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INTRODUCTION

As we entered the new millennium, benefit plan sponsors noted the end of a decade of success in controlling the
relationship between corporate revenues and employee healthcare costs. Much of the credit for the success of the
1990s goes to the health insurance industry, given its dual initiatives to contain the escalation of healthcare costs
via negotiation (off-retail price concessions from healthcare providers) and to reduce the medically unnecessary
services in the healthcare system.

The economic reality of price and use-management initiatives is that the resultant reductions in healthcare cost
trends were essentially “one time saves.” Chart A clearly highlights the reality that healthcare cost trends have been
driven upward by both increased unit prices and utilization of services since late 1998. In addition, the leverage
component of the Index makes it clear that patient cost sharing has remained essentially flat (over time), despite
escalating utilization rates and prices. As an offset to the referenced cost drivers, declining service mix and intensity
levels have served to mitigate the overall
trend rate. Given the aging of the US
population, this result is unlikely to be
sustainable going forward.

CHART A

HCI TREND COMPONENTS—12 MONTH MOVING AVERAGE

HCI

Price

10 = = = = Utilization
Leverage
Mix/Intensity

Given the unsustainable medical cost

trends, this report is intended to outline
a next-generation product strategy for 8
health insurance organizations

(Insurers). More specifically, this report o

. . . 4
will outline the business case and execu- =
tion strategy associated with use of All 2

Payer state discharge data, Med Par, and 0
Medicare cost report data to provide
Insurers with the ability to objectively

. Despite Record Enrollment in Managed Care Products, Unit Prices and Utilization of Services Are
assess hospital performance across three Again Driving Cost Trends, While Patient Cost Remains Essentially Flat.
key value measures: quality, cost, and
efficiency. With a robust look at hospi-
tal performance, Insurers will be well prepared to develop performance-based networks and differentiated patient
out-of-pocket costs associated with hospital selection. We believe that this strategy will generate savings for
Insurers and benefit plan sponsors as follows:

1998 1999 2000 2001

a. Reduced consumption levels as patients become “financially vested” in the costs of care.

b. Reduced costs resulting from patients being given an incentive to use high performing hospitals. These hospi-
tals will reduce costs via lower complication rates, favorable cost and pricing structures, and reduced lengths
of stay.

c.  Reduced Insurer administration costs as a result of improved provider relations and more efficient negotiations.

In addition, this strategy will level the rate negotiation playing field (between Insurers and network hospitals),
while also facilitating Insurer dialogue with public and private sector purchasers regarding hospital quality results.
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Highlights of the report include:

A presentation of charts, statistics, and commentary outlining the environmental issues that are driving the need
to revamp the hospital/payer relationship and negotiation strategy:

*  Medical cost trends are unsustainable when viewed as a percentage of the US economy;

e While medical cost trends are high, hospital trends are even higher;

* Traditional managed care is not working in today’s environment;

*  Employer alternatives to mitigate premium costs are limited and cost sharing increases are supported; and
*  Many hospitals are already using quality and efficiency incentives for their executives.

Presentation of a hospital performance scoring methodology:

*  Use of differential cost sharing (tiered networks) as a means to manage hospital costs and improve the negotia-
tion process;

* How to incorporate quality, efficiency, and cost measures; and

*  DPresentation of an example scorecard.
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THE ENVIRONMENTAL ISSUES DRIVING THE NEED
TO REVAMP HOSPITAL/PAYER RELATIONSHIP AND
NEGOTIATION STRATEGY

Healthcare Costs Versus the US Economy

Chart B highlights an 18-year look at the relationship between GDP (a proxy for corporate revenues), the
Employment Cost Index—Benefits, and Milliman’s All Benefits health cost indicator. The chart makes it clear that
the relationship between the economy’s ability to pay for healthcare services and the rate of escalation in health-
care costs has resulted in significant product innovation by the health insurance industry (see Table 1).

