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Abstract in English

The current institutional reforms in the Dutch tibahre sector may increase the extent of
vertical relations (such as vertical contracts eeical integration) between insurers and
healthcare providers. Vertical relations may hasthlwelfare increasing and welfare reducing
effects. In this study, we focus on the lattepanticular on anticompetitive foreclosure. We
distinguish three possible mechanisms that maytieadticompetitive foreclosure, called
respectively ‘exclusivity’, ‘sabotage’, and the ‘webed effect’. We discuss under which

conditions they come into play and which policy sw@as can prevent them.
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Abstract in Dutch

De recente institutionele hervorming van de Nedwel$e zorgsector leidt mogelijk tot
intensievere verticale relaties (zoals selectie@racten en verticale integratie) tussen
zorgverzekeraars en zorgaanbieders. Verticaleigslatinnen zowel welvaartsverhogende als
welvaartsverlagende effecten hebben. In deze stigditen wij ons vooral op de laatste,
namelijk verticale uitsluiting van concurrentende betrokken markten. We onderscheiden drie
mogelijke mechanismen van verticale uitsluitinglenzorgsector die wij ‘exclusiviteit’,
‘sabotage’ en het ‘waterbed effect’ noemen. We tekgm onder welke voorwaarden deze

mechanismen in werking kunnen treden en hoe béhétgenties ze kunnen voorkomen.

Steekwoorden: hervorming zorgsector, selectievéracten, verticale integratie, verticale
uitsluiting

Een uitgebreide Nederlandse samenvatting is besaaikvia www.cpb.nl.
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Preface

The recent institutional reform in the Dutch heedtre sector may increase the extent of vertical
relations between health insurers and healthcarégers. Anticipating such developments, it
is important to evaluate potential effects of theseical relations on welfare. Vertical relations
have both positive and negative effects. In thislgtwe focus on the latter: we analyse
situations in which vertical relations may giveert® anticompetitive foreclosure in the
healthcare sector.
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Summary
Introduction

The recent reforms in the Dutch healthcare sedue hintroduced the possibility of selective
contracting of providers by insurers. Selectivetcacting is intended to stimulate competition
among healthcare providers, which will strengthegirtincentives to improve efficiency and
quality of healthcare services. The reforms openvtay to new forms of vertical relations
between health insurers and healthcare providegs @xclusive contracts or vertical
integration between insurers and hospitals, or éetwinsurers and general practitioners) and
may potentially increase the extent of verticahtiens between these market players.
Anticipating such developments, it is importanet@luate potential effects of these vertical
relations on competition and on welfare.

Pros and Cons of vertical relations

Vertical relations may enhance efficiency in thaltiecare sector. They may bring efficiency
gains, for example, by allowing for better coordioa of services within an integrated firm.
Most importantly, efficiency gains should arisenfreompetition for better cost-efficiency and
quality, created by selective contracting.

However, vertical relations may also reduce contipetiin this market. Competition
decreases, in particular, if vertical relationshgmsble firms to reduce the abilities of their
rivals to compete, resulting in foreclosure of #heisals. Foreclosure arises when a firm
disadvantages its competitors, by denying or limgitiheir access to inputs or customers, thus,
reducing competition in the market. We identifycaimstances under which increased vertical
relations between health insurers and healthcarégers in the Netherlands may decrease total
welfare through this effect, what we call ‘anticostiive foreclosure’.

We stress that for foreclosure to reduce total avelfthe negative effect of reduced
competition has to outweigh efficiency-enhanciniges that may stem from vertical relations
between firms. This is unlikely to occur as longoash vertically related markets do not feature
market power. Only if market power exists and pesieffects of vertical relations are small,

may vertical relations work anticompetitively.
Foreclosure mechanisms

We describe and analyse in more detail three méstmarthat may lead to anticompetitive
foreclosure: ‘exclusivity’, ‘the waterbed effecind ‘sabotage’. We discuss under which
conditions each of these mechanisms could comepiatg which effects they may have on
welfare, and which policy measures could preveetrth



‘Exclusivity’

In the Dutch context, an insurer can realise estekibehaviour by setting compensation limits
for healthcare services of non-contracted proviégézero. In addition, milder forms of
exclusion can be realised \iaring, a price discrimination policy where the insuriemf
charges its clients different levels of out-of-petkayments for different subsets of providers.

Several theories of foreclosure focus on the qaestihen it is rational (i.e. profit
maximizing) for a vertically integrated firm to rafn from any business with other firms, or for
non-integrated firms to engage in exclusive congrabereby excluding rivals from doing
business with them. Of the mechanisms discusseeruhid heading, the main concern
regarding the possibility of foreclosure in the Bluhealthcare sector arises in the following
two situations. First, if there are economies @iadn the provision of certain healthcare
services, then tiering may be used to foreclosesscto these markets for some hospitals. If this
negative effect dominates the positive effect disitg scale economies, capping the
possibilities for tiering may be a relevant poligtion. Second, in a liberalised hospital market
with limited possibilities of entry, vertical relahs between a hospital and an insurer can
support the hospital’s commitment to limit accestie market for other insurers. Vertical
contracts can achieve this effect via exclusiviguses, while vertical integration supports
commitment without the need for full exclusion. Tla#er behaviour is more difficult to detect
because contractual prices have to be comparedntéinal transfer prices, which means that
in practice it may be more difficult to mitigateethisk of foreclosure in the case of vertical
integration than in the case of exclusive contrdotplying the need for a careful evaluation of

mergers between hospitals and insurers.

‘Waterbed effect’
Before 2006, most insurers in the Netherlands wegenal entities. They still have large local
client bases. A large insurer that serves a sicanifi share of consumers in a certain region may
have more bargaining power vis-a-vis hospitalsia tegion. Exclusive contracts or vertical
integration may further increase this bargainingveq improving the position of this insurer at
the expense of other insurers, which in turn maydase bargaining power even more. We call
this the ‘waterbed effect'. If this pattern contas, large insurers will grow and small insurers
will become smaller in regions. This process mayiliein segmentation of the national
insurance market into several regional marketsh edevhich will feature a dominant insurer. It
is important to realise that the waterbed effe@sdoot unambiguously lower welfare, because
it is also associated with efficiencies. Besidesgccurs only under certain forms of contracts.
To some extent, community rating (i.e. at the lefgbrovince, the same insurance
premiums should be offered to everybody insurethieysame insurer) mitigates the waterbed
effect at the level of the province, because uedemmunity rating, the insurer can not reduce
rates in one part of the province without redudimgm in the rest of the province. In addition, it
is possible that collective insurance contractp lpeévent the waterbed effect by lowering entry
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barriers in the insurance market. A necessary ¢immdi for the waterbed effect to arise is: it
should be costly for insurers to switch to new tieadre providers. Therefore, additional policy
measures should focus on reducing these costexéonple, by making providers’ quality more

transparent.

‘Sabotage’

When hospital prices are regulated, vertical irstign between insurers and hospitals may lead
to ‘sabotage’ against competitors. This concersesriespecially for hospitals having regional
market power. Price regulation prevents hospitalmfraising prices to exploit this market
power. However, since insurance premiums are sehyfr vertical integration between a
(regulated) hospital and an insurer may enabléntiegrated firm to transfer market power from
the hospital to the insurer level and to extractstoner surplus via insurance premiums. To do
so, the integrated combination can engage in ‘sagdtagainst other insurers, hurting them by
hidden (non-verifiable) actions. In the healthczwatext, the medical professional ethics
reduces the scope for sabotage. Still, sabotageoe@my in the form of reducing access of
competing insurers’ clients to the hospital (e@nger waiting times for these clients) or in the
form of engaging in risk-selection of clients.

Some institutional features in the Netherlandshsagcommunity rating and the risk-
equalisation scheme, mitigate these mechanisnante extent. Additionally, policy could
focus on a further refinement of the risk-equaltsamodel and increasing the transparency of
the quality of healthcare services.

Conclusions

We conclude from this analysis that the likelihdbdt vertical integration between a health
insurer and a healthcare provider leads to forecseems to be higher than the likelihood that
vertical contracts lead to foreclosure. First, shbotage mechanism does not occur under
vertical contracts (since it relies on non-contedcactions), whereas under vertical integration
all mechanisms can potentially come into play. 8dcthe ‘exclusivity’ mechanism seems less
probable in the case of vertical contracts, thatihéncase of vertical integration.

In addition, exclusive contracts are often tempgarhr the Dutch market they mostly expire
after a year. The renegotiation of contractual tethat follows expiry creates competition
between insurers or providers for the exclusivatieh. This reduces the possibility of
foreclosure by means of such contracts.

Note also that selective contracting is an esdquaid of the reform of the Dutch healthcare
sector. Selective contracts between insurers asgitats strengthen insurers bargaining
position vis-a-vis hospitals, thus mitigating theshitals’ market power and forcing them
compete with each other, which improves efficieaod quality of healthcare services. Vertical
integration poses no such advantage. Also, effigieifects of vertical integration can often
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also be realized by means of temporary contradts Juggests that policymakers should be
more concerned about vertical integration betwasnrers and healthcare providers than about
vertical contracts: when at least one party invdliresuch a merger has large market power,
policymakers should therefore be wary, unless figanit merger specific advantages exist.
Another policy avenue is providing more informatiom quality, which would contribute to
better market functioning.

To date, the occurrence of vertical integratiomxelusive relations in the Dutch healthcare
sector is still scarce, but they are likely to acawre often in the future. In few cases of
intensive forms of vertical relations in the Netheds which we discuss in this document we

do not observe indications of anticompetitive féosare.
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“Is vertical integration anticompetitive?
Definitely maybe (but it's not final).”
M. Gaynor (2006, p.175)

Introduction
Policy issues and the purpose of this study

The recent reforms in the Dutch healthcare seciacluding the introduction of a new national
health insurance scheme, the partial liberalisatioprices of healthcare services, and the
possibility of selective contracting of healthcareviders by insurers bring new policy
challenges. These institutional changes open tlyetavaew forms of vertical relations between
different market players. In particular, they camentially lead to more vertical relations
between health insurers and healthcare providangiimg from selective contracting to (partial
or full) vertical integratior.

So far, there has been little experience in théditnds with selective contracting or
vertical integration. The only known instance whse¢ective contracting was used activesy
the ‘Zekur polis’ of the Dutch health insurer Univighis insurance policy offers full
reimbursement for only 13 hospitals in the Nethadlg if the policyholder visits other
hospitals, a co-payment of 20% is requiteiso, there are few examples of stronger forms of
vertical relations: one case of partial verticaegration between a hospital and an insurer (the
take-over of a minority share in a small orthopaedinic by the CZ insurance group), some
examples of financing of general practitioner (@&#dical centres by insurers, and a few
examples of GPs employed by insurers in medicaresh

However, it is widely expected that vertical redaus will proliferate in the near future.
Anticipating such developments in the Dutch healthcsector, it is important to evaluate the
potential welfare effects of these vertical relatio

Although vertical relations often increase effiaignand hence total welfare, there may be
circumstances in which they affect total welfargatévely, in particular, through
anticompetitive foreclosufeForeclosure arises when a firm disadvantagesitspetitors,

! See, e.g., the recent letter of the Dutch Minister of Health, Welfare and Sport to the Parliament ‘Standpunt op RVZ-advies
zorginkoop’ of July 22, 2008, in which he emphasises the necessity of giving the players room to have selective
relationships: “ruimte en vertrouwen voor zorgverzekeraars en zorgaanbieders om, door zich te onderscheiden, zorg van
goede kwaliteit te leveren”. Source: http://www.minvws.nl/kamerstukken/z/2008/standpunt-op-rvz-advies-zorginkoop.asp.

2 In the sense that the insurer has contracted only a small number of hospitals to offer an insurance policy fully covering only
these hospitals.

3 Co-payments do not apply to special cases, e.g. emergency care.

* These examples will be discussed in more details in chapter 5.

® Currently, a practical obstacle to vertical contracting is the incommensurability of the various payment schemes across the
vertical chain, as this introduces administrative burdens and might hamper innovative contracting. The Dutch Healthcare
Authority (NZa) currently investigates which measures could improve this situation.

® The other potential negative effect concerns the increased risk of collusion under vertical integration. We will briefly touch
upon this in section 2.2.2.
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denying or limiting their access to inputs or cusérs, thus, reducing competition in the
market! If this negative effect outweighs positive effeats/ertical relations, total welfare
reduces. We will call this situation, in which fatesure reduces total welfare, ‘anticompetitive
foreclosure’. In this study we evaluate the riskttbtronger vertical relations between health
insurers and healthcare providers in the Nethedandy potentially result in this
anticompetitive effect.

The aim of this study is twofold:

To identify mechanisms that can give rise to amtipetitive foreclosure in the healthcare sector
and the conditions under which each of these méstmsncould come into play;
To put forward and assess policy measures thapeament this.

To address these questions, we apply insights fhenndustrial organisation literature to the
case of vertical relations between health insusashealthcare providers. The study provides
no analysis of (i) legal aspects of vertical cottisaand different forms of vertical integration;
(i) potential negative effects of vertical integicen on the intrinsic motivation of medical
personnel associated with mergers or acquisitismsh as change into a for-profit fifmand

(iii) effects of horizontal relations between pradeis, or between insurers, such as horizontal
agreements or mergers between providers or betimsarers. In addition, when discussing
positive efficiency effects we will not discussdatail healthcare-specific effects.

This study focuses purely on the vertical relatiopetween an insurer and a healthcare
provider, such as a hospital or a GP. The maintaguress: When does this relationship lead to
anticompetitive foreclosure? Although vertical tedas are also possible within healthcare
provision itself, e.g., between the primary andoselary care services, hospitals and
pharmacies, and hospitals and physicians, thoaéae$ can also be seen as horizontal
relations. They are rather different from relatidretween providers and insurers; therefore,
they are outside of the scope of this study.

In the remainder of this chapter we describe tistutional features and the current stage of
the reforms in the Dutch healthcare sector. Nexthapter 2, we consider positive and negative
effects of vertical integration and vertical cowctizal relations between health insurers and
healthcare providers. Chapter 3 provides an overeiexperiences in the US, which have a
large history of vertical relations in the healtteeaector. Chapter 4 represents the core of this

” Competition and regulation authorities have an important role in mitigating the risk of foreclosure. In particular, in his recent
letter to the Parliament, the Dutch Minister of Health, Welfare and Sport stresses the role of NMa and NZa in preventing
negative consequences for the insured and patients, as well as the role of the DNB (Dutch central bank) with respect to the
surveillance of financial risks of vertical relationship for the insurance companies. Source: letter to the Parliament ‘Standpunt
op RVZ-advies zorginkoop’, July 22, 2008, http://www.minvws.nl/kamerstukken/z/2008/standpunt-op-rvz-advies-
zorginkoop.asp.

8 Health insurance firms may be for-profit firms, mutual funds, or cooperatives with a not-for-profit motive. A corporate
culture clash may arise also in case of mergers or acquisitions of firms with the same status. See e.g. p.574 of Milgrom and
Roberts (1992).
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study, where we identify potential foreclosure maambkms in healthcare. We discuss some
illustrations in chapter 5. Chapter 6 concludessttuely.

Dutch health insurance reform and the current s ituation

The study focuses on the Dutch healthcare sectmrefore, we first provide an overview of

the institutional details (section 1.2.1) and therent market situation (section 1.2.2).

