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Chairman Pryor, Ranking Member Wicker and other members of the Committee,
| appreciate the opportunity to come before you today and testify about health care
competition and consumer protection enforcement. As a former antitrust enforcement
official I strongly believe the mission of the Federal Trade Commission and Antitrust
Division of the Department of Justice is vital to protecting consumers and competition.
However in the past administration the priorities of those enforcement agencies were not
effectively aligned with the critical priorities in the health care market, with the result that
there is substantial anticompetitive and fraudulent activity that raises prices and costs for
consumers and the American taxpayer, especially conduct by certain health care
intermediaries — Health Insurers, Pharmacy Benefit Managers (“PBMs”) and Group
Purchasing Organizations (“GPOs”).

This Committee, like the rest of Congress has been devoting considerable
resources to health care reform. This Committee, under the leadership of Chairman
Rockefeller, has led the way in making the public aware of the deceptive and fraudulent
conduct of health insurers, particularly by shining a spotlight on the egregious activity of
Ingenix, the United HealthCare subsidiary which has harmed thousands of patients and
doctors by distorting the usual and customary rates of those health care providers.
Thanks to the efforts of New York Attorney General Cuomo this fraudulent scheme
activity is being reformed.

The Problem of Regulatory Neglect



I have a simple and vital message for this Committee: the Ingenix example is
only the tip of the iceberg. The fundamental elements for a competitive market are
transparency and choice and in both respects, health insurance markets are clearly
broken. Few markets are as concentrated, opaque and complex, and subject to
rampant anticompetitive and deceptive conduct. As the health care debate progresses,
many advocate for limited reform of the health insurance system. Their belief is that it is
a fundamentally sound market and with a little dose of additional regulatory oversight, all
the ills of the market will be cured. They could not be more mistaken.

The Ingenix example is important for other supposedly important efforts at
managing health care costs — PBMs and GPOs. Some suggest these entities serve an
important function in controlling health care costs. But like the Ingenix example, they
often are subject to deceptive conduct and conflicts of interest and can be used to forestall
competition, rather than promote it. Again because of a lack of choice and transparency,
and the existence of conflicts of interest, these intermediaries have failed to fulfill their
mission and foster competition and choice.

The FTC has accomplished tremendous things with its enforcement actions in the
health care sector over the past 50 years, from opening up the practice of medicine to
innovative forms of practice, to challenging conduct that has impeded entry of generic
drugs. In arecent paper for the Center for American Progress, | detailed the positive
results of the efforts of the FTC in expanding access to affordable generic drugs. By
taking action against the deceptive strategies which allow drug companies to artificially
extend the life of their patent-protected drugs, the FTC has given consumers wider choice
in the drugs available to them. Consumers save billions of dollars annually because of
these efforts.

Unfortunately, the same attention has not been given to health insurers, PBMs,
and GPOs. As I describe in my testimony much of the reason for the lack of competition
and transparency, and the existence of conflicts of interest, is the failure of federal
antitrust and consumer protection enforcement in the health insurance industry. During
the Bush Administration, there were no enforcement actions against health insurers’
anticompetitive, deceptive or fraudulent conduct. None. There was tremendous
consolidation in the market, and the Justice Department simply required minor
restructuring of two mergers. There were no cases against anticompetitive conduct by
health insurers. There were no federal consumer protection enforcement actions. A
similar record of regulatory neglect exists for PBMs and GPOs.



State enforcement officials have frequently tried to fill the void created by this
regulatory neglect. State legislators have tried to reform these markets through
legislation. When they have they often face the FTC as an adversary, repeating the
theory that the best regulation is no regulation. In the PBM market, the only segment of
the health care industry that is unregulated, a coalition of over 30 states brought 5
enforcement actions against the three major PBMs attacking deceptive conduct and
securing over $370 million in penalties and damages. When legislators have tried to
enact legislation to address these problems in a comprehensive fashion, the FTC files
letters opposing the legislation — opposing the efforts of consumer groups, unions, and
other supporters of the legislation and taking the side of these firms that have engaged in
these egregious anticonsumer practices. That makes no sense.

This record of regulatory neglect must be reversed. Health insurers, PBMs, and
GPOs can play a vital role in controlling health care costs and facilitating health care
reform. Their size affords them strong purchasing power, and these savings can, in turn,
be passed on to consumers and plan enrollees, where there is adequate choice and
transparency and protections against conflicts of interest. But these are for-profit entities
whose first obligation is to the bottom line. Where the regulators are asleep at the switch,
or there is a lack of adequate regulation, these firms will exploit that opportunity.
Frequently, these firms engage in deceptive and fraudulent conduct, the purpose of which
is to build profits rather than control costs. A lack of competition and consumer
protection regulation and enforcement means that the rigor of the competitive market is
absent.

