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THE EXCLUSION OF COMPETITION FOR HOSPITAL SALES
THROUGH GROUP PURCHASING ORGANIZATIONS

Professor Einer Elhauge'

Group Purchasing Organi zations (GPOs) negotiate terms by which member hospitals
can buy medical devicesfrom manufacturers. Unfortunately, many GPO agreements
with incumbent medical device makers exclude rival manufacturers from competing
for hospital sales even when the rival products are better or cheaper.? | begin by
detailing the nature of these exclusionary arrangementsand explaining why they raise
anticompetitive issues meriting federal concern. | then explain why GPOs and
hospitals might enter into arrangementsthat deprive hospitals and patients of cheaper
or better products. Finaly, | suggest some appropriate reforms to deal with these
problems.

|. PRACTICESTHAT EXCLUDE BETTER OR CHEAPER PRODUCTS

The essential problemisthat large incumbent medical device makers have entered or
offered exclusionary agreements through GPOs that effectively foreclose member
hospitalstorival devicemakers. In particular, | understand that thetwo largest GPOs,
Premier and Novation, have frequently entered into such agreements. This practice
appears to be an instance of the general economic problem that powerful sellersand
buyers often have incentives to collude to create monopoly power by raising their
rivals’ costs and then splitting the monopoly profits they created.’

| am aProfessor of Law at Harvard Law School, where | teach antitrust law, but submit this
report in my personal capacity, and the views expressed here are not offered on behalf of, nor
intended to express the views of, Harvard University. The initial work for this report was funded
by the Medical Device Manufacturer’s Association and the rest of the work was finished on a pro
bono basis.

2 GPOs also apparently adopt similar exclusionary agreementsregarding hospital purchases
of pharmaceuticals, see Premier Group Purchasing Policy 3-4 (1996), but my research hasfocused
on medical devices.

% See Thomas G. Krattenmaker & Stephen C. Salop, Anticompetitive Exclusion: Raising
Rivals Coststo Achieve Power Over Price, 96 YALEL.J. 209 (1986); Stephen C. Salop & David T.
Scheffman, Raising Rivals Costs, 73 AM. ECON, REV. 267 (1983) (Special Issue); Elizabeth Granitz
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A. The Nature of the Exclusionary Agreements

Many agreements between incumbent device makers and GPOs amount to
exclusionary agreementswith hospital sgiven the arrangements between the GPO and
its member hospitals. This is true when GPOs enter into explicit exclusionary
contracts with incumbent device manufacturers for a given product with which
member hospitals are obliged to comply by agreement and/or coercive threats of
expulsion or penalties for deviations. For example, Premier’s board of directorsin
1996 adopted a general policy of commitment that requires all member hospitals to
sign a letter of intent to comply with any commitment contracts that Premier
negotiates with suppliers.* Pursuant to this policy, “once agroup contract or contract
category hasbeen announced asincluded in Premier’ s Committed Program, members
will not contract independently for products in areas covered by these contracts.”®
Premier hasaspecial compliance committee to monitor member hospital compliance
with commitment contracts.® A noncomplying member hospital must appear before
this compliance committee.” If this committee determines that “the member isnot in
consensuswith Premier’ sgroup purchasing strategy of commitment and unwilling to
comply,” thenthecommitteewill recommend that Premier’ sboard impose appropriate
sanctions including “financial adjustments or, if appropriate, removal from the
Premier organization.”®

& Benjamin Klein, Monopolization by Raising Rivals Costs. The Sandard Oil Case, 39 JL. &
EcoN. 1 (1996); Hovenkamp, Mergers & Buyers, 77 VA. L. REv. 1369 (1991); IV AREEDA,
HOVENKAMP & SLOW, ANTITRUST LAW 1943b, 204-06 & n.4(1998).

* See Premier Group Purchasing Policy 1-5 & Attachment A (1996). The only exceptions
that Premier allows are when (a) the supplier does not supply the hospital’s area, (b) the hospital
doesnot usethe product, or (c) the member istransitioning away from acontractual obligationit had
with another supplier before Premier began its commitment program. Seeid. at 5.

°Id. at 4-5

®ld. at 5-6.

“1d. at 7.

8|d. at 7. Premier’sletter of intent specifically provides that member hospitals understand
that their compliance with Premier’ s commitment programswill be monitored and that the penalty
for noncompliance may includeterminationinthe commitment program or the Premier organization.
Id. at Attachment A. Legal counsel to Premier haswritten me aletter asserting that my description
of Premier’ spurchasing policy isinaccurate because: “Premier does not preclude any member from
entering into separate agreements with non-contracted suppliers to meet a member’s needs for
purchases that fall outside the commitment percentage.” Letter of James Gardner to Professor
Elhauge at 1 (May 17, 2002) (emphasis added). But, as the italicized portion makes clear, this
statement merely means that Premier does not penalize member hospitals who keep within the
commitment percentages negotiated by Premier, not that hospitals are free to deviate from those
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Explicit exclusionary contracts between suppliersand GPOsmay al so be unnecessary
to bind member hospitals. GPOs often forbid member hospital s from buying outside
the GPO, either explicitly or by apractice of imposing penaltiesif they do.® If aGPO
that is the exclusive purchasing agent for a hospital then ssmply declines to approve
competing devices in a given product market, it effectively imposes an sole source
device contract on member hospitals without ever doing so explicitly. Thissameis
true for GPOs that alow members to buy from other GPOs but only for product
categories not covered by the first GPO. For example, Premier in 1996 made all
member hospitals sign aletter of intent to commit that they will buy from Premier to
the extent possible and use other group purchasing organi zationsonly for supplies not
availablethrough Premier.® Premier also contracted with devicemakersthat Premier
will not permit its members to buy through other GPOs and that device makers will
not sell to Premier members other than through Premier.** Thus, if Premier offersone
device and does not approve any rival devices, its members can only use the offered
device and the effect is the same as entering into an exclusive dealing contract with
each Premier hospital to use only that device.

Many other exclusionary contracts are offered through GPOs but are not imposed on
member hospitals. Instead those member hospitals are free to accept or reject those
exclusionary contractson acontract by contract basis. But aswewill see, those GPO-
offered exclusionary contracts often cover multiple products and manufacturers,
impose retroactive penalties on deviation, or ban even considering rival products.
Each of those features can effectively bind member hospitals even when rivals for
some products later offer abetter and cheaper product. And even when not bound in
thisway, device makers and GPOs can give individual hospitals ample incentivesto

percentages. Premier’s counsel also does not explain the apparent inconsistency between this
statement and the provisions, quoted in the next paragraph, that require member hospitals to buy
through Premier to the extent possible. If Premier hasno contract with asupplier at all, buying from
that supplier would seem to violate this obligation even for purchases outside the commitment
percentage.

® See GAO, Group Purchasing Organizations — Pilot Study Suggests L arge Buying Groups
Do not Always Offer HospitalsLower Prices6 (April 30, 2002) [hereinafter “GAO Study”] (“ Some
GPOs, such as HealthTrust, require that members do not belong to other GPOs.”)

191d. at Attachment A. See also Quorum Health Group 10K (group of managed hospitals
reporting that it entered into afive year agreement making Premier its* exclusive group purchasing
organization”).

" SeeHorizon Medical Productsinc., Form S-1 A0O, Exhibit 10, Material Contracts, Premier
Purchasing Partners Group Purchasing Agreement 3.0 (April 3, 1998).
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join exclusionary contracts that anticompetitively exclude device rivals, harm
consumers, and harm hospitalsasagroup. Aswill bedetailed in Part 11, they can do
so by either exploiting hospitals' collective action problems, giving hospitals other
compensating benefits, disfavoring hospital swho do not jointheexclusionary scheme,
and/or giving hospitals who do join a share of the supracompetitive profits earned
from downstream consumers. Indeed, illegal forms of exclusive dealing typically
proceed through voluntary agreements with multiple willing business buyers even
though the long run result is a reduction of competition harmful to the ultimate
consumer and often to the business buyers themselves.

Nonetheless, defenders have stressed that many of the exclusionary agreements
entered or offered through GPOs differ from absolute exclusive dealing in various
ways. Itisthusworth examining these differencesoneby one. Asweshall see, while
each complicates the analysis somewhat, none aters the basic economic resullt.

First, many of the exclusionary GPO agreements at issue do not require purchasing
100% from one manufacturer, but instead some other high percentage like 90 or
95%.% Thisis a point stressed by Professor Hovenkamp’s report defending GPO
arrangements.”* While thisis atechnical difference, it does not ultimately alter the
legal or economic analysis. If it did, firms could evade any exclusive dealing rule by
imposing requirements to buy 99.9% of a product from them. That would make no
legal or economic sense. When exclusivedealing arrangements cause anticompetitive
harm by raising rivals’ costs, they generally do so by denying rivalsthe economies of
scal e they need to compete effectively.** Aslong as economies of scale require more
than 5-10% market access, that effect can occur at 90-95% foreclosure as well as at

12 See, e.g., Novaplus Pulse Oximetry L etter of Committment (requiring 95% minimum of
annual oximetry sensor purchases from Tyco-Nellcor, which had 88% of market); Novation’s
Opportunity ® Spectrum | Portfolio Participation Agreement (requiring 95% minimum spanning
12 product categories); Baxter — Wrap Around Incentive Agreement Exhibit C2 (requiring 90%
minimum for each of various products and product categories); Ethicon-Novation Commitment
Document (offering different discounts for Novation hospitals buying 90 or 95% of sutures from
Ethicon, which had 81% of suture market); Ethicon-Premier Commitment Contract Information
Sheet (discount for Premier hospitals buying 90% of sutures from Ethicon).

13 See Hovenkamp, “Competitive Effects of Group Purchasing Organizations (GPO)
Purchasing and Product Selection PracticesintheHealth Carelndustry” at 18-19 (2002) [ hereinafter
“Hovenkamp Report”].

“ Seeinfrall.B.



100% foreclosure. Aswe will see below, there are reasons to think such economies
of scale are particularly significant for rival medical device makers.

In addition, the difference between 90% and 100% foreclosureis more nominal than
real for medical devices because of the importance of medical standardization. Itis
now well-established that standardization within any given hospital reduces medical
errors. Because of this, the hospital accreditation group, JCAHO, exerts pressure on
hospitals to encourage each to standardize the devices it uses. This means that a
commitment to buy 90-95% of a device from one seller is often tantamount to a
commitment to buy 100%. Thisisnot to say that standardization within hospitalsis
bad. The problemisthat a90-95% obligation can prevent standardization on the best
or cheapest product. Nor isthere any medical reason to force standardization across
hospitalsin the devices they buy sinceit is standardization within any given hospital
that improves medical outcomes. Inany event, the practical upshot isthat, for devices
used in hospitals, there is little difference between a 90% and 100% purchase
obligation. Rival devicesthat offer especially large medical benefits may sometimes
be able to overcome the benefits of standardization to occupy the 5-10% of hospital
business |eft open to them. But even then the result is anticompetitive because the
hospital and its patients lose the medical benefits of both standardizing on the rival
device and using that better device for the other 90-95% of patients. Most rival
devices, even if somewhat better and cheaper, will not be able to overcome the
medical benefitsof standardization given that the hospital must buy ahigh percentage
of that product from another supplier.

Exacerbating this tendency for 90-95% to become the equivalent of 100% is the fact
that either the general terms of GPO membership or contracts for particular product
areas al so often require the hospital to usethe GPO asits sole purchasing agent for the
covered product categories. This is true both for Premier generally and under
Novation’s Opportunity program®™ If a hospital is bound by such a contract or
membership agreement, then it cannot buy arival device unlessthe GPO iswilling to

> See, eg., supra (describing Premier’s policy); Novation’s Opportunity ® Spectrum |
Portfolio Participation Agreement (“Participant declares Novation as its sole supply cost
management company for the purchase of productsin the OPPORTUNITY product categories. . .
. Participant will purchase OPPORTUNITY ® productsthough Novation purchasing arrangements
and will not purchase OPPORTUNITY products or any products that compete with
OPPORTUNITY products though any other supply cost management company.”); Novation's
Opportunity ® Spectrum Il Portfolio Participation Agreement (same).
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offer it. Thus, if the GPO simply elects not to offer any rival device that might be
more desirable, then 90-95% becomes the same as 100%. Further, some of these
agreements — including for Premier and Novation — provide that a signing hospital
cannot solicit rival bids, examinerival products, or even entertain rival proposals.’®
If ahospital cannot consider rival products, it ishard to see how a hospital can adopt
it even for the remaining 5-10%. Many have thus reported that in practice rival
devices are often 100% excluded from hospitals despite the nominal right to buy 5-
10% from them.’

Professor Hovenkamp’ s report assumes that because hospitals often have more than
one GPO, including a national and regional GPO, that hospitals are free to switch
between them for any given product.’® But, asthe GAO study indicated, thisis not
true for many GPOs, which do not allow membersto belong to other GPOs.*® Nor is
switching permitted just because a GPO allows membersto join other GPOs, asthe
Premier and Novation provisions make clear. As shown above, Premier allows
member hospitalsto useregional or other GPOs only for product marketsthat are not
available through Premier. Likewise, the Novation opportunity program does not
allow participating hospitalsto use other GPOsfor any product within that program.
If, for example, Premier engaged in an anticompetitive practice in syringes, member
hospitals could not respond by switching to another GPO for syringes, and the fact
that the member hospitals get some other product (like jello or laundry) through a
regional GPO does not give them any power to switch that would constrain an

16 See Premier Group Purchasing Policy 4 (1996) (“ memberswill not independently solicit
guotationsfrom suppliersfor productsor servicescovered under Committed Program agreements’);
Novation’s Opportunity ® Spectrum | Portfolio Participation Agreement (* Participant will not .
. . participate in competitive product evaluations for OPPORTUNITY products.”); Novation's
Opportunity ® Spectrum Il Portfolio Participation Agreement (same); Supply Partner Terms of
Participation Opportunity ® Spectrum | Portfolio (“Health care organization agrees not to cause
supply partner to incur defensive selling costs during the term of this Agreement (such as can be
caused by entertaining proposals from other vendors or conducting product evaluations) . . .”)
(emphasis added); Supply Partner Terms of Participation Opportunity ® Spectrum |1 Portfolio
(same).

