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The heart of the matter

The era of volatile swings and double-digit growth in employer medical costs
appears to be ending. With medical cost trend hovering in the single digits
for several years, the industry has been waiting for the inflection point when
spending will take off. But that spike appears unlikely to happen. The New
Health Economy is settling into a “new normal,” typically characterized by

more attenuated fluctuations and a single-digit trend.

For four years, medical cost trend

has hung between 6 and 7 percent,
seeming to settle into a “new normal.”
PwC’s Health Research Institute (HRI)
anticipates a 6.5 percent growth

rate for calendar year 2018, half a
percentage point higher than in 2017.
After likely changes in benefit plan
design, such as changes to co-pays
and network size, the net growth rate
is expected to be 1 percentage point
lower, at 5.5 percent.

HRI’s analysis measures anticipated
spending growth in the employer-
based market, which covers about
half of all Americans.! Changes

to government health insurance,
including Medicare, Medicaid and
plans sold on the public exchanges
created by the Affordable Care Act
(ACA), are not within this analysis’
purview.

HRI’s research found that three factors
will put upward pressure on medical
cost trend in 2018.

* Rising general inflation impacts
healthcare. An upswing in the US
economy, now in its third-longest
expansion in American history,
is gaining strength, and higher
general inflation rates will affect
the labor-intensive health sector,
driving up wages and medical
prices.2

* Movement to high-deductible
health plans loses steam. After
shifting healthcare costs to
employees for years, employers
are starting to ease off. Growth in
high-deductible employer-based
health plans is slowing, leaving less
opportunity to stem increases in the
use of healthcare services.3

* Fewer branded drugs come off
patent. With fewer branded,
small molecule drugs coming
off patent, employers will have
fewer opportunities to encourage
employees to buy cost-saving
generics, another strategy they’ve
employed historically to keep costs
down.*

Two forces may partially offset these
health spending increases.

* Political and public scrutiny
puts pressure on drug prices.
Heightened political and public
attention could pressure drug
companies to hold price hikes in
check.

e Employers target right people
with right treatments to minimize
waste. In an effort to ensure
employee access to care while
minimizing waste, employers
are learning to better manage
and deploy new treatments,
technologies and information.

In addition to these new and emerging
issues in 2018, there also are forces
that perennially influence healthcare
costs. These include economywide
drivers, such as demographics and
American lifestyle trends, as well as
sector-specific influences, such as
hospital consolidation and changes

in payment models. In 2018, these
recurring factors will place upward
and downward pressure on cost trend.



Even with medical cost trend between
6 and 7 percent, health spending
continues to outpace the economy.
From 2011 to 2016, the average
health premium for family coverage
purchased through an employer rose
20 percent.® In the same period, wages
increased just 11 percent.® This gap
erodes consumers’ ability to pay for
other goods and services, including
housing, food and transportation.
Nationally, as medical costs are
projected to continue to grow faster
than gross domestic product (GDP),
healthcare will continue to take up

a greater share of the economy.”

This could lead to larger budget
deficits or less spending in areas such
as education, infrastructure and
defense. Even the “new normal” is not
sustainable.

For several years, employers largely
have stabilized trend growth

by increasing cost-sharing with
employees, who in turn slow their use
of health goods and services. However,
consumers are becoming more attuned
to what they spend on their health.®
They are voicing dissatisfaction with
high-deductible health plans.’ They
also are forgoing cost-effective services
such as preventive care, which can
result in the need for higher-cost health
services later.!°

For medical cost trend to sink

lower than its “new normal,” health
organizations and businesses will

have to consider tackling the price

of services as well as the rate of
utilization. Heading into 2018,
employers should look to new contract
arrangements with providers to tackle
healthcare prices without shifting more

costs to employees. And healthcare
providers, with opportunities to take
on more risk and work with employers
directly, should focus on improving
care management and optimizing
their use of physician extenders and
nonclinical staff to keep costs down.
Health insurers, in an effort to prove
their value to employers, could work
to steer patients to the most effective
treatments and help providers
accelerate pricing transparency efforts.
Drug companies also should focus on
increasing collaboration across the
industry, giving stakeholders greater
insight into their pricing and the role
they play in keeping patients healthy
and out of high-cost delivery settings.



| Medical cost trend in 2018

HRI projects 2018’s medical cost down spending growth by reducing
trend to be 6.5 percent (see Figure 1). utilization of services through cost
Insurance companies use medical sharing. The net growth rate in 2018,
cost trend to help set premiums by after accounting for benefit design
estimating what the same health plan changes such as higher co-pays and
this year will cost the following year. narrow provider networks, is expected

Benefit design changes typically hold to be 5.5 percent.

Figure 1: HRI’s projected medical cost trend 2007-2018
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Source: PwC Health Research Institute medical cost trends 2007-2018. HRI recalibrated its trend estimates down for 2016 and 2017. See Figure 2 for
more information.

What is medical cost trend?

Medical cost trend is the projected percentage increase in the cost to treat patients from one year to the next,
assuming that benefits remain the same. While it can be defined in several ways, this report estimates the projected
increase in per capita costs of medical services that affect commercial insurers and large, self-insured businesses.
Insurance companies use the projection to calculate health plan premiums for the coming year. For example, a

10 percent trend means that a plan that costs $10,000 per employee this year would cost $11,000 next year. The
cost trend, or growth rate, is influenced primarily by:

e Changes in the price of medical products and services, known as unit cost inflation

e Changes in the number or intensity of services used, or changes in per capita utilization
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Figure 2: HRI recalibrated its medical cost trend estimates down for 2016 and 2017
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Source: PwC Health Research Institute analysis

HRI also has adjusted its trend
estimates down for 2016 and 2017
to recalibrate for the industry’s “new
normal” trend-growth pattern (see
Figure 2). The adjusted estimates are
based on new data showing medical
costs were lower than anticipated

in 2016 and 2017. As a result, HRI’s
projection of 6.5 percent for 2018
reflects a slight uptick in cost trend—
the first in three years.