Why is there an imbalance in enforcement and a lax position on the conduct of
health care intermediaries such as insurers and PBMs? Perhaps that is because the
agencies treat the insurer or PBM as if it is the consumer. If they do, that is a mistake.
Insurers and PBMs do attempt to control costs for employers and other purchasers of
health plans. While these entities may attempt to control cost they are also for profit
entities with an overriding incentive to maximize profits. When there are battles between
healthcare providers and insurers, the FTC always weighs in on the side of the insurers.
But insurers are not the consumers. When there are battles between pharmacies and
PBMs, the FTC always weighs in on the side of the PBM. But PBMs are not the
consumers. Increasingly unions and consumer groups are raising the most serious
concerns over the conduct of insurers and PBMs. When organizations like Change to
Win, which represents over 10 million union members who have to pay the cost of health
care, speak up against the egregious conduct of CVS/Caremark in a landmark study, it is
time for the FTC to take notice. When consumer groups and public interest advocates
speak up against the egregious conduct of insurers, or seek legislation to regulate PBMs,
the FTC should recognize the legitimate representatives of the consumer interest.[1]
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Are health insurers and PBMs an appropriate proxy for the consumer interest?
Obviously the ability to manage health care costs is critical for plans, and the insurance
companies and PBMs have the potential for aiding that process significantly. However,
any objective perception of the results of health insurer and PBM activity over the past
several years would severely question whether these entities truly do act in the interest of
the ultimate consumers. As documented in the hearings this Committee has held in the
past several months there are rampant anticompetitive and fraudulent activities by health
insurers. The primary goal of these for-profit insurers and PBMs is to serve their
shareholders and their profit margins, and not consumers. They are not the representative
of the consumer interest.

My testimony proceeds as follows. 1 first describe how the competition and
consumer protection missions of the FTC have failed to adequately address the problems
of health care intermediaries, including health insurers, PBMs and GPOs. For each, |
describe how a lack of competition enforcement has led to highly concentrated markets
across the country and high costs for consumers. | identify significant anticompetitive
practices by insurers, PBMs, and GPOs that have gone unchallenged. In addition, I
describe how a lack of consumer protection enforcement has created an environment in
which deceptive conduct has flourished. To a certain extent, state enforcers and private
litigants have filled the void from the lack of enforcement on the federal level, but this is
not an adequate substitute for federal enforcement. Finally, | provide several
recommendations for reversing the regulatory neglect of these important markets.
Enforcement priorities must be realigned to build a sound structure from which the FTC
can pursue its health care competition and consumer protection missions.

My recommendations include:

o Enforcement priorities should be readjusted with a greater focus on bringing
enforcement actions against health insurers, PBMs and GPOs.

e The FTC should significantly increase health insurance consumer protection
enforcement and create a separate division for health insurance consumer
protection enforcement.

e The FTC should reinvigorate enforcement against anticompetitive conduct
by health insurers, PBMs and GPOs, focusing on those which lead to higher



costs and increase entry barriers. The FTC should conduct a retrospective
study of health insurer mergers to identify those which have harmed
consumers.

e The FTC should take a more fully informed and balanced position on PBM
advocacy, recognizing substantial enforcement actions brought by states
against PBMs for fraud and deceptive conduct.

e The enforcement agencies need to recognize that insurers and PBMs often do
not reflect interests of consumers and that they are not true representatives
of consumers.

e Congress should clarify the jurisdiction of the FTC to be able to bring
enforcement against health insurers.

Rampant Competitive and Consumer Protection Problems in Health
Insurance

Let me return to my earlier observation — the importance of choice and transparency to
assure a competitive marketplace. Why are choice and transparency important? It should
seem obvious. Consumers need meaningful alternatives to force competitors to vie for
their loyalty by offering lower prices and better services. Transparency is necessary for
consumers to evaluate products carefully, to make informed choices, and to secure the
full range of services they desire. Only where these two elements are present can we
expect free market forces to lead to the best products, with the greatest services at the
lowest cost. Where these factors are absent, consumers suffer from higher prices, less
service, and less choice. As the Health Care for America Now report observed “Without
competition among insurers, insurers have no reason to drive down costs, and without
additional choices in the marketplace, consumers have no choice but to pay inflated
prices.”’[2]

As | describe below there has been no meaningful federal antitrust or consumer
protection enforcement against health insurers. The result of the lack of health insurance
enforcement is profound. The number of uninsured has skyrocketed: more than 47
million Americans are uninsured, and according to Consumer Reports, as many as
70 million more have insurance that doesn’t really protect them. In the past six
years alone, health insurance premiums have increased by more than 87 percent,
rising four times faster than the average American’s wages. Health care costs are a
substantial cause of three of five personal bankruptcies. At the same time from
2000 to 2007, the 10 largest publicly-traded health insurance companies increased
their annual profits 428 percent, from $2.4 billion to $12.9 billion.
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Any reasonable assessment would conclude that adequate choice and transparency are
clearly lacking from today’s health insurance markets. Study after study has found that
health insurance markets are overly consolidated: in a recent report by Health Care for
America Now, in 39 states two firms control at least 50% of the market, and in nine states

a single firm that controls at least 75% of the market.[3] A 2007 AMA study found almost
95% of all markets are highly concentrated.[4] Industry advocates claim that many markets have
several competitors. But the reality is these small players are not a competitive constraint on the
dominant firms, but just follow the lead of the price increases of the larger firms.

During the past Administration there was massive consolidation of health insurance
markets. As then Presidential candidate Obama observed,

There have been over 400 health care mergers in the last 10 years. The American
Medical Association reports that 95% of insurance markets in the United States
are now highly concentrated and the number of insurers has fallen by just under
20% since 2000. These changes were supposed to make the industry more
efficient, but instead premiums have skyrocketed, increasing over 87 percent over
the past six years.[5]

There is little evidence that this wave of consolidation led to significant efficiencies, or
lower costs, or other benefits. In fact, the fact that insurance premiums continued to
rapidly increase suggests that any efficiencies were simply pocketed by the companies,
rather than resulting in lower premiums or other consumer benefits.

