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LECG Report Excerpts for PID

L. Impact of Health Insurance Monopsony on Health Care
Customers and Providers

(pp. 27-29 of LECG Supplemental Report)

As stated in the initial LECG report, the Applicants’ arguments are based on the
following chain of reasoning: “(1) the Blue-on-Blue competition in central Pennsylvania
has led to less leverage with health care providers and higher provider costs; (2) increased
provider costs have in turn driven up medial costs in central Pennsylvania; and (3) these
increased medical costs have been passed on to consumers and have resulted in higher
premiums.”' More generally, the Applicants’ argument is that the monopsony power
over providers that existed in central Pennsylvania prior to Highmark’s entry was actually
good for consumers because it resulted in lower premiums (due to lower provider costs)
and that the entry of Highmark was actually bad for consumers because it resulted in
higher premiums (due to higher provider costs).

While this type of argument may have some intuitive appeal, it is based on a
rather straightforward economic fallacy that has been addressed thoroughly in the
economic and healthcare literature related to the economic concept of monopsony. As
described in the initial LECG report, economic theory shows that a monopsony buyer
purchases fewer inputs at below competitive rates compared to a competitive buyer.
However, consumers do not typically benefit from the monopsonist’s lower input prices.
Instead, the lower output resulting from lower provider prices forced by the monopsonist
typically lead to higher (not lower) prices to consumers when the monopsonist has
market power downstream in the ultimate market for its goods and services (i.e., the
monopsonist also has monopoly power). Monoposonist/monopolist firms in effect use the
lower prices they negotiate to increase their profit margin, rather than pass on the lower
provider rates because of a lack of downstream competition. Accordingly, the lower
rates from providers that result from market power over those providers are generally not
expected to be passed on to consumers in the form of lower premiums where the health
insurer has market power in the downstream market. Overall, not only does the existence
of monopsony in health insurance create the risk that health care customers will pay
higher nominal premiums, but that they will likely also suffer from a reduction in the
quantity and quality of provider care.”

When applied to health insurance, this means that lower rates from providers that
result from market power over those providers are generally not expected to be passed on
to consumers in the form of lower premiums, particularly in situations where the health

"LECG Report, pg. 106,

% In addition to the various references to monopsony literature at pages 84-85 of the LECG report, we add
an additional cite that puts forth a rather easy to understand description of monopsony in a health care
setting: “Monopsony as an Agency and Regulatory Problem in Health Care,” by Peter J. Hammer and
William M. Sage, Antitrust Law Journal, Volume 71, Issue 3, 2004, pp. 949-988.



insurer has market power in the downstream market.’ Economic theory generally
predicts that health insurance customers will be harmed by a health insurer with market
power over providers in the form of higher quality-adjusted premium levels to health care
consumers. In simple terms, this translates into a lower quantity and/or quality of health
insurance per premium dollar spent.* Overall, not only does the existence of monopsony
in health insurance create the risk that health care customers will pay higher nominal
premiums but that they will also suffer from a reduction in the quantity and quality of
provider care.

The Applicants attempt to somehow rebut the fundamental economic insight that
monopsony harms consumers by arguing that the actual experience of Blue-on-Blue
competition in central Pennsylvania shows otherwise. The Applicants’ primary evidence
in this regard involves its comparison of premium levels in central versus western
Pennsylvania in 2006 and 2007 that attempts to adjust for benefit design and certain
demographic factors. In its initial report, LECG put forth five separate reasons that the
data does not ultimately support the Applicants’ contention that Blue-on-Blue
competition in central Pennsylvania has harmed consumers.” In its response to LECG’s
critique of the data, the Applicants’ offer a rebuttal of but one of these five reasons and
simply assert that if premiums could be adjusted for quality and regional morbidity rates,
the results would be even stronger. Even if this were the case (which the Applicants have
yet to demonstrate) the Applicants have failed to address LECG’s other concerns
regarding the data comparison.

