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FTC v. Pinnacle: Antitrust Concerns vs. Reform-Based Consolidation

On May 9, 2016, the U.S. District Court for the Middle
District of Pennsylvania denied the Federal Trade
Commission (FTC) and Pennsylvania Attorney
General’s motion for a preliminary injunction to prevent
the merger of Penn State Hershey Medical Center
(Hershey) with PinnacleHealth System (Pinnacle).* The
motion was filed in an effort to stop Hershey and
Pinnacle “...from taking any steps toward[]
consummating their proposed merger pending the
completion of the FTC’s administrative trial on the
merits of the underlying antitrust claims.”® In denying
the FTC’s motion, the court concluded that: (1) the
FTC’s “...relevant geographic market is unrealistically
narrow and does not assume the commercial realities
faced by consumers in the region”;® and, (2) the
equitable factors stemming from the merger “weigh in
the public interest.”* While the decision on the relevant
geographic market provided the primary basis for
denying the injunction, the opinion’s discussion on
equitable considerations provides a new example of the
tension between antitrust enforcement and reform-based
consolidation, stating, “[w]e find it no small irony that
the same federal government under which the FTC
operates has created a climate that virtually compels
institutions to seek alliances such as the [h]ospitals
intend here.”® This Health Capital Topics article will
discuss the Hershey-Pinnacle litigation, as well as, the
“efficiencies defenses” presented and the implications of
these defenses in future hospital merger cases and
antitrust enforcement in the evolving healthcare market.

Hershey, a 551-bed hospital located in Hershey,
Pennsylvania,® is a leading academic medical center
(AMC), as well as the primary teaching hospital of the
Penn State College of Medicine.” Additionally, Hershey
offers a broad array of high-acuity services and operates
central Pennsylvania’s only specialty children’s
hospital.? Pinnacle, a 646-bed not-for-profit health
system located in the Pennsylvania counties of
Harrisburg and Cumberland,® is comprised of three
community hospitals that focus on cost-effective acute
care with some higher-level services."® Hershey and
Pinnacle signed a letter of intent of their proposed
merger in June of 2014 and received final board
approval in March of 2015.* The hospitals notified the
FTC of their proposed merger in April of 2015 and
executed a “Strategic Affiliation Agreement” in May of
2015."
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In December 2015, the FTC issued an administrative
complaint alleging that Hershey and Pinnacle’s
proposed merger violates Section 7 of the Clayton Act,
which prohibits mergers whose effect “may be
substantially to lessen competition, or to tend to create
a monopoly,”™ and Section 5 of the FTC Act, which
prohibits “[u]nfair methods of competition in or
affecting commerce, and unfair or deceptive acts or
practices in or affecting commerce.”* When the FTC
believes that “any person, partnership, or corporation”
is violating, or has violated, a law enforced by the FTC,
Section 13(b) of the FTC Act authorizes the commission
to “bring suit in a district court of the United States to
enjoin any such act or practice.”™™ When deciding
whether to grant a preliminary injunction under Section
13(b), the court must: “...(1) determine the likelihood
that the FTC will ultimately succeed on the merits and,
(2) balance the equities.”™ In the Hershey-Pinnacle
case, in order for the FTC to succeed on the merits of its
case, the commission had to demonstrate likely success
under its stated cause of action: Section 7 of the Clayton
Act' The burden-shifting framework for deciding
actions under Section 7 of the Clayton Act requires the
FTC to establish a prima facie case that the merger is
unlawful.*® In order to establish a prima facie case, the
FTC first must determine the relevant market at issue in
the case, which analysis consists of two components: (1)
the product market; and, (2) the geographic market.”
Upon defining the relevant market, the FTC must show
that the merger will substantially increase concentration
in the established relevant market, “...thereby creating
a presumption that the transaction is likely to
substantially lessen competition.”® Once the FTC
establishes the prima facie case, the burden shifts to the
merging parties, who may “...rebut it by producing
evidence to cast doubt on the accuracy of the FTC'’s
evidence as predictive of future anti-competitive
effects.”