As Vermont Senator Patrick Leahy observed in hearings before the Senate
Judiciary Committee in 2006 on health insurance consolidation:

A concentrated market does reduce competition and puts control in the hands of
only a few powerful players. Consumers—in this case patients—are ultimately
the ones who suffer from this concentration. As consumers of health care services,

we suffer in the form of higher prices and fewer choices.[6]
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Competition matters: A recent study noted that insurance premiums are 12 percent lower
in those markets in which there is comparatively a lower level of concentration than in

more concentrated markets.[7]

The Bush administration reviewed numerous mergers, but approved all of them, requiring
some modest restructuring in two mergers. In one case — Highmark’s proposed
acquisition of Independence Blue Cross — it chose not even to engage in an extensive
investigation, despite the fact that, if the two insurers merged, the new insurer would
have held over 70% of the Pennsylvania market and formed the sixth-largest insurer in
the country. Allowing such a large firm to dominate a single market would make the
barriers to entry nearly insurmountable, and consumers would be faced with few

options.[8] Ultimately the Pennsylvania Insurance Commissioner reached the opposite decision
and found such severe competitive problems that the parties were forced to abandon the
acquisition.[9] It is not unusual for the states to step in where the federal enforcers fail to
effectively challenge these mergers. As shown in appendix A, there have been several cases
where state insurance commissioners have secured remedies even where the federal enforcers
have failed to act.

Similarly, the Bush administration did not bring a single case challenging anticompetitive
conduct by insurance companies. Certainly there are various types of conduct by
dominant insurers that deserve very careful scrutiny because they reinforce dominance
and prevent rivals from entering and expanding.

Practices such as most favored nations provisions, all products clauses, and silent
networks, which limit the ability of providers to enter into arrangements with rival
insurers, increase the power of the insurer at the expense of the health care provider and
limit the ability of rival insurers to enter and expand in the market. For example, a most
favored nations provision prevents providers from entering into more attractive
arrangements with new entrants into the insurance market. Other provisions may prevent
physicians from making consumers aware of more attractive insurance products which
may provide better coverage. Some of these practices were challenged in the Clinton
Administration, but the Bush Administration, which took a mistakenly permissive view
to conduct by dominant firms throughout the economy did not mount a single challenge.

Moreover, dominant insurers rarely invade each other’s territories. This is disturbing
since these firms certainly have the resources, incentives, and ability to enter new
markets. The fact they choose not to raises serious concerns of market allocations. Take,
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for example, the fact that Blue Cross and Blue Shield plans hide behind a complicated
system of licensed-based territorial allocations to claim that they don’t compete with one
another, even when there are multiple plans in the same state. This territorial allocation
claim may have been what prompted the Bush administration to take a pass on
challenging the proposed Highmark/Independence Blue Cross merger in Pennsylvania.
These allocations eliminate important sources of potential competition. The FTC should
investigate and challenge these practices. It seems doubtful that a court looking at the
Pennsylvania situation would have viewed such territorial allocations as procompetitive.

Overall, the total lack of antitrust enforcement results in rapidly increasing premiums,
increasing profits, greater numbers of uninsured and noncompetitive market structures in
all but a handful of markets.

The lack of enforcement was not due to a lack of resources, but a serious
misjudgment in enforcement priorities. During the Bush administration the FTC spent a
hugely disproportionate amount of time, money and effort prosecuting relatively small
groups of doctors who impermissibly attempted to collectively bargain with insurers. It
brought 31 enforcement cases against health care providers, frequently small groups of
doctors. The disproportionate focus on physician groups seems somewhat puzzling.
There was no evidence that higher physician costs were a significant force in increasing
health care expenditures. In fact, one can scan the entire literature on rising health care
costs and see little mention of efforts by physicians to collectively negotiate as being a
substantial contributing factor to higher health care costs. All of these cases were settled,
probably because of the high cost of being subject to a government investigation for these
modest-sized groups of physicians. There was little evidence in the complaints filed by
the government that these groups actually secured higher prices or that consumers were
harmed. In fact, in none of the cases did insurers or consumers file any antitrust suits
seeking damages for the alleged illegal conduct.

Over 40% of the enforcement actions were in rural areas which often face
significant problems of securing adequate providers. These enforcement actions only
increased the problems of providing adequate access and service in these markets.

These comments are not intended to condone illegal conduct. But the missions of
the enforcement agencies should be focused on those areas which have the greatest
impact on the economy and consumers. And it seems relatively clear that the
anticompetitive and deceptive conduct by health insurers has a far more profound impact.



The consumer protection story is also distressing. The hearings held by this Committee
have demonstrated that consumers also face an astounding lack of transparency in the
marketplace. Health insurance products are complex and terms are not uniform, making
it near impossible for consumers to meaningfully compare their options. Insurers make
special efforts to prevent transparency and information. As Wendell Potter, a former

insurance executive, testified before the full Committee, “Insurers make promises they
have no intention of keeping, they flout regulations designed to protect consumers, and
they make it nearly impossible to understand—or even to obtain—information we
need.”[10]

In a June letter to several key Congressional leaders, Consumer Watchdog called for
Congress to enact a “Patient Bill of Rights” and detailed a number of ways in which
health insurers deliberately mislead and underpay patients, including: issuing excessive
fine print that allows them to deny coverage for common procedures, failing to define
“medical necessity” and “experimental treatment,” creating junk policies that are “not
worth the paper they’re printed on,” and manipulating risk to refuse coverage for ailments

while charging higher rates.[11] Health insurers allege that they have largely abandoned the
practice of forcing “gag clauses” on physicians that prohibit them from discussing insurance
alternatives or reimbursement procedures; however, many physicians report having their hands
similarly tied by “business clauses” that require many of the same concessions.[12] Consumers
cannot access certain information about their benefits and insurers adjudicate claims based on
inscrutable and even fraudulent formulas.

