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Definitions

For the purposes of this white paper, the terms below have the following meanings.

Roles

Payer
A health insurer/health plan that finances or reimburses the cost of health services.

Provider
A hospital or hospital system that provides healthcare services to patients. For clarity, this paper does
not refer to clinicians (see below) as providers.

Hospital

Same as “provider.”

Clinician

A physician, nurse, or other healthcare professional who works directly with patients in a doctor’s of-
fice, clinic, hospital, hospice, home setting, etc., as part of a provider network.

Regions

Collaborative Region
A market where 1 or 2 payers have 50+% share of covered lives and 1 or 2 hospitals have 50+% share of
discharges.

Fragmented Region
A market where there are no clear market leading payers and hospitals.

Provider-Centric Region
A market where 1 or 2 Hospitals have 50+% share of discharges.

Payer-Centric Region
A market where 1 or 2 payers have 50+% share of covered lives.

Payment Models

Fee for Service (FFS)
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A payment model where each medical service is billed and paid for separately. It tends to incentivize
overutilization of the healthcare system because the payment is influenced by the quantity of care.

Capitation/Global Payment

A payment model where providers are paid a specified amount per patient to deliver services

over a set period of time, often determined on a per member/per month basis. Under global capitation,
this includes all care (primary, hospitalization, specialist, etc.).

Pay for Performance (P4P)
A payment model that incentivizes providers for meeting performance goals for care quality and effi-
ciency.

Episodes of Care/Bundled Payment
A payment model where a single payment to providers is rendered for all services to treat a clinically-
defined care episode (e.g., a knee replacement).

Shared Savings with Upside
A payment model where providers can share in savings (upside benefit) for the total cost of care for a
defined group of attributed members.

Shared Savings with Upside And Downside
A payment model where providers can share in savings and budget overages (upside and downside
risk) for the total cost of care for a defined group of attributed members.

Provider Network Strategies

Traditional (HMO, PPO, POS)
Conventional managed healthcare networks.

Narrow Network
A cost containment strategy where payers seek to offer lower premiums to members by limiting the
breadth of providers available to plan enrollees.

Tiered Networks/Tiered Provider Pricing
An arrangement where payers contract with providers in a tiered (staged) network structure geared
towards encouraging patients to use higher value/lower cost providers.

Centers of Excellence

A network of specialty providers with contracted savings on treatment plans and procedures—e.g.,
cancer, cardiology, craniofacial surgery, diabetes, infertility, musculoskeletal and orthopedics, neuro-
sciences, organ and stem cell transplants.
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Executive Summary

VALUE-BASED PAYMENT HITS THE TIPPING POINT

Healthcare is well along the journey towards full Value-Based Reimbursement. Bundled payment is pro-
Jected to grow fastest over the next five years. Network strategies are changing, getting narrower and more
selective. And payers and hospitals are struggling to scale these complex strategies.

= _CMS
FUEL ADDITIVE
MUST CONTAIN

“ | THINK WE’RE OVERDUE FOR A TUNE-UP, ”
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wo years ago, McKesson set out to answer the question, “Is value-based reimbursement real?”

by commissioning a study on the state of value-based payment. There was much discussion

about VBR in healthcare circles, but there hadn’t been, to our knowledge, a national survey to
determine how much of the discussion was talk versus action. Our 2014 study definitively answered the
question. VBR was real, the pace of change was fast, and fee-for service was projected to be eclipsed by

payment models with measures of value by 2020.

Two years later, we again commissioned ORC International, a leading researcher with 15 offices
globally and strong healthcare expertise, to repeat and expand the study to see how far the VBR needle
has moved. ORC surveyed 465 payers and hospitals in March. Overall, the fast pace of change in health-
care payment continues unabated since 2014, with payers reporting they are now 58% along the
continuum toward full value-based reimbursement, a sharp 10% increase since 2014. Hospitals

aren’t far behind at 50% along the value continuum, up 4% in the past two years.

Among all payment models within health plans, 59% will be a mix of capitation, P4P, and
episodes in five years, with bundled payment growing fastest. Health plans project bundled payment
will grow 6% over five years, edging ahead of capitation and shared risk growth. And while both
hospitals and payers project bundled payment will account for 17% of medical payment in five years,
only half of payers and just 40% of providers say they’re ready to implement bundles. And only a

quarter have the tools in place to automate these complex models.

The approach payers are taking with network management, a fundamental part of VBR strate-
gies, has also shifted dramatically. Over 60% of payers have changed network strategy since 2014, with
53% now using tiered and 42% now using narrow networks. Over 80% say they’re more selective about
the hospitals in their networks, with 75% of payers saying care quality is their top driving factor. But
hospitals say these network strategies are driving up patient confusion, denials, directory inaccuracies,

referral management problems, and network leakage.

Lastly, this year 63% of hospitals surveyed are now part of an Accountable Care Organization

(ACO), an 18% bounce over 2014. And among hospitals that are not part of an ACO, nearly half—47%—
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anticipate joining one within five years. Whether a hospital is part of an ACO is a strong indicator of its

alignment with value-based care and reimbursement models.

VBR’s speedy rise is also intensifying system complexity, as evidenced by how providers are
struggling to meet their goals. A mere 22% of hospitals are meeting their goal to reduce administrative
care costs, only 26% are meeting goals to lower healthcare costs, and just 30% are meeting care coordi-
nation goals. Looked at another way, 60% to 78% of providers say they’re not meeting their alternative

payment and value-based reimbursement goals.