The new insurance scheme

In 2006, the Netherlands reformed the nationalthéaurance scheme. The current insurance
scheme has the following features. All health iasge for basic and supplementary healthcare
services is provided by private insurers. Insurgueas for basic insurance are standardised
and mandatory, while all consumers can freely ch@mong insurers. Insurers have to accept
all applicants (open enrolment) for the basic iasge package and charge a community
insurance premium (i.e. the same to all clientfimieach province) A risk equalization

scheme among insurers compensates the insurerg whest base has a worse than average
risk profile. In addition to the standardised basgurance policy, insurers also sell
supplementary insurance for healthcare servicasatieanot part of the standardised benefit
package. For supplementary insurance, insurersefase clients and they are free to charge
different risk-premiums to different customers.

An important feature of the new health insurandeeste is the possibility for insurers to
selectively contract with healthcare providers,bsas general practitioners and hospitals.
Selective contracting is intended by policy makersnprove efficiency and quality of
healthcare services, as insurers would selectmnolyiders that are more efficient and/or
provide higher quality, and healthcare providersildaompete for these contracts. We
summarise this scheme in Figure 1.1 below. Whemirsigup, a consumer chooses between two
types of insurance policies: traditional indemnitgurance (‘restitutiepolis’), which does not
restrict the choice of provider, and (preferredvider) insurance policy in kind (‘naturapolis’),
which may restrict this choice. Selective contragtijives rise to the latter type of insurance
policies. These policies may offer access (i.d.reimbursement of expenses) to a limited
number of hospitals, which were selected and cotdaby the insurel’

° Only group discounts are allowed and discounts for people who opt for higher voluntary deductibles. Insurers with more
than 850.000 policyholders are required to offer at least one nationwide insurance policy.

% Another difference between contracted and non-contracted providers is that contracted providers typically can send the
bill directly to the insurer, while non-contracted providers first send the bill to the patient, who then claims this amount from
the insurer. Note, that insurers can use selective contracting for both types of policies: preferred provider insurance and
traditional indemnity insurance.
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Figure 1.1 Vertical relationship in the healthcare sector
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By itself, selective contracting does not excluge possibility for a policyholder to be treated
by a provider not contracted on a preferential bagihis insurer. However, patients who
choose to buy a preferred provide policy will hawgpay more for treatment by these providers.
In practice, this extra payment may take diffefentns: the insurer can charge policyholders a
co-payment or set compensation lirhisn services of non-contracted providers. According
legislation, the extra payments required from pasieshould be sufficiently low not to
constitute a real hinder for the insutedince the law does not provide an unambiguous
explanation about the minimum level over indempiéyment, the Dutch Healthcare Authority
(Nza) stipulates that it uses the precept thatidging the legality of basic insurance contracts
any level of reimbursement is acceptable, undectmelition that the level of reimbursement of
non-contracted providers are transparent to consslir{@Za, 2007a). This implies that
contracts offering zero compensation to the instoedhealthcare of non-contracted providers

* In addition to requiring co-payments for non-preferred providers, or charging different levels of out-of-pocket payments
insurers may use certain reimbursement limits for non-contracted providers. These limits only result in out-of-pocket
payments (in this case paid to providers not to insurers) if providers charge higher prices than the reimbursement limit.

2 The exact formulation from the explanatory memorandum to the law is the following: “De precieze vormgeving van die
korting wordt overgelaten aan de zorgverzekeraar. De omvang ervan mag op grond van de overwegingen van het Europese
Hof van Justitie in de zaak Muller/Faure niet zodanig groot zijn dat die een feitelijke hinderpaal vormt voor het inroepen van
zorg bij een niet in loondienst zijnde of niet gecontracteerde (buitenlandse) zorgaanbieder." (Het Tweede Kamer der Staten
Generaal, "Regeling van een sociale verzekering voor geneeskundige zorg ten behoeve van de gehele bevolking
(Zorgverzekeringswet), Memorie van Toelichting”, kamerstuk 29763 nr. 3, p.31.)

3 In the NZa outlook ‘Richting geven aan keuzes’ (NZa, 2007a, p.10), they say: “De NZa hanteert bij de beoordeling van
modelpolissen de stelregel dat elke restitutievergoeding acceptabel is, mits voor de verzekerden transparant is welke
restitutievergoeding de verzekeraar hanteert als de verzekerde naar een niet gecontracteerde zorgaanbieder gaat. In haar
"Richtsnoeren zorgverzekeringen" geeft de NZa aan wat zij wel en niet transparant vindt. Daarnaast controleert de NZa of
zorgverzekeraars aan hun zorgplicht voldoen en voldoende, kwalitatief goede zorg met een aanvaardbare wachttijd hebben
ingekocht. In alle polissen is de toegang tot verzekerde zorg voor de consument dus geborgd.”
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are in principle feasible and legal as long as #ireynot challenged and subsequently
prohibited in court. It is also feasible for thesimer to offer a better quality (e.g. shorter wegti
times) with preferred providers.

The current situation in healthcare

Let us now look at the current situation in Theldelands. In the health insurance market,
there are several players, although their numbeedseasing. If all currently announced
mergers and takeovers are approved, there wilbbelérge insurer group$ serving almost
90% of the Dutch population and several small iesiSchut and Varkevisser, 2008).
Competition in the basic insurance segrifawas very intense in 2006, when the new national
health insurance scheme was introduced. In that ffearate of consumer switching reached
20% and some insurers were possibly offering pricdew the cost level (Douven et al., 2007).
However, in 2007, the rate of switching was agé&ise to the normally observed level (NZa,
2007b, fig. 9 on p.38).

Healthcare services are generally subject to pagelation by the Dutch Healthcare
Authority (NZa). In hospital care, (maximum) prica® regulated in the so-called A-segment,
while the fees for certain medical procedures éihwealled B-segment) are freely negotiable
between insurers and healthcare providers. Theesifdiberalised hospital services was about
8% in 2007 and increased to 20% in 2008. In 20@%tare will increase to 34%There are
plans to increase the percentage of liberalisegitadservices to 70% in the future. Most
(maximum) prices for other healthcare providerghsas GPs, are currently also regulated.
Therefore, for most healthcare services, healthpeseiders do not compete on price, but may
compete on quality of service or other aspects.

Contracts between insurers and healthcare provatergypically linear, i.e., the transaction
price per treatment is constant and does not depetie number of treatments provided to
customers of a particular insurer. More precisilthe (regulated) A-segment of hospital care,
the prices are regulated, hence, they are linealefipition. In the (liberalised) B-segment of
hospital care, non-linear contracts such as two+pgffs, rebates and quantity discounts are in

1 Achmea / Agis (29%), UVIT (26%), CZ / OZ / Delta Lloyd (20%), and Menzis groep (13%). Source:
http://www.ggzbeleid.nl/cijfers/zorgverzekeraars.

*® In addition to basic insurance, insurers also sell supplementary insurance. Traditionally, more than 90% of the
compulsorily insured population buys supplementary health insurance from the same insurer where they buy basic
insurance (Schut et al., 2007). Both types of health insurance are often sold as a joint product.

* on May 28th, the Dutch Ministry of Health, Welfare and Sport announced that from January 1st 2009, the percentage of
liberalised hospital services will be 34%, conditional upon price developments in the current liberalised segment. In the case
the ‘Monitor ziekenhuiszorg’ of the NZa does not demonstrate moderate price and volume developments, further
liberalisation might be postponed. Recently, the NZa concluded that there were not enough indications to suppose an
enlargement of the liberalised segment would lead to negative effects on quality, accessibility and affordability of hospital
care (NZa, 2008). Consequently, the Minister of Health, Welfare and Sport has written that he considers an enlargement of
the B-segment in 2009 sensible. Source: letter to the Parliament “NZa monitor 2008 en uitbreiding B-segment, July 18,
2008, http://www.minvws.nl/kamerstukken/cz/2008/nza-monitor-2008-en-uitbreiding-b-segment.asp.

17



principle allowed, but we have no information thay actually are being usétHowever,
there are indications that some insurers and hadsgiaive agreed upon quantity discounts
(NZa, 2007c).

So far, Dutch insurers generally do not encouragé policyholders to choose preferred
providers. In fact, insurers typically contract alshevery healthcare provider available (NZa,
2007a), with one exception, the Zekur polis thas weentioned earlier. A recent document of
the NZa lists several possible reasons for thish&s (i) unclear legislation with respect to the
minimum level of reimbursement (which they are a#al to give to their policyholders in the
case of the use of non-contracted healthcare)jn@bfficient supply of healthcare services; (iv)
insufficient transparency; (iii) limited discourftem healthcare providers; and (v) that general
practitioners, who direct patients to specialidtsnot take into account which specialists are

contracted, and thus ‘preferred’, by the patieintgurer'®

* We leave aside the contractual relationship between medical specialists and hospitals. In practice, medical specialists can
either be hospital employees (this is mostly the case in academic hospitals, where physicians are on the payroll of the
hospital) or operate as independent contractors. In the latter case, medical specialists are paid on a fee-for-service basis,
but they are typically affiliated to a certain hospital (or hospitals).

8 The authors’ translation from: “a) Onduidelijkheid over hoogte restitutievergoeding, b) Onvoldoende zorgaanbod, c)
Onvoldoende transparantie, d) Onvoldoende inkoopvoordelen, e) Huisarts houdt geen rekening met inkoopbeleid van de
zorgverzekeraar.” See NZa (2007a).
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Vertical relations: what do we know from theory?

By vertical relations we understand vertical ingg@m or a vertical contract between an insurer
and a healthcare provider. This includes, for eXamyertical integration, exclusive dealing,
and most-favoured nation clauses. Such contraatgitider set general terms for payments, or
introduce certain behavioural restrictions, or bStfihe textbox on the next page provides
more details on types of vertical relations in hezdre.

In general, some degree of vertical relationsgagk present and also needed in the
healthcare sector. In particular, as we explaimeithé introduction, selective contracting is a
necessary part of the new Dutch healthcare modethas meant to increase the efficiency of
the Dutch healthcare system.

Vertical relations have several positive effecissti-vertical integration and vertical
contracts can be used to coordinate pricing anesiment decisions of vertically related firms,
by aligning their pricing and investment incentivBgcause the products offered by vertically
related firms are complementary in nature, thisicarease welfare. Second, vertical
integration and vertical contracts can also recharézontal spillovers between horizontally
related firms competing at some level of the vait@hain (for example among healthcare
providers, or among health insurers). Last, buti@ast, they solve problems that result from
informational asymmetry or contractual incompleenéBishop et al., 2005; Bijlsma et al.,
2008). This last advantage is probably the mosbitant in our case, given the pervasive
information asymmetries between insurers and peregid

However, vertical integration and certain verticahtracts can also have negative welfare
effects. As we will explain in this section, negatieffects mainly manifest in reduced
competitiveness of these markets. Less competitiay be harmful for welfare.

In this chapter, we give a brief general overvidwath efficiencies (section 2.1) and
anticompetitive effects (section 2.2) of verticallations, with a focus on the circumstances
under which the latter arise and how they can gated. These types of effects can arise in
any industry featuring vertical relations, therefothis chapter is less healthcare specific than
the rest of the document. However, we will inclydeaticular examples of these effects which
are specifically relevant for healthcare.

* This is in line with Rey and Vergé (2005), who define vertical restraints as contractual arrangements “which can not only
set more general terms for payments (non-linear prices - two-part tariffs, quantity discounts-, royalties, slotting allowances),
but also include terms limiting one party’s decisions (resale price maintenance, quantity fixing, tie-ins) or softening
competition (exclusive dealing, franchising, exclusive territories)”.
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Types of vertical relations in healthcare (based on the literature about the US healthcare sector)

Vertical integration is the strongest form of a vertical relation and implies the integration of the insurance and healthcare
provision within one firm. Under vertical integration market transaction among the participating firms are replaced by a
simple reallocation or transfer within an organization. In practice, both full and partial vertical integration can occur.

In the case of partial integration one firm takes over a (minority or majority) share of another firm.

Vertical contracts represent an intermediate degree of vertical relations. Contractual provisions are also referred as
vertical restraints. Below we discuss several forms of vertical restraints that typically have been used in the healthcare
sector (for example in the US): exclusivity agreements, selectivity agreements with tiering, and most-favoured-nation

clauses.

1) Exclusivity agreements limit certain rights of one or both parties signing such an agreement. The main forms are
exclusive dealing and exclusive territories. An exclusive dealing agreement between an upstream firm (say a hospital)
and a downstream firm (an insurer) requires the downstream firm not to engage in businesses that compete with
activities of the upstream firm (or sometimes in any other businesses). In particular, an exclusive purchasing agreement
requires the insurer to buy exclusively from this hospital. Such restrictions in the healthcare sector result in the different
treatment of participating and non-patrticipating healthcare providers.

2) Selectivity on the preferential basis with tiering. Under this contractual form, the insurer firm enters into contracts with
some providers that it will treat as preferable providers. In order to stimulate policyholders to use the services of
contracted preferred providers, insurers can use tiering. Tiering is a price discrimination policy of the insurer that
charges different levels of out-of-pocket payments by policyholders for different subsets of providers. These subsets of
providers are called tiers.

3) Most-favoured-nation (MFN) clauses are vertical contractual agreements in which the seller (say a hospital) agrees
not to charge the buyer (the insurer) more than the lowest price it charges any other buyer. If the seller sells the product
to another buyer at a lower price, then he must offer the same price to a MFN-buyer as well. Such contracts were used,
for example, in the healthcare sector in the US in contracts between healthcare providers and health maintenance
organisations (HMOs, see section 3 for a definition of HMO). However, we are not aware of their use in contracts
between Dutch health insurers and healthcare providers.

2.1 Efficiency gains

Vertical relations can mitigate several types effficiencies that can occur in vertically related
markets. In particular, they can reduce or elimérefficiency losses associated with vertical
externalities, horizontal externalities, informaté asymmetry and contractual incompleteness.

This section briefly discusses how vertical intdigmraor contracts can curb these inefficiencies.

Vertical externalities

Vertical externalities arise if the surplus crealgdpricing or investments decisions of a firm at
one level in the vertical chain (partly) accruestfirm in a different part of the vertical chain.
Such externalities for example exist if there im@nopoly both downstream and upstream.
Double marginalization is the classical exampla tfownstream firm raises its prices, the
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upstream firm that buys the output from this firastio increase its price too. This affects the
profits of an upstream firm, because fewer uniessid®® However, a downstream firm only
takes into account the effect of a price changisoown profits. If a downstream firm’s
marginal costs differ from the marginal costs @& thtal vertical chain, the price will be
suboptimal from the viewpoint of the integratearfir

This pricing externality can lower investments &ad to inefficient input substitution. As
an example of the former, suppose a downstreamdaminvest to lower its production cost.
The investment increases profits, but a part adéhmrofits accrues to an upstream firm. As a
result, from the viewpoint of the vertically integed structure the downstream firm’s
incentives to invest are sub optimal. Inefficiemput substitution occurs when a downstream
firm can substitute between different inputs and mput is more efficient to use than another
input, but the latter is sold under more competittonditions. A mark-up charged for the
efficient input then causes the downstream firmvtitch to a less efficient substitute.

Both vertical integration and vertical contracts @aternalise this pricing externality. Under
suitable conditions, a simple two-part tariff ablgasuffices. The variable part (price per unit) is
set equal to marginal costs, and the fixed parsél to distribute profits. In this way, the
downstream distributor becomes the residual clairaad chooses prices that are optimal for
the vertical chain.

However, vertical contracts may not fully interisglivertical externality for several reasons.
First, if the wholesale good is tradable or thetists substantial informational asymmetry, non-
linear contracts may not be feasible. Second Jatdxial contracts are not observable and easily
renegotiated, exclusivity clauses may be necedsdfly resolve the externality. Finally,
vertical agreements can also be used to realldicats’ exposure to demand or cost
uncertainty. If vertically related firms are riskease, it matters how risks are allocated between
different firms. In this case, from the viewpoirfttbe vertical structure a trade-off between
optimal pricing and optimal risk allocation exiségyain, the externality may not be fully
resolved. Note that different types of agreemelidgate risk in different ways. Therefore, if
firms are risk averse, these types are no longeivatgnt.