In addition, the Applicants mischaracterize LECG’s evaluation of evidence in this
area, claiming that LECG “...resorts to anecdotal statements of consumer sentiment.”® In
its report, LECG stated there is “...a great deal of evidence to suggest that competition
between Highmark and CBC has benefited health care customers in central
Pennsylvania.” In support of this conclusion, LECG not only cited to the “strong
sentiment” of consumers in the area but also to: (1) various Highmark business
documents, which we believe acknowledge the benefit of the Blue-on-Blue competition
to both the competitive process and to consumers; (2) basic economic theory; and (3)
Highmark’s own profitability data.®

(pp. 30-31 of LECG Supplemental Report)

* In our initial report, we also discussed arguments made by some economists that the creation of
monopsony in health care does not lead to a reduction in the quantity supplied of health care provider
services (see p. 84 of the LECG report). However, we also discuss various criticisms of this model.

* A reduction in the quantity of health insurance can take many forms including a reduction in the number
of insured, a reduction in coverage for existing insured, etc. A reduction in the quality of health insurance
can take many forms including a reduction in the availability of providers, a reduction in the quality of
providers, a reduction in consumer service, etc.

> LECG Report, pgs. 107-108.

® Highmark and IBC Response, pg. 12.

"LECG Report, pg. 105,

¢ See LECG Report, pgs. 105-109.



By contrast to the situation in central Pennsylvania, a number of commentators
expressed concerns regarding the negative impact from the market dominance of
Highmark and IBC in the western and southeastern parts of the Commonwealth. This
included concerns raised by numerous providers that the monopsony-type leverage of
Highmark and IBC had serious negative impacts not only for providers but for the
Commonwealth. Examples include the following:

e In his written comments to the Pennsylvania Senate Banking and
Insurance Committee on October 7, 2008, Dr. Peter Lund of the
Pennsylvania Medical Society stated that “...Pennsylvania is losing direct
patient care physicians” and that the consolidation will exacerbate
physician exit through a continuation of “monopsonistic contracting and
reimbursement practices in those Pennsylvania markets where there is
already substantial market power of Highmark or IBC.”

e At the Philadelphia hearings regarding the proposed consolidation, Dr.
Ruth Holland, who is President of the Chester County Medical Society,
stated that “the climate for physicians in Pennsylvania is unhealthy” and
that medical students in Pennsylvania are leaving the state to practice
medicine in “more hospitable, doctor-friendly states.””

e In written testimony at the Philadelphia public hearings regarding the
consolidation, Bob Orzechowski expressed concerns regarding the
leverage of dominant health insurers over his 9 provider private
hematology and medical oncology practice in Berks County,
Pennsylvania. Mr. Orzechowski stated that reimbursement for his practice
has diminished as competition among health insurers has diminished and
that his practice has “...not raised our prices in years for almost all of our
services.”"!

II.  The Potential for Highmark to Enter Southeastern
Pennsylvania

(pp. 10-12 of Initial LECG Report)

Another part of the economic analysis of potential competition is evaluating the
likelihood that Highmark would expand into the 5-county Philadelphia area absent the
consolidation, given the recent expiration of Highmark’s and IBC’s agreement that
Highmark would not sell Blue-branded commercial products in Philadelphia. Highmark
officials claim they would never expand into the Philadelphia area with commercial

? See Lund, Peter S., Mixing Blues, Presented to the Pennsylvania State Senate Banking and Insurance
Committee, October 7, 2008, pg. 1.

19 See Testimony of Dr, Ruth Holland, July 16, 2008, pgs. 139-140.

" See Orzechowski, Bob, Public Testimony Regarding the Proposed IBC - Highmark Merger, July 15,
2008, pgs. 1-2.



managed care products after leaving the area in 1996. They present a number of
arguments to support their position. These include:

Highmark’s earlier presence in Philadelphia was unprofitable and Highmark’s
Blue Shield competition in the Harrisburg area with Capital’s Blue Cross
mark has been unprofitable, so they would not expand into the Philadelphia
area as an independent competitor;

Entry into southeastern Pennsylvania would be more difficult than
Highmark’s entry into central Pennsylvania;

Highmark’s competition with CBC in central Pennsylvania has not benefited
consumers and has created substantial confusion about the Blue marks;

Entry by Highmark into southeastern Pennsylvania would potentially put at

- risk the revenues and profits associated with various Highmark products that

IBC sells as a Highmark agent in the 5-county area; and

Highmark has stated that it simply has no plans to expand into the
Philadelphia area in competition with IBC if not for the consolidation.

