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AN ACTION PLAN FOR
US PAYERS TO SUSTAIN
SHAREHOLDER VALUE

By Ozgur Adigozel, Sandeep Bidari, and Brandon Jones

EALTH CARE PAYERS IN the US have

been on a hot streak: from September
2013 to September 2016, the five largest
payers generated extraordinary value,
achieving an annual TSR of 22%. To put
this in context, the top quartile of S&P 500
companies managed an annual TSR of just
18% during that period. But times are
changing. Analysts predict that from 2017
through 2019, annual TSR for payers will
drop by half.

Our analysis shows, however, that compa-
nies can take a series of actions in core and
adjacent markets to forestall this down-
ward trend and maintain strong annual
TSR. We believe that if payers adjust their
strategy accordingly and execute well on
these initiatives, they can continue to sig-
nificantly outpace the stock market.

The Expected Drop in TSR

TSR measures the combination of change in
share price and dividend yield for a compa-

ny’s stock over a given period. It is the most
comprehensive metric for value creation.

We developed a composite snapshot of the
top five payers on the basis of publicly
available data and our knowledge of the
payer industry. Over the next three years,
investors expect the top five payers to
achieve an annual TSR of 11%. The annual
TSR for the top quartile of the S&P 500
during the same period is projected to be
16%. Analysts’ forecasts for payers include
an average dividend yield of 1% and a
price-to-earnings multiple contraction of
—6% as a result of lower growth expecta-
tions.

Given these projections, payers would need
to achieve an additional annual TSR of 21%
to stay in the top quartile—a sizable gap to
overcome. There is some good news, howev-
er: we also expect that payer health plan
profit pools will grow by 5% to 7% across the
board. If that does happen, then the gap
with target annual TSR will be reduced to a
more manageable 15%. Companies can
work to achieve that target through a com-
bination of profit growth, multiple expan-
sion, and return of cash to shareholders.
(See Exhibit 1.)

For more on this topic, go to begperspectives.com



EXHIBIT 1 | 15% Annual TSR Gap to Top Quartile After Considering Industry Profit Growth, Divi-

dend Yield, and P/E Multiple

INCREASE IN PROFIT GROWTH, MULTIPLE, OR CASH FLOW DISTRIBUTION REQUIRED

Core profit growth

Dividend yield

P/E multiple

TSRgap |

TSR target

o Expected growth of profit pools
for US health plans*

» Average historic dividend yield
for public payers

» Expected multiple contraction
as determined by BCG Smart
Multiple analysis
2 o Improvement required to reach
the target

e Projections for the top quartile
of companies in the S&P 500

15

TSR contribution (%)

Sources: S&P Capital 1Q; BCG ValueScience Center.
Note: P/E = price to earnings.
YIncludes medical, dental, vision, prescription, behavioral, and stop-loss insurance.

It is important to note that Donald Trump’s
administration has introduced a high de-
gree of uncertainty about the future of
health care in the US and that our esti-
mates do not account for any major legisla-
tive or policy changes that may come into
play. BCG has been closely monitoring the
health care reform environment, and we
believe that the summary implications will
hold for payers, even with significant legis-
lative changes. Aetna’s acquisition of Hu-
mana was called off in February 2017 fol-
lowing a judicial ruling. Anthem is also no
longer pursuing the acquisition of Cigna fol-
lowing recent court rulings. Whatever the
future holds, payers need to take a clear-
eyed look at where the big shifts are occur-
ring in health insurance and make smart
decisions about where to invest resources
and how to seize growth opportunities.

Action Plan for Payers

Payers can boost TSR by improving their
core profitability, developing diversified in-
come streams, and optimizing returns to
investors. We have identified nine specific
actions within three broader efforts that
companies can take to make headway in
these areas.

e Improve core profitability: increase

US market share, reduce the medical
loss ratio (MLR), exit unattractive
markets, pursue transformative M&A,
and reduce general and administrative
costs.

Develop diversified income streams:
build adjacent businesses and expand
internationally.

Optimize returns to investors: return
cash to shareholders and increase
investment income.

But taking just one action alone will not de-
liver the additional 15% annual TSR need-
ed. (See Exhibit 2.) Companies will have to
move on multiple fronts, and be disciplined
in their approach, to generate top-quartile
returns. (See the sidebar.) We recommend
an agenda for comprehensive cost manage-
ment and growth. (See Exhibit 3.)