Horizontal externalities

Horizontal externalities may arise if several firo@mpete at some level in the vertical chain
and surplus created by investment decisions offiomespill over to other firms. In this case the
incentives to invest may be suboptimal.

Pre-sale advice is an example where one distritsugdforts to provide high quality advice
may benefit his competitors that do not make snghstments. Vertical restraint can mitigate
this problem. For example, if consumers are nalinglto travel to another hospital, exclusive
territories effectively create a local monopoly &r insurer and thereby prevent free riding of

2 |n the case of compulsory insurance, and insurers paying for services, this example does not apply.
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insurers on each other's effoffsAn insurer might then be more willing to investtdatter

quality of healthcare. As an example in healthceoasider investment of insurers in a hospital
administrative system or preventive healthcare mness Other insurers can free ride on these
investments. Exclusive dealing between a hospitdlaa insurer can ameliorate free riding
effects by reducing the probability that consunmeitsswitch to other insurers.

Risk selection by insurers may also provide an etarof a horizontal externality, which
plays a large role in the healthcare sector. Supfmere exist two insurers and a fixed pool of
consumers, all of whom are legally required to msprance. Assume that insurers cannot
refuse applicants for a particular policy, but samehow tailor their insurance policy in such a
way that consumers self select into a particulaniance policy (for example by offering
policies that differ in quality or in the freedom ¢hoose a hospital). If one insurer succeeds in
selecting less costly (healthier) insurants (insgy wot compensated by the risk-equalisation
scheme), the remaining pool of consumers becomes costly. This forces the remaining
insurer to increase the price it charges to conssiniRisk-equalisation scheme among insurers,
such as the one existing in the Netherlands, cenectdfor this effect. However, imperfect

equalisation opens the possibilities for ‘cherrging’ by insurers.

Informational asymmetry

Informational asymmetry between a principal ancégent arises when hidden information or
hidden actions exist. The existence of such hiddfmmation restricts the possibilities for
parties to contract their way out of inefficienciige to for example vertical or horizontal
externalities.

An example of information asymmetry specificallyereant for healthcare relates to
supplier-induced demand for some services (e.gpl&rs may want to increase utilisation of
some diagnostic equipment and unnecessary presgibhe more expensive tests in simple
situations where less expensive tests were suffici¥ertical integration may reduce the
information asymmetry because it may lead to betienitoring or because it makes
information about costs directly available.

Given the pervasive information asymmetries in thealre, vertical relations between health
insures and healthcare providers may be partigutatévant to reduce the resulting agency
problems. So, within this relationship this is pably the most important advantage of vertical

relations.

% The limited willingness to travel and the resulting local monopoly is not desirable in case it is the result of incomplete
information and a lack of transparency about the quality of (other) healthcare providers.
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Table 2.1 Summary of effects of vertical relations

Inefficiency Necessary condition Solved by vertical Solved by vertical
contracts integration
Vertical externality / spillover (double Market power upstream Yes, if input is not Yes
marginalization, input substitution, less or downstream, no easily tradable and
investment, risk allocation) price discrimination adverse selection is no
downstream problem. Exclusivity

clauses may be
necessary to solve
commitment problem,
Also, under uncertainty
and risk aversion the
inefficiency may not be
fully resolved

Horizontal externality / spillovers (free riding Competition Exclusive dealing and  Yes, if free riding is
between upstream or downstream firms, somewhere in the exclusive territories eliminated
risk selection) vertical chain. may reduce spillovers.

Spillovers should not
be appropriable. In
case of innovations, for
example, patenting
may be a partial

solution.

Information asymmetry (induced demand,  The existence of Partly, if contracts can  Partly, if merger leads

agency problems) hidden information or be conditioned on to a reduction of
hidden actions. observable outcome. uncertainty through

Limited by incentive better monitoring or
compatibility. information.

Contract incompleteness (hold up) Transaction costs Exclusivity clauses may Ownership allocates
should be prohibitively  help, if non-contractible residual rights of
high. In addition, investments affect the  control. This may solve
reputation effects value of trade with the problem, but only
should not be parties outside of the partly if ex post rent
important. In case of contract. seeking remains
hold-up investment possible.

should be relation
specific and sunk.

Contract incompleteness

A contract is incomplete if the set of feasible traats is somehow restricted for other reasons
than asymmetric informatioff. These restrictions are usually ad hoc and justifig referring

to transaction costs that fall into three categonismforeseen contingencies, the costs of writing
a contract, and the costs of enforcing a contfBicole, 1999)%

2j e., different from the restrictions arising due to informational asymmetry (hidden information or hidden action) where
incentive constraints lead to a well-defined delineation of the set of feasible outcomes and where ‘there is no limitation on
the parties’ ability to foresee contingencies, to write contracts, and to enforce them.’ (Tirole, 1999.)

% There is some debate as to what extent such costs can justify incomplete contracts (Maskin and Tirole, 1999).
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If contracts are incomplete, hold-up can occurdieg to vertical or horizontal externalities.
Suppose two firms can trade at some future datkttat one of the firms can make a relation
specific investment that increases the value géeebiiay this future transaction. Assume that
the terms of the future transaction cannot be fixed, contracts are incomplete, and that the
investment looses (part of) its value outside efrglation, i.e., the investment is relation
specific. Ex post, after the investment has beeredthe two firms will bargain over the split of
the realised value of the transaction. If the itvesfirm anticipates that it will be left with too
little profits to compensate for its initial invesent, it will not invest in the first place and tel
up occurs.

Exclusivity clauses, such as exclusive territodesxclusive dealing agreements may help
to reduce hold-up problems. Vertical integratiosoasolves hold-up problems if it eliminates

the possibility of ex post bargaining.

Anticompetitive effects

Vertical integration and vertical contracts cardiéa welfare-lowering effects; see also Bijlsma
et al. (2008). In particular, in this document weuds on the main policy concern with respect to
vertical relations in most markets: foreclosureisTdnticompetitive effect has been studied
extensively theoretically, but there exists relatyMittle empirical work. We briefly summarize
findings from the economic literature in sectioB.2. Another possible anticompetitive effect

of vertical relations relates to facilitation oflesion. However, there exist no empirical study
and relatively few theoretical studies on this &sie only briefly discuss this potential effect
in2.2.2.

Foreclosure

In vertically related markets, foreclosure aris¢®ewan upstream or a downstream firm directly
or indirectly denies or limits access to its inpatsustomers. As a result, the rival firm incurs a
higher cost (partial foreclosure) or has to ledwerarket (full foreclosure). Most of the
literature has focused on the effects of exclusimatracts and vertical integration.

Foreclosure comes in two types: customer forecland input foreclosure. Either of these
two types may play a role in the context of theltheare sector. Suppose an insurer and a
provider (say, a hospital) integrate and the irdesgt firm start offering downstream insurance
services as well as upstream hospital care. Itfocamxample, foreclose access of other
insurance firms to its hospital (e.qg., its affiidthospital can ask a higher price for treating
patients insured by other firms; this is input fdosure), or it can foreclose other hospitals from
providing healthcare to its clients (e.g., by agkits clients co-payments, or setting budget
limits on compensations for treatments in othepiitass; this is customer foreclosure).

A central argument, due to the so-called Chicagakof thought in economics, is that in
the monopoly case, foreclosure can never be anpetitive because a monopolist can realise
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its monopoly profit without foreclosing competitofduch of the literature is intended to
counter this argument. A key paper in this respeBernheim and Whinston (1998). They
consider a market with an upstream monopolist amddownstream retailers, and show that
bilateral contracting will not result in inefficieexclusion if this is not optimal from the
perspective of a fully integrated structure. Theyue that inefficient exclusion will only occur

if so-called contracting externalities exist. Cacting externalities arise when the terms of a
contract between the upstream monopolist and ommstoeam retailer affect the monopolist’s
optimal contract with the other downstream retailre bilateral bargaining cannot internalise
this externality, therefore inefficient exclusioraynbe an equilibrium outcome.

The literature on foreclosure identifies particuddcumstances that lead to contracting
externalities. Indeed, contracting externalities/mesult in several ways.

First, they may result from contracting restricgosuch restrictions arise if firms are forced
to use linear pricing (for example because gooddradable), if contracts are incomplete
(because of significant transaction costs), anfidimation asymmetry limits the contracts to
those that are incentive compatible.

Second, downstream competition may introduce cotitrg externalities. In an important
paper by Hart and Tirole (1990), downstream contipatintroduces a commitment problem
for the upstream supplier. This works as followsvbuld be optimal for the upstream
monopolist to supply both downstream retailers vidiif the monopoly quantity. However,
given the quantity sold to retailer A, it wantsajetimise its bilateral profit with retailer B. The
monopolist will therefore sell more than half themopoly quantity to retailer B. Retailers
know this, and in equilibrium the monopolist s¢lie duopoly quantity to each retailer. By
vertical integration or exclusives the monopolishcestore its market power.

Third, scale effects may lead to contracting extties. If scale effects necessitate a
minimum feasible scale of operation, a firm careemto exclusive contracts with a critical
number of downstream firms (‘buyers’), depriving@tential entrant of the minimum scale
necessary to enter the market, see Rasmusser{E2%l) and Segal and Whinston (2000). In
this case, entry can be deterred profitably, aedGhicago argument fails, because not all the
buyers have to be ‘bribed’ into signing a contract.

In Chapter 4 we discuss how these different theariay apply in the case of vertical
contracts in the Dutch healthcare market. In addito pure pricing mechanisms of foreclosure,
we also discuss those related to quality, suclalastage.

Facilitating collusion

Finally, although the theoretical literature orstiésue is rather sparse, it is sometimes argued
that vertical contracts and vertical integrationynfecilitate collusion. The general idea is that
vertical integration or vertical contracts incredise risk of collusion by facilitating the

monitoring of prices.
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For example, retail price maintenance (RPM) has lmeentioned as one of such collusion-
facilitating relationships between firms. In priplg, cartel members have an incentive to
deviate unilaterally from the cartel agreementthi@ absence of RPM or vertical integration, it
may be difficult to judge why prices have droppkédcause of an upstream deviation, or
because downstream market conditions have chand@d@ver, more uncertainty about
market conditions also makes RPM less profitabtabse they cannot react optimally to
changing retail conditions (Julien and Rey, 2001).

In the remainder of this study, although interestiwe do not go into detail on the

interaction between vertical relations and collasio
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3.1

What do we know about vertical relations in healt hcare
from the US experience?

The United States (US) has a long experience viftbrdnt forms of vertical relations in
healthcare. Although institutional differences existween the US and the Netherlands, the
forms and effects of vertical relations may beghme. Let us therefore look what we can learn
from developments in the US.

Extent of vertical relations between insurers a  nd healthcare providers

Arrangements in which insurance and the deliverlgaslthcare services are to some degree
integrated are typically referred to as ‘manage@’cd here are different types of managed
care. The textbox ‘Characteristics of managed iratke US’ included in this section presents
the main features of these different types of madagare in the US. Managed care in the US is
characterized by the rise of vertically integratesurer-healthcare providers (such as forms of
healthcare maintenance organisations, HMOs) anddberrence of selective contracting of
providers by insurers (preferred provider organiss, PPOs) from the end of the 1980s to the
mid 1990s. The growth of managed care was drivethéylesire to contain healthcare
expenditures. However, from the mid 1990s, the remal HMOs declined. Currently less
exclusive forms of managed care such as PPOsjraffénancial incentives to subscribers for
choosing certain healthcare providers, dominate ésg@. Baranes and Bardey, 2004). In 2000-
2001 around 17% of physician practices were owned bealth insurer and 2.3% of all
physicians were employed by a staff model HMO.

The general consensus seems to be that HMOs havaokis, while there is no evidence
that they have lower quality of service provisiban indemnity insurers (see e.g. Miller and
Luft (1997, 2002f* From this viewpoint, the rapid decline in vertigahtegrated managed
care organizations (staff and group model HMOslifficult to explain® Some suggested
explanations are the following. First, in vertigalegrated organizations it may be difficult to
align the incentives between medical specialistsraanagers, because they have to some
extent different objectives and constraints. Initidld, the corporate culture of the insurance
business may be different from the medical cul{@erns and Pauly, 2002). Second, the so-
called ‘managed care backlash’, caused by theteetae of policyholders to be restricted in
their choice of healthcare provider (Miller, 2006)ay have forced health plans to increase
choice and to abandon the HMO model.

% Section 3.2 provides more details about the effects of vertical relations in the US.
% Staff model HMOs have both declined in number as in importance (i.e. market share) over time, while hospital owned
HMOs mostly failed and were abandoned.
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Characteristics of managed care in the US

Managed care differs from traditional health insurance in a number of respects. In traditional indemnity insurance, an
insurance contract specifies a premium, a set of covered benefits and - often — a set of cost-sharing provisions that
apply to these benefits. Managed care plans have other instruments at their disposal such as the selection and
organization of service providers, the way providers are remunerated and methods used for monitoring service
utilization. The table below distinguishes between three main types of managed care organisations on the basis of the

most important relevant dimensions. In practice though, the delineation is not always clear-cut.

Characteristics of managed care in the US

Traditional Managed care

Indemnity Preferred provider Independent practice Staff and group
organization (PPO) association HMO model HMO
Service providers Almost all Almost all (network) Network (non-exclusive) Network (exclusive)
qualified
Choice of providers Patient Patient Gatekeeper (in network) Gatekeeper (in network)
Payment of providers  Fee-for- Discounted fee-for- Capitation Salary
service service
Cost sharing Moderate Low in network; Low in network; Low in network;
High out of network High out of network High or all out of network
Role of insurer Pay bills Pay bills; Form network Pay bills; Form network; Provide care
Monitor utilization
Limits on utilization Demand-side Supply-side (price) Supply-side Supply-side

(price, quantity) (price, quantity)
Source: Cutler et al (2000)

Staff and group model health maintenance organizations (HMOs) fully (vertically) integrate insurance and healthcare
service delivery. In a staff and group model, people work for a (limited) number of hospitals and physicians are
employees of organizations that bear insurance risk.”?’ A managed care plan with independent practice associations
(IPAs) is an arrangement in which insured people are restricted in receiving care from a defined set of service providers.
These service providers have not concluded exclusive contracts with a managed care plan, but also service patients
under indemnity insurance. Arrangements in which the choice of providers is unrestricted but insurers provide incentives
to use selected providers are managed care plans with preferred provider organizations (PPOs). They negotiate
discount rates with a defined panel of providers. Hence, restrictions on the use of service providers and the methods of
payment are determining factors in characterizing managed healthcare organizations.

The extent of exclusive dealing between insurers and healthcare providers is complete in the case of a staff and group
model HMO but much lower within an independent practice association HMO and certainly a PPO. In practice, some
contracts between insurers and healthcare providers in a PPO health plan and IPAs include most-favoured-nation
clauses. Across all types of health plans for-profit and not-for-profit insurers and healthcare providers are active in the
us.

¥ The distinction between a group and a staff model HMO refers to whether a physician is employed by a medical group that contracts
exclusively with the HMO (group model) or whether the HMO employs the physicians directly (staff model).
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Today, Kaiser Permanente is considered as onedéth successes of managed care. The
textbox below ‘Kaiser Permanente’ provides soméu@dnformation about this organisation.
Although Kaiser Permanente is not the only succk$t¥10, some economists argue that these
experiences are rather exceptional, although taksy tlifferent views on possible reasons for
this.