Consider, for example, the Ingenix matter -- the recent scandal over abuse of an industry
price-setting database that health insurers used to artificially depress reimbursements to
consumers. For several years, United Health Care used its wholly owned subsidiary,
Ingenix Corp., to calculate reimbursement rates for out-of-network coverage. These rates
were artificially deflated, allowing United to lowball payments to customers. Consumers
were systematically underpaid by millions of dollars. The New York State Attorney
General’s Office sued United over Ingenix and has secured over $94.6 million so far, and
a class action suit by the American Medical Association settled for $400

million.[13] Numerous private suits continue.[14] As New York Attorney General Andrew Cuomo
stated in testimony before the Senate Commerce Committee in March, Ingenix was “a huge scam
that affected hundreds of millions of Americans [who were] ripped off by their insurance
companies.”[15]

Instead of a vibrant, competitive marketplace, the lack of a sound regulatory and
enforcement regime has allowed the development of a highly concentrated system in
which deceptive and abusive practices flourish with inadequate checks from rivalry or
regulation. With insufficient choice and severely limited transparency in the market, how
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do consumers fare? Let’s examine Montana, where the single largest insurer, Blue Cross
and Blue Shield of Montana, holds a 75 percent market share. According to a report by
Health Care for America Now, the average annual combined premium for employers and
employees in Montana rose from $6,220 in 2000 to $11,743 in 2007 — over half of that

year’s average annual salary in the state, $22,170.[16] Montana is a leader in health insurer
consolidation, but it is far from an outlier — similar markets exist in almost every state
nationwide.[17]

Why aren’t health insurance markets working for American families? The answer, at
least initially is regulatory failure. Health insurers are governed by a hodge-podge of
local, state and federal regulations. Moreover, these companies have fought tooth and
nail over the last decade against any regulators’ attempts to institute even basic consumer
protection measures — including, crucially, killing the original patients’ bill of rights
legislation in 2001.

The federal consumer protection enforcement record is as bleak as the
competition record. The FTC has not brought a single case against deceptive or
fraudulent conduct by health insurers. All of the FTC’s health care consumer protection
enforcement actions were brought against advertising of sham products, such as miracle
diet pills, that capitalize on consumers’ willingness to be deceived.

This lack of federal oversight and the insurers’ successful battle against regulation
gave insurers great latitude to invent deceptive and fraudulent schemes to harm
consumers. Insurers engage in a veritable laundry list of deceptive and abusive conduct
such as egregious preapproval provisions, deception about scope of coverage,
unjustifiably denying or reducing payments to patients and physicians, and other coercive
and deceptive conduct.

In addition to the aforementioned Ingenix case, insurers have been found liable or
settled charges for a wide variety of fraudulent and deceptive conduct including:
utilizing falsified data to calculate reimbursements, refusing to pay for visits to providers
erroneously listed as in-network; wrongfully denying claims for sick patients; failing to
pay reimbursements in a timely manner; overcharging customers for premiums; refusing
to cover emergency treatment; failing to provide notice of rate increases; ignoring
customer complaints; and various other similar methods of denying needed care while
maximizing profit. There are countless complaints by hospitals and physicians that
preapproval provisions prevent them from providing adequate and safe care. In
testimony before the Senate Commerce Committee, Consumers’ Union characterized the
insurance payer system as plagued by “a swamp of financial shenanigans” — including a
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lack of transparency, conflicts of interest, and deceptive practices — and called on
regulators and enforcers to step up actions to “prevent egregious consumer ripoffs.”[18]

To combat this conduct, State Attorneys Generals, Insurance Commissioners, and
private parties have brought over 50 cases securing potentially over $1 billion in damages
and fines since 2000. Although these state actions are laudable, state enforcement is
episodic and can only repair a problem involving a single company in a single state.
Trying to fix these endemic problems with lawsuits is like treating cancer with a bushel
of Band-Aids.

These numerous enforcement actions do not suggest however that state
enforcement is an adequate substitute for federal enforcement. Indeed the contrary is
true. As this Committee has heard, the level of enforcement resources that insurance
commissioners possess varies significantly from state to state. Most states have relatively

limited resources at best to police the insurance industry.[19] In addition, state laws serve at
best as a patchwork quilt to address consumer protection issues. In addition, self-insured health
care plans, which account for over 40 percent of the private health insurance market, are not
subject to state regulation. Thus state regulation is far from an adequate substitute for federal
regulation of health insurance.

The federal enforcers have not restricted the drive for consolidation nor limited the extent
to which insurers could abuse the resulting market power. The result was the tsunami of
health insurer consolidation and the accompanying wave of abusive business practices
that have stuck small businesses and consumers with unreasonably high premiums and
inadequate coverage. Indeed, a report by the Medicare Payment Advisory Commission,
an expert panel appointed by Congress, found that insurers “have been able to pass costs

on to the purchasers of insurance and maintain their profit margins.”[20] Moreover, as
health insurers have used their market clout to reduce reimbursement for smaller health care
providers, those providers — disproportionately concentrated in rural or urban underserved areas
— have been forced into offering assembly-line health care.

