence | aughed out | oud.
That's usually not a big applause line, but later I was
told that the translator had said, Kovacic is not

speaki ng for the Federal Trade Comm ssion and it's not
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clear that he has any of his own ideas.

(Laughter.)

MR KOVACIC. So, though | do speak for nyself,
et nme give you a couple of thoughts about what we're
attenpting to do and why we've made this conm tnent.

I want to sinply highlight for you, again, the
types of resources and talent in the agencies that have
been brought to bear on this. | do want to thank our
col | eagues at the Departnent of Justice. You heard Hew
Pate yesterday and | just echo his conments about the
enormous val ue in having a collaboration between the two
agencies in doing this work. M/ own pleasure in getting
to work with Hew on this project with two friends fromny
wife's law firm Debby Majoras and Leslie Overton, with
Bill Berlin and the entire teamfromthe Departnent of
Justi ce.

Let ne also sinply highlight closer to hone,
because | have the pleasure of working with them nuch
nore extensively, the contributions of our own coll eagues
at the FTC. First, the fol ks you net when you cane
t hrough the door, Angela WIson, Julia Knoblauch and
M zuki Tanabe, who are responsible for all of the
infrastructure that nakes the event possible. N cole
Gorham who sits in the back, who's also provided vita

support in sinply the preparation of the materials, the
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distributed materials. Sarah Mathias, who came to us in
Sept enber from Jones Day.

And as just a wonderful introduction to one of
my favorite corridors in the building, when | walk by our
little Policy Studies Goup on the fifth floor, |I feel as
t hough I' mwal ki ng through the | ocker room of the 1961
New York Yankees and seeing nanes |like Maris, Mantl e,
Howar d, Skowron, Ford, on the |lockers. It gives ne
confidence that every day at the agency is going to be a
success.

And last, | do want to salute David Hyman. To
use anot her basebal |l anal ogy, | once had an occasion at a
social event to talk to JimPalner, the Hall of Fane
Baltinmore Orioles pitcher, and Pal mer was tal ki ng about
the 1966 season, which was a chanpi onship season for the
Oioles, and over the off-season, they had picked up
Frank Robi nson fromthe Cincinnati Reds in one of the
great est one-sided trades ever in the history of
prof essi onal baseball. And Pal mer tal ks about how in his
rooki e year that year, watching in spring training Frank
Robi nson hit a 450-foot honme run with one hand, having
been fooled by a pitch. And Palner turned to Paul Blair,
who was a star outfielder on the Orioles, and said, we're
going to win the Wrld Series this year.

The day that David decided he'd come and work
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with us on this project, | knew we were going to win the
Wrld Series of hearings. So, thanks to the entire team
for putting this together.

Wiy dedi cate the anmount of tine we have to
this? Wiy make this a focus of 30 days of hearings?
First, a bit about the rationale. For the Federal Trade
Comm ssi on, having conpiled a data set of the FTC s
conmpetition policy work since 1960, the field of health
care, both the provision of health care services, and if
you expand that to include pharnmaceutical products,
heal th care accounts for nmore FTC enforcenent actions in
t he past 40 years than any other single sector of the
Comm ssion's work. This is sinply, far and away, the
central and nost inportant area of the FTC s conpetition
policy work in the past 40 years, especially since the
filing of the path-breaking Anerican Medical Association
case in 1976.

It's not an exaggeration to say that this is
the single, nost significant area of FTC conpetition
policy work and the area in which, starting with the
tetracycline investigation in the 1960s, carrying through
to the revival of enforcement in several fields of health
care, sinply the nost inportant conpetition policy arena
of FTC work in that period. And these hearings reflect

our own interests. | think if you did a simlar profile
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of the Departnment of Justice, you would |ikew se be
struck with the anmount of civil nerger and non-nmerger
work that the Division has done since 1960 in this field.
A second respect is what | call conpetition
policy research and devel opnent, and this is a phrase

that | borrow froma recent speech of TimMiris. Those

of you who have spent sone tine in academ a -- and
happily, we have a nunber of you here -- those of you who
haven't, I'lIl sinply give you a bit of insight into how

academ cs work. There are two ways to come up with ideas
in academ a and phrases. One is to devel op them on your
own. That tends to be painful and difficult. The other
is to take them from soneone el se, which is nuch nore

pl easing and a nmuch nore effective shortcut.

So, | take themfrom Tim Muri s, another
academc. He'll understand the ritual, that I've done
it. Timhas devel oped the phrase "Conpetition Policy
Research and Devel opnent." What do we nean by this? W
nmean all of the intellectual devel opnent and foundation
bui I ding that goes into sound enforcenent and
pol i cymaki ng.

Soon after com ng back to the Conmi ssion and
seeing the amount of effort that we and the Justice
Departnent had dedi cated to our intellectual property

hearings and to a variety of other non-case enforcenent
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matters, | have an acquai ntance on the outside who said,
that's interesting, but why don't you get down to the
serious work of bringing cases, why spend time on this
stuff.

And | could inmagine that sane person going to a
phar maceuti cal conpany and sayi ng, why do you have an R&D
l ab, why don't you just fire all the scientists and just
put drugs out into the marketplace. |ndeed, why test
themat all? Trials? Tests? Sinply have soneone cone
up with an idea about a new drug and put it out there,
see how it goes. People live, people die, it doesn't
matter. Tests? Ahh, it's expensive, difficult. Wy
have an R&D | ab?

| think what you're seeing, in nmany respects --
and this is part of an evolution that's taken place over
t he past decade in particular, you' re seeing an
i ncreasing recognition on the part of the federa
conpetition agencies that investing in the devel opnent of
a know edge base is every bit as inportant as devel opi ng
the cases that ultimately show up in the courtroom the
consent decrees or other matters.

What we're seeing is a fundanmental recognition
that the capacity of the agencies to do good work
requires investrment in what Timhas called conpetition

policy R&D. And the pay-off, the significance is the
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| ast point | have on this slide, what | call intellectua
| eader shi p.

In a world in which conpetition policy
authority is shared, not only across the federal |evel
with two conpetition policy authorities, but many other
federal institutions, as we heard yesterday, that shape
t he conpetition policy environment and 50 state
governnments and public utility regulators at the state
| evel and dozens of conpetition policy authorities
overseas, all of whom have concurrent, non-exclusive
authority, how do you nake your voice heard? How do you
get people to pay attention to you?

Intell ectual |eadership, as Timhas said, is
t he currency of exchange in the nodern world of
pol i cynmaki ng. And those who invest in devel oping the
i deas, those who devel op the high ground, have the
capacity to shape the way people think about conpetition
policy. Thus, the rationale for spending 30 days on
heari ngs.

VWhat do we hope to get out of this? Let ne
sinply finish by turning to a couple of specific
obj ectives we have for this undertaking. The first is to
i mprove our understanding of the institutional
arrangenents through which health care is delivered and

t hrough whi ch pharnmaceuti cal products, through which
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11
health care providers operate, through which the field
functions.

Here -- again, nmy second bit of academ c theft
-- | turn to a speech that Timgave about a nonth and a
hal f ago in Washington called |Inproving the Econom c
Foundati ons of Conpetition Policy. 1In this speech, Tim
spent a great deal of tine focusing on how good economni c
anal ysi s today increasingly denonstrates an appreciation,
devel oped fromthe work of Ronald Coase, diver
Wl lianson and a nunber of other scholars, Mancur d son,
Dougl as North, that to nake sensible judgnents about the
appropriate content of public policy, one needs to know
nore about the institutions through which the comercia
activity in question takes pl ace.

What are these institutional arrangenents?
First, a host of commercial phenonena that we'll be
| ooking at in great detail. Howis the marketplace
itself changing? Wat is the changing relationship anong
the principal participants in the health care field? And
| ast, a point that several of our contributors yesterday
mentioned in here, starting with Tom Scul ly's coments,
but Mark Pauly, Paul G nsburg and Marty Gaynor’s conments
yest erday, you have to know nore about the regul atory
environnment, and if you don't focus on how the regul atory

envi ronnment shapes conpetition policy outcones, you've
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12
really mssed a crucial ingredient of the health care
conmpetitive field.

I wll say that this, again, reflects sonething
we are seeing in other areas. In the work we've done
with the Departnent of Justice in the |IP area, we've
spent lots of tinme in our |IP hearings |ooking at
coll ateral governnment institutions, the work of the
Patent and Trademark O fice, the work of the Food and
Drug Adm ni stration.

In our work in electric power, in our work in
t he comuni cations sector, we're al so observing how
deci sions of collateral public institutions shape
out cones. And, indeed, the work we've done in the
defense field, which has sonme striking simlarities with
health care, both with respect to the price control
mechani smthat Tom Scul |y tal ked about yesterday, the
tremendous interface between regul atory design
regulatory intervention with a significant area for
private activity and reliance on private service
provi ders.

Part of what we hope to do in these hearings is
bring to bear and to draw out from our participants
observati ons about how the regul atory environnent
operates. And, indeed, how it mght be changed to

i nprove outcones in the field.
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13

The second key objective is to inprove our
capacity for fornmulating policy itself. And the first
ingredient of this is to inprove the conceptua
foundati on on which we work. Notice these are called
conpetition policy hearings, not antitrust enforcenent
alone. That's a deliberate effort to signal our interest
in a broader array of policy responses beyond the
bringing of specific cases and to take into account,
again, the institutional arrangenents that shape
commerci al outconmes and shape governnent policy that
af fects those outcomes.

I ndeed, we intend to focus on consuner
protection issues, especially involving the information
concerns that our academ c panelists addressed in great
detail yesterday. And, yes, indeed, where appropriate,
to make adjustnments in the regulatory arena, to propose
those adjustnents to i nprove outcones in the marketpl ace.
This has an inportant inplication; nanely, picking the
right policy instrunments. | would be surprised if at the
end of this process, all we have to say, certainly in the
report that we offer, focuses exclusively on the
prosecution of antitrust cases through the traditional
[itigation nmechani sm

I ndeed, selecting the right policy instrunent

increasingly is going to involve not only the work of the
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di vision and the Conmm ssion, but the work of state
governments in a host of different settings and, indeed,
ot her federal agencies that we don't usually think of as
bei ng conpetition policy agencies, but nonethel ess, have
an enornous influence on the conpetitive environnent.
And here | sinply offer, as Tom Scul |y suggest ed
yest erday, one exanple, and that's the Departnent of
Heal th and Human Servi ces.

Fi nal observation for this norning and that
sinmply involves inproving the enpirical basis for
pol i cymaki ng. Again, one of the npbst encouraging, for
me, devel opnents that we are seeing in the conpetition
pol i cymaki ng environnent at the national level today is a
greater dedication of resources to inproving our
under st andi ng of the effects of what we have done and
what we have not done in this area. The FTC s hospital
retrospectives are, perhaps, the best exanple.

If you use a health care anal ogy and you apply
it to the antitrust world, you see sone interesting
anomal ies in how the agenci es have done business before.

These are, we bring cases and typically we don't go back

and | ook at what happened. |magine a hospital or a
physician -- a hospital that perfornms surgery pushes the
patient out the door and says, don't come back. In fact,

don't talk to us again, we don't want your address, we
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15
don't care how things turned out. W're going to assune,
as a matter of faith, that you' re better

And, indeed, if you were sinply to study our
press rel eases and our conpetitive inpact statenents, you
woul d bel i eve that we have the npbst magnificent group of
conpetition policy doctors on earth because we al ways do
better by the patient. W operate, we take out the bad
stuff and the patient lives well, so we say.

| think what we're seeing now is an increasing
willingness to go back and test these propositions
enpirically in a nunber of different ways, as well as to
do basic enpirical research that bears upon the operation
of existing regulatory structures, and | sinply highlight
here our generic drug study, which involved a major
comm tment over a two-year period to doing this kind of
R&D.

And, last, we'd really Iike to continue the
nmonentum that's devel oping to do nore enpirical work in
this area. And | sinply think back to Marty Gaynor's
presentati on yesterday. Notice how many pl aces where
Marty has taught us sonmething. Not only was it a
wonder ful tour through the field and, again, we're so
grateful that our wi tnesses are devoting this kind of
heavy lifting to giving us a fresh |l ook on what's

happeni ng. But notice how provocative the presentation
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16
was, both in terns of telling us what we know, but what
we don't know. And | think part of what we would like to
do over time is, indeed, to press the field nore in the
direction of doing a greater anount of enpirical work in
this area.

So, to finish up, really three things that we
hope to take away fromthese hearings. W want to know
nore about the institutions. Again, as Timand Hew put
it yesterday, in a non-adversarial setting where we're
listening. These are hearings, not tal kings. So, you
won't hear a lot of -- indeed, you'll hear very little
nore fromnme in another 15 seconds. To listen nore and
to learn nore.