Kaiser Permanente

Kaiser Permanente is the largest non-profit managed care organisation in the US, operating in nine states and
Washington, D.C. Although Kaiser has membership around the country, it is based out of Oakland, California and
maintains an extremely high number of members in Northern California. It is a consortium of three distinct groups: the
Kaiser Foundation Health Plan, Inc. and its regional operating organizations, Kaiser Foundation Hospitals, and the
Permanente Medical Groups. The Health Plan and Hospitals operate under state and federal not-for-profit tax status,

while the Medical Groups operate as for-profit partnerships or professional corporations in their respective regions.

Each Medical Group enters into a mutually exclusive contract to provide medical services to the members with the
regional Health Plan/Hospitals. Medical Group physicians provide patient care services through a prepaid group

capitation arrangement with Health Plan. Individual physicians are compensated on a salaried basis.

The organisation was founded in 1945, when two separate healthcare organizations merged into it. Since that merger
the healthcare provider has continuously grown to its current point where it has 8.5 million health plan members,
148,884 employees, 12,879 physicians, 37 medical centres, 400 medical offices, and $31.1 billion in annual operating

revenues.

The Kaiser Permanente model is a fully integrated model that features three main levels of integration: (1) integration of
the insurance with the provision of care; (2) integration of inpatient care and outpatient care; and (3) integration of
prevention, diagnosis, treatment, and care. This model has often been seen as highly cost efficient. In particular, Ham et
al. (2003) have found Kaiser Permanente to achieve lower hospital cost per patient, compared to several other health
systems: “Bed day use in the NHS for the 11 leading causes is three and a half times that of Kaiser's standardised rate,
almost twice that of the Medicare California's standardised rate, and more than 50% higher than the standardised rate in
Medicare in the United States. Kaiser achieves these results through a combination of low admission rates and

relatively short stays.”

Kaiser Permanente has been also ranked among the top on quality (apart from the recent negative report concerning
mismanagement in the new in-house program for kidney transplantation by Northern California Kaiser Permanente
(initiated in 2004) that brought it negative publicity in 2006% (Ornstein, C. and T. Webe, 2006), soon after which this

transplant program was closed).

Sources: information retrieved from the website of Kaiser Permanente, Ham et al. (2003) and Ornstein and Webe
(2006).

Burns and Pauly (2002) analyse many integratedénsihealthcare providers networks and
conclude that vertical integration was succesdfiliyy o the case of early HMOs, such as Kaiser
Permanente developing their health plans in thé®49and in the case of some HMOs in rural

% Ornstein, C. and T. Webe (2006) Kaiser Put Kidney Patients at Risk - By opening its own transplant center in the Bay
Area, the HMO harmed recipients' odds of obtaining organs, a Times probe finds. In Los Angeles Times, May 3, 2006.
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3.2

areas that buffered them against the entry of comialeplans. The other attempts of
integration into integrated delivery organisatidrase typically failed to improve the hospital
performance. Several authors have argued thatrtdpogional (rather than a fixed) employer
subsidy may be an important reason for the lim@ieccess of vertically integrated HMOs. Such
subsidies imply that employer have less of an itigerio reduce costs.

Empirical findings about vertical relations in the US

Despite the long history of vertical relations ielfthcare in the US, the empirical literature on
the effect of vertical relations between insurerd healthcare providers is scarce. It mainly
concerns the effects of such relationships on tloe pf the healthcare services (or products
e.g. pharmaceutical products) charged by healthmandders. Here we give an overview of the

main findings.

Lower transaction prices of HMOs compared to indemn ity insurers

Dor et al. (2004) attempt to explain transactioiegs of procedures and treatment of bypasses
(to treat coronary heart diseases) on the basisafance type, hospital characteristics and the
market structure. The type of insurance in the fofrmanaged care has significantly lower
transaction prices compared to fee-for-servicergsce. PPO plans receive a discount per
treatment between 12-13% on the procedure pricerdimt on the presented functional form
of the econometric specification. HMO plans receigeo 23% discount compared to fee-for-
service. Brooks et al. (1997) find comparable rssul

Cutler et al. (2000) compare costs in HMOs anditicathl insurance plans using two
datasets on heart disease treatments from MassatsfiT hey find 30-40% lower
reimbursements, conditional on the form of acutehlwonic treatment, in HMOs, primarily the
results from lower prices and not from lower quni terms of treatment or lower quality of
service in terms of health outcome.

Altman et al. (2000) analyse cost differences betwmanaged care and indemnity
insurance plans for eight different conditions lsjng data of employees in Massachusetts
insured in a single pool. They take into accouffetgnces in treatment intensity, enrolee mix
and prices paid for the same treatment. Their tesue: 90% of the residual cost differences
between a fee-for-service plans and managed cans pre the result of differences in price
paid (the remainder due to differences in treatn@ensity).

Sorensen (2003) focuses on the importance of insharacteristics in explaining variation
in discount magnitudes using data from a large ramobinsurers and a small number of
hospitals in Connecticut (1995-1998). He finds tH&tOs and PPOs extract larger discounts
than indemnity plans.

" They put forward that the unpredictability of heart diseases of which the severity can't be foreseen, leading the distribution
of disease severity likely to be independent from plan choice.
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Lower transaction prices when the insurer can turn to alternative providers

In addition to the result of larger discounts of Bsland PPOs as compared to indemnity
insurers, Sorensen (2003) finds that the discoamrgsignificantly larger when the payer is
better able to channel patients to hospitals withenfavourable discounts. Moreover, this

factor appears to be much more important in det@ngithe insurer bargaining power than
other factors, such as the size of the insurer.

Town and Vistnes (2001) analyse the bargainindicela between hospitals and HMO
under selective contracting, based on the datas¢hé Los-Angeles area in 1990-1993. In line
with the previous result, they have also found thhbspital’s bargaining power (and thus the
price it charges) decreases when HMO can readilyttuanother network, excluding the
hospital.

Lower cost of healthcare due to lower utilisation a nd more preventive services by HMOs
Managed care, in comparison with indemnity insueatas a different impact on the quantity
of healthcare services used. Miller and Luft (198002) provide literature reviews of
healthcare utilization over time and show that HM@xcally have somewhat lower
hospitalization rates (= quantity used per numiiénsured), shorter hospital stays (1 to 20%)
and less use of expensive tests and proceduresidadthcare providers covered by indemnity
insurance and fee-for-service. Note however, thate maybe some substitution between
healthcare services provided through HMOs and qikés of the healthcare system. Therefore,
lower utilisation rates of healthcare services W ®s do not necessarily imply lower overall
cost of healthcare provision (see also the pardgrap risk selection and spill-over effects).
Miller and Luft conclude also that HMOs show a geeaise of preventive services and the

same or more physician office visits per enrolee.

Lower insurance premiums of HMOs, but maybe higher profitability

A relevant question is if lower negotiated pricesliealthcare services in managed care
organizations, compared to indemnity insures, assed on to the insured in the form of lower
insurance premiums? Or, has the rise of managedorganizations lead to a situation in which
they possess a certain degree of market poweras@adlst savings are not passed on to
consumers?

The insurance premiums of enrolees in HMO-plandaxer compared to more or less
similar fee-for-service plans, although comparisareshard to make. Managed care
organizations have indeed lowered insurance presyibr it is uncertain to what extent cost
savings have been passed on (Cutler and Zeckh@@€¥}). The share prices of publicly listed
HMOs have at least increased substantially ovep#st fifteen years, indicating a sharp
increase in profitability.
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Risk selection by HMOs

According to Hellinger (1995), HMOs tend to enratipnts who are younger and healthier on
average. Also, Newhouse (1996) provides some etapigividence suggesting that HMOs have
had some success in enrolling persons with lowaltiheisks as opposed tot traditional
indemnity insurance. This might be the prime reasbg managed care organisations in the US
have been successful. Note, however, the diffeeimcmstitutional settings between the US
and the Netherlands. The US has neither open eartlnor risk equalisation among insurers,

which augments the problem of risk selection inltf&

Typically no significant effects of HMOs on quality of service

Miller and Luft (1994, 1997) find no evidence o$ignificant negative effect of managed care
on quality of care: most studies report no effelots,there are some studies that find either
positive or slightly negative effects. Sullivan @89 reviews the same studies as Miller and Luft
(2004) do, analysing differences in quality of cprevided by managed care plans and
indemnity (fee-for-service) insurance plans. Helieitty takes differences in the breadth of
insurance coverage into account as a criteriorx¢tude studies from the Miller and Luft's
sample. His conclusion is that the quality of ganevided by managed care plans tends to be
equal or slightly inferior to that provided by fé@-service plans. Kessler and McLellan (1999)
find additionally that the presence of HMO in tlegion affects the relation between hospital
concentration and quality: in areas of the US wiignificant presence of HMOs,
concentration between hospitals decreases quatie w areas without a significant HMO
presence there is no relationship.

Ambiguous spill-over effects between HMOs and indem nity insurers

The empirical literature provides ambiguous resatisut the effect of the HMO penetration on
premiums of indemnity insurers. Two effects mayy@aole: ‘market discipline’ and ‘market
segmentation’. The market discipline effect arise®mpetition by HMOs disciplines
indemnity insurers, leading to a decrease of gagmiums. In contrast, under the market
segmentation hypothesis, premium of indemnity iasimcrease because they begin to
specialise in certain customer groups.

The empirical literature shows that either of thige effects can dominate. Cutler and
Sheiner (1998), Gaskin and Hadley (1997), Bake®7)1@&nd Zwanziger and Melnick (1988)
found that increases in managed care market shates reductions in fee-for-service
expenditure levels and/or their rates of growtresult consistent with the ‘market discipline’
effect. Other studies, Baker and Corts (1996; 12@@) McLaughlin (1987) find that managed
care market share growth can lead to higher feesdovice premiums, a finding consistent with
the ‘market segmentation’ hypothesis.

Baker and Corts (1996) estimated the relationsbigvben market share and premiums and

found a convex relationship between indemnity inaage premiums and penetration of
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3.3

3.4

managed care organisations (in terms of markeeg3h@hey suggest that the market
segmentation effect becomes relatively more immbida HMO penetration increases: above
some threshold level (between 10-20% HMO marketedhthe net effect of increased HMO

activity is to raise traditional insurers’ premiums

Little empirical evidence on effects of MFN clauses

There has been only little empirical research enetfect of MFNs in healthcare markets,
which does not allow drawing a general conclusfcott Morton (1997) looked at the effect of
MFEN in pharmaceuticals and found that the introitucof MFN may be associated with
anticompetitive effects for certain products, imtaular, prices of brand-name drugs that face
competition from generic drugs increased by 4%rdfte introduction of MFN, however there
was no changes for other products.

Antitrust issues

The increase in vertical integration (as well aszomtal concentration) in the healthcare sector
has posed new challenges for antitrust policy. fElRébox ‘Antitrust cases’ (see the next page)
shows some known examples from the US of antitases in this area. All these cases date
back to the mid 90s of the last century. The owwshows that vertical relations between
insurers and healthcare providers were not judgeshéi-competitive in case sufficient

alternative competitors existed in the relevantkear

Conclusions

From the overview of the US experience with veltiegdations we conclude the following.
First, different forms of vertical relations ocdarthe US, ranging from fully vertically
integrated staff and group model HMOs to less ietste PPOs with selective contracts
between insurers and healthcare providers. Alstitiosal indemnity insurance is offered by
insurers. Second, apart from a few successful HM@xical integration between insurers and
healthcare providers has not become widespredwitVE. There is no single view in the
literature regarding the reasons for this. Thirdstrempirical studies report positive efficiency
effects for HMOs: a decrease of transaction praoeslower utilisation rates of healthcare
services, while no clear evidence of reductionguality. However, the literature signals some
potential negative effects, such as risk-selectidrich may partly explain the lower costs of
HMOs compared to the rest of the US healthcaresdtis unclear what effect HMOs had on
the rest of the healthcare system. Moreover, ttenaged care backlash’ may indicate that

consumers value the possibility of more choicet HOs do not provide.
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Antitrust cases in the US

Vertical relations in the healthcare industry have not been subject to significant antitrust scrutiny, exceptions being
exclusive dealing agreements between physicians and hospitals and MFN-contracts between insurers and hospitals. In
the antitrust practice in the US, there are examples of both positive and negative rulings with respect to these contracts.
These types of relations by itself cannot generally be seen neither competitive or non-competitive, but they may appear
to have negative effects in some circumstances. Therefore, in the current US practice these types of contracts are

evaluated under the rule of reason. Here we present the outcomes of the most important US cases.”®

A well-known case with respect to vertical integration and exclusive dealing is New Hampshire (Marshfield Clinic). Blue
Cross and Blue Shield of Wisconsin (BC/BS) charged that Marshfield Clinic, a physician-owned clinic that was vertically
integrated with its HMO, had excluded the BC/BS HMO from the healthcare financing market by monopolizing the
market for physician services. The court found in favour of Marshfield Clinic and concluded that the clinic did not have
the market power to foreclose the plaintiff from the HMO market. Marshfield Clinic employed about 400 physicians and
contracted with approximately 900 additional physicians through its HMO. These contracts were not exclusive; the

contracting physicians could contract to provide services for other HMOs and could practice fee-for-service medicine.

MFN contracts are effectively treated by the courts as per se legal since the Ocean State case in 1989, despite
concerns that the contracts harm competition by excluding other insurers or facilitating collusion. An example in which
the MFN requirement was seen as anticompetitive later on is the case of Delta Dental (1997). Delta Dental is a dental
insurance plan that contracts with about 85% of all licensed dentists in Arizona. Before Delta Dental began to enforce its
MFN requirement, many of the dentists on its provider panel also served for other dental insurance plans, or offered
their services to individual patients, at discounts of 25-40% off their usual fees. When Delta Dental began enforcing its
MFN provision, many of those dentists stopped giving discounts to non-Delta patients, and resigned from competing
dental plans, rather than face a reduction in the Delta-rates. Thus, Delta Dental's MFN requirement impeded the entry of
low-cost dental insurance plans. Delta Dental agreed to discontinue the use of its prudent buyer program after

complaints and following a consent decree.

Sources: Kursch (1995), Recent activities of the antitrust division in the healthcare field, address before the American Bar Association on
April 5, 1995, Washington, D.C. http://www.usdoj.gov/atr/public/sppeeches/0171.htm.

% We do not discuss cases of physician hospital integration and exclusive dealing. Examples of important cases are
Jefferson Parish (1984) and Woman’s Hospital in Baton Rouge (1996).
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4.1

Vertical relations in the healthcare sector: is t here a risk
of foreclosure?

Introduction

As we explained in chapter 2, in addition to pesiteffects, vertical integration may also have
anticompetitive effects, such as foreclosure, wisctine focus of this document. The relatively
small number of antitrust cases concerning vertigaigration in healthcare may indicate that
foreclosure has not been a frequent problem ingtisor. The number of such cases is small
even in US healthcare markets, where the antipnsttice regarding potential foreclosure cases
was stricter than in Europe.

Although the empirical evidence is scarce, the téal literature suggests that we cannot
disregard the possibility that vertical relationayrtause this anticompetitive effect. Therefore,
in this chapter we use the economic theory to iflepbssible mechanisms of foreclosure that
may be relevant in the context of the Dutch healthéndustry. The theoretical literature on
foreclosure consists of three main groups. For gmohp, we review main theoretical results
concerning factors triggering foreclosure and diéscunder which conditions this may occur.

The first group covers theoretical papers that $oon exclusive dealing between firms, i.e.,
it assumes that two vertically related firms widlad only with each other and fully refrain from
having businesses with other firms competing irs¢heertically related markets. We discuss
these papers in section 4.2.

The second group goes back to the literature osdbealled ‘waterbed effect’ (or ‘cost-
shift’) in vertically related markets. This effetianifests when the growth of one downstream
firm ‘unproportionally’ worsens the competitive piben of other downstream firms. Since in
the context of the healthcare sector, the downstmearket is the market for health insurance,
this effect concerns the competitiveness of thiiq@dar market. We explain this mechanism in
more detail in section 4.3.