Anticompetitive and Deceptive Practices by Pharmacy Benefit Managers

PBMs can play an important function in health care markets by setting up
pharmaceutical benefit networks and adjudicating pharmaceutical claims. But the same
story of regulatory neglect is true for PBMs. The FTC has not challenged any PBM
mergers, or anticompetitive or fraudulent conduct by PBMs. This is a particularly serious
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concern since PBMs are the only segment of the health insurance market that is
unregulated.

First, like the insurance market, there has been tremendous consolidation among
PBMs. In the Bush Administration, there were several large PBM mergers, so the three
major PBMs (CVS/Caremark, Express Scripts and Medco) now have over 80% of the
national PBM market. The FTC has not undertaken any enforcement activity in the face
of this market consolidation. In fact, the past two substantial PBM mergers — Caremark’s
acquisition of AdvancePCS and CVS’s acquisition of Caremark — were approved without
a significant investigation, despite leading to a significant increase in market

power.[21] While consumers have faced rapidly increasing costs and inadequate access
to pharmaceuticals, from 2003 to 2007, the three largest PBMs—Medco, Caremark and
Express Scripts—nearly tripled their annual profits from $966 million to over $2.7 billion.

Today the Committee will hear testimony of the problematic conduct CVS has
engaged in after acquiring Caremark. This combination of the largest pharmacy chain
with the largest PBM poses significant competitive concerns. The pharmacist testifying
today is not alone in expressing these concerns. Consumer groups including the
Consumer Federation of American and US PIRG, Change to Win (a coalition of unions),
and the National Legislative Alliance on Prescription Drugs (a bipartisan group of state
legislators) have called on the FTC to investigate allegations of anticompetitive and
deceptive conduct that have increased prices and reduced choices for consumers.

The concerns raised about the CVVS/Caremark alliance bear a striking and
disturbing resemblance to the Ingenix situation. In order for the health insurance system
to function effectively, there needed to be an honest, independent broker to determine
usual and customary rates. That was the purpose of Ingenix. United’s ownership of
Ingenix, however, distorted that relationship and created a conflict of interest. That is
why the New York Attorney General required the divestiture of Ingenix and the creation
of a non-profit entity to perform its function. Similarly, CVS’ ownership of Caremark
distorts Caremark’s incentive and ability to be an honest broker. There is a clear conflict
of interest and an ability to manipulate the relationship to harm CVS’ rivals and
consumers. Moreover, controlling health care costs and health care reform is dependent
on PBMs being honest brokers. Caremark, because it is a CVS subsidiary, is unlikely to
function as an honest broker.

More generally, PBM consumer protection issues have an important impact on the
potential for the government to control health care costs, and for many of the issues that
the government will struggle with in health care reform. As described in other testimony
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presented to this Committee, today there is a significant lack of transparency in PBM
markets. Because of this lack of transparency, PBMs are able to "play the spread"
between pharmaceutical manufacturers, pharmacies and the health care plans. As the
union coalition Change to Win noted, "A lack of transparency is one of the key problems
in the pharmacy benefit management industry. For example, PBMs often charge the
health plans they serve significantly more for the drugs than they pay the pharmacies that
distribute the drugs to patients. PBMs also may switch patients to a drug other than the
one their doctor prescribed sometimes a drug more expensive for the health plan and
patient to take advantage of rebates the PBM receives from drug manufacturers, which

are often hidden from the PBM's customers."[22] By playing the spread, PBMs can
artificially decrease the level of reimbursement to pharmacies. This conduct is clearly similar to
the types of fraudulent and deceptive conduct that United Healthcare engaged in with its Ingenix
subsidiary.

The lack of PBM transparency harms the government’s efforts at controlling
health care costs. The House Committee on Oversight in Government Affairs recently
held hearings on the lack of PBM transparency and its impact on federal governmental
programs. Change to Win and numerous other witnesses testified that the lack of
oversight and transparency have led to higher drug costs for the federal government.
Change to Win in particular noted how the CVVS/Caremark relationship deterred the
ability to effectively control costs.

There are numerous other competitive concerns raised by PBMs. Some PBMs
secure rebates and kickbacks in exchange for exclusivity arrangements that may keep
lower priced drugs off the market. This is similar to the concerns raised over kickbacks
in the GPO context. More recently there have been a series of acquisitions by PBMs to
acquire specialty pharmaceutical companies. These specialty pharmaceuticals are higher-
priced drugs that need special handling. After these acquisitions, many of these PBMs
rapidly increased the price of these specialty pharmaceuticals.[23]

Yet there have been no FTC enforcement actions against anticompetitive or
deceptive conduct by PBMs. As in the health insurance market, both private parties and
states have attempted to fill the void. In the past four years alone, cases brought by a
coalition of over 30 state attorneys general have brought several cases attacking unfair,
fraudulent and deceptive conduct. Between 2004 and 2008, the three major PBMs have
been the subject of six major federal or multidistrict cases over allegations of fraud;
misrepresentation to plan sponsors, patients, and providers; unjust enrichment through
secret kickback schemes; and failure to meet ethical and safety standards. These cases
listed below, resulted in over $371.9 million in damages to states, plans, and patients so
far.
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e United States v. Merck & Co., Inc., et.al — $184.1 million in damages for
government fraud, secret rebates, drug switching, and failure to meet state
quality of care standards.

e United States v. AdvancePCS (now part of CVS/Caremark) — $137.5 million in
damages for kickbacks, submission of false claims, and other rebate issues.

e United States v. Caremark, Inc. — pending suit alleging submission of reverse
false claims to government-funded programs.

o State Attorneys General v. Caremark, Inc. — $41 million in damages for
deceptive trade practices, drug switching, and repacking.

o State Attorneys General v. Express Scripts — $9.5 million for drug
switching and illegally retaining rebates and spread profits and discounts
from plans.