' See, eg., Letter from James Bradley of Stuart Cardiology Group to Jake Langer of
Biotronik, Feb. 26, 2001 (“Hospital hasentered into aGOP Novation contract, which providesonly
asingle cardiac rhythm devicevendor. The hospital isenforcing a 100% complianceto thisvendor
even though the actually contract states 95% compliance.”)

18 See Hovenkamp Report at 4, 12-13, 18-19, 21, 24-25.

19 See GAO Study, supra note, at 6.



anticompetitive practice in syringes. In any event, even if switching to other GPOs
or supplierswere possible for some purchases of agiven product, it could only apply
to the small percentage left after member hospitals fulfill their commitment to buy
from the favored manufacturer, and thus could not ater the foreclosure of the large
percentage covered by the commitment.

Second, many of the exclusionary agreements do not feature an absolute obligation
to buy ahigh percentagefromthefavored supplier, but instead provideloyalty rebates
if that high percentage is met.® This is again a difference is stressed in the
Hovenkamp Report,?* but again does not prove especially relevant. Even an absolute
contractual obligation to buy from only one supplier isat worst apromiseto either do
So or pay contractual penalties. Using loyalty rebates ssimply sets a different penalty
on noncompliance, and onethat isfar more enforceableto boot. With aloyalty rebate,
the supplier can unilaterally impose a penalty for noncompliance by just withholding
the quarterly or annual rebate without even going to court, and can easily provein
court the amount of past rebates that must be returned. With an absolute exclusive
dealing contract, the supplier faced with a noncomplying buyer cannot impose any
penalty without going to court and winning alitigation and appeal, and has damages
that are much harder to prove and measure. Moreover, because any exclusive dealing
agreement that unreasonably restrains tradeis not enforceable under contract law, an
absolute contractual obligation may not even enjoy any contractual penalties for
noncompliance. Thus, normally theonly real penalty suppliersimpose on buyerswho
do not comply with an absol ute exclusive dealing contract isrefusing to deal with that
buyer in the future. This termination penalty is serious enough to make exclusive
dealing agreements raise antitrust concerns. By adding additional penaltiesthat are
more enforceable, loyalty rebates probably increase rather than decrease the
exclusionary effect.

Inany event, itiswell understood that aloyalty rebate that isconditional on the buyer
taking all or ahigh percentage of its purchases from afavored supplier can amount to

% See, e.g., Novaplus Pulse Oximetry Letter of Committment (discount contingent on 95%
compliance); Novation’s Opportunity ® Spectrum | Portfolio Participation Agreement (same);
Ethicon-Premier Commitment Contract Information Sheet (discount for Premier hospitals buying
90% of sutures from Ethicon).

% See Hovenkamp Report at 19.



de facto exclusive dealing.? One might mistakenly think that such rebates or
discounts are no different than a price cut, and thus should be policed only under the
doctrine of predatory pricing. But there are two enormous differences here.

(1) Here the rebates or discounts are conditioned on purchasing a high share of the
buyer’ s purchases from the supplier. Thus, thisisnot aper item price cut that can be
met by any equally efficient rival for any future purchases. Tothe contrary, precisely
because the loyalty rebates are conditioned on getting a high share of the buyer’'s
purchases, they leave rivals with access to only alower share which may not sustain
economies of scale. When they do so, such loyalty rebates exclude rivals by
worsening the rivals' efficiency. In contrast, straight price cuts, if above cost and
thus nonpredatory, can only exclude aless efficient rival that cannot match the lower
price, and thus reward firms that improve their own efficiency rather than try to
worsen the efficiency of their rivals. Indeed, if loyalty rebates were never illegal
unless the resulting price were below cost and thus predatory, then any firm could
immunize its exclusive dealing agreements from antitrust scrutiny by the ssimple
expedient of inflating the price and then offering a rebate conditioned on exclusivity.

(2) Once the buyer has committed to the arrangement, the rebates on all the buyer’s
past purchases are contingent on it meeting the loyalty threshold. Because loyalty
commitments can last for five to seven years, afailure to comply can result not only
in losing any rebate already earned in the current year but ademand for areturn of all
the rebates paid in all past yearstoo.” Thethreat to reclaim all those rebates on past
purchases can thus induce buyers not to switch to making future purchases from a
rival that isjust as efficient and offering alower price.

ZSee IIIA AREEDA & HOVENKAMP, ANTITRUST LAw 176883, AT 151 (1996); XI
HOVENKAMP, ANTITRUST LAW 1807, at 115-18 (1998).

% See, e.g., Novation's Opportunity ® Spectrum | Portfolio Participation Agreement (“all
earned incentive payments received by the Participant will be subject to repayment if Participant
failsto comply for thefull [five-year] term of the OPPORTUNITY portfolio” with a95% purchase
commitment and other requirements); Novation's Opportunity ® Spectrum Il Portfolio
Participation Agreement (same); Baxter — Wrap Around Incentive Agreement Exhibit B (if
participating hospital failsto meet thresholds for any 6 month period during the 87 month contract,
then it “shall repay the full amount of the received Signing Discount”); Mark Smith, “Innovative
medical products. a clash of blood and money,” HoOusTON CHRONICLE (April 18, 1999) (Premier
has 7.5 year contract requiring member hospitals to buy 90% of syringes from Becton Dickinson).
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Third, often the exclusionary programs cover multiple products and manufacturers
rather than just one. Sometimes a given incumbent device maker gives rebates or
discounts on awhole product lineif the buyer commits to making a high percentage
of their purchases from that manufacturer for each product in the line. Sometimes
a GPO even gives rebates or discounts on menu of products from different
manufacturers if the hospital commits to buying a high percentage of each product
from the corresponding manufacturer on the menu.?

This does make these programs differ from a single product exclusive dealing
arrangement, but only worsens the anticompetitive consequences. With these
programs, the penalty for buyer failure to meet the threshold for any one product now
includes withholding or reclaiming rebates not only for that product but for all the
other products as well. That exacerbates the penalty for noncompliance after the
rebates have been earned. Further, it a'so means that, even at the very beginning of
arebateperiod, an equally efficient rival could not compete by ssmply offering aprice
on one of the products that matches or beats the price the incumbent device maker is
charging for that product net of the program discount.?® For the hospital would have
to take into account that even if it gets a better price from using the rival for that
product, it losesthe discount on all the other productsin the program. Multi-product
rebates can thus reflect sidepayments given to buyers in exchange for agreeing to

# See, e.g., Baxter — Wrap Around Incentive Agreement Exhibit C.2 (requiring Premier
member hospital sto buy 90% of its purchasesfrom Baxter for each product category and for specific
productswithinthe product categories); Ethicon-Novation Commitment Document (offering highest
discount for Novation hospitalsthat buy 95% of sutures and 85% of endomechanical productsfrom
Ethicon, which had 81% of suture market and 61% of endomechanical products); Ethicon-Premier
Commitment Contract Information Sheet (discount for Premier hospital sbuying 90% of suturesand
80% of endosurgery products from Ethicon).

% See, e.g., Novation’ s Opportunity ® Spectrum | Portfolio Participation Agreement (95%
purchase commitment appliesfor twelve product categories covering five different manufacturers,
though with one manufacturer for each product category); Novation's Opportunity ® Spectrum |1
Portfolio Participation Agreement (85-95% purchase commitment applying to 14 product categories
covering 7 manufacturers).

% A package discount can also be an illegal tying agreement when it induces a low
proportion of customers who buy product A from the defendant to buy product B from another
seller. See X AREEDA, ELHAUGE & HOVENKAMP, ANTITRUST LAW Y1758, at 343-346 (1996). If
this tying doctrine does apply, it does not require showing foreclosure of a substantial share of
product market B. 1d. at 345n.18. Theuse of market power in product A to foreclose any nontrivial
dollar amount of sales of product B suffices under standard antitrust law.
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enhance a seller’s market power by excluding rivals in one product, with the
sidepayments compensating these buyersfor thefact that thisschemewill increasethe
price they pay for the product whose market power was enhanced.?

Moregenerally, asnoted above, even when ahospital doesnot formally makeamuilti-
product commitment, some GPOs pressure or threaten with expulsion any member
hospitals who do not comply with the commitment obligations made on any of the
GPO’ sexclusionary agreementswith incumbent device manufacturers. Insuch GPOs,
every singleproduct exclusionary agreement iseffectively the sameasamulti-product
one, and thus rai ses the same heightened concerns.

Fourth, many payments that incumbent device manufacturers make to GPOs or
hospitals for high share commitments are not volume-based at all, and thus do not
really amount to rebates or discounts. This includes giving GPOs or their officials
stock-options, warrants, or investment interestsin the manufacturersfavored by GPO
commitment programs.?® It also includes those favored manufacturers making
monetary investmentsin GPO-owned businesses, or giving GPOsfavorable business
terms on other unrelated deals.?® Another tactic involves having device makers who
want to be favored by GPO commitment programs pay large sums for a private
meeting with GPO officials or to belong to a GPOs institute for evaluating
technologies.®® Further, device makers often pay GPOs fixed amounts that are not
linked to volumeintheform of: (1) feesgiven to have products considered, (2) annual

" Seeinfra Part I1.

% See, eg., Bogdanich, Meier & Walsh, Medicine's Middlemen; Questions Raised of
Conflicts at 2 Hospital Buying Groups, N.Y. TIMES (March 4, 2002). See also Horizon Medical
Products Inc., Form S-1/A, Exhibit 10, Material Contracts (April 3, 1998) (simultaneously filing
a contract giving Horizon a Premier commitment contract and a contract giving Premier warrants
to purchase 500,000 shares of Horizon stock).

» See, e.g., Bogdanich, Meier & Walsh, supra note; Scott Hendley, “A first for Premier,”
Modern Healthcare (June 29, 1998) (aspart of pact between M cK essonand Premier, McK esson paid
$155 million for a company in which Premier was a minority owner and got a 20-year exclusive
agreement to supply medical-surgical and pharmaceutrical productsunder Premier’ sProvider Select
Program).

% See Bogdanich, Meier & Walsh, supra note; “Premier’s Innovation Institute: To Play,
Must You Pay?’, Medical Device & Diagnostic Industry Magazine (editor’s page, June 1998)
(noting that 10-15 companies had agreed to pay $1 million/year for fund Premier’s Innovation
Institute). The latter payments also create the problem that they are likely to distort the GPOS
evaluation of new technologies, as the analysis below of breakthrough technologies suggests.
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administration fees, (3) marketing or endorsement fees, or (4) licensing fees for use
of the GPO brandname. Likewise, device makers or GPOs also often pay hospitals
fixed fees that are not dependent on the volume of sales in exchange for their
commitment to achieving the target shares.®

The fact that the payments given for loyalty commitments often are not proportional
to volume does makethem different fromtypical loyalty rebates. Butitisadifference
that actually worsensthe anti-competitive effects. That isbecause side-paymentsthat
are unrelated to sales volume are even more likely to be effective means of dividing
monopoly profitscreated by seller-buyer collusion designed to enhance seller market
power, for reasons explained in Part I1.%

Fifth, sometimes the de facto exclusivity for any given product is granted not to one
Incumbent device maker, but to two of them. But thefact that two manufacturerstake
part in some such arrangements does not mean they do not have similar
anticompetitive effects because they till protect those manufacturers from
competition by rivals and entrants. This can protect and reinforce a duopoly power
that is just as harmful as monopoly power. “[D]uopoly markets typically perform
quite poorly. . . . Indeed, depending on assumptions, output may be no higher, and
price no lower, in such a market than it is in an absolute monopoly.”*

Sixth, some rival device makers report that GPOs have offered to allow their rival
products to be offered if they would agree to increase their prices dramatically to
levels higher than that being charged by the incumbent device makers who benefit
from the exclusionary agreements. For example, Retractable Technologies reports
that Novation finally said it would agree to use safer needle technology from
Retractable Technologies, but only if it were sold under Novation’s private |abel for
aprice 270% higher than Retractable wanted to charge.®

3 See Baxter —Wrap Around | ncentive Agreement Exhibits B and C2 (hospital sthat commit
to sole source compliance get a signing discount totaling up to $295/hospital bed, depending on
scope and level of commitment); Quorum Health Group 10K (describing over $6.9 million in
annual fixed payments from Premier irrespective of volume if minimum thresholds are met).

¥ Seealso |V AREEDA, HOVENKAMP& SLOW, ANTITRUST LAW 11943b, 204-06 & n.4(1998).

#B|d. a55& n.l1.

% See Thomas Shaw, “Examine the ‘questionable’ side of GPOs,” Commentary, Dallas
Business Journal (March 15, 1999); Mark Smith, supra note.
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Again, thisisadifference, but not one that undermines the anticompetitive effects of
the arrangement. To the contrary, it confirmsthat the purpose isto raise the costs of
the rivalsto the incumbent device makers even if that increases the prices charged to
hospitalsand ultimately to the patients, insurers, donors, and government payorswho
fund those hospitals.> Without such a purpose, there would be no reason for a GPO
toinsist that a supplier increase its pricesin order to be offered to hospitals.

Seventh, at least one GPO (Premier) has abreakthrough technol ogies exception. But
this exception isinadequate. First of all, many other GPOs (like Novation) do not
have such aprogram. Second, evenif Premier’ s program operated as stated, limiting
rivalsto* breakthroughs’ isanticompetitive. Thereisno reason why GPOs should set
themselves up as superior to the FDA in determining which new products are
sufficiently safe and effective compared to existing products to enter the market.
Indeed, the very impetusto offer abreakthrough exception showsthat better products
are being routinely excluded by general GPO practices. Third, reports indicate that
the process for recognizing a breakthrough exception is highly biased against new
device makers. Fourth, in fact, the exception has been more nominal than real.
Hardly any breakthroughs have been recognized. Fifth, the risks and uncertainty
created about whether anew product will be approved under this exception will itself
deter investments in the research necessary to create new products that could apply
for this breakthrough exception. Finally, even if it were not biased against new
products, the breakthrough exception process is long and cumbersome, and even in
the few cases where it results in approval, substantially delays the entry of new
products into foreclosed hospitals.

To take one example described in the New Y ork Times, Masimo has been excluded
from sellingitspul se oximetersto hospital sbelonging to Novation or Premier because
they have exclusionary agreements with Tyco-Nellcor.®* Masimo applied for the
breakthrough technology exception. Aninternal evaluation by Premier’ stechnology
assessment group recognized Masimo’ s product was superior.®” Fifty clinical studies

% See sources cited supra note 3; infra at Part |1.

% See Bogdanich, Meier & Walsh, supra note.