Finally, in the last group of the papers, whichdigcuss in section 4.4, vertically related
firms can foreclose competitors by ‘sabotage’. Safpe arises when a vertically integrated firm
engages in hidden actions to increase productists @y to decrease the quality of products
supplied by its competitors.

Our analysis covers main forms of vertical integnatrelevant in the context of the Dutch
healthcare sector: full integration and selectiontacts between providers and insurers. When
analysing the risk of foreclosure under these foofmgertical relations, we take into account
important institutional features of the Dutch hke#ire market, which may mitigate this
negative effect. In particular, we discuss mitiggteffects of community rating, collective
contracts, risk-equalisation among insurers, arehagnrolment for the basic insurance. We
also stress that some forms of vertical relatiogisvben insurers and provid&talways exist in

% Here we leave out the distinction between different types of healthcare providers.
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4.2

healthcare provision. Strengthening such relat{gizsselective or exclusive contracts, or via
full vertical integration) does not lead to antiquetitive foreclosure when both markets are

sufficiently competitive.
Foreclosure by ‘exclusivity’

Introduction

Several theories of foreclosure analyse whenritisnal (i.e. profit maximizing) for vertically
integrated firms to refrain from any business vather firms, or for non-integrated firms to
engage in exclusive contracts, thereby excludingisifrom doing business with them. Before
discussing this literature, we first explain in matetail some practical issues related to
achieving exclusivity in the context of the Dutakalthcare sector.

Institutional context

By definition, an exclusive contrabtbetween an insurer and a healthcare provider, @.g.
hospital) is a contract that prevents the insu@mnfengaging in business with other providers,
or prevents the provider from engaging in busineiis other insurers. In the other words, the
insurer does not reimburse his clients in case tfteip a non-contracted hospital, or a
contracted hospital does not accept the clientghadr insurers. As explained in section 1.2.1,
such contracts may occur in the Netherlands. Ornheer side, an insurer can fully refrain
from dealing with certain providers by selling inance policies without reimbursement for
services of non-contracted providers. On the prawgide, possibilities for excluding clients of
other insurers are restricted. Providers have teesall clients irrespectively of their insurers,
especially for emergency care. However, there negdpacity constraints, in which case
contracting hospital capacity by one insurer retrihe availability of this capacity to clients of
another insurer.

In addition to compensation limifs insurers can stimulate consumers to chose pegferr
providers by supplementing their preferred provigelicies withtiering, a price discrimination
policy of the insurer that charges different leval®ut-of-pocket payments by enrolees for
different subsets of providers. In other wordsuness can require co-payments or co-insurance
in insurance contracts if clients visit hospitdlattthey have not contracted with. Tiering is an
essential part of the mechanism of selective cotitrg, because in order to sustain selective
contracts (or in other words, to guarantee the mals) the insurer needs to be able to channel
patients towards contracted hospitals. The ingsrable to do this by charging consumers
different levels of out-of-pocket payments for hikeare services of contracted and for non-
contracted hospitals. An important empirical quasttherefore, is whether consumers accept

% See also the textbox in chapter 2 for the description of exclusive contracts.
% The insurer can charge policyholders a co-payment or set compensation limits on services of non-contracted providers.
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insurers that restrict choice by selectively coctiray with very few hospitals and whether they
react to such differences in co-payments.

The empirical literature confirms that the abilitiichannelling their clients improves the
bargaining position of the insurer. (Sorensen, 30Zhere is some empirical evidence of the
effectiveness of consumer channelling for pharnsaitighe Netherlands (Boonen et al., 2007
and 2008).

If consumers are highly responsive to monetaryntiges provided by tiering, tiering may
be used as an alternative (more mild) form of esigity. If this is the case, foreclosure
mechanisms relying on exclusivity still hold in tbase of tiering. We discuss these

mechanisms below.

Mechanisms

(a) Foreclosure in case of strong differentiationa  mong insurers

According to the literature, as long as both treumance market and the hospital market are
competitive, exclusive dealing or vertical integvatare unlikely to trigger foreclosure (see
Bijlsma et al., 2008, for a literature review). Hewver, the antitrust concerns arise when market
power is large. For example, large market power arése for large regional hospitals, where
consumers do not have a good possibility of switghand for hospitals specialised in certain
diseases, because the consumers with this diseasbave no alternative. This market power
arises because consumers may have strong prefdmreartain hospitals; hence they see
hospital products as highly differentiat&d.

As long as insurers themselves are not differedigfor example, by offering extra
services) and provide consumers access to alldgpitals on the same terms, the insurance
product can be seen as homogeneous. Of coursedtige, insurers are differentiated at least
to some extent, e.g. with respect to service qualitwith respect to the composition of their
benefit packages. The introduction of selectivetizmting and tiering will enhance
differentiation between insurers, because nowrtkarance policies are linked with
differentiated products of hospitafs.

Gaynor and Ma (1996) conjecture that in the caseoatdifferentiated insurers, exclusive
contracts will not occur, even though hospitalsehmarket power. Gal-Or (1997) shows that

%2 Sorensen (2003) analyses the situation in the US healthcare sector, where the institutional setting differs from the
Netherlands. However, his result that the ability to switch to alternative supplies improves bargaining power of the firm, is
rather general and holds also in other markets. Sorensen also finds for the US, that the channelling ability is much more
important in determining the insurer bargaining power than other factors, such as the size of the insurer. However, the latter
result is likely to be more sensitive to institutional settings.

3 Hospitals may be differentiated because they offer different sets of services: some operations may for example be
available at one hospital but not at another one; or because patients’ travel costs differ (‘horizontal differentiation’); or
because they offer different quality, for example, one hospital may be better at replacing knees than the other (‘vertical
differentiation’).

% Two major reasons why the initial differentiation among insurers is likely to be lower than among hospitals are the
standardisation of the basic benefit package and the difference on the nature of the consumer contact with hospitals (more
personal and emotional) and insurers (more business-like and formal).
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strong differentiation among insurers, may causediosure of a hospital in equilibrium. She
considers a model with two insurers and two hokpita which both hospitals and insurers are
differentiated (differentiation is modelled as tigportation cost’). She shows that under certain
conditions on the parameters of this model, bosiiiers exclusively contract with the same
hospital in equilibrium. In her model, although dmespital is foreclosed, insurance premiums
are lower relative to a non-exclusive equilibriuimerefore, consumer welfare increases. This is
due to the improved bargaining position of insurémsy can threaten the hospital to contract
with its (foreclosed) competitor.

Note however that the paper takes a static appr@echdoes not consider a dynamic game,
in which the insurer should take into account thatr profit may reduce if in the next period
there will be only one monopoly hospital to deahwBesides, the result of Gal-Or relies on
certain strong assumptions. One such assumptitvaishe consumers preferences among
providers and insurers are reflected by transportatost, and their preferences among insurers
are stronger than among providers. Another strasgiaption is that contracts between
insurers and hospitals are linear. With generatlimar contracts, or even two-part tariffs,
there are no results on foreclosure in the themakliterature.

(b) Foreclosure as a result of scale economies in h  ealthcare provision

Another relevant theory of foreclosure is due teRassen et al. (1991) and Segal and
Whinston (2000). This theory applies if scale effén the upstream market exist. According to
this theory, if there are scale economies upstrelaem vertical integration or exclusive
contracts may lead to foreclosure of upstream firms

Two main assumptions playing role in this theory @y that there are economies of scale
upstream; and (i) that the integrated firm carmetifvely ‘exclude’ competing suppliers.
Therefore, this theory is relevant only where Headte provision is characterised by scale
economies, and where there are effective ways tefidieg the use of alternative providers by
the enrolees of the vertical combination. Undes¢heonditions, vertical integration or
contracts between a provider and an insurer maytresforeclosure.

This may in practice be achieved, for examplepfiews: since large hospitals have
relatively many patients; vertical contracts oemration with large hospitals would be more
attractive for insurers than with small hospit#ifter signing a contract with such a large
hospital, the insurer can channel clients to tlispital. Smaller hospitals may then not have
enough clients to achieve their optimal scale aed@ced to supply at a higher price, or have
to close certain treatments, because they havenmatgh clients to achieve a minimum scale
under which they can still satisfy the quality regments® (e.g. the minimum number of
medical procedures in order to be allowed to penftrem). As a result these hospitals have a
disadvantage, or they may even have to exit fraamtharket.

% These minimum standards can specify the minimum number of medical procedures that a doctor (or a hospital) should
perform, for example annually, in order to be allowed to perform them.
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Note that the theoretical arguments concern ordycthst-side, however, there may arise also
effects on quality. Empirical evidence confirms fivresence of a positive relationship between
the volume of operations and quality for complesnds of healthcare, but the question of the
causality between them is more complex: on thesiohes patients may prefer to go to providers
with higher quality; on the other side, a largenresdf operations may increase quality through
scale and learning effects. Some recent studiéiagete causality for datasets on several types
of complex treatments (such as aorta-aneurysm tipesaor open-hart surgeries) find the
latter effect to be stronger. See Halbersma (268& brief overview.

The presence of positive effects of scale on guplgtifies the need for certain restrictions
on the minimal scale. The welfare gain associatithl positive effects of scale on quality has to
be included in the evaluation of the overall effetcvertical relations on welfare.

(c) Vertical relations as a commitment device

According to the economic literature, vertical tedas can arise as commitment device for a
firm with market power to restrict its output (Had Tirole, 1990). In more technical terms,
this works as follows. When an upstream firm hasketspower, and there exists downstream
competition, the upstream firm wants to restristdbwnstream output and extract as much
profit from the market as possible. However, itfe@ commitment problem similar to the
problem of a durable goods monopolist: as sooredsals sold his product to some downstream
firm A at some price P, he has an incentive to poedsome more and to sell it to other
downstream firms, because he will gain from addgicsales. The increase of the output,
however, lowers the price level in the downstreaankat, thereby decreasing revenues of firm
A. As firm A expects this opportunistic behaviodrtlee upstream monopolist, it will not agree
to pay him price P. In such a case, vertical irgggn or an exclusive contract would provide
the upstream monopolist the possibility to commit to increase his output. Hence, he will
deal with one downstream firm and will exclude titeers. Therefore, this theory generates
foreclosure.

The main assumptions for the result to hold arddiewing: (i) the upstream firm has
market power, (ii) the revenues of one downstreiam depend on the transactions that the
monopolist has with other firms (this is calleditacting externalities’), and (iii) the
integrated combination can effectively exclude dtiger firms.

In healthcare, this theory may play a role wheregtovider market features significant
market power (e.g. regional, or specialised healthprovider) and the insurance market

consists of several insurance firms competing rstimers.

Conditions

Based on the discussion above, we can formula&ralesonditions under which vertical
integration or vertical restraints may cause amtipetitive foreclosure by the three exclusivity
mechanisms described. Some of these conditiongesueral for these mechanisms:
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There is initially market power at least in one kedr

Positive efficiency enhancing effects are small

There is the possibility to realise the exclusidic@mpetitors (e.g. it is possible to use exclusive
contracts, or tiering is effective mechanism foclegion)

In addition to these, there are also specific dibm supporting each outlined theory, which

we summarise in the table below.

Table 4.1

Summary of the additional specific condit  ions

Form of vertical integration

Specific conditions, based on insights from

the economic literature

a) Foreclosure in case
of strong differentiation
among insurers

Exclusive contracts

sLinear contracts

b) Foreclosure as a
result of scale
economies in
healthcare provision

Exclusive contracts or
full integration

*Scale economies

c) Vertical relations as
a commitment device

Exclusive contracts or
full integration

«Contracts/integration

Who is foreclosed from

the market

*Higher differentiation ~ upstream of one insurer with the
among insurers than hospital affect revenue
among hospitals of other insurers
Hospital Hospital Insurer

Before turning to the discussion of policies toigdte these types of foreclosure, let us first
address the question: how plausible are these mirhs in the Dutch context?

For mechanism (a), given the uniform basic benefitskage, atrongdifferentiation
among insurers does not seem likely. Besides, iadditassumptions that are required for this
type of foreclosure, such as a restriction on @mttrto be linear may not hold. Furthermore, in
the model of Gal-Or, consumer welfare does noteBes® as a result of foreclosure.

Mechanism (b) seems questionable, but we canmeitralit. Recent research by Blank et
al. (2008) finds no evidence of any economies afesamong Dutch hospitals; on the contrary,
there is empirical evidence of diseconomies ofeseal measured by the number of beds.
However, this result holds for hospitals as a @regitity providing multiple healthcare services.
While on average, there may be no scale economiested (just because some services are
organised more efficiently and some are not), tineag be scale economies for certain types of
healthcare services within hospitals at the le¥ehedical specialties. This conjecture,
however, has not been empirically tested in tleediure (yet). Reviewing the peer-reviewed
literature on scale effects in hospitals, Blankle{2008) do not come across empirical
evidence concerning scale effects for specific wadirocedures. A study by the Center for
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Healthcare Industry Performance Studies (1997) ftweniJS, however, finds sizable cost
savings in outpatient surgical procedures arezedlby hospitals with higher case volumes. In
addition to cost savings, there may be also aipesiffect of operation scale on quality, which
also has to be taken into account in the evaluatidhe total effect of vertical integration (or
vertical contracts) on welfare.

Mechanism (c) may play a role in practice. In thetti¢rlands, many hospitals have some
level of market power, whereas competition betwieenrers seems to be fierce. In such a
situation the commitment problems identified by tHard Tirole (1990) may play a role. To
solve the commitment problem by means of contrdictas would have to use explicit
exclusivity clauses. There are provisions in thve d&lowing the regulator to impose
proportional obligations on providers and insuneith market power, which may mitigate the
likely adverse effects of such exclusive contragiswever, the commitment problem may also
be reduced by vertical integration. In the lattese;, no full exclusion is necessary, since
foreclosure can be realised also by simply raisivgl cost. In contrast to full exclusion, the
latter behaviour is less restrictive and therefoe likely to be feasible.

Summarising the discussion above, we concludewbatan basically ‘disregard’ the
mechanism (a). For (b), we can restrict considenatb activities where scale effects are
present, however, their positive effects on efficieand quality are not large. For (c) it seems
that the risk of foreclosure is higher in the cabgertical integration of providers with market

power than in the case of contracts.

Mitigating effects and policy
The mechanisms discussed in this section rely empdssibility of exclusion, for example, by
means of exclusive contracts or by contracts vigthirng. On the one side, tiering is an
important instrument to realise the benefits oéstle contracting, therefore, it should be
generally allowed, unless there are grounded amipetitive concerns. According to NZa
(2007a), unclear legislation could have been ortbefeasons why selective contracting has
been hardly used so far. NZa (2007a) has alredeiynta clear stance on this issue, stating that
any degree of tiering is allowed under the conditid transparency (as already mentioned in
section 1.2.1). On the other side, it is conceigdbat tiering may in some cases appear to be an
effective way of foreclosing competitors (when ubgda vertically integrated firm to raise
costs of other insurers). Therefore, it is impottaninvestigate its effectiveness, to see if intlee
the need for capping the allowed tiering for certag¢althcare services, notably, for those where
we expect economies of scale but where the posfieets do not outweigh the foreclosure
effect.

