Healthcare Reform and the Impact
on Financial Planning

Rockland, Maine / September 16, 2010

KaufmanHall

Hal . inc. Al

9/15/2010

Discussion Agenda

» The Emerging New Era and Implications for Hospitals
1. Reform
2. Strategic Realities/ Issues
3. Competency Requirements and Attributes
4. Financial Planning is the Foundation

¢ Financial Planning In the New Era
1. Back to Basics — Sound Fundamental Planning as a Basis

2. Factoring in Healthcare Reform Related Impact
¥" Quantifiable Factors

v Non-Quantifiable Factors
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The Economic Environment Was Squeezing Hospitals Even Before
Healthcare Reform

; Bond
Reimbursement covenants

pressures and RAC/ Investment losses
short stay issues % ﬂ \y
Physician shortages/ Pension funding
recruitment/ retention —
. )

Capital access/
Increasingly Q __7

cost and the need
to fund growth
o strategies
competitive

LK
markets
Payor mix
Specialty hospital/ ﬁ deterioration/rising

ambulatory niche bad debt and charity
competition Aging Information Equipment care
infrastructure technology replacement/ new
needs technology
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Leading to Negative Rating Agency Industry Outlooks

1. Access to capital is materially impaired and more costly
2. Variable-rate debt structures and swaps add considerable risk

3. Investment portfolio losses are adversely impacting cash flow and cash,
resulting in weakened balance sheets and less financial flexibility

4. Pension funding is a major financial concern for those with defined
benefit programs (i.e., current market value 1, discount rate ¥, earnings
rate

5. Physician employment strategies are increasingly more important and
prevalent, but are creating more demands on finite liquidity

6. Economic recession is reducing utilization and adversely impacting payor
mix and bad debt

7. Expect more industry consolidation as the credit gap widens

8. More capital plans will need to go back to the drawing board given all of
the above

9. Good management and governance now more important than ever

‘Source: Adapted from Moody's “Not-for-Profit Healthcare Sector Outlook Revised to Negative from Stable”, November 2008,
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Healthcare Reform Has Added Urgency to Industry Response
2012 2013 200
1 ] 1 1
1 ] 1 1
«Highrisk pools | «Report healthcare |+ Accountable | -+ Bundled |+ Individual and
« Dependents I benefitsonW-2 1 Care 1 payment pilot 1 business
covered to 26 | +C health | Organi | +Increased .
. Small business tax | center funding ~,  (ACO)Pilot ' Medicaid , * Exchanges and
credits I« No Federal | < Penalties for | payment for 1 affordability credits
« End rescissions : Medicaid : high : PCPs : « Medicaid
and coverage limits, ~matching for H ' ini H i
« Market basket | hospitalacquired |  ratesbegin ' simpiification | . Medicare/
productivity 1 conditions (HACs) 1 I «Co-ops I Medicaid DSH
reductions begin : « Innovation center : : established : cuts
| Createdby CMS | | *Medical device | *Independent
I+ Brand-name 1 1 tax | payment advisory
: pharmaceutical " ! | board
, assessments . : : « Reduced payment
1 1 I 1 forhigh levels of
1 1 1 I HAC
. . 1
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Strategic Realities

1. Change in federal budget pressures: The federal deficit is projected
to grow substantially in the absence of major policy change. The
government's obligations related to reducing the number of uninsured,
growth in Social Security payments, and ongoing defense funding
requirements are all contributing factors. Reducing healthcare costs is
one of the only viable options to address this issue.

2. Change in premise: HHS Secretary Kathleen Sebelius recently said
there is the need to “change the incentives in our healthcare system so
doctors and hospitals get rewarded for providing high-quality care.” She
added, “...too often we pay for quantity, not quality... volume, not value.”

3. Change in payment: In this regard, many healthcare executives now
expect the fee-for-service payment system to go away over time and be
replaced by something that looks more like capitation. Alternatively, at a
minimum, most anticipate increased linkage to outcomes, quality, and
cost effectiveness.

