COUNTERVAILING POWER PANEL
FTC/DOJHEALTH CARE HEARINGS
MAY 7, 2003
PREPARED REMARKSOF MARK TOBEY*

| am honored to have been invited to these important hearings.

INTRODUCTION

Whatever insights | may offer on the subject of countervailing power are based on my
experienceat the Texas Attorney Genera’ s Office implementing the State of Texas' physician joint
negotiation statute. That statute, passed in 1999, was the first of its kind. It seeks to address a
perceived imbalance of negotiating power between physicians and health benefit plansby allowing
groups of competing physicians to band together upon approval by the attorney general in order to
negotiae specified fee and non-fee-related issues with named health benefit plans. The statute
reflects an attempt by the Texas legislature to confer state action antitrust immunity on the joint
negoti&aion process.

In these prepared remarks | seek to describe the essential features of the Texas statute and
to explain how the Texas Attorney General implemented the statute. Only one group has sought
approval for joint negotiations under the statute. In August 2001, then-Attorney General John
Cornyn authorized a group of deven physicians from Henderson, Texas to negotiate jointly with
Blue Cross and Blue Shidd of Texas. Although Blue Cross declined to negotiate under the
framework of the Texas statute with the Henderson group, our experience may be of interest to this
panel. Inthat regard, | offer a couple of observations.

I. THE TEXASSTATUTE

A. PREAMBLE

Inthe preambleto the Texas statute, codified as Chapter 29 of the Texas Insurance Code, the
legislature found that joint negotiations by physicians “will result in procompetitive effectsin the
absence of any express or implied threat of retaliatory joint action, such as a boycott or strike, by
physicians.”? While recognizing potential anticompetitive effects of joint negotiation of fee-related
issues, thelegislature recognized that there areinstancesin which heal th plans dominate the market
to such a degree that fair negotiations are unobtainable absent any joint action on behalf of
physicians.”®

1 Assigtant Attorney General, Chief, Antitrust Section, Office of the Attorney General - State of Texas. The
views and opinions expressed herein are my own and not necessarily those of the Texas Attorney General’ s Office. |
gratefully acknowledgethe contribution of my colleague, Kim Van Winkle, to every aspect of our implementation efforts.
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B. SCOPE

Thelaw allows physician joint negotiation regarding most typesof commercial medical and
surgical health insurance plans but excludes most governmental health benefit plans as well as
supplemental single benefit and long term plans from its purview. Managed care Medicaid
programs and Texas Children’ sHealth InsuranceProgram are excluded from joint negotiation over
fees® The Texas statute applies only to physicians and podiatrists and not to other providers such
as dentists.®

C. JOINT NEGOTIATION STANDARDS

Chapter 29 sets forth the criteria for approving joint negotiations, as well as the approval
process and how such negotiations will be conducted. The attorney general may authorize joint
negotiation of fee-related termsthrough an gpproved physician’ srepresentativeonly wherethe heal th
benefit plan “has substantial market power and those [fee-related] terms and conditions have
adversdy affected or threaten to adversely affect the quality and availability of patient care”” The
attorney general determineswhat constitutes substantial market power.? Thestatutefurther provides
that the attorney general “shall approve’ arequest to enter into joint negotiations or a proposed
contract if “the atorney general determines that the applicants have demondrated that the likely
benefits resulting from the joint negotiation or proposed contract outweigh the disadvantages
attributable to a reduction in competition that may result. . .”°

With regard to specified non-fee-related issues, competing physicians in the same market
may “meet and communicate for the purpose of jointly negotiaing” those terms and conditions.™
The criteria for approving non-fee-related negotiations are less rigorous than for fee-related
negotiations. For non-fee-related negotiations, no substantial market power findingisrequired, and
no determination need be madethat the quality and availability of patient careisthreatened. If the
likely benefits outweigh the disadvantages from reduced competition, joint negotiations of non-fee-
related terms are permitted.** Non-fee-related terms and conditions are defined to include clinical