These are just some of major themes and significant trends in healthcare’s transition from
volume to value that this 2016 VBR Study explores in the following pages. Perhaps the most important
take-away is that the research reinforces the results of the inaugural study. Two years ago, the insight
that made headlines was that payment with measures of value would eclipse fee-for-service by 2020,

according to payers and providers surveyed.

The 2016 research finds this projection remains intact, that the speed of disruptive change in
healthcare payment hasn’t slowed, and that the complexity of operationalizing alternative payment

models at scale remains a daunting challenge for payers and providers alike.
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How Can McKesson Help?

MCSKESSON

McKesson Health Solutions:

With solutions that connect payers and providers, we're helping to ease the transition to value by automating and transforming network management
and healthcare reimbursement processes, creating a healthier future for everyone.

Payers offer plans with appropriate provider Providers give patients appropriate, evidence-based Payers and Patients pay Providers for care
networks to attract new members care and initiate payment process
: - ; o 2 :
Provider P Provider P Provider :
: ELIMINATE
: WASTE
A
"""" 1 ENSURE ACCURATE
1 AND TIMELY PAYMENT
DECISION MANAGEMENT CLINICAL CLAIMS,
: MANAGEMENT : : AND PATIENT ACCESS 3 REVENUE ASSURANCE
i Complex processes E Automate medical reviews, 4 AND ANALYTICS 1
: and contracting 4 authorizations and early E improve speed and 4
: : payment processes : b accuracy of payment :
o E 1
Patient| | | : . =|f PROMOTE
ey — 1 QUALITY CARE
00O SUPPORT
: CONSUMER DECISIONS
Payer Payer :

BUSINESS
CARE
CONNECTIVITY

©

Figure 1: The Patient Payment Journey

Healthcare is changing. As this new research plainly shows, value-based payments are becoming the
norm. The consumer’s role in coverage and treatment decisions is growing. Payers and providers must
support a mix of fee-for-service and complex VBR models—all while learning to engage each other and
consumers in new ways. This dynamic new world of healthcare makes healthy connections between

payers, providers, and consumers more important than ever.

That’s where we come in. We’re McKesson Health Solutions (MHS), a business unit of McKesson,
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a Fortune 5 company and one of the world’s oldest and largest healthcare companies. We're helping
payers and providers ease the transition to value by automating, integrating, and transforming finan-
cial and clinical processes across healthcare to lower costs, simplify complexity, improve quality, and

enhance engagement.

Our suite of value-based and traditional reimbursement solutions are used by four out of five
payers, making us one of the payer market’s leading technology companies. Among providers, more
than 4,100 hospitals and healthcare facilities trust our InterQual® evidence-based decision support
criteria and technologies to help ensure the right care at the right time at the right cost. And our Relay-
Health Financial solutions are used at over 3,000 hospitals to automate 3.3 billion charges and pay-

ments between payers and providers, valued at $1.8 trillion annually.

We’re focused on helping payers and providers like you overcome their key challenges and
achieve their strategic objectives. Today, that means helping ensure healthy connections between re-
imbursement models and solutions—whether in-house or vendor offerings—as well as healthy connec-
tions between your people and healthcare partners, and your members and patients. Because that’s the

path to a healthy future for everyone.

For more information on how McKesson can help your organization succeed with VBR, connect

with us at McKessonHS.com.
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Research Background and Methodology

Methodology

MCKESSON

e N

Providers

. s

Small: 100K-500K lives n=37

500K-2M n=48
2M+ lives n=30
Total n=115

Similarsample distribution as the
2014 VBR study, to include
Managed Medicare, Managed
Medicaid and Commercial-focused
payers.

Similarrespondentprofile as VBR
Wave 1: a mix of VP/Directorlevel

employees within Financial/Network

Management, Technology and
Medical Management.

Small/Rural <100 beds n=75

Community n=135
Large n=140
Total n=350

 Similar sample distribution as
VBR study, w/ min quotas set
for ACOs.

« Similarrespondentprofile as
the VBR Wave 1: VP/Director
level employees within
Technology, Financial
Managementand Medical
Management.

o 15-minute online survey among Payers and Providers

Copyright ©2016 McKesson Corporation and/orone of its subsidiaries.

RIC

INTERNATIONAL

Figure 2: Research Methodology

This research is a follow-up to McKesson’s 2014 inaugural study, which established a baseline state for

the industry's transition from volume (fee-for-service) to value (value-based care), and allowed the 2016

study to show trends over the past two years.

For both the 2014 and 2016 studies, McKesson enlisted ORC International, a leading global

research and business intelligence firm, to conduct the national study on the transition to value-based

care. ORC developed a 15-minute online survey and recruited key stakeholders within both payer and

provider organizations. ORC analysts reviewed the results to identify key findings, trends, and themes
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that are pertinent to industry stakeholders.

The sample composition of the 2016 study mirrors the 2014 study, to ensure consistency and
allow the research to reveal statistically meaningful trends. The study has a nationally representative
distribution in terms of the number of lives covered for payers and the number of beds for providers.
The researchers also recruited the same job functions into the study, including senior executives across

medical management, finance, technology, and strategy.

The survey design was built on the knowledge of population size, and configuration in the payer
and provider space, in order to build statistically reliable research results. To include a wide range and
representative sample of study participants, respondents were recruited using large panels from an

established panel supplier within the target functions of payers and providers.