4. Change in results: Governmental, commercial insurer, and provider-
based pilots/ initiatives that truly link payment to quality and cost
effectiveness are yielding impressive results. These efforts are steadily
expanding across the country.
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Strategic Realities (continued)

5. Change in prices: Average payment rates, from all payors, will
likely, over time, begin to approach Medicare rates. This will have a
profound impact on revenue growth and will force most providers to
take a completely new look at costs and the organization of care.

6. Change in utilization: Many observers are now predicting a
flattening, or perhaps an absolute decline, in overall utilization. It
now appears that the “cost curve cannot be bent” without bending
the utilization curve.

7. Change in competitive landscape: Consolidation will drive a real
change in the provision of care. The most transformational aspect of
healthcare today is the rise of the super-regionals and the changes
they are forcing in the competitive landscape.
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Key Business Issues

=

. Slower revenue growth

. Uncertain demand

. Less predictable access to capital

. Payment linked to quality and outcomes

. New delivery models for efficient, rational access
. Tightly coordinated care

New physician culture

Increasing consolidation

© © N O A W N

. Transparency/ rigorous reporting requirements

10.Increasing reliance on technology
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Hospital Planning Must Include Strategies to Build the Attributes Necessary for
Success Under Healthcare Reform

Capability

Care Coordination

Attributes

Key Characteristics

of the Best Prepared

Use of care coordination tools and processes by an empowered and
integrated workforce that manages costs and meets performance goals that
are regularly measured and reported

Physician Integration

Ahighly aligned medical staff characterized by outcome-based contractual
arrangements, informed planning, and adequate representation in
organizational governance

New Focus
Areas

System

Service Distribution

Avrational service distribution system that has accessible primary care, easy
access (both physically and through referrals) across the care continuum,
and contemporary facilities and equipment

Information Systems

An T platform that supports cinical decision making, nformation
access by all stakeholders (physicians, patients,
administration) m proper tréatment and strategic decision making

Cost Management

Aright-sized

cost structure,

by
levels of staffing, capital spending, and supply chain costs. Constant review
of costs based on comparative peer group studies and benchmarks

Capital Capacity

Strong appeal to capital markets through sustained operations, revenue
growth, and balance sheet strength

Traditional
Focus Areas

Scale

Sufficient scale in the market to attract competitive clinical and administrative
talent, realize economies, drive marketplace innovation, and be an essential
provider to health plans and patients
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Kaufman Hall’s Experience — Where Do Most Hospitals Stand Today?

Well Prepared Hospital

Unaligned, unintegrated medical
st imited physicians i leacership

Economicaly-algned medcal siaf
sitong physiian eadershp

Physician

Care Coordination*

Information Systems

Limited care protocoll EBM
adoption; lacking culture to support

Extensive care protocoll EBM
adopton;culure to support

1
No EMR; limited
Jeonnectiviy/ accessibilty

Sophisticated! distributed EMR:
2011 meaningul use assured; IT
platiorm in place/ operational y

T
Poor primary care access extensive
Junnecessary service duplcation

Highly accessible primary care;
rationalized advanced carel
nalogy y

Service Di
System

Payor Relationships/
Contract

Activity based; limited abilty to
accept market innovation

Highly innovative market; strong
prtipaton I leading-edge convacts

JLte focus on managing cost

Robust and on-going cost
containment efforts

Cost

Financial Strength/
Capital Capacity*

1
Weak/ unsustainable financial
performance; limited capital
acity

Strong/ sustainable financial
performance; sufficient capital
acity

Smallest in market;
undifferentiated from competitors

Largest in market,difereniated
from competitors

Scale/
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Financial Planning Is the Foundation for
Strategic Thinking and Planning

Strategy

Core
Competencies

Provider Integration
Strategies

Growth and Scale

* How will the + Do we have sufficient
organization of care size and scale?
delivery change? + Whatis our strategy

£ | - with which networks | for growing?
% | andACOs dowe « How will reform
3 | needto align? impact our numbers?
& | + How do we develop
sustainable hospital-
physician
arrangements?

Capital/ Risk

+ How do we access « Is our cost structure

capital at an competitive? If not,
appropriate level of what needs to
risk? change?