TABLE 1
TIMEFRAME PRODUCT STRATEGY MANAGEMENT Focus
Early 1980s PPO Negotiated Discounts
Early 1990s HMO Gated Networks
Aggressive Use-Management
Provider Capitation
Mid 1990s POS Non-Network Benefits
Open Access Networks
CHART B

BENEFIT Costs vs. GDP

A Trend Line Depiction of Managed Care Product Evolution

Source: Bureau of Labor Statistics;
Bureau of Economic Analysis;
Milliman Health Cost Index

Information Age
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As we enter the 21st Century, it CHART €

appears that we are again enter-
. . NATIONAL HEALTH EXPENDITURES AS % oF GDP
ing a period where the rate of

health cost escalation is eclipsing y

the rate of growth in the overall Managed Care and
Balanced Budget Act
economy. In that regard, Chart One-time Impact on
. . Price and Consumption
C outlines CMS’s view that i

national health expenditures will
indeed outpace the general econ-
omy through 2010. Additionally,
it is likely that CMS’s forecast of
a 6.5% average annual growth

rate for the US economy is over- 10
ly optimistic.

% Change

- " Source: CMMS; National Health Statistics Group
Medical and Hospital s

Seerce CPI 1988 1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010
Chart D chronicles the sus- HCFA Forecasts Healthcare AAGR of 7.2% through 2010, with Annual GDP Growth Approximating 6.5%

tained escalation in medical and
hospital CPI since mid-1998,
with hospital cost escalation
meaningfully outpacing the seg-
ment-level CPL

CHART D

MEeDpicAL SERVICES CPl vs. HCI Price COMPONENT

Medical CPI:Annual Trend in _ _ _ _ Price Component:Annual Trend in
. . 12-month Moving Average 12-month Moving Average
The POS product evolution in 6
the mid-1990s produced a signif-
icant erosion in Insurer discount 5

negotiation capability, due to
dramatic expansion in network
size and the creation of non-
emergent out-of-network bene-
fits for patients who chose not to
use hospitals in the Insurer’s net- 1998 1999 2000 2001
work. As Insurer discounts are

primarily a function of channel-

ing volume to network hospitals, CPlI—HosPITAL AND RELATED SERVICES

increased network size and out-
Of—IlCtWOI‘k beneﬁts Signiﬁcantly — AnnualTrend in 3-Month _ _ _ _ AnnualTrend in 12-month

. Moving Average Moving Average
diminished many Insurers” value 7
proposition to network hospitals.

Percent

Since the hospitals became aware
that network access was critical
to purchasers, there was no
longer any leverage for the payers 3
in negotiating competitive rates.
Subsequently the hospitals have 1998 1999 2000 001
demanded and received signifi-
cant rate increases.
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Medical Management Success and Strategy

Since the rapid growth of the HMO product in the late 1980s, continuing through to the POS products of the
late 1990s, Insurers have invested significant financial and human resources in an attempt to ensure appropriate
consumption of inpatient hospital services. Insurer inpatient management tactics have covered the spectrum from
admission pre-certification requirements, concurrent utilization review, discharge planning efforts, and disease
state management programs.

To the credit of the health insurance industry, significant progress has been made in optimizing the use of inpa-
tient hospital services. As evidence of this progress, typical inpatient days per thousand levels for an Insurer have
declined roughly 50% over the course of the past 10 years (despite an aging population).

However, in an environment where both payer and purchaser stakeholders are facing significant new legal issues
and exposures associated with utilization management oversight systems, we believe there is little choice but to
substitute plan design strategies (that provide meaningful financial incentives to patients to become judicious con-
sumers of healthcare services) for the historical inpatient utilization management tactics. In this environment, pur-
chasers and consumers will need information by which to make provider selections based upon quality, cost, and
efficiency dara.