¥1d. A letter from Premier’ slegal counsel disputesthis, stating that the Premier Technology
Assessment Unit evaluated only technological algorithims, not any Massimo oximeter product,
which counsel states was not available until August 2000, by which time asimilar Nellcor product
was available. See Letter of James Gardner to Professor Elhauge at 2 (May 17, 2002). But
examination of Premier’s Technology Assessment May 1999 paper supportsthe New Y ork Times
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and numerous hospital s indicated the Masimo pul se oximeter was more accurate and
reliable. Nonetheless, Premier took two yearsto evaluate Masimo’ sproduct. Further,
in the end, Premier ignored this evidence because of the results of a hospital survey,
even though of the 20 surveyed hospitals that were actually aware of Masimo’'s
product, 15 agreed the Masimo product was more accurate.® During this two year
period, Premier’'s exclusive supplier, Tyco-Nellcor, developed a product that
reportedly tried to imitate the same technology as Masimo’ s product. When Masimo
sued Tyco-Nellcor for patent infringement, it was told that bringing this suit would
prevent Masimo' s product from being considered as a breakthrough product. Tyco-
Nellcor thus continues to benefit from this de facto exclusivity even though its
imitation of Masimo’s product reportedly remains inferior.

Likewise, a breakthrough exception was not recognized for St. Jude' slonger-lasting
pacemaker even though Premier’s internal expert panel unanimously agreed the
breakthrough claim was substantiated.*® Thus, in actual practice, the breakthrough

account. It states that: “Masimo began introducing their Signal Extraction Technology® (SET)
about two years ago. Clinical trials, conducted and published by well-respected physiciansin the
U.S., indicate that Masimo SET has significant clinical advantages for neonates and some highly
critical adult patients. Consistent with the company’s historical process, they released SET as an
OEM product with no immediate plan to introduce a stand-alone Masimo product. (Allegiance has
licensed Masimo SET as the foundation for their stand-alone pulse oximeter. The company isthe
exclusive provider of a stand-alone pulse oximeter with Masimo SET in the U.S))” Premier
Technology Assessment, Pulse Oximetry — Technology Assessment Position Paper at 1 (May 6,
1999). Thisclearly indicatesthat the Masimo product was tested and available through Allegiance
before May 1999. Premier’s Technology Assessment Unit also reported that all four of its patient
monitoring business partners had tested the Masimo product and found it “ adefinite improvement”
and three of four had already adopted it or had definite plansto do so. Id. at 2.

Premier's legal counsel also states that the Premier Technology Assessment Unit only
recommended that Masimo’ s product be tested against the existing Nellcor product. See Letter of
James Gardner to Professor Elhauge at 3 (May 17, 2002). But thisis not true. Instead, Premier
Technology Assessment Unit observed that, while Nellcor might well develop asimilar product in
the future, “Masimo SET, however, has a significant market advantage already.” Premier
Technology Assessment, supra, at 3. Further, it concluded that “\We can conservatively say Masimo
technology will remain superior to that of Nellcor and HP through the remainder of 1999.” Id.
Premier’ s Technology Assessment Unit thus recommended at |east providing aone-year exception
“for Masimo SET products’ during the period while Nellcor was developing asimilar product. Id.

% See Bogdanich, Meier & Walsh, supra note

¥ 1d. Premier’slega counsel disputed this New Y ork Times account, but did not provide
any documents from its internal expert panel to support this contrary claim. See Letter of James
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exception does not at all undermine the de facto exclusivity created by the genera
arrangement.

B. The Anticompetitive Effects

Do the loyalty agreements between manufacturers and GPOs and hospitals foreclose
a sufficient share of product markets to create anticompetitive effects? Thisisa
complicated question because the economic inquiry varies by device, each of which
is likely to have somewhat different foreclosure shares and relevant economies of
scale. Nonetheless, there is good reason to think these loyalty agreements do
generally have anticompetitive effects, and particular reason to think they have had
anticompetitive effects in specific instances.

Novation and Premier are the two biggest GPOs, and have policies of frequently
entering into such exclusionary arrangements with device manufacturers.®® Further,
similar exclusionary arrangements have spread throughout the industry. According
to Modern Healthcare, 24 other GPOs by 1999 also had either committed buying
programs or a strategy of long-term sole source or dual source contracting.” The
collective share of hospital device purchases these GPOs cover is clearly large.
According to Modern Healthcare, Novation and Premier alone* easily command two-
thirds of the acute care purchasing market between them.”** Novation isthe largest
GPO and itsown analysis showsthat it has 29-30% of the national market of supplies
purchased for hospital admissionsand surgeries.*® Thispercentageisprobably below
the higher percentage for acute care supplies because some hospital admissions and
surgeries are non-acute and use a broader and less specialized set of supplies. Inany
event, even if we combine this more conservative estimate with the relative

Gardner to Professor Elhauge at 3 (May 17, 2002).

“0 See, e.g., Premier Group Purchasing Policy 1, 3 (1996) (describing Premier’s general
strategy as entering into commitment contracts with suppliers and hospitals).

“! The other 24 GPOs on this list are: AllHealth, Amerinet, Buy Power, Child Health
Corporation of America, Consorta, GNY A Services, Greater Cincinnati Health Council, Group One
Purchasing Services, Health Affiliated Services, Health Services of New England, Health Services
Corporation of America, HealthTrust Purchasing Group, Hospital Central Services Affiliates,
Innovatix, InSource Health Service, Joint Purchasing Corp., MAGNET, National Capital Shared
Services, NorMet Shared Services Corporation, Prime, Professionals Purchasing Group, Shared
Services Health Care, Southwest Ohio Health Care Affiliates, and Y ankee Alliance. See Modern
Healthcare 40, 46 (Sept. 20, 1999).

“2 See Modern Hedlthcare 28 (May 21, 2001).

* Healthcare 2003, Global Strategiesand Business Opportunities, Powerpoint Presentation.
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purchasing volumes for the ten largest GPOs reported by Modern Health Care, it
suggests the 2000 national shares of purchases for hospital admissions and surgeries
are:

GPO Share Exclusionary Purchasing
Novation/HPPI 29-30% Yes

Premier 24% Yes

Amerinet 9% Yes

Managed Health Care 6% Not Reported
HSCA 5% Yes

Consorta 4% Yes

National Purchasing Alliance 1.5% Yes

All Health 1.5% Yes

Innovatix 1.5% Yes

That would mean that at least 75.5% of hospital purchases are made through GPOs
that engage in exclusionary purchasing. And that does not include the exclusionary
agreementsentered through GPOs outside the top ten whose volumewas not reported.
Nor does it include exclusionary agreements that incumbent device manufacturers
may enter into directly with hospitals that do not belong to GPOs.

Professor Hovenkamp’ sreport in defense of GPO practices finds dramatically lower
market shares for GPOs.” To reach this conclusion, he relies on the premise that
GPOs purchase only 45% of all supplies purchased by health care institutions,* and
then he measures GPO market shares by dividing their purchases by all health care
purchasesto find market sharesthat are all slightly lessthan half of the market shares
noted above.*” But if one examines this source on which he relies on for the 45%
figure, it turns out that it says that GPOs control 45% of al “healthcare industry
purchases,” aterm that on its face includes not only purchases by hospitals, and not
even only purchases by nursing homes, clinics, and HMOs, but also includes
purchases by individual doctors or medical practices that provide routine care.®
Further, this turns out to be the same source that states that Novation and Premier

“ See http://www.modernhealthcare.com/charts/gpo_chart.php3?id=1.

> See Hovenkamp Report at 2-3.

“ Seeid. at 2 & n.7 (citing Modern Healthcare 28 (May 21, 2001)).

" See Hovenkamp Report at 3.

“ See Modern Healthcare 28 (May 21, 2001). Indeed, the article was about a firm that
mainly handled purchasesfor 11,000 membersinthe nonacute-care market acquiringaGPO in order
to try to enter the acute-care supply market. 1d.
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alone“easily command two-thirds of the acute-care purchasing market.”* Thislatter
figure is the more relevant one because the economic effects of exclusionary
agreements depend on the degree of forecl osurein each relevant product market,> and
the products purchased to provide acute care are much more narrow than the wider
range of suppliesthat account for all healthcare industry purchases. The latter range
(even for hospitals) from the expensive medical devices at issue here to prescription
drugs, bandaids, aspirin, blankets, beds, lights, trays and hospital jello. |f GPOs
have brokered agreements that foreclose 100% of the market for pacemakers, the
anticompetitive effects in the pacemaker market are not somehow |lessened because
hospitals or other medical purchasers can buy their jello elsewhere.

It thus seems clear that exclusionary purchasing agreements cover arelatively high
percentage of device purchases for hospital admissions and surgeries (and probably
even ahigher share of acute-care purchases). Unfortunately, because my datareflects
the share of all purchases used in hospital admissions and surgeries, the precise
percentageforeclosed of themarket for each medical deviceisnot clear. Exclusionary
practices may be less prevalent for the pharmaceuticals used in hospital admissions
and surgeries than for devices, and nationa GPOs may not even try to cover the
purchases of many suppliesthat are usedin cases of hospital admissionsand surgeries

9 See Modern Healthcare 28 (May 21, 2001).

* Professor Hovenkamp recognizes this, see Hovenkamp Report at 22, but because he
mistakenly assumes that a GPO’s share of al healthcare industry purchases equals its share of
purchases of particular medical devicesused for acute care, he reachesthe mistaken conclusion that
the foreclosure from any particular supplier can be no higher than 14.5%, id. In fact, the largest
GPO has at |east a 29-30% share and probably more for acute care purchases for reasons described
intext. Further, relying only on the share of the largest GPO is mistaken for two other reasons. |If
aparticular supplier hasexclusionary agreementswith al distributors, then itsforeclosure is 100%,
not the percentage of whichever distributor happens to be largest. Further, exclusive dealing
measures the foreclosure of suppliers cumulatively — if one supplier has exclusionary agreements
foreclosing 35% of the market and two other suppliers have exclusionary agreements foreclosing
30%, then the appropriate measure of foreclosure is 95%, not 35%. See FTC v. Motion Picture
Advertising Service Co., 344 U.S. 392, 395 (1953) (aggregating four suppliers with exclusive
dealing contracts to find 75% foreclosure). This cumulative measure of foreclosure makes sense
because the anticompetitive effects of exclusionary agreements come from depriving the market of
the additional firms that would exist if each were allowed free access to achieve its minimum
efficient scale, and that can happen when a few suppliers foreclose so much of the market as to
exclude further rivals.

°L It is not even clear that the term “supplies’ does not include utilities like electricity or
services like laundry and janitorial work.
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like beds, food, and laundry. Thus, their percentages on the device markets they do
attempt to cover is probably even higher than | have indicated above. Even if the
market shares | indicate above did reflect each GPO’s average share of device
purchases, the share purchased through these GPOs will necessarily be higher than
this average for some medical devices, and lower than average for others. By the
same token, GPOs negotiate many device purchases that are not made through
exclusionary programs, and it is not clear whether they all choose the same devices
and manufacturers for their exclusionary programs and whether all their hospitals
comply with those programs.® The purchase shares also reflect the shares for all
hospitals, and thus may also be higher for private hospitals than public ones, or differ
for nonprofit and for-profit hospitals. Of particular concern isthe fact that Novation
has GPO contracts with 100% of university hospitals, which are the hospitals one
would normally expect to be most likely to adopt cutting edge technologies.
Foreclosing those hospitals would thus be expected to have the most adverse effect
on the entry of innovative new products.

While the precise percentages are thus unclear and should vary by device market, it
seemsplainthat the policy of so many leading GPOsto favor exclusionary agreements
with incumbent device manufacturers forecloses a substantial percentage of hospital
purchases for at least some devices, and has the potential of doing so even more
pervasively in the future if allowed to take hold. This causes and threatens serious
anticompetitive effects for a number of reasons.

First, there are enormous economies of scalein researching new products. The costs
of research, and of securing patentsand FDA approval, arelarge, and must beincurred
upfront. Theinvestments are also risky because millions can be invested in trying to

*2 According to Modern Healthcare, in 1999 committed buying programs accounted for all
$12 billion of the purchases made through Premier, and all $400 million of the purchases made
through Innovatix. See http://www.modernhealthcare.com/charts/gpo_chart.php3?d=3. But for
other GPOs, the percentage of purchases made through committed buying programs was less.
Committed buying programs accounted for $5 billion out of $13.1 billionin purchasesmadethrough
Novation, $800 million out of $2.45 billion made through HSCA, and $125 million out of $564
million madethrough AllHealth. 1d. (Datawasnot availablefor Amerinet.) Of course, what really
matters are the percentages for each relevant device. If the GPOswho purchase only some of their
products through committed programs all choose the same devices for those programs, then the
relevant market foreclosure will be very high even though the GPOs buy other products without
similar commitments.
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create anew improved product that does not pan out. If the innovators who succeed
cannot accessalarge shareof the product market, then capital marketswill necessarily
providelessfunding for innovation than they otherwisewould. For example, suppose
it would cost $100 million to fund innovation that has a 50% chance of successfully
creating an improved device. Suppose further there are 1000 hospitals and that a
successful device could earn $300,000 per hospital, or a total of $300 million.
Without any foreclosing arrangements, the capital markets would fund the project
because the $100 million investment has an expected return of 50% of $300 million,
or $150 million. Now suppose that 71% of hospitals are foreclosed because of
exclusionary agreements. Then only 290 hospitalswill be available, and a successful
product will only earn $87 million. Now, no venture capitalist will fund the
innovation because the $100 million investment would have an expected return of
only $43.5 million. The point does not turn on these precise numbers. Aslong asany
significant share is foreclosed, at the margin some innovative projects will not be
funded that otherwise would have been.

The general point isworth emphasizing. Mediaattention has focused on the fact that
these exclusionary agreements are precluding existing products that are cheaper and
better. That isnot surprising because those make the most dramatic tales. But by far
the bigger cost of such exclusionary agreementsisthat they are likely to prevent al
sorts of innovative products from ever being created. These costs are harder to see
and estimate because the alternative products are not tangible. But they should bethe
greatest source of social concern. And it should be no surprise that incumbent firms
that currently have dominant market shares for particular devices would be greatly
Interested in entering into arrangementsthat discourageinnovation that might displace
their position.