In the Hershey-Pinnacle litigation, the court found that
the FTC would not likely succeed on the merits of its
Clayton Act case due to an overly narrow definition of
the relevant geographic market.”> The parties agreed
that the product market in this case is general acuity
services (GAC) sold to commercial payors.”® Regarding
the definition of the geographic market, the FTC
contended that the “Harrisburg Area” constituted the
proper market, which is an area “roughly equivalent to
the Harrisburg Metropolitan Statistical Area (Dauphin,
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Cumberland and Perry Counties) and Lebanon
County.”* Hershey and Pinnacle disagreed, arguing that
this geographic market was too narrowly drawn.?® The
court agreed with Hershey and Pinnacle, concluding that
the FTC had not properly accounted for the business
that comes to the two hospitals, especially Hershey,
from outside of the Harrisburg Area.?® The court noted
that 43.5% of Hershey’s patients traveled from outside
the FTC’s proposed geographic market, while
“...several thousand of Pinnacle’s patients reside
outside of the Harrisburg Area.”® The court opined that
facts related to patient flow volumes *...strongly
indicate that the FTC has created a geographic market
that is too narrow because it does not appropriately
account for where the hospitals, particularly Hershey,
draw their business.”?® Additionally, the court found it
“extremely compelling” that the hospitals had taken
steps to prevent increases in the price of healthcare
services post-merger for patients and payors in the
market for each hospital.* Specifically, both Hershey
and Pinnacle entered into contracts with central
Pennsylvania’s two largest insurers, Capital Blue Cross
and Highmark, that “...maintain existing rate structures
for fee-for-service contracts and preserve the existing
rate-differential between the hospitals.”® These
agreements prevent payment rate increases for patients
and payors in the market for each hospital for at least
five years.® In light of these facts, the court held that
the FTC “...failed to set forth a relevant geographic
market” and denied the motion for preliminary
injunction.

While the court’s decision on the relevant geographic
market disposed of the case, the court stated that,
“...there are several important equitable considerations
that merit further elucidation.”® Specifically, the court
discussed four equitable considerations in the Hershey-
Pinnacle case: (1) “Hershey’s Capacity Constraints”;
(2) “Repositioning by Competitors Will Constrain
Hershey and Pinnacle”; (3) “Risk-Based Contracting”;
and, (4) “Public Interest in Effective Enforcement of
Antitrust Laws.”** The court noted that “[t]he Supreme
Court has not sanctioned the use of an efficiencies
defense in a case brought under Section 7 of the Clayton
Act;”® however, after considering the equities listed
above, the court found “...that the majority of these
factors weigh in the public interest.”® In particular, the
court found that Hershey and Pinnacle presented a
“...compelling efficiencies argument in support of the
merger, in that the merger would alleviate some of
Hershey’s capacity constraints.”®’ [Emphasis Added]
At the time of the merger, the court held that Hershey
had overcrowding and capacity problems that
“...routinely climbed to as high as 112-115%
occupancy during midday.”® In finding that the merger
would solve the overcrowding problem at Hershey, the
court noted that, “...the merger would immediately
make additional capacity available to Hershey, causing
near instantaneous benefits to Hershey’s patients.”>

In addition to concerns regarding Hershey’s capacity to
effectively treat its patients, the court also weighed
Hershey and Pinnacle’s ability to adapt to risk-based
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contracting as a reason against enjoining the merger.*
The court defined risk-based contracting as “...new
concepts and terms that begin to transfer the risk for the
cost of care for the individual to the provider,” and
noted that the government intends to shift 50% to 80%
of payments into risk-based contracts by 2018.** In
order to perform optimally under risk-based contracting,
the court found that hospitals need to offer a “total
continuum of care.”™ While acknowledging that
Hershey and Pinnacle could independently operate
under risk-based contracting, the court found persuasive
the testimony of Hershey CEO, Dr. Craig Hillemeier,
who stated that “there will be some advantages in terms
of size of scale, in terms of being able to spread of costs
[sic] of the infrastructure of population health over a
larger healthcare system.™* The court opined that the
merger could have a beneficial impact on the hospital’s
ability to “adapt [] to risk-based contracting,” holding
that “...as the payment models continue to shift, the
local populace has a continued interest in seeing its
most closely situated medical center remain
competitive.”*

The merger is currently on hold pending an appeal of
the district court’s judgment.”® The court’s holding in
the Hershey-Pinnacle case may influence other courts
adjudicating similar preliminary injunction cases under
Section 13(b) of the FTC Act, as well as, the relevant
market analysis under Section 7 of the Clayton Act.
Currently, few courts have addressed the dispute
regarding the proper definition of relevant geographic
market under Section 7 of the Clayton Act.*” In light of
the court’s opinion in the Hershey-Pinnacle litigation, if
the district court ruling is upheld on appeal, hospitals
may more frequently argue that their relevant
geographic market is broader than that proposed by the
FTC, by using patient flow volumes in and out of the
FTC’s proposed geographic market.* A broader
geographic market may provide hospitals with a more
persuasive argument that market competition will
constrain them from engaging in future anticompetitive
conduct, such as increasing prices.*

