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Gauging the Impact of CDHPs on
Pharmaceutical Companies

N THE FACE OF CONTINUALLY RISING HEALTH CARE COSTS, consumer-driven health plans (CDHPs)
are gaining in popularity as a cost-effective alternative to traditional health plans. Increased awareness

of health care and pharmaceutical prices on the part of those who participate in CDHPs, which couple
lower monthly premiums with higher deductibles, has the potential to change consumer purchasing patterns
for many types of health care goods and services, including brand-name drugs.

The model for CDHPs is significantly different from that
for traditional health plans because consumers, by paying for
alarger portion of their expenses, play a more central role. By
making the consumer of services more responsible for pay-
ing for them, these plans are intended to influence utilization
toward lower-cost options and empower consumers, not the
providers or payers, to be the primary decision makers. Be-
cause empowered consumers with a financial incentive will
focus more on the cost of medical care, including the cost

of pharmaceuticals, they are
likely to change their medical
usage behavior compared to
what they would do under
traditional health plans.

Unlike traditional health
plans, CDHPs typically offer
the ability to make tax-free
payments into a vehicle for
health savings, such as health
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savings accounts (HSAs) or health reimbursement accounts
(HRAs). HSAs, individually owned and tax-advantaged,
allow consumers to save for future medical expenses by in-
vesting unspent annual health allocations. HSA funds can
be invested in stocks and bonds, similar to 401(k) plans.
Because funds may be withdrawn for nonmedical purposes
once the account owner turns 65, HSAs serve partially as
retirement accounts. In contrast, HRAs are solely owned
and controlled by the employer or insurance carrier. All
contributions to the funds come from the employer and
are not portable when an employee changes jobs.

The high deductibles that characterize CDHPs lead
to lower premiums. According to the 2007 Medical Cost
Reference Guide of the Blue Cross Blue Shield Associa-
tion, the average premium for a single coverage CDHP in
2006 was $3,405, approximately $800 less than traditional
health plans. The associated average annual deductible was
$1,715, approximately $1,300 more than traditional health
plans. A 2006 Kaiser Foundation survey found that lower
premiums were the leading reason that consumers chose
CDHPs. Like consumers, employers can also realize ben-
efits by offering their employees lower-cost insurance plans

while contributing to their HSAs.

The White House has predicted that CDHP enrollment
will grow from 3 million accounts in 2006 to potentially
29 million accounts in 2010. However, high deductibles

could negatively affect enrollment growth. Some fraction
of consumers may prefer the relative certainty of traditional
plans to the risk of increased out-of-pocket costs for pre-
scription drugs and routine doctor visits. It’s also unclear
whether employers will support offering CDHPs to their
employees, particularly if they suspect that the out-of-
pocket costs could cause employees to defer necessary care
or shirk complying with an established regimen of treat-
ment. What is clear is that for CDHPs to work optimally,
consumers must be well-informed on costs and therapeu-
tic benefits to make the best health care decisions.

Impact on Branded Pharmaceutical Companies
With the emergence of CDHPs, branded pharmaceuti-
cal companies have to consider the growing influence
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consumers now have on health care de-
cisions. There are financial implications
related to the prices consumers are will-
ing to pay for pharmaceutical products
and consumers’ demand for information
transparency. These can have a signifi-
cant impact on profits. In order to assess
the impact of CDHPs quantitatively, a
proactive branded pharmaceutical com-
pany should consider building a model to
aid in forecasting revenues and revisiting
its brand strategy.

CDHP participants clearly have in-
centives to be more cost efficient with
their health care decisions. For ex-
ample, a consumer paying the entire
cost for a pharmaceutical may opt for
a cheaper drug if it’s “almost as effec-
tive” A consumer using a traditional
insurance plan who doesn’t face a big
co-pay cost difference for a more effec-
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tive (and more expensive) drug would be
more likely to choose the best available
product knowing that the insurance car-
rier will cover the bulk of the increased
cost. Such considerations may lead to a
change in product mix, market share,
and pricing within the pharmaceutical
industry. Marketers of expensive brand-
ed pharmaceuticals are expected to face
increasing price pressure from generics
and other less expensive branded alter-
natives in the same therapeutic class.
To counter the increased scrutiny
on pricing, pharmaceutical companies
will have to make additional efforts
to demonstrate product quality and
value to consumers. Historically, these
companies have focused sales and mar-
keting efforts primarily on doctors. As
consumers become more central to the
decision-making process, drug com-

panies will most likely need to refocus
their sales and marketing programs and
build stronger customer relationships.
Consumers are likely to demonstrate
more loyalty to those branded pharma-
ceutical companies that provide greater
transparency when discussing the qual-
ity and value of their products.

Developing a Model

One way for a pharmaceutical company to
assess the impact of CDHPs on future rev-
enues and other metrics is by developing
a multi-period, assumption-based model.
By modeling various factors/assumptions
and analyzing the output, a drug company
with branded products will be better posi-
tioned to revisit business planning, pricing
and rebate strategies, policy development,
and other elements of strategic planning as
they relate to its product portfolio.

executive search

professional recruiting

interim projects

career advancement and development

FEATURED OPPORTUNITIES - Visit our website for a complete listing of actuarial opportunities.

DIRECTOR - LIFE & ANNUITY FINANCIAL REPORTING
Produce and report results of European embedded value modeling, cash
flow testing, internal capital assessment, new business profitability and risk-
based capital analysis at this growing insurer. Leverage your leadership abil-
ity, organizational abilities and presentation skills to communicate results to
senior management, implement process improvements and assist in new
business goal setting for various product lines. Please contact Mary
Kilkenny for further details.