Second, the medical deviceindustry also features considerable economiesof scalein
production. That is, even after innovation has created a new device, producing the
first units costs more than latter units. There are overhead costs involved in
mai ntai ning regulatory approval and hiring the necessary personnel to runthebusiness
that include an irreducible minimum for the first few units and rise only slowly after
that. There are aso the costs to running a facility, including rent and maintaining a
sterileenvironment, that arerelatively lumpy. By denying rivalsaccessto the market
share they would need to achieve their minimum efficient scale, exclusionary
agreements can thusraiserivals costs. Such acost increasewill prevent many rivals
from offering their product at all, and we will never seethem. Other rivals may be so
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much more efficient that they can overcomethisbarrier to offer their product, but the
fact that their costs have been raised means they cannot offer aslow a price as they
otherwise could.

One example of this phenomenon is Retractable Technologies. It has created the
retractable VanishPoint Syringe, which greatly improves safety by minimizing
needlesticks.>® Unfortunately, its ability to market this syringe has been impeded by
thefact that GPOs have exclusionary agreementsfavoring other syringe makers. Its
prices are also higher than conventional needles. But Retractable Technologies
reports that the reason its prices are higher is that it cannot access enough of the
hospital market to obtain the sales volumeto lower its per unit costs.>® Thus, herethe
exclusionary agreements are apparently preventing Retractable Technologies from
getting to its minimum efficient scale, where it could offer a product that was both
better and cheaper. A somewhat different example is Masimo, which reports that,
where not barred by GPO foreclosing arrangements, it currently sells its oximeter
sensors for a price more than 30% below that of Tyco-Nellcor. But Masimo also
reports that, because of Tyco-Nellcor’s exclusionary agreements, it can only sell 1
million sensors annually, which is far below the 7 million that would constitute the
cost-minimizing output for itsfacility. The exclusionary agreements favoring Tyco-
Nellcor arethus preventing Masimo from reaching its minimum efficient scale, where
it could offer apricethat is even lower than the already significantly lower price that
Masimo offers today.

Again, thegeneral point isworth emphasizing. While mediaattention hasfocused on
the exclusion of currently cheaper products, an even bigger cost is that these
exclusionary agreements can prevent rivals from offering cheaper products at al, or
make therival products more expensive than they could have beenin an unrestrained
market. Thiswill betrue whenever the salesthat rivals can make to the unforeclosed
market are lower than their minimum efficient scale.

Professor Hovenkamp’'s report defending exclusionary GPO arrangements

% See Smith, supra note; “ The Gray Sheet” 10 (Oct. 18, 1999) (ECRI study found
Retractable Technologies VanishPoint syringe preferable on because of needlestick safety issues
to the alternative syringes manufactured by Becton Dickinson).

> See Smith, supra note (Premier has 7.5 year contract requiring member hospitals to buy
90% of syringes from Becton Dickinson).

% See Smith, supra note.
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acknowledges the enormous importance of economies of scale in both the research
and production of medical devices.® But rather than considering the possibility that
denying those economiesof scaleto rivalscan beanticompetitive, hisreport considers
only thepossibility that incumbent device makersneed avery high sharetoreachtheir
owneconomiesof scale. That possibleefficiency defenseisconsidered (and rejected)
below in Section I1.C. But abalanced treatment plainly also requires consideration
of the anticompetitive effect on rival economies of scale.

Third, even when rivals are able to overcome the fact that these exclusionary
agreements increase the costs of creating and producing arival device, and thus can
offer a better and cheaper product, the anticompetitive effects remain great. In any
member hospitals that are party to such exclusionary agreements, the foreclosure of
rival devices means patients, insurers, and government payors will be deprived of
access to the best and cheapest devices. In particular, it is significant that shopping
for the sorts of medical devicesone usesin hospitalsisnot like shopping among retail
stores. Inthenormal retail case, consumers shop item by item among many retailers.
If oneretailer failsto stock the best product or offer the best price, consumers may be
able to just go to another retailer to buy it. And the barriersto entry in setting up a
new retailer arerelatively small, sothat if all the existing retailersfail to offer the best
products or prices, another firm may have incentivesto enter theretail market and do
so. For medical devices used in hospitals, patients (and thus their insurers or
government payors) do not really shop for medical devicesat all, let alone shop device
by device. They select a hospital based on awhole host of factors and must accept
whatever medical devicesthehospital offers. In many areas, thereisonly one hospital
to which patients can turn, in other areasjust afew. Andthe barriersto entry for new
hospitals are enormous, including not just large capital costs and the difficulty of
assembling afull medical and nursing staff, but government regulation of entry. All
thismeansthat, when ahospital failsto stock thebest or cheapest medical devices, the
patients who actually consume those devices are stuck with lower quality products,
and they, insureds, and taxpayers are stuck paying more.

To take the Masimo example again, its de facto exclusion from hospitals belonging
to Novation or Premier has been harmful both in terms of quality and price. Medical
guality has suffered because, as discussed above, the Masimo pul se oximeter is more
accurate and reliable. One might thus think this was a case of GPOs skimping on

% See Hovenkamp Report at 7-8, 12, 25.
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guality to save money. But Masimo reports that Premier never once even asked it
about the cost of its product, even though its excluded oximeter actually costs more
than 30% less. Further, by avoiding health problems, the Masimo oximeter should
lessen the costs of further treatment. Patientsin these hospitals are thus stuck paying
more for a worse product, and sometimes suffering unnecessary health problems to
boot.

Therecent GAO Study might betaken to signal alower or more mixed cost difference
but actually measured a different question. The GAO study asked whether hospitals
got lower priceson their own than from a GPO when buying the same model of safety
syringe.>” Even by thismeasure, the GAO study found that median priceswere higher
through GPOs than outside them for all safety syringe models and most pacemaker
models.®® This seems relevant to judging the separate question of whether the
existence of GPOs provides any benefit to hospitals. But the GAO measure does not
purport to measure the costs to hospitals of the exclusionary agreements because it
does not consider the greater costs of excluding cheaper models. For example, inthe
Masimo example, even if GPOs excluded a superior Masimo product that was 30%
cheaper than the Nellcor model, the GA O study would not pick up that cost difference
unless Nellcor charged morewhen its model was sold through the GPO than when its
model was sold outside it.

Suppose the 30% cost difference from excluding the Masimo product is typical.
According to Modern Healthcare, GPO committed buyer programs covered $20
billionin purchases, and thisdoes not includethose who did not report figuresonrthis.
That would suggest hospital s (and ultimately the patients, insureds and taxpayerswho
support them) are paying $6 billion/year more than they would without the
exclusionary agreements. Another cost estimate might be derived by anal ogy to other
industries. For example, atypical empirical study intheairlineindustry indicatesthat
each additional competitor in a given route lowers price by 4%.*° Additional
competitors probably lower pricesfar lessfor airline routesthan for medical devices.
After all, airlinetravel isacommodity for which entry into any onerouteisrelatively
easy and that (since deregulation) has not commanded prices much in excess of costs.

" See GAO Study, supra note, at 2, 13.

*1d. at 11.

% See Kwoka, Non-Incumbent Competition: Mergers Involving Constraining and
Prospective Competitors, 52 CASE WESTERN L. REV. 173, 194 (2001) (collecting sources).
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This limits the possible size of price reductions from adding a rival. In contrast,
medical devices are often patented and not directly duplicable and command prices
far above costs. Thus, we would expect additional competitors to be able to bring
prices down much further for medical devices. Nonetheless, if we conservatively
assume that additional rivals have the same sort of effect in both industries, and
further assume that exclusionary agreements on average exclude two actua
competitors, then that suggests that they increase prices by 8%. Multiplying this by
the $20 billion base indicates a cost overcharge of $1.6 billion.

These estimates are of course crude, but they do at |east suggest that we are talking
about a substantial enough cost overcharge to be worth examination. And these
estimates greatly underestimate the anticompetitive costs because they exclude: (1)
the costs from any greater health problems that result from using lower quality
products, and (2) the costs resulting from the fact that these arrangements, as
discussed above, increase the costs of existing rival products or prevent them from
ever being created. Because of this, the costs to member hospitals from these
exclusionary agreementsarenot limited to whether those hospital s pay morethan they
could pay for existing rival products.

It should also be emphasized that the social costs from these exclusionary
arrangements do not depend on whether member hospitals on average are better off
with GPOs or not. Thisis true for several reasons. (1) GPOs may provide many
valuable services that offset the anticompetitive effects of these arrangements. The
costs to member hospitals thus do not turn on whether they are better off with or
without GPQOs, but on whether they would be better off with GPOs that did not enter
into such anticompetitive arrangements than they are with GPOs who do.®® (2)
Hospitals that belong to GPOs that offer such exclusionary agreements are only a
subset of al hospitals. Much of the anticompetitive costs of uncompetitive device
markets will be visited on hospitals who do not belong to GPOs or who belong to
GPOsthat do not engagein similar arrangements. Indeed, hospitals may be better of f
within these GPOs precisely because they have agreed to an arrangement that inflates
prices for hospitals outside these GPOs and gives member hospitals a discount from
those inflated prices.®® (3) Any coststo hospitals are just a subset of the full social
costs of the anticompetitive effects inflicted by these arrangements, which are also

© Seeinfraat 1.
® Seeinfra at I1; sources cited supra note 3.
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visited downstream on patientsand payors. Evenif hospitalsreceived side-payments
or special discounts that offset their own increased costs, the arrangements would
remain socially undesirable if they created monopoly profits for device makers.®

C. Redeeming Efficiencies?
GPOs have offered various redeeming efficiencies for their exclusionary agreements
that should be taken into account. But none of them are persuasive.

1. Reducing Product Evaluation and Contracting Costs. — One offered justification
is that GPOs allow hospitals to share (and thus reduce) the costs of evaluating and
contracting for products.®® Thereisreasonto doubt thisjustificationisreal. Hospitals
that belong to GPOs reportedly still perform separate product evaluations and draft
separate contracts before they buy each product. This suggests that the GPO efforts
may in fact be duplicative, adding extra eval uation and contracting costs that must be
recouped by GPOs in administrative fees and ultimately by device makersin higher
prices. This might help explain why buying a given product model through GPOs
generally costsmorethan buyingit directly.® Further, thisjustificationisinconsistent
with the above examples where GPOs have mandated the use of products that are of
demonstrably higher price and lower quality even according to the GPOsS own
product evaluations.®

In any event, even if this justification were accurate, it would be irrelevant to the
currentinquiry. Thequestion hereisnot whether GPOs should beillegal, but whether
their exclusionary practices should. And while this justification might explain
collectively paying for GPO recommendations about product quality and standard
form contracts, it cannot explain making those recommendations and form contracts
binding through exclusionary obligationsor inducements.® Exclusionary agreements
thus do not further this offered justification and certainly have not been shown to be

2 Seeinfra at |1; sources cited supra note 3.

% See Hovenkamp Report at 7, 25; GAO Study, supra note, at 6-7 (noting that GPOs stress
this benefit).

% See GAO Study, supra note, at 11.

® See supralll.B.

% |nsomemarkets, freerider problemsmight explainimposing acollectivequality judgment
on individual firms. For example, a franchisor might insist that franchisees exclusively use its
suppliesto prevent somefranchiseesfrom free-riding on thefranchi sereputati on by using cheap low
quality supplies. But that possible efficiency is not claimed here and has no apparent application.
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the least restrictive alternative for doing so.

2. Economies of Scale. — Another justification stressed by the Hovenkamp report
defending GPOsisthat there might be economies of scale in research and production
so that amanufacturer can produce agreater volume at alower cost.®” Similarly, there
might be efficiencies in shipping so that if a hospital orders an entire truckload of
devices, there is a cost savings that can be passed on to the hospital with a quantity
discount. Such economies of scale are real and important. But there are severa
reasonsto reject thisoffered efficiency defensefor the GPO exclusionary agreements
at issue here.

First, the obligations and rebates that incumbent device makers are actually offering
through their exclusionary agreements with GPOs are based on the share of hospital
business obtained rather than the volume. That is, the obligations and rebates turn on
whether each hospital meets a certain percentage threshold regardless of the hospital
size or demand for the device in question. A 90% threshold might mean 1,000 units
for one hospital, and 10,000 units for another. Any given percentage applied to all
hospitals is thus likely to be too high to be necessary to achieve any volume-based
efficiencies for some hospitals, and perhaps too low to achieve them for other. This
suggests that the rebates are designed to buy loyalty rather than achieve volume-
related efficiencies.® Professor Hovenkamp does not explain why this offered
efficiency justifies discounts or agreements based on shares rather than volume.

Second, economiesof scalenormally peter out past someminimum efficient scaleand
do not require high market shares.®® Certainly no evidence was presented in the
Hovenkamp report to show that, for medical device makers, economies of scale are

%" See Hovenkamp Report at 7-8, 12, 19, 22, 25.

% See Virgin/British Airways, European Commission Decision, 1\VV/D/2/34.780, 1197-107
(July 14, 1999) (reaching asimilar conclusion about the difference between discountsthat are based
onsharesrather than volume); Michelin, Case 322/81, ECR 3461 (1983) (same); Hoffman-La Roche,
Case 85/76, ECR 541 (1979) (same). Professor Hovenkamp argues that an equally efficient rival
can always match the discount, see Hovenkamp Report at 19-20, but this is not true if (as he
supposes) economies of scale exist because the exclusionary scheme will restrict the market share
of therival and thus depriveit of the economies of scaleit needsto match the discounted price. See
supra ll.B.

% See, e.g., DOJFTC Merger Guideline 84 (noting that most plausible efficiencies could
be achieved without requiring high market concentration).
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so enormous that they require over 90 percent market shares.”® One cannot simply
assume that economies of scale are infinite and justify any increase in market share
up to 100% — the precise nature and degree of those economies of scale must be
documented.™

Third, if there were such enormous economies of scale, firms would not need
exclusionary agreements to achieve them.” Instead, they could simply offer alower
per unit price than rivals and keep expanding their sales until they achieved those
economies of scale. Doing so without any exclusionary agreement would provide a
market test of whether those economies of scale really do justify such enormous
market shares. To instead allow firms to impose a high market share with
exclusionary agreements-- subject to antitrust review of it wasjustified by economies
of scale -- would be to replace the normal market process with a regulatory process
for gauging economies of scale. Thereisno reason to think this replacement would
improve accuracy, especially given thefact that the regulatory process here would be
conducted through multi-year, after-the-fact, adversaria antitrust litigation whose
results may hinge on the happenstance of the judges and jurors drawn. Thereisalso
no reason to think thisreplacement would bejustified givethat Congress has, through
its antitrust laws, decreed the fundamental policy of instead relying on market
competition to sort out such economic issues as whether economies of scale drive
marketsto high concentration levels. Inany event, even if were proper to replacethe
market processwiththiseffectively regulatory review, Professor Hovenkamp' sreport
doesnot offer any reason or hard evidenceto think achieving theseeconomiesof scale
requires such exclusionary agreements here.