However, there are reasons to believe Highmark would enter the Philadelphia area
if not for the proposed consolidation, or that the threat of its entry may currently impose
some competitive discipline in that area already. These reasons include:

Highmark recently entered into a joint operating agreement with Blue Cross
of Northeastern Pennsylvania that gives Highmark a partnership interest in
selling Preferred Provider Organization (“PPO”), Health Maintenance
Organization (“HMO”) and other health insurance products in northeastern
Pennsylvania;

Although Highmark may not yet be profitable in its competition with CBC, it
did choose to compete Blue-on-Blue in the Harrisburg area, and shows no
sign of leaving;

Highmark did compete in Philadelphia at one time, but signed a 10 year
agreement not to sell Blue-branded commercial products in Philadelphia when
it sold that business to IBC in 1996. When that agreement ended last year,
Highmark was contractually able to enter Philadelphia with its Blue Shield
mark. Instead, Highmark and IBC apparently replaced the agreement with the
proposed consolidation, eliminating the possibility of Highmark entering the
Philadelphia area as an independent competitor if the filing is approved;

Highmark has a physician provider network in Philadelphia for its indemnity
products, so it would only have to reach an agreement with a sufficient



number of hospital providers to offer a competitive provider base in
Philadelphia;

e Highmark’s state-wide Blue Shield license gives it a strategic advantage over
the regional Blue Cross providers in the state, including IBC, since Highmark
can enter into the Blue Cross regions (e.g., Philadelphia) without risking a
retaliatory entry by the Blue Cross provider in Highmark’s current regions of
operation (i.e., IBC cannot enter with Blue-branded products into western
Pennsylvania);

o  **Redacted**;

e Pro forma calculations of Highmark entry into Philadelphia absent the
proposed consolidation suggest such entry would be profitable under certain
circumstances;

e Highmark officials appear to have previously stated that they did not intend to
expand their service area beyond Pittsburgh, although the company in fact has
subsequently expanded well beyond Pittsburgh; and

e Highmark has stated that it is committed to providing state-wide coverage,
which would presumably include Philadelphia with or without the proposed
consolidation.

The Pro Forma model we use to estimate the financial impact on Highmark of
entering the Philadelphia region is intended to assist in understanding the likelihood that
Highmark would enter and compete against IBC if not for the consolidation,. Under one
version of the Pro Forma model, we assume that Highmark must offer substantial and
long term customer discounts of 7.5 percent below current market levels in the first year
of entry, 5.0 percent in the second year and 2.5 percent in the third and subsequent years.
This version of the model generates a -$184 million net present value from Highmark’s
entry, suggesting Highmark would not be likely to enter. The second version of the Pro
Forma model more reasonably assumes price discounts of 5.0 percent in the first year, 2.5
percent in the second year and 1 percent in the third and subsequent years. This version
of the model generates a net present value from Highmark’s entry of +$288 million, and
suggests that Highmark would be likely to enter the Philadelphia area if not for the
consolidation.

The results of these models are sensitive to certain financial assumptions beyond
these alternative levels of discounting discussed above. Key variables that drive the
ultimate result include: (1) the size of the initial investment; (2) the level of customer
discounts and provider premiums necessary to “buy” into the market; (3) the level of the
long-term customer discounts and provider premiums due to increased competition; and
(4) the variable operating cost ratio.



Highmark’s previous experience in entering central Pennsylvania demonstrates
the financial challenges involved in entering a market as a second Blue competitor.
Highmark has experienced an estimated $132 million in operating losses since entering
the central region in 2002. Highmark’s operating losses in central Pennsylvania are the
result of a number of factors including: (1) initial significant losses Highmark
experienced in “buying” into the market; (2) low long-term operating profits due to
intense competition, particularly with CBC; and (3) relatively high operating expense
ratios, also partially resulting from the competition with CBC. Whether Highmark would
have a more financially attractive entry experience in southeastern Pennsylvania in part
depends on the degree to which Highmark has learned from some of its mistakes in the
central Pennsylvania area (e.g., early underwriting miscues) and also the willingness of
providers to give Highmark competitive reimbursement rates (perhaps to encourage
competition and due to its successful track record of quickly gaining volume in central
Pennsylvania).