+ How much can we « Are we allocating

afford to spend?

+ How can we most * Which services
effectively manage
our capital structure? | in which locations?

+ What are our risks? | + Are the right
How can we mitigate | complement of

such risks?

What will be required to succeed? What is our current position and where do we need to go?

Access/ Resource
Use

capital effectively?

should we be offering

business units and
assets in place?

‘ Financial Planning »
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The Financial Planning/Analysis Process

Capital .
Market Investment Baseline
Strategies Plans Operations

— =
Initial Financial Plan
+ Can operations support the strategies?
+ 15 credit position maintained?
- Is ongoing access to capital optimized?
13
\mestmem\p_w Sensitivity/ Risk Analysis . {/{pital Stru®\
‘\Uncenainty// B o Uncertainly/ J
S - S
Investments and Final Plan Financing
i : + Specific Operating/ Credit Targets i
Capital Structuring . Shecifc Captal Pian wih Pojec mpacts Transactions

Operating Profitability Targets Divestiture of Certain Assets
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Seeing a Clear Path to the Future Requires Thinking and Planning
Before Acting

« A comprehensive market, strategic, new era readiness and
financial position assessment

« A “future state” vision of how the organization intends to
serve the market in the near, intermediate and long term

Articulation of key strategic objectives that will close the gap
between the “current state” and the desired “future state”

Financial projections and a financial plan tied to the strategy
and action plan

An action plan identifying specific objectives related to each
action plan as well as implementation timing and execution
responsibility for each initiative

Action plan development and quantification — fully
developed action plans, including expected impact on
volume and/or costs as well as operating and capital
requirements necessary to support execution
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Financial Planning in the New Era
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The Strategic Financial Planning Framework
— More Important Than Ever

High $ The corridor of control
is the balancing point
between two opposing
goals:

“Over investment”

N\ 1.Compete as

O effectively as you
can, which requires
aggressive
investment of capital
and commitment of
operating dollars,
BUT

Strategy
and related
investment

N

Respect the

“Under investment” fiduciary role of

management and the

board to maintain

the long-term

Low$ financial integrity of
Capital capability High $ acommunity asset.
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Appropriate Planning/ Analysis Starts with the Basics

Develop a Sound Financial Plan Based on Existing “Known” Variables
« Credit analysis
» Debt capacity analysis
« Capital position analysis
Development of baseline financial projections
— Typically covers 5 to 10 years

— Sufficient detail to support real evaluation of individual entities/
operations

Same store analysis — population based volumes without assumptions
regarding strategic initiatives or market shifts

— Operations based on current structures
Sensitivity analysis
— Operating initiatives (e.g., productivity, non-salary inflation)
— Known strategies
— Downside risks (e.g., investment income, volume, costs)
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Measured Financial Projection Results — The Plan s mittions)

Net Patient Senvice Revenue $234.2 $141.3 $157.3 $168.7 $177.5 $186.8 $196.1
Operating Income $0.4 ($0.0) (30.4) ($3.1) ($0.9) $1.7 $38
Operating EBIDA $17.3 $7.5 $10.7 $12.0 $14.3 $17.1 $19.4
Net Income $4.4 $1.2 $1.4 ($0.8) $1.6 $4.6 $7.1
Cash Flow (NI + Depr) e $8.7 $11.3 $10.8 $13.4 $16.5 $19.4
Unrestricted Cash $75.4 $40.5 $44.0 $475 $53.2 $61.5 $725
Total Debt $123.1 $45.5 $68.8 $67.5 $66.2 $64.8 $63.3
Capital Spending —_ $20.3 $35.5 $30.0 $55 $5.5 $6.0 $6.0
Profitability

Operating Margin 0.9% 0.3% (0.0%)