ACTUARIAL SUBJECT MATTER EXPERTS
FOR PROJECT-BASED NEEDS
Jacobson Solutions’ Subject Matter Experts division provides consultant-
level interim talent for the insurance and reinsurance arenas. Contact us for
seniot-level actuarial, underwriting, accounting/finance, operations, IT,
claims and compliance projects. Both client and consultant inquiries wel-
come. Please contact Todd Sauvola.

REINSURANCE MARKETING SALES REPRESENTATIVE
Join one of the fastest-growing life reinsurers in the U.S. in this exciting role
that involves constant front-line negotiation with key decision makers
across the life insurance industry. Use your technical and quantitative skills
to target clients while simultaneously building and improving existing rela-
tionships to increase overall market penetration. Contact Mary Kilkenny for
more information.

ACTUARIAL ANALYST

Assist the underwriting staff with large accounts pricing in this highly-visi-
ble role with a dynamic super-regional leader. Reporting directly to the VP,
set pricing levels for the unit, create and maintain models, assess program
structures and monitor prices. Additional responsibilities include financial
and reserving studies and numerous ad hoc analyses for actuarial, under-
writing and senior management. Contact Laura Henly to learn more about
this exciting position.

CHIEF ACTUARIAL OFFICER
Bring your strong leadership qualities, initiative and keen business
understanding to this highly-visible role with a company specializing
in group health insurance. Manage a staff of 5-7 and maintain
responsibility for all actuarial and underwriting work in this role
reporting directly to the CEO. Please contact Dustin Fillion for more
details.

AVP — BUSINESS DEVELOPMENT
Lead new product development initiatives for this insurance powethouse.
Evaluate new product lines, potential markets and opportunities to support
the aggressive growth plans of the life insutance business. Manage transac-
tions from beginning to end with the goal of increasing business sales and
earnings growth from both the top and bottom line. Please contact Mary
Kilkenny for further information.

Interested candidates, please send resumes to actuarial@jacobsononline.com. To learn about additional career opportunities,
visit our website or contact Mary Kilkenny. If you are interested in interim projects, please contact Todd Sauvola.

OFFICES NATIONWIDE

60 Contingencies | MAR/APR.0O8

WWW.JACOBSONONLINE.COM

TeL (800) 466-1578




J——

WORKSHOP

There are several factors that
influence how CDHPs will affect a
company, and some of the most sig-
nificant are discussed below. Individual
pharmaceutical companies are posi-
tioned differently in the market, so the
following factors could vary in how they
affect each company:
> Individual Product Competitors
The competitive position of a pharma-
ceutical product in its market is very
important. A drug that is much more
expensive (but not much more effec-
tive) than its nearest rival will face the
greatest pricing pressure. A drug with
good performance for its price will
likely benefit.
> Drug-Specific Exceptions Certain
products may qualify for condition-
specific provisions (e.g., coverage
regardless of whether the deductible
has been met) under a CDHP, which
could diffuse the negative impact of
high deductibles to consumers.
> Rebates CDHPs can alter the rebate
landscape. For example, when a consumer
chooses a generic product over a branded
product, the branded pharmaceutical com-
pany will not have to pay a rebate to the
plan’s benefits manager since its product
was not utilized.
> Consumer Response Funds held in
HSAs are not as available to consumers
as funds in regular bank accounts; there-
fore, price sensitivity may be lessened
compared to what it would be if con-
sumers kept the money in a regular bank
account. Consumers may be more likely
to purchase a more expensive alternative
when medical expenses are paid for with
HSA funds rather than with regular funds,
since use of HSA funds is limited to medi-
cal goods and services.
> CDHP Benefit Design CDHP benefit
designs vary by deductible, premium,
and drug benefits, and these differences
may affect prescription drug demand and
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A drug that
is much more
expensive (but
not much more
effective) than
its nearest rival
will face the
greatest pricing
pressure.

compliance. Pharmaceutical companies
must understand the specific designs of
the various CDHP insurance products
and their related effect on consumer
drug spending.

A branded pharmaceutical company
should incorporate these and other
factors into its model, including quan-
titative inputs such as:
> Overall CDHP growth
> Percent of growth in HSAs and HRAs
> Percent of plans with special prescrip-
tion provisions
> Percent paid by insurance companies by
type of CDHP, by year
> Average spending level of CDHP partici-
pants relative to the overall average by year
) Prices, utilization, and effectiveness of
drugs (including competitors)
> Price elasticity of the demand for
drugs by year
> Average rebates per year.

Branded pharma-
ceutical companies
could use long-term

revenue forecasts

from their most recent
strategic plan as the baseline from
which to model different CDHP sce-
narios and revenue impacts based on
the above factors and inputs. By de-
veloping various scenarios, a company
will better understand the sensitivity
and interaction of these factors and
can quantitatively assess their impact
on important metrics, including:
> Product utilization
> Product revenues from private benefit
plans (including CDHPs)
> Changes in consumers’ out-of-pocket
costs.

The company could also use the sce-
narios to make informed decisions about
how best to react to the changing com-
petitive landscape.

CDHPs are a growing force in the
health care market, and both consumers
and pharmaceutical companies will play
key roles in the transition. Consumers
will most likely seek lower-cost alterna-
tives and take additional responsibility for
their health care decisions. Pharmaceuti-
cal companies need to proactively model
various scenarios to assess their best strat-
egy going forward. °
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