Fourth, even if economies of scale exist that can only be achieved through
exclusionary agreements, they would not justify agreements imposing a 90% market
share unless those efficiencies were passed on to consumers. Those who defend
mergersor other agreementsin restraint of trade must instead provethat thelikelihood
and magnitude of any efficiencies offset the anticompetitive effect on market output

" See, e.g.,id. (“Efficienciesalmost never justify amerger to monopoly or near-monopoly.”)

" See, e.g., id. (noting that firms have an obligation to “ substantiate efficiency claims’ with
concrete evidence, especialy given that they control accessto the relevant information). Thisis of
course also true outside of merger law.

2 See, e.g., id. (noting that efficiencies must be proven to be as practical matter unachievable
through any lessrestrictive alternative). Again thisisalso true outside of merger law.
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and price.” In conducting this analysis, one must not only prove the efficiencies are
larger, but also that they will actually be passed on to consumersin theform of lower
prices than they would have paid without the merger or agreement.”™ Thisis because
the normally understood goal of the antitrust lawsisto maximize consumer welfare.”
The Hovenkamp report does not provide the requisite evidence. And to the extent we
have evidence, it indicatesthat the pricesavail ablefor productsthat benefit from GPO
exclusionary agreementsare not evenlower thanthe pricesfor other existing products
available outside them,” let alone lower than the prices for other products that would
be available if such exclusionary agreements did not raise the costs of rivals by
depriving them of economies of scale. Indeed, the GAO study indicates that GPOs
generally do not even offer lower prices on the models they do carry.”

3. Reducing Uncertainty Costs. — Another efficiency mentioned by Professor
Hovenkamp is that exclusionary agreements reduce uncertainty about whether sales
will bemade.” But thisagainisan efficiency that, if important, could be achieved by
volume-based contracts rather than requiring a certain share of purchases. Nor have
these saved uncertainty costs been documented and measured, let alone shown to
require market shares of over 90%. And no proof has been offered that these
alegedly saved uncertainty costs would be passed on to consumers in a way that
lowerstheir net prices. More generally, saving uncertainly costsisan efficiency that
claims too much since obtaining any monopoly would reduce the uncertainty faced
by the aspiring monopolist. Preventing monopolistsfrom sluggishly living “the quiet
life” is one important reason we have antitrust laws that instead encourage
competition and all the uncertainty that entails.”

" Seeid.

" 1d. (“To make the requisite determination, the Agency considers whether cognizable
efficiencies likely would be sufficient to reverse the merger's potential to harm consumers in the
relevant market, e.g., by preventing price increases in that market. In conducting this analysis, the
Agency will not simply compare the magnitude of the cognizable efficiencies with the magnitude
of the likely harm to competition absent the efficiencies.”)

”® See Lande, Wealth Transfers as the Original and Primary Concern of Antitrust, 34
HASTINGSL.J. 65, 68, 74-77, 82-106, 142-51 (1982).

" See supra ll.B.

""See GAO Study, supranote, at 11 (GPOs median price higher for all safety needlemodels
and for 60% of pacemaker models).

’® See Hovenkamp Report at 22.

" A similar claimisthat the allegedly anticompetitive conduct reduces marketing and sales
costs. Cf. GAO Study, supra note, at 7 (observing that GPOs state they offer this benefit). This
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1. WHY WOULD GPOsAND HOSPITALSAGREE?

Why would GPOs and hospitals enter into arrangements that anticompetitively
exclude some medical devices? One might think this can only leave GPOs and
hospitals worse off, and that they would thus never agree to such arrangements. |
answer this question in two stages. In the first stage, | leave aside al the special
features of the health care market, like medical agency costs, insurance
reimbursement, and pressures to cut costs without running afoul of legal liability for
worsening health outcomes. Even without those features, antitrust economics shows
that buyers in ordinary markets often have incentives to agree to arrangements that
anticompetitively exclude some sellers even though their products are better or
cheaper. | review the possible economic theories, and show why there is reason to
think these theories and incentives apply to GPOs and hospitals as currently
constituted. In the second stage, | consider the special features raised by the health
care market. | show how they exacerbate the problems of antitrust economics. | also
show how, even absent any market power raising antitrust problems, these special
features raise problems of health economics.

Astheanalysiswill suggest, thereare multiplereasonswhy GPOs and hospitalsmight
agreeto arrangements that anticompetitively exclude some device manufacturers. In
a market as variegated as that for medical devices, it will not be surprising if the
motivesvary for different devices. Somearrangements might involve an exploitation
of seller market power, others an exploitation of buyer market power, others an
arrangement whereby powerful sellers and buyers agree to generate and split
supracompetitive profits between themselves at the expense of downstream buyers.
Some arrangements might involve inflating prices in a way that abuses insurers,
others might involve distortions of medical advice for payment, and yet others might
involve sacrificing patient care in order meet insurer demands for cost-cutting. The
particularswill turn on the specific medical devices, the distribution of market power
regarding them, and the specific arrangements that have been made. This meansthat
the search for one universal explanation for all such arrangements may be too
simplistic. But the key point isnot that one motive exists. Itisthat general structural

cannot be accepted as an efficiency defense, or it would justify every effort at monopolization since
all monopolies enjoy lower marketing and sales costs. Nor has it been documented, shown to
require huge market shares, and proven to be passed on to consumers.
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incentives indicate that, for many different reasons, GPOs and hospitals often have
incentives to enter into anticompetitive exclusionary arrangements. This sufficesto
establish that one cannot dismisstheanticompetitive problemsraisedin Part | withthe
simpleassertion that GPOs and hospital swoul d not agreeto such arrangementsif they
were anticompetitive.

In short, the analysis that follows does not depend on establishing any one unifying
reason for the relevant exclusionary agreements. The point is rather to rebut the
contrary claimthat the only reason GPOsand hospital swould ever agreeto them must
be that they are efficient and procompetitive.®

A. General Reasons

Because GPOs are powerful buyers, one might think they would exercise that power
to countervail any market power possessed by dominant device manufacturers. But
powerful buyers often have incentives to instead agree to terms that maintain or
enhance seller market power to levels greater than would have persisted on a
competitive market, in exchange for market advantages over other buyers or for a
share of the seller’s supracompetitive profits. Even without the possibility of such
mutually beneficial collusion, exclusionary arrangements that cause long term harm
to competition in the device markets can be explained by the exploitation of buyer
collective action problems or agency costs.

1. Mutually Beneficial Collusion Between Sellers and Buyers Having Market
Power. — Rather than exercising buyer market power to countervail seller market
power, buyershaveincentivesto agreeto preserve or enhance seller market power (by
excluding the seller’ srivalsor raising their costs) in exchange for side-paymentsthat
split the seller’s supracompetitive profits, or special discounts that give the
participating buyers market advantages over other buyers and thus enhance the
participating buyers' downstream market power.® Thisistrue whether buyers have
market power individually or collectively, as long as the buyers sell to othersin a
downstream market. Indeed, theability of buyersto reach agreementswith sellersthat
help sellers acquire market power and then share the profits with buyers (either

8 Such aclaim has been stressed by the GPOs in news articles and statements to the GAO,
see Bogdanich, Meier & Walsh, supra note; GAO Study, supra note, at 9, aswell asin Professor
Hovenkamp’s report defending the GPO practices, see Hovenkamp Report at 4, 11.

8 See sources cited supra note 3.
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directly or by increasing the buyers downstream market power) is just one specia
application of the general Coase Theorem.®

I. Side-Payments. — Buyers might agree to an arrangement that enhances seller
market power, even if that means each buyer must pay more for the seller’ s product,
in exchange for the seller agreeing to shareits supracompetitive profitsthrough side-
payments.*® Such side-payments can | eave partici pating buyers better of f becausethe
increased prices for the monopolized good are passed on to the buyers customers as
part of increased marginal costs. The participating buyers losses thus only result
from reduced sales, which can be more than offset by a side-payment out of the
sellers’ monopoly overcharge.®* Such side-payments are distinguishable from mere
product discounts because they are not made on a per-unit basis; thus they do not
decrease the buyer’s marginal costsin away that would cause it to pass any savings
downstreamto consumers. Instead, they increasethebuyer’ sprofitswithout reducing
itsmarginal costs, and thus effectively constitute a payment of ashare of the sellers
monopoly profitsin exchangefor hel ping the seller enhance or maintain its monopoly
profits.

There is considerable evidence to support the theory that this is what is going on
between GPOs and incumbent device makers. GPOs get far more in total payments
from device makers than they do in fees from member hospitals. Further, as noted
above, many of the payments that incumbent device makers are paying to GPOs are
not related to the volume of purchases. These payments may reflect side-payments
being made in exchange for the GPOs conferring a de facto exclusivity that enhances
the market power of the incumbent device maker. Indeed, even if a GPO were
accuratewhen it insiststhat it did not require an ownership interest in adevice maker
asaactual condition of giving that maker an exclusive contract, that would not matter
because the merefact that the GPO has such an ownership stake givesit ashare of any
seller supracompetitive profits the GPO can generate by agreeing to exclusive
contracts that enhance seller market power.

Side-payments could also be paid through the ubiquitous practice of offering
discountson multiple productsin return for meeting commitment goalson all of them.

8 See IV AREEDA, HOVENKAMP & SLOW, ANTITRUST LAW 1943b, 204-06 & n.4(1998).
8.
8 1d.
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Since these discounts are not dependent on the volume of only a single product, the
discounts given on other products can be effective sidepayments that are given in
exchange for participating buyers helping the seller create market power over one of
the products.

Many other fees collected by GPOs or hospitals are based on a percentage of the
dollar volumeof purchasesfor each product. Thisincludesnot just theadministrative
fees charged by GPOs, but marketing fees or per product payments for having the
GPO put its brandname on the product. These fees can be enormous. In other
industries, rebates based on a percentage of the purchase price for a single product
might not be considered sidepayments because they would decreasethe marginal cost
of purchasing that product. One might thus expect such rebates to be passed on
downstream. One might also expect that, absent some additiona theoretical
explanations (which | describe below), buyerswould agree to such rebatesonly if the
rebate amount exceeded the price inflation created by the enhanced seller market
power. But we do not need to reach those additional explanations yet because here,
although GPOs negotiate the purchases, they do not actually make them. Instead the
purchase price is paid by hospitals, and the GPOs get a percentage of what the
hospitals pay, collecting both from device makers and member hospitals. These
payments made to the GPOs do not reduce the marginal coststo hospitals by an equal
amount because GPOslike Premier and Novation only return 22-40% of their revenue
to member hospitals.® GPOs thus have incentives to agree to exclusionary
agreements even if they cause a price inflation whose amount exceeds the amount of
the percentage payments because the GPOs do not pay theinflated price but do get the
payments. Indeed, because they are compensated based on a percentage of the
purchase price, GPOs not only have incentives to agree to enhance seller market
power in exchange for additional payments, but generally benefit from anything that
causes priceinflationin deviceprices. The market arrangement gives GPOs adirect
cut of the seller’ s supracompetitive profits.®

% See Bogdanich, Meier & Walsh, Medicine's Middlemen; Questions Raised of Conflicts at
2 Hospital Buying Groups, N.Y. TIMES (March 4, 2002).

% Professor Hovenkamp instead wrongly assumes that because GPOs are the purchasing
agents for hospital's, they have “no greater incentive” to accept a side-payment to take an inferior
or overpriced good than an ordinary retailer who buys the product would. See Hovenkamp Report
at 24. But this assumption ignores the vast economic and legal literature on agency costs, which
demonstratesthat agents generally always have someincentiveto deviate from theinterests of their
principals. See, e.g., Jensen & Meckling, Theory of the Firm: Managerial Behavior, Agency Costs
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These sorts of exclusionary agreements are likely to be particularly attractive to
incumbent device makerswho face or fear entry by innovative new products. Insuch
cases, the GPOs are basically giving incumbent device makers the benefit of the
additional barriersto entry that exist for hospitalsin exchange for sidepayments that
givethe GPOs ashare of the device makers' monopoly profits. Itisworth noting that
many of these side-payments parallel the most anticompetitive form of slotting
allowances for retail shelf space considered in recent FTC proceeding on that topic.
And the concerns about coordinating increases in entry barriers are far more serious
for hospitals than for retailers because entry is so much harder into the hospital
market.

Such mutually beneficial seller-buyer collusion is also likely to be particularly
attractive to medical device makers because such arrangements are generally most
advantageous when the demand of the downstream buyersisrelatively insensitiveto
increases in price. When downstream demand is price insensitive in this way, the
upstream buyers get a side-payment for the price inflation but suffer relatively little
output reduction. The demand for health care and medical devices is particularly
insensitive to price increases and thus a market where such mutually beneficial
collusive schemes are particularly likely.

In short, GPOsdo not directly enjoy lower device prices. Instead, their compensation
IS based on a combination of side-payments that are not linked to volume of any
particular product, and reimbursement (by both manufacturers or hospitals) based on
thedollar volume of purchases. Even thelatter gives GPOsadirect share of any price
inflation created by enhanced seller market power and thus a direct split of any
supracompetitiveprofits. Sinceinthemedical industry theoverall volumeof products
used isunlikely to be affected, any priceinflation is relatively unlikely to reduce the
number of commissions the GPOs get. GPOs thus have ample incentive to collude
with sellers to create seller market power in exchange for a share of sdller's
supracompetitive profits.

and Ownership Structure, 3 J. FIN. ECON. 305 (1976). For example, if the appropriate price for a
product were $100, aretailer will not agree to instead inflate the purchase price to $110 in order to
get adiscount of $9, because the agreement would cost the retailer $1 aunit. But an agent for the
retailer might well agree to inflate the purchase price to $110 even for a $1 side-payment because
the agent gets the extra $1 but does not pay any of the extra $10.
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Ii. Selective Price Discounts. Another way for sellers and buyers that both
have market power to collude is to agree to give participating buyers special price
discounts that are unavailable to other buyers. These special discounts enhance the
participating buyers market power downstream by giving them acost advantage over
existing or potential rivals that effectively constitutes a barrier to rival expansion or
entry.¥” In these cases, the seller effectively agrees to enhance the participating
buyers downstream market power (through discounts unavailable to the buyers
rivals) in exchange for the participating buyers helping maintain and enhance the
seller’s market power upstream (by excluding the seller’ srivals).