Second, to use the hearings to fornul ate
strategy in a broad sense. And last, to inprove the
enpirical foundation on which we work.

So, again, ny thanks to ny col | eagues of the
Di vi sion and the Commi ssion for their work in doing this.
My thanks to all of the participants for contributing to
this vital initiative and ny thanks to all of you for
comng and participating in the process. Thank you.

(Appl ause.)

MR. HYMAN: Thank you, Bill. I'd like to
i ntroduce Professor JimBlunstein now who's going to talk

for about 25 or 30 mnutes. Jimis the Centennial Chair
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in Law and the Director of the Health Policy Center at
Vanderbilt University. He has witten at |ength about a
range of issues in health care, as co-author of one of
the | eadi ng textbooks, at least | use it for ny classes,
and for sone unaccountabl e reason, he has also chosen to
wite at | ength about constitutional |aw

DR BLUMSTEIN: David, thank you. It's a
delight to hear Bill talk about the goals of this set of
hearings and the anal ogy to the drug conmpany getting rid
of its R&D departnent. It's nice to see that the Federa
Trade Commission is still in the hands now of good
academics, and that's a relief.

Davi d, thank you for organizing all these
prograns. |It's a pleasure and |I'moprivileged to be here
to participate. | nust say, | had a little bit of
trepidation this norning as | was sitting in the taxi and
totally gridlocked and worri ed whether we'd nake it here.
| thought | had left anple tine and then the |ights kept
turning green. | said, why isn't anyone noving. And, of
course, you don't understand Washington. | forgot ny
origins in New York, having lived in Nashville for so
| ong.

Debat es about health care and the role of
conmpetition sonetines take on a very heated di nensi on and

sonetinmes they really have alnost a religious fervor to
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them Sone advocates of conpetition thought that
conpetition and that the result of conpetition would | ook
a certain way when things sorted out and they have been
di sappointed with the way that the industry has
responded. M coll eague and sonetine nmentor, Cark
Havi ghurst, has just recently witten a paper that shows
great angst about how t he system has worked.

Some, on the other hand -- and | think Tim
Muris' talk yesterday nmentioned this -- view conpetition
as a process which is to preserve a structure, set up a
system of incentives for conpetition, |ook at enpirica
evi dence where that informs, but also | ook at structure
and incentives quite independent of enpirical evidence,
and not to have a stake in how the system or how t he
institutions devel op or evolve, but to focus on the
process.

I was thinking of a story, and it's always
risky, but the Internet just is so tenpting these days.
You get all these stories. And | was thinking of a story
t hat woul d kind of capture the problem of prayers being
answered. This is a story of a woman who goes to her
rabbi and has a serious problem She has two parrots,
femal e parrots, and they've picked up a terrible habit
that's very enbarrassing to her. Wenever she has

visitors, the two parrots say together, hi, we're
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hookers, we want to have sone fun, do you want to have
sone fun.

To her surprise, the rabbi breaks into a smle
and explains that he has two parrots that he's been
training religiously and that they pray a |ot and that
they're dressed up in religious garb and they have a
prayer book and so forth. So, the rabbi has a solution.
He tells the woman to bring her parrots over to his house
and he would introduce her parrots to his parrots. And
so, she does that. She sees the parrots, introduces her
parrots into the cage, and i mredi ately her parrots say,
hi, we're hookers, want to have some fun. And one of the
rabbi's parrots imediately turns to the other and
squawks and says, Misha, put the book down, our prayers
have been answer ed.

(Laughter.)

DR. BLUMSTEIN. So, | think sonme people saw the
i ntroduction of conpetition nuch like those parrots saw
the introduction of the other parrots to the cage. And |
think we have to be careful and have nore nodest
expectati ons about what is going to cone fromor has cone
fromconpetition, and within the tinme frame, what
realistically can happen and to realize that this is not
going to be a win or a lose situation, but an ongoing

struggle, and I'mgoing to talk about that over the
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course of ny presentation.

I want to organize nmy coments around five
points or five areas. First, again, taking comrents from
t he Chairman seriously, to talk about sonme first
princi ples and sone background. | want to wal k through
sonme of these introductory points about different ways of
t hi nki ng about health care and the inportance of
under st andi ng those core differences and differences in
val ues that are involved in the debates.

Then | want, secondly, to focus on sone
substantive areas of inquiry, sone thoughts that | want
to present about areas that need sonme additional thought.
In this area, bundling and nonopsony, |I'mgoing to talk

about as nmmjor issues.

Third, | want to tal k about sone doctrina
issues. |'mgoing to make the case agai nst doctri nal
exceptionalism That is to say, |'mgoing to nake the

argunent that the antitrust |aw does fine in coping with
the specific kinds of concerns that sonme critics of the
antitrust |aw have brought out and that there's not a

case to be made for doctrinal exceptionalismand that we
shoul d foll ow the ol d-fashi oned strategy, which is, that
if the values that inhere in antitrust are inconpatible
or need to be nodified in a certain small segnent of the

health care industry, then the right way to do that is to
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get | egislative exceptionalismrather than doctrina

exceptional i sm

Fourth, enforcement issues. | want to talk a
little bit about the educational role -- Bill has
mentioned this -- for governnment. |'mgoing to propose

that the Conm ssion do some work in the area of judicia
education. And | don't nean that tongue in cheek. |
mean in the sense of sponsoring prograns that will be
oriented towards judges to understand sone of the issues.
As David knows, for many years, we did judicial education
at Vanderbilt. He participated in the program Those
were State Court Justices, but we've also done it for
Federal Appell ate Judges.

And then, finally, the inportance of the
research mssion, which I will talk about as fifth and
finally.

Al right, let's go back to the background.
Key health policy issues differ, and how one even
identifies issues in the area differ based upon sone
normative assunptions. This is why the area is so
contentious. This is not purely a question about
resource allocation, but it's also a question about a
normative overlay of why health care is different. Wy
do we care about access to health care in ways that we

don't care about access to certain other things?
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W worry about it because of our concern about,
broadly speaking, redistributive values and sone notion
of egalitarianism |If one looks at this froma
traditional viewpoint, there's an egalitarian objective
of access to health care. The access agenda is driven by
this egalitarian ethic. Value judgnents are critical,
but in these debates, they're often -- usually subnerged
and they're not discussed. Antitrust |aw has a way of
bringi ng these debates to the fore and requiring that
t hey be addressed quite directly.

Al so, traditionally, health care has been an
area of professional or scientific prerogatives. A
notion is that these are scientific judgnents, there's a
single right way of doing things, and that build together
with the egalitarian ideal that there should not be
stratification, that there should not be differences
within the market, that there's a single right way of
provi di ng nedical care, and if there's divergence, that
we shoul d do what we can to overcone those divergences.
Whereas in markets, we know that there's roomfor |ots of
different levels of quality, different tastes, and so
forth in the market.

So, the introduction of markets and mnarket
t hi nki ng requires some degree of normative change wthin

the traditional vision of how health care is provided.
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If you ask for custom zation in a nmarket, that's
understood. But customization is a difficult sell nowin
medi cal care, although it's beginning to happen, we heard
yesterday, from Paul G nsburg. But it's a difficult sel
because doctors have been trained traditionally to think
that there's a single nmedically correct standard of care.
What is the standard of care? And it applies to everyone
alike. That's a scientific judgnent, not an econom c
j udgnent .

For market-oriented fol ks, the issues focus not
so nuch on access or on professional prerogatives and
judgments but on individual choice and the use of
incentives to shape decision nmaking. That is, how do we
i ntroduce economic factors into the decision making
process. Basically, how much care is provided and who
deci des? Those ki nds of questions.

The professional nodel shifts the authority to
t he professional decision maker and away from consuners
and insulates, to a |large extent, those decisions from
econom ¢ factors.

So, the different nodels, the different ways of
thinking are inportant. Let ne tal k about those
di fferent ways of thinking. The professional or the
mar ket oriented nodels or paradi gns are broad categories

and we tal k about these as if they're very different.
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But, in fact, elements of both nust exist. W're not
tal ki ng about one or the other. [It's a continuumthat
we're | ooking at and the issue is, where along a
conti nuum nmust we be. Traditionally, |I would argue that
we' ve been at one end of the continuum traditionally up
until, say, 15 years ago at one end of a continuum and
now we're noving nore into sone mddle ground. The
guestion is, where along this continuumwll it lie?

Bill was tal king about baseball stories, but
let nme tell you ny analogy. Yogi Berra was once asked,
what's nore inportant in baseball, physical ability or
mental attitude. He thought a nmonment and said, 90
percent of the gane is nmental, the other half is
physical. |In the health care arena, one m ght say that
90 percent of the issue is professional, but the other
hal f is economc

VWhat are the assunptions and inplications of
the professional nodel? It reflects an approach to
perceived market failure. W' ve heard a lot in the
literature about market failure. The professional node
observes the | ack of know edge on the part of consuners
and the scientific expertise of physicians. The
prof essi onal nodel substitutes professional controlled
deci sion making for that of consunmers and, as a result,

vests tremendous authority to determ ne quality and
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volunme of services and, ultimately, costs on professiona
provi ders.

The assunption is that patients are uniforned
and that the market cannot function in the face of such
consumrer ignorance. When we had an el ection, the |ast
el ection cycle in Tennessee, there was kind of this
person on the street interviewing this -- this fell ow was
bei ng interviewed and he was asked by the reporter,
what's the worst problemtoday regarding the political
process, voter ignorance or voter apathy. And the guy
t hought for a nmonment and said, you know, | don't know and
| don't care.

That's basically the assunption of the
prof essi onal paradi gm which has, as | said, vested
enornmous authority in professionals to make fundanent al
deci si ons about nedi cal care.

A further assunption of the scientific approach
is that diagnosis and treatnent decisions are not
i nfl uenced by financial incentives. Financial incentives
do not affect professional judgnment. | renmenber being
told early on by a doctor, that’s a nice young man, that
you think econonics has sonme role to play in nedica
deci sion making, but it's not |ike candy. Econom cs has
nothing to do with nedical decision making. It's a

scientific process.
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We've cone a long way fromthat. | don't think

doctors would say that quite in as extrene a position
today, but | think there's certainly a kernel of that --
nore than a kernel of that belief that still exists. The
| ack of influence of financial incentives allowed us to
devel op a systemof third party paynment with a bl ank
check and with m ni mal oversight, which we heard about
from Tom Scul | y yesterday, Medicare, and to sone extent,
Medi caid. We assune that the flow of dollars would not
affect levels of utilization despite the fact that
econom sts have told us that that is conpletely contrary

to what we normally expect in econom c thinking.

The bottomline was that doctors controlled the

system because of their scientific expertise, because of
the respect that flowed fromthat expertise, and to some
extent, because they controlled patients and this gave
t hem econom c | everage. The hospitals were beholden to
doctors and conpetition, to the extent that it existed,
was for doctors, and that's how we got the nedical arns
race hypothesis -- that hospitals were catering in their
conpetition to doctors. And we heard about sone of this
yest erday, about how conpetition in a regul atory
environnent can | ead to sone perverse outcomnes.

The mar ket paradi gm chal | enges many of these

assunptions. The assunption and inplication of the
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mar ket nodel is that the appropriate narket oriented
response to consumer ignorance i s guess what, education
and i nproved flow of information. W' ve seen this al
around us. We now have shared deci si on maki ng nodel s
bei ng devel oped jointly by Al Miulley at Harvard and Jack
Wennberg at Dartrmouth with an increased fl ow of
information. The Internet is a font of that information
and we now see that in many areas -- and the AIDS victins
really were the pioneers here, where the patients know
nore about the illness that they have than their
physi ci ans because they have an incentive to | earn about
t hat .

The mar ket nodel contenplates a greater role in
deci sion nmaking for the patient, either directly or
t hrough information internmedi aries. Payers or consuners
control decisions about quality and |l evels of service and
quantity produced.

And, bear in mnd this riddle. |f you have a -
- which is the case for the market approach. |If you have
a donkey race in which a person puts up $1,000 and the
owner of the donkey that finishes last -- there are only
two donkeys. The owner of the donkey that finishes |ast
gets the $1,000. So, the donkeys are told -- the owners
nmount their donkeys, the whistle blows and neither one

noves. They go through a whol e bunch of explanations,
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they appeal to their better nature, to the fact that the
rules require themto try their hardest, and they keep
bl owi ng the whistle and no one noves. Can soneone
suggest a sol ution?

What's the solution? WelIl, next thing you
know, the donkeys are nounted and the whistle blows and
they go as fast as they can to the finish [ine. And the
guestion is, how did they solve this problen? And the
answer is, that they had the owners swi tch donkeys. All
right? 1t changes the incentives.