All participants were executives performing at the director level and above, and could
speak to the study’s research topics related to value-based reimbursement activities occurring in

their organizations.
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Sample Design: Payers

MCKESSON
Screening Criteria
$ Total Payers ga
(N=115) s
# LIVES COVERED FUNCTIONS RECRUITED INTO STUDY* REGION
100-500K * Medical Management Payer-Centric
* Finance/Operations
« Network Management Provider-Centric
500K-2M « Technology
. Strategy Collaborative
2M+ *Senior executives (Director level and

Fragmented

above)familiarwith VBR strategies and
processes at theirinstitution.

Base: Total Payers 2016 (N=115)
(Payer) S1. Please select the option that best describes the department you work within. Examples of titles and/or functions that you should assume fall within each of these

categories are given.
(Payer) S3. Please select the following that best describes the size of your firm, as measured by the number of lives covered by your entire company:
(Payer) S4. Please select the following that best describes your region/market
INTERNATIONAL
Copyright © 2016 McKesson Corporation and/or one of its subsidiaries.

Figure 3: Sample Design for Payers

The study included 115 payers across a range of organization sizes, with 38% covering 100,000 to

500,000 lives, 35% covering S00,000 to two million lives, and 27% covering two million lives or more.

Payers also encompassed multiple regions, with 24% payer-centric, 24% provider-centric, 34%
collaborative, and 17% fragmented. The distinction between collaborative and fragmented is that, in a
collaborative market, there are one or two payers and one or two providers who dominate the region.

In a fragmented system, there are more than one or two payers and providers and no clear leaders.

The distribution of health plans and screening criteria mirrored that of McKesson’s 2014 study.
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Respondents were comprised of senior executives, director level and above, who were familiar with
VBR strategies and processes at their health plan. This included medical management, finance/opera-
tions, network management, technology, and strategy roles among Medicare Advantage, Managed

Medicaid and commercially focused payers.
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Sample Design: Providers

MCSKESSON
Screening Criteria
Total Providers
Al i FER
# BEDS FUNCTIONS RECRUITED INTO STUDY* REGION

* Medical Management

<100 Payer-Centric

* Finance
» Technology Provider-Centric
101-250 + Strategy/Business
» Contracting/Provider/Payer Cellebmatlie
>250 Relations

Fragmented

*Seniorexecutives (Directorlevel and
above) familiar with VBR strategies and
processes at theirinstitution.

Base: Total Providers (N=350)
(Provider) S2. Please select the option that best describes the department you currently work in. Examples of titles and/or functions that you should assume fall within each of

these categories are given.
$4. Please select the following that best describes the size of the hospital where you work.
S5. Please select the following that best describes your region/market.
INTERNATIONAL
Copyright © 2016 McKesson Corporation and/or one of its subsidiaries.

Figure 4: Sample Design for Providers

The study also included 350 hospitals representing a similar range of sizes and locations. From the
sample of hospitals, 19% have less than 100 beds, 40% have between 101 and 250 beds, and 41% have

more than 250 beds.

As for regions, 20% of hospitals are in payer-centric regions, 29% are in provider-centric regions,

27% are in collaborative regions, and 20% are in fragmented regions.

As with payers, the distribution of providers and screening criteria mirrored McKesson’s 2014

study. Respondents were comprised of senior executives, director level and above, who were familiar
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with VBR strategies and processes at their institution, and included medical management, finance,

technology, strategy/business, and contracting/provider/payer relations roles.
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Sample Design: Providers—ACO and Health Plan Status

MCSKESSON
Screening Criteria
Total Providers
Al i FER
# BEDS FUNCTIONS RECRUITED INTO STUDY* REGION

* Medical Management .
Payer-Centric

<100 «  Finance

» Technology Provider-Centric

101-250 + Strategy/Business

[ i
» Contracting/Provider/Payer Galetonaiive

>250 Relations Fragmented

*Seniorexecutives (Directorlevel and
above) familiar with VBR strategies and
processes at theirinstitution.

Base: Total Providers (N=350)
(Provider) S2. Please select the option that best describes the department you currently work in. Examples of titles and/or functions that you should assume fall within each of

these categories are given.
$4. Please select the following that best describes the size of the hospital where you work.
S5. Please select the following that best describes your region/market.
INTERNATIONAL
Copyright © 2016 McKesson Corporation and/or one of its subsidiaries.

Figure 5: Provider ACO and Health Plan Status

It should also be noted that 63% of hospitals surveyed are now part of an Accountable Care Organiza-
tion (ACO), up 18% over 2014. And 47% of hospitals not part of an ACO anticipate joining one within five
years. The study also found that provider participation in an ACO is a strong indicator of its alignment

with value-based care and reimbursement models.

We also found 57% of hospitals—mostly large providers—reported they are a health plan, statis-
tically unchanged from 2014. Of those, 30% offer the plan to employees only versus 29% in 2014, while

27% also offer a plan to the general population, up from 21% in 2014.
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The number of providers reporting they are not a health plan was significantly less than in
2014 (42% vs. 48%). And of those hospitals not offering a health plan, 19% say they plan to become one

within five years.
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The Value-Based Care Continuum: Current State

Payers Leap Forward, Providers Believe They’re Only Halfway to full VBR

2M+ 3
$ ?If' By # Lives Covered 500K 2! 500K-2M 64%
<

<100 >250 101-250
By # of Beds ] ] :
m 5 5y&/ " Behind
No Yes 62%

MCKESSON

VALUE-BASED CARE CONTINUUM — CURRENT STATE

FFS-Only Where organization place themselves along continuum gy vBr
(Volume) — T TTTToTTrrTmmmm e " (Valuey ~ HOW ORGANIZATION COMPARES
TO THE REST OF INDUSTRY