Additionally, the court’s decision on the subject of
equitable considerations provides an additional judicial
opinion on the tension between antitrust enforcement
and provider consolidation. In St. Alphonsus Medical
Center et al. v. St. Luke’s Health System et al., the Ninth
Circuit Court of Appeals acknowledged St. Luke’s
efficiencies defense that the merger would allow them
to better serve patients, but held that this rationale was
an insufficient defense to an antitrust scrutiny, stating,
“...the Clayton Act does not excuse mergers that lessen
competition or create monopolies simply because the
merged entity can improve its operations.”™® In
contrast, the court in the Hershey-Pinnacle litigation
opined on the importance of healthcare providers to be
able to ““...adapt to an evolving landscape of healthcare
that includes, among other changes, the ACA,
fluctuations in Medicare and Medicaid reimbursement,
and the adoption of risk-based contracting.”* While the
Hershey-Pinnacle court discussed “several important
equitable considerations,” it did so after finding that the
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FTC did not establish a prima facie case under the
Clayton Act.*
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HEALTH CAPITAL
CONSULTANTS (HCC) isan
established, nationally recognized
healthcare financial and economic
consulting firm headquartered in
St. Louis, Missouri, with regional
personnel nationwide. Founded in
1993, HCC has served clients in
over 45 states, in providing
services including: valuation in all
healthcare sectors; financial
analysis, including the
development of forecasts, budgets
and income distribution plans;
healthcare provider related
intermediary services, including
integration, affiliation, acquisition
and divestiture; Certificate of
Need (CON) and regulatory
consulting; litigation support and
expert witness services; and,
industry research services for
healthcare providers and their
advisors. HCC’s accredited
professionals are supported by an
experienced research and library
support staff to maintain a
thorough and extensive knowledge
of the healthcare reimbursement,
regulatory, technological and
competitive environment.
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Robert James Cimasi, MHA, ASA, FRICS, MCBA, CVA, CM&AA, serves as Chief Executive
Officer of HEALTH CAPITAL CONSULTANTS (HCC), a nationally recognized healthcare financial
and economic consulting firm headquartered in St. Louis, MO, serving clients in 49 states since
1993. Mr. Cimasi has over thirty years of experience in serving clients, with a professional focus on
the financial and economic aspects of healthcare service sector entities including: valuation
consulting and capital formation services; healthcare industry transactions including joint ventures,
mergers, acquisitions, and divestitures; litigation support & expert testimony; and, certificate-of-
need and other regulatory and policy planning consulting.

Mr. Cimasi holds a Master in Health Administration from the University of Maryland, as well as several professional
designations: Accredited Senior Appraiser (ASA — American Society of Appraisers); Fellow Royal Institution of
Chartered Surveyors (FRICS — Royal Institution of Chartered Surveyors); Master Certified Business Appraiser
(MCBA — Institute of Business Appraisers); Accredited Valuation Analyst (AVA — National Association of Certified
Valuators and Analysts); and, Certified Merger & Acquisition Advisor (CM&AA — Alliance of Merger & Acquisition
Advisors). He has served as an expert witness on cases in numerous courts, and has provided testimony before federal
and state legislative committees. He is a nationally known speaker on healthcare industry topics, and is the author of
several books, the latest of which include: “Adviser’s Guide to Healthcare — 2nd Edition” [2015 — AICPA];
“Healthcare Valuation: The Financial Appraisal of Enterprises, Assets, and Services” [2014 — John Wiley & Sons];
“Accountable Care Organizations: Value Metrics and Capital Formation” [2013 - Taylor & Francis, a division of
CRC Press]; and, “The U.S. Healthcare Certificate of Need Sourcebook™ [2005 - Beard Books].

Mr. Cimasi is the author of numerous additional chapters in anthologies; books, and legal treatises; published articles
in peer reviewed and industry trade journals; research papers and case studies; and, is often quoted by healthcare
industry press. In 2006, Mr. Cimasi was honored with the prestigious “Shannon Pratt Award in Business Valuation”
conferred by the Institute of Business Appraisers. Mr. Cimasi serves on the Editorial Board of the Business
Appraisals Practice of the Institute of Business Appraisers, of which he is a member of the College of Fellows. In
2011, he was named a Fellow of the Royal Institution of Chartered Surveyors (RICS).