“TEx. INS. CODE, § 29.03.
*Tex. INS. CODE, § 29.06(c).
5TEx. INS. CODE, § 29.11.
"Tex. INS. CODE, § 29.06(a).
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practice guidelines, payment procedures, referral procedures, “formulation and gpplication of
physician reimbursement methodology,” quality assuranceprograms, and utilization review.* Fee-
related terms and conditions include fees, discounts, capitation payment amounts and RBRV'S
conversion factors.*®

The joint negotiation group is limited to no more than 10% of the physicians in a health
benefit plan’s defined geographic service area although the attorney general may vary that number
up or down.** In performing its analysis, the statute directs the attorney general to “consider
distribution by specialty and its effect on competition.”*

D. JOINT NEGOTIATION PROCESS

Once the attorney general authorizes the joint negotiation, the joint negotiation group may
communicatewith each other,'® and with the authori zed physicians' representative'’ about theterms
and conditionsto be negotiated. Thejoint negotiation group may agreeto be bound by thetermsand
conditions negotiated by the physicians' representative “ at the option of each physician.”*® Chapter
29 preservesthe ability of health benefit plansengaging injoint negotiationsto contract individual ly
on different terms and conditionswith physiciansinthegroup.'® Thereisno requirement that health
benefit plans participate in approved joint negotiations.

The Texas statute expressly prohibits action “to jointly coordinate any cessation, reduction
or limitation of health care services’,?® and includes a provision requiring that the physicians
representative warn physicians of the potential for legal action when acting outside the authority of
Chapter 29.# Chapter 29 also prohibits use of thejoint negotiation processto address arequirement
imposed by a health benefit plan that physicians or groups must participate in all of the products

2TEx. INs. CODE, § 29.04.

3TEX. INs. CODE, § 29.05.
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offered by the plan.* Another provision prohibitsjoint negotiationsto restrict non-physician health
care providers from participating in health benefit plans “based substantially on the fact that the
health care provider is not alicensed physician . . .”*

In terms of gpprovals, the attorney general must approve or disgpprove the physicians
representative, the details of proposed negotiations and any resulting contracts, based on a filing
made throughthe physicians’ representative. Thefiling must specify theidentity of all participants,
the proposed subject matter of the negotiation, aplan of operationto ensure compliancewith Chapter
29, and a statement of the benefits of the proposed contract and itsimpact on the quality of patient
care.®

Theattorney general has30 daystoissueawritten approval or disapproval of theinitial filing
and each proposed contract and is subject apetition for writ of mandamusif deadlines arenot met.”
If the attorney general disapproves, the attorney general must explain any deficienciesand how such
deficiencies could be remedied.”® Chapter 29 further provides: “ An approval of the initial filing .
.. shall be effectivefor al subsequent negotiations between the parties specified . . .”>" However,
after approval of the initial filing, the physicians' representative must inform the attorney general
within 14 days if negotiations fail to commence or terminate.®® If joint negotiations resume within
60 days of this notification, they may proceed under the terms of the previous filing.* The
physicians representative must present each resulting contract for approval subject to the same
requirements.

Chapter 29 gives the attorney general rulemaking authority and the ability to set fees that
cover the costs of administration of the statute®® 1t also authorizes and directs the state insurance
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department to collect certain enrollment information on an annual bass and to determine on an
annual basis the impact of Chapter 29 joint negotiations on average physician feesin the state.**

II. THE TEXASADMINISTRATIVE RULES

Over the course of nearly ninemonths, the Texas Attorney Generd’ s Office sought input into
therulesthat govern administration of the Texas physician joint negotiation statute. Throughout the
rulemaking process, our goals wereto enable physicians to use the law efficiently and effectively
whilesatisfying the requirementsfor state action immunity and fulfilling our statutory obligation on
behalf of Texas consumers to manage and monitor the physicians' joint negotiations with health
plans.®

A. SUBSTANTIAL MARKET POWER

In deciding what information was essential to collect from physicians, particularly as to
substantial market power, we took as a model the monopsony competitive effects analysis that is
embodied in the Revised Final Judgment resolving competitive issues arising out of Aetna’s
proposed acquisition of Prudential’ shealthinsurancebusiness.** Pursuant to that consent judgment,
Aetna agreed to divest certain health plan networks in Dallas and Houston. The basis for the
divestitureswas Aetna’ smarket power asboth aseller of health insurance servicesto employersand
as a purchaser of medical services provided and sold by physicians.