& 2014 @ 2016 48% 58%

Total Payers

100- = Behind

o abor. ¥ " On parwith
By Redi Fragmented ggr)]'t?ir;\ation/PrOVider- 459 [
i [ ]
y Region _ e 99~ Centric 24%

2014 2016

46% 50%
Total Providers 2074 ® 2016 o ]

16% 12%

By Part of ACO - Coiiapl: = On par with
Payer-*_ion Provider- s Ahead
Fragmented Centric atl/on : o, 31%
By Region = N g —Centric 2204
2014 2016
0...30 40 50 60 70...100

**Caution: Very low base size.

Base: Total Payers 2014 (N=114), 2016 (n=115); 2016 - Lives: 100-500K (n=44), 500-2M (n=40), 2M+ (n=31); Region: Payer-Centric (n=28**), Provider-Centric (n=28**), Colaboration (n=39), Fragmented (n=19**)
Total Providers 2014 (N=350), 2016 (n=350); 2016 - Beds: <100 (n=65), 101-250 (n=140), 250+ (n=145); ACO yes (n=221), no (n=129); Region: Payer-Centric (n=71), Provider-Centric (n=101), Collaboration
(n=93), Fragmented (n=69)

(Payer & Provider) A1. If we consider Fee-for-Service (FFS)only and Value-Based Reimbursement (VBR) on opposite ends of a continuum,
where along this continuum do you feel your organization is inits transition to a business based on value versus volume?

(Payer & Provider) A2. Inthe transition to a business based on value, how do you think your organization compares to the rest of the industry?

INTERNATIONAL
Copyright © 2016 McKesson Corporation and/or one of its subsidiaries.

Figure 6: Value-Based Care Continuum, 2014 and 2016 State

We asked payers and providers to place themselves along a spectrum from pure fee-for-service (FFS)

to pure value-based reimbursement (VBR) models. Payers reported much greater progress toward the

VBR end of the continuum. They said 58% of their business has already shifted to VBR, a remarkable

increase from the 48% they reported in 2014. Providers, however, saw their business split evenly be-

tween VBR and FFS, placing themselves squarely in the middle of the VBR continuum at 5S0%, but still

an uptick over the 46% reported in 2014.
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Speaking of size, payers of all sizes made progress, but those covering between 500,000 to 2 mil-
lion lives reported the fastest progress, on average reporting that 64% of their business is now based on
VBR. Payers in provider-centric and collaborative markets remain farthest along the VBR continuum,
as was true in 2014, but those in fragmented and payer centric markets are catching up. Meanwhile,
only medium-sized hospitals (101-250 beds) and those in provider centric regions, where one or two

hospitals have about 50% market share, saw a significant shift towards VBR.

Overall, the data underscore the importance of the market payers and providers operate within.
Those in collaborative, provider-centric, or payer-centric regions were further along the continuum to

full VBR than those in fragmented regions where there is little or no collaboration.

Optimism about VBR momentum is up dramatically as well. Almost twice as many payers (45%)
said they were ahead of the industry in the transition to a business based on value compared to 2014
(24%). Providers are significantly optimistic about their VBR outlook as well, with 31% stating they’re

ahead of the pack compared with 22% in 2014.
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Payers’ Five-Year Projection on the Shift to Value-Based
Reimbursement

By any Measure, Payers Expect Value-Based Reimbursement to be a Majority of
Their Business in Five Years

MCKESSON

$:fb ESTIMATION OF PROGRESSION IN SHIFT TO VBR

Among payers who use other models than 100% Fee-for service only

Providers in a value-based
payment arrangement

Reimbursements tied to a
value-based payment
arrangement

Membership tied to value-
based payment arrangements

Today 2 years 5 years
from now from now

Note: Question(s) not asked in 2014 — no trend available
Base:  Base: Uses Other Types Of Payment Models (n=115) ‘
(Payer) A10 In thinking about your organization and its transition to value-based reimbursement, please provide an estimate of where your business is in terms of the shift

INTERNATIONAL
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Figure 7: Estimation of Progressions in Shift to VBR

Payers that use alternative payment models in addition to FFS were asked to estimate where their
business is today, and where it will be in two and five years in their transition to value-based

reimbursement.

In five years, payers expect value-based reimbursement to grow from about a third of their
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business today to a majority of it. They expect 60% of providers will be participating, 54% of
reimbursements will be paid through VBR models, and 55% of memberships will be tied to value-based

payment arrangements.

Shorter term, in two years payers expect 47% of providers to be in a value-based payment
arrangement, 42% of reimbursements, and 42% of their membership is projected to be tied to value-

based payment arrangements.

Today about a third of reimbursements use measures of value, according to payers, who say 36%
of their providers, 32% of reimbursements, and 32% of membership are tied to value-based payment

arrangements.