A group of state attorneys general and the DOJ are continuing to conduct several
investigations of the three major PBMs, and several private actions challenging their
conduct have been brought by unions and other customers. The current concentration of
the national full-service PBM market only exacerbates these problems, increasing the
need for government enforcement and potential regulation of the industry.

PBMSs’ promise of controlling pharmaceutical costs has been undercut by a
pattern of conflicts of interest, self-dealing, deception, and anticompetitive conduct. The
dominant PBMs have been characterized by opaque business practices, limited market
competition, and widespread allegations of fraud. As a bipartisan group of state
legislators noted:

We know of no other market in which there have been such a
significant number of prominent enforcement actions and
investigations, especially in a market with such a significant impact on
taxpayers. Simply put, throughout the United States, numerous states
are devoting considerable enforcement resources to combating
fraudulent and anticompetitive conduct by PBMs. This is because
those activities are taking millions of taxpayer dollars and denying
government buyers the opportunity to drive the best bargain for the
state.[24]

In an important decision upholding state regulation of PBMs, one federal court
observed “[w]hether and how a PBM actually saves an individual benefits provider
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money with respect to the purchase of a particular prescription drug is largely a mystery
to the benefits provider.” The court elaborated:

This lack of transparency also has a tendency to undermine a benefits
provider’s ability to determine which is the best among competing
proposals from PBMs. For example, if a benefits provider had
proposals from three different PBMs for pharmacy benefits
management services, each guaranteeing a particular dollar amount of
rebate per prescription, the PBM proposal offering the highest rebate
for each prescription filled could actually be the worst proposal as far
as net savings are concerned, because that PBM might have a deal
with the manufacturer that gives it an incentive to sell, or restrict its
formulary, to the most expensive drugs. In other words, although
PBMs afford a valuable bundle of services to benefits providers, they
also introduce a layer of fog to the market that prevents benefits
providers from fully understanding how to best minimize their net
prescription drug costs.[25]

Some of the problematic practices challenged in these cases include:

e secretly retaining most manufacturer payments, e.g., rebates, discounts and other
fees, instead of passing through such payments to clients;

e  switching plan members from low- to high-cost drugs;
e favoring higher-cost drugs on their formularies;
e  manipulating generic (maximum allowable cost) pricing;

e entering into exclusivity arrangements with specialty pharmaceutical manufacturers
that raise the prices of those drugs;

e  conspiring with manufacturers to violate Omnibus Budget Reconciliation Act and
“best pricing” regulations; and

e committing other contract or fiduciary breaches.

One chronic problem with PBMs is that of self-dealing. Plan sponsors purchase
PBM services with the assumption they are an “honest broker” that will select the lowest
cost, best product on an objective basis. These concerns of self-dealing were part of the
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reason the FTC challenged the acquisition of PBMs by pharmaceutical manufacturers in
the mid-1990s — Merck’s acquisition of Medco and Lilly’s acquisition of PCS. The
concern was that the pharmaceutical manufacturers would favor their own drugs on the
PBM formulary. These cases were resolved with orders that protected plan sponsors
from the risks of self-dealing.

Unfortunately, these problems of self-dealing have continued to exist for PBMs.
Almost all PBMs have their own mail order operations. Often, PBMs may favor drugs in
which they receive a greater margin because they are dispensed by mail order, even
though the plan sponsor or consumer may pay more. PBMs often seek to drive
consumers to more highly profitable mail order distribution and away from independent
pharmacies that offer the level of quality, advice and personal service consumers prefer.
Consumers often suffer from the conversion to mail order: they are given little choice,
there is a greater chance of adverse medical reactions, and there is little if any consumer
service. Any consumer who has spent hours on the phone waiting for an answer on a
mail order prescription sees little “efficiency” from these efforts to drive independent
pharmacies from the market. Although an FTC study appeared to find little evidence of
these problems of self-dealing, recent state enforcement actions have demonstrated that
these problems are ongoing.

This problem of self-dealing has worsened with the acquisition of PBMs by major
pharmaceutical chains. These chains may use the information secured through their PBM
operations to target other pharmacies, by attempting to steal customers. At times the
PBMs owned by chain pharmacies have attempted to deceive consumers to drive them
from their rivals.

Unfortunately, the FTC has failed to investigate or take any enforcement action
against this anticompetitive, fraudulent, and deceptive conduct. Even more troubling, in
response to the substantial deceptive and fraudulent conduct uncovered in these state
enforcement actions, several state legislatures have considered legislation to regulate
PBMs. Many of the proposed statutes: (1) require transparency so the health plans can
secure adequate information so they can receive the full benefits of any rebates paid to
the PBM and (2) establish a fiduciary duty between the PBM and a plan to address the
problems of conflicts of interest and self-dealing. When states have attempted to regulate
PBMs to address the lack of enforcement, increase transparency or address forms of this
deceptive conduct, the FTC has advocated on the side of the PBM industry in opposition
to the proposed legislation. This is a mistake. As the American Antitrust Institute report
to the Obama transition team observed: “[c]onsidering the substantial number of
enforcement actions and the severity of the PBM conduct, we believe these efforts at
regulating PBMs are well founded and that the FTC’s advocacy has been ill-advised.”[26]
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In many cases the FTC has placed itself in opposition both to consumer groups
and union plan sponsors which support the legislation. Opposing efforts to reign in
conflicts of interest and improve transparency seem questionable. If there is anything the
Ingenix example must teach us, it is that there is a significant potential for fraud and
deception by health care intermediaries. Efforts to either clarify the duties of those
intermediaries by establishing legal provisions making it clear they have a fiduciary duty
to the plans, and providing adequate transparency so that plans can effectively monitor
the PBMs' activities, would seem to be crucial elements for managing and controlling
health care costs.