Basically, the goal is to develop a system
where incentives are properly aligned and where private
deci si on makers make both self-interested and socially
appropri ate decisions. The goal is to get a solution
i ke having the owners swi tch donkeys.

Now, why has the market nodel devel oped? My
punch line here is that the antitrust lawis the engine
of the market paradigm but let ne go through three or
four other -- quickly, other exanples, other reasons.

W' ve seen the evidence that financial
incentives in nmedical care influence nedical decision
maki ng on both the demand side and the supply side.

W' ve seen evidence of that. W' ve seen a cost
escal ation that was linked to third party paynent that

suggested that financial incentives nmade a difference.
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W' ve seen that when we encourage people to have
outpatient facilities, they build outpatient facilities.
When we encourage themto have dedi cated prograns, we
heard about this yesterday, they tend to build dedicated
prograns. Paul G nsburg recounted that exanple as well.

Third, clinical uncertainty. Again, Jack
Wennberg at Dartnouth published this eye opening atl as.
When you present this to judges and you just see their
eyes pop out of their head to see the clinical
uncertainty, the different |evels of procedures that are
bei ng provided and performed in different jurisdictions
when the researchers control for everything i magi nable.
And so, the scientific claimfor nedicine has been
somewhat underm ned and suggesting a greater role for
consuner choi ce.

And then, of course, in the '80s, the shift is
paynment systens to the DRGs and nore through nanaged care
with capitation, all basically push towards a different
vi sion of nedical care suggesting that econom cs had a
role. But |'ve argued that the antitrust doctrine is the
engi ne of the market nodel.

And now, | want to tal k about application of
the antitrust law and why it's so inportant in this
transformation, noving down that continuumfroma pure

prof essi onal paradigmto a m xed nodel that includes a
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heavy dose of econom c thinking.

I would argue that antitrust doctrine is
substantively and synbolically inportant. First, it
applies to trade or conmerce. So, at the threshold,
we' re thinking about issues that are trade or commerce.
It's not purely a professional delivery system a socia
services delivery system

It shifts the vocabulary. Things that old-tine
health planners tal ked about about how coordination is a
good thing all of a sudden becones conspiracy, not such a
good thing, collective action. The old-tine hospital
managers were told to elimnate wasteful duplication.

The plan is to elimnate this, and filtered through the
prismof antitrust, this beconmes territorial market
division. You don't want to say you do services on the
west side of the river, we'll do services on the east
side of the river. |In the health planning nodel, that's
a good thing. In the antitrust world, that's probably
five years or nore in prison.

So, substantively, antitrust eval uates conduct
on grounds of a conpetition and efficiency. It
encour ages conpeting away excess profits and cross
subsi di zation. This is sonething that the health system
has Iived on for many years, but it is hard to do when

super-conpetitive profits are being conpeted away and

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



© 00 N o o A W N PP

N NN N NN R R P R R R R R R R
g N W N P O © © N O O M W N L O

31

that many nonopolies are being targeted. 1In the old
days, the opponents of this would call this cream

ski mmi ng and pro-conpetition types would say, conpeting
away super-normal profits.

It also has elimnated the worthy purpose
defense, that anti-conpetitive conduct is not justified
in the pursuit of |audable goals. And, again, this
underm nes, to sonme extent, and explains the hostility to
antitrust, in sonme quarters, the professional conmtnent
to quality at any cost. It also challenged the
egalitarian ideal that noney should not matter in nedica
care, that nmoney is just not part of our thinking.

So, in summary, with respect to the antitrust
agenda, antitrust focuses on efficiency and conpetition
and it necessarily subnerges concerns about equity that
are the concern of access-egalitarians and quality and
aut ononry that are concerns of the professionals. And so,
one can understand how this woul d upset fol ks who are
steeped in the traditional professional paradigm

But, ultimately, the potential for antitrust
l[iability is an inpetus to a shift in the culture. It
l[imts the traditional guild-oriented collective conduct
by professionals and it provides an inpetus for hospital
managers to nmake in-roads on professional control within

t he hospital because of certain kinds of fears of

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



© 00 N o o A W N PP

N NN N NN R R P R R R R R R R
g N W N P O © © N O O M W N L O

32
behavi or by the institution itself.

So, fromthe perspective of market reform it's
inmportant to maintain the role of antitrust. This has
hel ped to change the way policynmakers think about nedica
care and the way people in the industry think about
nedi cal care, to include an econonmic focus and to enpower
consurmers.

Now, let me turn secondly to sone areas of
inquiry that I want to highlight and to think about. And
here, | want to focus on three areas. Bundling is the
first, especially as a pricing strategy. U.S.
conpetition |law has been, in ny view, insufficiently
attentive to the potential effect on conpetition of
bundling. It's difficult because bundling can have pro-
conpetitive virtues. It's a requirenent to | ook at the
context in which this arises. Pro-conpetitive virtues
i ncl ude econom es of scale in production and econom es of
scope in marketing or one stop shopping.

Wher e mar ket power exists, however, there is a
risk to quality and a risk to innovation. The Mcrosoft
case and insights fromthe Mcrosoft case suggest that
there can be pro-conpetitive virtues from bundling, but
al so there can be adverse effects on conpetition as well.
And | think a fair analysis has to | ook at both the

pl uses and the m nuses of bundling.
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But where bundling is primarily a pricing
strategy, and that's what | want to focus on, the
production economes tend to wash out, the econom es of
scope are what you're left with, and in Mcrosoft, there
were sone clear virtues to the bundling strategy. But
when it's limted to pricing and scope econom es, | think
that it can inhibit entry and it can hanper quality and
t echnol ogi cal i nnovati on.

The Third G rcuit is now considering, en banc,
an inmportant bundling case, the LePages (phonetic) case
involving a pricing strategy by 3M An earlier Third
Circuit case, the SmthKline case, dealt with the
guestion of blocking the introduction of a new
conpetitive drug through a bundling pricing strategy, and
the SmithKline case has not had any progeny, but it's one
that's worth | ooking at, and we'll see how the Third
Circuit handles the issue in LePages. The panel had
rejected the plaintiff's bundling claim overturning a
District Court judgnent. That was vacated and is being
heard en banc. It was heard en banc earlier this year

Second, insurer or health plan nonopsony. This
is something that's worth thinking about. I1t's a paper
I"mworking on now in the context of the introduction of
Tenncare in Tennessee. W heard a | ot about

countervailing power and antitrust law tends to frown on
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countervailing power as a vehicle for overcomng anti -
conpetitive conduct, and | support that.

The Commi ssion has pursued physician
organi zati ons that have been devel oped for countervailing
power reasons. | think that's appropriate.

Monopsony, however, can result in the ms-
al l ocation of resources in the long run. For exanmple, if
the price signal to the |abor market suggests | ower
prices for |abor supply, that suggests, in the |ong run,
that there will be an under-supply of labor, with
shortages, bottl enecks and associ ated queui ng.

Courts have treated insurers as purchasers with
the prerogative to drive a hard bargain. This is the
prevailing view. But when you talk to doctors, this is a
peculiar area to doctors. They drumup the David and
Goliath image and they see thensel ves as David, not
ol iath, although nost people tend to see physicians as
havi ng sonme authority. But this strikes hard at their
sel f - concept.

Does the reaction of the doctors suggest nmaybe
sonme tentative thoughts about reconceptualizing what's
going on? And | offer this only tentatively because |
haven't fully worked this out. W're doing this in a
paper .

To the extent that insurers are purchasers of
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provi der services, the now conventional view the
argunent is in cases like Kartell and Ball Menorial that
Blue Cross or the insurer is the purchaser for the
account of others. This is the |anguage of Judge, now
Justice Breyer in the Kartell case.

Are they financial intermediaries or purchasing
agents? They're acting on behalf of others. But
i nsurance conpani es actually have little control over if,
when or how services are provided. Patients initiate
purchase transactions. But if you | ook at insurance
conmpani es as purchasers on the account of others, what do
we do about their subscribers? What role do we attribute
to then? |Is this a purchasing co-op, are they acting as
agents on behalf of their subscribers? And if you | ook
at this, it's the aggregati on of buying power that
creates the irritant here with respect to insurance
conpani es. So, they are maybe buyers, but they're a
di fferent kind of a buyer than we normally think of as
buyers because their clout conmes fromthe aggregation of
powers of their customers.

So, it may be that we have to be a little nore
nodest in how we think about what's going on in this
exchange, and | thought about a certain resenbl ance to
the coll ective conduct by doctor groups that the

Comm ssi on has prosecuted because of the anti-conpetitive
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distortion of the so-call ed nessenger nodel, where the
nessengers are com ng and negotiating on behalf of the
doctors. Under those circunstances, maybe the nessenger
nodel distortion that the Conm ssion has | ooked at with
respect to doctor groups is applicable, to sone extent,
with respect to insurance conpanies as well.

There's anot her way of thinking about this
whol e exchange transaction, not that insurance conpanies
or health plans are buyers, but, in fact, are sellers of
access to patients. W know that access to patients is
very inportant. Hospitals vertically integrate and
becone durabl e nedi cal equi pment suppliers and they have
an inside track to provide services and it gives them
great conpetitive advant age.

The anti - ki ckback [aw is concerned about giving
speci al advantage to fol ks who have access to patients.
So, selling of access gives great clout in negotiations
and antitrust enforcenment and anal ysis needs to be open-
m nded to the conpetitive consequences of this power of
selling of access, if that's how we conceptualize this.
Again, | haven't fully worked nmy way through on how to
| ook at those issues, but I think if we listen hard
enough to the doctors, we may be sensitive to the fact
that what is really irritating themis sonething that

irritates us when we look at it in different contexts,
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such as when the doctors get together and have these
nessengers acting in ways that we don't approve, rather
t han ways in which we do approve.

The third area that | want to just present for
thinking is standard setting as a tool of defeating
conpetition. Now, on the demand side, standard setting
can be pro-conpetitive, where it facilitates consuner
choice, and we've seen that in the California Dental
case, which I want to cone to, if |I have tine.

But on the supply side, this can inhibit
conpetition and can limt innovation. |It's especially
i mportant when it's linked to the adoption of standards
for which one firmhas a nonopoly, a patent. So, | think
we need to be very careful about private conpani es using
techni cal features of their patents as a way of
inhibiting entry and inhibiting access to new technol ogy.
We should insist on sone link to quality or cost
efficiency; in other words, sone pro-conpetitive
justification that woul d support the standard rather than
havi ng kind of a gane of gotcha.

Al right, et me quickly run through -- I'm
getting the hook, so let nme quickly run through. David
has a hard job, so | want to respect that.

First, on doctrinal issues, | nmake the claim

for no doctrinal exceptionalism |'ve tal ked about the
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wort hy purpose argunent. The Courts have tended to
reject this. There's sone exceptions to that. | think
that it's inportant to hold the Iine on no worthy purpose
def ense.

The role of non-profit institutions, the
Butterworth case, the nerger case is a good whipping boy.
It substitutes the rule of noblesse oblige for the rule
of conpetition. That's not what the antitrust |aws are.
That's everyone's kind of poster child for doctrine run
amuck, and | think it's inportant that we not give up.
That's one case, prelimnary injunction stage, that |
think that it's worth looking at and I'mglad to hear
that the Conm ssion is doing research.

Mar ket i nperfections, | think that the goal
here, again, should be to perfect the market, not to
substitute the market. | don't see a reason for
doctrinal change. Market inperfections can be dealt with
wi t hin conventional antitrust |aw.

The fourth area, quality. Again, quality can
be dealt with within conventional antitrust law. It is a
nmet hod of non-price conpetition that is traditionally
recogni zed in conpetition policy, in conpetition |aw.
There's no need to devel op doctrinal exceptionalismto
deal with quality. What it requires is a change in

rhetoric. It requires a change in the views of doctors,

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



© 00 N o o A W N PP

N NN N NN R R P R R R R R R R
g N W N P O © © N O O M W N L O

39
what they're doing when they're pursuing quality.
They' re pursuing quality for market share. They're
pursuing quality because it's consumer-justified, not
because it's their professional prerogative to inpose
quality standards on willing consunmers. And | think it's
i mportant that doctors justify their quality rationale in
pro-competitive ternms. It's hard sonmetines to do.

Finally, in doctrinal, I want to tal k about Ca
Dental and then I'Il conclude. [I'll try to do this in
one mnute. The Cal Dental case, | think, has caused a
great funk anmong marketeers in sonme circles. | think
that one has to be loyal in |ooking at Cal Dental and |
think that one has to look at this in ternms of the
procedural posture and also, that it was argued within an
antitrust framework. It was good | awyering on the part
of the victors in that case, the Dental Associ ation.