In some cases, the special discount to these participating buyers might just offset the
supracompetitive price inflation that results from the enhanced seller market power.
Sellershaveincentivesto agreeto such special discountsbecausethe agreementswith
the participating buyersthat enhance seller market power enable the sellersto charge
supracompetitive pricelevel stothe nonparticipating buyers. The participating buyers
have incentivesto agree because the agreement does not increase their costs, but does
increase the costs of their rivals. This helps the participating buyers keep out new
entrants, and oust or hobbletheir rivals. Herethe exchangeisastraightforward trade
of enhanced seller market power (exercised against other rival buyers) inexchangefor
enhanced buyer market power (against downstream buyers).

In other cases, the special discounts might even exceed the supracompetitive price
inflation attributabl e to whatever aid the participating buyers provide to seller market
power. Inthese cases, the seller effectively shares (with the participating buyers) the
proceeds from its enhanced seller market power against nonparticipating buyers, as
well asenhancing the participating buyers downstream market power. But thelarger
the share of purchases made by the participating buyers, the less advantageous such
ascheme can be to the sellers.

Perhaps more typically, the special discounts are smaller than the supracompetitive
priceinflation that results from the enhanced seller market power. That would result
in prices to the participating buyers that are higher than they would be without the
agreement. Even then, these buyers might be willing to agree to this price increase

8 See |V AREEDA, HOVENKAMP & SLOW, ANTITRUST LAW 1943b, 204-06 & n.4(1998);
Elizabeth Granitz & Benjamin Klein, Monopolization by Raising Rivals' Costs: The Standard Oil
Case, 39 J.L. & ECon. 1 (1996).
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because their special discount means that the price increase raises their rivals' costs
morethan their own, and thus enhances participating buyers’ market sharescompared
to rival buyers. In this case, the participating buyers would pay some premium (in
input prices) in exchange for an increase in their downstream profits.® Here, the
participating buyerseffectively givethe sellersashare of the supracompetitive profits
created by their enhanced buyer market power, as well as give the seller enhanced
market power against nonparticipating buyers.

Any of these special discount scenarios might apply to exclusionary GPO programs.
GPOs may agree to help device makers enhance their market power because in
exchange GPOs receive special discounts unavailable to other buyers. Perhapswith
these special discounts GPOs pay |ess than they would have paid if they did not help
the device maker exclude itsrivals, perhaps the GPOs pay more. But the key point
is that the GPOs pay less to the device makers than the GPO’s rivals pay. This
enables the participating GPOs to gain market share against GPOs who do not help
the seller enhance its market power. It also enables these GPOs to claim they have
obtained discounts unavailable to hospitals who do not buy through GPOs and to
increase the market share of GPOs generally.® Of course, such discounts are not real
societal cost savings because they are discounts from a price that have been inflated
because of the exclusionary agreements entered into by these GPOs. This is yet
another reason why the desirability of these exclusionary agreements cannot be
determined by whether hospitals within GPOs pay |ess than hospitals outside them.

A rival device maker may sometimes be able to undercut this scheme by offering (to
hospitals that do not belong to these excluding GPOs) a price that is lower than the
discounted price availablewithin these GPOs. But there aretwo major problemswith
this counterstrategy. First, if the excluding GPOs have foreclosed the market access
the rival device maker needs to achieve economies of scale in innovation or
production, then therival may not be able to fund the innovation to create the product
or to produce it at a cost low enough to make that offer.*® Second, because these
GPOs obtain discounts on arange of other products, for which substitutes may not be

8 This is what happened in Standard Oil. See Elizabeth Granitz & Benjamin Klein,
Monopolization by Raising Rivals Costs. The Sandard Oil Case, 39 J.L. & ECON. 1 (1996).

¥ Thisisan important reason why one cannot assume that an increase in GPO market share
means they must be acting in a procompetitive manner, which is an assumption made by Professor
Hovenkamp. See Hovenkamp Report at 6, 17.

% See supra l.B.
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available, this counterstrategy will often not be available. Sometimes manufacturers
can offer discounts on an entire product line, thus precluding rivals unless they can
simultaneously achievethe minimum efficient scalefor every product inthat line. Or
the GPOs may be able to obtain discounts on other products because they are large
enough to exercise monopsony power and take advantage of bulk efficiencies for
those other commaodity productswherethesellerslack market power. Thesediscounts
on unrelated products may bar a more efficient rival in one product from
circumventing this scheme.

2. Exploitation of Buyer Collective Action Problems. — Collective action problems
can drive individual buyers to each agree to help enhance seller market power in
exchange for a discount even though those discounts are ultimately offered to all
buyers and thus in the end confer no market advantage. Thisis especialy trueif no
individual buyer has any market power, but can even be true among a set of buyers
that each have some market power. These are thus “special” discounts in the sense
that they are offered only to buyers who agree to the exclusionary arrangement that
enhances seller market power. But once all buyers agree, the discounts become
universal. These exclusionary discounts are thus not in the end beneficial to buyers
as a whole, but because of collective action problems each buyer nonetheless has
incentives to voluntarily agree.

Collective action problems are a generalization of the prisoner’ s dilemma problem,
whereby individual members of a group have incentives to pursue conduct that is
individually rational even though collectively it harms the membersasagroup.™ If
other buyers have not agreed to the arrangement, each individual buyer can gain a
market advantage by agreeing to the special discount. If other buyers have agreed,
then each individual buyer has incentives to agree because otherwise it would suffer
amarket disadvantage by paying higher prices than itsrivals.

If al the buyersin the market were collectively organized, then they could reject an
exclusionary discount that enhanced seller market power against buyersasagroupin
away that inflated prices by more than the discount offered.” But if buyers act

1 See MANCUROL SON, THEL 0GICOF COLLECTIVEACTION (2d ed. 1971); RUSSELL HARDIN,
COLLECTIVE ACTION (1982).

%2 Even then, as shown above, the collectively organized buyers would have incentives to
instead agree to enhance seller market power in exchange for aside payment that sharesthe sellers
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individually, then each will rationally concludethat it suffersall the market advantage
or disadvantage from foregoing a discount, but that resisting enhanced seller market
power confers a benefit that must be shared with other buyers whether or not they
agreeto thediscount. If each buyer concludesthat itsindividual decision will not by
itself determine whether or not the seller gets enhanced market power, it has
incentives to agree to the exclusionary arrangement that will definitely determine
whether it gets the discount. But because each buyer acts on such individual
incentives, they will all agreeto the exclusionary discount. Theend result will bethat
no buyer has any market advantage over other buyers and they all face a seller with
enhanced market power.*

In the present context, supposethefollowing weretrue. Each GPO —or perhapsmore
likely, each hospital — rationally concludes that whether or not it individually agrees
to an exclusionary agreement isunlikely to alter whether the device maker will enjoy
monopoly power. But it knowsthat if it does agree, it will get a discount, and that if
it doesnot agree, it will not. If so, eachindividual buyer hasincentivesto agreeto the
exclusionary agreement in order to get the discount even though the collective result
of all of them agreeing is that they pay higher prices. The discount may be from a
monopoly pricethat will only result because all (or a sufficient number) of them can
be expected to agree. Or thediscount may beareal short-term discount fromtheprice
they would otherwise pay that they each have incentives to take even though in the
long run taking the discount means they face a seller with enhanced market power
who will raise pricesfor al buyers.

In any event, collective action problems mean that we cannot leap from the
observation that buyers (be they GPOs or hospitals) individually agree to join a
schemeto the conclusion that the scheme must benefit them. The expectation that the
scheme will hurt them if its succeeds whether or not they contribute to it can induce
them to voluntarily join a scheme to reap a gain that depends on their individual
decisiontojoin, even though that gain is more than offset by thelossthey suffer from
the scheme because enough buyers join to harm buyers collectively.

3. Exploiting Buyer Agency Problems. — Buyers are generally corporations, and

supracompetitive profits.
% See generally Louis Kaplow, Extension of Monopoly Power Through Leverage, 85
CoLuM. L. Rev. 515, 532-33 (1985).
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corporations cannot speak for themselves -- only their managers can. A firm's
managers may benefit from agreeing to an exclusionary agreement even though it
creates enhanced seller market power that harms their firmin the long run. Thisis
part of ageneral problem of agency costs that affects all firms.

Thiscan betrueif, for example, thefirm’ smanagersreceive direct paymentsfromthe
sellers. Evenif harmto thefirm would to some extent harm the manager, that can be
morethan offset by thedirect gainthe manager gets. For example, supposeamanager
owns 1% of his corporation. He agrees to enter a scheme that increases his
corporation’s costs by $1 million. In exchange he receives a $100,000 payment to
himself. Even though the scheme hurts his corporation by $1 million, and thus hurts
him to thetune of $10,000, it isworth agreeing to because he will earn $100,000 from
doing so. As noted above, there is some evidence here that GPO officials have
received direct payments from device makers favored by exclusionary agreements.

Another agency cost problemisthat, without any such direct payments, managersmay
benefit by procuring ashort-term pricereductionfor their firmevenif thefirm’ slong-
term costs increase because the scheme enhances seller market power. This is
especially aproblem when the truelong-term costs of agreeing to the anticompetitive
scheme are hard to discern or estimate. Then a manager might gain a promotion by
lowering short-term costs for the firm. Eventually the firm’'s long-term costs will
Increase, but that problem may well be attributed to general market forces rather than
the manager’ searlier decisions. The manager might also have moved onto anew job
or retired by the time the long term costs hit, in which case it would be a problem for
the manager’ s successors.

4. Hospitals v. GPOs. — Even if the above explains why GPOs agree to join these
exclusionary agreements, one might wonder why hospitals put up with them. One
common defense offered by GPOs is that, if GPO agreements were excluding better
or cheaper rival devices, member hospitalswould just leave the GPO.** But thereare
anumber of reasons this response is unpersuasive.

I. Member HospitalsMay Be Bound. —Onereason hospitalsmay not just leave
the GPO to buy from rival device makersisthat they are contractually bound not to

% See, e.g., Hovenkamp Report at 4, 11; GAO Study, supra note, at 9 (reporting this GPO
argument); Bogdanich, Meier & Walsh, supra note (same).
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do so. Asnoted above, member hospitals often have general agreements obligating
them to buy all of their purchases in certain product categories through their GPO.%
Even if the general GPO membership agreement contains no such a restriction,
particular program agreementsoften do. For example, onceahospital signsacontract
agreeing to participate in Novation’s Opportunity ® Spectrum | or |1 Portfolios, then
for the five year period of the contract, that hospital agrees that it will purchase all
products in the covered product categories through Novation.®* Where this is so,
hospitals cannot simply buy rival products outside the GPO when the GPO-approved
products are more expensive or lower quality. Their contract restricts them to
products offered through the GPO, so if the GPO declinesto approve arival device,
the hospital cannot buy it and stay within the contract.

True, many GPO commitment contracts do provide the hospitals a right of
termination. But termination is often painful and indeed generally the main remedy
in practice for even pure exclusive dealing agreements.®” The agreements also often
Impose onerous penalties on the exercise of the right of termination. For example,
Baxter Healthcare Corporation requires “atermination fee” equal to the sum of 20%
of the last two years of purchases and the return of all signing discounts totaling up
to $295 per hospital bed.*®

Even when additional termination feesare not assessed, hospitalshavelittle ability to
switch to arival product because then they would haveto give up their rebatesfor all
past years, which can be enormous given that GPO commitment contracts are very
long term, lasting as long as five to seven years.*® Further, these GPO commitment
contracts are often on multiple products. Thus, even when it does not have past
rebatesit might lose, ahospital that wantsto switch to acheaper or better new product
cannot do so because the penalty of losing future rebates on al the covered products

% Seesupraat |.A (collecting sources).

% Novation's Opportunity ® Spectrum | Portfolio Participation Agreement (“ Participant
declares Novation asits sole supply cost management company for the purchase of productsin the
OPPORTUNITY product categories. . . . Participant will purchase OPPORTUNITY ® products
though Novation purchasing arrangements and will not purchase OPPORTUNITY products or any
products that compete with OPPORTUNITY products though any other supply cost management
company.”); Novation’s Opportunity ® Spectrum Il Portfolio Participation Agreement (same).

9 Seesupra at I.A.

% See Baxter — Wrap Around Incentive Agreement Exhibit C2.

% Seesupra at I.A.
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istoo great. Indeed, some such contracts prohibit the hospital from even considering
rival products.

For example, the Novation Opportunity ® Spectrum | Portfolio Agreement gives
participating hospitalsan additional 5-7% rebate (on top of the single product rebates
otherwise offered) if they buy more than 95% of their productsin twelve categories
fromfivevendors. A rival device maker that wanted to offer one product would thus
have to offer a price on that product that not only offset the 5-7% rebate on that
product, but offset the rebate on the other eleven products as well. If we assume
purchases in each category are roughly equal, that means that a rival could not
compete with a single new product unless it could offer a price 60-80% below the
incumbent device maker’ sprice. Rival device makers who have a product that costs
half as much would thus be excluded by such an arrangement even if they happened
to offer their product right before a hospital began its participation in this program.
Worse, oncethe hospital has begun on thefiveyear contract, it would haveto give up
all past rebatesif it failed to comply with the 95% commitment on any one product
category.'® Suppose a hospital is halfway through such a contract. To compete, a
rival product would have to offer a price for the remaining two and a half years that
sufficed to offset the past and present rebateson all 12 product categories. If weagain
assume the product categories are roughly equal in volume, thereisliterally no price
the rival device maker can offer for one product that could persuade a hospital to
terminate its contract and switch: even if that rival offersto give away its product for
free, that cannot offset the lost rebates.'®

Indeed, even if the rival could offer a product that can somehow overcome these
rebates, they will be barred by the Novation contractual provision that provides that

100 Spe, e.g., Novation’ sOpportunity ® Spectrum | Portfolio Participation Agreement (“all
earned incentive payments received by the Participant will be subject to repayment if Participant
failsto comply for thefull [five-year] term of the OPPORTUNITY portfolio” with a95% purchase
commitment and other requirements).