For this research, HRI interviewed
industry executives, health policy
experts and health plan actuaries
whose companies cover more than 100
million employer-sponsored members.
HRI also analyzed results from

PwC’s 2017 Health and Well-being
Touchstone Survey of more than 780
employers from 37 industries, and an
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HRI national consumer survey of 1,500
US adults. This projection is based on
HRI’s analysis of medical costs in the
employer insurance market, which
covers more than 150 million active
employees.!



Putting trends in perspective

Growth in employer
medical costs settles
into a “new normal”

As healthcare continues to take up a
larger part of the overall economy,
structural changes—such as the push
toward paying for value, greater
emphasis on care management

and increased cost sharing with
consumers—are taking stronger hold,
pulling back against rapid healthcare
spending growth. The industry is
settling into a “new normal” marked
by trend growth in the single digits
that oscillates moderately from year to
year (see Figure 3).

Growth in employer healthcare
spending has been gradually slowing
over the past 30 years. However, that
deceleration has not been linear.
Cost trend has risen and fallen in
cycles, peaking after several years

of double-digit increases, falling for
several years, hitting a trough and

then rebounding back to double digits.

These cycles have tended to span
about 10 years.'?

The latest downward trend to single-
digit annual growth began even
before the lower economic growth
surrounding the 2009 recession and
subsequent recovery. With medical
cost growth hanging in the single

The industry’s “new normal”
is marked by trend growth in
the single digits that oscillates
moderately from year to year.

digits for over a decade now, many
employers have been expecting an
inflection point when costs will once
again grow at double digits. However,
that spike doesn’t appear to be coming.
Even as the economy now picks up
steam, growth in cost trend has
remained at historic lows.

Figure 3: Growth in employer medical costs—which has been gradually declining for decades—is settling
into a “new normal” characterized by flatter, single-digit trend
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Future reductions in
cost trend will require
more focus on price

Healthcare cost growth can be

divided into two primary components:
the unit price of services and the
volume and intensity of their use,
known as utilization. In recent years,
growth in utilization has been low as
employers and health insurers have
increased cost-sharing requirements—
deductibles, copayments and
coinsurance—for American consumers.
As consumers bear more financial
responsibility for their healthcare costs,
they tend to use fewer health goods

and services. Low utilization growth
has helped counteract prices that

have continued to rise, tempering the
growth in overall healthcare cost trend
(see Figure 4).

However, employers and health
insurers can only shift so much cost

to consumers, so annual utilization
growth could start to rise. Without low
utilization serving as a counterbalance,
rising prices likely will put upward
pressure on overall healthcare costs.
For medical cost trend to start dipping
below its “new normal,” health
organizations and businesses should
more fully concentrate on tackling the
price of services.

Without low utilization serving
as a counterbalance, rising
prices likely will put upward
pressure on overall healthcare
costs.

Figure 4: Price continues to be a major driver of medical cost trend
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Not all components of
healthcare spending
have the same impact
on employer benefit
costs

Healthcare costs also can be broken
into service components such as
hospital inpatient and outpatient
services, physician services and
prescription drug spending. Not all
components contribute equally to

employer costs (see Figure 5). In 2018,

hospital spending will likely account

for half of all medical costs. About 30
percent can be attributed to inpatient
spending; 19 percent to outpatient.

Physicians will account for 29 percent;
prescription drugs, 18 percent.'

Over the past 10 years, the share

of prescription drug and hospital
outpatient spending has been
increasing relative to inpatient hospital
spending, which has remained steady,
and physician spending, which has
been shrinking. For example, the

share of spending on drugs grew to 18
percent from 15 percent between 2008
and 2018, while the physician services
share shrunk to 29 percent from 35
percent in the same period. These
shifts have resulted from higher trend
growth in some components and lower
growth in others.

However, a component’s overall
contribution to employers’ total health
spending may not be proportional to
its growth rate. For instance, in 2015,
new hepatitis C drugs helped drive up
drug spending by 14 percent, while
inpatient spending grew by only 5
percent that year.!® Although the drug
spending growth rate was nearly three
times more than inpatient growth,
prescription drugs only accounted

for 20 percent more of the increase

in employers’ premium costs due to

its smaller share of overall employer
health costs.

Figure 5: Pharmacy and outpatient costs will likely take up a larger portion of employer health spending in

2018 than they did in 2008
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Factors affecting 2018 medical cost trend

Medical cost trend’s Economywide drivers™

usual suspects

* Income: Higher incomes are associated with relatively higher health
spending.’” Although growth has been slow in the past decade, incomes are

An analysis of historical medical cost - : ‘
rising on average, and with them, healthcare spending.?°

trend reveals forces that repeatedly
influence healthcare costs. These
perennial factors, combined with
inflators and deflators tied to a
particular year, place upward and
downward pressures on cost trend.
They include economywide drivers
such as demographics and American
lifestyle trends, and healthcare-
specific influences, such as technology e« Lifestyle: Obesity, smoking, substance abuse, poor nutrition and physical

and treatment innovations and inactivity intensify utilization of health services.?* Over 70 percent of
payment model changes. Americans are considered overweight, and abuse of opioids such as heroin and
prescription pain relievers is on the rise.?” These growing health risks drive
healthcare costs upward. However, more focus on wellness initiatives that
target these risks could help to stem the tide of increasing costs.

* Demographics: The workforce has been aging as Baby Boomers reach
retirement.?! In 2012, 15.9 percent of the civilian labor force was between the
ages of 55 and 64. That percentage is expected to increase to 17.3 by 2022.22 An
older workforce typically has more health needs, resulting in higher healthcare
expenditures. Across the full civilian labor force over the age of 16, aging will
account for 0.4 percent of annual employer medical spending increases in the
decade from 2012 to 2022, according to an HRI analysis.?®

Many of these “usual suspects” have
been discussed in previous Behind
the numbers reports. The primary
inflators and deflators in Behind the Healthcare-specific drivers
numbers highlight new and emerging
issues in a particular year. But it is
important to recognize that these
recurring forces also affect cost trend
considerably in any given year.