The claimof inproved quality of information to
consuners is perfectly consistent with a pro-conpetitive
justification. A standardi zation on the denmand side is
sonmething that's totally conpatible with a market
approach. The problemwas that we saw that a procedura
shortcut, the so-called quick | ook analysis was being
di sapproved in that case. But | think the argunent is
t hat what we have to do is do a better job of educating

t he judges and not taking the procedural shortcuts at the
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first instance.

The per se rules all devel oped over tinme where
the Courts said, oh, gosh, we've seen these price fixing
cases, we've seen a lot of them we know that they're not
pro-conpetitive, we're going to have a procedura
shortcut to do that. You don't do that at the start of
the process. One does that strategically as a
cul mnation of a series of cases, of good cases.

So, what | would urge, again, is through the
enf orcenent mechani sns, not to get a funk about that
case, but to go back and build huge records, big records
t hat show that what was really going on in that case was
what Justice Breyer said in his dissent, is that they
were creating these barriers so that there was no
information flow going forward. The problemwas that the
result of those restraints on advertising were such that
there was -- it was too expensive and there was no
communi cati on goi ng forward.

So, | think that we should take a better --
maybe |1'ma Pollyanna on this, but take a nore sanguine
view of the Cal Dental case and treat it as a challenge
to explain what we're doing, make our case and then
eventual ly get the procedural shortcuts that we want to
have after we've won a few of these cases at the Suprene

Court level and nove forward fromthere.
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Basically, 1'mgoing to support the research
agenda that's going forward. The one area that | would
ook at in ternms of research, with respect to non-
profits, is bidding. | think that there's |Iots of hope,
good prospects for encouragi ng pro-conpetitive
alternatives by a bidding strategy and | woul d encourage
--and I'Il talk about this in the discussion afterwards
-- about devel oping the strategies for bidding as a
vehicle for getting cost consciousness into health plans.

Thank you very nuch.

(Appl ause.)

MR HYMAN: Thank you very nuch, Jim Qur next
speak is Peter Hanmmer who is an Assistant Professor of
Law at the University of M chigan, School of Law, who's
witten a significant nunber of articles about this
particul ar subject, many of themwth Bill Sage,
including a major enpirical study of health care
antitrust litigation since, | think, 1985 to 1999.

That's ny vague recoll ection.

So, Peter.

DR. HAMMER: |'m a neophyte with this brand new
technol ogy. So, bear with ne.

This is the slide -- to sort of give you the
warning fromthe airlines, that this is not the plane

that you expected to be flying, that you're at the wong
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FTC conpetition hearing. W're charged today to try to
tal k about perspectives on conpetition policy and the
heal t h care narket pl ace.

My title or the focus | want to think about is
conpetition in the context of failure. The |aw school
just got done with a | arge building canpaign and there
wer e these cheesy sl ogans about from excellence to
excel l ence and strength to strength. The probl em about
trying to build a conpetition policy, it only gets
interesting in light of market failures. So, you really
have to be thinking about how to build upon failure and
that's the kind of challenge that |I'mgoing to be tal king
about today, how you successfully develop a conpetition
policy in light of substantial market failures.

I"d give deference to the funders. A |arge
part of this is an outgrowh of work that |I've done with
nmy col | eague, Bill Sage, at Col unbia Law School and
funded by the Robert Wod Johnson Foundati on.

As | read the little precept that David
circul ated about what we were supposed to tal k about in
this session, | distilled it down to two observations and
one question. The first observation is that sinply
health care markets are very conplicated, right? W sort
of have the litany of factors naking it conplicated, an

i nteresting conbination of private markets, regul ation
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both at the state and federal |evel and substanti al
public subsidies, which is not what you normally find in
conpetitive markets.

Second observation that we are charged to
discuss is that there's nmultiple market failures here.
And the question then is how you build a conpetition
policy in light of these facts.

When |' m done, | hope that you will see that
these are actually consistent. You wouldn't expect to
find anything other than substantial public-private
cooperation, sonetinmes conpetition, sonetines
i nconsistencies in the light of market failures. And, in
fact, any tinme you're going to have substantial market
failures, it is going to invite and, therefore, you're
going to observe interesting conbinations of public and
private non-market institutions and the objective of a
conpetition policy then is to try to calibrate how those
mar ket and non-market institutions actually work together
as opposed to agai nst each ot her.

I"d like to build a general sort of analytic
framewor k for thinking about a conpetition policy in the
context of market failures, and this dovetails very
nicely into what Mark Pauly and Marty Gaynor were talking
about yesterday, and | approached this problemas an

econom st and fromthe perspective of general equilibrium
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theory. If you go back as far as Arrow and DeBreu, you
have the proof of the efficiency of conpetitive markets,
which is sort of the analytical infrastructure supporting
a lot of antitrust analysis.

But to get to the efficiency of private
mar ket s, you have a trenmendous nunber of very restrictive
conditions, conditions that aren't always satisfied in
the real world, which |l eads us to the point of market
failures. One way to understand nmarket failures is
sinmply going point by point down the set of restrictive
assunpti ons necessary to establish the efficiency of a
conmpetitive equilibriumand say, well, this one is not
satisfied here, this one is not satisfied there, and at
the end of the day, you have a long |list of market
failures.

The problemis, and this was alluded to again
yesterday in work com ng out of Lipsey and Lancaster back
in the 1950s, is that if you have nultiple market
failures, you absolutely don't have any conpass left to
gui de you as to what appropriate policy is. In the face
of multiple market failures, you have the world
of tenti mes being turned upside down on itself and
sonmetimes actually having | ess conpetition mght get you
a higher level of social welfare. The sort of

inplication is that close is not good enough. Once
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you' re dealing with market failures, you have to have a
nore open conceptual mind to what m ght be proper
pol i cymaki ng.

This has | ed a nunber of people to sort of go
inthe lines of what I call sort of economc nihilism
And a nunber of people who want to sort of be anti-
markets will latch on to the theory of second best as a
justification for sinply getting rid of econoni c thought
as being useless, or -- and | don't want to put
necessarily Richard Markovits as an economc nihilist --
try to devise very sophisticated and sonetinmes difficult
to understand prescriptions on how to then address the
problemw t hin an econom c franmeworKk.

I"mgoing to propose a different approach to
t he probl em of second best, and it's building upon
further work by Arrow, done in 1963, where he
contenpl ates an interesting economc rule for social
institutions. Although Arrow doesn't use the | anguage of
second best in his article, he says, well, when you have
mar ket failures, and Arrow s tal ki ng about the mnedical
i ndustry back in 1963, you have these optimality gaps.
You have the sort of gaps between what a conpetitive
equi li briumwoul d provide you and a | evel of welfare
optimality that you get with failed markets.

Sort of building on that, | call it sort of the
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social analog to the coase theorem \When that happens,
peopl e respond. Institutions respond, policies respond,
prof essi onal s respond, and you have the sort of natura
energence of a variety of social institutions that help
to bridge the optimality gap and then he tries to justify
and | ook through a nunber of traditional nedica
institutions, circa 1960, as efforts to bridge the
optimality gap.

I like that as sort of the point of departure,
then, to try to think about building a conpetition
policy, one in which you can inmagi ne market and non-
mar ket institutions, and it's inportant to renmenber that
non- mar ket institutions can be public as well as private,
and there's a role for potentially private self-
regulation. And the interesting question, and one that
Arrow doesn't necessarily focus on our answer in 1963,
how do you try to get these sets of market and non-mar ket
institutions working together. | sort of conceptually
view the work of a conpetition policy as building the
proper bl end between market and non-market institutions.

When you do that, you have to al ways be
policing private self-interest. And this is sort of the
critique that JimBlunstein was alluding to under worthy
purposes. This is also a wonderful rationalization for

anti-conpetitive conduct, and sort of the inportant
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objective of antitrust enforcenent then is to filter what
will be welfare enhancing in the public interest from
what will be in private self-interest.

Interestingly enough, and this is why it's very
exciting that the FTC is hol ding these hearings,
historically, there has been no effort to develop a
rational conpetition policy. Historically, it's been
pat h-dependent, it's been accidental, and there's been
very few efforts to try to calibrate public and private
efforts to resolve market failures.

As you're building a conpetition policy, one of
the issues I'mgoing to try to focus on in ny
presentation is what should be the proper role of
antitrust courts within this general franework.

Medi cal market failures. On one side, you sort
of see just the traditional listing. You have
i nformati on problens, noral hazard, adverse selection,
agency issues and down the line. On the other col um,
you have what | woul d envision various ways in which
private markets or organi zati ons can respond to market
failures. On the private side, sort of again thinking of
sone of the work that C ark Havi ghurst has done and sone
of the ol der work of Ronald Coase, oftentines, private
contracting can be a response to market failure. dark

Havi ghurst tries to argue that there's a series of |ega
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obst acl es about effective contracting and tries to argue
that contract failure actually m ght be a form of narket
failure.

So, you want to think not only about what are
the list of market failures, but what's the range of ways
t hat private businesses or markets can respond.
Interesting contracting practice is one approach. [If you
go back to Coase's theory of the firmyou have -- really
vertical integration and the creation of managed care, a
wonderfully novel way to get the two donkeys to be ridden
by different riders. So, you have interesting |evels of
ways you can restructure firnms and organi zati onal
i nnovation to respond to market failures and you al so
have the ability to introduce new forunms or products and
the ability to create new markets entirely.

So, you're sort of thinking, again, an
underlying system of market failures, a variety of
interesting potential innovative ways to respond to that.

How does that then influence the chall enge of
the DQJ and the FTC? And very consistent with what Bil
was tal king about, there's a two-fold m ssion when you're

tal ki ng about a conpetition policy, and one is what |

call inward-|ooking and one is sort of external or
outward-1 ooking. If you're going to build a conpetition
policy -- and this | would have to have | engthier
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di scussions with Jimabout what are the inplications for
antitrust doctrine -- | think you can tweak the
traditional antitrust doctrine and massage it in
interesting ways to deal nore effectively with market
failures, but I do think you have to have sone | evel of
massagi ng.

In particular, as a very interesting sort of
| egal and anal ytical question, how should antitrust
courts deal with the problem of second best? That hasn't
been wel | thought out and there isn't very good | aw
trying to deal with that set of issues.

There's another underlying tension with
antitrust law itself between the objectives of things
that are going to be pro-conpetitive or sort of
structural views of conpetition versus things that were
| ooked at froma welfare econonm st as being welfare
enhanci ng, and oftentines, the two go together. Wat's
pro-conpetitive is actually wel fare enhancing, but there
may be inportant differences between an antitrust
doctrine focused on pro-conpetition, which is under the
structural view of conpetition, and an antitrust policy
grounded in social welfare or total welfare. And,

i ndeed, you have to nove nore in the direction of total
welfare if you're going to start dealing with probl ens of

second best and nore effectively dealing with problens of
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mar ket failure.

There's anot her interesting kind of conceptual
di fference you can think of between types of
interventions, either public or private, that are market
facilitating versus ones that are market displacing.
Mich easier to get market facilitating interventions
within existing antitrust doctrine. You give better
information. You sinply make markets work nore |ike
they're supposed to in the textbooks. But that wll
foreclose a wide variety of types of interventions that
m ght be wel fare enhancing that would be nore narket
di spl acing. So, you have another sort of interesting
di vi de about how far you push a market failure defense.

C ark Havi ghurst has an interesting article in
a collection of essays looking at Arrow s '63 article
where he tries to limt a market failure defense to
mar ket facilitating, and some of the work that Bill Sage
and | have done try to push the envel ope further in
antitrust doctrine to say antitrust doctrine should be
enconpassing to take certain forns of market displacing
interventions as well.

A conpetition policy is also going to run
headl ong into the state action doctrine. Wat do you do
with states that m ght have |egislation that has adverse

effects upon conpetition? | would argue, if you really
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want to think fromthe ground level, you m ght want to
i ntroduce a federalized conpetitive inpact statenent for
state regul ations and want to get different ways to force
the federal mandate and the infrastructure of the
antitrust laws in ways that could actually help root out
forns of state regulations that are not pro-conpetitive.
You're going to have simlar problens trying to nediate a
political action at the federal |level and will raise
i nteresting questions on the Noerr-Penni ngton Doctrine.

Those are all things that you sort of have,
your antitrust hat and antitrust doctrine. |If you think
of now external looking, it's great that Tom Scul |y gave
t he keynote address yesterday because you can't have a
conpetition policy if you' re not getting Medicare and
Medicaid into the act.

One interesting conceptual issue is, are there
ways that you can use nonopsony power. Now, |'m thinking
not private nonopsony power that Jim Blunstein was
di scussi ng, but rather public nmonopsony power in |lieu of
traditional regulation. That sort of opens the door that
actual ly the purchasi ng power m ght acconplish things
that are traditionally done through regul ation

At a mininmum Medicare has to be aware of its
conduct that is both market-shaping and market -

facilitating. Wen Medicare chooses to reinburse a new
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technol ogy, it creates a new market. Wen it has a
m sal i gnnent of the regulatory pricing system as we saw
illustrated nunerous tinmes yesterday, it creates
conmpetition gam ng the regulatory system So, the
regul atory structure has to be conscious of those
effects.