Doctors that we interviewed in Dallas and Houston in the course of that investigation told
credible stories that they would have no ability to discontinue participation with the combined
Aetna/Prudential, despite having quit Aetnaearlier over issues such asthehandling of itsformulary,
itspre-certification proceduresor itslow reimbursement rates. They said they would haveno viable
aternative because of Aetna’ ssize after itsproposed acquisition of Prudential’ sHM O and network-
based POS plans, and because of the percentage of their patients that were associated with the
merging entities. Severa practice groups told us that although they managed to rebuild their
practices after theearlier |loss of Aetnapatients, they could not suffer the economic detriment if they
were now forced to replace all of their Prudential patients, in part because obtaning new patientsis
aslow processand physicians servicescannot bestored. Instead, these doctorsfelt that post-merger
they had no alternative except to sign Aetna contracts with the same terms and conditions they had
previously rejected and accept whatever re mbursement rates they were offered.

%TExX. INS. CODE, § 29.06(b)(1) and (2).

2The implementation rules can be found at 1 T.A.C. 88 58.1-58.53, or on our internet site at
www.oag.state.tx.us (Click on “Publications”).

BUnited Statesand State of Texasv. Aetna, Inc., et al., No. 3-99CV 1398-H (N.D. Tex.) (Complaint filed June
21,1999). The Complaint and Competitive Impact Statement discuss this issue, and are available at the website of the
Antitrust Division of the Department of Justice: usdoj.gov/atr.
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Rather than suffer the potentially insurmountable losses to their practices, these doctors
indicated that they would do such things as eliminate Saturday clinics, use more non-physician
personnel in patient encounters and spend lesstime with each patient. Survey dataindicated that for
significant numbersof Houstonand Dallas physi cians, the combined entity represented 20% or more
of their patient loads. DOJ and the Texas Attorney General’ s Office concluded that the proposed
acquisition would give Aetna the ability to depress physician reimbursement rates in Houston and
Dallas, likely leading to areduction in quantity or degradation in the quaity of physician services.

Our decision to use the Aetna/Prudential merger review as a touchstone for analysis of
proposed physician joint negotiations is further supported by the legidlative history of the Texas
statute. During a committee hearing, the house sponsor, Representative John Smithee, cited the
pending Aetna/Prudential merger and its potential adverse effects on patient care in Ddlas and
Houston asjustification for the bill.

Therefore, in our rules, we ask each member of the proposed joint negotiation group to
provide confidential information about which payors constitute the lion’s share of their respective
books of business and what each payor reimburses for certain key procedure codes. The goal isto
determine whether the health benefit plan with which negotiations are desired has the same kind of
seller and buyer side power aswas found potentidly to affect quality or availability of carein the
Aetna/Prudential matter.

B. OTHER ADMINISTRATIVE PROVISIONS

Our administrative rules owe a debt too large to enumerate to various federal antitrust
guidelinesand advisory opinions. For example, wewanted tominimizetherisk that goplicantscould
misuse information obtained through the joint negotiation process. Accordingly, the Texas rules
draw upon the DOJ/FTC Statements of Antitrust Enforcement Policy in Health Carein such matters
as the collective provision of fee-related information (Statement 5) and the exchange of price and
cost information (Statement 6). Among other things, we require that the physicians' representative
carefully set forth the proceduresfor devel oping the fee information necessary to compiletheinitial
application to the attorney general .* We counsel that athird party rather than one of the physicians
inthejoint negotiation group should serveasphysicians' representativein an goplication to negotiate
jointly over fees. Regarding pre-application discussions to determine interest in engaging in the
Chapter 29 process, we counsel that such discussions should not move beyond an expression of
general dissatisfaction and evaluations of whether the issues warrant the formation of anegotiation
group.®

Asto market definition we apply the concepts outlined in the horizontal merger guidelines.
In order to perform the analysis we are prepared to seek information from knowledgeable third

¥1T.A.C. §58.11(e)(1).