* Technology and treatment innovation: The pharmaceutical, life sciences
and medical device industries are funding research and development budgets
and launch new products every year, some with hefty price tags and potential
to boost utilization.?® For example, a more sensitive diagnostic test may detect
a problem that would have otherwise gone unnoticed, resulting in treatment
that could be unnecessary. Cost-saving innovation also can put downward
pressure on healthcare spending. Hospital inpatient care has been falling
as an increasing number of procedures can be performed at lower costs on
an outpatient basis thanks to technological advances.?” In addition, new
technology increasingly renders virtual visits and telehealth more efficient and
convenient than traditional medical care.?®

* Consolidation: Providers, payers, and pharmaceutical and life sciences
companies have engaged in a surge of merger and acquisition activity in recent
years.?” With organizations gaining greater market share and negotiating
power, a consolidated healthcare market can drive prices up.*°

* Government regulation: From nurse staffing levels to the use of health
information technology, government regulation has long had an influence
on healthcare costs. For instance, recent state regulations expanding nurse
practitioners’ scope of practice have been shown to reduce primary care costs.*!

* Payment models: Historically, fee-for-service payment has helped to drive
up medical cost trend, creating incentives to increase the volume of services
delivered and favoring more expensive specialty care. But the shift to pay for
value, instead of volume, is underway. While the scale of value-based payment
models remains relatively small, early findings suggest that they could help
curtail growth in healthcare spending by making transparency, quality and
stronger care management higher priorities.
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~ Inflator #1: Rising general inflation impacts healthcare

Growth of the Consumer Price Index
(CPI) has been slowing since 2011.
Over the past year, it has become
obvious that is changing. As the US
economy heats up, general inflation
will likely put more upward pressure
on wages, medical prices and overall
cost trend in 2018.

With employers hiring and consumers
and businesses spending, all indicators
point to the US economy being in

an upswing and, with it, general
inflation.?? From 2015 to 2016, the CPI
growth rate jumped 1.2 percentage
points. In March 2017, the Federal
Reserve raised interest rates for the
second time in three months—the
third time since 2009—signaling an
expectation that the economy will
continue to expand.* With wages

increasing, gross domestic product
rising and the unemployment rate
dropping to 4.4 percent in April 2017—
a 10-year low that economists consider
to be near “full employment”—
inflation is being nudged higher.3*
Growth in CPI is expected to increase
again in 2017 and in 2018, when it will
hit 2.6 percent, the highest it has been
since 2012 (see Figure 6). In 2015, it
was 0.1 percent.

General inflation impacts all prices

in an economy, and healthcare costs
are no exception. Healthcare costs
historically have tracked general
inflation, if not always in perfect
lockstep. For instance, if energy costs
are higher, hospitals have to spend
more to heat and cool their facilities.
“It’s easy to forget that overall prices in

the economy were putting downward
pressure on healthcare,” said Paul
Hughes-Cromwick, co-director of
the Ann Arbor, Mich.-based Altarum
Institute’s Center for Sustainable
Health Spending. “This story is over
now, though.”

“It’s easy to forget that overall
prices in the economy were
putting downward pressure on
healthcare.”

Paul Hughes-Cromwick,
co-director of the Altarum
Institute’s Center for
Sustainable Health Spending

Figure 6: US healthcare spending historically tracks the Consumer Price Index
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Inflation fluctuations can be difficult

to spot in real time, which can create
small lags in influencing the healthcare
market. So the effects of the 2016 and
2017 inflation upticks won'’t be felt
until 2018. Medical prices in 2018 will
likely be driven upward primarily by
anticipated increases in economywide
price inflation, according to the Centers
for Medicare and Medicaid Services
(CMS) Office of the Actuary.3®

The greatest impact that higher
inflation wields in the labor-intensive

healthcare industry is on salaries

and benefits. “We could see wages
start to grow, and that’s not a good
story for keeping healthcare spending
down,” Hughes-Cromwick said.
However, inflation also affects the

cost of inputs such as medical devices
and pharmaceuticals, which tend to
escalate as vendors pass on rising costs
through price increases, driving up the
overall price of doing business. Since
the growth in inflation picked up in
2016, healthcare has seen increases in
the prices of inputs required to provide

care. The collection of these inputs are
reflected in “market baskets,” which
measure the changes in the input prices
associated with providing hospital and
physician services, including prices for
labor, supplies, utilities, rent and food
(see Figure 7). Industry prices, or the
prices that consumers face, will rise to
accommodate these increased input
prices.

Figure 7: The price of providing hospital and physician services has increased as the rate of general inflation

growth has increased
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~ Inflator #2: Movement to high-deductible health plans loses steam

The wave of growth in high-
deductible health plans, employers’
go-to strategy in recent years to curb
health spending, may be plateauing.
According to the 2017 PwC Health
and Well-being Touchstone Survey of
major US companies, only 28 percent
of employers are considering offering
high-deductible health plans as the
only benefit option to their employees
in the next three years, down from a
peak of 44 percent in 2014. And the
share of employers already offering
high-deductible plans as their only
option has been flat for the last three
years (see Figure 8).

Employers are beginning to recognize
that cost sharing has its limits. They
“are realizing there is only so much that
shopping does and that there is only

so much of the healthcare dollar that

is shop-able,” said Micah Weinberg,
president of the Bay Area Council
Economic Institute, a San Francisco-
based center for economic and policy
research.

High-deductible plans also can have
unintended consequences. While

they can curb unnecessary care, they
also can lead to consumers forgoing
cost-effective, beneficial services such
as preventive care and prescription
drugs.®® Deferring such treatment

can lead to decreased productivity
and increased cost of chronic care
management in the long term.%

High-deductible health plans were
designed to encourage consumers to be
more prudent healthcare shoppers by
giving them greater responsibility for
their expenses. A 2017 HRI consumer
survey revealed that individuals enrolled
in high-deductible plans were almost

60 percent more likely to have skipped
or delayed receiving medical care or
getting medication in the prior year

than those with lower deductibles. Some
employers have experienced a more than
11 percent reduction in health spending
as employees use less care.* These plans’
proliferation have helped keep medical
cost trend down in recent years.*

With increased competition for labor
in the US economy reaching “full
employment,” employers have less
appetite for scaling back benefits and

continuing with a plan design that

has proven largely unpopular with
consumers. According to HRI’s consumer
survey, 69 percent of high-deductible
enrollees likely would choose a different
plan type next year if it’s available, even
if it means making a higher monthly
premium contribution. At the same time,
72 percent of consumers not enrolled

in a high-deductible health plan said
they were not likely to choose a high-
deductible plan in the future.