In the case of mechanism (c), contracts (even tim&dving providers with market power)
are less likely to achieve foreclosure than veltiti@gration, therefore, the latter should be

considered with relatively more caution.
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4.3

Waterbed effect

Introduction

An important feature of the Dutch healthcare maiketn asymmetric distribution of insurers
across regions. Historically, each insurer orighsdrom a certain region and still serves the
most of that initial region. This feature may trggdgoreclosure via the so-called ‘waterbed
effect’. This effect may arise when the growth aédnsurance firm results in a competitive
disadvantage for another firm. This disadvantatstes to the cost-shifting of the provider to
decrease prices for one insurer while raising rice others. In relation to the foreclosure
literature, the waterbed effect can be viewed ggegific way to raise rivals’ cost. The related
concepts that are known in the healthcare liteeatwe ‘dynamic cost shifting’ or ‘cost shifting’
in the healthcare literature (Dranove and Satteaitive, 2000).

Institutional context

Before 2006, public insurers were local entitiekhdugh the market has been liberalised and
they can operate nationally, they still have ldagal client bases in their original regions. In
one region insurer A is large and insurer B is $mwéhereas in another region insurer B is large
and insurer A is small. At the level of each regiselective contracts or vertical integration
may further increase the bargaining power of thgdaegional health insurer and decrease the
bargaining power of competing small firms. Whersthappens, the so-called waterlaéfe:ct

may come into play.

It seems probable that large insurers in the N&thds have a better bargaining position
than small insurers. For example, recent reseastiguwlata on contracted prices and quantities
of Dutch healthcare providers for 2004-2006, fihdttinsurers with a larger market share are
able to contract at a lower price (Mosca et alQ72Halbersma et al., 2007). Having an
asymmetric distribution of market share to begithwhay enhance the waterbed effect. Once
triggered, the effect may stimulate a further giowft the large regional insurers in their
respective regions. In the end, this may lead ¢éontlarket structure that features a large
dominant insurer in each region that contractsnajor regional providers.

A counterargument to this reasoning arises if thegeshortage of healthcare supply
capacity in the region (e.g. due to regulatory $yippnstraints). A large regional insurer may
then be at a competitive disadvantage, becauds lafgje regional market share and the legal
obligatior?® to provide care such an insurer has to contragraviders (also inefficient ones),
while small insurers can selectively contract vatily the most efficient ones because they only
have to contract care for a small number of custsmdoreover, since the providers know that
the large insurer does not have an outside opti@y, may ask a higher price. Due to this lock-
in effect, large regional health insurers may h@veharge a higher premium.

% In Dutch, this obligation is called “zorgplicht”.
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Mechanism

When the downstream firm (the insurer firm, in case) is growing as a result of horizontal
mergers, the waterbed effect may arise as foll@uppose that a large insurer receives a larger
discount from a provider than a small insurer.uéls a large insurance firm merges with
another insurance firm, this increases its bargagipiosition, resulting in additional discounts.
Therefore, the merged party can reduce insuraremipm and attract more consumers, who
will leave the competing insurers. This furtherrgmses its bargaining power, while reducing
the small firms’ bargaining power. As a consequettoe discount received by small firms from
providers decreases, which further deteriorateis baggaining position. In this way, the large
firms grow and the small firms shrink. Inderst araletti (2008) show that the waterbed effect
may occur also if the growth of the large firm @sdanic’ (because of efficiency
improvements), instead of through horizontal mesg&he textbox on the next page explains in
more technical terms how and under which condititeswaterbed effect may arise.

Since the mere mechanism of the waterbed affeistsnin cost-shift between the firms,
this effect by definition causes foreclosure of Brilans by raising their cost. However, this
foreclosure is not always anticompetitive. Fireg targe buyer’s increased competitiveness
(due to its lower marginal costs) may force smableyers to reduce their prices tJdf this
happens, all prices decrease, which is generathy dor welfare. Second, although the small
firms’ customers pay more, the large firm’'s custosneay less. The overall effect on welfare
depends on the relative sizes of these two oppefiets.

Conditions
Based on the insights from the theory of Inderst "aletti (2008), discussed in the textbox, we
can identify several (cumulative) conditions foe tlvaterbed effect to arise and to lead to

anticompetitive foreclosure:

Linear or at least restricted contracts

The possibility of regional premium differentiatiby insurers

Large discrepancy in the size of insurers

No shortage of healthcare supply capacity

Significant fixed contracting costs leading to Ergliscounts to large insurers
Significant share of consumers actively reactsiffergnces in premiums

Low potential efficiency gains from integration

s Assuming that prices are above marginal cost.
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The ‘waterbed effect’

The term ‘waterbed effect’ was first coined by the UK’s competition authority in their inquiries into the UK grocery
retailing sector. It refers to a situation where a growth of one retailer (‘buyer’) generates a lower wholesale price for this
firm, while a higher price for its competitors. A larger price reduction allows the large buyer to reduce its final prices and
to attract a larger market share at the expense of its smaller competitors. This reduces the scale of small buyers’
activities and deteriorates their bargaining position vis-a-vis their suppliers. As a result, small buyers’ discounts are

reduced and their prices are increased. This may harm consumer welfare, but it can also increase consumer welfare.

Inderst and Valetti (2008) present a theory of the waterbed effect. They assume that buyers can turn to an alternative
supplier, but that they incur a fixed switching cost when doing so. The possibility of bypass (switching to an alternative
supplier) creates an outside option for the buyer, which disciplines the incumbent supplier and determines the price it
can charge the buyer. A large buyer can spread its fixed switching cost over a larger volume. Its outside option is
therefore more attractive, which results in a larger discount. The resulting lower marginal costs make large buyers more
competitive. Due to the increased competitiveness of larger buyers, the profits of a small buyer decrease, both when
this buyer stays with the incumbent and when it switches to the alternative supplier. If the profit decrease is larger in the
latter situation, then the large buyer's discount negatively affects the small firm’s bargaining position. Inderst and Valetti
argue that this is the case under plausible assumptions. The small buyers’ less attractive outside option leads to lower
discounts and, hence, higher prices for consumers. The waterbed effect is more likely to harm consumers when the

large buyer’s price discounts are already substantially larger compared to small competitors.

Inderst and Valetti show also that the waterbed effect arises irrespective of whether a firm grows by acquisitions or
‘organically’, i.e., by becoming more efficient. Note that the total welfare (of both firms and consumers) is increasing in
the case of ‘organic’ growth, since a more efficient firm will be growing.

This theory may be relevant for the healthcare sector, where health insurers act as ‘buyers’, who have to bargain for the
prices of healthcare services with hospitals who play the role of ‘suppliers’. ‘Switching costs’ can be interpreted as the
insurer costs of negotiating new contracts with alternative hospitals and stimulating the insurer’'s clients to use the
services of these hospitals. Therefore, the theory can be used to illustrate the contracting disadvantage of small insurers
compared to large insurers. An important caveat is that this paper restricts the contracting form to be linear. If the buyer
and the seller (in the context of the healthcare market: the insurer and the hospital) can enter into nonlinear contracts,
the waterbed effect may not survive. To see this, assume that a two-part tariff allows the insurer and a hospital to
maximize their bilateral profit. A change in bargaining strength will then just change the allocation of total surplus
through the fixed fee but not the per-unit price agreed upon. In this case, all other insurance firms’ marginal costs are
unaffected by the increased bargaining power of the large insurer firm and the market outcome does not change if the
distribution of bargaining power changes. Nevertheless, general nonlinear contracts may not be feasible if the
intermediate good (i.e. the provision of healthcare service by the hospital) is tradable, or if substantial information

asymmetry about costs exists. Also, contracts may be incomplete due to transaction costs.

Mitigating effects and policy

To some extent, community rating mitigates the wrgd effect at the level of province because
an insurer cannot reduce rates in one part of tbeipce without reducing them in the rest of
the province. Therefore, the requirement for insticd more than a certain size to offer policies
on the national level would go against this eff€@irrently no insurers offer provincial
insurance policies yet, but we do not know if thi#f also hold in the future. The question is
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therefore whether premium differentiation at theeleof provinces (as allowed by the ZVW) is
sufficiently refined to make the waterbed effecsgible.

In addition, it is possible that collective contsabelp prevent the effect by lowering entry
barriers for insurers. Large employers often emphdgtively many people from many different
regions. If by offering a (small) price decreasenall insurance firm or a potential entrant
succeed in convincing some large employer to sigollactive contract with it, this leads to a
large shift in market share away from large inssir&uch a situation would ensure that large
insurers’ competitive advantage vis-a-vis smaluness would be small, thereby limiting the
ability of large insurers to exercise their margetver and obtain disproportionate discounts.

Note that the presence of fixed costs of dealirtty @nother provider is an important
condition for the waterbed effect. We interpreteese costs as contracting costs of getting
involved with a new provider (it includes collegimformation on quality and channelling
consumers to this new provider). For example, tltesés may arise because before engaging
into a contract with a new provider, the insuraoocmpany needs to collect certain information
about quality and capacity of this provider. Conswrare also more wiling to switch to the
new provider if they know that the quality of iEsrgices is high. Policy can reduce contracting
costs by making this information more transparent.

Foreclosure by hidden actions: sabotage

Introduction

The mechanisms that we discussed in sections 4.2.8rare realised by contractible actions of
the firms (i.e. via prices). In this section wealiss the potential for foreclosure by hidden
actions. Hidden actions to hurt competitors arevkmin the economic literature under the term
‘sabotage’. There exists an extensive literatursalyotage in telecommunications markets (see
e.g. Mandy and Sappington, 2007), which distingesstivo forms of sabotage: cost raising or
demand lowering sabotage.

In theory, incentive for sabotage arises when ardbgam firm, which has large market
power and is subject to regulated prices, integraiigh one of the firms competing in the
upstream market. This circumstance may occur alshd healthcare market, where provider
prices are often regulated. Therefore, in thisisaave study the implications of vertical
integration between insurers and providers (witheoldss of generality we will refer to
providers as ‘hospitals’) when provider prices argulated. The question we want to address
is: can an integrated firm use hidden actions tedimse competing insurers?

The concern arises for hospitals with strong mapkater. Price regulation prevents the
hospital from raising prices to exploit this marketwer. However, vertical integration between
such a hospital and an insurer may enable the ewtibn to transfer the market power of the
hospital to the insurer level. In contrast to tlespital market, the insurance market is not price-
regulated. Gaining market power in the insurer segfrvould enable the vertically integrated
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firm to extract consumer surplus via insurance puens. Therefore, under regulated hospital
prices, vertical integration of an insurer with@shital possessing market power may give an
incentive to the integrated firm to drive competingurers out of the market. The vertically
integrated firm may be able do this by engagingabotage.

Previously we noted that vertical integration cafydead to anticompetitive effects when
either healthcare providers, insurers or both haaeket power. Here we consider the case in
which market power is present on the provider sig@e|n the provision of healthcare services
in hospitals, rather than on the insurer side.

Institutional context
As explained in chapter 1, in the Netherlandspastiier European countries, prices of most
healthcare services are regulated (the A-segrifentile prices of some healthcare services are
not (the B-segment) (NZa, 2007c). Given a largeesbéprice regulated healthcare services
(80% in 2008) and the possibility that market poiggsresent for some hospitals, there may be
therefore a potential for sabotage.

The premiums of the total insurance package offeseihsurers can be set freéfy.
However, insurers are required by law to demandroanity ratingsat leastper province, i.e.
geographically uniform premiums within the provinte addition, they have to accept all
clients applying for the basic package. Insurefsrafonsumers both the standardised basic
benefit package and non-standardised supplemeln¢sugfit package.

Mechanisms

In order to illustrate the mechanism of sabotagerestrict ourselves to the case in which
maximum prices for all healthcare services provigedospitals are regulated, while insurer
premiums are not. This is currently nearly the das¢he basic benefit packadf.

Suppose we have a hospital with a monopoly positiaparticular geographic area, and a
relatively competitive insurer market. If an insuvertically integrates with this hospital, it
creates a vertically integrated firm that has mbagaver in the upstream market, where its
prices are regulated. We know from the literatunesabotage that such a firm can then exploit

this power via sabotage, in the other words, hgrtiawnstream rivals by non-verifiable

% More precisely: the prices of consults and medical procedures by GPs and (institutionalized) treatments in hospitals are
regulated in the form of maximum reimbursement tariffs, and the prices of consults of freely established specialists are
regulated by bandwidth tariffs. In the Netherlands the bandwidth tariffs for free established specialists consist of hourly fees,
while maximum prices for institutionalized medical treatment in hospitals, i.e. a bundle of complementary medical services,
are gradually paid on the basis on recently introduced forms of DRGs (DBCs in Dutch), but also still on the basis of
functional macro budgeting. The prices of the some healthcare services covered under the mandatory basic benefit package
in the segment of uncomplicated, elective care are unregulated. Insurers bargain with healthcare providers to determine
transaction prices for both categories of healthcare services.

% Since the enactment of the Health Insurance Act (ZvW), insurers in the Netherlands are allowed to freely set insurance
premiums for the basic mandatory insurance benefit package.

“% Our reasoning concerns regulated prices, and therefore, strictly speaking, is not applicable for the liberalised segment.
However, it is presumably still applicable, as long as the share of regulated services is large.
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actions. Below, we describe three potential waysatifotage that seem relevant from the
theory.

First, as explained in chapter 2, the healthcagastry is characterised by information
asymmetry between healthcare providers and insutersefore, many aspects of quality are
not fully observable and consequently non-conthdtience, there is a theoretical possibility
of ‘sabotage’ by decreasing non-contractible qualihe medical professional ethics makes
non-contractible quality decreases unlikely to tanifested in the form of a reduction of the
quality of medical treatments. Still, there mayab&o other aspects, which are not fully
contracted yet observed by clients, inducing therswiitch, e.g., hospitals can provide faster
service to the own insurer’s clients, while longeiting times for other clients.

Second, it is known that firms in insurance markags/ increase profits by selecting clients
with smaller expected insurance costs. This behav#oalso called ‘risk selection’. In the
context of health insurance, vertical integrati@veen an insurer and a provider may facilitate
such behaviour against other insurers as follovesgitals have better information than insurers
about potential risks of certain sicknesses andptications for their clients. Therefore, a
vertically integrated firm has more information ab@otential future costs of the patients of
this hospital than its competitors have. The firas the incentive to use this superior
information for profit maximisation, in particulaby ‘risk selection’, leaving higher risk clients
to a less informed competing insurer. In practarejnsurer firm cannot reject clients for basic
insurance, but it can make its product unattradiiveertain clients, e.g. by not accepting them
for supplementary insurance. Of course, the riskaéigation scheme among insurers reduces
the scope for this. Risk selection is only possibléhe extent to which the scheme may not be
perfect. Another question is whether indeed thargiscould learn from the hospital much
more than he could have learned from consumersttiiréor example, by asking them to fill a
form with health related questions before providihngm with supplementary insurance).

A third form of hidden actions is supplier-inducgeimand, which we mentioned in chapter
2. A vertically integrated firm can in principledrease the cost of competing insurers by
inducing extra demand for healthcare services efttlents of these insurers. However, in order
to realise this, the doctors would need to selebtiassign treatments in such a way that
induces more costs on clients of other insurerslewtot on the insured by this firm.

These three types of hidden actions fit to ourndtdin of sabotage. Professional ethics may
curb all forms of hidden actions detrimental toi@atis, but it might be corrupted in the face of
strong incentives. The existence of non-contragtésid not transparent information on quality
seems the main concern here. Information regartiiege aspects is very difficult to verify in
practice.

Note also the difference between the case of regitariffs of healthcare providers and the
case of unregulated tariffs. In the latter casetjcad integration of a hospital having strong
market power (or even a monopoly position in soegngent of the market) with a competitive
insurer is less likely to evoke some form of sabetéor two reasons. First, hospitals operating
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in the liberalised segment do not need integratiaorder to raise prices. Second, even if such a
hospital would want to engage in sabotage, thisldvoat be sustainable, as long as entry in the
liberalised part of the hospital market is relatjveasy. In the latter case, raising prices islyike

to lead to new entry.