101 For example, suppose the twelve product categories each cover $1 million a year in
purchases, which isatotal of $60 million for the five year period. A 5-7% rebate for the five year
period on al twelve categories would thus amount to $3-4.2 million. But if arival triesto compete
halfway through the contract, it can only offer a lower price for the remaining 2.5 years, which
would have to be some discount from the $2.5 million the hospital is now paying beforeits rebates.
Evenif therival givesaway itsproduct, the $2.5 million gain to the hospital cannot offset the $3-4.2
million in repossessed and foregone rebates.
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participating hospitals will not even “participate in competitive product evaluations
for OPPORTUNITY products.”*® Further, Novation's favored suppliers in this
program prohibit participating hospitalsfromeven “ entertaining” proposalsfromrival
suppliers.’®® Being unableto even evaluate or consider rival offerings, ahospital will
not be able to adopt it.

Ii. Other GPO BenefitsMay Outweigh Cost of Anticompetitive Arrangements.
— Leaving aside the exclusionary GPO agreements, GPOs may confer considerable
offsetting benefits to member hospitals on other products that make membership
worthwhile. In particular, GPOs have considerable buyer market power (especially
Premier and Novation) and might thus be expected to exercise that monopsony power
to demand subcompetitive rates on many products, in particular on commodity items
where the sellers have no market power.!* GPOs might also enjoy small but
significant economies of scale in warehousing, shipping or avoiding the transaction
costs of negotiating on commodity items. Member hospitals might thus stick with
GPOs because they find that the benefits the GPOs offer in terms of lower prices on
commodity items (whether because of efficiencies or monopsony power) offset the
harm GPOsinflict by colluding with sellerswho have market power over more high-
tech devices.

To the extent thistheory were explanatory, one would expect that hospitalswould be
able to buy commodity products cheaper through the GPO than outside it, but that

102 |d

103 See Supply Partner Terms of Participation Opportunity ® Spectrum | Portfolio (“Health
care organization agrees not to cause supply partner to incur defensive selling costs during theterm
of this Agreement (such as can be caused by entertaining proposals from other vendors or
conducting product evaluations) . . .”) (emphasis added).

104 1f s0, the fact that hospitals have combined to exert such buyer market power through
GPOsisitself anticompetitive. Because my focusisnot on whether the creation or merger of GPOs
isdesirable but rather on whether the exclusionary practices brokered by GPOs are anticompetitive,
| leave that issue for further elaboration in Appendix A, which also rebuts Professor Hovenkamp’s
claim that the creation of GPO buyer market power is desirable because it constrains seller market
power in medical devices. See Hovenkamp Report at 9-11. But even if one did not agree with my
rebuttal in Appendix A, this Hovenkamp claim could not justify GPO exclusionary practices that
create, enhance, or protect seller market power. In any event, the point here is ssimply that the
benefits of the bargaining power that GPOs give hospitals on some goods (whether or not socially
desirable) may offset the coststo hospitalsof GPOs' anticompetitive exclusionary practiceson other
goods.
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hospitals might pay higher prices for high-tech products (where sellers have market
power) inside the GPO than they could pay outside the GPO. One would also expect
that the largest GPOs—who both could exert the most monopsony power and havethe
most efficiency savingsin transaction costs on commodity products—would be able
to offer the most extensive exclusionary agreements on high-tech products. Both
observations appear to be true here.

If it is true that hospitals do better with GPOs than without them because of these
offsetting benefits on other products, that hardly constitutes any market test that the
exclusionary agreements are efficient and procompetitive. Hospitals are entitled to
the benefitsof an unrestrained competitive market, wherethey could reap the benefits
of GPOs without enduring the costs of these anticompetitive arrangements. That is,
since the question is not whether or not to outlaw GPOs, the answer cannot turn on
whether or not hospitals on balance benefit from GPOs. The question is instead
whether or not to outlaw or regulate these exclusionary agreements, and to the extent
the effect on member hospitals bears on the answer, it turns on whether they would
be better off with GPOsthat did not have such exclusionary agreementsthan they are
with GPOs that do.

Thismay be easier to seeif we thought about the normal retail context in which such
issuesarise. Supposeoneoil company got every gasstationinthenationto carry only
itsgasoline, thusforeclosing all rivals. One would not conclude that this nationwide
foreclosure must not be harmful to consumers because consumers prefer to buy their
gasoline from gas stations rather than arrange for oil tankersto deliver gasoline from
the refiners directly to their home. One would instead realize that gasoline stations
provide aservicethat issufficiently valuable that supracompetitive gas prices are not
large enough to offset it. That would not alter the fact that consumers are entitled to
the fruits of competition both at the manufacturer and retail levels. Similarly, even
though member hospitals may well be worse off without any GPO at all than they
would be with GPOs that participate in an anticompetitive scheme to enhance
manfacturer market power, they would be even better off with the GPOs and without
the anticompetitive scheme. And that is the competitive market to which they are
entitled.

lii. Member Hospitals May Enjoy Sufficient Side-Payments or Special

Discounts. — Another reason hospitals might agree to join exclusionary programsis
that they recelve side-paymentstoo. Thisincludes a share of the side-payments that
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go to GPOs, some of which GPOs distribute to member hospitals and an even bigger
share of which gets distributed to shareholder hospitals.'® Further, hospital groups
sometimes receive large separate fixed payments from GPOs or device makers in
return for meeting thresholds that are not dependent on volume.’® Perhaps most
important, recall that hospitals also often get side paymentsin the form of rebates on
other productsin awide product line. For reasons detailed above, thismay well give
them incentives to agree to the anticompetitive scheme even though it resultsin anet
increase in price for the product where market power is enhanced.

All member hospital sfurther benefit from the special manufacturer discountsthat help
them compete against other hospitals who either do not belong to GPOs or belong to
GPOs that are not willing to enhance seller market power in exchange for special
discounts. It ispossible that the benefits this confers by giving member hospitals an
advantage in the hospital market outweigh the increased costs that result from
enhanced seller market power. That is, member hospitals may agreeto stay withtheir
exclusionary GPOs because those exclusionary arrangements have inflated the prices
charged to other hospitals, and not because the member hospitals actually pay lower
prices than they would pay without those exclusionary arrangements.

Under thistheory, the interests of member hospitals are aligned with those of GPOs,
and both benefit from the exclusionary agreements. But that hardly means those
exclusionary agreements are procompetitive. It just meansthat their anticompetitive
costs are visited on nonmember hospitals and downstream on patients, insurers, and
government payors. Aswith other theories, thistheory provides another reason one

1% Thus one cannot assume, as the Hovenkamp Report does, that control by shareholder
hospital s assures GPOswould not adopt policesthat result in hospitals buying overpriced products.
See Hovenkamp Report at 4. For example, suppose shareholder hospitals buy 10% of all syringes
purchased throughaGPO. The GPO agreesto an exclusionary practicethat raisesasyringemaker’s
profits by $100 million, $50 million of which the syringe maker paysto the GPO and that the GPO
distributes to the GPO shareholders. Although the GPO practice does raise the shareholder
hospitals' supply costs by $10 million, thisis more than compensated by the $50 million addition
in shareholder profits. Agreeing to such exclusionary arrangements is even more tempting if, as
often happens, the higher purchase costs can be passed on to insurers. Seeinfrall.B.1.

106 See Baxter —Wrap Around I ncentive Agreement Exhibits B and C2 (hospital sthat commit
to sole source compliance get a signing discount totaling up to $295/hospital bed, depending on
number of product categories for which commitment it made); Quorum Health Group 10K
(describing over $6.9 million in annual fixed payments from Premier irrespective of volume if
minimum thresholds are met).
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cannot assume GPOs are efficient if priceswithin GPOs arelower than prices outside
them.

iv. Member Hospitals May Suffer From Collective Action or Agency
Problems. — As foreshadowed above, member hospitals may well suffer from a
collective action or race to the bottom effect. Each hospital feels pressuredtojoinan
exclusionary GPO to maintain its specia discount so that it does not suffer arelative
cost disadvantageto rival hospitals. Other hospitalsfeel the same pressure, and thus
al join even though the long run effect isincreased costsfor al of them. Becausethe
individual decision to join the GPO definitely affects whether the hospital gets the
short-term discount, but has little effect on whether the anticompetitive scheme
succeeds in inflicting the long run marketwide cost, every individual hospital has
incentives to join even though the scheme is collectively harmful to al of them.
Under this theory, the interests of member hospitals and GPOs are not aligned.
Rather, the GPOs have market power that allowsthem to exploit the collective action
problems faced by more numerous hospitals.

Likewise, hospitals may have agency problems because their administrators can take
credit for securing short-term price discounts, but are unlikely to be blamed for long-
term price increases or to be around when those increases are inflicted. Under this
theory, the interests of GPOs and hospitals are again not aligned.

v. Member HospitalsMay Simply Belll-Informed. — A final possibility isthat
member hospital sare harmed by GPOsbut are simply not informed about thefact that
they could do better. Of course, to the extent that is the cause, it suggests that the
solution would be greater disclosure of al the fees and side-payments being paid to
GPOs and of the aternative bids that the GPOs rejected.

B. Reasons Unique to Health Care I ndustry
Exacerbating or adding to the general reasonsdescribed above, thereare many reasons
unique to health care that may explain why GPOs or hospitals might agree to

anticompetitive exclusionary schemes.

1. Insurance Reimbursement. — The general pass along possibility that drives the
gpecial discounts and side-payments noted above can be exacerbated by insurance
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reimbursement. Such reimbursement means that an increase in costs (resulting from
enhanced seller market power) can be passed on without decreasing volume because
the patients do not pay the bulk of the costs, theinsurersdo. Indeed, even without any
seller or buyer market power at all, this can create motives to agree to inflated seller
prices (which are passed on to insurers) in exchange for side payments (which are
not).

Supposefor example, the pricefor given medical device should be$100. Thehospital
instead agreesto pay $120 for the devicein exchangefor a$10 sidepayment or rebate.
If the sidepayment or rebate is received in a form that does not affect insurance
reimbursement for the cost of the device (perhaps because it is instead applied to
general administration), then the insurer pays $120, or $20 more than it should, and
the device maker and the hospital each take $10 of the overcharge. The same would
be true if the patient or government pays the nominal price for the device.

The strength of this rationale obviously depends on the type of insurance at issue. If,
asisincreasingly common, the insurer does not reimburse the hospital for expenses
but pays aflat fee for the treatment of a given diagnosis, then this rationale might
seem inapplicable. But often health insurers or government payors adjust thelevel of
futureflat fees based on past expendituresfor medical devices. Further, to the extent
insurers do not adjust their flat fees because of device costs, the cost pressures this
createsgiveshospitalsother incentivestojoininefficient exclusionary schemes, aswe
shall next.

2. Evading Bars on Trading off Health Care Costs and Benefits. — Given the
growing prevaenceof flat feesand managed care, hospitalsare under alot of pressure
to cut costs. Thisgivesthemincentivesto help precludethe entry of new devicesthat
increase hospital costs even if those new devices also provide greater health benefits
to patients. But hospitals know that if they directly sacrifice patient health to save
money, they run afoul of aseriesof legal restrictions that include, but are not limited
to, the risk of malpractice liability.’”” Unfortunately, such a system gives hospitals
Incentivesto cuts costs not in waysthat make the most rational cost-benefit tradeoffs,
but in ways that make the sacrifice of health benefits the least noticeable.!® One

197 See Elhauge, The Limited Regulatory Potential of Medical Technology Assessment, 82
VA. L. Rev. 1525 (1997).
108 Id
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common technique isto structure operations so that physicians do not have available
the choice of the more expensive but healthier option, so that they never haveto make
that cost-benefit tradeoff and they and their patients may never become aware that it
has been made.

This means that here one possible explanation might be that hospitals agree to join
GPOs that generally exclude innovative new products in order to make those new
products unavailable in their hospital. Further, by reducing the penetration of new
productsinto health care, such exclusionary arrangements can help prevent or delay
the day when usage of the device becomes customary medical practice, which would
be necessary to make it malpractice to fail to use the new device. Of course, this
hospital interest is hardly advanced in cases when the exclusionary agreements
exclude products that are both better and cheaper. But the hospitals may figure that
for every cheaper product excluded, theexclusionary arrangement excludesthreenew
products that are better but more expensive. If so, agreeing to a generaly
exclusionary program canlower overall hospital costseven though the programraises
costs for some products and sacrifices patient health for all of them.

In short, hospitalshaveincentivesto help exclude new devicesif, on average, they are
more costly regardless of their benefits because the hospital experiencesthe costs but
not the health benefits. Exacerbating these problemsisthefact that some hospitalsare
asoinsurers, in the sensethat they are owned or controlled by HMOs. Such hospitals
have even greater incentivesin this direction.

3. Externalities. — A more general aspect of the last problem is that the costs of
excluding a new innovative product are not entirely borne by the GPO or hospital
buyer. For example, the Centers for Disease Control estimate that 1 million health
care workers suffer accidental needle sticks, with at least 1,000 contracting serious
illnessessuch asAlDs.™® Theinjuriessuffered because of those needle sticksarethus
areal cost of choosing a nonretractable syringe.*® But those costs are an externality
because they are not reflected in the price hospitals pay for syringes. Accordingly, a
hospital might agree to an exclusionary scheme that gives them nonretractable
syringesat alower price even though thetrue overall cost of excluding theretractable
syringeisfar higher once oneincludesthe costs of treating personnel who becomeill

1%° See Smith, supra note.
119 See supra at 1.B (collecting sources).
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from needle-sticks.

Likewise, failureto usethe best pulse oximeter product inthe neonatal Intensive Care
Unit may save ahospital money when all the sidepayments or |oyalty rebates on other
products are taken into account, but it also increases the risk of eye damage and
blindness in infants. According to one hospital study, exclusionary agreements that
bar use of the Masimo pulse oximiter product increase the risk of eye damage or
blindness in low-weight from 10% to 30% for babies that weigh 500-750 grams, and
from 0% to 12% for babies over 750 grams.*™ Obviously such an increase in eye
damage is an enormous personal cost to those babies and their parents, and will also
result in increased medical expendituresfor insurers and taxpayers during the rest of
those babies' lives. Because those costs are not suffered by the hospital, any cost-
benefit tradeoff the hospital may make in taking rebates to use inferior technology is
likely to be inefficient and socially undesirable.

In short, to the extent some of the costs of choosing products are externalized either
to health careworkers, or to the patients and insurers who must endure the subsequent
health problems and cover the treatment costs, the full costs will not be taken
sufficiently into account by purchasing hospitals.

