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The likelihood that the healthcare industry will expe-
rience significant change has grown stronger in the
three months since President Barack Obama took
office. The American Recovery and Reinvestment
Act of 2009 (ARRA) passed in February includes
more than $30 billion for healthcare related initia-
tives. President Obama’s fiscal year 2010 budget,
recognizing the certainty of increased costs in the
Medicare program and anticipating a new program
aimed at reducing the number of uninsured, creates
a $634 billion reserve to fund government spon-
sored healthcare programs in the future, almost half
of which would come from reduced payments by the
Medicare and Medicaid programs. In addition, many
Congressional leaders are as interested in compre-
hensive healthcare reform as the administration.

Although passage of healthcare reform is likely, the
ultimate nature of reform is not yet certain. The
administration and Congress will focus on a compro-
mise solution during the next few months. At LECG,
we continually research a broad set of healthcare
data and policy alternatives to better understand
the changes that will be made.
Our efforts have led us to identify
five megatrends that are likely to

Megatrend #1: There will be a continual shift from

employer-based coverage to federally provided cover-
age

Creation of a fully nationalized US healthcare system
is as unlikely today as it was 10 years ago. However,
there is evidence that the long-standing employer-
based coverage model will gradually shift towards a
federally subsidized coverage model. The healthcare
reform plan outlined by President Obama during the
presidential campaign included a national health
plan that would be available to everyone. This plan
would be geared primarily to the uninsured, under-
insured, and those at risk of losing coverage. The plan
will also benefit small businesses that experience dif-
ficulty in continuing coverage because of dramatic
increases in health insurance premiums (see figure
1). The president also proposed expanding eligibility
for SCHIP and Medicaid which, combined with the
expected increase in Medicare enrollment from the
aging of the baby boomers, would further the shift
towards federally subsidized coverage.
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The implications of a shift from employer-based cov-
erage to federal coverage are significant, particu-
larly for insurers. On average, small businesses pay
18 percent more for the same coverage as larger
companies and the premiums for individual coverage
are even more costly'. As small businesses and indi-
viduals opt for the more affordable national health
plan, insurers that focus on these lines of business
may experience dramatic reductions in revenues and
as a result, may seek opportunities to consolidate
with larger insurers. Additionally, as the number
of people covered through a national health plan
increases, the reimbursement models and coverage
decisions established by the government will drive
the overall health insurance marketplace. Although
larger companies are likely to continue to provide
coverage for their employees as they do today, the
influence that the federal government has on the
marketplace’s structure will increase significantly.

Megatrend #2: Per unit reimbursement for health-

care products and services will decline

The cost of providing benefits to the average
Medicare enrollee has increased at an annualized
rate of over 11.5 percent since the program’s incep-
tion in 1965, (see figure 2). This rate is greater than
overall growth in healthcare spending and triple the
rate of inflation. As the first baby boomers enroll in
Medicare and the federal government considers tak-
ing an expanded role in addressing the uninsured,
it is apparent that cost containment will become
increasingly important. As a signal that the adminis-
tration intends to contain costs by reducing per unit
payments, the FY2010 budget identified an esti-
mated 14 percent in “overpayments” to Medicare
Advantage plans as a source for over $175 billion in
savings? 2" 3, These savings will be achieved by low-
ering per enrollee payments to health plans. The
budget also identified Part D potential cost savings
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for pharmaceuticals arising from the repeal of leg-
islation that prevents the government from directly
negotiating pharmaceutical prices with manufactur-
ers. In addition, CMS is proposing a dramatic 21 per-
cent cut in Medicare physician payments in 2010 “.

These changes will greatly impact providers, insur-
ers and manufacturers. As per unit Medicare reim-
bursement declines, providers will be forced to shift
costs to the private sector to an even greater degree
than they do currently. Figure 3 shows the relation-
ship between government and private reimburse-
ment and the role of cost-shifting in maintaining
hospital margins. If providers are unable to success-
fully shift costs, they will become more aggressive in
negotiating lower prices on healthcare products and
services that they purchase. Consequently, manufac-
turers will face a squeeze on profits as both provid-
ers and the federal government seek lower prices
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on pharmaceuticals and hospital supplies as a way
of immediately lowering their costs. Insurers will
also experience pressure on their profits as hospitals
aggressively negotiate prices on services to help off-
set reductions in Medicare reimbursements.

Megatrend #3: Health information technology will

mature rapidly

Throughout the last decade, healthcare industry insid-
ers predicted a surge in adoption of health information
technology (HIT). And while there are some HIT suc-
cess stories, particularly at newer and more specialized
facilities, nationwide adoption of HIT has remained
largely unrealized — less than 20 percent of all phy-
sicians report use of advanced IT capabilities®. There
is evidence, however, suggesting growth in adoption
of HIT will accelerate significantly during the next
five years. The clearest evidence is in the ARRA which
dedicates over $19 billion in spending and tax cuts to
increase providers’ adoption of HIT. Furthermore, both
state and federal legislation increasingly prioritize and
mandate the adoption of HIT including electronic
health records and e-prescribing. Lastly, there is grow-
ing evidence that physicians and hospitals that use HIT
see improvements in outcomes, reductions in cost and
increased patient satisfaction.

Converting providers to more technologically
advanced systems represents a major change that
will impact not only providers but also payers and
patients. The expected benefits of improved effi-
ciency, reduced medical errors and lower administra-
tive costs are all very real possibilities for providers,
particularly as HIT systems become interconnected
allowingreal-time accessto patientrecords. However,
providers will experience growing pains that accom-
pany any significant advancement in technological
capability. Additionally, by accepting federal money
to implement HIT, providers assume the responsibil-
ity of demonstrating to the government that the
money was spent according to pre-established con-
ditions. Insurers stand to benefit from improvements
in the quality of claims processing but may find that
they lose control of medical data. Patients should
benefit from improvements in the quality of care
and improved access to medical records but could




experience delays in receiving these benefits as pro-

viders struggle with the adoption of HIT.