Ongoing health reform efforts could
reinvigorate interest in high deductibles
in future years by expanding the use

of health savings accounts, or tax-
advantaged medical savings accounts
that are paired with high-deductible
plans.* However the current slowdown
in the shift to high-deductible plans will
ease some of the downward pressure

on utilization and, therefore, nudge
medical cost trend up in 2018. Without
the lever of high deductibles to reduce
costs, employers may consider supply-
side management strategies—such as
narrower provider networks and centers
of excellence—that focus on bringing
price, rather than utilization, down.

Figure 8: The share of employers considering a high-deductible health plan as a full replacement option is falling

Percentage of employers who say they have adopted or are considering adopting a high-deductible plan as a full replacement

option for medical benefits, 2012-2017
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~ Inflator #3: Fewer branded drugs come off patent

Beginning in 2016, the dollar sales compounds—has declined. In 2016, Generics—with prices that frequently
of branded, small molecule drugs branded, small molecule drugs average 80 to 85 percent less than the
going off patent protection have been losing patent protection represented branded originals within a few years
declining. As a result, fewer cost-saving  $18.9 billion in US pharmaceutical after patent expiration—can create
generics likely will come to market in sales revenue, nearly 32 percent less significant cost savings.** Replacing
2018, leading to a faster drug price than the pharmaceuticals that went off ~ branded drug purchases with

growth rate and upward pressure on patent in 2015 (see Figure 9). In 2017, generics has become a key strategy for
overall healthcare spending. $11.1 billion worth of pharmaceuticals  employers and health plans looking

will go off patent—a sharp 41.3 percent  to combat increasing medical costs.

For two consecutive years, the drop from 2016. Companies replace branded drugs
US pharmaceutical sales revenue on formularies with generics and
associated with patent expirations for When branded, small molecule encourage their use by lowering—or

branfied, small m(?lecule drugs—which drugs lose patent protection, generic even eliminating—copayments or
are simpler, chemically manufactured equivalents can enter the market. out-of-pocket costs.**

Figure 9: US pharmaceutical sales revenue associated with branded, small molecule drugs going off patent
protection declined in 2016 and 2017
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The biggest cost savings impact of a
small molecule drug going off patent

is usually seen in the year or two

after the patent’s expiration (see

Figure 10). This is because generic drug
manufacturers sometimes are able

to keep prices higher for a short time

by securing six months of exclusivity,
which limits competition, and because
patents sometimes expire late in the
year, pushing savings into the next
year.*® Consequently, the dip in patent
expirations in 2016 and 2017 will result
in fewer new generics entering the
market in 2018.

While branded, small molecule drug
patent expirations have dropped off in
recent years, patent loss for biologics—
which have contributed significantly
to rising drug costs—is starting to
heat up.¥ When an original, branded
biologic loses patent protection,
biosimilars can enter the market.

Like a generic drug, a biosimilar is a
near substitute for the biologic, sold

at a discount once the original loses
patent protection. But with only five
biosimilars approved as of May 2017,
the US biosimilars market is still
developing, and prices for biosimilars
are expected to generate savings of
only 25 percent.*®

Figure 10: Most of the cost-savings impact of a branded drug going off patent is usually seen 12 to 24 months
following the patent’s expiration

Example: A branded medication that sells for $100 before patent expiration is sold for $95 by a single generic manufacturer
during the first six months, when that generic manufacturer is granted exclusivity for 180 days. However, over the next six to
18 months, as more companies are approved to produce the generic, the price drops to $40.

5% drop
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6 months Becomes

generic 60% drop
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Source: PwC Health Research Institute analysis of FDA data*
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" Deflator #1: Political and public scrutiny puts pressure on drug prices

Triple- and quadruple-digit percentage
hikes in certain drug prices over the
previous three years have made front-
page news.*° As political and public
scrutiny grows—amplified by negative
opinions on social media—drug
companies are becoming more price
cautious, feeling pressure to hold price
hikes in check to avoid negative media
attention and legislative action.

Since his campaign, President Donald
Trump—who has a penchant for
calling out individual companies and
industries on social media—has used
his bully pulpit to take aim at the
pharmaceutical industry. In his first
2017 press conference, he said drug
companies are “getting away with
murder” and that the US is “the largest
buyer of drugs in the world and yet

we don’t bid properly ... we’re going

to start bidding and we’re going to
save billions of dollars.”! After that,
pharmaceutical and biotech stocks
slumped—the Nasdaq Biotechnology
Index by 3 percent and the Standard

& Poor’s 500 Pharmaceuticals,
Biotechnology & Life Sciences Index by
about 2 percent. Those were the biggest
one-day drops for the indexes since
October 2016.52

Some federal and state lawmakers—
including Rep. Elijah Cummings,
D-Md., and Sen. Bernie Sanders, I-Vt.—
also have been critical, launching
hearings to investigate dramatic rate

15

hikes and introducing legislation

to allow drugs to be imported from
countries where prices are held in
check.>® This scrutiny from lawmakers
is indicative of growing unrest among
their constituents. In 2017, 69 percent
of consumers felt that a pharmaceutical
company—even if it could justify the
price—should not be allowed to charge
indiscriminately for a medication,
according to an HRI survey. Two years
earlier only 52 percent of consumers
felt the same way. Consumers also

told HRI that establishing government
controls on drug prices should be
President Trump’s top priority when
considering ways to lower healthcare
costs.

Drug companies are responding to
this heightened scrutiny. After the
uproar over EpiPen’s price surpassing
$600, Mylan took the unusual step of
launching a generic version of its own
product at a 50 percent discount.>*
Other companies have delayed the
launch of drugs or shed products.>®

Sector trade group, the Pharmaceutical
Research and Manufacturers of
America (PhRMA), also has re-
evaluated its membership criteria. The
group has changed its bylaws to require
members to spend a certain amount of
money on research and development
efforts.>® The new rules distance the
group, which ousted 22 members

with the rule change, from companies

69 percent of consumers
feel that a pharmaceutical
company—even if it could
justify the price—should
not be allowed to charge
indiscriminately for a
medication, according to a
2017 HRI survey.

whose strategy has been acquiring
drugs from other companies and hiking
their prices, rather than developing
new products.