Purchaser Strategy and Procurement Criteria

Using GDP as a proxy for corporate revenues, Benefit Managers are currently operating in a flat-to-down rev-
enue environment, while simultaneously facing double-digit growth in healthcare costs—an environment that
is unsustainable.

Chart E makes it clear that purchasers view benefit reductions and increased employee out-of-pocket liability (for
healthcare services) as the most effective strategy to mitigate future healthcare costs. Logically, purchasers are also
actively engaged in employee education (regarding healthcare issues) in an attempt to empower employees with
information to manage their increasing financial responsibilities for healthcare services.

CHART E

IN THE NEXT 12 MONTHS, WHICH ACTIONS DO YOU ANTICIPATE TAKING

TO MANAGE HEALTH CARE COSTS?

Reduce Benefits/Increase Copays
More Aggressive Managed Care
Less Aggressive Managed Care

Target Interventions

Change Medical Vendors

Change Prescription Drug Vendors B Likely
Somewhat Likely
Change Behavioral Health Vendors I Not Likely
Change Dental Vendors |
Employee Education Using the Web ]
Defined Contribution Approach |
0% 25% 50% 75% 100%

Source: Watson Wyatt 2001 Purchasing Value Report
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From a procurement CHART F

perspective, Chart F
makes it clear that PURCHASER SOURCING/SATISFACTION CRITERIA

purchasers are as con-
Cerned about quality Most Important Factors in Selecting and Evaluating Plans* Purchaser Satisfaction with Medical Plans*

of care as with costs.
93%

Insurers must be pre- hecess . quattyofcare s
pared to communi- Quality of Care 8% Access s
cate (and brlng Employee Satisfaction Employee Satisfaction 83%

. 84%
about) a robust quali- Cost

ty reporting and
enhancement strategy.

Service to Employers 80%

Effective Administration

Effective Administration
Service to Employers

Chart G ShOWS that *Percentage of Employers Responding "Very Important" Cost
. 87%
health insurance pre- Overall 1,
mi ums are again Source: Watson Wyatt Worldwide/ *Percentage Responding "Very Satisfied" or "Moderately Satisfied"
. . Washington Business Group on Health
growing at a rate sig- B HMOs

nificantly in excess of Non-HMOs

worker earnings and

the overall inflation CHART G
rate within the US
economy. Contrary to PuRCHASER VIEW OF HEALTH INSURANCE COSTS
the late 1980s (when
thiS scenario last pre- Prenl1iumTrendsfrom Prior Year
. By Plan Type — 2001 vs. 2000
sented itself), Chart
. . 20% KFF/HRET
G also highlights that ° . Watson Wyatt
thCI‘C IS no meanlng’ Increases in Health Insurance Premiums Il Buck
ful cost trend differ_ Compared with Other Indicators 16.2%
ential in the various 15%
. 14% - 14.0% 13.9%
health insurance —— Health Insurance Premiums - 12.79%
. =+ Overall Inflation
product llnCS. 12% 12.0% —— Workers Earnings
P h 11.0%
urchasers can I.lo 10% 10%
longer solve their cost )
” :
trend problem by e
. . =
inducing employees U %
(=]
to take an HMO ben- | & " : 5%
b
efit offering.
2%
0 0%
1988 1993 1996 1999 2000 2001 Indemnity PPO POS HMO
Source: KFF/HRET
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We believe the product line compression phenomenon is a byproduct of the following issues:

*  Strong purchaser and consumer demand for unlimited provider access

*  Significant consolidation within the hospital industry

* Failure of hospitals to adopt sustainable patient care efficiencies

* Evolving legal and public relations exposures associated with consumption management tactics

While the cost issues associated with pharmacy benefits have been well chronicled, Chart H highlights the fact

that purchasers are recognizing that higher spending for hospital services is a major driver of increased health
insurance premiums.