Conditions

Sabotage helps vertically-integrated firm transferket power from the hospital market into
the insurance market. Since market power is trarexfe¢o the insurer segment, insurance
premiums are likely to increase, unless efficiegains that can arise from vertical integration
are extremely large. Based on the discussion, wetify the set of conditions for this
mechanism come into force:

Large initial market power of the provider (e.gmnalst monopoly situation)
Regulated prices of providers
Non-contractible aspects and the possibility fer pnovider to engage into sabotage effectively

Low potential efficiency gains from integration

Mitigating effects and policy

The presence of community rating and the risk-adjast scheme among insurers mitigate
incentives for sabotage to some extent. We disitiese two existing elements of the Dutch
system below, and then turn to additional polictiays.

In the Netherlands insurers are required to chaogemunity premiums for the basic benefit
package. Therefore, the insurer cannot raise tha@mce premium only in one separate region,
but would have to set a higher premium for the wharovince. This may lead to a loss of
clients in other parts of the province. Hence, urmanmunity rating, the increase in the
insurance premium by a vertically integrated figriawer than in the case of price
differentiation across regions within the provinc€hkis limits the possibility for the insurer to
benefit from market power that may arise becausedfcal integration with a particular
hospital, which reduces incentives for sabotagevéie@r, if a firm is small and operates only in
one region, this mitigating effect does not work.

The risk-equalisation scheme already limits thesiimlity of sabotage by risk selection, as
insurers are ex ante and ex post compensateddaisthprofile of their client base. If there is a
scope for using the hospital’'s superior informationrisk selection, an additional way to
reduce sabotage would be erecting ‘Chinese walitklimvan insurer-hospital combination with
regard to certain information about patients’ heakks. This applies to information allowing
the integrated firm to engage in sabotage, i.€ymation which the insurer otherwise would
not have.

Sabotage through quality degradation by hospitélsmpractice be mitigated by the work
ethic of medical specialists. Besides, policy measgan contribute to safeguarding quality,
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e.g., by increasing transparency of the qualitge¥iice, for instance trough disclosure of
quality aspects, such as waiting times, on wehsites

If the above relatively soft measures remain irisigit for decreasing the negative effects
of sabotage, the negative effects of vertical irddgn may dominate the positive effects, which
will result in anticompetitive foreclosure. In sualtase, a stricter policy measure would be to
prohibit vertical integration.

Summary

In addition to positive effects, vertical relatiofssich as vertical integration or exclusive
contracts) may also have anticompetitive effectgadrticular, related to foreclosure. Therefore,
it is important to recognise the special circumstathat may potentially initiate a ‘foreclosure
mechanism’. These mechanisms may target to exdohpetitors, to disadvantage them, or to
abuse market power via ‘sabotage’. In this chaptehave identified market conditions
associated with such mechanisms.

We stress that there are two general conditiongwimwld for any foreclosure mechanism
discussed above. First, foreclosure cannot aripeifectly competitive markets; and second,
for foreclosure to be anticompetitive, the negatiméicompetitive effect has to outweigh the
potential efficiency enhancing effect. In additiorthese two conditions, each mechanism relies
on additional specific conditions (an overview lod specific conditions is provided in Table
6.1 in the concluding chapter).

Several institutional features of the Dutch heathanarket mitigate foreclosure
mechanisms to some extent. These mitigating faatetsde community rating, collective
contracts, risk-equalisation among insurers andch@eolment for the basic insurance, which
makes foreclosure in the Netherlands less likedyntim countries that do not have these
institutional arrangements. Yet, these features nmyfully prevent the risk of foreclosure.
Therefore, we have also discussed additional paltions that could improve the market
outcome (summarised in the last row of Table 6.1).

In the next section we use these insights to peosa@me illustrative analyses of particular
forms of vertical relations (full integration anéntiical contracts) relevant for the Netherlands,
highlighting the role of market conditions for therket outcome.
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lllustrations

In the Netherlands, insurers and healthcare prosides contemplating cooperation, or in a few
cases have already taken steps in this directionp€ration takes the form of selective
contracts or mergers and acquisitions betweenénswand providers, such as hospitals, nursing
homes and GP practices. Several co-operationsnealieed recently. Examples are the take-
over of a minority share of the Maxima Medical Gertty the CZ-insurance group, selective
contracting related to preferred provider poliaiesently offered by two Dutch insurers (the
‘Zekur’ polis by Univé and the recent insuranceippby CZ*), and the agreement reached by
GPs in Houten, a small Dutch city, with insurer Misrto work in five medical centres, which
will be financed by Menzis.

These particular types of vertical relations angeeglly relevant for the Netherlands.
Therefore, here we address them in more detailfilstdook at mergers between an insurer
and a hospital (section 5.1). Next, we turn toekemple of selective contracting of hospitals
by an insurer (section 5.2). Finally, we considertical relations between GPs and insurers
(section 5.3). For each of these three types afiogls, we first discuss an existing example in
the Netherlands, after which we apply the insidids chapter 4 to analyse the outcome of this
type of relations for different market situationglao identity when (and by which

mechanisms) foreclosure may arise, and when not.

Mergers between an insurer and a hospital

A merger between an insurer and a hospital createstically integrated chain, featuring
elements of an HMO-structure. The effect of suclomanisational form on total welfare is not
clear-cut: if anticompetitive effects exist, thepyrstill be outweighed by positive efficiency

effects.

Example
A recent example of (partial) vertical integratioetween a hospital and an insurer in the
Netherlands has been the take-over of minorityesbathe Maxima Medical Centre, a small
orthopaedic hospital, by the CZ-insurance groupth&tinsurer level, CZ is a large regional
insurer with 60% market share in the region (Evesa2008), while at the provider level, the
Maxima Medical Centre has a relatively small mateire.

As explained in chapter 2, vertical integration bane a positive effect on efficiency,
which may have been the case here. In additiond@asing productive efficiency, the take-
over can also increase the quality of service.dx@mple, Everaers (2008) stresses the
substantial quality improvements that have beelizezhin this case. These improvements stem

“! This insurance policy abolishes the compulsory co-payment of 150 euros for clients visiting contracted providers who
meet certain quality standards set by CZ.
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from a better internal organisation and improveahping of operations in the hospital that were
put forward by the insurer, leading to reduced ingitimes for patients. However, to the extent
that these efficiencies seem to be pure in-hoseitaiencies, a relevant question is why the

take-over was necessary to achieve them?

Foreclosure analysis

In a general case, the possibility of foreclosa® Well as the possibility of each foreclosure
mechanism) depends on the market circumstancesefohe, when analysing the possibility of
foreclosure, we should first identify which typerafirket structure we are dealing with, and
then focus on this particular structure.

No market power of the hospital and potentially com petitive insurers

If both the hospital market and the insurer magketrelatively competitiv, vertical

integration can hardly affect the level of competitin these markets; therefore there is little
scope for vertical integration to hurt consumensthle example of CZ and the Maxima hospital,
since only a small clinic is involved in cooperati@and besides, it is not fully owned by the
insurer and continues to serve clients of otheur@s, anticompetitive foreclosure seems

unlikely to occur.

Regional hospital with market power

In the case of a hospital with market power thefaveloutcome of its vertical integration with
an insurer may be different. We explained in sectidhat vertical integration of a hospital with
market power and an insurer (assuming severalénswompete in the insurance market) can
lead to foreclosure via ‘exclusivity’. First, a lptgl may vertically integrate with an insurer to
commit to charge other insurers a high price. Sdcdrthe minimal feasible scale of operation
is relatively large; or if there are large econosnié scale and scope in provision of (liberalised)
healthcare services, vertical integration may hkeafibreclosure of other hospitals.

In addition, under vertical integration betweernirmsurer and a hospital, foreclosure may
also arise via ‘sabotage’, if hospital tariffs aegulated. Sabotage may occur either in the form
of increased costs, or decreased quality, or Mtiether sabotage occurs, and in which form,
depends on how easy it is for the vertically intégd combination to increase rivals’ costs or
reduce rivals’ demand. Without price regulatiorg tiospital does not have an incentive to

extract rents by engaging in sabotage (see chdpter

Regional insurer with market power
If there exists market power of a major regionalirer in the insurance market, vertical
integration may result in the ‘waterbed effectitibn the one hand increases the efficiency of

“2 The case if the market for hospital services is open for entry and entry of new providers is easy, falls into this category. In
this case, the market is effectively competitive. Entry will occur and vertical integration is unlikely to be anticompetitive.
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the integrated firm, but on the other hand wealteadargaining position of the remaining
insurers versus the integrated hospital-insurerldoation, as a result of their loss of market
share. Although this effect will generally incredstal welfare, it may decrease consumer

welfare in the long run.

Take-over of a hospital by an insurer in the case o f the hospital bankruptcy

What are the potential consequences of a take-over of a hospital by an insurer, when the hospital faces bankruptcy?
Such a situation may occur in the near future, as some hospitals are increasingly liquidity constraint. According to the
RVZ,* about 25% of the Dutch hospitals may get into financial problems as the result of the liberalisation of hospital
care and the increased financial responsibilities of hospitals for their investment. Meanwhile, the ‘Commission of wise
men’ has been established to work out tailor-made approach for hospitals which may come into insuperable problems

as a consequence of the abolition of re-calculation of capital costs.

A central question that should be addressed is: why would an insurer be willing to invest in a hospital that faces
bankruptcy and cannot itself acquire sufficient financial recourses? A naive answer may be that hospitals face financing
constraints that do not apply to insurers. Thus, though the hospital's operations may be profitable in principle, it might
not be able to attract the necessary financial resources, because it cannot pay potential investors an adequate return on
investment.** However, if an insurer would be willing to invest, why would an arbitrary private investor not be? Both are
rational investors seeking to maximize profits. If under the same conditions non-insurers would also be interested to

invest, there seems nothing to worry about for policy makers.

If only insurers take special interests in hospitals that face bankruptcy, this must be because additional profits can be
realized that are specific to the insurer-hospital combination. In particular, the insurer-hospital combination may realize
efficiencies that cannot be realized in other ways. However, if such efficiencies would exist, they would also be present
in the absence of potential bankruptcy for the hospital (as the previous case has shown). Nevertheless, cash starved
hospitals may be willing to sell out at a bargain, increasing the likelihood of such a merger. Of course merger specific
anticompetitive effects can in principle also be a reason to integrate vertically. For example, the takeover can create the
possibility for the insurer-hospital combination to engage in anticompetitive foreclosure.

Conclusions
In the general analysis provided in this sectioa,have illustrated the link between market
power and the potential foreclosure mechanisms #tdtast in theory, may play role in the
case of vertical integration between an insurerahdspital. We stress that initial market
power is an important condition for all these metbas.

When the hospital has market power, vertical irdégn with an insurer facilitates the
hospital’s commitment to charge higher transactinoes with other insurers, which can lead to

43 RVZ stands for ‘Raad voor de Volksgezondheid en Zorg'. According to RVZ, “...zo'n 25% van de instellingen door deze
grote verandering problemen gaat krijgen. Dat kan leiden tot overnames, faillissement, of vervanging van zwak
management”. See the RVZ press release of March 7, 2006.

% To date, Dutch hospitals have a non-profit status. It is expected (although not certain yet) that as from 2012 Dutch
hospitals will be allowed to make profit. A well-known case of large financial difficulties in a hospital is the case of the
Amsterdam-based Slotervaart hospital, which was then taken-over in 2006 by the Meromi Holding (not an insurer). Already
in 2007, it showed a positive result. Source: ‘Onderneemster maakt noodlijdend ziekenhuis winstgevend’, February 11,
2008, see http://www.zibb.nl.
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foreclosure of other insurers (‘raising rival cdstif scale economies are present in the
segment of healthcare services in which this habpjterates, vertical integration can cause
also foreclosure of other hospitals operating ia fggment. When the hospital has market
power and its prices are regulated, vertical iraégn may provide an incentive for foreclosure
via sabotage. Sabotage requires that the integpatedder can manipulate the quality of
healthcare service delivered to clients of othsuiers, or that it can use private information of
the provider to undertake actions in the insurgnsent.

Finally, in case of integration of a large regioimedurer with a hospital in its region, other
insurers can be foreclosed (from this region) W& ‘tvaterbed effect’. However, such
foreclosure is only possible if large positive eiffincy gains are realised by vertical integration.

Selective contracting and tiering

In this section we focus on effects of selectivetracts between insurers and healthcare
providers in combination with tiering. So far, m@aatch insurers hardly restricted the choice
of healthcare providers for their policyholders. eféis however an exceptierthe ‘Zekur’
polis of Univé. We first describe this examplegafivhich turn to a more general analysis.

Example

In 2007, the Dutch health insurer Univé introdueetew insurance policy, called the ‘Zekur’
polis. This insurance policy offers full reimbursemnt for hospital care at only 13 hospitals and
only for medicines that are bought at the intept@rmacy of Univé. In special cases (e.g.,
emergency or top clinical care), Univé will coveetfull cost for the treatment at any hospital,
otherwise, visiting other hospitals requires a egspent of 20% of the incurred cdsThis
insurance policy is offered only via the interrétan be terminated at any time during the
year, after the ‘termination term’ of two monthdréred by the law) expires. There is no
specialised childcare hospital among the 13 hdspitaluded, therefore, this policy is not
intended for families with children.

The ‘Zekur’ polis is the cheapest insurance poiicthe Netherlands. In 2007, its premium
was 933 euros, roughly 120 euros below the Nethdglaaverage (Douven and Mannaerts,
2008). However, a remark is in place about otHear(tforeclosure) potential effects of vertical
relations exposed by this case. See the box ‘Rikdcson versus specialisation’ below for more
details.

% Healthcare provided by GPs is included in the insurance policy.
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Risk selection versus specialisation

One explanation for the relatively low price of the ‘Zekur polis’ is that selective contracting results in more efficient
healthcare provision or more bargaining power on the insurers’ side. An alternative explanation, offered by Douven and
Mannaerts (2008), is that this policy might be designed to select favourable risks. The reasons are the following. First,
the insurance policy can only be bought via internet, thus implicitly selecting younger people. By itself, this would not be
a problem, because the Dutch risk-equalisation scheme adjusts for the age of insurants. However, in combination with
both the restricted choice of hospitals and internet pharmacy services, this may result in implicit ‘cherry picking’ from this
group, if this polis is more likely to be selected by healthier people, for example, by young men and women without
hospital experience; or, among women, by those who do not have children or do not plan to give birth during this
insurance contract. Second, a policyholder can switch to another insurer at any time, which makes it attractive to buy
this policy when healthy, and switch to another policy when getting seriously (chronically) sick.

Some efficiency benefits can indeed arise, for example from cost savings realised by offering insurance and pharmacy
services on the internet instead of over the counter. However, savings on the side of healthcare provision are likely to be
mild, according to Douven and Mannaerts (2008). It is more likely that the insurer gets favourable contracts from
hospitals for other reasons. Hospitals are compensated per DBC (diagnosis based combination), but there are cost
differences within the same DBC, e.qg., the cost treatment of a young person is on average lower than for an old person.
Therefore, the discounts that are given to Univé by these selected hospitals may be arising because of this.

This experience shows that selective contracting accompanied by offering preferable provider policies opens
opportunities for clients’ selection. On the positive side, this can facilitate insurer specialisation on certain patient groups
(e.g. on patient with certain chronic diseases), which opens a scope for efficiency improvement because of
specialisation. On the negative side, it gives a warning to watch out for potential risk selection, which is just a shift of the
cost burden towards other insurers. Note however, that risk equalisation scheme helps correct the negative effects of
risk selection. In the long run, other insurers are likely to restore the balance by introducing similar policies and thus
preventing cherry picking by the first insurer. Note also that in the case of basic insurance, risk selection does not
necessarily reduce total welfare, but rather reallocates it (reduces prices of consumers with low risk of illness, and

increases prices for consumers with higher risks).