There's other things that Medicare can do that
are market facilitating, inproving information,
desi gnating centers of excellence, a wide variety of
other things that private nmarkets can actually piggyback
of f of the innovations and inprovenents of Medicare.
More generally, at the same federal level, there has to
be a greater sensitivity to the conpetitive inplications
of regulation, and |I'Il sort of raise the issue that Mark
Pauly al so sort of raised and dodged, technol ogy and
i nnovation has to be thought about in the context of a
conpetition policy.

I woul d argue that we probably have too nuch
i nnovation, too nuch technol ogi cal change, and that you
need nore rationality and a conpetitive or conpetition
policy thinking about dynam c efficiency technol ogy and
i nnovation over tinme.

The hard part is, what's the appropriate
di vi sion of labor? What should the FTC do? What should

CMVs do? What should states do? |If you're going to
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devi se a conpetition policy, you' re going to have to
start thinking about what tasks you assign to what
actors. And you have to do that in light of a
recognition of strong institutional constraints and
different conparative advantages of naking different
types of issues. So, sort of generally thinking what
functions can antitrust courts and antitrust enforcers
realistically acconplish, what's better left, as Jim
Blunstein was saying, to a legislative process to nake
excepti ons.

The problemis, at least historically, and this
can be solved if everybody's thinking in conpetitive
ternms, if it hasn't been an antitrust issue, it hasn't
been thought of in conpetitive terns. So, if you're
going to create a division of |abor, you want to devel op
an infrastructure in issues that you declare not to be
germane to the antitrust world, to the actors, than to
think in conpetitive terns in areas that traditionally do
not .

So, what can antitrust courts do well? And
this is kind of a brief summary of sone of the findings
that we found when we did a conprehensive survey of the
last 15 years of medical antitrust law. \Wat antitrust
courts do very well is create a space for private

mar kets, and | think you can nmake a strong historical
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argunent that but for rigorous antitrust enforcenent, you
woul d not have private health care markets today.

The way it did that, however, was through
fairly blunt and traditional core antitrust principles,
getting rid of price fixing, policing naked restraints.
And there's a continuing mssion for that. | don't think
that wll ever go away. There will be a constant need to
be policing naked restraints. But antitrust |aw has not
been very effective going beyond these sort of core
principles. At |east that would be ny contention.

There's a narrow range in which antitrust |aw
can accommpdat e and deal wi th productive efficiencies and
I think that it has done that in health care as well as
other areas. But it has only Iimted potential, at |east
under a traditional application of doctrine, to deal with
qual ity concerns.

The way that we've found antitrust |aws
predom nantly acconplishing a quality task was use of
heuristics of choice and of information as proxies for
non-price concerns. And that's actually fairly strong
and powerful and is done fairly successfully in antitrust
courts. If things mnimze or limt consuner choice,
that's anti-conpetitive and, therefore, declared
unlawful . If things normally reduce the anmount of

information, that's anti-conpetitive and unlawful. And
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protecting choice and information can i ndeed protect a
range of non-price attributes and quality conpetition as
well, but there's a lot of quality and non-price concerns
that don't fit within those heuristics.

The other way that antitrust courts have tried
to deal with non-price conpetition or quality is through
what | termthe demand side nodels of non-price
conmpetition. If quality can enter into the demand
function and either increase the price or increase the
nunber of people consunming at a particul ar provider, then
it fits the traditional antitrust node in sort of
t hi nki ng through the way conpetition works, and to the
extent that quality can be incorporated in demand side
nodels, it can be fairly well protected under traditiona
antitrust doctrine.

Again, it's not saying that that's not good.
That is good in the domain that it actually takes place.
It's just sinply saying that these traditional concepts
m ght not necessarily protect a range of non-price and
quality concerns that don't fit those tight nodels.

VWhat don't courts do well? And, again, this is
sort of learnings for the |ast 15 years of nedica
antitrust litigation. They generally don't do well in
addr essi ng and acknow edgi ng the probl em of market

failure. The inportant exception to that is the
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California Dental case that Jimwas tal king about, and
there, | think nost people would say they didn't deal
with it necessarily well. So, there's sort of a
continuing challenge for antitrust courts to acknow edge
mar ket failures and devel op a better infrastructure to
try to deal with the problens of market failure.

Antitrust courts don't appreciate what | cal
supply side quality concerns. An interesting sort of
econom c, an interesting sort of thought experience is
what is the production function in health care. | talked
about production efficiencies or productive concerns on
the earlier slide. Not at all clear exactly what the
heal t h care production function is, what is the supply
curve? Things that deal with technol ogy, with
i nnovation, with the know edge base of nedicine, practice
gui del i nes, nedical errors, all squishy and incredibly
nore squi shy when we when | ook at the Wennberg studies
t hat show that there's no consensus even on what the
answer is for a nunber of these issues.

Those supply side concerns are incredibly
i nportant for conpetition policy and have not yet
necessarily been effectively worked into tools or
processes that antitrust courts have grappled with
effectively.

And the last thing I would sort of list on the
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short list of things courts don't do well, courts do not
address price quality trade-offs very effectively. They
normal |y assune that if they're facilitating price
conpetition that that's also protecting quality
conpetition. In a nunmber of instances, that's true. But
there's a ot of instances where price and quality m ght
be in conflict and there is no general sort of analytic
framework to deal with price quality trade-offs, which is
sonething that's sort of core. Mbdern health policy now
is trying to make trade-offs between price and quality.

The objective then is to think about how you
get better engi neering now between private markets and
antitrust law in public institutions or non-market
institutions. | would suggest that we go back to Arrow s
i nsights and we see that there's a wi de range of things
that m ght be functioning to fill these optimality gaps.
The antitrust challenge then is to be able to do that
filtering function between what is wel fare enhanci ng and
what is actually a sort of special interest capture or
private mani pul ati on.

In that realm | would say that antitrust
courts need to be nore open to market displacing types of
mechani sns, to fornms of cooperation that m ght have an
optimality gap-filling function, and at |east to be

willing to have open ears towards non-traditional forns
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of arranging health care services.

The public policy challenge is to better
calibrate the social institutions to fit within an
interface to work well with private markets. Soci al
institutions can do as nmuch damage as they can do good
and those peopl e making public policy need to think nore
carefully about the interventions that they have and
whet her or not they're hel ping or harm ng conpetition.

One coul d i magi ne a wi de range of plausible
private actions and responses to nmarket failures. This
is fairly rote and tentative. You have information
failures, which means you get better information,
credentialing, accreditation, et cetera.

Ri sk selection is a nore conplicated problem
and actually one of the difficulties of health policy is
trying to deal with the insurance function and the
provi sion of nedical services. Wuld you permt private
actors to standardi ze i nsurance products? Interesting
conpl i cated question.

Wul d you allow themto orchestrate coordi nated
restrictions on choice in efforts to deal with problens
of adverse selection? |In sone instances you woul d say,
I'd be open to that argunent. At some point, you m ght
say, this is better fit for a regulatory or

adm ni strative process to set the constraints around
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whi ch private markets are going to ultinmately function

Public goods are sort of straightforward. You
can have joint R&D. Practice guidelines mght be
cooperatively devel oped. The inportant thing that |
t hi nk has been negl ected is acknow edgi ng the
si gni fi cance of organi zational innovation. And,
actually, | think that one of the nobst inportant things
that could cone out of this set of hearings is just
si nply acknow edgi ng that one of the nopst inportant
things that |law needs to do is not chill or deter private
fornms of organizational innovation.

Creative contracting. This is going back to
the earlier slide about private responses to the various
fornms of market failures, offerings of new products, new
forms of contracting and various forns of integration to
provide the financing and delivery of health care
servi ces.

There needs to be, again, a simlar sort of
function on the public policy screening. The mnute you
wal k in and say that public markets can respond to these
optimality gap-filling sort of Arrow functions, it's just
a feeding trough for special interest. And you have to
be very savvy about special interest manipulation. You
need a stronger sort of set of tools to try to police

special interest activity.
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There's a particular -- in this thing, |'m
showi ng ny biases. | think that the problemis greater
at the state level. | think it's interesting that a | ot

of provider functions have far greater political power at
the state | evel that eclipses even their econonic power
within markets, and that is an area where you can get a

| ot of state regulation that actually mght be anti-
conmpetitive. This, again, is going back to the thought
that we need to be rethinking the state action doctrine
and it may not be appropriate sinply to defer, as a
matter of antitrust or conpetition policy, to state
determ nations of regulation.

Public action can do harm So, this is not an
open invitation to say that all public action is good,
that all public intervention necessarily facilitates the
wor ki ng markets; that's certainly not true. The sort of
soci al engineering, the sort of l|egal engineering task is
totry to filter those that are actually aiding in
conpetition and deterring those that are not successful
in aiding conpetition.

Now, that being said, everything |I've said so
far is basically within the tight econom c franmework, and
I want to sort of add a caveat here. As Jimwas
suggesting, these are contested boundari es where econom c

val ues conpete with non-econom c val ues and ot her
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concerns, and at sonme point, antitrust law in econonics
has to be sensitive to that, and that actually m ght be
the point at which you hand off issues to the | egislative
realm | agree with JimBlunstein's instincts that you
don't want antitrust courts to be operating in a
framewor k that woul d expressly consider non-econom c
objectives. | think that is an invitation to goi ng down
the road that you had in Butterworth and sone ot her
opi ni ons.

So, | think that there's a need to keep the
antitrust focus, both within the enforcenent agencies and
within the courts, within a tight econonm c nodel. And
when things are not fitting within a tight econom c nodel
and there are inportant, non-econon c concerns or val ues
at stake, | think that's the point where you then send an
issue to the legislature. Again, as | said earlier, if
you're worried about special interest capture, we're not
al ways guaranteed that the product of legislationis
going to be in the public interest. That, at least, is a
conceptual framework to think about what's the
appropriate division of |abor between antitrust in a
conpetition policy and how woul d you then incorporate
i mportant non-econom c values that are relevant in naking
medi cal deci si ons.

Reiterating what | said a little bit earlier,
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| aw can do a | ot of danmge on the ability of private
markets to respond to market failures on their own.
Something | just find fascinating is the structure of
hospitals, just historically. No other industry has such
a sharp demarcati on between the ownership and control of
sort of the physical capital in the human expertise or
the human capital. From a Coasean perspective,
completely irrational, it nmakes no sense. You don't have
law firms divided up between the partners and then the
peopl e who own the buil dings. Wen you go to an auto
mechani c, either the garage enpl oys the nechani cs working
on your car or the mechanics in a smaller setting m ght
own the garage. But there's an integration of the human
and the physical capital.

Not so in health care. And there's a |ot of
reasons for that. You can go back to the corporate
practice doctrine. | would argue that the absence of the
ability to innovate along this sort of theory of the firm
or organi zational dinensions has perpetuated a | ot of the
econom ¢ market failures. There's a |lot of these
failures that could have done nore effectively through
integration. And, indeed, the sort of antitrust story is
a history of professionalismagainst forns of prepaynent.
Go back to the 1943 AVA case, you know, the 1956 Oregon

Medi cal Society case, all wars agai nst prepaynent.
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Prepaynment then being a form of organi zati onal
i nnovation. So, professional boycotts, the corporate
practice of medicine doctrine historically preventing
fornms of efficient organizational innovation.

In a nodern structure, Medicare is actually
perpetuating a lot of the limtations on the ability to
i nnovat e on organi zational dinmensions. Things that are
necessary to police, fraud and abuse, in a fee-for-
service realminpairs substantially what a hospital can
do in terns of structuring its business arrangenents.

The Stark prohibitions on self-referrals are anot her

area. | think if you're going to want to have private
mar kets freed up to deal with market failures nore
effectively, you' re going to have to think through top to
bottom on the whole laundry list of |egal inpedinments to
or gani zational innovation.

Simlarly -- | nmean, and C ark Havighurst is
the person who's witten nost prolifically on this --
there's all sorts of legal barriers to sinply entering
into contracts, and a lot of this is reflective of what
Jimwas tal king about, the battle between the
prof essi onal paradigmand a market paradigm It is dang
near inpossible for me to enter into a contract to
provide you a |ower price quality trade-off than would be

recogni zed by tort standards.
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Simlarly, if 1'"'mgoing to now restrict your
choi ce of providers, you have the Suprene Court ERI SA
case now out of Kentucky dealing with the provider |aws.
There's a | ot of these non-Medicare, non-antitrust rules
that limt the ability to private contract and the
ability of firnms to organize. And a conpetition policy
that really is trying to maxim ze the ability of private
markets to increase total welfare has to deal with those
probl ens as wel | .