Operating EBIDA Margin e 7.5% 5.2%

Excess Margin 2an | 2% || oms
Debt Position

WADS Cowerage () 25 | 28 27

Debt to Capitalization 42.3% 50.6% 30.7%
Liquidity

Cash to Debt 80.2% 63.9% 89.0%

Days Cash On Hand (Days) 1211 99.9 108.0
Other

Average Age of Plant 10.1 103 145 121 113 121 129 13.6

Capital Spending Ratio 135.4% | 140.0% 470.7% | 304.0% 47.7% 46.9% 50.2% 48.9%

FTEs — 1,358 1,387 1,398 1,410 1,420 1,431

Compensation Ratio 52.1% 51.9% 49.5% 48.5% 47.4% 46.1% 45.1%
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Factoring In Healthcare Reform
Principles and Mechanisms

The Principles Are Articulated Mechanisms Being Discussed
- Expansion of the total insured to Change the Quality/ Value
population (32 million) Proposition
— 15 million Medicaid + Payment based on “best

practice” levels of value
(quality/ cost)

Bundled payments
Quality incentive payments

— 17 million Commercial

Reduced costs — $1.2 trillion
target (over 10 years)

Improved value — highest

.
.

quality for lowest cost * Reductions in readmission

- Increased provider s ) )
accountability for outcomes * Reduction in certain outpatient
through economic rewards and procedures, e.g., imaging
sanctions - Competitive bidding for

Medicare Advantage plans

* Increased access with a larger
insured population
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Factoring in the “Quantifiable” Dimensions of Healthcare Reform

Medicare Impact
« Medicare “market basket” inflation rates
— Legislated rate changes net of projected “market basket” inflation
« Medicare and Medicaid DSH payment reduction
— Estimated reduction in payments effective 2015
Expansion of coverage Impact

« Transition of the uninsured population into commercial/ managed care
and government health plans

Penalties
« Readmission penalty
— Financial penalty for excess readmissions
« Hospital acquired conditions penalty
— Imposes 10% payment penalty
Continuum of Care
« Plan for physician alignment
— Estimated costs to position organization for tight physician-hospital integration
through ACOs and other means to receive potential bundled payment by 2015
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Medicare Payment Rates

Impact ‘ Description | Assumptions

Medicare + Market basket update adjustments for See slide that follows

Market Basket productivity reduce reimbursement by $112.5
billion over 10 years starting in FFY 2010

« Other Medicare cuts in the reform bill begin in
FFY 2010. Annual cuts range from 0.10% to
0.75%; additional cuts are through FFY 2019

Coding « Proposed by CMS to compensate for “inflation” | See slide that follows

Adjustment in acuity coding

A 2.9% reduction spread across FY11

+ A 3.9% reduction spread across FY12 to FY14

+ While not formally a part of Health Reform
legislation, it is in the spirit of reducing Medicare
program costs

Disproportion |« Medicare ($22 billion) and Medicaid ($14 billion) | See slide that follows
ate Share DSH payments are reduced by approximately
$36 billion over 10 years starting in FFY 2014

Copyright 2010 Kaufman, Hail P Kaufmantall 5
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Medicare Market Basket Increases and Adjustments

9/15/2010

Full Market Basket Updates.
1PPS

opps

Productivity Cut for Year
1PPS

opps 000% 000  -0.80%

Additional Cut to Market Basket
1PPS

opps 025% 025%  0.10%
Rehab 025%  025%  -010%
Psych 025% 02%%  -010%
It 025% 05 -010%

Coding Adjusiment
PPS

opps 000% 00  0O00% 000%  000% 000% 0.00% 000%  0.00%  0.00%
Other Adjustments
1PPS 000% 03w  000% 0. o 000% 0 000%  000%  000%
opps 000% 000  0O00% 00M%  000% O 00%  000%  000%  0.00%
Net Annual Updates.
1PPS
opps 1es%  225% 18S%  L60%  L70% 190%  Ldste  155%  Ldsw

These are draconian reductions that would severely damage the financial
base of many hospitals.
What are the politically realistic levels that we should plan for?