Some pharmaceutical companies are
addressing pricing and value on their
own. Last fall Allergan CEO Brent
Saunders published a “social contract”
with patients committing itself to
greater transparency and to limiting
percent price increases within the
year to the single digits.>” Since then,
other manufacturers, including Novo
Nordisk and AbbVie, have made similar
pledges.5®

Heightened political and public
attention—and the self-regulation from
drugmakers that ensues—has shown
before that it can seriously affect drug
price growth. In the early 1990s, drug
price growth started to slow after a
special election for a Pennsylvania US



Senate seat in November 1991. The
election of underdog candidate Harris
Wofford—who ran on a single-issue
platform to introduce national health
insurance—positioned healthcare
reform as a major issue in the 1992
presidential campaign.® After winning
the election, President Bill Clinton
continued to attack the high prices of
vaccines and other pharmaceuticals.®®
The scrutiny resulted in a precipitous,
fivefold decrease in the drug price
growth rate (see Figure 11).* Before
the 1991 special election, CPI for
prescription drugs was growing at

nearly 10 percent; by 1995, the year
after the Clinton administration’s
health reform effort collapsed, the CPI
for prescription drugs was growing at
2 percent.®?

In a highly concentrated market—the
top 10 pharmaceutical companies
based on US sales made up 53 percent
of the US market in 2016—a few
mentions on social media could have

a devastating effect.5® Pharmaceutical
executives would rather take matters
into their own hands than run the risk
of more heavy-handed caps. “It’s a fear

of every single company, industry, you
name it,” said Mary Grealy, president of
the Healthcare Leadership Council. “No
one wants to be the subject of a tweet.
Everyone wants to stay off the radar.”

Figure 11: Public scrutiny and political pressure on pharmaceutical companies put downward pressure on

the growth in drug costs in the 1990s
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" Deflator #2: Employers target right people with right treatments to

minimize waste

Heading into 2018, employers are
looking to maintain access to care for
their employees, but in more efficient
ways, lowering costs by minimizing
waste and targeting spending where
it’s most effective. New treatment
technologies, medical devices and
pharmaceuticals are increasingly
expensive.® “If you'’re in the kitchen
and one of these new specialty drugs
rolls under the refrigerator, you’ll
throw out your fridge, because the
pill costs more,” said employer benefit
expert Mike Thompson, president
and CEO of the National Alliance of
Healthcare Purchaser Coalitions.
Employers don’t want to deny their
employees access to expensive new
treatments and technologies, because
they recognize their potential to
improve or save lives.®®> Employers are

doubling down on tools and tactics
such as prescription quantity limits
and stronger care management that
ensure the right people get the most
appropriate treatment, in the most
appropriate setting, and that they
adhere to it.

Most prescription drugs work for

less than 60 percent of patients who
take them.5® As costly products come
to market, employers are exploring
new technology, such as artificial
intelligence, to match people with the
best treatments. In its agenda for 2017
and beyond, the Health Transformation
Alliance—a newly formed employer
consortium focused on lowering
healthcare spending for its 38 member
companies—highlighted plans to

use IBM’s Watson software to help

employers pinpoint treatment that will
result in the best patient outcomes.”
As the price of genetic testing has come
down, there is also growing interest in
the power of personalized medicine—
once thought to be at the bleeding
edge of the industry—to identify the
most appropriate treatment for an
individual.®®

Employers also are ramping up
traditional strategies, such as requiring
prior authorizations for costly, new
specialty drugs; instituting step
therapies, which require that people
first try a less expensive drug before
“stepping up” to a more expensive
option; and limiting the number of
drugs in an initial prescription (see
Figure 12). Quantity limits ensure that
a product, such as an antidepressant, is

Figure 12: More employers say they are using strategies to minimize waste
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“If you’re in the kitchen and one of these new specialty drugs rolls
under the refrigerator, you’ll throw out your fridge,

2

because the pill costs more.

Mike Thompson, president and CEO
of the National Alliance of Healthcare Purchaser Coalitions

going to be effective for a person before
a full supply is authorized, which helps
employers avoid wasting healthcare
dollars on ineffective medications.

In addition, employers are paying
closer attention to where treatments
are delivered, looking for opportunities
to shift care to lower cost settings.®’
Treatments that require the help

of medical personnel can be far
cheaper outside of the hospital. For
instance, the cost of an infusion of
intravenous immune globulin, a
treatment administered to people with
autoimmune disorders, in the home can
be 62 percent lower than in a medical
office and 87 percent lower than in the
hospital outpatient setting.”” Home
infusion delivery also is associated
with improved outcomes, reducing the
risk of infection or other adverse events
thanks to greater clinical oversight by
specially trained clinicians.”!

Encouraging patients to adhere to their
regimens represents another hurdle
employers are addressing.”? Employers
are increasingly turning to healthcare
providers to help them manage care
well so money spent treating their
employees isn’t wasted. The Health
Transformation Alliance plans to begin

18 Medical cost trend: Behind the numbers 2018

negotiating value-based contracts with
providers to care for employees with
conditions such as diabetes and lower
back pain in 2018. These arrangements
will reimburse providers based on
outcomes, which will likely incentivize
better care coordination.

Employers also are seeking solutions
to improve care management and
increase adherence in the medical
device sector. Catalia Health, a

San Francisco-based patient care
management company, has combined
artificial intelligence technology with
robotics to help patients manage
chronic conditions such as diabetes and
heart disease, keep their healthcare
teams up to date on their symptoms
and adhere to drug regimens.
Pharmaceutical companies, health
systems and home health organizations
are using Catalia’s Mabu, a personal
healthcare companion robot that
interacts with patients in their homes.
The robot works to understand the
challenges a person faces with their
particular conditions and can root out
why patients may not be adhering to
their regimens through conversation
and observation.”®



How could Trump administration policy impact
employers and their healthcare spending?