Concl udi ng thoughts, and | sort of organized
these, all things that start with I, introspection,

i nt erdependence, information, and intra-system
rationality.

Introspection sinply says a wake-up call both
for antitrust professionals as well as for non-antitrust
actors to think about the conpetitive di nensions.
think that antitrust actors have to be open-mnded in
ways they historically haven't about the optinmality gap-
filling roles of non-market institutions and be nore
accommodating to problens of market failure and second
best. And, clearly, the people over at CM5 and ot her
government actors that are regulating at the federal and
state level have to be far nore sensitive to the
conpetitive effects and inplications of their

regul ations. So, sone |level of introspection on al
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parties' parts is necessary for conpetition policy to be
built.

I nt erdependence, and this is what nmakes health
care both interesting and perennially conplicated.
There's multiple dinensions, they all inter-relate. It's
a conplicated web. And you have to acknow edge that from
t he beginning and to respect the fact that boundaries are
going to be blurred oftentinmes and distinctions may be
hard to nake.

That is then the call for information. A |ot
of these sort of echo -- | like to see -- what Bill was
tal ki ng about as the objectives of these hearings. W
need nore enpirical understanding of what the effects of
particul ar business rel ati onshi ps are on i nportant
out cones, both price conpetitive and quality outcones.

One of the nost shocking things about the
survey of antitrust litigation that we did, not even a
handful of cases or sections of cases out of 500 that we
exam ned dealt with learning or information that could be
gained fromthe health services research literature.
There's these huge walls between antitrust |awers, their
clients and not trying to incorporate and |earn enpirica
dinmensions into the litigation strategies or to try and
aid courts as a matter of education or even |awer's

t hensel ves as a matter of conpetitive consequences.
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Sonme of that requires generating new
information and there's a whole series of inportant
enpirical questions that we need to just get better
answers to that we don't have the answers. Sone of that
is actually learning fromwhat we know al ready, and we
haven't even begun that process.

And the final | that | would throw out is what
I call intra-systemrationality. W have to nake the
pi eces that we have fit together. And | think the Arrow
framework in thinking about the role, the conplenentary
role of particular fornms of non-market institutions and
markets can help us make it fit together better. But
that's got to be the goal

And so far, if you look historically,
everybody's been in their little domains without a | ot of
di scussi ons of cross boundaries, and one of the nost
exciting things to nme about these set of hearings,
particularly one | ooking at conpetition policy broadly,
and not just antitrust policy, is letting these
conversations take place to hopefully get nore rationa
pi eces of the puzzle being fit together in the aid of not
just sinply conpetition, but of making health care nore
ef fective, nore affordable and higher quality for the
Aneri can peopl e.

(Appl ause.)
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MR. HYMAN. Thank you, Peter. W're going to
t ake about a seven to eight-minute break and we'll start
up again at 11:00 with a panel discussion. Thank you.

(Whereupon, a brief recess was taken.)

MR. HYMAN. Ckay, we're now going to continue
with a panel discussion and I'mgoing to briefly
i ntroduce everyone on the panel and then we'll get
started. Over on ny far right is Chip Kahn who now has
his slide up and you can see he's the President of the
Federati on of American Hospitals, which are for-profit
hospitals. He's going to start off with a Power Poi nt
presentation and then we'll just sort of work across.
Even though Chip's sitting next to ne here, he's standing
there so he gets first introduction.

Next is Helen Darling who is the President of
t he Washi ngton Busi ness G oup on Health. Then sitting
next to her is Jacquie Darrah who is, | believe, the head
of Health Policy at the American Medical --

M5. DARRAH Health Law

MR. HYMAN: Health Law, excuse ne, Director of
Health Law at the Anerican Medical Association. Then
Mark Botti who is the head of Litigation | at the
Departnent of Justice who you've heard nentioned
periodically throughout the first day in his absence.

Litigation | is the part of the Departnment of Justice
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Antitrust Division that, anong other things, handles
health care. Chip's seat is here, but he's not here,
he's over there.

Then Stephanie Kanwit who is General Counsel of
the Anerican Association of Health Plans. And finally is
Arnie MIstein who, although it says on the agenda is
with the Anerican Benefits Council, he's actually the
Medi cal Director of the Pacific Business Goup on Health.
He also wins the prize for what is easily the cool est
title of anyone on this panel because in addition to
bei ng the Medical Director of the Pacific Business Goup
on Health, he is also the National Health Care Thought
Leader for the Mercer Human Resource Consulting. Wen I
found that out, I, of course, went to Bill and said, |
want an upgrade in ny title.

Each panelist will speak for seven to 10
m nutes and we're going to strictly keep to the tine
restrictions so that we can have as nuch tine as possible
for discussion anong the panelists. Mrk's and ny job is

to keep the ball rolling. Thank you.

Chi p?
MR. KAHN. Thank you, David. | will be as
brief as possible. | am Chip Kahn and I'm here this

norni ng representing the Federation of Anerican

Hospitals. W represent Americans investor-owned
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hospitals. W are, by definition, strong advocates of
mar ket conpetition and believe that antitrust |aw, when
appl i ed appropriately, considering all the unique
characterizations of health care and hospital markets,
can contribute to ensuring access for Americans to high
guality, affordable health care.

Initially, let me say that one of the reasons
we are here, at least fromny view, is because we have an
ever-increasing gromh in health care cost and there's a
belief that that threatens the availability of affordable
quality health care and health coverage. Unfortunately,
many of the players in delivering and financing are
poi nting fingers of blame at one another seeking
exoneration fromthis point, and fromny point of view,
this finger-pointing is a waste of tine and al so avoi ds
all of us facing very tough public policy questions
rai sed by the conplexity of health care delivery in this
country. There are no easy answers.

What 1'mgoing to do this norning i s cover
three areas. First, | want to set a context for health
care and hospital spending growth over the |ast decade
and into the future. Second, | want to point out a few
of the distinctive characteristics of hospital markets
that result in this unique conplexity I'mtalking about,

which | think is critical to take into account when
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anal ysis and enforcenent is done in the area of
antitrust. And, finally, | want to outline a few
recommendations that the Federation has for FTC and DQJ
as you review specific hospital markets.

First, 1'd like to point out, and these nunbers
| ook at cunul ative growh over a decade. This work was
done by Price Waterhouse from public nunbers, Nationa
Heal th Expendi ture nunbers that are generally avail abl e.
And what this shows is that over the |ast decade, in
terns of cunul ative growth, hospital care has been
growi ng at a slower pace than other sectors in the health
care system | use this chart not so much to point out
that hospitals are that different or should win any
prizes, but to make a point that if you | ooked at the
m ddl e ' 90s, you woul d see that hospitals arguably
underpriced their products to neet the demands of nanaged
care contracts, and then a little bit later in the '90s,
we're confronted with BBA-97 and significant Mdicare
reducti ons.

And then, in recent days, sone will argue there
is a blip, an upswing in hospital spending, and | would
argue that is a conbination of things and partly catch-up
for the dip in the '90s for the reasons that | outlined.

I think if you | ook at the nunber growth cunul atively, it

gi ves you a sense for that factor
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Second, if we look at this period from'97 to

"01, which is the period that we have the | atest data,

where we have this blip, in a sense, this $83.6 billion
growth blip in hospitals -- it's higher growh than
hospital s had experienced earlier -- we can attribute

that to two things. One, nore services, that includes
bot h popul ation gromh as well as nore intense services
bei ng provided, all those services being ordered
primarily by physicians when patients were in need, and
the other side of the cost spending | edger is hospital
costs and the primary driver there, alnost a third cones
from conpensation for wages and benefits. So, work force
is the big banana in hospital spending.

This chart reflects recent projections by the
CMB actuaries and shows that blip | described, the
actuaries see as evening out, and at least in ternms of
the decade fromthe actuaries standpoint, they see
hospital growth, and this is gross spending growh across
the country for all hospitals, that hospital care wll
i ncrease at about 6 percent a year. Now, whether this is
the right percentage or the wong percentage is obviously
an issue we can talk about. But at |least fromthe
actuaries', at CM5, standpoint, we see hospitals
basically at a historic pattern in terns of the increases

we're likely to see into the future.
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Now, |et nme describe some of the distinctions
of the hospital market that | think are inportant for our
di scussi on t oday.

First, hospital care is generally inelastic.
You don't find that nany two-for-one sales on drug-
eluting stents and ot her kinds of services provided in
hospi tal s.

Second, the actual cost of hospital care is
borne on and from many | edgers. Even hospitals
t hensel ves bear a part of that cost because they are
mandat ed, in sonme cases, to actually provide services and
there is no payer other than sort of comng up with the
noney inside the revenues fromthe hospital to pay for
t hose servi ces.

The idea of so many different types of payers
and costs coming fromso many different places nmakes the
hospital an extrenely conplex institution to run, and |
was interested in the last presentation. Not only is it
complex, but it is, in a sense -- and probably if you
conpare it to other places, other hospital systens in the
world, it's sort of unique, because in nost other places,
the doctors do work. You have inpatient -- at |east on
the inpatient side you have doctors working for the
hospi tal .

So, here we have those people who order the
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services not generally working for the hospital and al
these different ways in which costs are raised for
hospi tal services.

And, finally -- and Tom Scully noted this
yesterday, governnment is the 800-pound gorilla for
hospitals. This is inmportant to point out because it
makes hospitals, particularly, and actually health care
because generally, Medicare, Medicaid and other public
prograns are the 800-pound gorilla for all providers. It
puts providers in a unique situation because, as Tom sai d
yesterday, he basically is a price setter regardl ess of
the years, and | worked on Capitol Hill in the years of
sonme of the devel opnent of fee-for-service paynent
reform There was always an attenpt to try to be market-
oriented. But at the end of the day, you have prices
that are arbitrarily set that really don't relate very
closely to any kind of market schene that we could
def i ne.

Beyond the issue of prices, you al so have
hospital s being probably the nost regul ated institutions,
at least private institutions, in our society and that
regulation varies froma life and safety code regul ation
to a regulation that mandates that if sonmeone shows up at
an energency roomin an unstable condition, they have to

be treated regardless of their ability to pay and they
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are not obligated to pay for those services. In a sense,
this kind of nandate affects hospital behavior and it
ought to be accounted for when analysis is done for
pur poses of antitrust, |ooking at consolidations and
ot her kinds of reorganizations of hospital or hospital
syst ens.

Finally, let me go to a few recomendati ons.
First, hospital markets are distinct. You' ve seen one
hospital market, you' ve seen one hospital nmarket. Now,
having said that, in terns of that category of antitrust
that relates to sham arrangenents, naked price fixing or
mar ket all ocati on agreenents. | mean, clearly there's no
guestion that you got to get in there and root out a
wrongdoi ng. | think when we get to other |evels of
judgment, of whether a consolidation is appropriate or
i nappropriate in ternms of antitrust |aw, things get much
nore conplicated.

Second, and this sort of reinforces the point |
just brought up, | think traditional antitrust analysis
using statistics may obscure the realities of hospital
mar kets, the realities of this relationship of the
di fferent payers, the relationships of the mandates, and
so, | think all that has to be taken into account, and
the earlier speakers referenced that.

Third, all hospitals are not created equal. |If
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there is a consolidation, one hospital may bring, in
terns of nunbers, something to a consolidation but
dependi ng on their relationships with their nedical
staffs, their relationship in a market, any two hospitals
that may have the sane nunbers nmay not reflect the sane
issues if you're form ng sonme kind of nerger between
those institutions, and that has to be accounted for.

Fourth, there are conpetitive effects of non-
general hospital providers that need to be taken into
account. Now, Paul G nsburg referred to these yesterday.
I use the word "non-general hospital"” because here | nean
ambul atory surgery centers, ancillary kinds of services,
but al so physici an-owned specialty hospitals al so sort of
fall into this.

The fact is that hospitals -- the genera
hospital to be able to survive, to remain viable in a
mar ket, has to be a full service entity. There is cross-
subsi di zation within that entity and anything that's | ost
in conpetition with these other kinds of providers cannot
necessarily be nmade up on the inpatient side in areas
where hospitals provide unique services by sinply upping
prices. So, that's sonething that's got to be taken into
account .

Al so, | should point out that hospitals live in

an environment in sone areas where payers not only

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



© 00 N o o A W N PP

N NN N NN R R P R R R R R R R
g N W N P O © © N O O M W N L O

76
predom nate in a market but basically are the market.
States |i ke Al abama, places in Pennsylvania, in M chigan,
that warrants scrutiny where private payers have so nuch
wei ght .