(14

New reimbursement models to
eclipse fee-for-service by 2020.
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Current and Future State of Payment

Bundled Payment Growing Fastest

MCKESSON

PAYER CURRENT STATE $'<ff PAYER FUTURE STATE

FFS Only Vs Other Payment Models L Projected Mix of Payment Models Within Organization
Among payers who are otherthan 100% Fee-for service only

Percentof Respondents
Fee-for-service

FFS Only T
Yéont FFS and

know
7%

Capitation or
global payment

other
models
97%

Pay for performance

Episode of care payment/bundled
payment
Shared savings w/ upside t

Shared savings w/ upside & downside 14%

5 years
from now

T Notrend available for these two options not included in 2014
Base: Total Payers 2016 (N=115)
(Payer) A9. How would you characterize the proportion of your provider contracts that are Fee-for-Service only versus some

other type of payment model? (e.g. capitation, P4P, episodes of care, shared savings, bundled payment)
Base: Payers whose proportion of institution's current business is other than fee-for service only 2016 (n=112)
(Payer) A12. Now think about the current and future mix of payment models in your organization and provide a rough estimate of

the proportion of business (reimbursements/payments) that is aligned with each of the following models

INTERNATIONAL
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Figure 8: Payer Current and Future States
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MCSKESSON
PROVIDER CURRENT STATE PROVIDER FUTURE STATE
FFS Only Vs Other Payment Models Projected Mix of Payment Models Within Organization

Among providers who are otherthan 100% Fee-for service only

Percentof Respondents

Fee-for-service

FFS Only
3%
Don't
know Capitation or global payment
6%
Pay for performance
Episode of care payment/ bundled
payment
Shared savings w/ upside 1 - i I
Shared savings w/ upside & downside t . 6% 6%

2 years 5 years
from now from now

T Notrend available for these two options not included in 2014
Base: Total Providers 2016 (N=350)
(Provider) A9. What proportion of your institution’s current business is Fee-for-Service only versus some other type of payment model? (e.g., capitation,

P4P, episodes of care, shared savings, bundled payment.) B J J
Base: Providers who proportion of institution's current business Is other than fee-for service only 2014 (n=283), 2016 (n=316)
(Provider) A10. Now think about the current and future mix of payment models in your organization and provide a rough estimate of the proportion of

business (reimbursement /payments) that is aligned with each of the following models.

INTERNATIONAL
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Figure 9: Provider Current and Future States

To understand and trend the mix of volume- vs. value-based payment, we asked payers and

providers how they would characterize the current proportion of their contracts that are exclusively
fee-for-service versus a mix of other payment models. Next, to see what payment models payers and
providers expect their business to be using in two to five years, we asked them to segment their current
and future payment model mix and estimate the proportion of reimbursement aligned with fee-for-
service, capitation/global payment, pay for performance, episodes of care/bundled payment, shared

savings with upside, and shared savings with downside.

There’s a lot to learn as a result of these two questions. Firstly, with regard to the overall
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payment mix, payers and hospitals are more aligned than ever on embracing payment with measures of
value. An overwhelming 97% of payers and 91% of hospitals are now deploying a complex mix of value-
based reimbursement and fee-for-service. That’s up sharply 7% for payers and a strong 10% jump for
providers since 2014. Payers and hospitals are also aligned on the pace of fee-for-service’s decline.
Payers say FFS will drop from 52% today to 35% in five years, while hospitals see FFS shrinking from

55% to 39% in five years. A mere 3% of payers and providers are using FFS exclusively.

Secondly, health plans and hospitals are also tightly aligned in seeing bundled payment as the
fastest growing value-based payment model. This was not forecast in the 2014 study, and might well
reflect momentum resulting from CMS’s Comprehensive Care for Joint Replacement (CJR) model,
which was finalized in November 2015 and started in April 2016. Payers expect 6% growth in bundled
payment over the next 5 years, edging out capitation/global payment and shared risk. Providers also see
bundled payment as the most common value-based payment model in five years, reaching 17% of their

medical payments.

Payers agree that bundled payment will be 17% of reimbursement in five years, but project P4P
will be the most popular model at 19% of payment. Moreover, significantly more of payers’ reimburse-
ments are tied to P4P today (15%) than in 2014 (10%), a key prediction of the 2014 study. The study

found a smaller increase in bundled payment (from 8% in 2014 to 11% today).

Hospitals are less bullish on P4P in this year’s study. They project P4P will go from 9% today
(unchanged since 2014) to 15% in five years, down from 2014’s more optimistic projection of 21% in five
years. Overall, 59% of payment is projected to be a mix of capitation/global payment, P4P, and episodes

of care/bundled payment in five years.

(14

Nearly 60% will be a mix of capitation/global payment, P4P,
and bundled payment, findings show.
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Perceived Financial Impact of the Transition to
Value-Based Care

Payers Bullish on VBR, Providers Less So

MCKESSON

PERCEIVED FINANCIAL IMPACT OF A TRANSITION TO VALUE BASED CARE

A B C D E
Positive impact on profitability o o
41% 43% 48% L
A A
16%
_ 33% 40% 34% 2 31% 36%
Negative impact on profitability
Total Total <100 101-250 >250 Yes No
Payars rrgylders # of beds Part of ACO
It would have no significant impact 25% 26% 38%©8° 23% 23% 21% 35%P°
Letter indicates significant difference between subgroups at 95% confidence.
Base: 2014: Total Payers (N=114); Total Providers (N=350), Beds: <100 (n=75), 101-250 (n=134), 250+ (n=141); ACO yes (n=157), no (n=193) = x
2016: Total Payers (N=115); Providers that Use Other Payment Models (N=304), Beds: <100 (n=50), 101-250 (n=120), 250+ (n=134); ACO yes (n=194), no (n=110)
(Payer) B3; (Provider) A13.Which of the following best describes how you feel a transition to value-based care would/will impact your organization financially?

INTERNATIONAL
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Figure 10: Perceived Financial Impact of the Transition to Value-Based Care

We asked payers and providers to describe how they feel the transition to value-based care would
financially impact their organization. By a clear 61% majority, payers are more likely than providers
to see VBR as a profitable change in the way they do business. On the provider side, 41% of providers

agreed that VBR would improve their institution’s finances and 26% said it would have little impact.
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Essentially, two-thirds of providers are positive to neutral about VBR’s fiscal role. Moreover, the
positive sentiment about VBR’s financial effect clusters among mid- to large-sized providers, and those

participating in an ACO, reflecting a similar pattern seen throughout the study.