*See the “Dear Physician” letter on our internet site at www.oag.state.tx.us (Click on “Publications”).
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parties outside of that submitted in the application by interviewing or issuing subpoenas to major
employers, competing health benefit plans and the plan that is the subject of the joint negotiation.

1. ANALYSISOF THE HENDERSON, TX PHYSICIAN APPLICATION

During the summer of 2001 the attorney general reviewed the first application for joint
negotiation, from a group of eleven physiciansin rural Henderson, Texas. The group consisted of
physiciansin solo and partnership practices, including threefamily practitioners, two obstetrician-
gynecologists, aninternist, apediatrician, ageneral surgeon, an orthopedic surgeon, apodiatrist, and
an ophthalmologist. All were members of the 28-member Rusk County Medical Alliance, a
physician-hospital organization affiliated with Henderson Memorial Hospital. The group sought
permission to jointly negotiaefee-related and non-fee-related termsand conditionsin their PPO and
POS contracts with Blue Cross and Blue Shield of Texas (“BCBSTX”).

In conducting our review, we gathered and analyzed information from BCBST X and other
market participants such asemployers, hospital s, competing health plans and PPO networks. Based
on al of the evidence, we found that the statutory requirements for joint negotiation were satisfied
and approved the application on August 30, 2001.

A. BARGAINING POWER OF JOINT NEGOTIATION GROUP

Thesizeand composition of thejoint negotiation group waswell within statutory guidelines.
Its members represented less than 1% of all the physiciansin BCBSTX's Northeast Texas service
area. Similarly, the joint negotiaion group represented less than 10% of each physician specialty
in the relevant geographic market for those services. Hendersonisasmall townin arurd areawith
large numbers of Medicare and Medicaid patients and a history of being under served by certain
physicianspeciaties. Hendersonresidentsobtain both primary and specialty careinthenearby cities
of Tyler and Longview as well as in Henderson. Accordingly, the relevant market for these
physicians’ servicesincludesRusk, Smith,and Gregg Counties. Theprimary care physicians(PCPs)
in the joint negotiation group represented |less than 1% of all PCPsin the three-county market, and
the specialistsin thejoint negotiation group represented lessthan 10% of their respective specialties
in the three-county market. Because therewere adequate numbers of alternative physiciansin each
specialty available in this market for BCBSTX to contract with, and none of the physiciansin the
joint negotiation group were essential for the formation of amarketable network, we concluded that
the joint negotiation group would not possess market power.

B. BARGAINING POWER OF BLUE CROSSBLUE SHIELD

We found that BCBSTX was the largest commercial health plan in the three-county area.
It controlled a significant share of the privately-insured covered lives in this market and generally
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acrossEast Texas. Itsnext largest competitor wasonly about half itssize. It appeared that BCBSTX
was particularly dominant in the market for employers with 50 or fewer covered lives. The
departures of two competitors that wrote this type of coverage in this market may have increased
BCBSTX’s dominance.

Moreover, BCBSTX was the largest private purchaser of physician servicesinthis market;
the physiciansinthejoint negotiation group derived alargeshare of their commercia revenuesfrom
BCBSTX. Evenwhen paymentsfrom Medicare and Medicaid wereincluded, BCBSTX accounted
for asignificant share of these physicians revenues. The evidence indicates that these physicians
arelocked into their contractswith BCBSTX; their practices could not absorb the loss of BCBSTX
revenues, and the pool of non-BCBST X patientswith commercial insurance from which they could
re-buildtheir patient load isrdatively small. Furthermore, BCBST X contracted with physicianson
a“takeit or leave it” basisin this market, and had not revised its fee schedule for over five years.
Based on the specific facts of this application, therefore, we found that BCBSTX had substantial
market power vis-a-vis the physicians in the joint negotiation group.