Copyright 2010 Kau' 1 P
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Under Health Reform

0.00%
0.00%
0.00%
0.00%
0.00%
25.40%
26.50%
31.10%
25.70%
27.90%
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Disproportionate Share Hospital Payments Reduced

Medicare DSH Medicaid DSH

the Impact on Financial Plani

0.00%
0.00%
0.00%
0.00%
5.10%
5.90%
5.80%
17.10%
46.70%
50.90%
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Impact ‘ Description
Number of * Medicaid is expanded in 2014
Uninsured to 133% of federal poverty
Covered level; approximately 16 million
Under additional residents are
Medicaid projected to be eligible for

Medicaid by 2014

Nationally, approximately 47%
of the uninsured adults have
income below 133% of FPL

Payor Mix (Addressing Expansion of Coverage)

inanc

Comments

« Obtain income profile of the service area
or representative service area as proxy

« All adults under 133% of FPL would
qualify for Medicaid; based on the income
distribution of the uninsured,
approximately 22% of the current
uninsured will qualify for Medicaid

« Three year ramp-up beginning in FY 2014

— 60%, 80%, 100%

Number of |+ The remaining uninsured are

Uninsured expected to purchase health
Covered via insurance through an
Insurance insurance exchange. Federal
Exchange subsidies will be provided

based on income; those who
do not have coverage will be
required to pay a yearly
penalty of the greater of $695
per person ($2,085 per family)
or 2.0% of household income

« The legislation prescribes minimum
coverage, but allows up to 30% patient
responsibility

« Assume that approximately 3 to 6% of
population remains uninsured, consistent
with Massachusetts and CBO projections

« Total uninsured less new Medicaid eligible
less remaining uninsured yields estimate
of the newly insured

« The policies sold through the exchanges
will need to have high deductibles and co-
pays to be affordable

Copyright 2010 Kaufman, Hail P
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Other Issues

Impact Description Comments

Managed Care |« Starting in 2014, health « It will be more difficult for hospitals to

Rates insurers face restrictions on compensate for the lower Medicare
their ability to exclude and Medicaid payment rates through
coverage for pre-existing higher commercial rates
conditions, thereby Healthcare systems with monopoly
gl;éet%sr"ngr::‘;g CEUr?S? Illn power will be best positioned

ttion, Yers wi - Employer-based coverage will continue
continue to resist cost to incorporate higher deductibles and
co-pays to control premium costs

increases for their healthcare

policies
Readmissions/ |+ With a phase-in beginning in | « This is part of the low-hanging fruit for
Penalties FFY 2013, the legislation reducing Medicare program costs;
imposes financial penalties however, even this element may be
on hospitals for “excess” difficult to enforce and could result in

readmissions for heart attack, | endless appeals by providers
heart failure and pneumonia | « |t would seem that this will

that are currently part of the disadvantage the safety net providers
Medicare pay-for-reporting who serve populations that have poor
program; the penalty is home/ family support and have low
capped at 3% of payments compliance with post-discharge orders
Coprh: 2010 Kautman, a . Koufmanhiall o |

althcare Refort
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Readmission Penalty — Current State Snapshot

Hospital Readmission Rates by Core Measure Principal Diagnosis, Q2 2008

Pneumonia i Heart Failure issi Heart Attack
| National Average — 18.2% National Average — 24.5% National Average 19.9%

‘Sources: Organization data; The Commonwealth Fund
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Other Payment Rate Issues
Impact Description Comments

Hospital « Beginning in FFY 2015, the « Again, low hanging fruit but it

Acquired legislation adds a 1 percent would seem easier to enforce

Conditions/ penalty (of payments) to hospitals | . By definition, 25% of hospitals will

Penalties in the top quartile of rates of be levied this penalty as long as

Hospital-Acquired Conditions rates of hospital-acquired

conditions are above

Physician « Does not address the 21.2% « This will probably be eliminated;

Payments proposed payment cut however, Medicare payment rate
increases will continue to lag price
level inflation, representing
reductions in real dollar payments

Hospital « Potential reduction of HOPD rates |+ This is not explicitly mentioned in

Outpatient for outpatient procedures (notably, | the legislation but would be

Department imaging and surgery) to the levels | considered an “at-risk” area where

(“HOPD") Rates | paid to free-standing providers CMS could try to reduce payments
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Operating:

Medicare Rates $(21,329) $(24,749) $(20,290) $ (33,873) § (24452) $ (19311) $ (13432) $ (8713) S (4,215)