(14

61% of payers see themselves profiting from VBR compared
to 41% of providers.

b b
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Readiness to Implement Value-Based Reimbursement Models

Payers Better Prepared, Overestimate Provider Readiness

MCKESSON

READINESS TO IMPLEMENT PAYMENT MODELS AMONG PAYERS & PROVIDERS

P .
$ c(]" Total Payers % Total Providers
It

Payers View

% Extremely/very ready % Extremely/very ready ROQEg{Yl
Readiness
Pay-for-performance Pay-for-performance 64%
Shared savings with upside e
0
And dewhEidE Capitation or global payment 44%
Capitation orglobal payment Shared savings with upside 47%
: ; : Episode of care/bundled
Shared savings with upside P 38%
payment
Episode of care/bundled Shared savings with upside and 39%
payment downside ?
Note: Question(s) not asked in 2014 —no trend available
Base: Total Payers 2016 (N=115); Bases vary based on the number of respondents that use or expect to begin using each payment model.
(Payer) A14. How would you rate your organization’s readiness to implement at scale the non-fee-for-service payment models currently in place or planned for in the future?
(Provider) A11. How would you rate your organization’s readiness to implement at scale the non-fee-for-service payment models currently in place or planned for in the future?

(Payer) A16. How ready do you feel your provider networks are to adopt value-based reimbursement models?

INTERNATIONAL
Copyright © 2016 McKesson Corporation and/or one of its subsidiaries.

Figure 11: Readiness to Implement VBR Payment Models

For this year’s study, we introduced two new questions to assess how prepared payers and providers are
for VBR models. We asked both payers and providers how they would rate their organization’s
readiness to implement at scale the alternative payment models currently in place or planned for in
the future. We also asked payers how ready they feel their provider networks are to adopt value-based

reimbursement models.

The result: Payers and providers diverge on their sense of readiness. Across all payment models,
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payers state a 10% to 18% higher readiness to implement than providers, depending on the model, and
overestimate providers’ level of preparedness. The difference is most dramatic in terms of P4P, where
66% of payers say they’re “extremely ready” or “very ready” to implement and believe 64% of their

providers are—yet only 48% of providers believe they’re ready to go on P4P.

This contrast in readiness perceptions emerged in almost every VBR category. Another big gap
was Shared Savings with Upside and Downside. Among payers, 56% felt ready to implement such a
model, while only 36% of providers did. One area where there was alignment was bundled payment.
Both payers (50%) and providers (40%) placed bundled payment at the bottom of their readiness

rankings. Payers also accurately assessed provider readiness for bundled payment, placing it at 38%.

14

Payers and providers agree they’re least ready
for bundled payment.

99

Page 31 of 46 © McKesson Corporation



Journey to Value: The State of Value-Based Reimbursement in 2016

Payer Network Strategy

Seeking Growth, Most Payers Changed Network Strategy Since 2014

MCKESSON

$;{, NETWORK STRATEGY AMONG PAYERS
<
DESIGN(S) THAT ARE PART OF CHANGED STRATEGY
PROVIDER NETWORK STRATEGY OVER LAST 18 MONTHS

Traditional (HMO, PPO, POS)

WHAT IS DRIVING STRATEGY

23%
17%
|07 [

Centers of Excellence

Tiered Networks/Tiered Provider Pricing

Narrow Networks

Don't know
Growth plan Defensive play Reaction to Other
to maintain mandates
Note: Question(s) not asked in 2014 —no trend available market share

Base: Total Payers 2016 (N=115)
(Payer) A4. What network design is part of your provider network strategy?
A7. Has your organization’s network strategy changed over the last 18 months?
Base: Payers that Changed Network Strategy 2016 (N=70)
(Payer) A8. What is driving your strategy?
INTERNATIONAL
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Figure 12: Network Strategy Among Payers
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MCKESSON

SELECTIVITY OF PROVIDER NETWORK AMONG PAYERS

GETTING MORE CRITERIA USED TO DECIDE WHICH PROVIDERS TO INCLUDE
SELECTIVE ABOUT WHO
IS INVITED INTO 3% 1%
PROVIDER NETWORK Not important/NA - . 10%
27% 37%
32%

= Will likely be a
criteria in future
62% 58%
u Critera that drives °
our decisions today
Existing network Provider'squality  Balance of Institution or
coverage of care cost/quality medical group
compared to size
peers

Note: Question(s) not asked in 2014 —no trend available
Base: Total Payers 2016 (N=115) P
(Payer) AS. Are you getting more selective about who you invite into your provider network? » C
Base: Those who are getting more selective (n=93)
(Payer) AB. What criteria do you use or expect to use to inform your decisions on which providers to include in your network?
INTERNATIONAL
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Figure 13: Payer Selectivity of Provider Network

Network management is a key component of value-based reimbursement, and so we wanted to know
what network designs are part of payers’ provider network strategy. We also wanted to explore whether
payers have changed their network strategy over the last 18 months and, if so, what are the forces

driving change.

It turns out that network management is changing dramatically. Close to two-thirds (61%) of
payers have changed network strategy since 2014, with 57% using Centers of Excellence networks, 53%
using tiered networks, and 42% using narrow networks now. Further, an overwhelming majority (81%)
of payers are becoming more selective about which providers they invite into their network. Among

the screening criteria, 75% say quality of care is the most important factor today, followed closely by
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existing network coverage (70%).