5.2.2 Foreclosure analysis
Below, we look at the risk of foreclosure via séilez contracts (combined with tiering) for

different market structures.

Competitive hospital and insurer markets
As before, when both the hospital market and tearer market are competitive, vertical

relations, either in the form of contracts or veatiintegration, generally do not hurt consumers.

Hospital with market power

From the theory (see section 4.2) we know thabgdital has market power, while there are
several competing insurers, an exclusive conti@aca (selective contract combined with tiering)
may lead to foreclosure via the following exclugiMinechanisms.
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First, if there are economies of scale in the r@t\segment of hospital care, selective
contracting combined with tiering may prevent cotmghospitals that wish to enter the
market from achieving a minimum viable scale, thhegucing the likelihood of entry.

Second, fully exclusive contracts may help the itabpiith a market power to commit to
higher price. However, as explained in chapten4he case of a hospital with market power
showing exclusive behaviour, the regulatory autigas likely to intervene and to ban this
behaviour. In the absence of vertical integratimon-exclusive contracts, such as typical
selective contracts, cannot support partial formale (raising rival cost).

Regional insurer with market power
Selectivity with tiering may facilitate the growttf the major regional insurer via the ‘waterbed
effect’, provided that the other conditions forstihinechanism hold. Although this effect will

generally increase total welfare, it may decreasesuomer welfare.

Conclusions

In this section, we have illustrated several ways/lich contracts with tiering may lead to
foreclosure. As a general rule, foreclosure islikely if sufficient competition exists at both
hospital and insurer levels. However, when themasket power on the hospital side of the
market, foreclosure may arise, in particular, & frovision segment is characterised by
economies of scale. Also, when a large regionalrgrsexists, foreclosure may arise via the
‘waterbed effect'.

53 Vertical relations with GPs

In this paragraph, we study the potential consecg®pf vertical relations between insurers and
general practitioners (hereafter GPs).

53.1 Examples

In the Netherlands, a few examples of vertical tiesveen insurers and GPs are known to exist.
In The Hague, GPs negotiated a collective insurpotiey (with a collective discount) with an
insurer on behalf of their roughly 60,000 patie5:GPs from four different practices
concluded through a foundation an agreement withrir Agis®® In addition to collective
discounts, there are examples where insurers ltavifynded GP practices. In Groningen and
in Arnhem, healthcare insurer Menzis fully ownsttezare centres through a foundation. The
GPs and other healthcare providers are workingethsremployees of MenZis.

Menzis has also reached an agreement with all 2¥iGHouten, a small Dutch city, to give
up their independent practices and come to wofkveénmedical centres starting from this year.

“ NRC, 14 November 2007, Verzekeren via de huisarts.
“ Elsevier, 3 June 2006, Gezondheidszorg: huisarts in loondienst.
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These centres will be partly financed by MerfZisenzis, who does not have a large market
share in Houten and surroundings, offers a colledbiasic insurance policy with a 50 euro
discount to all inhabitants of Houten who sigfuBPs accept patients from other insurers and
provide treatments to them. Nevertheless, Menai&iiance policy becomes relatively more
attractive because of collective discounts as agBome extra’s for policyholders (e.qg. fittest
and discounts on weight reduction programni&3his agreement resembles a deal in Tiel,
where Menzis also co-finances a health centre 29@7. In Tiel and surroundings however,
Menzis had a rather strong position initially, altlg serving relatively many consumers. In the
past insurers also tried to finance and to setagithcare centres, some of which have failed.
For example, former insurer Zilveren Kruis, nowtpafrAchmea, opened a healthcare centre in
Maarsenbroek years ago but did not attract suffigielicyholders and had to close.

Foreclosure analysis

Note that scale effects for GPs seem unlikely,tardsize of the insurer does not play role,
which rules out several mechanisms that we disclissehapter 4. The extent to which
foreclosure can occur depends on the competitivatidn in a local market for GP services
and on the type of contracts of insurers and G&leftive or individual).

Competitive market for GP services, individual cont racts of GPs by different insurers

If the insurance market is competitive and theeeraany GPs to choose from at the local level,
selective (or exclusive) contracts will not havéi@mpetitive effects, but will be motivated by
efficiency reasons. When a GP does not offer gefitoquality of service, consumers have the
opportunity to switch to another GP. If the GP whitva patient would like to switch to has not
been contracted by his insurer, the consumer cansalitch insurer. This mechanism
safeguards the service quality on both sides ofrtheket, if the market for GP services is

competitive.

Strong local market power in the GP segmentand ac  ollective contracting of GPs by a
single insurer
If a GP group has a strong market power in thello@aket for GP services, for instance
monopoly power, an insurer can try to use vertietdtions with these GPs in order to transfer
their market power into the insurance segment. Taisresult in foreclosure through several
mechanisms discussed in chapter 4.

First, ‘exclusivity’ can create commitment, whigkstores GPs’ market power vis-a-vis
insurers, and allows GPs that contract with onarrsto commit to a higher price for other

insurers.

“8 Source: a press release of Menzis of November 29, 2007.
9 Volkskrant, November 21, 2007.
% Source: Everaers (2008).
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Second, in case of a merger between a GP and ameinthe mechanism of sabotage discussed
in section 4.4 can play a role. Sabotage may résttireclosure of other insurers, even if the
GP (or the group) would continue to serve otheuiiess, in two ways. One of them concerns a
potential decrease of quality of services to chesftother insurers, which seems unlikely, given
professional ethics and the presence of qualitydstads’® An alternative possibility is sabotage
via cost increase. This requires that insurersGRg’ specific information to select more
profitable clients.

Additional effects

The question again is why insurers would enter §gi@ctive contracts with GPs and co-finance
their practices? One argument may be that insaierdo steer their clients, who visit these
GPs, to a particular hospital. Channelling clidgntsards the (selectively) contracted hospitals
of the insurer might reduce the insurer cost, beedbe negotiated, contracted prices are likely
to be lower than the listed prices that the insureunld otherwise have to pay to other (non-
contracted) hospitals. Besides, contracts betwesurérs and hospitals may feature volume
discounts. In such a situation, the insurer wouwth gnore from channelling clients to
(selectively) contracted hospitals. There is, hoaverothing to worry about, as long as these
contracts do not decrease the quality of healtheangces for patients, and as long as no
anticompetitive effects arise from such practidasother potential explanation is related to the
theory of slotting allowances: GPs provide insukgith a valuable testing ground for
treatments that can potentially be done by GPgsaakbf hospitals (see the textbox below).

So far, there is no evidence in the Netherlandsghaws that the vertical ties between
insures and GPs have increased channelling oftslterspecific hospitals. The contracted
volumes involved so far seem to be too low for sapteffect to occur. Nevertheless, the
vertical ties might be the first steps meant toegipent and to find out whether this works in
practice. In particular, Menzis plans to extendrtfiest experiences to a country-wide network
that will include about 50 healthcare centres mriear futuré?

Finally, one more reason for contracting with GReyrhe that the insurer hopes that the
clients of other insurers visiting the GPs the masthas ties with, can be persuaded to switch to
the insurer. An important question is, thereforbgther this collaboration between the group of
GPs and one insurer will affect the competitiveifias of other insurers whose clients visit
these GPs, in particular, whether this collaboratitay lead to customer foreclosure for other

*The quality of service by GPs has to satisfy certain minimum standards prescribed by the professional association while
quality of service is monitored by the health inspection. In addition, many GPs are intrinsically motivated to offer high quality
services. For the quality aspects that are captured in the standards, a degradation of quality is unlikely. In fact, there maybe
also a positive effect on quality: the contract would provide to the insurer a device to capture a larger proportion of rents from
investment in the improvement of the services of GPs (e.g. in equipment for GPs), since rents will not spill over to other
insurers. Therefore, the effect on quality is not likely to be negative.

52 Source: a press release of Menzis of November 29, 2007.
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insurers. In the case of Houten, the GPs claimttiegt do not make a distinction between
Menzis policy holders and patients from other iessir

Why would an insurer offer office space and equipme nt to GPs?

The reasons why an insurer offers GPs office space may be similar to the reasons for a retailer offering slotting
allowances to manufacturers. Slotting allowances are ‘upfront payments that manufacturers make to retailers for
reserving shelf space’. Suppose the manufacturer does not initially have information about demand for a new product,
but he is better able to do research to find it out than the retailer. Then the retailer can use slotting allowances in order
to stimulate such research by the manufacturer, as shown in Yehezkel (2008). The table below shows how this idea

may be interpreted in case of insurers and GPs.

Interpretation of slotting allowances

Retailer Insurer
Manufacturer GP
‘Upfront payment’ Requirement to abolish their own practices
‘Shelf space for new products’ Office space and equipment in the medical centres
New product Treatments currently done by hospitals, that could in principle be done by GPs

It is plausible that the insurer does not know the demand for the new product that could be offered by GPs. GPs may
either know this information or not, but in any case, it is likely that they are better able to find it out than insurers.
Therefore, the insurer offers them a contract that works similar to slotting allowances, in order to stimulate them to do

research about demand and to convey this information to the insurer.

Yehezkel (2008) points out that slotting allowances may either increase or decrease welfare, depending on the model
parameters. On one hand, revealing private information helps better serve consumer needs which enhances welfare; on
the other hand, slotting allowances under asymmetric information may involve a mechanism that distorts the quantities
downwards (which decreases welfare). There is however no general result regarding which effect dominates in which
case. The author concludes therefore that “with no conclusive evidence against slotting allowances, an antitrust policy

that does not condemn slotting allowances as illegal per se seems justified”.

Conclusions

In the case of contracting between GPs and insuagystential concern is foreclosure of other
insurers, as scale effects for GPs seems unlikelyeclosure may arise when a single insurer
contracts a GP (or a GP group) with local marketgro However, even in this case, there may
be no foreclosure, as long as GPs still continygré@ide services to clients of other insurers,
and the quality of service for these clients isrgnteed. The main benefit of integrating with

GPs may be improving an insurer’s bargaining positiis-a-vis hospitals.
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Conclusions

Vertical relations between health insurers and jgierg of healthcare services (hospitals or
GPs) can have both positive and negative welfdeetst and are not necessarily
anticompetitive. However, in some cases, vertiekdtions may result in anticompetitive
foreclosure of competitors, in particular, whenlsuelations are not motivated by expected
efficiency increases, but by the potential to ekpimarket power.

An important general condition for vertical relat®to lead to anticompetitive foreclosure is
that market power should initially be present ieaist one of the two vertically related
markets. Additionally, the negative effects of tletical relation on competition should
outweigh the potential positive effects of thistical relation on efficiency.

In the healthcare sector, market power may be rithiine provider market, or in the insurer
market, or in both markets. On the provider sidarkat power is likely to arise for large
regional hospitals with a monopoly position in tkgion, where transportation costs for
consumers to visit other hospitals may be relagil@ige. Even with several hospitals in one
region, market power can still arise either becafdbe hospital specialisation, or because of
switching costs (notably in the case of repeatealttnents or chronic diseases). In the insurance
market, market power may arise for large regionalirers, or because the insurer market often
has oligopoly structure.

Based on the theoretical literature we identifiegé potential mechanisms of foreclosure,
respectively called ‘exclusivity’, ‘the waterbededt’, and ‘sabotage’. Sabotage typically arises
only under vertical integration, whereas the wadrbffect and the exclusivity mechanism may
arise both under vertical integration and vertmahtracts.

The first mechanism mentioned above, ‘exclusivitglies on the possibility of exclusive
(or almost exclusive) behaviour of firms. The pdi@rfor foreclosure via this mechanism
depends on the effectiveness of directing the petidow between providers via tiering. If
tiering is effective, there are still other specifonditions that should hold for this mechanism
to take place (see Table 6.1). The risk of foraglesrom this mechanism is present for both
vertical integration and vertical contracts. Howeveis somewhat higher in the case of vertical
integration.

The next potential mechanism is ‘the waterbed &ffdam important feature of the Dutch
health insurance market is the presence of larffereinces in the insurers’ sizes at the level of
regions. This initial asymmetry in the insurerZes may facilitate anticompetitive foreclosure
of smaller regional insurers by the large regidnalrer via this mechanism. It is important to
realise that the waterbed effect does not unamhbigjyaeduce welfare, because it is also
associated with efficiencies. Besides, it occuly ander certain forms of contracts. Another
condition supporting the waterbed effect is thespree of insurers’ fixed costs associated with
switching to new healthcare providers. Therefodaligonal policy measures should focus on
reducing these costs, for example, by making pergidquality more transparent.
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Finally, since most hospital prices are currendigulated, vertical integration between a
hospital and an insurer may give the verticallyatetl combination the incentive to engage in
‘sabotage’ against clients of other insurers. Sadpois realised by hidden actions (e.g.
decreasing quality or increasing costs for cligrftsther insurers). Such actions are difficult, if
not impossible, to detect. Hence, competition poliith respect to vertical mergers between
insurers and large hospitals should take the pitisgitf sabotage into account.

We conclude from this analysis that the likelihdbdt vertical integration leads to
foreclosure seems to be higher than the likelinwad vertical contracts lead to foreclosure.
First, the sabotage mechanism does not occur weadécal contracts, whereas under vertical
integration all mechanisms can potentially come pifly. Second, the ‘exclusivity’ mechanism
seems less probable in case of vertical contrdes, in the case of vertical integration.

Note that selective contracting is also an esdqueid of the reforms of the Dutch
healthcare sector. Selective contracts betweemdrsand hospitals strengthen insurers
bargaining position vis-a-vis hospitals, thus, gating the hospitals’ market power and making
hospitals compete with each other to improve edficiy and quality of healthcare services.
Vertical integration poses no such advantage. 3ingests that policymakers should be more
concerned about vertical integration between inswaied healthcare providers than about
vertical contracts: when a party involved in sualnerger has large market power,
policymakers should therefore be wary, unless fiant merger specific advantages exist.

In this document we also discussed some recens cdisertical relations in the Dutch
healthcare sector. However, the occurrence of edecontracts on a preferential basis, or
vertical integration in the Netherlands is stilryscarce. In few cases observed in the
Netherlands we do not observe indications of antjpetitive foreclosure.
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Table 6.1

Type of vertical
integration (theory)

Driving force behind

the mechanism

Specific necessary

conditions needed for

this mechanism

Who is foreclosed

Likely in Dutch
market

Policy options

‘Creating Exclusivity’

Summary of the mechanisms of foreclosure

Contracts or full integration

Linear contracts

eLinear contracts
*Higher
differentiation
among insurers
than among
hospitals

Hospital

No

Upstream scale Commitment

economies

*Upstream
scale
economies

Hospital

Depends on the
level of scale
economies in
provision and
effects on
quality

*Cap on the
allowed price
gap used in
tiering
sImposing
proportional
obligations
to mitigate
exclusion

problem

«Contracting
externalities

Insurer

Yes, for full
integration

sImposing
proportional
obligations
to mitigate
exclusion

‘Waterbed effect’

Contracts or
full integration

Disproportionate
bargaining
advantage of large
insurers

sLarge size
differences
between insurers
eLarger discounts to
large insurers
*Fixed contracting
costs

*Consumers react
to differences in
premiums

Insurer

Yes, but may be
welfare increasing

*Reducing insurer
cost of engaging in
contracts with
another provider

‘Sabotage’

Full integration

Hidden actions

*Regulated
hospital prices
*Scope for
sabotage

Insurer

Depends on
scope for
sabotage

*Transparency
of quality
*Chinese walls
between
provision and
insurance

*Prohibition of vertical integration for hospitals with high market power,

or when high market power is present on both sides
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