Improve core profitability. Larger payers
can expect to benefit from a tailwind of 5%
to 7% in profit growth thanks to a combina-
tion of enrollment, higher revenue per
member, and, in some segments, expand-
ing margins. But to close the gap with
top-quartile TSR, they will need to make
progress on the following items over the
short term:’
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EXHIBIT 2 | Action Plan for Closing the TSR Gap

ACTION

Increase US
market share

DEGREE OF IMPROVEMENT
REQUIRED TO CLOSE THE ANNUAL
TSR GAP*

2% market share gain in addition to captur-
ing fair share of US health plan growth

WHY NO ACTION ON ITS OWN
CAN CLOSE THE ANNUAL TSR GAP

The largest share change by a large public
payer from 2013 through 2016 was 0.4%

Reduce
MLR

2.1% reduction in MLR, averaging 79%
across all segments

79% matches best-in-class MLR but falls
below some ACA floors

Exit
unattractive

IMPROVE CORE g

PROFITABILITY

$1.9 billion in EBIT savings beyond those
already announced and priced by investors

Total individual segment losses estimated at
$3.0 billion to $4.5 billion across all payers;
many payers have already exited the least
profitable markets

Pursue trans-
formative
M&A

$2 billion in EBIT synergies for a new
company or a merged company

Estimate falls in the range of guidance issued
for recently pursued acquisitions, but recent
court rulings have been unfavorable

Reduce G&A
costs

1.8% reduction in G&A as a percentage
of revenue

Exceeds average G&A reduction from 2013
through 2016 and would be required in addi-
tion to savings already realized

Build adjacent

$9 billion in additional revenue
(30% CAGR) at 20% operating margin

Exceeds UnitedHealth’s Optum CAGR of 18%
to 25%?

DEVELOP businesses
DIVERSIFIED
INCOME Expand

STREAMS

internationally

55%-60% CAGR for international revenue
at current average margins

Organic growth in global markets over the
past five years is ~3% to 15% across payers?

Return cash to

1.5 percentage point increase in dividend
yield

Exceeds the maximum dividend level by any
large payer over the past three years

OPTIMIZE shareholders
IR Increase
TO INVESTORS investment

income

22% CAGR for investment revenue with no
additional costs

Sources: HealthLeaders Media; BCG analysis.
Note: MLR = medical loss ratio; ACA = Affordable Care Act; EBIT = earnings before interest and taxes; G&A = general and administrative;

CAGR = compound annual growth rate.
‘Information offered for a composite large public payer with $115 million in 2020 revenue.

2Includes OptumHealth and Optuminsight.
3International revenues were estimated on the basis of financials (Aetna, Cigna, UnitedHealthcare) and investor presentations (Aetna, Cigna) for
the following years: Aetna 2012-2016, Cigna 2013-2016, UnitedHealthcare 2013-2016.

May be limited by capital requirements and
dependent on market conditions

HOW TO MANAGE CHANGE ON MULTIPLE FRONTS

Undertaking significant change on
multiple fronts is difficult. When such
efforts fail, it’s most often owing to a lack
of clearly defined goals and milestones,
insufficient buy-in from executives and
employees, and poor communication.

Establishing a project management
office (PMO) is fundamental to the
success of an ambitious, comprehensive
cost and growth management program.

The PMO can actively support the
implementation of key strategic initia-
tives, coordinate communication to
ensure engagement, and provide the
discipline and oversight needed to help
leaders manage multiple initiatives.
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High-performing PMOs can also facili-
tate the right level of engagement with
senior leaders—which is critical for
strategic implementation—and support
the capabilities, processes, and tools
needed to successfully implement
strategic initiatives.
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EXHIBIT 3 | An Agenda for Cost Management and Growth

PLAN

INCREASE
MARKET
SHARE

REDUCE MLR

EXIT
UNATTRACTIVE
MARKETS

REDUCE G&A

variety of levers, such as digital

TSR GAIN
ACTIONS FOR IMPROVEMENT BENCHMARK EXAMPLE (%)
Increase market share 1% per year in high-
growth segments—including Medicare Advan-  From 2013 through 2016, Aetna achieved a sig-
tage and specialty products, ancillary products, nificant gain in segment share (3%, Medicare 3
or both—in addition to maintaining share in  Advantage)
other segments?
Aetna’s MLR improvement from 2013 through
Reduceotout[a;tg\(/ljhigglgg/ OnEer?;gehmegﬁfnded 2016 was ~2%; an average of 3% for new and 1.5-2.5
pop 8 developing accountable care organizations
G 5 : My 4 Humana exiting all individual commercial
Exit individual markets Vthh $200 million in markets after annual losses approaching $200 1
S million
Reduce G&A by 0.7% of revenue through a Aetna and Humana have achieved gains of 5

1.1% to 1.4% from 2013 through 2016

BUILD
ADJACENT
BUSINESSES

Grow payer enablement, provider enablement,
customer engagement care delivery, and data
and analytics businesses by 10% CAGR?