Going forward, however, 37% of payers say they’ll use a balance of cost and quality compared
to a provider’s peers to decide which providers to include in the network. This is also the area where
payers projected the greatest growth. The leading driver of changes to network management strategy?
It is growth, cited by 53% of plans. That’s followed by 23% of payers who say they’re using new network
management approaches to retain market share, and 17% who are innovating network strategies as a

reaction to regulatory mandates.

(14

81% of payers are more selective about providers
in their network.

b b
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Provider Participation in Tiered Pricing or Narrow Networks

Majority of Providers are now in Tiered and/or Narrow Networks

MCKESSON
PROVIDER PARTICIPATION IN TIERED PRICING
OR NARROW NETWORKS WITH PAYERS
TIERED PRICING Is PART OF CURRENT PROVIDER NETWORK
STRATEGY AND/OR NARROW NETWORKS WITH PAYERS % Extremely/very challenging

Yes, Yes, Patient confusion
47% 60% related to cost structure

Don't
know, 2016
1% Don't Denials
know,
No, 9% No, Contractconfusionin
1% 31% terms of billing due to

operating in more than
one network
Payerdirectory

inaccuracies

v

ANTICIPATE OFFERING IN NEXT 2-3 YEARS

Network
leakage/referral
Yes No Yes No management

Note: Question(s) not asked in 2014 —no trend available
Base: Total Providers 2014/2016 (n=350/350); Tiered pricing not used (n=145/107); Tiered Pricing/Narrow Networks Used 2016 (n=210)
(Provider) A6. Does your institution participate in tiered provider pricing and/or narrow networks with any payers? This typically involves payers contracting with providers in a tiered .:

network structure geared towards encouraging patients to use higher value / lower cost providers.
(Provider) A7. How challenging do you find the following issues related to operating within a Tiered Network or Narrow Network?
(Provider) A8. Do you expect that your institution will participate in payer tiered provider pricing and/or narrow networks 2-3 years from now?

INTERNATIONAL
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Figure 14: Provider Participation in Tiered Pricing or Narrow Networks

How are payers’ new network strategies and increasing selectivity impacting providers? We asked
providers if their institution participates in tiered provider pricing and/or narrow networks with any
payers. If they did, we wanted to know what challenges they faced operating within these models.
Lastly, if providers were not participating today in payers’ tiered provider pricing and/or narrow

networks, we wanted to know if they were planning to 2 to 3 years from now.

Nearly two-thirds of hospitals (60%) are now in tiered pricing and/or narrow networks, a
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significant 13% increase over 2014. Moreovet, of those not participating in tiered or narrow networks,
38% said they anticipate becoming part of one in the next 2 to 3 years. This growth reflects the trend

predicted by the 2014 study.

But these innovative network strategies are presenting some unique challenges for providers.
They point to patient confusion over the cost structure of these networks as their biggest operational
challenge (i.e., patient engagement and payment clarity, cited by 48%), followed by denials
management, which 40% of providers called out. That was followed by contract/payment confusion
due to operating in multiple networks with the same payer (34%), payer directory inaccuracies (31%),

and network leakage/referral management (31%).

(14

Providers say patient confusion is the greatest obstacle to
operating within these networks.
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Metrics for Measuring VBR Success

Payers Lead Providers in Tying Metrics to VBR Success,
Providers Struggling to Meet Goals

MCKESSON

CURRENT METRICS FOR MEASURING VBR AMONG PAYERS & PROVIDERS

”~
$ %’ Total Payers
% measure % measure

m Currently use tiedto VBR = Currently use tiedto VBR

Improvement in patient outcomes 67% 63% 46%
Improvement in clinical quality i B
oty 8% 54% 3%

Total Providers

&

Improve patient/member experience 60% 42%
Improve coordination of care a2% 26%
Lowering the cost of healthcare 52% 28%
Reducing administrative cost of care 38% 16%
Other 0% N/A | 1% 1%
We don’thave specific metrics in placeto g, o
measure performance on VBR I3 % .7 6%
Note: Question(s) not asked in 2014 —no trend available
Base: Total Payers 2016 (N=115); Total Providers 2016 (N=350)
(Payer/Provider)  B1/A14. How is your organization currently measuring the success of alternative payment and value-based reimbursement strategies within your organization?
Base (Payer): Bases vary based on the number of respondents that are currently measuring the success of alternative payment and value-based reimbursement strategies ‘
Base (Provider):  Have Specific Metrics In Place To Measure Performance On VBR (n=329)

(Payer/Provider) ~B1a/Al4a. Are any of these measures tied to value-based reimbursement payments?
Copyright © 2016 McKesson Corporation and/or one of its subsidiaries.

INTERNATIONAL

Figure 15: Current Metrics for Measuring VBR

We also introduced two new questions related to measuring the success of VBR strategies. First, we
wanted to understand how payers and providers are measuring the success of alternative and value-
based reimbursement strategies. Then, we wanted to explore which of those metrics are tied to VBR

payments.

Improvement in patient outcomes is the most commonly tracked metric for both payers (74%)
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and providers (63%). While the relative priority given to the metrics are fairly well aligned between
payers and providers, payers are far more likely to tie those metrics directly to VBR payments.

For example, 67% of payers say improvement in patient outcomes is tied to VBR payments com-
pared with 46% of providers. Similarly, 78% of payers said improvement in clinical quality measures

was tied to VBR compared to 35% of providers.