Anticompetitive Conduct by Group Purchasing Organizations

GPOs negotiate contracts on behalf of their member hospitals with numerous
entities, including medical device manufacturers. The original purpose of GPOs was to
obtain better pricing on products than hospitals could obtain individually, and to provide
value-added services. Although GPOs have the potential to reduce purchase costs by
giving hospitals greater bargaining power, growing GPO consolidation and market power

has increased the exclusionary potential of some of the GPO contracting practices.[27]
Moreover, the payment of kickbacks is pervasive and undermines the product selection system.

Many small medical device manufacturing start-ups have demonstrated that
contracting practices by GPOs have effectively foreclosed them from entering the
market. Examples of alleged exclusionary practices include kickbacks, sole-source
contracts, market share discounts, auto-substition and bundling of products so hospitals
must purchase the bulk of their supplies from a single vendor to qualify for a discount on
any one product. Small manufacturers argue that incumbent suppliers, together with
GPOs, use these practices to eliminate competition and preserve their market share.[28]

Particularly problematic are kickbacks paid by manufacturers to the GPOs. These
kickbacks deceive buyers and third parties (including government entities) that are
responsible for payment for the products of the real costs of the products. They may
distort demand and provide the opportunity to artificially increase prices. Although there
are regulations that prohibit kickbacks in many health care markets, the GPO payments
fall into a safe harbor. In the past seven years, the Senate Judiciary Committee has held
four hearings concerning kickbacks and other exclusionary conduct by GPOs. The FTC

also addressed the issue in its 2003 health care competition hearings.[29] Over a dozen
private suits have been brought, some successfully, by small innovative medical device
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manufacturers against exclusionary practices by GPOs and device manufacturers.[30] Yet the
FTC has failed to bring any enforcement actions in this area.

That is particularly unfortunate because of the FTC’s unique statutory powers.
The FTC brings competition enforcement actions under Section 5 of the FTC Act which
prohibits “unfair or deceptive acts or practices.” Section 5 is broader than the more
traditional antitrust laws and enables the FTC to attack practices or conduct that are not
necessarily a violation of the Sherman or Clayton Act.

Section 5 may provide a useful tool in two respects to cure the harmful practices
in the medical device market. First, to the extent that potential enforcement actions
against market share discounts, or other forms of de facto exclusivity seem deficient for
some element necessary for a Sherman Act challenge, Section 5 may enable the FTC to
overcome that deficiency. Second, the practices of kickbacks can be addressed under
Section 5 as an unfair method of competition. A gap in enforcement currently exists
because of the difficulty in proving that a kickback scheme constitutes a violation of the
Sherman Act. The Ninth Circuit, after acknowledging the existence of a kickback
scheme by an alleged health insurance monopolist caused higher co-payments and
premium payments, found no antitrust violation because of a lack of evidence of harm to

the relevant market.[31] Carried to its logical extreme that decision would mean that the
antitrust laws would not prevent every insurance company from engaging in kickbacks that raised
costs to consumers. However, under Section 5 a kickback scheme could be an unfair method of
competition, particularly where there is evidence of consumer harm. The FTC should use Section
5 to challenge these kickbacks.

More generally, Congress needs to address the GPO kickback issue. Congress
created a “safe harbor” from the Medicare anti-kickback statute in 1987, permitting
dominant suppliers to pay billions of dollars to GPOs. These payments are often used to
exclude competitors resulting in increased cost and decreased quality of medical devices
over the past two decades. In order to restore competition in the procurement of medical
supplies, this safe harbor must be repealed and suppliers must no longer be permitted to
fund the GPOs.

As a 2002 GAO reports suggests, GPOs have evolved from neutral buying units
to “gateways” which permit manufacturers to enter into arrangements that may raise
entry barriers, ultimately leading to higher prices and less innovation. The report noted
that “a manufacturer dominant in a product line may contract with a GPO, or agree to a
favorable contract, to preserve its market share and exclude competition.”
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Sole-source contracts, exclusive-dealing relationships and bundling or rebate
programs are not necessary for hospitals to obtain costs savings and can cause market
inefficiencies. In fact, the GAO found in its 2002 pilot study that in a number of instances
“GPOs’ prices were not always lower and were often higher than prices paid by hospitals
negotiating with vendors directly.” The GAQO’s follow-up report in 2003 concluded that
“when used by GPOs with a large market share, these contracting strategies have the
potential to reduce competition .... [and] discourage other manufacturers from entering

the market.”

Besides greater antitrust enforcement, Congress should repeal the kickback safe
harbor that permits GPOs to engage in this conduct that harms consumers and

competition.

Recommendations for Revitalizing Competition and Consumer Protection
Enforcement

1.

The FTC should change the enforcement priorities to focus on the
segments of the market with the greatest potential for harm: health
insurance, PBMs and GPOs. The areas of the market which seem to pose the
greatest competitive problems are health care payment intermediaries, such as
insurers and PBMs. These are the entities which operate in the most
concentrated markets, and the complexity and opaque nature of their practices
make these markets a fertile medium for anticompetitive and deceptive conduct.