And, finally, there's just this notion of
gover nment policy having uni ntended consequences that has
to be accounted for. The Stark Law was nentioned
earlier. One of the unintended consequences of the Stark
Law is this issue of physician-owned specialty hospitals.
There is an exenption in Stark Law for -- a whole
hospi tal exenption which had in mnd, basically, allow ng
doctors to own stock in hospital conpanies.

VWhat that has been used for, though, are these
ni che players who have created whol e hospitals, whole
ort hopedi ¢ hospitals, whole cardiology hospitals, and
t aken services or taken doctors, in a sense, into
financial arrangenents which have great allure, which
can't be replicated by general hospitals because of the
Stark Law, and those, in a sense, create a situation for
general hospitals which, in a sense, attack viability.
Those kinds of issues have to be taken into account when
you' re doi ng anal ysis of consolidation nergers and
mar ket s because those are realities for financia
viability and economic viability that hospitals have to

live with.
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Let ne end on that note and just say | hope
this was useful and | | ook forward to the discussion.

MR HYMAN: Thank you. And you can speak
either fromyour seat or go up to the podium depending
on your personal preferences.

M5. DARLING ['Il go up just because |'m short
and nobody coul d see ne.

MR. HYMAN. |'mnot sure the podi um addresses
that problem

(Laughter.)

M5. DARLING Well, at least | get to stand up
Thank you for the opportunity.

The Washi ngton Busi ness Group on Health is the
national voice of |arge enployers comritted to innovative
and forward-thinking solutions to health care issues. W
have about 175 nmenbers, and we represent about 40 million
wor kers, retirees and dependents. Enployers would |ike
to see a health care marketplace -- clearly, everybody
el se would as we've heard all norning -- that conpetes on
the basis of quality, service, innovation and price. Al
of those are inportant, especially so in the health
i ndustry, which is notoriously slow noving in a nunber of
ar eas.

Unfortunately, the health care market falls far

short of that. | hate to tell Bill, but hospitals don't
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foll ow you outside your adm ssion and keep track of what
happens to you. So, that's bad news, | know. They do
get your address usually, if they can, in case there's a
billing problem But they don't follow and | ook at
outconmes data and things like that. But it's a nice
concept and we should work on it.

One of the major problens, as you know, in the
health care industry is that information is inperfect and
asymmetric. Transparency is a critical ingredient in
everything that we're going to be tal ki ng about and that
we tal ked about this nmorning. Unfortunately, we don't
have that in the health industry. Consuners need
information. They need it to be accessible, which it is
not, and they need it in order to conpare quality,

i nnovation, service and cost. And sone of the recent
studies that you' ve seen reported and sone of the recent
incidents are very good exanples of that.

Most people, at |east, who are in the know
coul d get information about vol une of procedures
utilization, some indication of quality, just how many
sonebody does if they know what they're | ooking for in
about three states in the union, including New York. But
if you want that information any other place, you won't
be able to get your hands on it and you'd have to know a

ot to know that you can even do that in New York
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Probably a grand total of nmybe 100 peopl e know that, and
it's all the same peopl e who know all these other things,
t 0o.

Consuners do need information in order to
conpare treatnment options. | nean, we sort of talk about
cost and all these things, but the fact of the matter is
an awful lot of care that's reconmended nmay not even be
the care you need or want. So, regardl ess of even
quality of price, even the issue of what should you be
getting and when you should get it, is information that
you should be able to get fromthe health care industry
and fromthe institutions that we're tal ki ng about today.

We would Iike to ensure that every hospital and
every institution in the United States is required, at a
m nimum to post the publicly reportable information
today, in sone instances for nore than 30 years, on their
own web site, just for a matter of convenience. And
we're not even debating about what other information we
woul d i ke to have, just what they already have to give
to health departnments, to the Federal CGovernment through
Medi care, state and federal, for Medicaid and that kind
of thing. Right now, they don't even have to do that,
whi ch seens bizarre.

Enpl oyers and consuners -- and | would note, we

had a ot of framng this norning. | would add one very
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inportant factor. Hard to see in this town and in
academ a, but we're in a recession in this econony. W
only have three parts of our sectors that are grow ng.
Two of them are bad news and one is mxed. The one is
corrections. W have nore than a mllion people in jails
in Anerica and those costs go up endlessly. W also have
-- nost jobs last year that were created were the people
who i nspect you when you go through airports. W had a
big job junmp-up in those jobs.

And the third is the health care industry, and
you saw sone of the data on that. The rest of the
econony is in serious trouble. So, one of the reasons we
are all here, | hope and care about, is we are trying to
have a nore efficient industry because we can't afford
the industry that we have been given by the health care
i ndustry.

You' ve heard, |'m sure, about enployers and
consuners doubl e-digit increases. W've had an increase
of 50 percent in the last five years, and for 2003, it's
either 14 or 15 percent, dependi ng on whose nunbers you
agree with, and there's no end in sight. W consider
good news when we're saying, like with prescription
drugs, it used to be 18 to 23 percent, it's now only 17
percent increase, and that was consi dered good news.

So, this is really a bad situation we're in right now
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The cost increases have broad inplications for
the entire econony and what we can do in terns of
education and all the other things that are inportant, so
we will have a work force in the future. So, it's
i ncunbent on all of us to try to make the system nore
efficient and effective for what we're paying for, not
just debating about whether it's a reasonable thing for
sonebody to get X anobunt of dollars or not. W're
tal ki ng about the whole pie that's inportant to worry
about .

Now, enployers still actually bear the ngjority
of health care costs. |It's estimated that enpl oyees pay
about 19 percent of the total cost of health care for an
i ndi vi dual coverage and about 24 percent for famly
coverage. So, enployers really do pay the vast nmgjority
still of health care.

To deal with that, enployers are making a | ot
of changes in what they're doing, and you'll just begin
to feel the full effects, because nobst of those really
started in January of 2002 and will have a bigger inpact

for January 2003. What you'll see is starting in 2004

and 2005, you'll see the inpact of these changes. In
some ways, they will be good and other things won't be so
good. But everybody will |earn nore about the cost of

heal th care whether they want to or not, because, anobng
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ot her things, enployers will be changi ng cost sharing.
They' re going to put in spousal surcharges, heftier out-
of -network charges. Everything is going to go up and
enpl oyers will do everything they can to make the
consumer nore price sensitive and we will see sone big

changes in the demands for information because of that.

You' ve had Chip and others tal k about -- and
there's sone material out there -- about the growth in
hospital spending. It's not so bad, folks. Well, it is
still pretty bad and you coul d argue that sone people

need it and sone people want it and the econony may want

it as a whole, but again, we cannot afford the total

package.

Provi der consolidation, especially hospital
consol idation is aggravating these cost increases. In a
nunber of geographic areas -- | would |love to be able to

be here for the Boston discussion tonorrow -- we have
seen contract showdowns, we have seen denmands for higher
charges. W' ve also seen an unwillingness to pursue
quality inpatient safety initiatives in some markets
because, in effect, they don't have to take the pressure,
so they're not doing it.

Prelimnary findings of a recent analysis by
CALPERS (phonetic) found the cost of admi ssion at a Tenet

hospital in California, adjusting for case mx, is 32
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percent nore expensive than the statew de average cost
for all hospitals. The Joel Hay study, done for Blue
Cross-Blue Shield Association, attributed 18 percent of
rising inpatient costs to hospital market restructuring
and concl uded that every 4 percent increase in hospital
mar ket share due to consolidation | eads to a 2 percent
increase in inpatient expenditures. |'msure the health
econom sts of the country can enjoy sone nore enpl oynent
for a couple nore years debating the nerits of these
studi es and the people who are responding to them

But, frankly, worse yet, the inpact is that as
a practical matter, purchasers and others who are trying
to buy into these markets are finding that they have far
| ess |l everage than they had in the past and, again, keep
the focus on the total cost. It is astonishing what's
happening and it's estimated that costs will double again
by 2011. So, we're talking about over a $3 trillion
econony. Somewhere, we have to find nore efficiency and
ef fectiveness.

W' ve al so seen systens that cane together,
but, in fact, nmade no changes in anything that woul d have
i nproved efficiency, whether they cane together just to
negotiate or they cane together because they were in a
fantasy world or what, the reality is that, in fact, it's

not having an effect in terns of benefits for the
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consuners, quality or efficiency.

Enpl oyers support fair nmarket rules that
pronote access to affordable medicine as well as pronote
t he devel opnent of tonorrow s innovative therapies, but
we al so are concerned about what's happening in the
prescription drug arena. | know that's not the subject
of this particular presentation or anything that's going
on, but we do think that that's a serious problemand we
hope the FTC will continue to keep a very strong eye on
t hem

Enpl oyers are very concerned about efforts to
ease or waive health care antitrust regulations in
general and for any specific segnent of the health care
i ndustry. W believe that this will reduce access and
conmpetition and | ead to higher costs and, again, meke it
i mpossi ble for purchasers to insist on quality inpatient
safety inprovenents.

In an increasingly consuner-driven world, which
is where we are, there nust be a clear benefit to the
consuner. W strongly applaud recent efforts by the FTC
to step up antitrust enforcenment efforts in health care
and your increased staffing in this area. And,
obvi ously, we appl aud these hearings and any publicity
you can give to these problens.

In addition, enployers believe that post-nerger
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foll owup and continuing oversight -- we were really gl ad
to hear what was said this norning about that -- are
essential to determ ne whether hospital nergers have
actually benefitted consunmers and i nproved quality and
efficiency or sinply allowed to charge nore and resi st
efforts to inprove quality and patient safety.

W al so were very pleased to hear the comment
about judicial education. As a group of enployers and
purchasers | ooked at some of the recent decisions and
been appal |l ed by the reasoni ng, not being attorneys, just
good ol d plain compn sense, |like is having one business
person on a board actually going to represent the
consuner. | nean, this was even before all the scandals
about board roons. So, the idea that that could nmake a
difference really has never nade sense.

So, we wel cone anything that can be done to
make those kinds of changes. Thank you.

M5. DARRAH: My test for the podiumis al ways
to just see if | can see over it. So, this is good. |'m
short, al so.

Good norning. As David nentioned, ny nane is
Jacquie Darrah. |I'mthe Director of Health Law at the
Ameri can Medical Association and it's a pleasure to be
here today on behalf of the AMA and to address the

Federal Trade Conmi ssion and the Departnent of Justice.
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The issues raised today by the Conmi ssion and
t he Departnent, although quite broad, have very specific
inmplications for this nation's patients. The AMA has
recently expressed to your agencies a hei ghtened concern
that the dramatic consolidation in the market for health
i nsurance has |ed to decreased conpetition anmong health
i nsurers and increased problens for patients and
physi cians. Therefore, we comend the Conmi ssion and the
Departnment for hol ding these heari ngs.

To put it bluntly, we believe that federa
antitrust agenci es have placed physicians under far
greater scrutiny than is warranted by our conparative
econom ¢ strength in today's health care system By
contrast, we are aware of only one federal enforcenent
action against a health insurer. The absence of
enforcenent activity on the payer side is puzzling
because there are plenty of reasons to be concerned about
the |l evel of conpetition in payer narkets.

In the late 1990s, nmanaged care organi zations
consol idated at record pace. Today, we are seeing double
digit increases in premuns and in health plan profits.

At the sanme tinme, consuners have expressed deep
di ssatisfaction with nanaged care and physici ans have
found thensel ves vastly overpowered in their dealings

with payers. |In any other industry, a nerger wave
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followed by an abrupt rise in prices would cry out for an
i nvestigation. Wy should health insurance be any
different?

I will now address market inperfections in
health care. There are several characteristics of the
heal t h care market which we believe are inperfections or
distortions that create unique problens for physicians
and patients. One is the systemof third party insurance
inthe U S and the Medicare system of paynent for
physician services. Qur witten statenment goes into nore
detai |l about these market inperfections.

Today, we'd like to focus on the market problem
that concerns us the nost, the dramatic consolidation of
health insurers in the United States. This consolidation
not only exacerbates the problemcreated by ot her market
i nperfections, but it also raises serious questions about
the level of conpetition in the health insurance
mar ket pl ace.

We now turn to the issue of consolidation in
payer markets. Today, the 10 | argest health plans cover
over half of all comrercially insured Americans. The
effects of this consolidation are nostly clearly seen in
| ocal and regional markets. In 2001, the AVA conducted
t he nost conprehensive study ever done on conpetition in

heal th i nsurance. Last Decenber, the AMA published its
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second study based on updated information.

What we found confirmed the results of our
previ ous study and show the problemis even nore
wi despread. Using the agency's nerger guidelines, we
| ooked at 70 large netropolitan statistical areas or
MSAs. I n those MSAs, we found the follow ng: 100
percent of PPO product markets were highly concentrated,
90 percent of HMO markets are highly concentrated; 87
percent of combi ned HMO, PPO product narkets were highly
concentrated. In alnost all of these highly concentrated
markets, there was at |east one insurer with a market
share in excess of 30 percent, and in nearly half of
these markets, a single insurer had a market share in
excess of 50 percent.