(14

Improvement in patient outcomes in the most commonly
tracked metric, the study found.
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Measures Meeting Goals Among Providers

Providers Struggling to Meet VBR Goals, Small Hospitals
Fare Worst on Most Measures

MCKESSON

WHICH MEASURES ARE CURRENTLY MEETING GOALS AMONG PROVIDERS

Top REAsONs NoT MEETING GOALS
H % not )
% Meeting goals meeting Patients/care 27%

goals Metrics/analytics/data 17%
Personnel 1%
Improvement in patient outcomes 60% i )

Metrics/analytics/data 21%
Patients/care 17%

Improve patient/member experience 61% Personnel 9%
Improvement in clinical qualit Metrics/analytics/data 15%
P q Y 63%  =——— General organization issues 14%
Measures Personnel 11%
Improve coordination of care 70% o T Personnel 21%
General organization issues 16%
. Metrics/analytics/data 10%

Lowering the cost of healthcare 74%
\ Financial reasons 42%
. - . Metrics/analytics/data 14%
[v) 0,

Reducing administrative cost of care 22% 78% Patients/care 10%
Financial reasons 27%
None of the above Personnel 14%

General organization issues 13%

Note: Question(s) not asked in 2014 —no trend available
Base: Specific Metrics In Place To Measure Performance On VBR (n=329) r———
(Provider) A15. For which of these measures do you feel your organization is currently meeting its goals?
Base: Currently using measure /measure is not meeting goals (variable)
A16. Why do you think your organization is not meeting its goals for these measures?

INTERNATIONAL
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Figure 16: Measures Meeting Goals Among Providers

This year we also added a new question to determine where providers are succeeding, struggling, and/
or failing among the metrics they’re using to measure VBR success. Fully 60% of providers are falling
short on goals to improve patient outcomes, 78% are not meeting goals to reduce administrative care
costs, 74% are failing to meet lower healthcare cost targets, and 70% are not meeting care coordination

goals.
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For each of these shortfalls, we asked an open-ended question about why the failures were
occurring. The answers varied, but recurring themes included struggling with metrics, analytics, and

data; as well as personnel, organizational, and financial factors.

(14

Providers say they’re not meeting their VBR goals 60% to
78% of the time.
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Most Important VBR Capabilities and Processes Among

Payers and Providers

Most Capabilities Required for VBR Success
Align to the Need to Modernize Healthcare IT Systems

?
$ >3 Total Payers

m % Extremely/very important

MCKESSON

MosT IMPORTANT VBR CAPABILITIES/PROCESSES AMONG PAYERS & PROVIDERS

Total Providers

m % Extremely/very important

Note: Question(s) not asked in 2014 —no trend available

Base: Total Payers 2016 (N=115); Total Providers 2016 (N=350)
(Payer/Provider)  D4.Inorder for VBR to be successful for both payers and providers, what capabilities or processes are most important to your organization?

Copyright © 2016 McKesson Corporation and/or one of its subsidiaries.

Care coordination
Standardizing clinical measures
Integrated workflows
Patient/Member engagement
Realtime data exchanges
Standardizing paymentmethodologies
Predictive analytics
Better business intelligence
Clinical transformation teams
Patient/Memberincentives

RIC

INTERNATIONAL

Figure 17: Most Important VBR Capabilities and Processes

Certain capabilities and processes are crucial for VBR initiatives to be successful. We asked both payers

and providers to share the capabilities and processes they feel are most important to their organization

when it came to transitioning to VBR.

Both payers and providers pointed to care coordination, standardizing clinical measures,
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integrating workflows, and patient member engagement as the most important measures or processes.
Interestingly, payers and providers were fairly well aligned in terms of the priority that they placed on

each of these.

(14

Certain capabilities and processes are crucial
for VBR success.
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About McKesson Health Solutions

McKesson Health Solutions (MHS) is a business unit of McKesson Corporation, the world’s largest and
oldest healthcare services company. We help payers and providers ease the transition to value by
automating, integrating, and transforming financial and clinical processes across healthcare to lower

costs, simplify complexity, improve quality, and enhance engagement.

Our Decision Management solutions—including InterQual®—help payers and providers
ensure the safest, most appropriate care by enabling consistent and optimal application of clinical
evidence and help to reduce administrative costs through streamlined medical reviews and automated

authorizations.

Our Network and Financial Management solutions help health plans manage provider
networks, implement new value-based reimbursement models, enhance payment accuracy, and

reduce administrative costs.

And our RelayHealth Financial solutions help providers automate the revenue cycle end-to-

end, increasing accuracy and speed of payments.
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About ORC International

ORC International is a research and business intelligence firm with 15 offices worldwide. The firm pro-
vides organizations with insight to support business growth and performance, specializing in the areas
of Customer Equity, Employee Engagement, Marketing and Strategy Development. ORC International's
aim is to engage, empower, and elevate clients' market knowledge to become innovators in their fields,
to capitalize on new opportunities, and to drive results, all through a unique, integrated approach—a
combination of passionate researchers and industry experts paired with bespoke technology platforms

and research science. For more information, please visit www.ORCInternational.com.
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About McKesson

McKesson Corporation, currently ranked 5% on the FORTUNE 500, is a healthcare services and
information technology company dedicated to making the business of healthcare run better. McKesson
partners with payers, hospitals, physician offices, pharmacies, pharmaceutical companies and others
across the spectrum of care to build healthier organizations that deliver better care to patients in every
setting. McKesson helps its customers improve their financial, operational, and clinical performance
with solutions that include pharmaceutical and medical-surgical supply management, healthcare
information technology, and business and clinical services. For more information, visit

www.mckesson.com.
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