Megatrend #4: Standardization of the healthcare
industry will be led by the federal government

US physicians exercise personal treatment prefer-
ences in their medical practices. The federal govern-
ment has made some efforts to standardize care,
but they have had little effect. The use of tiered
formularies standardized prescribing behavior to an
extent, but not uniformly since payers use different
formularies. However, there is evidence that the fed-
eral government may begin to standardize care for
patients receiving benefits through a governmental
program. As discussed, the cost of care per Medicare
beneficiary has increased dramatically over the last
forty years. At the same time, there is significant
disparity in outcomes and costs across providers
for similar procedures. More concrete evidence of
this trend is found in the ARRA which appropriates
more than $2 billion for comparative effectiveness
studies coordinated and conducted by the Agency
for Healthcare Research and Quality (AHRQ) and
the National Institutes of Health (NIH). These stud-
ies are intended to serve as the foundation for
standardizing care. The legislation also created the
Coordinating Council for Comparative Effectiveness
to review studies. The council recently held its first
public meeting.

Standardization of care would significantly impact
healthcare providers. The philosophy of medicine as
“art” could give ground to the philosophy of medi-
cine as “science.” Physicians may have less latitude
in their approach to care. A patient’s ability to direct
their own care could be limited as certain procedures
and products receive labels indicating they are not
“medically effective”. Manufacturers would also see
a significant change in their business model. To the
extent that standardized care determines prescribing
behavior, the case for large sales forces and direct-to-

consumer advertising would be severely undermined.
Therapeutic categories that traditionally supported
many products could be limited to only a few “govern-
ment endorsed” products. Only those products that
are truly innovative in their side effect profile, efficacy
or disease category might be potential candidates for
a successful product launch. Payers are likely to limit
their formularies and may need to change approaches
for determining medical necessity.

Megatrend #5: Providers will focus on efficiency
improvements before they address quality of care
improvements

In recent years, discussions focused on improving the
healthcare system included an emphasis on improv-
ing quality of care. However, in the near-term, evi-
dence suggests that improving efficiency will have
greater priority than improving quality. Demand for
healthcare services is expected to increase over the

Fig 4: Increased Demand for Healthcare Services
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next 10 years. This demand will be driven not only
by aging baby boomers and their increased use of
services (see Figure 4), but also by newly insured indi-
viduals covered under national plans. At the same
time, there is no evidence suggesting hospitals will
increase capacity thereby implying that hospitals will
need improvements in efficiency to handle increased
demand. Beyond constraints on capacity, the expected
decrease in reimbursement rates discussed previously
will play asignificant role in driving efficiency. Hospitals
will recognize the need to improve profitability from
use of their existing assets to offset expected losses in
revenue from lower reimbursement.



The need to focus on efficiency will impact payers

as well as providers. From the provider’s perspective,
improving efficiency will require a careful review
of hospital operations, financing and procurement.
Hospitals could run the risk of failing to improve
quality of care or even, to some extent, sacrificing
quality to achieve greater efficiencies.

Implications for Health Plans

The ARRA and healthcare reform will create substan-
tial changes in the US healthcare system. The short-
term and long-term effects of these changes on health
plans are described in the paragraphs that follow.

Short-term Effects

Health plans will experience a decline in profitability
in the near term. As a viable public health insurance
plan becomes available, individual and small group
enrollment will migrate from private insurers to the
public plan. Loss of these lines of business, which
often generate higher profits, will have an immedi-
ate negative effect on profitability.

At the same time, overall enrollment will decline
which will increase administrative cost ratios as fixed
costs associated with individual and small group
products are distributed over declining volumes.
Because implementation of the government-spon-
sored health plan will take time and because reduc-
tions in individual and small group enrollment may
occur over a period of a few years, health plans will
have a limited amount of time to prepare and per-
haps, to diversify their product lines.

Profitability will further deteriorate as health insur-
ers respond to pressure to increase payments to pro-
viders. Hospitals are already struggling financially.
A September 2008 survey of 440 hospitals reported
nearly half had a net loss in their current fiscal year,
which is especially important given the decline in the
overall economy from October 2008 through March

2009. The median total margin reported in this sur-
vey was 0.12 percent, much lower than the 5.04
percent reported in 20076. Signals from the adminis-
tration indicate per unit reimbursement will decline
in the near term forcing hospitals to shift even more
costs to private health insurers. It can be assumed
that difficult negotiations for private health insurers
and hospitals will follow.

Long-term Effects

The short-term effect of declining profitability will
increase interest in consolidation as health plans
strive to reduce long-term administrative costs. Plans
with effective administrative infrastructures may be
able to reduce unit costs by acquiring plans that can
benefit from access to more effective administrative
infrastructures. Health plans that recognize the need
to consolidate and initiate strategies to accomplish
consolidation are likely to have greater success in
assuring their viability.

As health plans experience pressure to increase pro-
vider payments there will be increasing interest in
more effectively managing medical care costs with
specific emphasis on managing chronic care costs.
As higher prevalence of diseases needing chronic
care increase the volume of services, health insurers
will need to manage volume as they address higher
prices. Chronic care management may be the best
way to affect volume although current approaches
need to be reviewed and evaluated for their efficacy.
At the same time, government efforts at effective-
ness measurement will identify new opportunities to
standardize chronic care protocols.
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