The study confirnms what patients, physicians
and enpl oyers around the country already knew. In many
parts of the country, not just Pennsylvania, as we
hi ghl i ghted yesterday, health insurance markets are
dom nated by a few conpani es that have significant power.
We al so | ooked beyond market concentration at other
characteristics of the markets for health insurance.
Entry into a market requires investing mllions of
dollars to conply with state regul ati ons governi ng
i nsurance conpanies. New health plans in the market nust

al so invest time, |abor and noney to establish

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



© 00 N o o A W N PP

N NN N NN R R P R R R R R R R
g N W N P O © © N O O M W N L O

89
relati onships with physicians and health providers in the
mar ket .

These costs and regul atory hurdles facing a new
entrant make it possible for existing domnant firns to
i ncrease premunms wi thout the concern that it will |ose
its market share. Even worse, large health plans often
use contractual devices such as nost favored nations
clauses or all products clauses to |Iock in physicians and
keep out new rivals. The large conpanies are clearly in
the driver's seat.

Now, let's shift gears and tal k about what's
happening with health insurance premuns. In recent
years, after the dramatic consolidation of health
insurers, health plan prem uns and profits have
skyrocketed. From 2001 to 2002, prem uns increased by
12.7 percent. This is the sixth consecutive year of
accelerating premumincreases. Overall, health
i nsurance prem uns increased 42 percent from 1998 to
2002. This is nore than double the overall increase in
nmedi cal inflation and nore than triple the increase in
overall inflation during the sanme four-year tine period,
and premuns are expected to rise again by 15 percent
this year.

It's inportant to note that nedical costs have

not been the primary driver of these increases. To the
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extent these increases may be driven by the rising cost
of health products or services, the data continue to
show, and we've seen sone of these data today, that
physi ci an costs have not been one of the major drivers.

Data al so indicate that prem unms have been
rising at a faster rate than admnistrative costs and
cl ai ms expenses. Recent reports on payer profits refute
any notion that clains expenses are driving prem um
i ncreases. Profit nmargins of the mmjor national payers
have been steadily rising despite a sl owdown in the
general econony.

In 2001, health insurers reported a 25 percent
increase in profits. In 2002, third quarter earnings
were up 47 percent on average for 11 najor insurers and
good fourth quarter results are al so expected.

Let us nowturn to the effects of reduced
conpetition in the health insurance sector. Wen health
premiuns rise due to a |l ack of conpetition, sone
enpl oyers cease provi di ng coverage or reduce the scope of
benefits provided. The nunber of uninsured individuals
remains at a crisis level. Lack of coverage for
i ndi vi dual s pl aces enornous pressures on ot her segnents
of the health system It |eads to increased expenditures
for emergency treatnment and increased pressure on

government prograns and the public health system
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Clearly, continued double digit prem um
i ncreases don't help the situation for the uninsured or
for those at risk of becom ng uninsured. As the Justice
Departnent recognized in the Aetna matter, a |ack of
conpetition anong health insurers may also lead to anti -
conpetitive effects on the health provider markets. A
dom nant insurer exercising nonopsony power can drive
physi ci an paynent rates well below the | evel needed to
provi de nedi cal ly necessary care.

Over tine, these fee reductions can lead to a
decrease in time physicians spend with patients.
Physi ci an departures fromthe market reduce access to
care for patients, and in sone cases, nedical groups are
even forced into bankruptcy. This is exactly what we are
seeing in some areas of the country. And fromthe
consuner's perspective, the result has been chaos; higher
out - of - pocket costs, longer waiting tines, and reduced
access to physicians.

In conclusion, the agencies should care about
conpetition in the health insurance sector. There's no
justification for a one-sided enforcenent policy that
puts the sole burden of conpliance on physicians. W
respectfully ask that the agencies reconsider their
approach and take a serious | ook at conpetition on the

payer side. The AVA hopes to continue a dialogue with
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the Commi ssion and the Departnent regarding these
i mportant issues, and thank you for the opportunity to
participate in these proceedings.

MR. HYMAN. Thank you. Next, Stephanie.

M5. KANWT: Thank you. Everyone's doing it
fromthe podium so | may as well, too, right? Keep us
all awake this norning.

Thanks very much for inviting me to participate
today. W really, really appreciate it and it's a nice
turnout here.

I'"'m Stephanie Kanwit. |'m General Counsel and
Seni or Vice President of the American Associ ation of
Heal th Pl ans and, as many of you know, we represent about
170 mllion Americans, our health plans, our 1,000-nenber
heal t h pl ans who have health care coverage through our
menbers. \What's not so widely known is that that
coverage doesn't just deal with conmercial coverage, you
know, the Aetnas, CIGNAs, Humanas and Pacific Care, but
al so the "public" coverage, the S-CH PS, the Medicare,
the Medicaid. Qur plans adm nister many of those very,
very inportant public prograns where about half of our
health care dollar goes. So, that's very, very critical

I want to stress today briefly, aside fromny
witten testinony, which is out there on the table, what

I didin the hearing before the FTC and DQJ | ast
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Sept enber, which was very worthwhile, the concept of
conpetition and col |l aboration as the key ingredients in
the health care system that all of us at this table, al
these representatives you' re hearing fromtoday and
yesterday and tonorrow need to work together to get costs
down, as Helen Darling so rightly said, and inprove
qual ity here.

| also ook forward to the debate after we give
our very short statenents here because we have | ots of
things to say to sone of the panel nenbers. Jacquie
Darrah's presentati on was wonderful, but those of us in
the health plan community woul d say, in a nutshell, hey,
wait a mnute here, we've got a highly conpetitive market
out there with really, really savvy enployers, as Hel en
knows, and with enpl oyees, two-thirds of whom have an
enor nous nunber of choices anong health plans. So, in
ternms of concentration, we can discuss sone of those
i ssues.

I wanted to make two particul ar points here
that are near and dear to ny heart as a reforned
antitrust litigator. One is this whole issue of consuner
enpower nent and the need for transparency, the same word
Hel en used. Very, very critical. Mny of you have read
the recent 1OM Institute of Medicine, report called, To

Err is Human. If you haven't, | commend it to you. |It's
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an excellent report. And it called all of us to be

"accountable to the public" -- | thought that was a great
phrase -- and work to build trust through disclosure,
even of the systems own problens. |It's just critical.

This cane hone to ne this week, of course, wth
the horrible tragedy of Jesica Santillan at Duke and

what' s happening right now in Congress with the nedica

mal practice reformbill, HR-5 that's up there, what's
going to be happening. It is an issue we all need to
deal with.

What |'mvery proud of is that our health plans
at AAHP have enpowered consunmers with information to make
i nformed deci sions about their health care coverage. For
exanpl e, provisions of key information to consuners,
often by electronic nmeans, and | can't tell you how
revolutionary that's been. W can get into details on
that. Turn on your conmputer and find out al nbost anything
you need to know. This flexibility is truly nade
possi bl e by technol ogy.

| was interested to find out |ast week that 84
percent of our health plans have web sites that allow
menbers to choose or to change their PCPs, their primry
care physicians online, just terrific. Many of them
allow you to fill prescriptions online. The sane

technology is going to be useful for what we've all been
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tal ki ng about this norning and we're all working toward,
which is quality inmprovenents. How do we get information
online and in paper, but online is the key right now, to
i mprove conmuni cati on between nedical clinicians and to
patients? How do you collect and share nedica
i nformation?

For exampl e, how do our health plans, and we're
wor king hard at this, get information to physicians on
up-to-date treatnent, cholesterol treatnent, beta
bl ockers. How do we get that information out there?

You heard Professor Hammer this norning talk a
little bit about the need for joint R&D, perhaps, and
practice guidelines. W're working on that, too. W're
very, very concerned about our ability to get what's
cal l ed evidence-based nmedicine out there. 1Is it safe, is
it effective? How do we get the standards up and make
sure people are getting the best possible nmedical care
when they need it?

So, we all agree that dissem nation of
accurate, truthful up-to-date information is a goal. The
gquestion is howto do that. |In a nutshell, I'mkind of
nmystified, again, as a forner antitrust |awer, at the
rush of the Departnent of Justice and the Federal Trade
Comm ssion -- | hope we have a debate about this -- to

give their inmprimatur to information sharing by
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hori zontal conpetitors, nanely physicians, and it's
i nformati on about pricing, highly sensitive, and these
are groups of doctors that want to di ssem nate
i nformati on on what they're paid by health plans, al
ostensibly on the public good.

And | would ask us to discuss three major
points on that. Nunber one, is there, in fact, a
di sconnect between what these physician groups claimthey
are doing when they're collecting this information on
what they're paid? |In other words, they're claimng
t hey' re enpowering consumers with information, and what
they're actually doing in a real world where consuners,
as you just heard fromHelen Darling, aren't contracting
for their health care benefits and aren't paying the bul k
of the benefits. Consuners, on average, are paying |ess
than a fifth of their health care benefits and 99 percent
of themdon't contract for health care benefits.

Secondly, questions in real tine, does this fee
i nformati on, what health plans pay providers for specific
procedures, you know, a hysterectony, whatever,
appendect oy, does that really make doctors deliver
better quality health care? That's really the bottom
line. How does it inpact consuners? And even nore
i mportant, is that information useful to consuners?

| just have to share with you one of our --
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found out this week, one of our biggest health plans did
a survey and said to consuners, what do you want to know?
What do you want to know? Because it's going online in a
big way, it's costing the plan hundreds of mllions of
dollars to put everybody's nedical records online. What
did they want to know? They wanted to know how to refil
their prescriptions. They want to be able to e-nai
their doctors with questions. They want health
i nformation on their own particular chronic conditions,
asthma, diabetes. M child has cystic fibrosis, what do
| do?

Did they want to know how nmuch their doctors
were reinbursed for flu shots? No. And | just cite that
because the FTC just |ast week canme down with an advi sory
opi nion on a Dayton group of doctors, and we can di scuss
it in great detail, where the doctors said, we need to
tell everybody how nuch health plans are reinbursing us
for flu shots. And | say, who cares?

So, the bottomline is that there's, in
principle, free flow of information. [I'mall for it, but
we have to tread carefully, everybody, in this area, |est
t hat dissem nation of information facilitate collusion or
stabilized physician rates.

My second point, and, again, this is covered in

great detail in the paper, we are still seeing -- and
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Hel en went into this a little bit -- the inpact of rising
health care costs. W all know this. W're all paying
nore. Everybody's paying nore and they're going up
exponentially. One of the issues we are tracking
carefully because we have to, our health plans are
bonbarding us with information on this, with conplaints
on this. Hospital consolidation is causing a rise in
health care costs and affecting their practices and the
health plans' ability to contract cost effective care out
there in the market.

And many of you know that GAO just came out
with a report citing provider consolidation as a | eading
factor contributing to the 11.1 percent growmh in
premiuns in the FEHBP Pl an, the Federal Enployees Health
Benefit Plan. Last year, the average was 5.5 percent.
Now, it's 11 percent. Unbelievable.

VWhat are we seeing out there? Two things.

Many ot hers, but these are the two that are the key. CQur
health plans are conplaining to us bitterly about two
things. One is hospitals' refusal to contract at
negotiated rates. They're saying that the hospitals are
saying, we won't contract with you, nanaged care. W're
just not going to contract with you. W want full billed
charges which, as many of you know, can be many tines

what the contracted rate woul d be.
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Second is a practice called all or nothing
contracting, which many of you may have heard about,
where the hospital systens are requiring our health plans
to contract with freestanding facilities, radiol ogy
facilities, anbulatory surgery facilities. You have to
contract with themif you want our hospitals.

W' re al so seeing many issues out there where
must have hospitals -- nust have hospitals, you can't
have a network in such and such an area unl ess you have
the maj or teaching hospital, the major hospital in that
particul ar area. So, there's tremendous pressure on cost
out there.

Last -- and this is detailed in ny paper --
| ast, but not least, | really enjoyed Chip Kahn's
presentation. He did a nice summary of the context for
hospital costs which are soaring and a nice defense of
the private hospital market out there. | just want to
poi nt out one thing. W took a look at that |ine chart
that he showed you up here on the screen about how our
adm ni strative costs were soaring and said, wait a mnute
here, wait a mnute here, this doesn't [ook right, and we
had sonebody just take a | ook at that. That particul ar
line that Price Waterhouse Cooper did on their study
amal gamat es, public adm nistrative cost and private cost,

or private cost as a change, are nmuch, much | ower there.
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Al so, when you tal k about admin costs, and you
hear a | ot of people out there saying, oh, these private
health plans, they're paying, you know, a |lot of noney in
overhead and adm n cost