Lawmakers in Washington are continuing with plans to at least partially repeal
and replace the Affordable Care Act (ACA), moves that could affect employers
directly and indirectly. While the House has passed its version of an ACA repeal
and replace bill, Senate Republicans are discussing an alternative bill that can
pass the Senate. The ultimate fate of this effort remains in question since both

the House and Senate must agree on a final bill. In its current state, the House’s
repeal and replace bill—the American Health Care Act (AHCA)—contains several

provisions that employers should watch:
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Reduces the employer mandate
penalty: Under the ACA’s employer
mandate, companies with more
than 50 employees are required to
offer insurance to those working
more than 30 hours per week. The
House-passed AHCA would reduce
employer mandate penalties to $0,
effectively repealing the mandate.
That would reduce reporting
requirements and financial penalties
associated with noncompliance for
employers.

Some companies, particularly small
employers with slightly more than
50 employees and companies with
many lower-wage employees, may
find it more advantageous to drop
coverage. Most large employers
likely would retain coverage,
however. More than 90 percent of all
employers surveyed in PwC’s 2017
Health and Well-being Touchstone
Survey said they would not change
employee eligibility if they were no
longer required to offer coverage.’

Reduces the individual mandate
penalty to $0: The ACA requires
that most individuals carry a
minimum level of health insurance
coverage or pay a penalty. The
House-passed AHCA would reduce
the penalty to $0. Eliminating that

mandate could increase nongroup
market premiums as healthier
people forgo coverage because they
no longer face a penalty for doing so.
Higher premiums in the nongroup
market would create further
incentive for workers to seek out
employer-sponsored insurance.”

* Further delays the “Cadillac tax”:

The House-passed AHCA delays the
40 percent excise tax on high-cost
employer-sponsored health plans
until 2026. While employers would
welcome the delay, some of them
would opt to reduce employee health
benefits to avoid the tax if and when
it takes effect, which could create ill
will among workers.

e Allows states to waive some ACA

consumer protections: Under

the House-passed AHCA, states
could opt to waive three key ACA
consumer protections, which would
allow states to redefine essential
health benefits, allow insurers to
charge some consumers nongroup
premiums based on their health
status, and offer insurers the option
of charging older consumers in the
nongroup and small group markets
more than five times the premiums
they charge younger ones.”®



With the state waivers, self-insured
employers and large group health
plans would be able to choose which
state’s definition of essential health
benefits they would abide by—a
choice they were granted under the
ACA—giving them more flexibility
in plan design. Some employers
could choose to offer employees
lower-cost, “slimmed down” plans.

It remains to be seen if employers
would take this option, particularly
as competition increases in the labor
market.”” When asked what features
they would continue if ACA plan
design mandates were repealed,

72 percent of employers said they’d
continue to fully pay for required
preventive services, 63 percent
would continue without pre-existing
condition limitations and 53 percent
would continue no annual dollar
limits, according to PwC’s 2017
Health and Well-being Touchstone
Survey.”®

If states win waivers to widen

the age-band ratings and charge
premiums based on health status,
employers could see younger
employees drop employer-sponsored
coverage for less expensive
nongroup health plans, making
employers’ risk pools more adverse
and premium costs higher.

* Creates age-based tax credits to
help pay for premiums; eliminates
cost-sharing subsidies: Consumers
would no longer receive help
buying coverage based on their
ability to pay. Instead, they would
receive age-based tax credits,
which the Congressional Budget
Office has determined would leave
millions of consumers unable to
afford coverage. This could lead
to increases in uncompensated

care, which could be passed on to
employers in the form of higher
premiums or higher provider
charges.

Under the House-passed AHCA,
states would receive federal money
to help offset some of these issues.
Moving to age-based tax credits
also could incent young and healthy
employees to drop their employer-
sponsored coverage in favor of less
expensive nongroup health plans.
The loss of young and healthy
employees would make employers’
risk pools more adverse and might
raise the cost of employer coverage.

Another potential effect of efforts to
repeal and replace the ACA is that

it could cause hospitals—often the
largest employers in a given area—to
slow hiring. Many hospitals hired
additional staff to handle the increased
demand for services that came with
the ACA’s newly insured patients. But
if millions lose coverage, it would

be challenging to continue with the
same staffing levels, particularly as

the cost of doing so rises in a strong
economy.”® ACA repeal could result

in a loss of 2.6 million jobs, 1 million
of which would be in the healthcare
field, according to an analysis by
George Washington University’s Milken
Institute of Public Health.®°

In addition to “repeal and replace”
legislation, changes in leadership at
regulatory agencies also could impact
employer healthcare spending. At the
Food and Drug Administration (FDA),
newly appointed commissioner Dr.
Scott Gottlieb has expressed a desire to
modernize and speed-up the approval
of novel treatments, a move which
eventually could push healthcare prices
up.®!
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Outside of healthcare, efforts by the
Trump administration and Congress
to overhaul the US tax code also would
have implications for employers. Key
business tax reform proposals include
lowering the corporate tax rate and
implementing a mandatory one-

time tax rate on unremitted foreign
earnings.®? Tax reform in any shape or
size would affect the way employers
do business, impacting considerations
around when to take deductions and
whether to outsource labor.%

Overall, the impact of Trump
administration policy on employers
and their healthcare costs is likely to
be modest in the near term. However,
employers can act to better navigate
this period of uncertainty.®* For
instance, employers can consider what
changes they would make to eligibility
requirements and health plan design
under different scenarios.

Regardless of reform efforts’ outcome,
the focus on value and push to

reduce healthcare costs won’t abate.
Employers should continue to explore
potential cost-control measures such as
transparency, value-based payments
and delivery system options, such as
accountable care organizations and
direct contracting with providers.
Uncertainty about the future of the
nongroup and Medicaid markets may
prompt health insurers to focus more
on the employer market for continued
growth, increasing competition. To
meet employers’ demands for value,
health insurers will need to better
engage consumers and collaborate with
providers to deliver better outcomes
and lower costs.



[
What this means for your business

Employers

Though health benefit costs are
growing at a low rate compared

with historical trends, growth in
employer premiums is still outpacing
wage growth, making benefit costs
unsustainable in the long run.®*In a
competitive labor market, employers
are looking for new cost containment
strategies beyond shifting more costs
to employees.

