Rise in Aetna's Medical-Cost Ratio
Spooks Investors
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Aetna Inc. reported an increase in a key measure of medical costs in the first quarter, sending shares of the health-insurance giant plummeting 20% and prompting worries among investors that the managed-care industry's streak of record profits is coming to an end.

The news was included in what were otherwise strong first-quarter results: Aetna reported slightly higher-than-expected earnings, modestly raised full-year profit projections and added 663,000 new members. Nevertheless, Aetna's stock plunged $9.43 to $37 in 4 p.m. New York Stock Exchange composite trading, knocking more than $5.5 billion off the company's market value. Caught in the downdraft were shares of insurers such as Wellpoint Inc., UnitedHealth Group Inc., Cigna Corp. and Humana Inc.

Though Aetna, of Hartford, Conn., and the other leading insurers continue to report robust profits, investors are increasingly concerned that tepid growth in health-plan membership will cause companies to bid too low for new business, leading them to pay higher portions of premiums for medical costs and shrink their profit margins.
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Over the past week, UnitedHealth Group and WellPoint reported disappointing health-plan enrollment. To many investors, Aetna reported a more ominous sign: a slight worsening of its medical cost ratio -- the percentage of premiums paid for medical expenses, which is a closely watched indicator of a managed-care company's financial health.

That, combined with the added new membership, suggested Aetna already is slashing premiums and cutting into its margins to win business. While the company said its medical costs continue to rise at only a moderate pace -- a big reason health insurers have enjoyed such handsome profits in recent years -- those costs are taking a bigger bite out of premiums.

"Even while everyone is swimming in the same stream [of medical costs], Aetna still went underwater," said Charles Boorady, a Citigroup analyst who yesterday cut his rating on Aetna to "sell." "The question now is whether that will boomerang into an earnings shortfall before the company can respond by raising prices again."

While many analysts saw Aetna's warning signs as company specific, behind the stock plunge looms a bigger question about the health-insurance industry's outlook: As rising premiums and medical costs push more of their traditional-employer customers to shun or curtail company health benefits, insurers are struggling to find new ways to grow.

Until recently, the country's biggest insurers, such as WellPoint and UnitedHealth, still were able to lure new customers and raise premiums comfortably ahead of costs, partly because Aetna, and later Cigna, shed millions of plan members amid corporate turnarounds. But pressure on prices has been growing since Aetna began winning more business and other rivals, such as not-for-profit Blue Cross and Blue Shield plans, have come under political pressure to cut premiums to pare the excess reserves built over the past several years.

Last year, Aetna was one of the industry's best-performing stocks, rising 51%. The darling of many health-insurance analysts and investors, its share price hadn't slid back this year as precipitously as other managed-care stocks, such as UnitedHealth. But analysts said Aetna's higher enrollment among fully insured health-plan customers, in the face of declines at WellPoint and UnitedHealth, suggested the company is now one of the most aggressive in trying to wrest business away with lower prices. Aetna's overall health-plan membership rose by 663,000 people in the first quarter to 15.42 million members.

By contrast, UnitedHealth's membership in fully insured health plans fell by a greater-than-expected 295,000 people, which it attributed in part to aggressive pricing by competitors. WellPoint said membership in its fully insured plans fell by 148,000 members, while overall enrollment was flat. Both companies said they won't endanger profits at the expense of trying to win more business, but increased price competition steps up the pressure to do so.

Aetna's medical-cost ratio, which is the ratio of those costs to total premiums collected, worsened to 79.4% from 77.9% in the first quarter a year earlier.

Chief Executive Ron Williams said the higher ratio was partly due to a shift in Aetna's customer base and that some premium increases it has pushed through this year won't go into effect until later in 2006. On a conference call with analysts, he said Aetna's medical-cost ratio isn't expected to improve in the second quarter.

Aetna's first-quarter earnings rose 3.2% to $401.7 million, or 68 cents a share, from $389.3 million, or 64 cents a share, a year earlier. Revenue climbed 15% to $6.2 billion from $5.4 billion.

Separately, Aetna said Jack Rowe, 61 years old, will retire as chairman Oct. 1, to be succeeded by Mr. Williams, 56. Dr. Rowe, who retired as chief executive in February, previously said he would retire from the chairmanship by the end of the year. Chief Financial Officer Alan Bennett, 55, plans to retire in the first quarter of 2007, the company said.
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