Another potential financial challenge faced by Highmark derives from the
relatively low operating margins for IBC in southeastern Pennsylvania. IBC currently
has recently had operating margins under 3 percent in southeastern Pennsylvania which
could give Highmark a relatively narrow margin for error in order to achieve profitable
entry. However, some of IBC's reported operating costs are fixed and Highmark would
not have to incur some of these costs in entering the market. Highmark would also gain
from any scale advantages from entry, since it would expand its membership base. In
addition, IBC's low operating margins could also reflect some degree of inefficiency in
IBC's operations. Overall, Highmark could view entry into southeastern Pennsylvania as
an opportunity to compete against a relatively vulnerable Blue insurer.

III. The Economic Impact of Blue-on-Blue Competition in Central
Pennsylvania

(p. 104 of Initial LECG Report)

Data and other evidence from Highmark’s competition with CBC in the
Harrisburg area suggest that competition in this area has benefited both health care
consumers and providers. The market participants that we have interviewed, including
health care customers, providers and competitors, overwhelmingly supported the
viewpoint that competition between Highmark and CBC has provided significant benefits
to both customers and providers.

(p. 106 of Initial LECG Report)

**Redacted**. 1t is economically sensible that the existence of “Blue to Blue”
competition diminishes the price premium associated with the Blue brand and enables
customers to leverage the Blue insurers against one another in order to gain a favorable
price. At the same time, this can also limit the ability of the Blue brands to differentiate
their offering at least in the short-run, leading to intense price competition. While such a



market dynamic may frustrate the competing Blue plans, this kind of price pressure may
be welcome by health care customers, as is the case with the central Pennsylvania
customers that we have interviewed in our investigation.

An additional issue **Redacted** is that of customer confusion. Highmark has
argued that the competition in central Pennsylvania has actually harmed heath care
customers in that area, leading to customer confusion and higher premiums.'
**Redacted**, we have not heard such a complaint by any customers either in the
context of our interviews or in the public hearings and whatever confusion may have
initially existed appears to be diminishing. Indeed, **Redacted** Highmark plans to
differentiate its product offering from that of CBC — a strategy similar to that undertaken
by companies facing Blue-on-Blue competition in other states (e.g., California-based
insurers WellPoint and Blue Shield of California offering competing Blue plans).

(pp. 28-30 of LECG Supplemental Report)

The Applicants attempt to somehow rebut the fundamental economic insight that
monopsony harms consumers by arguing that the actual experience of Blue-on-Blue
competition in central Pennsylvania shows otherwise. The Applicants’ primary evidence
in this regard involves its comparison of premium levels in central versus western
Pennsylvania in 2006 and 2007 that attempts to adjust for benefit design and certain
demographic factors. In its initial report, LECG put forth five separate reasons that the
data does not ultimately support the Applicants’ contention that Blue-on-Blue
competition in central Pennsylvania has harmed consumers.” In its response to LECG’s
critique of the data, the Applicants’ offer a rebuttal of but one of these five reasons and
simply assert that if premiums could be adjusted for quality and regional morbidity rates,
the results would be even stronger. Even if this were the case (which the Applicants have
yet to demonstrate) the Applicants have failed to address LECG’s other concerns
regarding the data comparison.

In addition, the Applicants mischaracterize LECG’s evaluation of evidence in this
area, claiming that LECG “...resorts to anecdotal statements of consumer sentiment.”'*
In its report, LECG stated there is “...a great deal of evidence to suggest that competition
between Highmark and CBC has benefited health care customers in central
Pennsylvania.”"> In support of this conclusion, LECG not only cited to the “strong
sentiment” of consumers in the area but also to: (1) various Highmark business
documents, which we believe acknowledge the benefit of the Blue-on-Blue competition
to both the competitive process and to consumers; 2) basic economic theory; and (3)
Highmark’s own profitability data.'®

' See testimony of Dr. Kenneth R. Melani of Highmark at the PID Public Hearings in Philadelphia, July
15, 2008, (p. 69 of transcript).

B LECG Report, pgs. 107-108.

" Highmark and IBC Response, pg. 12.

¥ LECG Report, pg. 105,

1® See LECG Report, pgs. 105-109.