Todd A. Zigrang, MBA, MHA, ASA, FACHE, is the President of HEALTH CAPITAL
CONSULTANTS (HCC), where he focuses on the areas of valuation and financial analysis for
hospitals, physician practices, and other healthcare enterprises. Mr. Zigrang has over 20 years of
experience providing valuation, financial, transaction and strategic advisory services nationwide in
over 1,000 transactions and joint ventures. Mr. Zigrang is also considered an expert in the field of
healthcare compensation for physicians, executives and other professionals.

y Mr. Zigrang is the co-author of the “Adviser’s Guide to Healthcare — 2nd Edition” [2015 —
AICPA] numerous chapters in legal treatises and anthologies, and peer-reviewed and industry articles such as: The
Accountant’s Business Manual (AICPA); Valuing Professional Practices and Licenses (Aspen Publishers); Valuation
Strategies; Business Appraisal Practice; and, NACVA QuickRead. In addition to his contributions as an author, Mr.
Zigrang has served as faculty before professional and trade associations such as the American Society of Appraisers
(ASA); the National Association of Certified Valuators and Analysts (NACVA); Physician Hospitals of America
(PHA); the Institute of Business Appraisers (IBA); the Healthcare Financial Management Association (HFMA); and,
the CPA Leadership Institute.

Mr. Zigrang holds a Master of Science in Health Administration (MHA) and a Master of Business Administration
(MBA) from the University of Missouri at Columbia. He is a Fellow of the American College of Healthcare
Executives (FACHE) and holds the Accredited Senior Appraiser (ASA) designation from the American Society of
Appraisers, where he has served as President of the St. Louis Chapter, and is current Chair of the ASA Healthcare
Special Interest Group (HSIG).

John R. Chwarzinski, MSF, MAE, is Senior Vice President of HEALTH CAPITAL CONSULTANTS
(HCC). Mr. Chwarzinski’s areas of expertise include advanced statistical analysis, econometric
modeling, as well as, economic and financial analysis. Mr. Chwarzinski is the co-author of peer-
reviewed and industry articles published in Business Valuation Review and NACVA QuickRead,
and he has spoken before the Virginia Medical Group Management Association (VMGMA) and
the Midwest Accountable Care Organization Expo.

Mr. Chwarzinski holds a Master’s Degree in Economics from the University of Missouri — St.
Louis, as well as, a Master’s Degree in Finance from the John M. Olin School of Business at Washington University
in St. Louis. He is a member of the St. Louis Chapter of the American Society of Appraisers, as well as a candidate for
the Accredited Senior Appraiser designation from the American Society of Appraisers.

Jessica L. Bailey-Wheaton, Esq., is Vice President and General Counsel of HEALTH CAPITAL
CONSULTANTS (HCC), where she conducts project management and consulting services related to
the impact of both federal and state regulations on healthcare exempt organization transactions and
provides research services necessary to support certified opinions of value related to the Fair
Market Value and Commercial Reasonableness of transactions related to healthcare enterprises,
assets, and services. Ms. Bailey is a member of the Missouri and Illinois Bars and holds a J.D., with
a concentration in Health Law, from Saint Louis University School of Law, where she served as
Fall Managing Editor for the Journal of Health Law & Policy.

Kenneth J. Farris, Esq., is a Research Associate at HEALTH CAPITAL CONSULTANTS (HCC),
where he provides research services necessary to support certified opinions of value related to the
Fair Market Value and Commercial Reasonableness of transactions related to healthcare
enterprises, assets, and services, and tracks impact of federal and state regulations on healthcare
exempt organization transactions. Mr. Farris is a member of the Missouri Bar and holds a J.D.
from Saint Louis University School of Law, where he served as the 2014-2015 Footnotes
Managing Editor for the Journal of Health Law & Policy.



http://www.healthcapital.com/hcc-professional-team/robert-james-cimasi
https://www.cpa2biz.com/AST/Main/CPA2BIZ_Primary/BusinessValuationandLitigationServices/PRDOVR~PC-091080HI/PC-091080HI.jsp
http://www.healthcarevaluation.com/
http://www.healthcarevaluation.com/
http://www.healthcarevaluation.com/books/the-us-certificate-of-need-sourcebook
http://www.healthcapital.com/hcc-professional-team/todd-zigrang
https://www.cpa2biz.com/AST/Main/CPA2BIZ_Primary/BusinessValuationandLitigationServices/PRDOVR~PC-091080HI/PC-091080HI.jsp
http://www.healthcapital.com/hcc-professional-team/john-chwarzinski
http://www.healthcapital.com/hcc/cvs/jbailey.pdf
http://www.healthcapital.com/hcc/cvs/kfarris.pdf
http://www.healthcapital.com/
http://www.healthcapital.com/firmprofile
http://www.healthcapital.com/services
http://www.healthcapital.com/hcc-team
http://www.healthcapital.com/clients-projects
http://www.healthcapital.com/hcc-news/hcc-news-archives
http://www.healthcapital.com/hcc-news/upcoming-events
http://www.healthcapital.com/contact-hcc
http://www.healthcapital.com/hcc-professional-team/robert-james-cimasi/50-information-forms/178-emailtheexperts

	ANTITRUST_6.22.16
	Topics Bios 6.15.16