CHART H

We believe the payer and purchaser
community has little choice but to PERCENTAGE OF ALL FIRMS THAT REPORT THE

adopt consumption management tac- FoLLowING FACTORS CONTRIBUTE "A LoT" TO INCREASES IN
tics to control future escalation in HEALTH INSURANCE PREMIUMS, 2001

hospital costs. This strategy will
require differentiated (i.e., perform-
ance based) hospital networks and
patient out-of-pocket costs, which are Higher Spending For Hospitals
indexed to hospital performance. Higher Spending For Physicians
Patients would be allowed to use any Higher Insurance Company Profits
hospital of their choosing, albeit at
higher out-of-pocket costs.

High Spending For Drugs 64%

Better Medical Technology

Richer Benefits Packages 14%

0% 10% 20% 30% 40% 50% 60% 70%

Source: Kaiser/HRET Survey of Employer Sponsored Health Benefits: 2001
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HOSPITAL PERFORMANCE SCORING METHODOLOGY

Network Tiering Concepts and Strategies

In recent months, a number of Insurers have launched differential cost sharing and tiered network products. While
product strategies differ in many respects, the common link centers on creation of financial incentives to motivate
patients to use “most preferred providers,” without restricting patient access to providers of their choice.

Based upon the CHART |

employer strategy data

in Chart I, the evolving IN THE NEXT 12 MONTHS,

products are clearly in WHicH AcTioNs Do You ANTICIPATE TAKING TO

synch with purchaser MANAGE HEALTH CARE CosTs

needs. Unfortunately,
many Of the Insurer Reduce Benefits/Increase Copays
network tiering strate- More Aggressive Managed Care
gies are premised exclu-
sively upon cost—a
methodology that large
purchasers are unlikely

Change Prescription Drug Vendors B Likely

to accept. Somewhat Likely
Change Behavioral Health Vendors Il Not Likely

Less Aggressive Managed Care

Target Interventions

Change Medical Vendors

Chart J provides a high- Change Dental Vendors
level outline of the pri-
mary execution con-
cepts (to date) relating
to tiered networks and
differential copayments.

Employee Education Using the Web

Defined Contribution Approach

0% 25% 50% 75% 100%

Source: Watson Wyatt 2001 Purchasing Value Report

Currently, most tiering strategies have CHART J

only looked at negotiated costs. In the

next two sections, we will discuss meth- OBSERVED NETWORK TIERING AND
ods for incorporating quality and effi- DIFFERENTIAL COPAYMENT STRATEGIES

ciency. We believe that this will result

in a much more successful approach.
Most Efficient
Providers

+ Providers Classified Into Tiers Based on
Expected Claim Cost

+ Member Out-of-Pocket Costs Lowest for Use
of Tier 1 Providers and Increases as Member
Elects Higher Tier Providers

Contracted Providers

Tier 3

Least Efficient Out-of-Network Providers
Providers
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Using Quality Incentives

Chart K highlights the reality that many hospital executives are presently subject to incentive compensation
arrangements based upon a number of key purchaser quality of care issues. Regrettably, it appears that actual hos-
pital results (on the incentive compensation measures) may be primarily internally reported, with results generally
unavailable to healthcare purchasers and consumers.

CHART K
HEALTHCARE PROVIDER INCENTIVE SURVEY
50 10
43 Levels of Eligibility Most Prevalent Incentive

Measures (N=28)

42 42 (N=45)

40

30

20

# of Organizations
# of Organizations

0%

CEO SvP VP Director Manager

Source: Hewitt; National Committee for Quality Healthcare

Given the well-documented public and private sector desire to purchase hospital services based upon quality
results, it only seems logical for Insurers to begin measuring hospital performance in a similar fashion to that
which hospital managers are currently being given the incentive to achieve.
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Hospital Scorecard Concepts and Strategies

Chart L outlines a scorecard strawman whereby Insurers would measure network hospital performance in terms of
overall value, with “value” comprising quality performance, financial measures, and patient care efficiency. The
scorecard would be based upon a 100-point performance scale, and Insurers would be allowed to designate the
total number of available performance points by category and individual measure.