In addition, a number of public commentators have put forth the opinion that
competition in central Pennsylvania has benefited providers and consumers. This
includes the following:

CBC’s economic expert, Dr. Monica Noether, has opined that Highmark’s
entry into central Pennsylvania “...forced Capital to become more
innovative in developing new products, enhancing existing products and
improving customer service.”'’ Dr. Noether provided a number of
examples of improvements at CBC since competition began with
Highmark including new Stop Loss, Medicare and PPO products,
increased flexibility in its HMO products and development of an
electronic prescribing system (that has helped to reduce prescribing
errors).'®

In his written testimony dated July 10, 2008, Richard J. Gilfillan, M.D.,
President and CEO of Geisinger Health Plan, stated that its service areas
in northeastern and central Pennsylvania are “very competitive” and
include a large number of successful health insurers.'” According to
Gilfillan, the presence of competitive marketplace with many strong health
insurers enables smaller health insurers like Geisinger to obtain relatively
“similar medical cost structures.” In addition, it means that brokers are
less influenced by “any one incumbent carrier’s market share” and “are
open to offering their customers multiple products.”®  Dr. Gilfillan
contrasts this situation with that which exists in southeastern
Pennsylvania, where IBC’s practice of forcing down the rates it pays
providers has created “an effective barrier to entry for new carriers for at
least 10 years.”22

In his comment on September 25, 2008, Gary Morel, President of Morel &
Associates, stated that “[t]estimony shed light on the fact that the Central
Region of Pennsylvania has a more robust health insurance market with
the mainly competitive presence of Capital Blue Cross and Highmark. Not
only do consumers have more options, but the hospital community has
increased leverage to sustain operating margins well in excess of the
balance of the state.”” '

In her testimony before the Senate Banking & Insurance Committee on
October 7, 2008 Paula Bussard, Senior Vice President of Policy and

7 See comments of Dr. Noether, October 14, 2008, pg. 60.

'8 See comments of Dr. Noether, October 14, 2008, pg. 60.

' See Gilfillan, Richard J., Pennsylvania Insurance Department Hearings Regarding: Highmark/IBC
Consolidation, July 10, 2008, pg. 3. (Hereafter Testimony by Richard J. Gilfillan).

% See Testimony by Richard J. Gilfillan, M.D., July 10, 2008, pgs. 3-4.

! See Testimony by Richard J. Gilfillan, M.D., July 10, 2008, pg. 4.

22 See Testimony by Richard J. Gilfillan, M.D., July 10, 2008, pgs. 4-5.

B See Morel, Gary L., Re: Form A filing for Highmark and Independence Blue Cross, September 25, 2008,

pg. 2.



Regulatory Services for the Hospital & Healthsystem Association of
Pennsylvania, stated that “experience has shown that in the regions of the
state — the south central and Lehigh Valley areas — that have more robust
health insurer competition (multiple Blue and commercial health insurer
plans), there has been a more stable hospital financial picture over time.”**

In his presentation, entitled “The Color of Blue”, on July 10, 2008 to the
Pennsylvania Insurance Department, Peter Lund, President of the
Pennsylvania Medical Society, stated that “We have seen first hand that
employers, individuals, physicians, and hospitals benefit from the healthy
competition between Highmark Blue Shield and Capital Blue Cross in
Central Pennsylvania and the Lehigh Valley.”?

In his comments made on October 14, 2008, David Balto, Attorney at
Law, stated that “The evidence provided by numerous parties in this
investigation has clearly demonstrated that the impact of Highmark’s entry
has lead to greater competition between insurance companies, ultimately
benefiting employers, healthcare providers and consumers.”

LECG is unaware of any public comments, testimony or other evidence relating
to this proposed consolidation in which a market participant other than the Applicants has
supported the contention that competition in central Pennsylvania has been bad for health
insurance consumers in that area.

** See Bussard, Paula A., Statement of The Hospital & Healthsystem Association of Pennsylvania before the
Senate Banking & Insurance Committee, October 7, 2008, pg. 3.
» See Lund, Peter S., The Color of Blue, Presented to the Pennsylvania Insurance Department, July 10,

2008, pg. 3.

% See comments of David A. Balto, October 14, 2008, pg. 2.