Things to consider

Target work site health promotion
programs to the right people. Work
site wellness programs have become a
critical tool for employers to improve
their employee population’s health
and reduce healthcare spending. But
these programs often appeal most to
employees who are already healthy
and will see marginal benefit from the
intervention.

Employers should consider harnessing
biometric data and analytics tools to
target health programs to the right
people, treating their populations as
individuals rather than averages. Such
tools can give employers insight into
their employees’ health status and
help the employees understand how
behavioral choices, environmental
factors and clinical interventions

can affect their well-being. With

this information, employers can
discover which programs will likely
improve health measurably for specific
populations. By pinpointing higher-
risk individuals, employers can focus
investments on initiatives that will
yield the greatest health improvement
and cost savings, building programs
that have a meaningful impact on their
healthcare spending.
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Evaluate the value of drug spending.
Employers should take a deep dive
into their claims data to identify
what conditions and drugs drive

most of their spending. In doing so,
they will be better able to evaluate
new therapeutics’ potential value

and weigh added costs against
potential benefits for their employees.
Employers should then work with
pharmacy benefit managers (PBMs) to
restructure formularies accordingly,
providing more incentive to use drugs
that will likely deliver more value to
their employees.

For example, members of the Health
Transformation Alliance—a newly
formed consortium of 38 large
employers—have formed a first-of-
its-kind arrangement with two PBMs.
It allows Alliance members to have a
seat at the table during deliberations
on formulary placement. Companies
will be able to customize their benefit
plans and choose to include drugs
the PBM may have excluded.®® This
arrangement means that employers
will be able to create formularies
based on evidence from their claims
data and tailored to their employees’
needs, ensuring greater value for every
dollar spent.

Focus more on provider
arrangements to tackle price.
Facing limitations to how much they
can share costs with employees,
employers may want to focus on
supply-side management, or how they
work with providers, to keep prices
down. One potential strategy is using
products with more limited networks
of providers to deliver high-quality
care at affordable prices. According
to the 2017 PwC Health and Well-
being Touchstone Survey, 8 percent

of employers are already using a
performance-based network, and
30 percent are considering it for the
future.

Another potential strategy is to
contract directly with specific
providers for high-cost or high-risk
procedures such as joint replacements,
back surgery, transplants, bariatric
surgery and cancer care. Direct
contracting could be done through
centers of excellence, which establish
the best care sites for specific
conditions, or bundled healthcare
payments. Employers could partner
with new entrants who are bridging
the gap between employers and
providers.

One example is San Francisco-based
Carrum Health, which has created

a comprehensive bundled payment
solution that connects employers

to regional healthcare providers,
identifies top-performing providers,
manages those providers, and engages
employees to use their services. The
company’s customers have seen cost
savings of at least 40 percent for knee
and hip replacement, cervical spinal
fusion, lumbar spinal fusion and
coronary bypass episodes.®”

Both strategies present challenges. For
one thing, healthcare markets differ
widely in provider concentration and
competition, which affect employers’
negotiating power. For another,
employees may be reluctant to have
their provider choice limited. If that’s
the case, employers could educate
employees on the trade-offs between
provider choice and cost, and give
workers incentives to use selected
providers by offering lower premiums
or waiving co-payments.8®



Healthcare providers

As general inflation and wages rise,
healthcare providers are feeling the
strain of their labor-intensive cost
structure. They should consider their
practice models and how to best use
physician extenders and nonclinical
staff to keep costs down and optimize
patient care. Providers also should
seize opportunities to take on

more risk and work with employers
directly. Focusing on better engaging
patients, improving care management
and delivering services more cost-
effectively could be winning strategies
to better demonstrate their value.

Things to consider

Assess skills mix. As labor costs
continue to account for over half of
providers’ budgets, providers should
consider how to make the most of their
staff’s skills and productivity.® All
staff should be practicing to the top of
their license. Within care teams, each
member should perform duties that
use the full extent of their education
and training instead of doing tasks
that someone with less training could
do. For example, a medical assistant—
rather than a nurse—can show
patients to rooms and check their
vitals. Such measures can yield higher
patient flow and satisfaction. Providers
also should consider investing in
technologies that improve staff
productivity.

22

Look for new opportunities to
manage drug costs. Rising drug costs
have been just as problematic for
providers as for employers, insurers
and consumers, particularly as they
shift to value-based payment models
and take on greater responsibility

for managing the total cost of care.”®
Historically, however, providers

have remained on the sidelines of
discourse over this issue. However,

as political and public scrutiny of
drug pricing grows, providers should
consider allying themselves with
health insurers, patient advocacy
organizations and the government to
work with drug companies on pricing
models the market can bear that
would hold price hikes in check. Doing
so might also help providers keep their
own costs down.

In the near term, providers should
determine if they are eligible

for cost reductions through the
Health Resources and Services
Administration’s 340b Drug Discount
program, which supplies discounted
outpatient drugs to government-
funded hospitals, health systems

and clinics serving low-income
patients. Those already participating
in the program should confirm

that they meet the requirements

for participation—and have the
documentation to prove it—in the
event of an audit. Another option
some providers are taking is launching
their own specialty pharmacies. That
helps them curb drug costs by closely
overseeing appropriate drug use
through clinical protocols, formularies
and inventory management.’!

Demonstrate value to employers.
Employers’ interest in working
directly with providers is growing,

so providers should seize the
opportunity to participate in pay-
for-performance models. An HRI
analysis found that providers may

be more prepared than they realize

to have their reimbursements based
on quality outcomes.’?> Providers that
can guarantee prices and outcomes
early can establish relationships with
employers ahead of competitors. Strong
actuarial capabilities can measure
costs and performance accurately, and
strong leadership in setting priorities
can accelerate change.

Invest in care management.
Providers looking to trim costs often
have taken aim at nonclinical staff
such as case managers and social
workers. But these employees can be
critical to keeping costs down, and
providers should consider doubling
down on them. Employers and health
insurers are demanding greater care
coordination, and case managers
provide that. They also can prevent
costly, avoidable readmissions. Unit-
based pharmacists, who work directly
with clinicians to recommend therapies
and dosage, can manage overall drug
spending. All of these measures help
providers with their bottom lines,
while simultaneously becoming more
patient-centric.