CHART L

HoSPITAL SCORECARD STRAWMAN

Quality Measures Financial Measures Efficiency Measures
(33 Available Points) (34 Available Points) (33 Available Points)

MedPar Mortality Measures Total Patient Billed Charges

Evaluated the following case types: Per Admission

Hysterectomy

Laminectomy
Cholecystectomy
Transurethral Prostatectomy

Net Patient Revenue
Per Admission

Hip Replacement
Knee Replacement

MedPar Complication Measures

Evaluated the following case types:

Wound Infection
Pulmonary Compromise
AMI Post Surgery
Pneumonia Post Surgery
Urinary Tract Infection
Gl Hemorrhage

Expense
Per Admission

Inpatient to
Cost Charge

Laboratory Cost
Per Admit

Radiology
Cost Per Admit

RX Drug
Cost Per Admit
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The quality category is designed to track hospital specific mortality and complication rates at a DRG or procedure
level (consistent with the Agency for Healthcare Research and Quality HCUP protocols). Once the measurement
categories are designated, Milliman can document hospital-specific results using a mix of Medicare (Med Par)
and/or Insurer book of business data.

The financial category is designed to allow Insurers to objectively assess network hospital pricing and cost infra-
structure on a relative basis. Milliman can utilize Medicare Cost Report data to populate this performance catego-
ry. Insurers would be allowed to choose from an array of roughly 200 financial performance measures submitted

by hospitals annually to the CMS.

The efficiency category is designed to document relative hospital efficiency in managing admissions and lengths of
stay on a MDC basis. At the Insurer’s choosing, Milliman will score hospital efficiency via Medicare and/or Book
of Business claims data (using our Hospital Efficiency Index Methodology).

Where possible, scorecard performance results would be case-mix and severity adjusted to allow for effective com-
parison of hospital results.

Chart M is a network performance scoring strawman, whereby network hospitals would be arrayed by score. Once
complete, Insurers could then structure performance based network tiers, with patient out-of-pocket costs deter-
mined based upon a hospital’s given scorecard ranking. Patients would pay the least out-of-pocket costs in choosing
“high-scoring facilities,” but would retain complete freedom of choice to use any hospital (albeit at potentially high-
er out-of-pocket costs).

Upon completion of an CHART M

Insurer’s network performance
. NETWORK SCORECARD
scoring methodology and hos-
pital scorecards, Milliman
actuaries can provide guidance

o
S

Lowest Copays Medium Copays Highest Copays
as to subsequent network , ey | , il | , Ll s |
costing, underwriting, and
pricing strategies. "

£
(=]
a
v
2
:>" . - [ | Network Performance Composite
9
2
S
g
<

o

< Network Hospitals >

A process purchasers can understand, using a mix of public data and
book of business data. Hospitals will have a hard time disowning their own results.
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DISCUSSION

We believe the scorecard strategy presents several significant advantages to Insurers.

*  The robust nature of the scorecard database, along with case-mix and severity adjustment of most perform-
ance measures, will make it difficult for network hospitals to attempt to disown their scorecard results.

*  Scorecard measures focus upon the total hospital value proposition, not just upon costs. We believe this strate-
gy will pass the inevitable “newspaper test” that Insurers (and plan sponsors) will face regarding tiered net-
works and differential copayment plan designs.

*  Scorecards level the negotiations playing field between Insurers and network hospitals. Hospitals demanding
excessive rate increases face the risk of lowering their competitive scoring position. Lower scores result in

patients being faced with additional out-of-pocket costs associated with use of a given facility.

*  We believe Insurers who adopt cost only based network tiering strategies may face significant legal and public
relations exposures. The Milliman scorecarding strategy is specifically designed to mitigate those risks.

*  Scorecards allow Insurers to assume a leadership position with both public and private sector purchasers on
the hospital quality and value agenda.
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