C. EFFECTSON QUALITY AND AVAILABILITY OF CARE

Wealso found that BCBST X’ sdominant position and itstermsand conditionsfor physician
compensation threatened to adversely affect the quality and availability of patient care in the
Henderson area. Asmentioned previously, BCBSTX had not increased or otherwise adjusted itsfee
schedule in over five years. In generdl, its rates were lower than those paid by other commercial
plans. Its rates for primary care codes were equivalent to Medicare’s. While it was difficult to
discernthe specificimpact of theserateson aparticular physician’ spractice, therewasevidencethat
theserates, combined with BCBST X’ slarge share of the market and ability to impose price cuts on
locked-in physicians, threatened to adversely affect the quality and availability of patient care.
Physicians who could not terminate their contracts with BCBSTX (or credibly threaten to do so)
would likely be forced to cut their office staff, which can lead to an increase in mistakes and more
administrative duties being placed on medical staff. Physicians could be forced to work longer
hours, which would similarly have an adverse impact on quality, or adopt other cost-cutting
measures that adversely impact the quality of care. BCBSTX'’s low rates dso apparently had
hampered efforts to recruit and maintain adequate numbers of physicians in Henderson, a rural
market historically under served by various physician speciaties. In some circumstances, quality
of care could aso suffer due to lack of local accessto certain specialists.

D. BALANCING BENEFITSAGAINST DISADVANTAGES

The preceding findings and andysisinformed our final determination that thelikely benefits
resulting from the proposed joint negotiations outweighed the disadvantages attributable to any
reduction in competition that may haveresulted. Thiswastruewith respect to both the fee and non-
fee negotiations. The likely benefits of the proposed joint negotiations included alleviation of the
threats to quality and availability of care discussed above, improvements in access to local
physicians, continuity of care, and improved outcomes due to more prompt treatment. In addition,
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we found that joint negotiations may lead to improvements in administrative procedures by
addressingissues such asretrospective coverage denial s, prompt payment i ssues, and misinformation
given to patients about their benefits.

Onthe other side of the equation, wefound the potential harm to competition wasnegligible.
Asdiscussed previoudly, thejoint negotiation group represented only asmall portion of therelevant
three-county market for each physician specialty, so it would not wield undue leverage in
negotiations with BCBSTX. Moreover, the group included only one physician (or partnership
practice) in each type of specialty, so the formation of the group would not reduce existing
competition among these specialists. The only combination of competitors was with respect to the
PCPs in the group, and the reduction in competition among PCPs was insignificant because there
are many other PCPs in the market with which BCBSTX could form a marketable provider panel.
Accordingly, wefound that the likely benefits of thejoint negotiations described above outweigh the
minimal reduction in competition that may have resulted.

E. TERMINATION OF JOINT NEGOTIATION AUTHORITY

BCBSTX refused to participate in the approved joint negotiations. Although BCBSTX
engaged in messenger-model negotiations with the Henderson PHO during the pendency of the
application, the physicians representative informed us in December 2001 that BCBSTX had
declined to enter into joint negotiations with the Henderson group. Therefore, on December 21,
2001, the Office of the Attorney Genera notified the physicians' representative that she was no
longer authorized to initiate or engage in joint negotiations, and the physician members of thejoint
negotiation group wereno longer authorized to share fee-rdated information with one another or to
coordinate their responsesto BCBSTX contract proposds.

V. OBSERVATIONS

| offer the following general thoughts about joint negotiation statutes as a means for
examining the effect of countervailing power on quality and availability of care

. The Texasphysician joint negotiation statute represents agood faith attempt to test the effect
of countervailing power in a reasonably circumscribed setting, although the limited
experience of Texas does not permit us to draw any conclusions.

. The characteristics of medical practice seem to make physicians susceptible to lock-in;
anecdotal evidence seems to suggest it can occur.

. Despite the foregoing, solid economic evidence that patients will benefit from a broader
application of countervailing power is missing.

. A requirement that health plans negotiate is impractical and not essentid.
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State-action approach has inherent problems - the process is burdensome and immunity is
uncertain.

Antitrust may not be the best vehicle for addressng physician contracting problems.
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