OptumHealth and Optuminsight have sus-
tained a CAGR of more than 20% from 2013 6
through 2016

RETURN CASH

For large public payers, the three-year average

TO SHARE-

HOLDERS

Reallocate share repurchase funds to raise

-4 o h
dividends to 30% of net income i —

dividend plus repurchase exceeds 50% of net

1.0-1.5

The potential for a TSR improvement of more than 15% is highly dependent
on the ability to take action on multiple fronts

Sources: Centers for Medicare and Medicaid Services; Kaiser Family Foundation; National Business Group on Health; BCG analysis.

Note: MLR = medical loss ratio; G&A = general and administrative; CAGR = compound annual growth rate.

*Matches best-in-class segment share gain for the previous three years; includes dental, vision, prescription, behavioral, and stop-loss insurance.
2Reflects 50% of the fair share of total estimated losses for individual markets.
3This is the median for large public payers.

e Increase market share. Companies
will have to win share from their
competitors, most likely in some of the
high-growth segments, such as Medicare
Advantage as well as specialty products,
ancillary products, or both. An increase
of 1% in market share in Medicare
Advantage, for instance, could generate
a 3% gain in annual TSR.

e Reduce MLR. Improving population
health management can help contain
medical costs. A 1% reduction in MLR
could generate a 1.5% to 2.5% gain in
annual TSR.

e Exit unattractive markets. The
individual market has massively
underperformed and thus has been
largely unprofitable for payers. Compa-
nies will need to evaluate their strate-
gies in these markets. Exits from
unprofitable markets (those with at least
$200 million in losses) could generate a
1.0% to 1.5% gain in annual TSR.

e Reduce general and administrative
costs. Cutting general and administra-
tive costs can also boost TSR: for
example, a 0.7 percentage point
reduction in general and administrative
expenses (as a percentage of revenue)
could generate a 6% gain in annual TSR.
Digital cost savings and scale efficien-
cies from thoughtful M&A can contrib-
ute as well.

Develop diversified income streams. Over
the medium term, it’s important to diversi-
fy into other areas besides health insur-
ance. There are many opportunities for
payers to invest in adjacent lines of
business, such as data and analytics or
enabling providers to succeed in risk-based
agreements. This kind of diversification
helps payers to generate new revenue
streams and offset downturns within the
core business. What’s more, adjacent
businesses with a 10% compound annual
growth rate could deliver a 6% gain in
annual TSR.?
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Optimize returns to investors. Finally,
payers need to make smart decisions when
allocating profits to shareholders. Payers
have an opportunity to return more cash
directly to shareholders in the form of cash
dividends. Dividends are a particularly
attractive option because, as our analysis
shows, they tend to positively influence
stock price more than share buybacks do.
Companies that can commit to returning
30% of net income as dividends by reallo-
cating funds earmarked for share repur-
chases could generate a 1.0% to 1.5% gain
in annual TSR through multiple expansion.?

WHILE LARGE PAYERS are already pur-
suing many of these strategies, given
the expected—and significant—gap be-
tween forecast TSR and the TSR needed to
stay in the top quartile, companies must
grasp every opportunity to seize advantage.

About the Authors

The strategy for each company will vary,
depending on its exposure to various seg-
ments, its starting position in adjacent mar-
kets, and its current priorities. The last few
years have been good for payers. With
strong execution across several fronts, the
future can continue to be prosperous.

NOTES

1. While transformative M&A has the potential to
unlock tremendous value, opportunities to pursue
such transactions are firm-specific and value creation
is dependent on purchase price and synergies
realized. Thus, while payers must continue to scan
for attractive M&A targets, we have not included
specific benefits as part of these recommendations.
2. While international growth represents an
intriguing long-term opportunity, it is unlikely to
meaningfully affect annual TSR for most firms
during the next three to five years.

3. Improving investment returns is not included
because it represents a small fraction of revenue and
is subject to overall financial market dynamics that
could make significant improvement difficult.
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