Health insurers

Health insurers are under pressure
from employers to reduce costs. In
some instances, employers are opting
to stop working with them altogether.”
Insurers need to prove their value

to employers by supporting closer
management of high-risk patients,
steering patients to the most effective
treatments and pushing for greater
pricing transparency.

Things to consider

Look for ways to automate processes.
Health insurers have made some
investments in technology, but their
costs are still heavily driven by an
increasingly expensive labor force.
Automation can help. Advanced
analytics and cloud-based technologies
can automate call center processes, and
robotics can increase the adjudication
rate in claims processing.’* If health
insurers can reduce their costs with
technology, they can pass their

savings on to employers through

lower premiums.

Consider alternative therapies.
Health insurers are facing less
opportunity to shift branded, small-
molecule drug purchases to cost-saving
generics. Instead, they should consider
incentives to persuade patients to
engage in alternative methods—such
as lifestyle management—to manage
chronic conditions without costly
drugs.” For instance, some plans

have tied financial incentives such as
gift cards and premium reductions to
progress on such measures as blood
pressure or body mass index.

Others are prioritizing access to
counseling and other behavioral
health treatment to better address
comorbidities that can exasperate
chronic conditions. And as more
branded biologics come off patent,
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insurers should explore building less
costly biosimilars into their plans, even
if they may not offer as much savings as
traditional generics.

Explore value-based purchasing
with biopharmaceutical companies.
According to a survey of health
insurance executives conducted by
HRI, less than 20 percent of health
insurers are using risk-sharing
agreements, outcomes-based
payments or bundled payments with
biopharmaceuticals.® Such value-
based purchasing models could help
employers and health insurers see a
return on their investments.

As drug companies face greater
scrutiny of their prices, they may be
more interested in these arrangements,
and health insurers may have more
negotiating leverage.”” However, some
challenges remain with these models.
Identifying measures that accurately
evaluate value can be difficult for
certain conditions, as can collecting the
necessary data to assess performance.

Take ownership of collaborating
with pharmaceutical companies
and providers to manage high-risk
patients. Health insurers should
work more closely with providers and
pharmaceutical companies to identify
high-risk patients and make sure they
are adhering to their treatment. This
can be accomplished by placing those
patients in programs that use such
methods as check-in calls from nurses,
in-home social worker visits and email
reminders from physicians. Since
health insurers own a large volume of
patient data, they are equipped to be
the driving force pushing for better
patient adherence.

Be providers’ partner in reducing
medical costs. Eighty-five percent

of health insurers’ costs—which are
ultimately passed on to employers—are
dependent on providers’ care delivery.
Insurers should see themselves as
providers’ partners in keeping medical
costs down. One way to do this is for
insurers to take ownership of consumer
engagement by deploying their own
care managers, social workers and
community health workers to help
providers manage patients better.
These nonclinical professionals
conduct home visits, provide
education, schedule appointments,
connect patients with resources in the
community and monitor adherence to
treatment.”® They tackle the roots of
health problems by focusing heavily
on social determinants that affect
health, such as socioeconomic status,
education and physical environment.
By proactively helping consumers

to navigate the healthcare system,
health insurers establish themselves as
more attractive partners for providers
and advocates for consumers, both

of which help them to improve care
management and ultimately reduce
medical costs.

Insurers also can use data and
analytics to give providers insights
into patients and patient populations
so the providers can better anticipate
consumers’ needs and engage them
before more costly issues arise.
Insurers’ data also can accelerate cost
transparency initiatives by helping
providers to determine their true
cost of care. Making this information
available to consumers can then help
them to shop for care and make more
cost-conscious decisions about the
services they receive.



Pharmaceutical and
life sciences

Facing ever-growing scrutiny, the
pharmaceutical industry must focus
on demonstrating its products’ value.
Increased collaboration with other
industry stakeholders and greater
transparency on pricing can help
companies demonstrate their role in
keeping patients healthy and out of
high-cost delivery settings.

Things to consider

Re-evaluate sales and marketing
needs. As the costs of labor and other
inputs increase in an expanding
economy, pharmaceutical and life
sciences companies should re-evaluate
their budgets. In addition to clinical
outsourcing, companies can consider
outsourcing nonclinical operations,
including sales, marketing and
manufacturing. Keeping operational
costs down could leave companies with
savings they can reinvest in strategic
initiatives to accelerate growth.

Model drug pricing policy impacts.
Increased attention and inquiries

into drug pricing strategies by the
government could result in far greater
transparency, with drug firms forced
to make corporate documents and
financial information public.”® From
2015 to 2017, over 20 states introduced
legislation that would require
companies to make disclosures about
drug pricing and costs.!° Because of
these developments, drug companies
should proactively model various drug
pricing policy impacts so they can give
clear justifications for pricing decisions
from the perspective of different
customers.
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Collaborate on pricing decisions
upfront. The pressure to provide
more transparency into pricing has led
some drug companies to collaborate
with PBMs and third-party drug value
assessors such as the Institute for
Clinical and Economic Review to set
prices before launch. These efforts
helped avoid public backlash.!%! If
buyers can work behind the scenes on
a particular pricing strategy, they will
put up less resistance to new products
that hit the market. Also, if buyers have
advance knowledge about treatments
coming to market, they can budget for
them accordingly.

Educate providers on personalized
medicine’s benefits. As the price of
genetic testing has come down and
genetic information has become more
useful in the last decade, opportunities
are growing for personalized medicine
to improve patient outcomes and save
money in the long run by helping
providers pinpoint the right treatment
up front.’? But a majority of today’s
front line doctors don’t have a genetics
background or the tools needed to take
full advantage of precision medicine’s
power.

Pharmaceutical, life sciences and
medical device companies should
educate physicians on the latest
genetic technology’s benefits and

its potential to eliminate costs from
ineffective treatments. Indications
exist to suggest they will likely have a
receptive audience. In fall 2017, Inova
Health System in Virginia will start
training employees in genetics and
pharmacogenomics to fill the demand
for genetic experts at its new Center
for Personalized Health campus.'®®
And Stanford Medicine has teamed
with Google Genomics to launch a new
Clinical Genomics Service, aiming to
make genetic testing a routine part of
care.l%4
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