Medicare Advantage (2900)  (2900) (2900)  (2900)  (2900)  (2900)  (2900)  (2900)  (2,900)
H - - (607) (10085) (10663) (14025 (15951) (17.646)  (17,956)

Expansion of Coverage 7,355 7878 8,419 8,996 9,613 10273 10977 11,730 12,535

Readmissions (106 (108 (110) (113) (115) wn (120) (122) (124)

- 8,409) 8602) __ (8,760) _ (8931) (9,09) (9,264)
$(16.980) $(19.879) $(24.489) $ (46.383) $ (37.118) $ (34841) $ (30.356) $ (26.747) $ (21,925)

$(36,859) $(61,348) $(107,731) $(144,849) $(179690) $(210,046) $(236,793) $(258,718)

Hospital Acquired Conditions
Total Annual Operating Impact

Cumulative Operating Impact

$145 million negative impact over 5 years
compared to Baseline

« Years 2017 to 2020 operating assumptions based upon 2016 assumptions

ofimanb
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Ongoing Reform Analysis
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Other Healthcare Reform Dimensions — Not Yet Quantifiable

Impact/ :
Provision (DT
Accountable «Voluntary shared cost savings program established FFY 2012
Care «To include combination of a hospital, primary care physicians and

(?Lgcag%ations possibly specialists (multiple different models likely)

« Care delivered to defined population of patients while being held
accountable for total Medicare spending and quality of care for that

population
Bundled « Five year voluntary pilot program begins in FFY 2013
Payments « Single payment distributed to providers for an episode of care

(including acute, physician, outpatient, and post acute care)
— Episode preliminarily defined as three (3) days prior to hospitalization and
30 days after discharge

« Expansion of pilot programs may occur after FFY 2016 if deemed

worthwhile and appropriate
CMS Innovation | « Effective FFY 2011
Center « Organization charged with testing innovative payment and service-
delivery models designed to reduce Medicare and Medicaid
expenditures while preserving and enhancing quality of care

Note: Majority (if not all) provisions, and associated details, are subject to change
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Other Healthcare Reform Dimensions — Not Yet Quantifiable (continued)

Impact/ Provision Description

Comparative « CER to be conducted by the Patient Centered Outcomes
Effectiveness Research Institute

Research (‘CER”) « Goal of comparing/ evaluating effectiveness (value) of care for
specific medical treatments

Independent « Board set to be established in FFY 2014
Payment Advisory « Primary objective to recommend Medicare spending reductions
Board (‘IPAB") if per capita growth rate exceeds targets

« Hospitals potentially exempt until FFY 2020

Value-Based + VBP program for hospital payments to begin FFY 2013

Purchasing (‘"VBP") |« Based on hospital performance on core quality measures

« Expansion of VBP incentive payment model to SNF, Home
Health and ASCs to be evaluated in the future

Misc. and Tentative | « Areas “at risk” for future payment reduction include: hospital
Payment/ Rate outpatient department (‘HOPD"), and physician professional
Reductions fees, among others

Note: Majority (i not al) provisions, and associated details, are subject to change.
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What Will Be the Ultimate Net Impact of Reform...?

« Changes in governmental policy and Medicare
reimbursement inflation

Reductions in utilization

Reductions in DSH payments
Reductions in

Lower/ no payments for readmissions
Penalties for hospital acquired conditions
Bundled payments

Pressures

=
3
2
=
2
)
(a]

Aging population

2 A
g « Increased coverage and eligibility for programs and
5 subsidies $
E « Increased payments and bonuses tied to quality and cost
management o
« Transparency
Conyight 2010 auiman, vl . Koufmantioll ]
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Conclusions

* Current industry stresses require rigorous, comprehensive
financial planning

— Quantification of strategic initiatives
— Objective definition of operating assumptions

— Establishment of specific Board and senior management level
success metrics

— Integration of metrics into the annual operating budget process

« Risk and sensitivity analyses are vital to validating the affordability
of the plan

— Ability to access required external capital (understanding scenarios)
— Understanding variability of the plan results

— Definition of proactive management responses to industry and
market changes
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