Create a vigorous health insurance consumer protection enforcement
program. The FTC’s health care consumer protection enforcement currently
focuses on marketers of clearly sham and deceptive products. This is
unfortunate. In many other areas, such as financial services, the FTC uses a
broad range of powers, including studies, workshops, policy hearings, legislative
testimony, and industry conferences to better inform marketplace participants of
how to properly abide by the law. The FTC should adjust its healthcare
consumer protection enforcement to focus on health insurers and PBMs. These
efforts should focus both on enforcement to prevent egregious and fraudulent
practices and to assure that there is a sufficient amount of information and choice
so that consumers can make fully informed decisions. Because of the
importance of these issues, especially in controlling health care costs, the FTC
should establish a new division for health insurance consumer protection.



3. Reinvigorated enforcement against anticompetitive conduct. The FTC also
needs to reinvigorate enforcement against anticompetitive conduct by health
insurers, PBMs, and GPOs. The FTC should scrutinize anticompetitive conduct
and use its powers under Section 5 of the FTC Act. As this Committee knows,
Section 5 of the FTC Act can attack practices which are not technical violations
of the traditional antitrust laws, the Sherman and Clayton Acts. Thus the FTC
can use that power under Section 5 to address practices which may not be
technical violations of the federal antitrust laws, but still may be harmful to
consumers. As | have testified elsewhere, the FTC should begin to use that
power under Section 5 to attack a wide range of anticompetitive and egregious
practices by health insurers, PBMs, and GPOs.

4, Stronger health insurance and PBM merger enforcement. During the Bush
administration there was significant consolidation in both of these markets, and
now these markets are incredibly concentrated. If the FTC and/or Justice
Department lacks sufficient resources to effectively challenge anticompetitive
mergers, they should be given those resources. If the current merger standards
do not appropriate to effectively challenge these mergers, those standards
should be reevaluated. Simply, the public cannot afford any greater
consolidation in either health insurance or PBM markets.

5. Conduct aretrospective study of health insurer mergers. | have suggested
elsewhere that one approach to this issue would be for the FTC or the DOJ to
conduct a study of consummated health insurer mergers. One of the significant
accomplishments of the Bush administration was a retrospective study of
consummated health insurance mergers by the Federal Trade Commission. This
study led to an important enforcement action in Evanston, Illinois, which helped
to clarify the legal standards and economic analytical tools for addressing health
insurance mergers. A similar study of consummated health insurance mergers
would provide a valuable service in helping to clarify the appropriate legal
standards for health insurance mergers and identifying mergers that have
harmed competition.

6. Greater studies of competitive problems in health insurance. The FTC
performs an important function in providing studies on key public policy issues.
The FTC should provide studies on health insurance and begin its efforts with a
long-overdue examination of the McCarran-Ferguson exemption, the elimination
of which would increase the potential for competition between insurance
companies in health insurance and in other areas.

7. A more fully informed and balanced position in advocacy. In many cases
the FTC has placed itself in opposition both to consumer groups and in union
plan sponsors in proposed legislation to regulate PBM markets by improving
transparency and giving plan sponsors tools to prevent conflicts of interest. As a



general matter, | question the FTC's approach about criticizing proposed
legislation seeking greater transparency and preventing conflicts of interest. If
there is anything the Ingenix example must teach us, it is that there is a
significant potential for fraud and deception by health care intermediaries. Efforts
to either clarify the duties of those intermediaries by establishing legal provisions
making it clear they have a fiduciary duty to the plans, and providing adequate
transparency so that plans can effectively monitor the PBMs' activities, would
seem to be crucial elements for managing and controlling health care costs.

8. Recognizing that the insurer and the PBM do not represent the consumer.
Although insurers and PBMs do help to control cost, they are not the consumer.
The consumer is the individual who ultimately receives benefits from the plan. It
is becoming increasingly clear that insurers and PBMs do not act in the interest
of the ultimate beneficiary. They are not the proxy for the consumer interest, but
rather exploit the lack of competition, transparency, and the opportunity for
deception to maximize profits.

9. Clarify the jurisdiction of the FTC to bring enforcement actions against
health insurers. Some people may suggest that the FTC lacks jurisdiction
over health insurance. | urge this Committee to ask the FTC to clarify their
position on this issue. As | understand it, there is a limitation in Section 6 of the
FTC Act that prevents the FTC from performing studies of the insurance industry
without seeking prior Congressional approval. This provision does not prevent
the FTC from bringing either competition or consumer protection enforcement
actions. There may be arguments that the McCarran-Ferguson Act limits
jurisdiction, but that exemption is limited to rate making activity. In addition,
some people might argue that the FTC's ability to attack anticompetitive conduct
by nonprofit insurance companies might be limited under the FTC Act. The
solution to this problem is simple, straightforward and critical. If the FTC lacks
jurisdiction in any respect to bring meaningful competition and consumer
protection enforcement actions against health insurers, Congress must act
immediately to provide that jurisdiction. There is no reason why health insurance
should be immunized from the Federal Trade Commission Act. Nor is there any
reason why the failure to deploy enforcement resources should create a de facto
exemption from antitrust or consumer protection enforcement for insurers or
PBMs.

Conclusion

Ultimately, the current health insurance and PBM markets suffer from
anticompetitive and fraudulent activity practically unknown in any other market. The
current market structure and the control of health care payment systems by for-profit
entities raise serious questions if meaningful reform can ever be accomplished.[32] At
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least we should start by assuring that the full resources of federal antitrust and consumer
protection enforcement are utilized to begin to reform these markets.

Before it is too late.
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