4. Special Agency Costs. — GPOs are effectively the medical agent of hospitals. They
are being paid for their advice about which devices to buy. For them to take money
from manufacturers distorts their incentives, and gives them incentives to instead
effectively advise hospitals to buy the wrong devices. This can persist as long as
hospitals are ignorant of the extent of the bias and that they are being deceived. Or
it can persist even if hospitals are aware of this agency cost but conclude that it is
offset by the value of having an agent — here having a GPO at al.*? If the GPO
confers a valuable benefit as to many other products, it has agency slack to pursue
side-profits on some products.

111 See L etter from Dr. Augusto Solaof Emory Medical School to Senator Herb Kohl (April
19, 2002).

112 See generally Jensen & Meckling, Theory of the Firm: Managerial Behavior, Agency
Costs and Ownership Structure, 3 J. FIN. ECON. 305 (1976) (showing that even optimal agency
relations will necessarily permit some positive agency costs). Professor Hovenkamp's contrary
assumption that agency costs are necessarily zero, see Hovenkamp Report at 24, is incorrect for
reasons explained above. See supra note.
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Hospitals are also effectively the medical agent of patients. Patientsrely on them to
choosethe best medical devices, expecting the hospital to befinancially neutral about
which devices it selects. If the hospital gets side benefits from choosing certain
medical devices, it hasincentivesto select them even though they are more expensive
than, or provide fewer health benefits than, alterative devices.

GPOs and hospitals are also effectively agentsfor insurers. Insurersrely onthemto
choose the most cost-effective devices. |If the GPOs and hospitals can make side-
profits by choosing more expensive devices, for which the insurer then pays, the
insurer is effectively deceived.

Note that these agency costs are part of acommon theory that underlies not only the
general Medicare anti-kickback statute, but also ordinary rules against physicians
splitting fees or making payments for referrals.

II1. POSSIBLE REFORM S

Reform in this area should address both the types of anticompetitive schemes that
raise concerns and the types of incentives that have lead to the imposition of those
schemes. |f these anticompetitive schemes were banned without addressing the
underlying incentives, then those same incentives would likely lead to new types of
anticompetitive schemesto achieve the same ends. If the incentives were addressed
without banning the anticompetitive schemes, then those anticompetitive schemes
would continue in place, inflicting their harms. And because there is such a
multiplicity of possibleincentives, correcting afew may |eave enough other incentives
to impose those same anticompetitive schemes. Disclosure should also be required
in order to monitor compliance with any new legal restrictions and to make sure the
anticompetitive schemes and incentives do not re-emerge in new guises.

A. Ban or Restrict Loyalty Rebates, Bundling,
and Other Exclusionary Agreements
We need not reinvent the wheel here, but could rather borrow from European Union
law, which prohibits a dominant firm from offering discounts conditional on
customers taking all or most of their requirements from itself unless the discounts
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relate to demonstrable efficiencies rather than being given for loyalty.*** This need
not be made general antitrust law; it could instead be made the law for manufacturer-
GPO-hospital agreementsin particular.

Oneway to interpret and implement thisE.U. law would beto say that all agreements
to offer discounts conditional on GPOs or hospitals taking a certain share of their
purchases from a device maker are per seillegal because based on loyalty, but that
when the agreement offers a volume-based discount, the device maker can rebut the
presumption of illegality if it can meet the burden of proving demonstrable
efficiencies that justify the agreement. Another way would be to say that GPO
agreements could offer discounts conditional on hospital shares if they were able to
show demonstrabl e benefitsthat were linked to share rather than volume. Under this
latter interpretation, the burden of proof on whether volume-based discounts offered
efficiencies might be shifted to the party challenging them.

A fortiori, a pure exclusive dealing agreement, where the seller will not supply the
buyer at any price unless the buyer takes al or most of its requirements from that
seller, would be banned in this area unless perhaps demonstrabl e efficiencies could
be proven. (The effective discount in such cases is from an alternative price of
infinity). This could be applied both to contracts requiring exclusive use (by a GPO
or hospital) of one device maker or agiven product market, or to contracts requiring
exclusive use by a hospital of one GPO for al purchases.

Discounts should also be banned if offered for meeting share thresholds on multiple
products. Such multi-product loyalty rebates are even more likely to be
anticompetitive, and even less likely to reflect any efficiencies. It should also be
Illegal for aGPO to insist that adevice cannot be offered in GPO contracts unlessthe
device maker raisesitsproduct price. There can be no plausible efficiency argument
for such conduct and thusit should be per seillegal.

B. Ban Side-Payments and Special Discounts
The greatest problem distorting incentives in this area are the side-payments and
special discounts paid to GPOs and hospitals. A number of steps could be taken to

13 \/irgin/British Airways, European Commission Decision, 1V/D/2/34.780, 197-107 (July
14, 1999); Michelin, Case 322/81, ECR 3461 (1983); Hoffman-La Roche, Case 85/76, ECR 541
(1979).
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address this problem.
a. Ban GPOs or hospitals from having any investment interest or option in
device makers.
b. Ban GPOs from taking any payments from device makers, whether
proportional to volume or not. Thiswould assure that GPOs are loyal only to
hospitals.
c. Ban hospitals from taking any payments from device makers other than
perhaps discounts proportional to purchases that can be proven to have
demonstrable efficiencies as outlined above.
These reforms seem particularly attractive since it largely requires only lifting the
regul atory exception previously granted to thegeneral statutory ban on such kickbacks
where the government covers health care costs.***

C. Require Disclosure
Totheextent any paymentsor rebatesfrom device makersto GPOsand hospitalswere
permitted, it would be desirable to require disclosure of them for each relevant
product, as well as the conditions attached to them, the terms of any bid by arival
device maker, and the results of any product quality assessments. Such disclosure
should go to thegovernment, hospitals, insurers, and rival device makers, and perhaps
also be available to physicians and patients.

One might be tempted to rely on such disclosure as a substitute for the more
substantive reforms outlined above. But that would clearly do nothing to alter the
underlying incentives which, for the reasons detailed in Part 11, can drive the market
to adopt the same anticompetitive agreements even if full disclosureweremade. The
point of requiring disclosure should instead be to monitor any exclusionary
agreements that are made in the name of efficiency to make sure they conform to
appropriate legal standards, and to help prevent the same anticompetitive aims from
manifesting themselves in new forms.

14 See 42 U.S.C. 81320a-7b(b) (the anti-kickback statute); 42 C.F.R. 1001.952(j) (the
exception).
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APPENDIX A
DO GPOsDESIRABLY CREATE BUYER MARKET POWER?

My analysisis focused on whether GPO exclusionary practices are undesirable, not
on whether the creation or combination of GPOsis undesirable. But because GPOs
are often defended, including by Professor Hovenkamp, on the grounds that they
combine hospitals to give them buyer market power,'* it is worth noting that the
creation of such buyer market power would in fact itself be anticompetitive. “The
exercise of market power by buyers, or monopsony, can impose social costs
equivalent to those imposed by monopoly.”***  Thus, Supreme Court precedent
condemn buyer cartels under the same per se rule as seller cartels.**”  Indeed, the
Supreme Court has expressly held that, even in health care, courts will not entertain
justifications for horizontal maximum price fixing."® Likewise, federal guidelines
judge mergers that create excess buyer market concentration under the same rules as
mergers that create excess seller market concentration.™*

To some, theadverseeffectsof monopsony power may seem counter-intuitive because
the consequenceislower pricesin the purchasing market. But these lower pricesare
subcompetitive prices and thus (like supracompetitive prices) produce a lower and
subcompetitive market output and quality. Thus, theintuition provesfalsefor at least
three reasons.

(1) Especialy if firmswith buyer market power have any selling market power,
the predictable result of any exercise of buyer market power islower subcompetitive
production of the inputs that those business buyers use to make their output, lower
output by those buyers downstream, and thus higher (supracompetitive) pricesin the
downstream market in which those buyers sell.'®

(2) Even without higher prices in a downstream market, the creation of
monopsony power in the upstream market remains anticompetitive, as many courts

11> See Hovenkamp Report at 9-11.

18\ AREEDA, HOVENKAMP& SOLOW, ANTITRUST LAW 980 (rev. ed. 1998); seegenerally
BLAIR & HARRISON, MONOPSONY (1993).

17 See Mandeville ISand Farms v. American Crystal Sugar, 334 U.S. 219 (1948).

118 See Arizona v. Maricopa County Medical Society, 457 U.S. 332 (1982).

119 See DOJFTC Merger Guideline 80.1; United Statesv. Pennzoil, 252 F. Supp. 962 (W.D.
Pa. 1965); United States v. Rice Growers, 1986-2 Trade Cas. (CCH) 167,288, at 61,459 (E.D. Ca.
1986).

120 See HOVENKAMP, FEDERAL ANTITRUST PoLICY §1.2b (1994).
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have recognized.'*

(3) Even if an upstream exercise of buyer market power does turn out to lower
downstream consumer prices, thoselower priceswould remain subcompetitive prices
that create subcompetitive levels of market output and quality downstream. These
subcompetitivelevelsof output and quality would remain harmful to consumers, who
by definition would have been willing to pay more for the output and quality level a
competitive market would have afforded them. In many markets, including many
markets for medical devices, upstream monopsony power is more likely to produce
a downstream reduction in quality than in output. For example, GPOs exercising
market power are less likely to buy fewer syringes than they are to buy syringes
having a subcompetitive level of quality. The price (or quality-adjusted price) per
syringe paid by insurers and patients may actually increase, for reasons noted above.
But even if the prices paid by patients decreased, the anticompetitive result would
remain that patients would receive syringes of a lower quality than a competitive
market would have produced.

Professor Hovenkamp's report appears to assume that the creation of buyer
monopsony power isdesirableif device makers have seller market power.*? But this
isincorrect for several reasons.

(1) The existence of seller market power does not mean that a buyer with
market power will even attempt to countervail it. Tothe contrary, asPart |1 explains,
in such asituation, sellers and buyers have incentives to agree to terms that maintain
or enhance their market power against rivals and downstream consumers, and that
split the resulting supracompetitive proceeds between them. Professor Hovenkamp

12 See Pennzoil, 252 F. Supp. 962 (condemning merger that created local monopsony power
in Pennsylvania crude oil market even though it seemed unlikely to affect output in downstream
worldwide market for refined oil); Rice Growers, 1986-2 Trade Cas. (CCH) 167,288 (condemning
merger that created local monopsony power in Californiapaddy rice market even though it seemed
unlikely to affect output in downstreamworldwide market for milledrice); Mandeville, 334 U.S. 219
(1948) (condemning a buying cartel in aregiona beet market even though it seemed unlikely to
haveapriceeffect onthe downstream worl dwidemarket in refined sugar); DOJDecision on Cargill-
Continental Grain merger. http://www.ers.usda.gov/publications/agoutl ook/sep1999/a0264h. pdf
(requiring divestituresto cure buyer market concentration inthe marketsfor buying grain for export
through port elevator facilities, even though it seemed unlikely the merger would have any
downstream effect on world grain prices.)

122 See Hovenkamp Report at 9-11, 25.



has himself argued as much in his academic writing.**

(2) Even when creating a buyer with market power does cause them to
countervail seller market power, that isnot likely to be desirable. Thiscan be seen by
considering the possible reasons why the seller might have market power.

(@) If the seller market power isillegal, then the best remedy is antitrust
enforcement against the sellers, not allowing the entrenchment of anticompetitive
market power on both sides of the market.

(b) If the seller market power was acquired legally through competition
on the merits, then the seller’ s profits are presumably the just rewards for producing
a better product than other market options. Indeed, such seller market power
(especially with medical device makers) is often protected by patents, whose aim is
precisaly toreward innovative sellerswith above-market returnsfor their innovations.
In such cases, some seller market power is affirmatively desirable. Allowing buyers
to organizeto create countervailing market power would lower the return to making
investments that create better products below either the competitive rate (which
confers a temporary premium even if no patent is involved) or below the rate of
reward for innovation intended by patent law (if the seller did have patent protection).

(c) Even when legally acquired seller market power is undesirable, the
best remedy is to have it corrected by market forces (like the entry into the seller’s
market encouraged by above-normal returns) rather than to entrench market power on
the other side. In a properly functioning market, that is the whole point of
supranormal rates of return: to send asignal to other sellers about which marketsthey
should enter, expand in, or make investments to innovate or otherwise improve
product quality. Horizontal organizationsof buyersto exercisecountervailing market
power short circuits that process. They discourage entry, investment and innovation
In precisely those marketsthat need it most. Competition on both the seller and buyer
side are clearly more desirable than market power on both sides.

(d) Theremay remain some caseswhere seller market power islegal, not
the fruit of investment or innovation, and reflects a permanent (“natural”) monopoly
uncorrectable by antitrust law or market forces. Eventhen, it isbetter to remedy such
seller market power with utility-type rate regulation, rather than to entrench an
avoidable market power on the other side. If the government has declined to adopt
utility rate-regulation, antitrust courts and enforcement agencies have no warrant to
do so through the guise of antitrust law by allowing the creation of buyerswith market

12See Hovenkamp, Mergers & Buyers, 77 VA. L. REv. 1369 (1991); IV AREEDA,
HOVENKAMP & SLOW, ANTITRUST LAW 1943b, 204-06 & n.4(1998).
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power in the hopes they will impose aform of rate regulation of their own.

(e) Eveninthe case where the seller market power islegal, undesirable,
permanent, and uncorrectable by utility-type regulation, it turns out to be ambiguous
whether countervailing buyer power would improve or worsen market output, and
impossible for antitrust courts to determine in practice when an improvement would
result.’ Sothereisat best one ambiguous case among all the negative possibilities
created by countervailing buyer power. Indeed, even in this rare and ambiguous
situation, any change in industry costs, technology or demand might end the seller’s
“natural” monopoly and thus allow correction by market forces. Even in this case,
then, future market results would probably be worsened by entrenching
anticompetitive buyer market power in the market.

In any event, even if one did justify the creation or merger of GPOs on the grounds
that they created buyer market power that could countervail seller market power, that
could hardly justify alowing GPOs to enter into exclusionary arrangements that
create, enhance, or protect seller market power. Andthat isthesituation at issue here.

124 See AREEDA & KAPLOW, ANTITRUST ANALYSIS 200 n.51 (5th ed. 1997).

4



